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UNION EXPLAINED

THE EUROPEAN

What are the EU’s main areas of activity?

Banking union

In June 2012, EU Heads of State or Government agreed
to create a banking union, completing the economic and
monetary union and centralising the application of

The two pillars of the banking union

— The first pillar is the single supervisory
mechanism (SSM), which transfers key
supervisory tasks for banks in the euro area
and other participating countries to the
European Central Bank (ECB). The main task of
the ECB and the national supervisors, working
closely together within an integrated system, is
to check that banks comply with EU banking
rules and to tackle financial problems early on.
The ECB, which became fully empowered to
exercise its supervisory role as of 4 November
2014, directly supervises the largest or most
significant banks, while the national supervisors
continue to monitor all of the others.

SINGLE

RULEBOOK

New rules to make banks
better capitalised and risks
better controlled
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EU-wide rules for banks in the euro area (and any
non-euro EU countries wishing to join). The banking
union is built on two pillars.

ECB directly supervises
+/-130 important banks,
National supervisors work
closely together within an
integrated system
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The second pillar is the single resolution
mechanism (SRM). In the rare cases where
banks fail, the single resolution mechanism
(SRM) will allow bank resolution to be managed
more effectively through a Single Resolution
Board (SRB) and a Single Resolution Fund (SRF).
Shareholders and creditors, and only after that
the SRF, will cover the costs of a failing bank,
rather than taxpayers as in the past. The SRF is

financed solely through contributions from all

banks in participating countries. The SRM,
endowed with clear decision-making rules for
cross-border bank resolution and highly
experienced staff, will be much more effective
in carrying out resolutions than the existing
patchwork of national resolution authorities.
Most of the SRM provisions apply from

1 January 2015, while the SRM will be fully
operational from 1 January 2016.
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An overview of the main
elements composing the EU’s
banking union.

SINGLE
SUPERVISION

RESOLUTION

I all else fails, as a last
resort, the Single
Resolution Board can
decide to resolve a
failing bank, backed by
a fund that banks
themselves pay in to
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The banking Uunion relies on the new regulatory
framework with common rules for banks in all 28 EU
countries, the Single Rulebook. Common rules help to
prevent bank crises in the first place and, if banks do
end up getting into difficulty, set out a common
framework to manage the process, including a means to
wind them down in an orderly way. Common rules will
also guarantee EU savers that their deposits are
protected up to certain limits at all times and
everywhere in the EU (see below for more information).

Resolution procedure in the banking union
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'Bank resolution' is the procedure followed in the rare cases
where banks fail
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Together with the new EU regulatory framework for the
financial sector, the completed banking union is a
fundamental step in the economic and monetary
integration of the EU. It will put an end to the era of
massive bailouts paid for by taxpayers and will help to
restore financial stability across the Union.
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Stress tests and comprehensive
assessment — assessing banks’ resilience

In October 2014, the European Banking Authority
(EBA) and the European Central Bank (ECB)
published the results of an EU-wide ‘stress test’ and
a ‘comprehensive assessment’ of the most
significant European banks. The goal of this year-
long assessment was to identify and aadress any
remaining vulnerabilities in the EU banking sector.
The tests have been the most complete, transparent
and rigorous evaluation that European banks have
ever faced. Overall, the results have confirmed the
improvements in the resilience of European banks
over the last few years. European banks have made
significant efforts to ensure they hold sufficient
capital, efforts triggered by the new regulatory
framework, supervisory actions and market
pressure. The capital ratios of EU banks are now at
12 9%, similar to US peers. The vast majority of
banks have a significant buffer to withstand
hypothetical financial shocks. This is an important
step in reassuring investors about the quality of EU
banks’ balance sheets.

But the results have also highlighted areas where
banks still have to work on strengthening their
positions. Some 25 banks participating in the
exercise failed the test with a total capital shortfall
of €25 billion at the end of 2013, although this did
not concern any of the large European banks. Taking
into account banks’ efforts to raise their levels of
capital throughout 2014, 14 banks have been
identified with an overall capital shortfall
amounting to almost €10 billion. It is now
absolutely crucial for banks and the competent
supervisory authorities to ensure rigorous and
timely follow-up/corrective actions so as to restore
full confidence in European banks, which should
also help banks in their financing of the wider
economy. It is essential for supervisory authorities
to continue being highly vigilant in their supervision
of all banks. The Single Supervisory Mechanism
(SSM) with the European Central Bank (ECB) at its
helm, started its work on 4 November 2014, a key
milestone in the process towards a healthier and
more robust banking system in Europe.
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Further measures to ensure a safer |
banking sector in the euro area: ending
the ‘too-big-to-fail’ issue

Strengthening the resilience and financial health of the
EU’s largest and most significant banks will ensure that
taxpayers do not end'up paying for mistakes made by
banks, including any excessive risks taken. That is
precisely what happened during the financial crisis:
publicly funded bank bailouts swallowed up around

13 % of the EU’s yearly GDP, which in turn exacerbated
the sovereign debt crisis and led to economic hardship
for many citizens.

The crisis demonstrated just how damaging a bank
failure can be to public finances and to the economy.
The Commission proposed a set of measures 10
minimise bank failures. In January 2014, the
Commission also proposed to ring-fence banks’ low-
profit operations from potentially riskier investments.
The idea behind this is to protect depositors’ savings
and to prevent the need for any further bank bailouts.

According to this legislative proposal on structural
reform, national supervisors would be given the power
to transfer the high-risk trading activities of selected
banks — such as market making, risky securitisation (*)
and investments in complex derivatives (*) — to legally
separate companies.

The EU now has a toolbox of measures to deal with
banks comprehensively. They include:

. crisis prevention: making all banks safer in the first
place;
- early intervention: ensuring that if banks do face

difficulties, supervisors can intervene early enough to
manage them effectively;

. crisis management/bank resolution: if the worst

happens, making sure that tools are in place to
manage a crisis situation.

(*) See text boxes on page 9.
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CRISIS EARLY CRISIS
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The EU now has a comprehensive toolbox to prevent crises and to deal with banks in difficulty. NB: CRD4: capital requirements
directive, which concerns gaining access to the activities of credit institutions, as well as the prudential supervision of credit

institutions and investment firms. DGS: deposit guarantee system, whereby a pre defined amount is reimbursed to depositors
whose bank has failed.

Derivatives Securitisation

Derivatives are financial instruments whose value is Securitisation is the process by which an issuer
derived from the value of an underlying asset (e.q. (usually a bank or other financial institution) creates
the price of an equity, bond or commodity) or a financial instrument by combining other financial
market variable (e.g. an interest rate, an exchange assets, such as the bank’s outstanding mortgages
rate or a stock index). The main types of derivatives or car loans, and then by marketing different tiers
are: forwards, futures, options and swaps. of the repackaged instruments to investors.

Derivatives can be traded on regulated exchanges

or in bilateral, off-exchange trades, known as ‘over
the counter’ or OTC transactions.

They are financial contracts that trade and
redistribute risks generated in the real economy.
They can be used accordingly for insuring against
risk (hedging). However, derivatives have
increasingly become used to acquire risk with the
aim of making a profit (speculation and arbitrage).
An important feature of derivatives is that they
allow those who use them to obtain leverage: with

a relatively small outlay, the investor is able to take
a large position in the market.

llllllllllllllllllllllllllllllll S0 000000000 0O0DD0000C0OD0ODOO0OD0OOOOOD0









THE EUROPEAN UNITON EXPLAINED

Outlook
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European legislation, adopted by the European The Commission has also announced plans to
Parliament and the Council, is sometimes delegated to complement the new European rules for banks with a
the Commission which has the duty to draft and adopt capital markets union. Further developing and
‘implementing measures’. These measures are more integrating capital markets would help to channel more

technical than the basic legislative acts. They lay down financing into the economy. It would cut the cost of
specific and detailed rules on how the principles set out  raising capital, notably for small and medium

in the basic acts are to be implemented. Many of these enterprises (SMEs), and help to reduce high dependence
technical rules are still to be developed and adopted in on bank funding. It would also increase the

the years to come regarding the new banking and attractiveness of Europe in the eyes of foreign investors
finance legislation. as a place to invest in.

After a period of laying down the legislative foundation
for structural reforms in the financial services industry,
the Commission will vigilantly ensure that the new
supervisory and resolution rules are enforced: that will
make European banks more robust so that they can get
back to lending to the real economy.

Find out more

P For an overview of EU financial services policy, please consult the Commission’s website:
http://ec.europa.eu/finance |

P Questions about the European Union? Europe Direct can help: 008006789 10 11
http://europedirect.europa.eu
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