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VORWORT DBEORSITZENDEN

Im Februa012 setzte Kommissionsmitglied Michel Barnier eine hochrangige Expertengruppe fur
Strukturreformen im Bankensektor eiWir sollten bewerten, ob zusatzliche, direkt auf die Struktur
einzelner Banken gerichtete Reformdie Wahrscheinlichkeitines Bankausfallgerringern und die
Folgen eines solchen Ausfalls abschwachéinden, und ob siedie Aufrechterhaltung der fir die
Wirtschaft vitalen Funktionen bei einem Ausfall gewahrleisten und anfaéfijeakunden besser
schiizen wurden.

Wir haben Anhérungen mit zahlreichen Interessengruppeeranstaltet von Anbietem von
Finanzdienstleistungen,iiber Nutzer solcher Leistungen, Bankinvestorennd politischen
Entscheidungstragarbis zuwissenschaft und LehrBartber hinaus &t die Gruppe eine offentliche
Konsultation der Interessengruppen durchgefiihrt, deren Antworten ebenfalls mit diesem Bericht
veroffentlicht werden.

Unsere Bewertung des europdischen Bankensektors hat ergeben, dass in der Finanzkrise kein
bestimmtes Geschaftsmodell besonders gut oder besonders schlecht abgeschnitt&tattatessen

hat die Analyse gezeigt, dass im Vorfeld der Finanzgrigamals durchHandel mit hochkomplexen
Instrumenten oder durch Immobilienkreditezu hohe Risiken eingegangen wurden und in zu hohem
MaRe auf kurzfristige Finanzierungen gesetzt wur@®n eingegangenen Risiken stand keine
angemessene Eigenkapitalausstattung gegenibend starke Verknipfungen zwischen den
Finanzinstituten fihrten zu hohen Systemrisiken.

Um diesen und anderen Schwéachen, die die Stabilitatt des Finanzsystems gefahrden,
entgegenzuwirkensind bereitseine Reihe von Reformen auf den Weg gebraahitden. Diese noch
laufenden Reformen hat die Gruppauf ihre Wirksamkeitliberprift und ihr Augenmerk dabei
besonders auf die Eigenkapialnd Liquiditdtsanforderungen sowie auf die Reformen im Bereich
Sanierung und Abwicklung gerichtet.

Strengere Eigenkapitalanfaedungen werden die Widerstandsfahigkeit der Banken erhotizie.
Anwendung der neuen Eigenkapitalverordnung gnightlinie (CRR/CRIY) wird in dieser Hinsicht
eine erhebliche Verbesserung bewirkém. Hinblick aufthr Mandat erwartet die Gruppe ferner, da

die derzeit vom Basler Ausschuss durchgefilhrte grundlegende Uberarbeitung der
Handelsbuchvorschriften die Steuerung des Marktrisikos innerhalb des Bankensystems verbessert.

Die von der Kommission vorgeschlagene Richtlinie zur Sanierung und AbwickduBgnken stellt in

den Augen der Gruppe eirentrales Elementer kinftigen Regulierungsstruktur daviit diesem
Vorschlag ist das Ziel, dass eine Bank unabhangig von ihrer Grof3e und Systemrelevanz so
umstrukturiert und saniert oder abgewickelt werden kamlass sich die Haftung der Steuerzahler fur

ihre Verluste in Grenzen hélt, ein beachtliches Stlck naher gerickt.

Dartber hinaus hatte die Gruppe den Bedarf an weiteren Strukturreformen zu bewevtién.
zunehmendentortschritt ihrer Arbeit hat die Gruppewei Reformansatzeingehender untersucht.

Nach dem ersten Ansatz wurde ausgehend von der wichtigen Rolle von Sanierungsl
Abwicklungsplanen die Entscheidung Uber eine mdgliche Abtrennung von Bankgeschéften von der
Bewertung dieser Plane abhangig gemacuch eine Verscharfung der Eigenkapitalanforderungen
wurde dabei vorgeschlageie zweite bestand in der obligatorischen Abtrennung von Eigenhandel
und anderen risikoreichen Geschéftsbereichen.

Beide Reformansatzaverden in dem Bericht vorgestellDas Fur und Wider beider Méglichkeiten
wurde eingehend von der Gruppe bewertétich hinlanglich bekannte Ereignigse Bankensektqr
zu denen es wahrend der Arbeiten der Gruppe gekommen ist, hatten einen Einfluss.

Die Schlussfolgerung der Gruppe lautet, dd&s Bankengruppen eine rechtliche Trennung
bestimmter besonders risikoreicher Finanzgeschafte vom Einlagengeschéaft vorgeschrieben werden
sollte.

HLEG i



Eine solche Trennung verfolgt in erster Linie das Ziel, Bankengruppen, und hier vornehmlich deren
gesellschdfich relevanteste Sparten (hauptsachlich das Einlagengeschéft und die Erbringung von
Finanzdienstleistungen fir die NieRinanzSektoren der Wirtschaft), sicherer zu machen und in
starkerem Male von Handelstatigkeiten mit hohem Risiko abzukoppeln undimgikzite oder
explizite Beteiligung der Steuerzahler an den Handelssparten von Bankengruppen zu beddenzen.
von der Gruppe empfohlene Trennung betrifft die als risikoreichste Teile der Handelstatigkeiten
angesehenen Geschafte, bei denen sich Risikbposn aul3erordentlich schnell &ndern kénnen.

Die Aspaltung dieser Téatigkeiten in gesonderte juristische Personen innerhalb einer Gruppe ist der
direkteste Weg, der Komplexitat von Banken wund ihrer Verknipfung untereinander
entgegenzuwirkenDa eine solee Abtrennung die Struktur von Bankengruppen vereinfachen und
deren Transparenz erhdhen wirde, wirde sie auch die Marktdisziplin und die Beaufsichtigung sowie
in letzter Instanz die Sanierung und Abwicklung erleichtern.

Bei den Diskussionen innerhalb der Gruppe sprachen sich einige Mitglieder fur eine Kombination
dieser Mallnahmen aus: sie pladierten daftr, einen nicht risikogewichteten Kapitalpuffer fir
Handelstatigkeiten vorzuschreiben und didbtrennung bestimmter Tatigkeiten von der
Genehmigung eines Sanierungmd Abwicklungsplans durch die Aufsichtsbehérden abhéangig zu
machen, anstatt grundsatzlich eine Trennung von Bankgeschaften vorzuschreiben.

Aus Griunden der Transparenz werden in diesem Bericht die begidemlegenden Reformansatze
samt ihrer Begrindung dargelegBeschlossen wurde allerdings, die obligatorisdigrennung
bestimmter Handelstatigkeiten zu empfehleBartiber hinaus enthalt der Bericht noch weitere
Empfehlungen, die beispielsweise den Einsatz We¥til S NJ -A ofidstruinénte,  die
Eigenkapitalanforderungen fur Immobilienkredite, die Kohareazknterner Risikonodelle und die
solide Corporate Governance betreffen.

Die Gruppe legt Kommissionsmitglied Michel Barnier hiermit ihren BerichWiorsinduns voll und

ganz dartiber im Klaren, dass der Kommission damit eine grof3e Verantwortung Ubertragebigvird.
Kommission muss nun den Bericht bewerten, die Interessengruppen angemessen konsultieren und
letztlich entscheiden, ob sie ausgehend von den Empfefgn unserer Gruppe Vorschlage vorlegen

will. Solche Vorschlage wirden der Kommissionspraxis entsprechend eine Folgenabschéatzung
erfordern.

Die Gruppe wurde von einem kompetenten Sekretariat der Kommissionsdienststellen untefsititzt,
dessen Hilfe wir ms bedanken.

Erkki Liikkanen

Vorsitzender der hochrangigen Expertengruppe
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ZUSAMMENFASSUNG DESRSCHLAGS

Die hochrangige Expertengruppe sollte Uberprifen, ob derBRhkensektor Strukturreformen
bendtigt, und gegebenenfalls zweckdienliche Vorschigdegen mit dem Ziel, ein stabiles und
effizientes Bankensystem zu schaffen, das den Erfordernissen der Burger, der Wirtschaft und des
Binnenmarkts gerecht wird.

Die Gruppe schlagt ein Bundel von funf MaBnahmen vor, die die von EU, Basler Ausschuss und
nationalen Regierungen bereits erlassenen oder vorgeschlagenen Regulierungsmalinahmen
verstarken und erganzen.

Erstens sollten Eigenhandel und andere umfangreiche Handelstatigkeiten abgetrennt und einer
separaten rechtlichen Einheit Ubertragen werden, wedie entsprechenden Téatigkeiten einen
erheblichen Anteil an den Geschaften der betreffenden Bank ausmaches.wirde sicherstellen,

dass alle uber diese Schwelle hinausgehenden Handelstatigkeiten eigenstandig und getrennt vom
Einlagengeschéaft durchgefithwerden. Damit waren risikoreiche Handelstatigkeiten nicht langer
unmittelbar durch Einlagen und die mit diesen verbundenen expliziten und impliziten Sicherungen
unterlegt. Das in Europa seit langem bestehende Universalbankenmodell bliebe allerdings
unangetastet, da die abgetrennten Tatigkeiten innerhalb d@ankengruppe verbleiben wirden.
Damit konnten die Banken ihren Kunden auch weiterhin ein breites Spektrum an
Finanzdienstleistungen anbieten.

Zweitens unterstreicht die Gruppe die Notwendigkeit, ddis Banken wirksame und realistische
Sanierungsund Abwicklungsplane aufstellen und fortschreiben, wie es die Kommission in ihrem
Richtlinienvorschlag zur Sanierung und Abwicklung von Banken (BRR) vorsdbiégt.
Abwicklungsbehotrde sollte eine Uber daseabals obligatorisch bezeichnete Mal3 hinausgehende
Trennung verlangen, wenn dies zur Gewahrleistung der Abwicklungsfahigkeit und der betrieblichen
Aufrechterhaltung kritischer Funktionen flr nétig gehalten wird.

Drittens setzt sich die Gruppe mit Nachdkuér den Einsatz bestimmter Baikinstrumente einDie

Banken sollten eine ausreichend gro3e Menge anibdilhigen Schulden bilden, die klar definiert

sein sollten, damit ihre Stellung in der Rangfolge der Schuldinstrumente in der Bankbilanzukidr ist

die Anleger wissen, wie im Falle einer Abwicklung letztendlich mit ihnen verfahren Diase
Schulden sollten auflerhalb des Bankensystems gehalten werBém. Schulden (oder ein
entsprechender Betrag an Eigenkapital) wirden die Verlustabsorptiog&&ihinsgesamt erhéhen,

die Anreize zur Ubernahme von Risiken vermindern und die Transparenz und Bepreisung der Risiken
verbessern.

Viertens schlagt die Gruppe vor, bei der Bestimmung von Mindestkapitalstandards robustere
Risikogewichte anzuwenden undedRisiken in internen Modellen koharenter zu behand®&ach
Bekanntgabe der Schlussfolgerungen, die der Basler Ausschusses aus seiner Uberpriifung der
Handelsbuchvorschriften zieht, sollte die Kommission ihrerseits Uberprifen, ob die Ergebnisse
ausreichen um die Risiken des gesamten europdaischen Bankenspektrums zu erfassedndie
Behandlung von Immobilienkrediten im Rahmen der Eigenkapitalvorschriften sollte erneut auf den
Prufstand gestellt werden wie auch die maximale Beleihungsquote (und/oder dasmala
Verhaltnis zwischen Kredithhe und Einkommen) als Kriterium in die Mikid Makroaufsicht
aufgenommen werden sollte.

Und schlieBBlich ist die Gruppe der Auffassung, dass die bereits durchgefiihrten Corporate
GovernanceReformen durch konkrete MalRhanen 1.) zur Starkung von Board und Management, 2.)
zur Unterstitzung der Risikomanagemeéntnktion, 3.) zur Limitierung der Vergltung von
Geschéftsleitung und Mitarbeitern, 4.) zur Verbesserung der Offenlegung von Risiken und 5.) zur
Verstarkung der Sankinsbefugnisse ergénzt werden mussen.
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ZUSAMMENFASSENDER RBECK

Die hochrangige Expertengruppe hatte den Auftrag, eingehend zu Uberprufen, ob der EU
Bankensektor Strukturreformen benétigt, und gegebenenfalls zweckdienliche Vorschlage vorzulegen
mit demZiel, ein sicheres, stabiles und effizientes Bankensystem zu schaffen, das den Erfordernissen
der Burger, der Wirtschaft und des Binnenmarkts gerecht wird.

Die Bewertung des europdischen Bankensektors hat ergeben, dass in der Finanzkrise kein
bestimmtesGeschéaftsmodell besonders gut oder besonders schlecht abgeschnitteBthtitlessen

hat die Analyse gezeigt, dass im Vorfeld der Finanzkriseftmals durch den Handel mit
hochkomplexen Instrumenten oder durch Immobilienkrediteu hohe Risiken eingegamgwurden

und in zu hohem Mal3e auf kurzfristige Finanzierungen gesetzt wirele.eingegangenen Risiken
stand keine angemessene Eigenkapitalausstattung gegenuber und starke Verknupfungen zwischen
den Finanzinstituten fihrten zu einem hohen Systemrisiko.

Um diesen und anderen Schwachen, die die Stabilitat des Finanzsystems gefahrden,
entgegenzuwirken, wurden eine Reihe von Regulierungsreformen auf den Weg gebiasktnoch
laufenden Reformen hat die Gruppe Uberprift und ihr Augenmerk dabei besonders iauf d
Eigenkapital und Liquiditatsanforderungen sowie auf die Reformen im Bereich Sanierung und
Abwicklung gerichtet.

Strengere Eigenkapitalanforderungen werden die Widerstandsfahigkeit der Banken generell
erhdhen, die Anreize fir Eigentimer und Geschéaftahg bis zu einem gewissen Grad korrigieren
und ebenfalls dazu beitragen, die vom Steuerzahler bei einer stark beeintrachtigten
Zahlungsfahigkeit von Banken erwartete Haftung zu verring®i® Anwendung der neuen
Eigenkapitalverordnung undrichtlinie (CR/CRDV) wird in allen genannten Punkten eine
erhebliche Verbesserung bewirkeim Verbindung mit ihrem Mandat erwartet die Gruppe ferner,
dass die derzeit vom Basler Ausschuss durchgefiihrte grundlegende Uberarbeitung der
Handelsbuchvorschriften die Steumg des Marktrisikos innerhalb des Bankensystems verbessert.

Die von der Kommission vorgeschlagene Richtlinie zur Sanierung und Abwicklung von Banken (BRR)
stellt in den Augen der Gruppe eine essenzielle Komponente der kiinftigen Regulierungsstruktur dar.
Mit diesem Vorschlag ist das Ziel, dass eine Bank unabhéngig von ihrer Gré3e und Systemrelevanz so
umstrukturiert und saniert oder abgewickelt werden kann, dass sich die Haftung der Steuerzahler fur
ihre Verluste in Grenzen halt, ein beachtliches StiidiengericktDie Erstellung und Genehmigung

von Sanierungsund Abwicklungsplanen dirfte innerhalb der Bankengruppen einige strukturelle
Veranderungen mit sich bringen, die Komplexitéat und das Ansteckungsrisiko verringern und dadurch
die Abwicklungsfahighkieverbessern.

Doch ungeachtet dieser wichtigen Initiativen und Reforngetangte die Gruppe zu dem Schluss,
dass fir Bankengruppen eine rechtliche Trennung bestimmter besonders risikoreicher
Finanzgeschéfte vom Einlagengeschéaft vorgeschrieben werdere. salizutrennen waren der
Eigenhandel mit Wertpapieren und Derivaten sowie bestimmte andere, eng mit den Wertpapier
Derivatemarkten verbundene Tatigkeite@ies wird im Folgenden noch naher dargeldapriiber
hinaus schlagt die Gruppe noch weitere MaBmen in Bezug auf den Sanierungsnd
Abwicklungsrahmen fir Banken, die Eigenkapitalanforderungen und die Corporate Governance von
Banken vorDeren Ziel ist es, das Systemrisiko beim Einlagad Investmentgeschéaft auch nach
einer Trennung weiter zu vengern.

Eine solche Trennung verfolgt in erster Linie das Ziel, Bankengruppen, und hier vornehmlich deren
gesellschatftlich relevanteste Sparten (hauptsachlich das Einlagengeschéft und die Erbringung von
Finanzdienstleistungen fur die NieRinanzSektoren der Wirtschaft), sicherer zu machen und in
starkerem MalRe von Handelstatigkeiten mit hohem Risiko abzukoppeln und die implizite oder
explizite Beteiligung der Steuerzahler an den Handelssparten von Bankengruppen zu beddanzen.
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von der Gruppe empfohlen Trennung betrifft die als risikoreichste Teile des InvestaBarking
angesehenen Geschafte, bei denen sich Risikopositionen aul3erordentlich schnell &ndern kénnen.

Die Aspaltung dieser Téatigkeiten in gesonderte rechtliche Einheiten ist der direktesty Wée
Komplexitat von Banken und ihrer Verknipfung untereinander entgegenzuwitk@reine solche
Trennung die Struktur von Bankengruppen vereinfachen und deren Transparenz erhdhen wirde,
wirde sie auch die Marktdisziplin und die Beaufsichtigung soweater Instanz die Sanierung und
Abwicklung erleichterrDer Vorschlag wird im Folgenden noch naher dargelegt.

Bei der Diskussioimnerhalb der Gruppe sprachen sich einige Mitglieder fir eine Kombination dieser
MalRnahmen aus: sie pladierten dafiir, einenicht risikogewichteten Kapitalpuffer fir
Handelstétigkeiten vorzuschreiben und didbtrennung dieser Tatigkeiten von der Genehmigung
eines Sanierungaund Abwicklungsplans durch die Aufsichtsbehérden abhangig zu mdshedre
Abschnitt5.4.1, Handlungsmaoighkeitl), anstatt eine grundséatzliche Trennung von Bankgeschaften
vorzuschreibenln den Diskussionen wurde unterstrichen, dass die laufenBeformen fir die
Banken bereits mit ausreichenden strukturellen Verdnderungen verbunden ist und dass
Reformansatl auf eine Erganng dieser Entwicklungen abstellt und somit unbeschadet der
zentralen Grundsatze und Ziele dieser Reformen realisiert werden kifntd wurde argumentiert,

dass es bei diesem Ansatz speziell um das Problem der Anreize zur UbetimyméRiger Risiken

und den hohen Fremdmitteleinsatz bei Handelstatigkeiten, die Risiken komplexer Geschéaftsmodelle,
die Retail und InvestmentBanking miteinander kombinieren, und das durch die Ubermagige
Verflechtung der Banken bedingte Systemrisiko galch entfalle beReformansatd das Problem,

im Voraus festlegen zu missen, welche Téatigkeiten abgetrennt oder untersagt werden gollen.
dem Hintergrund der anhaltenden Finanzkrise und der Fragilitat des Finanzsystems wurde ebenfalls
berticksichtigt, dass ein schrittweise Vorgehen angezeigt sein konnte, das das Risiko von
Diskontinuitaten bei der Finanzdienstleistungserbringung begrenzt.

Obligatorische Abtrennung von Eigenhandel und anderen umfangreichen Handelstatigkeiten

Die Gruppe schlagt vor, daskigenhandel und alle beim Market Making eingegangenen
Vermdgenswer oder Derivatepositionen, die nicht zu den unten _ausgenommenen Tatigkeiten
zahlen, auf eine gesonderte rechtliche Einheit tUbertragen werden mii$serder es sich um eine
Wertpapierfiirma2 RSN SAyS . Iyl oO6ylFIOKaGiSKSYR ol yRSfaAya
handeln kanr. Auch samtliche Darlehen, Darlehenszusagen oder unbesicherte Kreditengagements
gegenlber Hedgefonds (einschlieBlich Prime Brokerage fir Hedgefonds), Zweckgeseailaahdfte

anderen ahnlich gearteten Gesellschaften sowie Investitionen in Private Equity sollten auf das
Handelsinstitut Gbertragen werden. Diese Anforderungen gelten auf konsolidierter Ebene wie auch

auf Ebene der Tochtergesellschaften.

Die Gruppe schlagt voeine solche Trennung nur verbindlich vorzuschreiben, wenn die betreffenden
Tatigkeiten einen erheblichen Anteil an den Geschéften der Bank ausmachen oder ihr Umfang mit
Blick auf die Finanzstabilitdt als erheblich angesehen werden Kaien.Gruppe schldgfir die
Entscheidung dariiber, ob die Abtrennung verbindlich vorgeschrieben werden sollte, eine zweistufige
Vorgehensweise vor:

1 In der ersten Stufe wirde untersucht, ob die zu Handelszwecken gehaltand zur
VeraulRerung verfiigbarefinanziellen Vermégenswerte nach derzeitiger Definition 1.) tGber
1525% der Gesamtvermdgenswerte hinausgehen oder 2.) einen Schwellenwert von

1 Um der Vielfalt des europaischen Bankensystems gerecht zu werden, ist diese Empfehlung bei allen Banken
unabhéngig von deren Geschéaftsmodell{dauch bei Genossenschaftsbanken und Sparkassen) tber die
gleiche Rechtsform umzusetzen.
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100Mrd. EUR Ubersteigen. Ware dies bei einer Bank der Fall, wirde sie in die zweite
Prifungsstufe aufricken.

 In der zweiten @ife wirden die Aufsichtsbehérden dann anhand des Anteils der
abtrennungspflichtigen Vermdgenswerte bestimmen, ob eine Trennung vollzogen werden
muss.Diese Schwelle, ausgedrickt als Anteil an den Gesamtvermdgenswerten der Bank, ist
von der Kommission zu akbrieren. Diese Kalibrierung soll sicherstellen, dass der
Trennungspflicht alle Banken unterliegen, bei denen die betreffenden Tatigkeiten im
Verhdltnis zur Bilanzsumme signifikant sifdir empfehlen derKommission, sich bei der
Kalibrierung dieser Sclalle auf unterschiedliche Ausgangsdaten fur die Messung der
Handelstatigkeit zu stitzen, wie beispielsweise die erzielten Erlose.

Sobald eine Bank die letzte Schwelle Uberschreitet, sollte die betreffende Tatigkeinaathtlich
eigenstandige Handelsastitut Ubertragen werden. Der Vorschlag sollte eine ausreichende
Ubergangszeit vorsehen, die von der Kommission zu erwagen Digrdleinsten Banken schlieBlich
waren zur Ganze von der Trennungspflicht befreit.

Alle anderen BankgeschéaftauRer denoben gnannten durften in dem Unternehmen, das
Fo3SaA0OKSNIS 9Ayf3ISy fa CAYlFYyT ASNYzy3&ljdzsStt S
sei denn, unternehmensspezifische Sanierumgs Abwicklungsplane schreiben etwas anderes vor.
Die zulassigen Tigkeiten umfassen die Kreditvergabe an GroBunternehmen und an KMU,
Handelskredite, Verbraucherkredite, Hypothekarkredite, InterbarKesdite, die Teilnahme an
Kreditkonsortien, Standardverbriefungen fir Finanzierungszwecke, die private Vermodgensverwaltung
und Engagements gegeniber regulierten Geldmaf@GAW¥onds, sind aber nicht zwangslaufig
darauf beschranktAuch der Einsatz von Derivaten fir das Management eigener Aktiva und Passiva
sowie VermdgenswetteraulRerungen undAnkaufe zur Steuerung derglititdtspositionen waren

fur Einlageninstitute zulassigdassenzahlungsverkehrsdienstleistungen durfen hingegen nur vom
Einlageninstitut erbracht werden.

Die Bereitstellung von Absicherungen fir Nichtbankemden (beispielsweise durch Devisemd
Zinsoptionen undswaps), fur die in Relation zu den Eigenmitteln enge Positionsrisikobegrenzungen
gelten und die in Rechtsvorschriften genauer zu bestimmen sind, sowie Emissionsiibernahmen
muissen dagegen nicht abgetrennt werdemd koénnen somit vom Einlagmstitut ausgeflihrt
werden.Die Gruppe ist sich der potenziellen Risiken der beiden Tatigkeiten bewusst und schlagt vor,
dass die Behorden die damit verbundenen Risiken aufmerksam verfolgen.

Das Handelsinstitut kann mit Ausnahme der dem Einlageninstiiattiagenen Bankgeschafte alle
anderen Bankgeschéfte anbieteles kann sich alsocht Uber die abgesicherten Einlagen finanzieren
und darf keine Massenzahlungsdienste erbringen.

Das rechtlich getrennte Einlageninstitut und das rechtlich getrenHtndelsinstitut kdnnen
innerhalb einer Bankholdir§truktur operieref, doch muss das Einlageninstitut in ausreichendem
Mafe von den Risiken des Handelsinstituts abgeschottet sein.

Ein Risikeoder Mitteltransfer zwischen dem Einlageninstitut und dem Hdsidstitut einer Gruppe
wirde zu marktiblichen Bedingungen erfolgen und unterlage den Beschrankungen der reguléaren
Bestimmungen zu GroRRkrediten im Interbankengeschdisike oder Mitteltransfers vom
Einlageninstitut auf das Handelsinstitut waren wedeaekli noch indirekt gestattet, soweit dies die
Kapitaladaquanz (die vorgeschriebene Mindestkapitalausstattung plus der verlangten zusatzlichen
Kapitalpuffer) gefahrden wiirddn welchem Umfang beide Institute Zugang zu Zentralbankmitteln

% Wie bereits erwahnt, mussiese Empfehlung bei allen Banken unabhangig von deren Geschéftsigabdell
auch bei Genossenbaftsbanken und Sparkasgeiiber die gleiche Rechtsform ugesetzt werden, um der
Vielfaltdes européaischen Bankensystegerecht zu werden

HLEG vi

Y



hatten, hangt davonab, wie der Status als Geschéftspartner der Zentralbank in den einzelnen
Landern geregelt istEinlagen und Handelsinstitut dirfen nur Dividenden zahlen, wenn sie die
Mindesteigenkapitalanforderungen erfiillen und tber die vorgeschriebenen Kapitalpeffigigen.

Um die Widerstandsfahigkeit beider Institutsarten zu gewé&hrleisten, wirden sowohl das
Einlageninstitut als auch das Handelsinstitut fir sich genommen allen feFinabzinstitute
geltenden Regulierungsanforderungen unterliegen, wie der CRRAMCBBJ der konsolidierten
Aufsicht. Damit missen sie beispielsweise nach den jeweiligen Eigenkapitalvorschriften getrennt
kapitalisiert werden und somit auch die vorgeschriebenen Kapitalpuffer vorhalten und etwaige
zusatzliche Eigenkapitalanforderungen deul82 erfillen.

Mit der Trennung wird im Einzelnen das Ziel verfolgt, 1.) die Anreize und Mdglichkeiten einer
Bankengruppe, mit abgesicherten Einlagen Ubermafig hohe Risiken einzugehen, zu begrenzen, 2.) zu
verhindern, dass Verluste des Handelsinstituts ®litteln des Einlageninstituts gedeckt werden, und

so die Haftung des Steuerzahlers und des Einlagensicherungssystems zu begrenzen, 3.) zu vermeiden,
dass das Einlageninstitut ibermafig viele Kredite fur andere Finanztatigkeiten aufnimmt und dies zu
Lasten der NichtFinanzSektoren der Wirtschaft geht, 4.) die VerknlUpfung zwischen den Banken und
dem Schattenbankensystem, die in der systemweiten Bankenkrise zur Ansteckung beigetragen hat,
zu verringern und 5.) beim InvestmeBanking die Wettbewerbsbedinggan zwischen
Bankengruppen und reinen InvestmeBanken anzugleichen, da dies die Erwartungen des Marktes
hinsichtlich einer offentlichen Absicherung dieser Tatigkeiten dampfen und so die
Risikoempfindlichkeit der Finanzierungskosten bei derartigen Hageghaften erhéhen wirde.

Wenngleich die Trennung im Wesentlichen auf die Erhaltung der Finanzstabilitdt abzielt, soll sie
dariber hinaus aber auch die Fahigkeit der Banken erhalten, ihren Kunden effizient ein breites
Spektrum an Finanzdienstleistungen abieten. Aus diesem Grund darf die Trennung innerhalb der
Bankengruppe vollzogen werden, so dass zur Deckung des Bedarfs der verschiedenen Kunden die
gleiche Vermarktungsorganisation genutzt werden kabie Vorteile, die fir den Kunden mit einer
Vielzahl unterschiedlicher Geschéftsbereiche verbunden sind, bleiben somit erhalen.der
Vorschlag abgesicherten Handel und Emissionsubernahmen auch weiterhin gestattet, lasst er den
Einlageninstituten gentigend Raum und Flexibilitat fur ihre Geschaftskundedawmnid zur Erfillung

ihrer Aufgabe, die Realwirtschaft mit Krediten zu versorgkach das Handelsinstitut kann ein
breites Spektrum an Tatigkeiten ausibeDer Vorschlag nimmt die groRten Schwachen des
Bankensektors in Angriff, lasst die Hauptvorteile desversalbankensystems aber unangetastet und
ermdglicht eine Vielzahl von Geschaftsmodellen

Auch ist der Vorschlag einfach genug, um eine harmonisierte Umsetzung in allen Mitgliedstaaten
sicherzustellenDie Gruppe schlagt vor, dass verwandte Bankgesclidfierhalb einer rechtlichen
Einheit ausgefuhrt werden kdnneimsbesondere betrifft die vorgeschlagene Trennung sowohl den
Eigenhandel als auch das Mariaking, wodurch die Schwierigkeit, die beiden Tatigkeiten
gesondert zu definieren, umgangen wikkensowenig umfassen die abgetrennten Vermégenswerte
Kredite an NichFinanzUnternehmen, da deren Kategorisierung (beispielsweise nach der
Kredith6he) auf EiEbene nicht weniger problematisch ware und erhebliche GroRenvorteile bei
Unternehmenskrediten verten gehen kénnten.

Zuséatzliche Abtrennung von Geschéftsbereichen in Abhangigkeit vom Sanierunds
Abwicklungsplan

Der Kommissionsvorschlag vom Juni 2012 zur Sanierung und Abwicklung von Kreditinstituten und
Wertpapierfirmen (BRRorschlag) gibt denAbwicklungsbehdrden die nétige Handhabe, um
Abwicklungshindernisse abzubauen bzw. zu beseitigerei Bestandteile des Vorschlags sind aus
Sicht der Gruppe von besonderer Bedeutung, insbesondere der Sanienmy®\bwicklungsplan
(Recovery and Resolutidgtian- RRP) und die Bail-Vorschriften fir die von Banken ausgegebenen
Schuldtitel (siehe nachfolgender Abschnitt).
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Nach Auffassung der Gruppe kdnnte die Erstellung eines wirksamen und glaubwirdigen RRP eine
weiterreichende Abtrennung von Geschaftsbehein erfordern, als sie im Rahmen desrstehend
erlauterten obligatorischen Trennung vorgesehen .idlach dem BRRorschlag kann die
Abwicklungsbehdrde einer Bank Veradnderungen ihrer rechtlichen oder operativen Strukturen
abverlangen, um sicherzustellenass diese in einer Weise abgewickelt werden kann, die kritische
Funktionen und die Finanzstabilitat nicht gefahrdet und die Steuerzahler nicht mit Kosten belastet.

Die Gruppe hebt die Notwendigkeit zur Aufstellung und Fortschreibung wirksamer und refadistis
Sanierungsund Abwicklungspléne hervoGeachtet werden muss insbesondere darauf, ob eine Bank

in der Lage ist, Retaibnd Handelsgeschéft voneinander zu trennen und Risikopositionen, die im
Handel- insbesondere mit Derivateneingegangen werderin Stresssituationen aufzulésen, ohne
dass die Bank finanziell in Schieflage gerat und/oder das Systemrisiko signifikant erhdht wird.
Unerlasslich ist auRerdem, dass die betriebliche Kontinuitat dézdhilungsverkehrinfrastruktur
einer Bank im Krisenfajewahrleistet ist. Angesichts der mdglichen Folgen fir Finanzierung und
Liguiditat sollte die Kontinuitat der Geschéftsdienste im RRiZess besondere Beachtung finden.

Die Gruppe unterstitzt den BB®isatz, wonach die EBA eine zentrale Rolle dabeespsell, eine in

allen Mitgliedstaaten einheitliche Anwendung der RRP und der Bewertungen der integralen
Abwicklungsfahigkeit zu gewahrleistddementsprechend hatte die EBA die Aufgabe, harmonisierte
Standards fiir die Bewertung der systemischen Auswirkongon RRP sowie dafiir auszuarbeiten,
welche Aspekte bei der Bewertung der Abwicklungsfahigkeit einer Bank zu priifen sind und welche
Faktoren die Ablehnung des Plans ausldsen wir@ea.Ausloser sollten mit der Komplexitat der
gehandelten Instrumente under Organisation (Leitungand Rechtsstruktur) der Handelsaktivitaten

in Zusammenhang stehen, da diese Faktoren die Abwicklungsféhigkeit der Handelssparte malRgebend
mitbestimmen.Die Ausldser sollten auch mit dem Umfang der Risikopositionen und dereélvésh

zur Grol3e des Markts fur bestimmte Instrumente zusammenhé&ngen, da umfangreiche Positionen in
einer angespannten Marktsituation besonders schwer aufzulésen sind.

Etwaige Anderungen im Hinblick auf den Einsatz von Bainstrumenten bei Abwicklungen

Neben den Sanierungand Abwicklungsplanen unterstitzt die Gruppe auRerdem nachdriicklich den
Einsatz bestimmter Baiih-Instrumente im Rahmen der BRR, da sich die Verlustaufnahmefahigkeit
einer_Bank dadurch verbesserDie Befugnis, bei Abwicklung ein®ank Forderungen nicht
abgesicherter Glaubiger abzuschreiben oder Schuldtitel in Eigenkapital umzuwandeln, ist von
zentraler Bedeutung, um eine Beteiligung der Investoren an den Kosten der Rekapitalisierung
und/oder Einlegerentschadigung sicherzustellenAuch wird damit die bei einer
Fremdkapitalfinanzierung erfolgende implizite Subventionierung verringBddurch erhalten
Glaubiger einen zusétzlichen Anreiz, die Bank im Auge zu behalten.

Im BRRY/orschlag werden verschiedene Merkmale der-Beihstrument skizziertSo soll die Bail
in-Befugnis nur in Verbindung mit anderen Reorganisationsmaf3nahmen ausgetiibt werden, wobei die
Exante-Glaubigerrangfolge erhalten bleiben sdllerdings ist die Gruppe zu dem Schluss gelangt,
dass der Rahmen weiterentwickelterden muss, um den Rickgriff auf die BaiBefugnisse
berechenbarer zu machemmsbesondere misste die BailVorschrift aus Sicht der Gruppe explizit
fur eine bestimmte Kategorie von Schuldtiteln gelten; hierfur sollte die entsprechende Anforderung
dann Uber einen langeren Zeitraum schrittweise eingefihrt wer@adurch kann ein Stau am Markt

fur Neuemissionen vermieden und dem Priménd Sekundarmarkt ein spannungsfreies Wachstum
ermoglicht werdenAllerdings sollte den Banken die Mdglichkeit erdgent werden, einer etwaigen
Forderung zur Ausgabe von bmifdhigen Schuldtiteln auf eigenen Wunsch auch mit Kernkapital zu
entsprechenDies kdnnte vor allem fur kleinere Institute von Nutzen sein, dereriiBhaistrumente

auf einen besonders engen k& treffen konnten.

Nach Auffassung der Gruppe wirde eine eindeutige Definition dariber hinaus auch Klarheit dariiber
schaffen, welche Stellung Baitinstrumente in der Rangfolge der in der Bilanz einer Bank gefiihrten
Schuldinstrumente einnehmen und widie verschiedenen Instrumente der Investoren im
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Abwicklungsfall behandelt wirdenEine solche ausfuhrliche Charakterisierung der -iBail
Instrumente wirde die Marktfahigkeit sowohl neuer baHfahiger Papiere als auch anderer
Schuldtitel erheblich verbessern und die Bewertung und Bepreisung der Instrumente erleichtern.

Um die wechselseitigen Verflechtungen innerhalb des Bankensystems in Grenzen zu halten und die
Wahrscheinlichkeit zu erhéhendass die Behérden die BaitAnforderungen im Falle einer
Systemkrise letztlich auch zur Anwendung bringen konnen, sollten dieinBagitrumente
vorzugsweise nicht innerhalb des Bankensektors gehalten weidies. liel3e sich am besten durch

eine Vorshrift erreichen, wonach solche Instrumente nur von anderen institutionellen Anlegern als
Banken (z.B. Investmentfonds und Lebensversicherungsgesellschaften) gehalten werden durften.
Baitin-Instrumente sollten auch Bestandteil der VerglitungsregelungenSfiitzenmanager sein,
damit sich die Entscheidungen einer Bank soweit wie mdglich an deren langerfristigem Erfolg
ausrichtenDie Gruppe regt an, diesen Aspekt naher zu prufen.

Uberprufung der Eigenkapitalanforderungen fiir Handelsaktiva und Immobilienkredit

Modellgestitzte Eigenkapitalanforderungen fir Risiken im Handelsbuch kénnen mit Modellrisiken
und Messfehlern behaftet seirfo wird dabei insbesondere TRilsiken und systemischen Risiken
(unter anderem den Folgen eines Ausfalls gro3er Akteure fuMdmktliquiditat) nicht angemessen
Rechnung getrageWie beim Eintritt erheblicher Verlustereignisse mehrfach deutlich geworden ist,
sind alle Handelsaktivitadten mit erheblichen operationellen Risiken verbunDen.derzeitigen
Eigenkapitalanforderungen fidas operationelle Risiko leiten sich aus ertragsbasierten Maf3staben
ab und spiegeln das Volumen der Eigenhandelsaktiva nicht widgrzu kommt, dass alle
Handelsaktivitaten mit erheblichen Gegenpariend Konzentrationsrisiken behaftet sein kdnnen.

Dievon der Gruppe vorgeschlagene obligatorische Trennung lésst einerseits den Einlageninstituten
fur ihre mittels Hedging abgesicherten Handelsgeschéfte und ihr Risikomanagement soviel Raum,
dass sie ihre Funktion als Dienstleister der Realwirtschaft wéitegtfullen kbnnen Andererseits
rechtfertigen die signifikanten Risiken der abgetrennten oder eigenstandigen Handelsbereiche
robuste Eigenkapitalvorschriften zur Eindammung des Risikos fiir die Holding und das Finanzsystem
insgesamt.Die vorgenannten Schwhstellen der Eigenkapitalanforderungen wirken sich daher
sowohl fir das Einlageals auch fir das Handelsinstitut aus.

Der Basler Ausschuss hat eine umfassende Uberpriifung der Eigenkapitalanforderungen fiir das
Handelsbuch auf den Weg gebratiiese berpriifung wird von der Gruppe begrit Zuge ihrer
Arbeiten hat die Gruppe zwei Ansatze ermittelt, wie die Eigenkapitalanforderungen fir das
Handelsbuch robuster gestaltet werden kdnnten:

i Einfihrung eines zusatzlichen, risikounabhangijapitalpuffers fur alle Handelsbuchaktiva
zusatzlich zu den in Abschriit4.1 als Handlungsmadglichkéitdargelegten risikobasierten
Anforderungerund/oder

1 Einfihrung einer robusten Untergrenze fur die risikobasierten Anforderungen (d.h. fur die
risikogewichteten AktivaRWA).

Der erste Ansatz (d.h. zusatzlicher Kapitalpuffer) hatte den Vorteil, dass er den Schutz gegen
operationelle Risiken verbessern, die Hebelung verringern und die Anreize der Banken zur Nutzung

®Erwogen wird unter anderem eine Umstellung von M&®staben (VaR: value at risk) hin zu
VerlustwahrscheinlichkessmalRstaben, die fur TaRisiken weniger anféllig sind. Der Basler Ausschuss erwagt
auch einen granulareren Ansatz fur dodellgenehmigung, bedem die mdglichen Eigenkapitalabziige fur
angenommene Diversifizierungen eingeschrénkt wirden. Dartiber hidenkt der Basler Ausschuss beim
modellbasierten Ansatz Uber eine Untergrenze oder Aufschlage nach.
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und Weiterentwicklung interneModelle nicht beeinflussen wirdeda er auf die risikobasierten
Anforderungen aufgesattelt wirdder Vorteil des zweiten Ansatzes (d.h. robuste Untergrenze fir
die risikogewichteten Aktiva) liegt darin, dass er der Mdglichkeit von Modellfehlern bebtiddiédng

von Marktrisiken auf direktere Weise Rechnung tr&je Gruppe regt an, dass der Basler Ausschuss
die von der Gruppe ermittelten Schwachstellen der derzeitigen Eigenkapitalvorschriften bei seinen
Arbeiten beriicksichtigt und dass die KommissionAnschluss an die Ergebnisse der vom Basler
Ausschuss durchgefiihrten Uberprifung evaluiert, ob die vorgeschlagenen Anderungen an den
Eigenkapitalanforderungen fir das Handelsbuch ausreichen wirden, um die Risiken sowohl von
Einlagenbanken als auch von Hatsihstituten abzudecken.

Die Gruppe erkennt auBerdem an, dass sich die mit den internen ModelleM@B&len) einzelner
Banken berechneten risikogewichteten Aktiva bei gleichartigen Risiken erheblich unterscheiden
kénnen.Diese Problematik wird aktueti den einschlagigen Aufsichtsgremien behandeie Gruppe
appelliert an diese Gremien, durchschlagende und koordinierte MaBhahmen zu ergreifen, um die
bankenubergreifende Konsistenz der internen Modell zu verbesdgim.Behandlung von Risiken
sollte inhdherem MafRe harmonisiert sein, um das Vertrauen in die Adaquanz und Konsistenz der
nach dem IRB\nsatz berechneten Eigenkapitalanforderungen zu starkeie. entsprechenden
Arbeiten sollten ein zentraler Schritt auf dem Weg zu einem einheitlichen eurbisc
Aufsichtskonzept ein.

Die Gruppe regt an, dass die Kommission weitere MalRnahmen hinsichtlich der Behandlung von
Immobilenkrediten im Rahmen der Eigenkapitalvorschriften in Erwdgung DéhtErfahrung hat
gezeigt, dass systemische Bankenkrisen, diéangreiche StitzungsmalRnahmen aus offentlichen
Mitteln erforderlich machten, ihren Ursprung héufig in einer ausufernden Vergabe von
Immobilienkrediten hatten.Dies ging oftmals mit Finanzierungsungleichgewichten und einem
Ubermafigen Ruckgriff auf die WhkehleFinanzierung einheiNerglichen mit den Verlusten, die bei
bisherigen von den Immobilienmarkten ausgehenden Krisen tatsachlich aufgetreten sind, bewegen
sich die mittels interner Modelle und historischer Verlustdaten ermittelten risikogewichteteiwvalkt
derzeit auf einem recht niedrigen Niveddie EBA und die neue Eurorauxuafsichtsbehdrde sollten
sicherstellen, dass der Eigenkapitalrahmen ausreichende Sicherheitsmechanismen zum Schutz vor
erheblichen Anspannungen am Immobilienmarkt enthélt (z.Btemsitrobuster Untergrenzen fur die

nach internen Modellen berechneten risikogewichteten Aktiva).

Hinzu kommt, dass makroaufsichtliche Aspekte vor der Finanzkrise nicht genligend Beachtung
fanden. Im derzeitigen europaischen System der Finanzaufsicht wurdeZdstandigkeit fir die
Makroaufsicht auf EXEbene dem Europaischen Ausschuss fiir Systemrisiken (ESRB) ubertragen,
wohingegen die institutionellen Strukturen auf nationaler Ebene in den meistehdBtern erst

noch festgelegt werden missenEine wirkungselle Makroaufsicht braucht angemessene
Instrumente. Als direkte MaRnahme zur Einddmmung der aus den Immobilienméarkten
erwachsenden Risiken empfiehlt der ESRB, das makroaufsichtliche Instrumentarium um
Beleihungsgrenzen zu erweitern, die auf den Wert demdbhilie (Loaro-value - LTV) oder das
Einkommen (Loain-income - LTI) bezogen werderDie Gruppe unterstitzt diese Empfehlung
uneingeschrankt und empfiehlt dariiber hinaus, dass in allen Mitgliedstaaten unverriickbare
Obergrenzen fur die erwdahnten Beleilgsguoten festgelegt und von den nationalen
Aufsichtsbehdrden implementiert werden.

Die Gruppe begrifdt die Einfuhrung der vorgeschriebenen Mindestverschuldungsquote (Minimum
Leverage Ratio) zur Absicherung der risikogewichteten Eigenkapitalanford@iengberwachung

der Verschuldungsquote im Sinne von CRR/CRDIV wird unverzichtbare Informationen fir die
Kalibrierung liefernZu gegebener Zeit sollte dariber nachgedacht werden, ob die derzeit geplante
Anforderung fiur die Verschuldungsquote ausreichtach Affassung der Gruppe sollte auch
bewertet werden, ob die derzeitigen Obergrenzen fir Grol3kredite im Hinblick auf Forderungen
zwischen Instituten und innerhalb einer Gruppe angemessen Sadsollte insbesondere gepruft
werden, ob die derzeitige Obergrenfi@ Forderungen zwischen Instituten tatséchlich geeignet ist,
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eine Ubermafige Verknipfung zwischen Finanzinstituten und Systemrisiken einzudamuoon.
sollte erwogen werden, ob dieselbe verscharfte Obergrenze auch fir Forderungen innerhalb einer
Gruppe géten sollte (in Abschnitt 5.5.1. wird angeregt, dass auf Forderungen innerhalb einer Gruppe
dieselben Obergrenzen angewandt werden sollteéefzteres konnte eine wichtige Rolle spielen, um

die Forderungen des Einlageninstituts gegentber den zur selbenpp&rugehérenden
Handelsinstituten einzugrenzen.

Starkung der Governance und Kontrolle von Banken

Da Banken systemische Bedeutung haben, rasch expandieren oder zusammenbrechen kdénnen, durch
einen hoheren Fremdkapitalanteil, breite Eigentumsstreuung und gomviegend institutionelle
Anlegerbasis ohne strategische/langfristige Beteiligung gepragt sind und zudem auf (unterbepreiste)
Sicherheitsnetze vertrauen kénnen, sind Governance und Kontrolle bei ihnen wichtiger als bei
anderen Unternehmen.

Board und Mangement einer Bank sind daftr verantwortlich, die Hohe der eingegangenen Risiken
zu kontrollieren. Doch hat die Finanzkrise Uberdeutlich gemacht, dass die Govermamze
Kontrollmechanismen der Banken offenbar nicht in der Lage waren, der ausufernden
Risiloiibernahme einen Riegel vorzuschieben.

Die Schwierigkeiten bei Governance und Kontrolle haben sich dadurch verscharft, dass sich die
Tatigkeit der Banken zunehmend in Richtung Handel und Marktgeschéaft verlagemddirch
wurden die Banken komplexer,isgerer zu durchschauen und infolgedessen schwieriger zu fihren.

Auch ihre Uberwachung von auBen ist dadurch fur Marktteiinehmer wie fur
Aufsichtsbehérden schwieriger gewordenk-ur die Marktteilnehmer ist der Anreiz, Banken effektiv

zu beobachten, duié RAS T dzy SKYSYRS DNI GS RSNI LyadGAiddziS dzy
oA3 G2 FIAfa abigRBEichsEAbiS Mied@m layeh Sofi dis unfihig erwiesen,

die Banken ausreichend zu uberwachen, insbesondere wenn es darum ging, dieeX@inpnd
Interkonnektivitat zunehmend im Handel tatiger Banken zu verstehen, zu Uberwachen und zu
kontrollieren.

Eine Starkung von Governance und Kontrolle ist daher unerlasglidhauend auf den derzeit
angedachten Reformen der Corporate Governamncel zusatzlich zu den oben ausgefiihrten
Reformvorschlagen missen aulRerdeBaard und Management gestarkt, dile Risikomanagement
Funktion unterstiitzt, iiiVergitungen limitiert, ivilie Marktiilberwachung erleichtert und dje
Durchsetzung durch die gt&indigen Behdrden ausgebaut werd&ies bedeutet im Einzelnen:

1 Governance und Kontrollmechanismen:Das Augenmerk sollte auf die Governanasd
Kontrolimechanismen aller Banken gerichtet werdBie Fahigkeit von Management und Board,
grolRe und komplex@anken zu fihren und zu Uberwachen, muss starker in den Vordergrund
ricken. Insbesondere sollten Anwarter/innen auf Boardnd Managementposten auf ihre
Zuverlassigkeit und fachliche Eignung geprift werderafietproper-Tests).

1 RisikomanagementUm Stdung und Autoritat der Risikomanagemertinktion in allen Banken
zu verbessern und auf diese Weise nicht nur den Kontrollmechanismus innerhalb der Gruppe zu
starken, sondern auch auf allen Ebenen des FinanzinstitutdRedileokultuizu etablierensollten
Gesetzgeber und Aufsichtsbehdrden die @RDund CRDV-Vorschlage vollumfanglich
umsetzen.Da sich die CRD in vielen Fallen auf Grundsatze beschrankt, missen die fur einzelne
Banken geltenden Anforderungen auf3erdem in Vorschriften der Qtihr viel ausfihrlicher
festgelegt werden, damit sie nicht umgangen werd&u sollte es beispielsweise die klare
Vorgabe geben, dass das Risikad Kontrollmanagement nicht nur dem geschéaftsfihrenden
Direktor (CEQ), sondern gleichzeitig auch den RisitdPrifungsausschiissen zu berichten hat.
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1 Anreizsysteme:Ein entscheidender Schritt zur Wiederherstellung des Vertrauens zwischen
Offentlichkeit und Bankern ist die Reform der Vergiitungsregelungen von Banken, damit die
Vergltung in angemessenem Verhdaltnis eimer langfristig tragfahigen Entwicklung steht.
Aufbauend auf der bestehenden Vorgabe der RIvonach 5@6 der variablen Vergitung in
Form von Anteilen oder anderen Instrumenten der Bank ausgezahlt werden und einer
angemessenen Mitarbeiterbindungsijittd unterliegen muissen, sollte ein Teil der variablen
+SNHNGdzyd Ay C2N¥Y @2y ! yAFHKS NS NIBNMBESHAR IR A S ST
sollte geprift werden, wie sich weitere Beschrankungen in Bezug auf die Hohe der variablen im
Verhdltnis zu fixen Vergutungskomponente (beispielsweise auf¥g0auswirken wirdenZu
erwagen ware dariber hinaus ein regulatorischer Vergitungsansatz, der auch absolute
Begrenzungen fur die Gesamtvergultung beinhalten kdnnte (z.B. konnte festgelegt werden, dass
der Gesamtbetrag an ausgezahlten Boni die ausgezahlten Dividenden nicht tbersteigeDidarf).
Genehmigung von Vergitungsregelungen durch Board und Aktionare sollte sich in einem
geeigneten regulatorischen Rahmen vollziehen.

9 Offenlegung von RisikenUm die Maktdisziplin zu erhéhen und das Anlegervertrauen
wiederzuerlangen, sollten die Offenlegungspflichten fir Banken verscharft und effektiver
gestaltet werden, damit sich Qualitat, Vergleichbarkeit und Transparenz der Risikoangaben
verbessern. Die Offenlegungrv Risiken sollte alle maRRgeblichen Informationen und namentlich
eine ausfihrliche Rechnungslegung fur jede rechtliche Einheit und Hauptgeschéftssparte
beinhalten. Die Offenlegung sollte auch Hinweise darauf enthalten, welche Tatigkeiten rentabel
und welcle verlustbringend sind, und sollte in leicht verstandlichen, zugénglichen,
aussagekraftigen und vergleichbaren Formaten erfolgen, die den derzeit laufenden einschléagigen
Arbeiten auf internationaler Ebene Rechnung tragen.

9 Sanktionen:Um eine wirksame Duhsetzung sicherzustellen, missen die Aufsichtsbehérden
befugt sein, die Risikomangamemflichten mit wirkungsvollen Sanktionen durchzusetzen, auch
durch Sanktionen gegen die betroffenen Fuhrungskrafte, wie ein lebensléngliches Berufsverbot
und die Ricknahe nachtraglicher Vergutung.
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1 INTRODUCTION

The financial crisis, which started as the US-muime crisis in 2007, escalated into a Hollbwn
economic crisis andhisedsignificantpolitical challengesn Europe. Although not the only source of
problems, the banking sector has been at the heathd crisis. Significant steps have been taken to
improve the resilience of bankut they remain highly vulnerable to shocks and are still being
perceived as too big or too systemic to fail. Moreover, the single market for banking is fragmenting
as bank have started to retreat to their home markets and competent authorities have taken
measures aimed at safeguarding domestic financial stability.

Against this background, Commissioridichel Barnier established in February 2012 a Highel
Expert Group o structural bank reforms, chaired by Erkki Liikahdine Group'dask has been to
assess whetheaidditionalreforms directly targeted at the structure of individual banks would further
reduce the probability and impact of failure, better ensure the caomdition of vital economic
functions and better protect vulnerable retail clients.

The Group was invited to make any relevant proposals as appropriate, with the objective of
establishing a safe, stable and efficient banking system serving the needgarigithe EU economy
and thesinglemarket.

During the course of its work, the Group has organised hearings with a large number of stakeholders,
be they providers of banking services, consumers of such services, investors in banks, policymakers
and acadents. The Group has furthermore held a public consultation of stakeholders, the responses
to which are published together with this report.

This report contains the Group's assessment and recommendatimakis structured as follows

Chapter 2 provides the broad context and presamgregate bank sector developmeimsthe years
leading up to and since the financial and economic crisis. It starts with a brief crisis narrative outlining
the different "waves" of the crisis since it stied in 2007. It documents the significant expansion of

the financial system andn particular the banking system in the rump to the financial crisis. It
assesses the impact of the financial crisis on the EU banking sector and the wider economy and
closes by assessing EU bank restructuringri{sléng, deleveraging) going forwards well ashe
broader consequences in terms of bank disintermediation and risks of financial disintegration.

Chapter 3documens the diversity of bank business modets the BJ and highlights the relative
performancelt reviews theliterature on thegeneralperformance of different bank business models,
including theircrisisresilience and assesses potential differences between small and large banks in
that respect. It cotains a more detailed assessmentlafge bankdn terms of e.g. size, activities,
capital andfunding structure, ownership and governangeoorporate and legal structureand
geographic scopéncluding how crosbkorder operations are legally and operatally structured. It

also assesses banks wgpecific ownership models and business objectieeg.banks under public
ownership, cooperative banks and savings ban&s these business models are important on an
aggregate level in several Member StatEmally,it presentsa number of case studies of business
models that failed during the crisis.

Chapter 4 reviews andsseseasthe regulatory responses agreed so far so as to determine whether
structural reforms arenecessarylt assessedn particularwhether the reforms agreed to date or
currently on the tableare sufficient to make banks resilient to withstand crisis situations, minimise
the impact of a bank failure and avoid taxpayers' support when a crisis happens, ensuring the

* Further information about the Group, including the mandate and composition can be found on the
Commission's websitéittp://ec.europa.eu/internal_market/bank/group of experts/index_en.htm
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continuation of vital eonomic functions and proteictg vulnerable clients, while maintaining the
integrity of thesinglemarket.

Finally, @Gapter 5 draws together the analysis of the previous chapters. It reiterates the importance
of banks in the EU economy, summarises thegm@plems of the EU banking sectand recallsthe
extent to which the current regulatory reform agenda is sufficient to address the problerien
outlines the Group's recommendations for further refgrmamely 1) mandatory separation of
proprietaryand significant other trading activities, 2) possible additional separation of other activities
conditiomal on the recovery and resolution plan, 3) possible amendments to the use oibail
instruments as a resolution tool, 4) a review of capital requirete®n trading assets and real estate
related loans, and 5) strengthening the governance and control of banks.
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2 AGGREGATEUBANKSECTOREVELOPMENTS

f

Smmary of Chapter 2

A"crisisnarrative" allows analysindifferent phase®f the crisighat flow into each
other: from a specifisubprime crisiso a fulkblown systemic crisifrom a systemic|
crisis to areconomic crisiandthen asovereigndebtcrisis which has escalated intq
a set of unprecedented political and economic challenges in Europe.

Increased banking sector siz&he EU banking sector has grown significantly in
years prior to the crisisvith the total balance sheet of EU monetary financ
AyalAabdziAzya oacLa0 NBFOKAy3a | G20l
of EU GDPThe crisis has put a hatit this growth but so farhasnot led to a
noticeable decline in aggregate balance sheet size.

Largeby international comparison:The EU banking sector is large by internatio
comparison, also reflectinthe European economy'greater dependency on ban
intermediationthan that of many other economies

Consolidation and emergence of large institutionsore than 8000 MFIs operat
in the EU, although consolidatidmsreduced the number over timeSome very
large financial institutionfiave emergedqwith assets of each of the largesn EU
olyla SEOSSRAY3 em (GNAfEtA2Y o6& SyR
Changed nature of bankingctivities: In particular for the large institutions, thq
relative weight of banking activitee has shifted from deposit taking, lendin
securities underwriting, and trust services towards dealer and manriaking
activities, brokerage services, and own account tradifige correspondingbanking
sector expasionhas been financethrough short-term wholesale markets and off
balance sheet vehicle§he activity shift wasccompanied by a sharp growth
"shadow banking", a rise in complex derivatives, increased interconnected
lengthened intermediation chaingndincreased leveragdn March 2@2, loans to
non-financial corporations and householdsly make up 28%, and deposits of ro
MFIs make up 30%f the aggregate balance sheet of EU MHRlsere are howevel
significant differences between Member States.
Reversal of crosborder integration tend: The large European banks ha
significantly increased their EU and global operations in the years prior to the
Also, integration in the European banking market had significantly progreg
albeit mainly in the wholesale market. Howevére trend of increased Europea
crosshorder bankinghas reversed since the crisignd there is a risk of furthe
disintegration of banking marketdong national lines

Explicit and implicit supportTotal state aid used to support the EU banking seg
sind GKS &GINI 2F GKS FAYLFLYOALf ONRA
guarantees)p to end 2010more than 13% of EU GDP. The direct fiscal astss
aid and liquidity support are still uncertain, but vatld to the wider output and job
losses related to the crisis. Moreoveystemically important EU banks benefit fro
an implicit guarantee of their debtaising concerns about the levelaying field,
distortions of competitionrisk-taking incentives and costs to tmayers.

Limited restructuring: Sector restructuring has been relatively limited to dafe.
panEU resolution framework was not in place at the onset of the crisis in
banking sector, an@orrespondinglyfew EU banks have bediquidated. Further

HAMMO @
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bank restructuring andeleveraging is necessary and expected going forward.
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2.1 Introduction

The aim of Gapter 2is to provide the broader context antb set out aggregate bank sector
developments in the years leading up to and since the financial and economic 8asiton 2
beginswith a brief crisis narrative in whidive interlinked "phases" or "waves" are identified:

1 Wave 1: "Subprime crisis phase" (R2fI07 to September 2008): investment portfolios
collapse

1 Wave 2: "Systemic crisis phase" (as of September 2008): ceqeated state aid to the
banking sector is required as liquidity evaporates

1 Wave 3: "Economic crisis phase" (as of 2009): automatic stabilisers kick in following the
recession, and fiscal sustainabilisymperilled through fiscal stimulus and state aid

1 Wave 4: "Sovereign crisis phase" (as of 2010): {sankreign feedback loops raise
significant challenges given the existing institutional EU framework

1 Wave 5: "Crisis afonfidence irEurope phase" (current): EUatrossroads

Section 2.3 identifiethe main banking sector developments in the +um to the financial crisis. In

the decades prior to the crisis, the financial system, and the banking sector in particular, expanded
substantially.Concerns have been raised that the processexcessive as manifested in the sharp

rise in the assets of the banking system (compared to GiDBYeased interconnectedness and
lengthened intermediation chains; complex securitisation andbafiince sheet activity; high
leverage and high overall debi-GDP levis in the economy; the significant rise in trading activity of
banks; and so on. Moreover, the level of competition and contestability of the sector to the benefit
of consumersan bedeemed suboptimal, given the barriers to entry (and e}k of trangparency,

and switching costsSome of these developments are described in more db&ddw.

Section 2.4 focuses on the impact of the financial crisis, not only on the EU banking sector, but also
on the wider economy. The large losses and subsequent stiateare reviewed, as well as the
financial crisis impact on the wider economy (unemployment, cumulative output loss, etc.).

Section 2.5 assesses EU bank restructuringigiténg, deleveraging) going forward and the broader
consequences in terms of bankstiitermediation and risks of financial disintegration.

2.2 Crisis narrative

2.2.1 Wave One: "Subprime crisis phase" @097 to September 2008): investment portfolios
collapse

The financial crisis started with the bursting of the housing bubble in the overhedecksidential

real estate market. Declining underwriting standards of mortgage originators and banks, incomplete
regulatory oversight of financial markets and its participants, an-texared financial system aral

low interest rate environment had all &lled the real estate bubble. Prices of American homes had
increased by 124% between 1996 and 2007. At the peak of the bubble from 2004 to 2006, around
20% of all issued residential mortgage backed securities (RMBS) wegmirseb Some of the
subprime motgages were pooled, packaged and sold on further down the chain to investors buying
into highlyrated RMBS tranchesAs a resujt concerns about the inability of the underlying
borrowers to repay their mortgages did not arise to the same extent as theydamave if the
originating banks had held on to the underlying mortgages until matufitye "originateto-
distribute” model contributed to the decline in underwriting standards.

® See in particular the following recent BIS and IMF research: Cecchetti and Kharroubi (2018), eArak(2012), and
Cecchetti et al. (2011).
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On 30 July 2007, Deutsche Industriebank IKB became one of the first Eub@pdanhit by the crisis.

IKB, a traditional lender to Germamall and mediunsized enterprisesSME% had built a large

portfolio of asset backed commercial paper (ABCP) funds, which were mostly invested in RMBS,
commercial real estate and collateraliséd2 ' y 26t A3 GA2ya 6/ [ havd LY. Q
were refinanced shorterm in the commercial paper market and carried the guarantee of their

parent. This strategy came under severe stress, when Bear Stearns revealed on 16 July 2007 that two

of its subprime hedge funds had recorded huge losses. Within days, the market for ABCPs closed
YR LY. gl a dzyt ot S { germNdlt fOn 30C08INJa fescde packageRvaL) & K 2
announced, arranged by the German central bank, the regulator and KIWQa 2 ¢y S NJp

Within days, the situation in European financial markets deteriorated. As trust eroded, the interbank
market went into gridlock. The European Central B@®Bjad to intervene on 9 August 2007 with

a massive liquidity injection &f95 billion. In December 2007, another round @800 billion was to
follow.

Investors started to liquidate their RMBS portfalicausing a significant drop of RMBS prices. By
December 2007, the equity tranchef certain vintageof RMBS had losip to 80% oftheir value
Similarly, certain vintages #fAArated tranches lost up to60%.Prices did not start to recoveuntil
2009. In addition, he opportunity to hedge these portfolios began ¢vaporate as US monoline
insurers, which had provided loss protextj began to clos¢éo new business. The RMBS indices
became illiquid, as there were no more sellers of price protection.

The European financial industry was affected in four ways during this period:

1) Several banks held large RMBS pos#iontheir fixed hcome trading book, which they
described as markeanaking inventory. These positions were in effect carry trades designed
to boost the performance of their fixed income divisions.

2) Many banks with a structural deposit surplus opteduse this surpluso build investment
portfolios. These portfolios contained European sovereign debt but also structured credits,
i.e. MBS. Almost allankskept their investments in the banking book. Under the IFRS rules,
bankswere allowed to delay the recording of impairments for up to 12 months. But market
participantswere aware ofthe accounting treatment of the investment portfolio and trust
quickly eroded. The banks ran into funding difficulties and the problems in thaistment
portfolios surfaced a year later when postponing the recording of impairments was no longer
possible.

3) Due to the gridlock in the interbank market and the loss of trust between financial
institutions, banks with a shoterm and capitaimarketoriented funding profile lost access
to liquidity. The ECB kept the euro area banks afloat with continued liquidity injections
Northern Rock had to apply for emergency liquidity aid from the Bank of England in
September 200;7eventually, it was nationaliseith February 2008 (se@hapter3).

4) The events of unmer 2007 sharply reversed the expanding trend of the shadow banking
system (e.g. ABCP, CLO Funds and Structured Investment Vehicles (S1V)). Bariadwh
sponsored and placed ABCPs, CLOs and SIV delnwestorswere impactedoy the demise
of parts of the shadow banking industry. Sponsoring banks were pressured to put these
structures back oto their balance sheet.

Overall, in this first wave, investment portfolios were the root cause for the staggddsses
experienced by the financial industry. When the price of MBS collapsed, significartdomites
became necessary. The uncertainty of what banks held on their balance, slseebined with
Ay @Sai2 Nk Qbafrfee dhidet trankdctibmaighThve to be put back on the balance sheet,
seriously undermined trust in banks and harmed the functioning of the interbank market.
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2.2.2 Wave two: "Systemic crisis phase" (as of September 2008): liquidity evaporates

The financial stress intensified dramaticallpem Lehman Brothers collapsed over the weekend of

12/13 September 2008ee chapter 3)The crisis truly became "systemic”. As investors realised that

large, complex financial institutions would not always be sold or bailed out, prices of bank stock and
hybrid capital fell sharply. It was unclear to what degree the collapse of Lehman had damaged the
RSNA QDI GAGS YINySGad {LISOdAFGA2y o2dzi GKS aail $
could lose dominated the headlines. Within days, volatility iobgl capital markets reached
unknown peaks, credit spreads increagadher and investors moved their holdings into the safety

of US treasury bonds. Accordingly, US d@UsD)nterest rates dropped and the D& ppreciated.

Under these circumstances @vaporating market trust, liquidity for banks disappeareohd it
became impossible for even the biggest and strongest bankactesseither short or longerm
funding. Banks which were excessively funded in the sieomt money marketor reliant on
secuitisationran out of cash in the fourth quarter of 2008. The massive liquidity injections by central
banks around the globe could not stem the tide. Many of the banks with liquidity problems had run
out of eligible collateral for central bank operationgnprecedented state aid was the direct
conseqguence (see Bex2.1and 2.3.

The liquidity stress also revealed deep flaws in the global interbank market. A review of the interbank
creditor list of failed institutions demonstrates that many smaller banksamings institutions were
creditors to larger banks, often across borders. Since there were no large exposure rules for
interbank lending at the time, the amounts lent exceeded in many cases the capital of the lending
institutions. The governmerded baibut of larger banks thus became imperative. Without it, many
smaller banks would also not have survived the fourth quarter of 20@8ded

Moreover, deposit guarantee schemes in Europe generally were inademie¢® the systemic
nature of the cisis. The available funds were insufficient and quickly depleted, requiring additional
intervention of governments to guarantee deposits.addition a number of measures were taken to
protect consumers and restore their confidence, including an increaaad a harmonisation of the
insured depositsacross the EU. Crobsrder arrangements in the existing schemes proved
particularlyinadequate The case of the Icelandic banks with substantial depositors in the UK and the
Netherlands, among other countseis the most prominent example. In both cases, the respective
governments had to step in to protect their depositors.

Whilst the disappearance of liquidity in the funding markets was the most visible effect of the
collapse of Lehman, liquidity in othermmtal market instrumerg disappeared as well. Banks
attempted largescale asset sales in order to raise cash but there were no buyers. This led to wide
discrepancies between cash and index markets. The spread between corporaiénterest rates

and ther respectivecredit default swapsGDS) widened sharply In the equity option markets,
liquidity for longterm options dried up whilst shoierm options remained available. Thus,
investment banks, which hedged their trading books with index productsngaged in dynamic
hedging strategies, were suddenly exposed to large basis risk.iffdgembination with the sheer

size of the trading booksyas the key driver for thenulti-billion losses in investment banks at the
time. In addition, proprietantrading strategies added significantly to trading losses.

Modern risk management tools tueal out to be strongly precyclical. Whilst the collateralisation of
derivatives trading between two institutions makes inherent sense, it also exposes both sides to price
volatility and deterioration of their own credit quality. When volatilitycrease and ratingswere
downgraded (post.ehman), the collateral which banks had to post to each other increased exactly at
the time as liquidity was impossible to acceddany tanks had not anticipated such demands and
had insufficient buffers, which amplified their problems.

Money market funds, which had invested in subordinated bank debt to improve their yield, were
Oft 2aS gl K1 NBdzQ1 ¢ 2 NJ KI R loh MSSomey market yusds thek glace, b NHzy
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and the US government felt it had no other choice thaguarantee these funds. The money market
funds industry in Europe, which is smaller, encountered similar problems.

In sum, the key feature of the Lehmdmankruptcy was the drying up of liquidity for banks, as a
materialisation of systemic risk. Any institution which significantly relied on 4bort wholesale
funding had to resort to state aid. Large injections of liquidity by central banks were necéssary
keep the financial system afloat, and governments had to take equity stakes in failing institutions and
guarantee newly issued debt to prevent their collapse (seeBdA and 2.9. The weaknesses of the
international payment systems became visjbés well as the structural shortcomings of deposit
guarantee schemes in dealing with systemic crisis. It also turned out that the hedging strategy of
many investment banks fell apart when basis risk increased dramatically.

Box 2.1PostLehman: Thétate to the rescue

When the crisis intensified in September 2008 with the bankruptcy of Lehman Brothers, governments in
advanced economies stepped in to provide support to banks and financial institutions, through| both
standalone actions directed at inddual institutions and systemwide programmes. Measures included
NBAYF2NOSR RSLIaAG AyadaNIyOS (G2 KStLI LINBGSyd ol y
explicit guarantees on liabilities to help banks retain access to wholesalefyrahd purchases or guarantees

NI

2T AYLIFANBR af S 08¢ |aasSia G2 KSfL NBRdIzOS GKS SELR

Taxpayers' money was implicitly or explicitly put at (sbe also Box 2.2The overall objective of such massive

intervention was to avoid widespread bankruptcies of financial intermediaries and to contribute to restoring a
normal functioning of financial intermediation. The magnitude of the actions taken to support the banking
system has been unprecedented.

Thefad GKIFG y2 YIF22NJ ONBRAG S@Sya G221 LIXIFOS | FiSNI
implementation of the rescue measures. Pannetta et al. (2009) provide a comprehensive timeline and
description of the main state actions in the period Sapber 2008June 2009

Although the unprecedented scale of the state aid intervention comes at the price of distortions and
AYSTTAOASYOASa: 2@0SNIfft Ad A& FFHANI G2 aleée GKFGl GKS
& OSy I N rdcaldr By rgdyting.thte default risk of major banks and systemic crisis.

Source: Pannetta et al. (2009).

2.2.3 Wave three: "Economic crisis phase" (as of 2009): fiscal stimulus and automatic stabilisers

After the dramatic events of 2008, with massive bailouts on both sides of the Atlantic, 2009 was
relatively calm inthe financial markets. The price recovery in 2009 helped banks to repair their
balance sheet and income statements. In terms of financiglopmance, 2009 turned out to be a
rebound year, with many baslboosting profits andilsoreturning to some of the old practicesuch
aslarge bonus payments.

The debate about necessary reforms of the financial system accelerated during 2009. The newly
created Financial Stability Board (FSB) took a leading tagether with the Basel Committee on
Banking Supervision (Basel Committee). Their work eventually led to the drafting of new rules for
trading book, capital and liquidity (Basel 3), which wereamced in September 2010.

However, matters looked much worda relation to the real economy and public finances. The
serious malfunctioning of financial intermediation after the Lehman collapsgatively affected
world trade with adverse consequencesrfgrowth globally. All major countries around the world
had approved large stimulus packages to prevent the world economy from sliding into a global
depression. Whilst these fiscal efforts had a considerable positive-srontimpact in preventing a
worst case Great Depression” scenario, their losigrm impact was uncertain. Moreover, automatic
stabilisers were activated following thgignificantrise in unemployment and the decline in tax
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receipts thataccompaniedhe sharp drop in real GDP and the @atk of a protracted recession. The
stimulus spending, together with the increasingly important automatic stabilisers and the cost of
state aid measures, jointlyad a significant impact on the level of sovereign debt (see section 2.4.3).
The downward adjusent in longterm growth across the globe worsened the outlook for economic
recovery and debt sustainability.

2.2.4 Wave four: "Sovereign crisis phase" (as of 2010)

¢KS SdzNRB | NBI Qa a2 é83nilioh & yirouRdS83% o201 YGED&zyThisinunibar is
comparable to the sovereign debt level of the United States and significantly lower than that of

Japan. Thusn these comparative termshe sovereign debt problem seesd manageable. However,

the euro area is not a fiscal union suchthe USA and some Member States are much more

indebted than suggested by the above average. When the new Greek government revealed the true

aAl S 2F GKS O2dzyiNBEQa RSFAOAG FYR RSO00 Ay b2@SY0
As the discussion oBNBSOSQa TFAYIFYOALFf ONR d@emanedluydBerniiregs A G 4|
aLSOdzZA A2y |o2dzi 6K2 2¢6YySR DNBS] RSol AyiuSyairt
sovereign debt was owned by European banks. In May 2010, after lengthy negatidatienGreek

government eventually accepted &l10 billion EU/IMF led rescue package, scaledattow the

refinandng of its debt out to 2014. Simultaneouslyg@50billion emergency fund was created jointly

by EUMember Statesand the IMF to support othe weaker EU economies. In November 2010,

Ireland asked for financial assistance from that emergency fund. In April 2011, Portugal followed.

The long political process to put together sufficiéméwalls at European level and to find a solution

for Greece, Ireland and Portugal, combined with #teemptsto restore market confidengemposed
significant costs on the European banking sector. By 2010, many institutional investors had
completely liquidated tkir holdings of financial stocks and were reluctant to invest in European bank
shares. They considered banks as too complex, insufficiently transparent and with uncertain future
cash flows.

Access to debt capital markets also started to close againlfbuthe strongest European banks. As
shown in the developments dive-year CDS spreadshart 2.2.1) senior unsecured debt investors
began to require higher risk premiBy May 2010, CDS spreads were already higher than after the
collapse of Lehman &ing to even higher levels in 2011 and 2012).

Chart 2.2.1:iTraxx 5y CDS spreads of European financials
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Source: Bloomberg.

The most affected institutions were smaller and medium sized banks, not only in Portugal, Spain and
Italy, but also in other EuropeaMember StatesIn Greece, all banks lost their acceésscapital
markets
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For an individual financial institution, therteorary inaccessibility of the unsecured bond market is
as suchnot alarming, as long as the central bank can step in to provide liquidity. However, if debt
capital markets remain closed for a long period, a dangerous dynamic can starneaige Without

being able tossuesenior unsecured debt, European banks had to rely on covered bonds or secured
shortterm funding from the ECB. Thus, the maturity profile of their liabilities shortened and the level
of encumbered assets increased. Both trendsden@ankseven less attractive for unsecured
bondholders.

As a direct consequence, the banks' lack of refinancing capacity forced them to address the asset and
liability mismatchby reducinghe asset side. Slowly but steadily, European banks began to withdraw
from foreign markets in order to maintain their domestic presence. The commercial real estate
market in London was one of the first to experience the departure of foreign banks and experienced
a drop in credit supplythe Member Statesn Eastern Europe wereert.

Regulatory efforts to restore trust in European bamkeved insufficientin 2010 and 2011. Whilst
many banks passed the first Blide stress test, conducted in early 2010 by the Committee of
European Banking Supervisors (CEBS), capital marketgidinamalysts and the public at large were

not convinced that the result reflected the true risks contained in the European banking system.
addition, as the regulatory debate on Basel 3 progressed and higher capital requirements became a
corner stone othe reforms, weary investors fearing a further dilution of their investments shed bank
stocks.

In sum, whilst the real economy started to recover in 2010 from the demand shock the year before,
the burden of high sovereign debt levels became a pressing issue for Europe. Since most institutional
investors assumed that European banks held large pasfadf government debt on their balance
sheets, trust in the European banking system eroded, equity prices decoupled from banks in the rest
of the world and debt capital markets slowly but steadily closed for most European financial
institutions.

During the first half of 2011, it became apparent that Greece would not be able to meet the
budgetary targets set by the TroiRaor would it be able to return to capital markets as expected.
{GFYRIFENR 9 t22NRa RSOARSR (2 R2mYirEeROIR & beDaiB SOS Qa
apparent that a second rescue package was necessary for Greece. After lengthy negotiations, a
seconde 109 billion official support package was approved in July 2011. It included a swap for private
debt holders, who would exchangedin existing securities for partially collateralised papers with
longer maturities and lower coupons, similar to Brady bonds which had been used to resolve the
Latin American debt crisis. Under IFRS accounting rules, institutions holding Greek debt aveuld h

to write it down by between 20985%. The partial debt restructuring was construed in markets as a
precedent with profound implicationfr sovereign debt markets. Despite a de facto widtawvn of

Greek sovereign debt, no sovereign CDS were triggerddaatpoint in time, as the proposal was
deemed voluntary for bond holdefsThe nontriggering of sovereign CDS seemed to demonstrate
their ineffectiveness as a hedging tpahich gave rise to further investor uncertainty on losses going
forward.

A secod, improved Europeawide stress test, organised by the new European Banking Authority
(EBA), tried to address the sovereign debt exposures of European banks. In its presofdlbakdy

2011, the EBA published the total exposure of European banks to Greek sovereign debt and Greek
banks, which amounted t@31 billion. A buffer of€39 billion was held against this sovereign
exposure.

®The Troika refers tche European Commission, the European Central Bank and the International Monetary Fund
" Later, in March 2012, a credit event was declared and sovereign CDS were triggered (see below).
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However, US money market managers reached different condsisidmid fears that the European
banks would have to write down a much bigger portion of their Greek debt, money market funds
began to cut their euro area exposures. The withdrawal of large amounts of funding caused
significant tensions in both the swapdithe foreign exchange market. Most European banks, which
were structurally short in USD because their clients paid in Euros but needed products quoted or
crossNETFSNBEYOSR Ay | {53 f2ad GKSANI I 0O0Saa G2 | {5
Reseve in the USA provided emergency assistance. In August 2011, the share prices afabamks
under pressurgespecially for those dependent on US dollar fundifigen the wider banking sector
followed. In September the debt capital markets both in Europe the United States were closé¢a

even thestrongestbanks and would not open for the rest of 2011. Most European batstted to
liquidate their USBdenominated assets. Loans and trade finance transactions, which were originated
at spreads of around 1@, were sold at 600bp in secondary markets by November 2011.

Thesummer of 2011 brought adtional financial pressures on the sovereign markets of Spain and
Italy. As Spain and ltaly's credit spreads increased, so did the conviction of many fund méretgers
the European banking systefiaced creditworthiness challengesThe change in the respective
governments in theautumnof 2011 alleviated some of the fears. Nevertheléls, financial system

of both Member Statesexperienced an outflow of around50 billion of external funding in the
fourth quarter of 2011. With refinancing requirements for Spaind Italyamounting toe72 billion

and €200 billion that year, respectivelyboth countries represented a very substantial part of
sovereign debt markets ithhe euro area.

The EU and its Member States enhanced the existing crisis mechanism available to Member States in
need of financial assistancéh¢é European Financial Stabilifyund, EF§Fand made progress to

establish a permanent mechanism as a backsaginst futurecrises (the European Stability

Mechanism ESM. In addition, coordinated by the EBA, the core Tier 1 capital requirements for
9dzN2 LISQa fFNAHSAG ol yla obiskkveigh®ddsi2y 3MAuhe201R)YnONB | & S
order to break the feedback loop between sovereigns and domestic banks and increase the
confidence in EU banks.

As the year 2011 progressed, it became clear that Greece could not meet the terms of the second
rescue package agreed inlyl Based on IMF calculations, the EU asked the private sector for better
terms. Discounts of 50% or more were proposed. These negotiations continued for the rest of 2011
and were eventually concluded in February 2012. In March 2012, private holdersal @bt took

a 78% net present value haircut on their positions, at which point sovereign CDS were triggered.

In December 2011, the ECB decided to offer bankwee-year "LongTerm Refinancing Operations"
(LTRO) at 1.0% interest. 523 banks signedwgd89 billion LTRO money in the first round. A second
round of LTROs followed in February 2012, with 800 banks signing ug528r billion. Both
operations eased the stress in the European banking sector significantly and allowed a tentative
reopening ofthe debt capital markets. On the other hand, using the drawn liquidity to increase
government debt investments may have strengthened the bsokereign link, as banks
headquartered in less creditworthy Member States may have been incentivised to perforyn ca
trades with or without moral suasion of the respective sovereign. Moreover, it is unclear to what
extent the low funding cost has been passed on in lower funding costs for SMEs, other corporates,
and other borrowers.

In sum, trust in the European banki system eroded further after Summer 2011, also in light of the
sovereign debt crisis and weak economic growth prospects. Despite the large demand in both LTRO
interventions, only 17 European banks were able to sell senior unsecured debt in March 2012. Fo

the large majority of European banks, capital markets reediiclosed. US money market funds

withdrew funds from Europe, triggering the closure of capital markets for all banks. Banks respond

by deleveraging their balance sheet and by restricting thppdy of credit. The EBA recapitalisation
AYAUGALFGAGS YR Ay LI NI A Oealdfioledsk theksBuation. Hovéver,[theseh 2 LIS
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policies didittle to diminish the link between sovereign debt and bank solvency wikielh the core
of the ongoing problems in Europe.

2.2.5 Wave five: "Crisis @onfidence ifcurope": EU at the croseads

Financial integration in Europe had progressed significantly in the years prior to the albsis,
mainly in the wholesale markets. The adoption of the euro and, shortly afterwards, the Financial
Services Action Plan were major milestones in this integration process.

However, he crisis has put a sharp halt to the financial integration process, and thereisk& of
further fragmentation This is discussed in section 2.9:8r example, there has been a decline or
reversal of some crodsorder credit flows; banks have increasingly focused on their home markets
and on meeting their domestic lending commitmign and there are increased differences in
wholesale financing costs and retail interest rates betwedember States(see European
Commission (2018). Supervisorgbcus ondomestic financial stabilitgxacerbatedhis process.

In June 2012, the Presidentf the European Council, European Commission, Eurogroup and ECB,
issued a joint report "Towards a Genuine Economic and Monetary Union" that sets out the four
essential building blocks for the future EMU: an integrated financial framework, an integrated
budgetary framework, an integrated economic policy framework and strengthened democratic
legitimacy and accountabilityln order to address the negative feedback loops between the
sovereign crisis and banking sectit) financial fragmentation, and macro@omnic imbalanceshe
European Council adune 2012 asked for a road map for the achievementsoth a genuine
Economic and Monetary Union. As a first step, following a specific call from the Euro Area Summit,
the European Commission presented on 12 Sepemm?2012 legislative proposals for the
establishment of a single supervisory mechanism in Europe, with a view of achieving a Banking Union
going forward. Separately, on 6 September, the ECB decided on a number of technical features
regarding the Eurosystem Outright Monetary Transaction©MTs) in secondary sovereign bond
markets.The statedaim of the OMTsds to preserve the singleness &CBmonetary policy and the
proper transmission othe ECBpolicy stance to the real economy throughout tharo area. OMTs
enablethe ECBo addresspotential distortions in government bond marketnd aim to act as an
effective back stop to remove tail risks from the euro ar€ambined with a number of other
developments, these led to an improvement of financial markentiment compared to the
beginning of summer 201However a number of key risks to EU financial system stability remain at
the time of finalising this report.

2.3 Looking backward: EU bank sector developments leading up to the crisis

2.3.1 Growth and size of Elhhnking sector

The increased role of financial intermediation is evident from the growth in the (relative) size of the
European banking sector in the years leading up to the financial diosss.asset growth significantly
outpaced EU GDP growth, witbtal assets of MFIsty G KS 9! NBFOKAY3I eno
trillion in the euro area), or about 350% of EU GDP (chart 2.3.1). With the onset of the crisis, there
has been a slowdown in the relative growth of the sector to the EU economy, as evidentiee

stable ratio of GDP to total assets.

8 "Monetary financial institutions" (MFIs) ihe term used by the ECBVFIs include credit institutions as defined in
Community law, and other financial institutions whose business is to receive deposits and/or close substitutes for deposits
from entities other than MFIs and, for their own account (at least in economic terms), to grant credits and/or make
investments in securities. Note that money market funds are also classified as MFIs.
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Chart 2.3.1:Total assets of MFIs in EU 262011 Chart 2.3.2Total MFI assets 2002011 (index, 2001 =
100)
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The EU aggregates mask the significant differences in sector size and growth rates Hdeneleer
States(chart 2.3.2). For example, in the euro area, Ireland and Spain experienced the highest growth
in bank assets, with doublgigit annual growth during 2001 and 2008. High growth rates were also
observed inthe EU12Member States (not shown in the chart, sé@pendix1), given the more
limited bank sector development and resulting catgh growth. Other Member Stateshby
comparison grew less in the years preceding the crisis. Correspondingly, there were also significant
differences in the impact of the finamadicrisis, as discusséatther below.

The European banking sector is large by international comparison (see Table 2.3.1). For example, US
banking sector assets make up only 80% of US GDP, given thé$Sé¢lsenomy is much more market
intermediated, and lhat mortgages are largely held on the balance sheets of governsptsored

entities Fannie Mae and Freddie Mac. Moreover, there are significant accounting differences
between IFRS (largely applicable to EU banks) and US GAAP applicable to US bahks,saugihe
comparisons are inappropriate. IFB@npliant EU bank balance sheet totals may give a significantly
(upward) biased picture when compared to US GAAP compliant US bank balance sheets.
Nonetheless, the differences in the size of the banking seictdEurope partly reflect the greater
dependence on bank intermediation of the European economy, with bank credit being the main
source of finance for the EU private sector.

Table 2.3.1:Size of EU, US and Japanese banking sectors (2010)

EU USA Japan
¢c20Ft ol y1l asSoiz| 429 8.6 7.1
Total bank sector assets/GDP 349% 78% 174%
¢2LJ mn okyl | &aas|i15.0 4.8 3.7
Top 10 bank assets/GDP 122% 44% 91%

Notes: Top 6 banks for Japan.
SourceEuropean Banking Federati¢®011).

There is however significant variation in the size of the industry between European countries. The
largest banking sectors in absolute terms are in UK, Germany and France, with total ad4Ets of
FY2dzyGAy3a (2 e€edpdpo GNAfEA2YS eydpu GNRETAZ2Y | YR
in Luxembourg, Ireland, Malta and Cyprus appear largest, being offshore financial centres (chart
2.3.3).
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Chart 2.3.3:Total assets of MFIs in thelLE by country (in % of national GDP)
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The rapid growth of the banking sector balance sheet intensifieallow interestrate environment

and a surge in innovatiyéut often highly complex financial products that allowed banks (and other
financial institutions) to expand their activities -oaind offbalance sheet, without being constrained

by the absenceof equally strong growing deposits and helped by the genardktpricing of risk by
capital markets. Adrian and Shin (2008) provide evideticat "Short term interest rates are
determinants of the cost of leverage and are found to be important in influencing the size of financial
intermediary balance sheets". Thatroduction of the Euro, as well as the buitdp of macre
economic imbalances, also played an important role in explaining bank sector growth.

Banks have significantly expanded their activities over fifiaditionally banks predominantly took
depositsand made loans to individuals and corporates (commercial baniSaghealsounderwrote

stocks and bonds and provided advisory services (investment banking), and managed assets for
individuals and institutions (asset and wealth management services). @wer however, other
activities became increasingly important, sueb dealer and market making activities, broker
activities for professional investors and hedge funds, pmagprietary trading The latter activitiesare

more opaque, difficult to monitoand supervise, and more remote from core banking services. Such
extension of bank activities giseise to a substantial lengthening of intermediation chains between
ultimate lenders and ultimate borrowers, in turn giving rise to increased interconngctant
counterparty risk within the banking sector. The growth in banks' new activities was accompanied by
rapid growth of institutional money and banks serving these new institutional clients.

From the early 2000s securitisation markets had grown in ingpme to such an extent that they
created a "shadow" banking system built up 8Vs and SlVkrgely outside the scope of bank
regulation. A variety of instruments contributed to the intermediation of credit outside the regulated
banking system, rangingdm ABCRo CDOs and many other types of AB8e issuance oABS
mainly took place in the Wsand dwark the issuance in the euro area and UK (see chart 2.Bu4).
many banksin Europehad built up sizable positions in these markets either directly direatly,
both for trading and for investment purposésThe key drivers in the growing importance of these
ABS positions were a general "search for yieldfich led many investors to diversify away from

° See Richardson et al. (2010).
% 35ee for example Table 108the April 2010 Global Financial Stability Report of the IMF.
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equity markets after the bursting of the "dot conbubble in the early 2000s, as well as the
widespread reliance orsupposedly risk free tripleA ratings which many ABS tranches originally

had. Overall, banks had significantly stretched their balance sheet against a backdrop of easy credit
conditions, @ environment oflow interest rates andJSNOSA @SR t2¢ NARal® Ly LI

large ABS positions were financed by historically high leverage and ameti@ace on shorterm
wholesale funding through repo markets.

Over the same period, thereag also a significant growth in derivatives. While in principle useful for
hedging various kinds of risk, derivatives were also associated with specldatiegxcessive risk
taking and exacerbated the severity of the crisis by increasingounterparty risk and
interconnectedness in the system. The growth in derivatives was particularly pronounced in the over
the-counter (OTC)narket rather than in the regulated exchanttaded market (chart 2.3.5).

Chart 2.3.4:Issuance of assdbacked securities 1999  Chart 2.3.5international derivatives markets, notional
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2.3.2 Changes in the structure of EU aggregate banks' balance sheets

The total capital held by EU banks has become an increasinglslitténf the aggregate EU balance
sheet (chart 2.3.6). The increases in leverage meant that banks could expand faster and to a higher
level than would have been possible had they maintained the same capital ratios as they held
historically.The risk weighting ahinternal models introduced in Basel 2 supported thisallowed

banks to record relatively high rates of return on equity, but the increased levdeag®m a lower
resilience andeduced ability to absorb shocks and losses.

As regards nosequity fundirg, important developments occurred. Retail depogtew roughly in
line with EU GDP and did not allow bank balance sheet growth to outpace GDP growth. EU banks

funded their rapid growth with funding in the interbank markets (unsecured) and wholesale repo
markets (secured) instead.
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Chart 2.3.6Evolution of liabilities of MFIs 19982012 Chart 2.3.7Evolution of assets of MFls 199812
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Similarly, on the asset side of bank balance sheets, the relamtipertance of customer loans has
fallen over time(chart 2.3.7). This applies in particular to loans to households anefinancial
corporates. The proportion of interbank lending in total lending increased over time, reflecting
greater interbank activityand interconnectedness between banks. Also, trading assets and other
assets increased substantially, relative to banks' total assets.

There is again,significant variation between EMember States also reflecting the differate in
bank business modelasdiscussed in more detail @hapter3. In addition, differenMember States
display different savings patterns (e.g. with households in staeber Statessaving lessni the

form of deposits and moresay,in pension and insurance products, for taxdaother reasons) and
financing patterns (e.g. with corporates more reliant on bank finance in dderaber Statesdue to

the size and liquidity of the local capital market, the structure of the corporate sector and other
reasons). Charts 2.3.8 and 2.3.9tzn more statistics on the total balance sheet and the level of
bank loans and deposits by country (as a percentage of total assets).

Chart 2.3.8Ratio of deposits of nosMFIs to total assets Chart 2.3.9Ratio of loans to NFGand households to

of MFIs, by country total assets of MFIs, by country
70% 80%
60% 70%
0,
% 60%
50%
40%
40%
30%
30%
0,
20% 20%
10% 10%
O N A e A e e A ! 0%uJH'_l'x"—l'_l'l—'m"}—'LLI'N'x'>—'""m'cc'm'm”'l
— _ — =
FENEHIQNANE S p RS EEEBEIHTYE WIREHPnEUREn0S0EZRIAEBREY2
M Deposits of non-MFls H Loans to households m Loans to NFCs

Notes: Shows deposits of nenonetary financial institutions Notes: Shows loans to ndmancial corporations (NFCs) ar
(non-MFI) relative to total assets, as reported in aggregi households relative to total assets, as reported in aggreg
balance sheet of MFIs per country. Deposits are those balance sheet of MFIs per country.
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area for the EA17 members. Source: EC8ata(March 2012)
Source: EC8ata(March 2012)

The shift in activities is not only evident when looking at theeaside of banks' balanaheets,but

also from the evolution of the different income sources of banks. The share of net interest income
which is typically associated with the basic lending and depakibg activities of banks has fallen,
whereas the share of other income sources, udatg fees and commissions and other raterest
income, has risenOnce more there are significant differencebetween Member Stategand
between banks). Banks geveral Member Statem Central and Eastern Europ€ElEfor example

earn a high proportin of net interest income relative to total assets than banks in counsiieh as
Sweden, UK, Finland, Ireland and Luxembourg, as measured by the share of net interest income
relative to total assets (chart 2.3.10).

Chart 2.3.10Net interest income réative to total assets, 2011, by countrfpercentage)
4 -
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Source: ECB consolidated banking data

2.3.3 Expansion of international business activity

The growth inthe banking sectowas accompanied bgn increased internationalisation of activities,
both within the EU and globally. Financial integration occurred at a very rapid pace, spurring large
credit and other capital flows between countries. European banks grew their international business
particuarly quickly (chart 2.3.11), aided by the single market in the EU and, within the euro area, the
common currency.

Chart 2.3.11Crossborder assets and liabilities of euro  Chart 2.3.12Share of cros$border banking assets in EL
area banks 1972011 19972009

25

120

10.0

>

Trillion Dollars

-0~ Cross-Border
domestic
currency
assets of
Eurozene
banks

S

804

’/—/ =+=—Froin EU
countries
=+=From third

countrles

6.0

=

404 —e— Cross-Border
domestic
currency
liabilities of
Eurozone
banks

as % of total banking assets

o

20

00 0 —T L L T T

‘ ‘ ‘ —
N R P D PP R
L f N &

\Q@@m“&@ef&n@w@b@m@@@

181280
5461 dag
[ELIRI
£asl e

Source: Shin (2012). Note: Shows share of assets of rdomestic subsidiaries anc
branches relative to total banking assets. Measured for EU 2

HLEG 16



Source: Schoenmaker (2011), based on ECB data.

Crossborder penetration of EU banking marketdso grew prior to the crisis (chart 2.3.12), in
particular in the wholesale marketdut the degree of crosborder bank penetration differs
significantly between EU Member States (see table 2.3.2). In &uh®Member Statesn particular
the larger econmies of the EU15, the share of assets ofdlomestic banks is more limitedthese
Member Statestend to export banking services to othéfember Statesand are home to large
banking groups. By comparison, in other Member States, including in partiselaral EU12
Member Statesthe banking sector is dominated by rdomestic banks which in some cases have a
share of more than 80% or 90% of total bank sector assets.

Table 2.3.2Number and total assets of domestic credit institutions versus foreign sulzsids and branches,
2011

No. of credit Total assets

institutions % domestic % foreign 0 billion) % domestic % foreign
AT 707 90.9 9.1 1,166 74.9 25.1
BE 17 58.8 41.2 1,147 48.5 51.5
BG 31 25.8 74.2 39 23.5 76.5
Ccz 38 13.2 86.8 168 5.1 94.9
CY 39 15.4 84.6 125 68.4 31.6
DE 1,737 95.3 4.7 7,996 94.8 5.2
DK 113 95.6 4.4 920 87.7 12.3
EE 18 22.2 77.8 20 5.7 94.3
ES 230 44.3 55.7 3,915 92.1 7.9
FI 111 73.0 27.0 634 22.1 77.9
FR 17 824 17.6 6,674 96.7 3.3
GR 40 27.5 72.5 425 80.8 19.2
HU 172 82.6 17.4 110 39.1 60.9
IE 31 12.9 87.1 1,193 32.0 68.0
IT 67 86.6 13.4 2,794 91.5 8.5
LT 19 21.1 78.9 24 9.9 90.1
LU 141 7.1 92.9 795 7.9 92.1
LV 28 42.9 57.1 26 37.7 62.3
MT 26 385 61.5 52 20.2 79.8
NL 92 315 68.5 2,832 88.8 11.2
PL 640 91.9 8.1 297 36.2 63.8
PT 109 50.5 49.5 513 77.8 22.2
RO 39 17.9 82.1 84 16.7 83.3
SE 23 87.0 13.0 1,618 99.6 0.4
Sl 21 47.6 524 53 72.6 27.4
SK 30 13.3 86.7 55 11.0 89.0
UK 177 51.4 48.6 11,143 69.0 31.0
Total EU 4,713 78.3 21.7 44,818 80.1 19.9

Source: ECBonsolidatedbankingdata. Note that thedefinition andscope of this data is different compared to the MFI de¢
set of Chart 2.3.1e.g. capturing credit institutions and is measured at consolidated. level

2.3.4 Sector consolidation and the emergerof very large institutions

The EU banking sector has undergonentinuous consolidation (chart 2.3.13). The largest
institutions have generally grown bigger over time (chart 2.3.14). Further consolidation can be
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expected, spurred by the impact of theisis (see also section 2.5.1)As a result, market
concentration is likelyfurther to increase over time (although the banking sectors in many EU
Member Statesemain less concentrated than some other industry sectors).

In general, measures of markebncentration cannot be mapped onie-one onto the alleged degree

of competition, or the lack thereof, of the sector. The latter will alsad importantly depend on the
contestability of the sector, i.e. the ability of new entrants to enter and crediiigllenge
incumbents!! In the banking sector, entryan beconsidered suboptimal from a competition point of
view, due to formal and informal barriers to entry for domestic and foreign banks, activity
restrictions, other regulatory requirements, lack adisparency and switching costs.

Chart 2.3.13Number ofMFIs19992011 Chart 2.3.14Concentration ratio (market share of top 5
banks in total assets)
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Over time,somevery large financial institutionsave emergedhat focus on a broad mix of activities
andcoexist in the market with a large number of smallaore specialised institutions with different
ownership structures, including public banks, cooperatives and savings banks, as further discussed in
Chapter3.

The ten largest European bankbave (i 2 G f | aaSia SEOSSRAWM are m ( NA f
headquartered in the UK, Germany, Fraraxa SpainFor some, total assets are well in excess of the

national GDP of the county in which they are headquartered. Even in comparison to total EU GDP,
those banks appear large also in global terms. Half of theédigolargest 30 banks by total asseis

reported in 2011are EU banks.

While some banking markets are dominated by large domestic banks (e.g. France, Sweden and UK),
others are characterised by a more diverse banking market that also has smaller banlisugdria,
Germany and Spain) or, in the case of the EU12 and a few btbetber Statesthe markets are

" No fultfledged competition analysis of the EU banking sector has been carried out given the short time frame available
and the complexity and broad ranging nature of the topic, but the gainstatements made here can be backed up by
findings in relevant studies and reports, suctEasopean Commissid2007), UK House of Commons (2011), and others

2 Eormal barriers to entry refer to legal entry requirements and supervisory approval,rdénbais a licensed industry.
Informal barriers may include economies of scale and scope (at least up to a minimum size and complexity and depending
on the activity mix, see Appendix 4 of Chapter 3 for a literature review), reputation, privileged accegsit® or
technology, established sales and distribution networks, risks and costs of failure, and the behaviour of dominant
incumbents.

HLEG 18



dominated by foreign players (chart 2.3.15). Thus, when it comes to size, banking sectors differ not
only in their aggregate size, but also in theesof the individual banks.

Chart 2.3.15Total asseteld by foreigncontrolled subsidiaries and branches and small, medium, and large
domestic bankgas% of totalassetg, 2011
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2.4 Impact of the financial crisis

2.4.1 Impact of the financial crisis on banks

The banking sector in the EU and elsewhere experienced significant losses during the different waves
of the crisiswhich forsome banksvere particularly severé® The losses are also reflected in banks'
share priceperformance (chart 2.4.1) and return on equifshart 2.4.3) The average cumulative

total returns of euro area, UK, and US financwadse extraordinary high in the period 202007,

but were subsequentlywiped away entirely as the crisis struck (chart 2.4.2). As regards the book
return on equity, following sharp losses for many banks in 2008 and 2009, profitability recovered
somewhat in 2010, but deteriorated again in 2011 (chart 2.4.3). While in theh&ié of 2011
profitability indicators remained on a level comparable to 2010 on average, the dispersion in profits
increased and some banks experienced sharp declines in profitability.

13 A number of case studiese presented in chapter 3.
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Chart 2.4.1Stock market performance: Dow Jones Eur Chart 2.4.2Cumulative returns 2002009 for different
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Chart 2.4.3Return on equity for large euro area banking
groups (20062011)
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2.4.2 State aid to the benefibf banks

During October 2008 tendH nMn X 9 dzNR LISIyYy 3I2@0SNYYSyida dzaSR
support the banking sector, in the form of guarantees and liquidity support, recapitalisation and
asset relief measures (see Box 2.2). It was peecethat, without government interventiona
systemic crisis with serious consequences for the economy would have mater{akseBox 2.2).
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Box 2.2State aid measures in the context of the financial and economic crisis

Between 2008 and October 201fhe national parliaments of the Member States committed in total

ENOPGNREEAZ2Y
liabilities with maturities up to 5 years.

60c T2

2F 9!

D5t 0

2T

adlas

Parliamentary approved amounts oftate aid in the period 10/20081.0/2011 in the EU:

' AR Y§

Guarantees Liquidity Recapitalisation Impaired Total
measures assets

Years £ billion £ billion £hillion €hillion £ billion % of GDP
2008 3097 85 270 5 3457 27.7
2009 88 5 110 339 542 46
2010 55 67 184 78 384 31
2011 49 40 34 0 123 1
2008-11 3290 198 598 421 4506 36.7

In terms ofactuallyused state aid (as opposed to approved by the respective parliaméhéspverall amount

during October 2008 andndr n M | Y 2 dzyhillién foii recapitaiisatibns and asset relief measures, p

lus

€ M illion for guarantees and other liquidity measurdhe amounts of state aidctuallygranted during the
crisis have been concentrated in a few Member States and a limited humber of institudieas though the
effects of direct aid have indirectly benefited the banking sector at large

Amounts of state aid actually used by the financial sector

Total aid used in EU27:
al1.6 trillion (13.1% of EU27
Of which:
1.2 trillion for
0288 billion for
20% | 0121 billion for

O Guarantees and other liquidity measures
W Asset relief

O Recapitalisation

20% -

Used aid in percent of 2010 GDP

0% T T T T T T T T T T
IE DK BE UK EL CY NL LV LU DE

| HHDDD

AT IT FL

Notes: Shows total amounts of used aid during October 2008 and December 2010, in percent of 2010 GDP. Vertical 046, cauicht| 5

that high values for Ireland (269%) and Denmark (67%) are not shown. Eight Member States with zero amounts of usetiittiedare
SourceEuropean Commissid2011a).

It is noteworthy that a number of European banks that did not receive explicit state aid from their
own national governments still benefited from other state support. For example, US authorities paid
out significant amounts to settle exposures of its financial institutions, including most prominently

AIG. AIG had insured obligations of various financial institufioetuding European bankghrough
the usa@ of credit default swaps (CD$)owever, AIG didat have the financial strength to support
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its many CDS commitments (calls for collateral) as the crisis progressed and was effectively taken
over by the government in September 20884ad the US allowed AIG to falil, it is not all clear how
any of the bankexposed to AIG counterparty riskould havefared faced withthe additional losses

(EU banks included), the drain on their capital, and the indirect effects of the turmoil that would have
followed in the markets to which they were exposed. More generally, many banks that were not
direct recipients of state aid benéfd indirectly from baiouts as creditors of the bailedut
institutions.

In addition to the state aid granted by governments, the ECB and other European central banks
provided significant amounts of liquidity support to banks. By the end of 2010, itemml had
improved and banks' positions with the ECB returned toqisis levels (see chart 2.4.4). However,
with the increased sovereign debt prgims from summer 2011 onwardsum-area banksagain
started to increasingly rely on Eurosystdiquidity. The two longterm-refinancing operations (in
December 2011 and February 2012) pushed total Eurosystem (gross) lending tarearbanks
NEflGSR (G2 Y2ySGlINE LRtAOE 2LISNIridAz2ya oathao
[ ¢wh & ¢ 20bhlien2adzinerecwerenanyreallocations from shorteterm loans to the new
three-year facilities and the maturingjxmonth facility was not renewed.

Chart 2.4.4Liquidity providing operations of the Eurosystea 0 A f £ A2y 0
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Source: EC#ata.

Even where banks did not receive any explicit state aid or liquidity support, they (orcteditorg

may have benefited from significant implicit subsidies. While bank equity holdings have been
severely diluted, bank debt holders of many failed (and-feoled) bankdid not faceany losses. To

the extent that banks and creditors did not pay for this guarantee, it can be considered an implicit
subsidy for banks that are "too systemic to fail". The implicit support is, amongst others, evident
from the crdit ratings of banks, which typically involve a "staaldne rating" and a (higher)
"support rating'. Whereas the former assesses the bank's creditworthiness by looking at the net cash
flow generation of the business activities as such, the latter takiesaocount the extent to which

the bank implicitly enjoys backing from the state. Chart 2.4.5 shows the assessment by Moody's of
the systemic support uplift for a sample of banks in differEit Member State March 2012 and

how it has changed since Deaber 2010. Notably, the uplift has decreased markedly for two groups
of Member States. The first group aE8J Member States under a Troikegogramme obligation
reflecting their aggravatingovereign creditworthiness problemsand reduced ability to of the

14 Office of the Special Inspector General for the Troubled tARskef Program (2009)
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sovereign to stand behind domestic banks second group (mainly UK and DK) is perceived by the
market as being less likely to support their banks in view of recent regulatory reforms aimed at
improving resolvability.

It is inherently difficult to quatify the value of the implicit subsidy, which varies over time and
becomes larger in times of crisis and also depends on the strength of the sovereign standing behind
the banks, the resolution arrangements in the country, the size and perceived systepoidante

of the banks, etc. However, the available evidence suggests that the transfer of resources from the
government to the banking system via the implicit subsidy is significant. The available eatknce
indicatesthat 90% of all implicit subsidiese channelledto the largest institutions, and much less so

to mediumsized and small institutions (see Noss and Sowerbutts, 2012).

Chart 2.4.5Systemic support uplift of credit ratings of large international EU banks and changes during-2012

5 4

B Average Uplift* March 2012

Average change mn Uplifi* December 2010 - March 2012

Notes: Uplift measured in terms of notches betweenimlcredit rating and standlone credit rating without systemic suppor
Number of headquartered banks in sample shown in parenthesis. Based on Moody's ratings in December 2010 and March 2
SourceSchich and Lindh (2012)

The implicit subsidy causdgferent types of distortion**

1 Competitive distortions banks that benefit from the implicit subsidy have a competitive
advantage over those that do not. Guaranteed banks can benefit from chdéapeing to
expand their business at the expense of rsipraranteed banks

1 Excessive ristakingt given the implicit guarantee, investors do not fully price in bank risk
taking and banks are incentivised to take more risk than they would if their cost ointund
reflected their activitiesand

1 Misallocation of resources to banking seatayuaranteed funding allows banks to grow
more cheaply, diverting resources from other sectors of the economy, such as talented
human capital, than would be the case in the absence of the subsidy.

Reducing themplicit subsidy is therefore a key concern for pofitgkers(see also below).

!> For a more detailed review, see Noss and Sowerbutts (2012) and Schich and Lindh (2012).
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2.4.3 Impact of the financial crisis on the wider economy

Importantly, the costs of banking crises go beyond the costs of explicit or implicit fiscal support and
the central bank ligwlity provision. While not all of the adverse economic consequences since the
onset of the crisis can be attributed to failures in the banking sector, the banking sector had a key
role to play, not only in terms of the costs of bailing out the babks also the costs related to the
misallocation of resources and bodouist cycles experienced in a numbeMgmber States

The financial crisis has triggered a recession and significant job losses in. flieeEuthemployment

rate increased from a prerisis lav of 7.3% to 11.1% in May 2012 at euro area level (10.4% at EU
level). This average conceals sharp differences across Member States with the lowest rate in Austria
(4.1%) and the highest rate in Spain (24.6%). 24.7 millioplp@are unemployed in the ElWdf which

10.3 million are longerm unemployed. The number of unemployed has increased by more than 8
million compared to March 2008. Average youth unemployment reaches 22.4%, with unemployment
rates exceeding 45% in Greece and Spain, and exceeding 36%&ial other Member States.

There has been a significant increase in public debt levels (chart 2.4.6), which will imply higher debt
servicing costs for future generations and which can at least partly be attributed to the direct and
indirect costs of bding out the banks. Laeven and Valencia (2012) estimate that on average for the
period 19762011 the increase in public debt due to banking crises in advanced economies amounts
to 21% of GDP. The euro area currently stands at 20%, whereas the US doewittopio of GDP,

but the crisis is noyet over.

Output has fallen particularly sharply in 2008/09 (chart 2.4aRy theweak growthis expected to
persist in 2012 and possibly beyond. The final costs associated with output losses are yet to be
determined. But experience from previous systemic banking crises suggests that these are significant.
Laeven and Valencia (2012) estimate that the cumulative output loss of banking crises in advanced
economies in the period 1972011 on average amounts to 33%®DP (measuredumulatively in

net present value terms ands the deviation from trend GDP). For the euro area the current output
loss stands at 23%, whereas the US again does worse withl@t%he final outcome is hard to
predict given the ongoing bardovereign feedback loop that puts a further burden on several EU
Member StatesBIS(201ad) provides a median estimate tfie cumulative (net present value) cost of

a financial crisisf 63%0f GDP. They estimate that a major financial crisis occurs in 4.5% of years, i.e.
every two decades or so.

Regardless of whether crisgi®untry output returns to its prerisis level slowly or quickly, it is still
likely to have lasting costs. First, tieeare the missed years of growth that would presumably have
happened in the absence of the crisis. Second, the real estate boom in a nunidemdfer States

has led to a misallocation of economic resources that now require a very costly redeployment into
other sectors of economic activity. ifth, there is the very real possibility that output growth will be
permanently slower as a consequence of the crisis.

The financial crisis also had a significant impact on the financial position of European households,
reflecting a combination of a rise in unemployment, low or stagnant wage growth, higher inflation,
rises in indirect taxes, and authority measures restricting governments' room for manoeuvre. The
number of people running into debt problems has risen, ameté are signs of rising poverty in many
Member States. The crisis affected households' capacity to service existing loans and their ability to
continue or increase such borrowing. There has been a sharp rise in mortgage arrears in some
Member States suchas Spain and the UK, as well as house repossessions in several EU markets.
While the actual detriment to households was greater in sdviember Stateghan in others, there

has been a general erosion of consumer confidence and trust in the financial.sector
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Chart 2.4.6Public debt in euro area (% of GDP) Chart 2.4.7Real GDP growth rate (% change per
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2.5 Developments since the financial crisis

2.5.1 Banking sector restructuring, deleveragemg derisking

Given the severity of the crisis, one may have expected a rapid restructuring of the banking sector,
including a reduction in capacity and the exit from the market of the weakest firms. However, the
restructuring of the EU banking sector aggregate has been relatively limited to dafeSome
countries have introducedr are introducingreforms to restructure their domestic banking sector,

but at EU aggregate level there has not yet been a notable-grisis decline in the size of the
banking sector, as measured by the lewéltotal assets. While there has been a halt in the growth of
banks' balance sheet compared to the gmésis years, total EU bank assets have not declined (see
Chart 2.3.1 abovg The crisis has also not yet triggeredyameasurable acceleration in the
consolidation trend in the EU banking sector, and M&A activity remains subdued. The picture is
however more mixed in a counttgvel analysis, as somdember Stateshave seen significant
declines in bank balance shegtwhereas others have seen increases in bank assets; and
consolidation has been more prominent in some banking markets than in others.

The limited impact of the crisis on wider sector restructuring can be partly attributed to the
significant liquidity supporprovided by central banks and the state aid granted to banks by national
governments in order to stabilise the banking sector and wider financial markets, as set out above.
Member States did not have an adequate crisis management mechanism for the i@safibanks

and, even where such arrangements were in place, they were not consistently implemented. Most
banks were therefore deemed as too systemic to fail, ewmbenrelatively small. As a consequence,

the EU only dealt with a few liquidations of smb#nks’, unlike the US banking sector which
witnessed more than 400 smalnd mediumsized orderly bank failures since Lehman Brothers
bankruptcy on 15 September 2008 (Washington Mutual being one of the biggest). Thus, the
significant amounts of state spprt to banks have in many cases prevented (or at least delayed) the
reorganisation of the banking sector to limit financial instability and adverse negative consequences
on the economy.

'® For a more detailed account of the evolution of bank sector structure since the crisis, see European Commisspn (2012
7 Formal liquidation cases have included Fiona Bank (DK), Roskilde Bank (DK), EIK (DK), Amagerbanken (DK), Kaupthing
Bank (FI, LU), Anglo Irish (IE), and Bradford & Bingley (UK).

HLEG 25



However, the return to normal market conditions will require a phgsout of existing support
schemes and state exit, as well as a restructuring of the supported banks to ensure thegrlang
viability and avoid market distortions.

Wider sector restructuring can be expected to continue and increasespective of structural
reforms at EU level. This is for a number of reasons:

1 Market induced restructuring, derisking and deleveragindinancial markets are changing

fast. Whereas (unsecured) interbank markets were among the most liquid and deepest
markets that existed prior to the crisis, they have proven dysfunctional for prolonged periods
during the crisisWhile covered bond issuandeas been resilient throughout the crisis and is
likely to remain spthe most complex types of securitisation such as CDO andsgléded
seem impaired beyond repaiMarkets are already forcing business model changes that will
come about when Basel B fully implemented. As discussed in more detail below, in
response to the crisis and continued financial pressures, banks have starteerigk dbeir
businesses and to exit from neatrategic markets. This includes putting up for sale their
capitatdilutive businesses that fail to meet rate of return targets.

State aid restructuring obligatiors As part of its state aid control, the Commission imposed
strict conditions on aided banks, including divestment of businesses and actiVhigsough
significantfor the banks under restructuring obligations, state aid control restructuring plans
have not been the dominant cause of divestment within the EU to datiélany of the EU

top sellers since 2008 were banks free of state aid obligations, and many of thedapers

were either banks which did not receive state support or were considered sound by the
Commission. Thus, much of the (overall limited) restructuring to date was instead driven by
banks' restructuring on their own initiative, which was also a nsemavoid government
support. State aid requirements are also unlikely to be the dominant cause for restructuring
going forward. State aid has been concentrated in a comparatively small number of banks.
Moreover, divestments in the context of restructugirrequirements amount to a small
percentage of total bank sector assets and are spread over a relativelffilengear time
horizon.

Ongoing regulatory reformms Ongoing regulatory reforms, which are set out in more detail

in Chapter 4, are likely to spturther sector restructuring. For example, the new capital and
liquidity requirements that come into force will increase financial pressures and make it
more difficult for banks to sustain return on equity targets and will require important funding
model revisions. This may further encourage banks to concentrate resources on best
performing areas and divest businesses which aresaate and nostore. Also, effective
arrangements for bank resolution, once implemented, can also be expected to spur further
restructuring, allowing the orderly windiagp and market exit of the weaker banks in the
market. In addition, various national structural reform proposals (including the Volcker Rule
in the US and thendependent Commission on BankinGHl proposals in theJK) will, once
implemented, have an impact on some EU banks' structures depending on their functional
and geographic operations.

Wider economic, societal and technological changeabere are a number of wider changes
that are likely to affect the future foEU banking and that may result in a restructuring of
banks. This includes, for example, the consequences of deleveraging on the parts of

8 This includes, for example, ING, which is divesting its insurance operatiBas, which will run down its nawore
activities in particular in the CE&nd RBS, which is required to caxuat and sell parts of its UK SME and +oidporate
banking business and engage in further domestic and international divestment.

19 SeeEuropeanCommissiorf2011b).
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customers (in particular in thos&ember Stateswhere indebtedness levels have risen
sharply before the crisis) or lser economic and societal changes that may affect customer
demands (e.g. population amg). Furthermore, the role of European banks is changing
internationally, for example given the growth of banks from China or other BRIC countries
which are increasinglcompeting in some of the international markets served by European

banks.
In response to the crisis, many banks have started to derisk their business. This includes the
deleveraging of banks' balance shaetsy increasing equity capital and/or disposingassets as
well as changes in funding structures and other derisking, incluftingxample changes in bank risk

management.

As regards changes in funding structunasor to the crisismany banks increasingly relied on short
term wholesale fundingchart 2.5.1). Since the crisis, barkave had to readapt their funding
structures towards more stable funding sources, such as customer deposits and equity while
reducing their exposures ashortterm wholesale and interbank funding. For example, thershaf
customer deposits in total funding increased and correspondingly the fundingagapeasured by

the difference between customer loans and depaséignificantly decreased since the start of the
crisis, after having increased in the years leadingitufchart 2.5.2). Mvertheless, many banks
continue to rely to a significant degree on interbank and other wholesale funding markets.

Chart 2.5.1:Shortterm wholesale funding of euro area, UK, SE, and DK
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Chart 2.5.2:Deposit funding gap of euro area banks Chart 2.5.3Tier 1 capital ratio of EU banks ( %)
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As regards equity funding, banks' regulatogpital ratios also improved since the onset of the crisis
(see chart 2.5.3)A number of banks tried to raise equity by tapping capital markets, also in
preparation for the new stricter capital requirements (see discussion on current regulatory reforms
in Chapter4) and to meet the requirements of the bank recapitalisation exercise coordinatéteby

EBA, namely for banks to achieve a temporary 9% core tier 1 capital ratio by end June 2012.
However, equity capital markets have largely been closed duedatey reluctance of investors to
invest in banking stocks.

Banks have also tried to achieve higher capital targets by downsizing regulatory capital intensive
activities and selling assets, in particular those that are-cane or those that do not meet pfit
targets and rely on crossubsidisation from other parts of the business.

Based on EBA's assessment of bank's capital plans i{80h®l(EBA, 2012), the vast majoritytioé

banks covered met the target 9% core tier 1 capital ratio, and for the féanks that did not,
backstop measures are being implemented. More specifically, the recapitalisation exerciseated to

33 NB 3| hiBon echpitaisation for 27 bankg f | NASt & SE O $iBor shgrHall (G K S
identified in Decembe2011- and to a significant restructuring of the remainifugir banks This has

been mainlyia measures which have a direct impact on capital (retained earnings, nety,esnud

liability management). WEBA's assessment also concludes thaettexcise dichot lead to reduced

lending to households and corporate or to fire sales of assets. Overall, the recapitalisation is seen as
a necessary step in repairing banks' balance sheets across the EU, but significant challenges remain

also to comply with the newegulatory capital standards going forward (s&eapter4).

2.5.2 Consequences for bank intermediation

Given concerns aboltank balance sheet expansion and excessive leverage before the crisis, there is
clearly a structural need for furthdralance sheetleleveraging. Deleveraging is also required for the
public sector and households in maMember States where debt levels have increased to high
levels. Deleveraging is a normal process that occurs after any credit crisis. As regards bank
deleveraging, tig can be achieved in different waggee above)Also, to the extent that excessive
intermediation is being reduced and intermediation chains are being shortened again, deleverage
can reduce the interdependence of banks.
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However, there is a risk of bankldeeraging being excessive or disorderly, and that this will result in
reduced lending to the real economy. Banks have tightened their credit conditions at the end of 2011
and the first months of 2012 (chart 2.5.8ank deleveraging masglso push down theprices of
securities and give rise to additional losses. These losses may in turn lead to higher leverage which
causes even more pressure to sell securities to compensate for this effect.

Actual flows of credit have also fallen in the euro area, althotig is partly reversing prerisis

excesses (chart 2.5.5). Also, it reflects not just changes in the supply of credit, but also a reduction in
credit demand given the weaker economic climate and outlook.

Chart 2.5.4:Credit standards in loans to corporates (% Chart 2.5.5Quarterly flows of MFI loans to NFCs in
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With bank lending more difficult to obtain, European corporates have relied more on bond markets
since the onset of the crisiBond investors havalsoshifted their holdings from bank bonds to other
corporates. This has helped the funding of large -fioancial corporates, and more bank
disintermediation in this regard can be expected. However, Europe's corporate sector continues to
be more dependent on bank finance than, for example, US corporates. SMEs in particular tend to
find it difficult to tap capil markets.Bank lending islsoa key source of consumer finance, even if
non-bank providers have entered the market.

Policy efforts are being undertaken to avoid disorderly and excessive deleveraging to maintain
adequate bank lending to the real econgnirhis includes, for examplthe EBA's requirement as

part of the EU bank recapitalisation exercise that national supervisors must ensure that banks' plans
to strengthen capital lead to an appropriate increase of own funds rather than higher capitd rati
being achieved through excessive deleveraging and lending disruptions to the real economy. As
another example, the Vienna 2.0 initiative, as agreed among stakeholders adfeatral and South
Eastern EuropéCESBEseeks to limit such disruptionstime CESEE region in particular.

More generally, a number aftudiesreassess the optimum size of the financial sector and degree of
financial intermediation and; related to that- the optimum level of economy indebtedne$sThe
emerging consensus seems to be that financial development and indebtedness are good only up to a
point, after which they become a drag on growihhese studies concludehat a fastgrowing

2 See Cecchetti and Kharroubi (2012), Arcand et al. (2012), and Cecchetti et al. (2011).
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financial sectorcan be detrimental to aggregate productivilgrowth, and for several countries, a
smaller financial sector may be desirable.

2.5.3 Consequences for financial integration

The crisis has put a halt on the integration process in the EU banking market. Although banks have
so far largely maintained their @ssborder presence, there are signs of declining cilossler
provision of banking services. This applies in particular to wholesale activities. This is evident, for
example, from the decline in the total foreign exposures of European banks to othergbdiis EU

(chart 2.5.6). Retail banking integration seems less affected, but integration in the retail market had
in any case been limited, as retail customers typically bank domestically and banks often do not offer
their services to nomesidents.

Chart 2.5.6:Total EU bank exposures to EU Member States (in billion $ and annual change in %)
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The share of crodsorder loans by banks has fallen relative to domestic business. This applies in
particular to credit flows to the CESEE, which grew rapidly prior to the afibide it facilitated
financial integration and economic development, cheagdi (partly denominated in foreign
currency) significantly contributed to bootbiust cycles, in particular in the Baltics, Hungary and
Romania. The crisis triggered a sharp reduction or reversal of some of these credit flows, as EU banks
from outside CE%Ereduced their foreign exposures. With such banks' funding problems worsening
since 2011, concerns regarding the impact of subsequent deleveraging on CESEE mounted.

There are other examples of increased disintegration. For example, secured and unsecurey
markets have become increasingly impaired, especially across bprdeesinter alia to the
intensification of the sovereign debt crisis in the euro ar€hae pricing of risk in the repo market has
become more dependent on the geographic origin oftbthe counterparty and the collateral, in
particular when these are from the same count8ome disintegration is also evident when looking
at the;lgreater crossountry dispersion in other wholesale funding costs as well as in retail interest
rates:

Although banks have so far largely preserved their ecbasder presence in the form of branches

and subsidiaries in other Member States, they have increasingly divestedonerassets, which

often include foreign assets. The overall pattern of bank®stiments to date has however not been
clear cut. The majority of divestmentsdizeen domestic, which is contrary to the hypothesis that, in
general, European banks have refocused on their domestic market and divested activities outside
their own domesticmarket. For the acquirers, the crebsrder element of M&A is more sizeable,

L For further evidence, see ECB (2012) and European Commission)(2012
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indicating that the most active banks have actually expanded, at least throughout the euro area.
Also, the sale of foreign operations by some banks (potentially forced salest émd galuations)

may present opportunities for market entry or expansion for other, potentially less capital
constrained foreign bankg.

Nonetheless, there is a risk of increased home bias and retrenchment of banks behind national
borders going forwardA number of specific examples have emerged where, partly because of the
absence of any meaningful ability to resolve crbegder institutions to date, national supervisors
have increased firewalls and capital and liquidity is partially trapped at natiewal. Another
example is that banks are being encouraged to invest their liquidity pools in domestic debt.

The crisis has shown that, while there are clear benefits of financial integration, it also carries
financial stability risks in the absence afosig governance and institutional frameworks. Cheap
credit and free capital flows contributed to the builgh of imbalances in the euro area and helped
fuel the boomand-bust cycles observed in several Member States. Many troster capital flows
turned out to be excessive and ultimately unsustainable. However, while there were clear excesses,
it does not follow that there is a necessarily a traafé between financial stability and integration.
Rather, as noted above, what it does show is that thergenghortcomings in the institutional
frameworks to support the Single Markeat that is, financial integration was not matched by
adequate regulatory and supervisory institutions and the required economic governance
frameworks.

2 An example is Spanish banking group Santander, which in March 201 letedrips acquisition of one of Poland's largest
banks Bank Zachodni WBK) from the Irish bank ADBher banks are also emerging as new potential ctussler
acquirers.
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3 DIVERSITY OF BANK BUEBS/0DELS IIHJROPE

Smmary of Chapter 3

f

Business modelsare not onedimensional Simple labels, such as "retail bank"
"investment bank”, do not adequately describe the business model of a baukits
performance and riskiness. Business models are diverse along different key dimension
as size, activities, income model, capital and funding structure, ownership, corp|
structure, and geographic scope, and have evolved substantiallytiover

Mixed performance While all types of bank business model have been affected in the ¢
some characteristics have proven less resilient than others. The main bank failures hav
attributed to overreliance on shotterm wholesale funding, eessive leverage, excessiy
trading/derivative/market activity, poor lending decisions due to aggressive credit grg
and weak corporate governance.

Large banksinthe BU LY HammXE (GKS G4Sy fFNBSad ol
trillion (four British, four French, one German and one Spanish). The largest bank ha
assets amounting to 17% of total EU GDP, but eight banks in the sample have total
exceeding 100% of domestic GIDRrge banks differ significantly in terms of businesslel
and performance in the crisis.

Too many to fail Size per se is not the sole issue. Smaller anddigsssified banks alsq
faced problems in specific markets or because of an unsustainable funding, risk manag
or corporate governance model. Rlems may arise when many small banks operate sim|
businesses and are exposed to common shocks ("systemic as a herd").

Efficiency Some economies of scale and scope may exist, but only up to a given ley
diseconomies become increasingly importaelybnd a given size and scope. Fast growth i
uncontrolled expansion is difficult to square with business model sustainah
Diversification at the bank level can make banks more similar to each other and the s
as a whole less diversified and vulakle to shocks. In addition, excessive complexity §
conflicts of interest may result as banks expand their activity range.

The EU banking sector is diversahich is valuable Banking sectors differ substantial
across Member States, in terms of size, market concentration, foreign ownership, ass
liability structure, supervision, credit cycle, and public involvement. Diversity strengthen
resilience of the banking stem as it mitigates vulnerability to systemic interconnections &
promotes effective competition. Diversity is explicitly protected by the EU treaty.

3.1

Introduction

There is significant diversity in bank business models across the EU and across EU $tatebe
and numerous labels exist to classify banks and their business mdteke labels typically focus
only on oneor two of the numerousdimensiors along which different bank business models may
differ. The labels mayonceal that for example,some of todays universalbanks operate quite
differently from how they operated 30 years ago In genera] bank business models can be
characterisedn terms of several key dimensions or attributes:
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(i) size

(i) activities, as evident frombanKs custoner baseasset structureandincome model;

(ii) capital andfunding structure;

(iii) ownershipand governance

(iv) corporateand legaktructure; and

(v) geographic scope, includimgpw crossborder operationsare legally and operationally
structured
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The objective othis chapteris to documentthe diversity of bank business models the EUalong
the abovemain dimensionsandto report ontheir relative performance.

This chaptestarts byreviewing the literature on thgeneralperformance of diierent bank business
models, including theircrisis resilience and performance(section 3.2). The performance and
resilience oflargeversussmall bankgs then discussedsection3.3). Next, hrge banks are described

in more detailin termsof their key characteristicsincludingtheir income model, funding structure,
ownership and corporate structure, and thgeographic scope and organisational structure of their
crossborder operations (sectioB.4). Separatelybanks withspecific ownership modeknd business
objectives including banks under public ownership, cooperative banks and savings bemksing
analysedas they demonstrate EU bank diversity and as these business models are important on an
aggregate level in several Member Statsection 3.5). Finally, a number of case studies are
presented of business models that failed during the c(sestion3.6).

3.2 Generalfindings on he performanceand risksof different bank business models

Severalstudies consider bank performance, witdeveral more recent studies looking at the
characteristicghat have rendered some banks mofer lesg resilient during the crisis. Although
geography, macroeconomic developmerdad structural aspects of lending markets have been
important, features specific to banks, including their activities and funding sources, have been key
determinants oftheir resilience

For example, a recent studyy the ECE2011)concludeshat "institutionswith higher risk exposure

had less capital, larger size, greater reliance on steorh market funding, and aggressive credit
growth". Less risky Uisiness models were characterised by a strong deposit base and greater income
diversification.

Fitch (2011) concludes thalobal trading and universal banlks a group typically have a much
greater reliance on shotterm wholesale funding, a higher average size, a greater volatility of
earnings and, inevitably, higher levels of market risk (espgcighen volume ofrading activity is
considered as well as market risks compared to othdranking modelsThereport also argues that
sizeand scope although not risk fact@ron their own have not producedtheir claimedbenefits.
More specificallythe Fitch review concludakat the benefits of diversificatioturn out more limited
than expected and offset by additional complexity aimdsome cases perceived need to maintain
positions in a wide variety of markets, regardless of competitive @i, scale and product
attractiveness.

ThelMF (2013) also highlights trading risks as an indicator for the risk of financial distress. Based on
a sample of 79 systemically important banks, the study reports tadgt of theUS and EU banks
with substantiallygreaterthan averagdrading activities (as measured by the ratio of trading income

to revenues) were more likely to requiexplicitstate support than other banks. It also suggests that
proprietary trading may be only part of the problemndathat "risk could emanate from losses
attributed to nonproprietary trading activities such as markegking, investment banking and
hedging.

As regards performanc&EPS (2012) finds that "retaiiented banks have generally outperformed
their peers m terms of cost efficiency and performance measures. Wholesale banks and to a lesser
extent investment banks have suffered substantial trading losses amidst the crisis, which has
contributed to their less stable performance®\s regards risks, the studyggests thathe "retail
oriented models appear to be safer than others, as measured by the distance to defacitr€f and

the longterm liquidity risks (net stable funding ratio)

¢t KSNB Aad S@A RSy OSshartkelmiwhadekalé fuaddgediiet ik ing/e@sBd fidayicial
fragility (Demirglekunt and Huizinga, 2009 and 2QRatnovski and Huang, 2008anks with more

HLEG 33



stable funding structures continued to lend more relative to other banks during the global financial
crisis (Cornett et al2010), and were less likely to fail (Bologna, 2011). The evidasoéndicates

that banks with larger capital cushions fared better during the global financial crisis in terms of stock
returns (Demirgi<untand Huizinga2010).

Different business modslmay be associated with differentlative advantages and disadvantages
as separatelydiscussedin section 3.4below (regarding economies of scale and scope, risk
diversification, funding structures, etc.)n addition,there are important systemic beffies of having
diversityof business models (B&xl).

Box 3.1.Literature on the benefits of business model diversity

Similar institutions are likely to encounter problems at the same time, and when many institutions are
difficulties at the same time this complicatesthe policy response. Thi%oo-many-to-fail' problem has been
examined in the literature (e.g. Acharya and Yorulmazer, 2007). It results from the correlation
interconnectedness of institutions that are similar andcbme systemic as a group (e.g. Brunnermeier.e2aD9).

Lack of diversity canlso applyto large banks and the current financial system as a whddediscussed in mor¢
detail in Goodharand Wagne(2012), over the last decades, financial institasq especially the large oneshave

become more similar to each other. They operate in the same global markets and undertake similar activiti
management systems used by these institutions have converged, resulting indeetical assessments ofsks

which in turn cause homogeneous behaviour (including similar trading strategies) andyamgphe impact of

shocks. The banks have also become increasingly reliant on the same funding sources, which makes

vulnerable to the same shocks funding markets. Homogeneity also arises indirectly though interlinkages an|
institutions (e.g. lending relationships, securitisation activities,)efthus, although there are advantages of ban
engaging in providing similar services to customersgef@mple through enhanced competition, a lack of diverg
also presents risks.

Real dversity implies that different institutional forms, different business models difiérent earnings modelso-
exist andthey aresufficiently strong so that they cammpete effectively with each other (Llewellyn, 2009).

Overall, the decline in diversity has made the system more intertwined and hence more prone to contagion €
The policy implications of this strand of analysis is that diversity bea good thirg, and that policies shoulg
considerfosteringdiversity in banking.

3.3 Largeversussmallbanks

As noted inrChapter2, over time the market evolved to produce some very large financial institutions
that offer a diversified set of services and often operate on an international basisenmaker
(2011) suggests that the more than 8000 banks in Europe can beasptitdng to their sizeinto

three groups A first very large group consists of small banks operating in a region of a country. In
particular Germany, Austria and some othElember Stateshave many small savings and-co
operative banks most of which have assettéess tharel billion In total, there are nearly 4000 small
cooperative banks in the EU (see also secH8d@j). A second group consists of mediusized banks

with assets ranging fromal billion to €100 billion. These banks often operate on a countigle
scale.A third group consists ofthe large banks having assdtsat exceede mn n @up foE2A 2 ¥
trillion). Theyusually do a significant part of their business abroad.
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According to ECB datiarge bank¥> make up about thregjuarters of totaldomestic banlassets in
the EU(chart3.31). They also provide the majority of lending¢o of total loans of domestic banks
¢ chart3.32).

Chart3.3.1: Assetsheld by large, medium and smalilUbanks  Chart3.32: Total loansmade by large, medium and smatU
(2011) banks (2011)

3.7%

3.0%

m Large m Medium mSmall M Large B Medium mSmall

Source: EC®nsolidated banking data Source: EC®nsolidated banking data

There is a clear difference in the activities of small and large banks. For example, smaller banks tend
to engage more in traditional commercial banking business, resulting in a balance sheet that has
more loans (charB.3.3) andfewer assets held for traidg (chart3.34) compared to larger banksd

as a percentage of total assetSonsequentlynet interest income makes up a larger proportion of
smaller banks'evenue base (chaf.35).

Chart3.33: Importance of loan making foEU bankg2011) Chart3.34: Importance oftradingactivity for EU bankg2011)

80% 30%
70% 25%
60%
20%
50% )
40% 15%
30% 10%
20%
o y ]
0% T T 0% 1
Large Medium Small Large Medium Small
M Total loans and advances/total assets m Financial assets held for trading/total assets
Source: EC&nsolidated banking data Source: EC®nsolidated banking data

% Based on ECB consolidated banking data &ndf011. In this data, "large" EU Henare defined as having a share of
more than 0.5% of total EU bank assets (i.e. more thpproximatelye200 billion based on 2011 data)As such, this
classification is different from the one used by Schoenmaker (2011).
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Chart3.35: Importance of net interestincomefor EU banks

(2011)
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55%
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Large Medium Small
® Net interest income/total operating income

Source: EC®nsolidated bankinglata

Similarly, on the liability side of the balance sheet, small banks tend to have a higher tier 1 capital
ratio (chart3.36) anda lower (unweighted)leverageratio (chart 3.3.7) than larger banksSmaller
banks also tend tdvave a more stable funding base given the higher proportion of total customer
deposits (charB8.38).

Chart3.36: Tier 1 capital ratioof EU bankg2011, % of RWA  Chart3.3.7: Total equity / total assetof EU bankg2011)

14% 8%
12%
8%

4%
6%

4% 29
2%

0% , 0%

Large Medium small Large Medium Small
m Tier 1 capital ratio H Total equity/total assets
Source: EC&nsolidated banking data Source: EC&nsolidated banking data
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Chart3.38: Importance ofdepositfunding for EU bankg2011,
as a % of total balance sheet sjze
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Source: EC®nsolidated banking data

Thus, along some of the dimensions that have been shown to increase riskle@mcely affect bank
performance during tts crisis (including exposure to trading and funding base stability), smaller
bankson aggregatdend to fare better.Charts3.39 and 3.3.10 show that whereas large banksn
aggregateincurred significant losses in 2008, this was not the case for anfi@hkson aggregate
However large bankseemed torecover more quickly and showed highmofitability ratesin 2010
and 2011 which wasalsopartly driven bythe revival intrading revenues

Chart3.39: Return on assetsf EU bank$%) Chart3.3.10: Return on equityof EU bank$%)
0.4 8
0.3 6
0.2 4
m2008 = 2008
0.1 jp R —
2009 = 2009
0 2010 01 2010
arge iu Smal
m2011 2 m2011

-0.4

Note: Return on assets for large banks in 2009 and small banks in Source: EC&nsolidated banking data
and 2009 is reported as zero or close to zero and hence not visible.
Source: EC®nsolidated banking data

Thisis of course not to say that satier banks do not present risksr that large banks are necessarily
more risky Some large diversified banks survived the cramivelywell, especially those that were
mainly focused on commercial banking (as opposed to those built on investmekingarihe
structuring of complex derivatives and proprietary trading as the main drivers of groaviti)
geographically diversifiedBy contrast, some of the smaller and less diversified banks, particularly
those focused on mortgagesd headquartered in Maber States that suffered real estate bubbles
suffered significant losseAsdiscussedurther below, funding structure ign important determinant

of bank resilienceand somelarge and smalgommercial banks failed because of their cveliance
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on shortterm wholesale markets (e.g. Northern Roakd Dexia see sections 3.6.and 3.63
respectively.

The main differencéetween large and small bankslates to the impact rather than the probability

of failure The failure of a small bank is less likéo have systemic implications, unless there are
many similar small institutions that encounter problems at the same tirne. small institutions may
become systemic because of correlation and interconnectedn&s®-fhanyto fail'), as is for
example iustrated by theUS savings and loans crisis in the 19@89%pendix2), as well as the
experience with the Spanisbajasin this crisis(see section 3.6) and to some extent alsahe
Swedish experience of the 19908ppendix2). These case studies alfitustrate that traditional
(retail) banking activities can be the source of crisis, in particular if insufficiently regulated banks with
weak internal controls engage in excessive lending.

3.4 large and systemically important EU banks

This section describes the main characteristics of a sample of large EU banks, using data gathered
from SNLFinancialand other data sources)t covers:

Size

Customer base,sset structure and income model

Capital and funding structure

Ownership anatorporate governange

Corporateand legaktructure and

Geographic scope and structure of crdmsder activity

=A =4 =4 =4 -4 -9

Appendix 3 presents additional characteristics of differentindividual banks including their
performance

3.4.1 Banksize

"Systemicallyimportant banks (SIBs) are those institutions whoslistress or disorderly failure
would cause significant disruption to the wider financial system and economic activéyto their
size, complexity, systemic interconnectednesdack of good substitgs that can readily take over
their activities.

While there is no agreed list yet of European SiBs Financial Stability Board$B and the Basel
Committee on Banking SupervisidBaSel Committeehave identified an initial group of 29 global
SIBs (68IBsf* 15 EU banks are consideredSBBs, by virtue of their size, complexity, substitutability
and degree of crossountry activity.These banks are listed in TalBlgl1 (indicated with *), as part
of a wider sample 029 banks selected for the subsequteanalysis?

% 3ee list of all global SIFls on http://www.financialstabilityboard.org/publications/r_111104bb.pdf
% Dexia is excluded from the sample here, although it is listed in the FSB report of 2011S#B.a G
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Table3.4.1: Large EUanks (2011)

Total Total n Ay
assets/  assets/ FTE No. of assets (%
Total assets national EU GDP employees European change
Bank| Country 0 eillion) GDP (%) (%) 2011 branches 2007-11)
Deutsche Bank DE 2,164,103 84.8 17.4 100,996 2,735 12.4
HSBE UK 1,967,796 119.8 15.8 288,316 1,984 22.2
BNP Paribé&s FR 1,965,283 99.8 15.8 198,423 6,816 16.0
Crédit Agricole Group* FR 1,879,536 95.4 15.1 162,090 9,924 22.0
Barclays UK 1,871,469 113.9 15.0 141,100 2,602 12.0
RB3 UK 1,803,649 109.8 14.5 146,800 2,477 -28.0
Santandet ES 1,251,525 118.2 10.1 193,349 7,467 37.1
Sodété Générale FR 1,181,372 60.0 9.5 159,616 6,456 10.2
Lloyds Banking Grotip UK 1,161,698 70.7 9.3 98,538 2,956 141.5
Groupe BPCE* FR 1,138,395 57.8 9.1 117,000 8,388 -
ING NL 961,165 161.5 7.7 71,175 1,938 -3.3
Unicredit IT 926,769 59.4 7.4 160,360 8,068 -9.3
Rabobank Group NL 731,665 122.9 5.9 59,670 906 28.3
Norded SE 716,204 197.4 5.8 33,068 1,097 84.1
Commerzbank DE 661,763 25.9 5.3 58,160 1,598 7.3
Intesa IT 639,221 41.0 5.1 100,118 6,603 11.6
BBVA ES 597,688 56.5 4.8 110,645 2,965 19.1
Standard Chartered UK 461,284 28.1 3.7 86,865 3 104.5
Danske Bank DK 460,832 193.7 3.7 21,320 620 2.6
DZ Bank AG DE 405,926 15.9 3.3 25,491 25 -5.9
Landesbank &lenW. DE 373,059 14.6 3.0 12,231 217 -15.9
KBC BE 285,382 80.5 2.3 47,530 2,058 -19.7
Handelsbanken SE 275,514 75.9 2.2 11,184 747 40.0
SEB SE 265,219 73.1 2.1 17,571 362 6.9
Banca Monte dei P.S. IT 240,702 15.4 1.9 31,170 2,965 48.5
Erste Bank AT 210,006 71.2 1.7 50,452 2,150 4.7
Swedbank SE 208,464 57.4 1.7 16,287 554 22,5
RZB AG AT 150,087 50.9 1.2 60,599 2,977 9.2
UBI IT 129,804 8.3 1.0 19,407 1,919 6.8

Note: * indicates thathis is a GSIB according tBasel Committe&SB methodologyThe sample has been chosen on the basis of two

criteria: 1) the bank is one of the top four banks in the country in terms of total agset) the bank has total asse&s T

I G

billion. Banks from Portugal, Ireland and Greece were excluded. B@okized by the merger of Spanish savings barRexiaand Belfius
are alsoexcluded More data on the banks, including the size of their loan book or deposits, is listed in AppeAllidata refers to the
consolidated accounts, including more than the banks' business in the EU.
Source: All banking data froBNLFinancial. GDBatafrom Eurostat.

Table3.41 reports the basic statistics on the size of different banks in 28%Imeasured by total
assets (see Appenddfor market capitalisation data)
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1 In relation to domestic GDRjght banks had total assets exceeding 100% of domestic GDP,

the biggest being Nordea (197%) and Danske Bank (£84%).

1 Inrelation to EU GDP, the largest bank had totaktsequal to 17% of EU GDP.
1 While the balance sheetsf some banks declined between 2007 and 2011 (several of them

submitted bank restructuring plans to the European Commission under its state aid control

% large share of these banks' assets is in subgdian other EU countries. For example, for Nordea, about half of the

balance sheet is in the Finnish subsidiary.
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procedures) manybanks have further increaseddh balance sheetsn some cases owing to
mergers (e.g. Lloyds BagidiBOSCommerzbank Dresdner, etg.

1 The largest number of fullme employees is reported for HSBC (over 288), and the
largest number of bank branches in the EUGoédit Agricoléover9 000).

Europearbank balance shee@ppearlarge when compared to US banlat least when measured in
terms of total assets imelation to domestic GDP (chaBt42). In absolute size,hie reported total
assets of the largest European bamk group are not too dissimilar from those of their US
counterparts(chart 3.4.1). Nevertheless, total assets sfix EU bankig groupsexceed those of the
largest US bank (JP Morgan Chase).

Any simplecomparison of balance sheet size between EU and USirgagkoupsis however
unreliable One key reason is the accounting differentieat exist betweenGAAPrulesin the USA

and IFRS8ulesin the EUFor exampleunder US GAARcompanies with derivatives under a single
master netting agreement with the same coernparty are allowedthe possibility to report assets

and liabilities (including cash collateral) on a net basis, even if they do not intend to settle the cash
flows on a net basis. The same treatment is also allowed for repurchase agreements and reverse
repurchase agreementdnlike the current U.S. standards, there aresuxhprovisionsunder IFRS

that apply to EU bank#\nalysis shows that, without this netting, total assets of many USitgnk
groups would be significantly highe?. Other accountingdifferences arise due to differences in
consolidation rules of ofbalancesheet vehicles.

Chart3.4.1: Totalassets of the largest EU and US bangkgroups (201L,e o0 ANf f A 2y
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Source: Data from SNL Financial

Assetto-GDP ratios lookgain much moreimilar betweenthe largestEU and US banks whéotal
assetsare measured in relation to total EU GI#s opposed to national GDR)hart 3.42). For
example, Deutsche Bank has total assets amounting to 17% of EU GDP, which is more in line with the
larges US bankg group(JP Morgan has total assets amounting to 15% of US @ DiRjeed lower if

the statedaccounting differences are taken into accoumt.sum in relation to a single EU banking
market, European banks do not appear larger thanithgS coaterparts.

" For example, analysis by S&P Global Credit Portal (2011) suggests that total assets for a sample of US banks would
increase by about 70%nd even more if repurchase and reverse repurchase agreements were included. The latter were
excluded from the S&P analysis as no data was available on these from published accounts.
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Chart3.42: Total assets of the largest EU and US hiagkgroups(2011, in %of GDP
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Charts 3.4.3 and 3.4 {lustrate that total asset for two of the large bankgothers are reportedn
charts 3.4.11 and 3.4.)3rew significantly Asset growthmarkedly outpaced riskweighted asset
growth for these banks in the rurup to the crisis, whichreflects regulatory arbitrage and the
increasing importance of trading amdarket making activity that benefited from inappropriately low
capital requirements under Basel II.

Chart3.4.3: Commerzbank Evolution of balance sheet

Chart3.44: Société Générale Evolution of balance sheet
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Box 3.2: Literature on (disnomies of scale

Appendix 4.1 contains more detailed review of the literature on economies of scale. Ovetadlfibdings
in the literature are somewhamixed Whereas some economies of scake estimated toexist for some
banking operationsip to a certain sizegheseeconomies are generally found to phase out after a cert
bank size (see Wheelock and Wilson, 2009, and other papers reviewed in Apgdndix

Although there is no agreement in the literature dmetmaximum efficient scale of bankinidpe available
estimates tend to suggest levels that amdatively low compared to the current size of the largest H
banks

The potential costs of largbanks relate to the banks' potential abuse of market power and their r|sk
taking incentivesdue to their“too-big-to-fail* status(Brewer and Jagtiani, 2009 or Boyd and Heitz, 20]
Also, large banks tend to lend less to small businesses in relative (Berger et al., 2004)

Some banks have grown big as a result of managerial or empire building aspirations rathdritieanby
shareholder valuenaximisation (Berger et al., 199%nd DemirgiigkuntandHuizinga, 2011)

Notes:See appendix 4.1 for theare detailed review of the literature, including references for the above findings.

3.4.2 Customer base,szet structure and income model

The largest banking groups in the EU are typicaihversal banksin that they offer the full array of
banking servicg, ranging from the traditional banking servicesdeposittaking and reakstate as
well asother formsof lending to investment banking activities thatlude sales anttading, market
making, underwriting, risk management,etc. Some groups also have legal entities that offer
insurance services and that in the EU therefore fall uridimancial conglomerateregulation and
supervision

Someof the large universaEU banks haveover time evolved intogroups with significant glai
capital market and trading operations. Moody2012) denotes thenas "firms with global capital
markets operation§ whileFitch(2011) similarly defines geer groupof "global trading banks

Not all banks choose to provide the full rangesefvicesor offer the services to the same degree

and even among the larger bankthere is significant variety in whatifferent banks do.Qustomer

bases differ between banks. The more retafbcused banks have a customer base whiebuires
mainly tradtional bankng services, includingurrent account, saving and lendirsgrvices(e.g.
households, SMEs). The larger and more investiffaantsed banks havaustomersthat may require

the full set of banking and capital market servi¢egy. larger corporas) or that may have demands

for specificcapital market services (e.g. a government placing a bond issue or a smaller corporate
seeking to tap capital markets or buying a risk hedging product)

Derivatives forisk managemenpurposes are an exampld an investment banking service usbky
corporate customers. According to a surdaythe International Swaps and Derivatives Association
(2009) 94% of the world's largest 500 companies use derivatives to hedge their business and
financial risks.Foreignexchange derivatives are the most widely used instruments (88%), followed
by interest rate derivatives (83%) and commodity derivatives. Thus, derivatives are an integral risk
management tool, especially for the larger corporates, but even some 8{£sloose to use plain
vanilladerivatives to hedge their foreign exahge and interest risk exposuradotwithstanding this

more than 80% of derivative instrumenfire traded amongfinancial institutions thus being a
predominantlyinterbank business.

With a universal bank, customers can access the full range of services from one bank. This possibility
of "one-stop shoppiny is valuableto customers (in this context mainkp corporate customers that

may demand commercial and investment banking seryiathough theselemandside economies

of scopeare likely to vary between customers and depend on the combination of banking services
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sought (see alsddppendix 4.2 on further evidence on economies of scopéjowever, larger
customers tend to maintain rationships with more than one bank anywagsdo some smaller
customers However,lack of customer switchingpartly due to customer inertia and a lack or
perceived opagueness of informatipis one of the known barriers to competition in thretail
bankirg market (see als€hapter2).?® Bankscan also offer derivatives and other products to their
customers without'producing the products themselves; thegan act on an agency basis and sell the
products provided by other banks.

While the public accounts of banks do not provide information about the customer base of different
banks and their needs, the differences in banks' activdiesevident from their asset structure and
income model.

Charts3.4.5to 3.4.10below reports sme basic statisticen this for2011.:

1 For some banks, net loans to customers amount to more than 50% of total assets. For three
banks, net customer loans amount to less than 30% of the balance sheet.

1 While some banks have limited assets held for tradfiog,others such assets constitute
more than 20% of their balance shezéBarcIays, BNP Paribas, Deutsche Bilokdea,Royal
Bank of Scotlandand Soi&té Générale are the six banks with the highest proportion of
assets held for trading (more than 30% ofal assets)A similar picture emerges when
looking at assets held for trading and available for sale in 2011. Interestingly, although the
balance sheet share of these assets fell for some banks since the onset of the crisis, for
others it increased.

1 Several banks have a particularly high notional amount of derivatives outstanding, relative to
the size of total assets. For example, the notiosalount of derivativesexceeds2000% of
total assets for four banks (Barclays, BNP Paribasitsche Banknd RBS). Note that the
notional amount of derivatives does not indicate exposure, but it nonetheless provides an
indication of the extent of derivative activitierosdifferent banks.

1 The ratio of riskveighted assets to total assets differs significariibtween banks. It is
remarkablethat the banks with the highest amount of trading assets, notional derivatives,
etc. (i.e. banks that are leastraditional') tend to have the lowest ratio. Riskeights are
beingrevisedunder BaseB or, in the EU, CRD.

1 The difference in activities between banks is reflected in the ratio of net interest income to
total operating income. Banks that are more engaged in traditional depealsitg and
lending activities tend to have more net interest income (as opposefdés, commission
and other noninterest income that is typically more associated with investment banking
activities). Note however that for most banks, the share of net interest income increased in
2011 compared to 2007, reflecting the decline in incommemf norrinterest income
generating activities.

2 According to the Eurobameter on retail financial services (Europeasn@nission 2012) more than 80% of European
consumers never attempt to switch providers after buying a personal loan, credit card, current account or mortgage.
#The data here only considers the asset side of the balance shibeteas from an exposure perspective trading liabilities
also need to be considered.
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Chart3.4.5 Net loans to customersf large EU bankg&011, % of total assets
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Chart3.4.6 Total assets held for tradingf large EU bank&011, % of total assets
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Chart 3.4.7Total assets held for trading and available for sale of large EU banks (2011 and @06f7total assets
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Chart3.4.8: Notional amount of derivatives outstandingf large EU bank&011, % of total assets
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Chart3.49: RWA / Total assetsf large EU bank&011, in %
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Chart3.4.10: Net interest income / total operating incomef large EU bank&011and 2007 in %)
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As discussed iGhapter2, at aggregate levednd over time,the share of the basic lending activity in

relation to total banking assets has diminis

hed is evidenamongst othersn the evolution of the

asset side of bank balance sheets. Two of the large EU banks are used as an eXamople

(customer) loans have declined as a proportion of the total balance sheet.
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Chart 3.4.1: Barclays; 9 @2 f dzi A 2 y billoR) | & Chart 34.12: Deutsche Bank 9 @2 f dzii A 2 y billoR) |
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Box 3.3: Literature on diversification and (di€@nomies of scope

Economies of scope, including operating cost and revenue synergies as well as risk diversification k
are appealing in theory, but thempiricalevidence on their existence wgeak

While economies of scope are found from combining depiagiing and lending (i.e. the traditional bankin
activities), there is less evidence that other forms of functional diversification create value (e.g. com
traditional and investment banking).

Diversification into noftraditional banking activities may expdithe range of opportunities and result in rig
diversification, but these benefits may be more than offset by the costs of increased exposure to vo
(Stiroh, 2006, Stiroh and Rumble, 2006).

Diversification may bring along conflicts of interestsstGmers may be locked in by being offered multip
services (Rajan, 1992). Informational advantages may hinder competition by creating barriers to ent
lowering switching behaviour (Dell'Ariccia et al., 1999).

The literature has raised the concernathmore diversified and complex financial institutions are mq
difficult to manage and supervise, and they may be perceived as "too big or too complex to fail", leag
problems of moral hazard and excessive-taking.

Lumpkin (2010) identifies a mber of risks associated with large financial groups, includingtreotsparent
group transactions, moral hazard risks that allow parts of the group to engage in excesstag&ingkon the
assumption that the group as a whole will assist in the eveptrralblems, risks of doubitgearing, intragroup
contagion risks, potential abuse of market power and conflicts of interest.

Individual diversification by banks can make the system as a whole less diversified and more vulner
common shocks (Haldane, @®). Over time there has been a loss of diversitythe system leve(due to
bank diversification, but also due to convergence of risk management models, etc). Leaving aside t
and benefits of different business models, promoting diversity in bardiness modelat system leveimay
therefore have benefits in itself (sé&ox 3.1 above

Notes: See appendifor the more detailed review of the literature.

3.4.3 Capital and funding structure

Charts3.4.13 to 3.4.16 below report basic statistics on the capital and funding structure of different
banks in 2011:
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