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LETTRE DU PRESIDENT

Le groupe d'experts de haut niveau sur une réforme structurelle du secteur bancaire a été créé en
février 2012 par le commissaire Michel Barnier. Il avait pour mission de déterminer si des réformes
supplémentaires visant directement la structure des banques permettraient de réduire davantage la
probabilité et les répercussions d'une éventuelle défaillance de eelllebassurer la continuité des
fonctions économiques vitales en cas de défaillancadetmieux protéger les clients de détail
vulnérables.

Le groupe a organisé des auditions avec un grand nombre d'intéressés, représentatifs des
prestataires de services bancaires, des consommateurs de ces services, des investisseurs qui
investissent dans febanques, des décideurs politiques et des milieux universitaires. Il a en outre
organisé une consultation publique a l'intention des personnes intéressées, dont les réponses sont
publiées avec le présent rapport.

Lors de son évaluation du secteur bancaineropéen, le groupe a constaté qu'aucumodéle

d'entreprise particulier ne s'était distingué par des résultats particulierement bons ou
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prises de risque @essiveg souvent dans le cadre de transactions sur des instruments extrémement
complexes ou sur des préts immobilierst une dépendance excessive a I'égard des financements a

court terme durant la période qui a précédé la crise financiére. Ces prisésqglie ne se sont pas
accompagnées d'une protection adéquate des capitaux, et I'existence de liens trés étroits entre les
établissements financiers s'est traduite par un niveau élevé de risque systémique.

Un certain nombre de réformes réglementaires été entreprises afin de remédier a ces problemes

et a d'autres lacunes qui compromettent la stabilité du systeme financier. Le groupe a passé en revue
ces réformes en accordant une attention particuliere aux exigences de fonds propres et de liquidité
et aux mesures portant sur le redressement des banques et la résolution de leurs défaillances.

Le reléevement des exigences de fonds propres permettra de renforcer la capacité de résistance des
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des fonds propres (CRR et ARPconstituera une avancée majeure a cet égard. En liaison avec son
mandat, le groupe table aussi sur la révision compléte des régles applicables au portefeuille de
négociation, entreprise pae comité de Béle, pour améliorer le contrble des risques de marché au

sein du systeme bancaire.

Le groupe voit dans la proposition de la Commission relative au redressement des banques et a la
résolution de leurs défaillances une composante essenti#lda future structure réglementaire.

Cette proposition est une avancée importante pour garantir qu'une banque, quelles que soient sa
taille et son importance systémique, pourra étre réorganisée et remise sur pied, ou faire l'objet d'une
procédure de ligudation qui limite la participation du contribuable a ses pertes.

Le groupe devait également déterminer si des réformes structurelles supplémentaires s'imposaient.
Dans le cadre de ces travaux, il a été amené a examiner plus en détail deux solutionsnieepre
consistait a privilégier le réle important assigné aux plans de résolution des défaillances et de
redressement, en subordonnant a I'évaluation de ces plans la décision de séparer ou non les activités
des banques; elle comportait aussi des proposgiate renforcement des exigences de fonds
propres. La seconde reposait sur une séparation obligatoire de la négociation pour compte propre et
des autres activités a risque.

Ces solutions sont toutes deux décrites dans le présent rapport. Le groupe en es&oles
avantages et les inconvénients, en tenant également compte des événements bien connus qui sont
survenus dans le secteur bancaire pendant ses travaux.
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La conclusion du groupe est qu'il est nécessaire d'imposer, au sein des groupes bancaires, une
sémaration Iégale entre certaines activités financiéres particulierement risquées, d'une part, et les
banques de dépbt, d'autre part.

Cette séparation a pour objectifs centraux de faire en sorte que les groupes bancaires, en particulier
celles de leurs actités qui sont vitales pour la société (essentiellement la collecte de dépéts et la
fourniture de services financiers aux secteurs non financiers de I'économie), soient plus sdrs et moins
liés & des activités de négociation a haut risque, et de limiterdskpn, implicite ou explicite, du
contribuable aux risques encourus par les composantes de ces groupes qui exercent des activités de
négociation. Les recommandations du groupe en matiere de séparation visent les activités qui sont
considérées comme corstant les volets les plus risqués de l'activité de négociation, et dans le
cadre desquelles les positions en risque peuvent changer le plus rapidement.
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réponse la plus directe a la complexité et a l'interdépendance des banques. Cette séparation n'aurait
pas seulement pour effet de simplifier et de rendre plus transparente la structure des groupes
bancaires; elle favoriserait aussi la discipline au seirmarché, la surveillance de cetiiet, en
définitive, le redressement des banques et la résolution de leurs défaillances.

Lors des discussions au sein du groupe, certains membres ont déclaré préférer a une séparation
obligatoire des activités bancairese combinaison de mesures consistant a imposer la constitution,
pour les activités de négociation, d'un coussin de fonds propres sans pondération pour risques, et a
subordonner une éventuelle séparation des activités a I'évaluation, par l'autorité deikamee,

d'un plan de redressement et de résolution.

Par souci de transparence, ces deux options de base, et leurs justifications, sont décrites I'une et
l'autre dans le rapport. Il a toutefois été décidé de recommander la séparation obligatoire de
certay S& | OGAGAGSE RS yS3I20AFGA2yd [ S NI LILR NI F2NY
par exemple, I'affectation expresse d'instruments au renflouement interne, les exigences de fonds
propres pour les préts immobiliers, la cohérence des modélesnateet la bonne gouvernance
RQSYGNBLINR &S D

Le groupe a I'honneur de remettre son rapport aMchel Barnier, membre de la Commission. Ses
membres sont pleinement conscients de la responsabilité majeure qui en découle pour la
Commission. Il appartient maigty I yd + €1 /2YYAadaaArAz2y RQSOI f dzSNJ
O2yadzZ G GA2y & | LILINPLINASSA FdzLINB& RSa LI NGASA LN
présenter des propositions sur la base des recommandations du groupe. Ces propositions devraient
également s'accompagner d'une analyse d'impact réalisée conformément aux pratiques de la
Commission.

Le groupe a bénéficié du soutien d'un secrétariat compétent fourni par les services de la Commission,
gue nous remercions pour cette contribution.

ErkkiLiikanen

Président du groupe d'experts de haut niveau
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RESUME DE LA PROP@ENTI
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structurelles du secteur bancaire de I'UE et, le cas échéant, de fermes propositions en ce sens,

afin de mettre en place un systéme bancaire stable et performant, qui réponde aux besoins des
citoyens, de I'économie et du marché intérieur.

Le groupe recommande un train de cing mesures qui s'ajoutent, en les complétantéformes
réglementaires déja adoptées ou proposées par I'UE, le comité de Béale et les gouvernements
nationaux.

Premierement, la négociation pour compte propre et les autres activités de négociation d'une
certaine importance devraient étre séparées drares et affectées a une entité juridique distincte,

deés lors qu'elles représentent une part significative de I'activité de la banque. Cette mesure garantira
gue les activités de négociation supérieures au seuil fixé seront exercées de maniére autonome,
indépendamment de la banque de dépobt. Ainsi, les dépbts, et la garantie explicite et implicite dont ils
bénéficient, ne serviront plus a financer directement des activités de négociation risquées. Toutefois,
le modéle de la banque universelle établi de loagdate en Europe ne sera nullement affecté,
puisque ces activités, méme séparées, seront exercées au sein du méme groupe bancaire. Les
banques pourront ainsi continuer de fournir a leur clientéle une gamme étendue de services
financiers.

Deuxiemement, legroupe insiste sur la nécessité pour les banques d'établir et de tenir a jour des
plans de redressement et de résolution concrets et réalistes, comme l|'a proposé la Commission dans
la directive sur le redressement des banques et la résolution de leurdllaiéfas (directive
«redressement et résolution bancaires). L'autorité de résolution devra exiger une séparation plus
large que la séparation obligatoire évoquéedessus, si cela parait nécessaire pour assurer la
résolvabilité et la continuité opératiomtie des fonctions critiques de I'établissement.

by

Troisiemement, le groupe est trés favorable a Iaffectation d'instruments spécifigues au
renflouement interne. Les banques devraient constituer un volant suffisamment important de dettes
qui puissent servia un renflouement interne et dont il conviendrait de définir clairement la nature,

de maniére a ce que leur position dans la hiérarchie des engagements figurant au bilan de la banque
soit sans ambiguité et que les investisseurs sachent quel traitemensézait réservé en cas de
résolution. Ces dettes devraient étre détenues en dehors du systéme bancaire. Ces instruments (ou
leur équivalent en fonds propres) augmenteraient la capacité d'absorption globale des pertes,
réduiraient les incitations a la prige risques et amélioreraient la transparence et I'évaluation du
risque.

Quatriemement, le groupe propose d'appliquer des pondérations de risque plus fortes lors de la
détermination des normes minimales de fonds propres, et d'imposer un traitement plusramth

des risques dans les modéles internes. Lorsque le comité de Béle aura rendu ses conclusions sur la
révision des dispositions régissant le portefeuille de négociation, la Commission devra s'assurer que
les résultats suffiront a couvrir les risquestdes les types de banques européennes. Il conviendra
aussi de réexaminer le traitement des préts immobiliers dans le cadre des exigences minimales de
fonds propres, et d'ajouter aux instruments disponibles pour la surveillance microprudentielle et
macroprudentielledes plafonds au ratio prétaleur(et/ou au ratio prétrevenu).
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Enfin, le groupe estime que les réformes déja entreprises en matiére de gouvernance d'entreprise
doivent étre complétées par des mesures spécifiquement destinées 1) a renforcemgteses de
direction et de gestion; 2) a promouvoir la fonction de gestion des risques; 3) a limiter les
rémunérations des dirigeants et du personnel des banques; 4) a améliorer la déclaration des risques
et 5) a renforcer les pouvoirs de sanction.
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RESUME
[ § aANRdzZLIS RQSELISNIA RS RKISHD Ny drSHidel IO $& S REK FRE R
avait lieu de procéder a des réformes structurelles du secteur bancaire de I'UE et, le cas échéant, de

formuler des propositions en ce sens, afin de raettn place un systeme bancaire sdr, stable et
performant, qui réponde aux besoins des citoyens, de I'économie et du marché intérieur.

Lors de son évaluation du secteur bancaire européen, le groupe a constaté qu'aucun modeéle
d'entreprise particulier ne s'@it distingué par des résultats particulierement bons ou
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prises de risque excessivesouvent dans le cadre de transactions sur des instruments extrémement
complexes ou sur des préts immobilierst une dépendance excessive a I'égard des financements a

court terme, durant la période qui a précédé la crise financiére. Ces prises de risque ne se sont pas
accompagnées d'une protection adéquate des capitauXeristence de liens trés étroits entre les
établissements financiers s'est traduite par un niveau élevé de risque systémique.

Un certain nombre de réformes réglementaires ont été entreprises afin de remédier a ces problémes
et a d'autres lacunes qui comgmettent la stabilité du systéme financier. Le groupe a passé en revue
ces réformes en accordant une attention particuliére aux exigences de fonds propres et de liquidité
et aux mesures portant sur le redressement des banques et la résolution de leailtadées.

Le renforcement des exigences de fonds propres permettra, de maniére générale, de renforcer la
capacité de résistance des banques, de corriger, dans une certaine mesure, les systemes d'incitation

des propriétaires et des dirigeants, et de ré@uiiexposition du contribuable au cas ou la solvabilité
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relatifs a I'adéquation des fonds propres (CRR et I@REbnstituera une avancée majeure dans tous
cesdomaines. En liaison avec son mandat, le groupe table aussi sur la révision compléte des régles
applicables au portefeuille de négociation, entreprise par le comité de Bale, pour améliorer le
contréle des risques de marché au sein du systéeme bancaire.

Le groupe voit dans la proposition de la Commission relative au redressement des banques et a la
résolution de leurs défaillances (directive «redressement et résolution bancaires) une composante
essentielle de la future structure réglementaire. Cette proposiest une avancée significative vers

la possibilité qu'une banque, quelles que soient sa taille et son importance systémique, puisse étre
réorganisée et remise sur pied, ou faire I'objet d'une procédure de liquidation qui limite la
participation du contibuable a ses pertes. La préparation et I'approbation des plans de redressement
et de résolution (PRR) devraient entrainer au sein des groupes bancaires des modifications
structurelles allant dans le sens d'une moindre complexité et d'une réduction desesisde
contagion, et accroitre ainsi les possibilités de résolution des défaillances.

Toutefois, en dépit de ces initiatives et réformes importantesgroupe est arrivé a la conclusion

gu'il était nécessaire d'imposer une séparation légale, au seimrgpes bancaires, entre certaines
activités financiéres particulierement risquées et les activités de banque de dépdt. Les activités a
séparer des autres incluraient la négociation pour compte propre sur valeurs mobiliéres et produits
dérivés et certainesautres activités étroitement liées aux marchés de valeurs mobilieres et
d'instruments dérivésqui sont précisées -@pres. Le groupe suggere aussi de nouvelles mesures
concernant le cadre de redressement des banques et de résolution de leurs défajlldexes
exigences de fonds propres des banques et leur gouvernance. L'objectif est de réduire encore le
risque systémique inhérent aux activités de banque de dépdt et aux activités de banque
d'investissement, méme si elles sont séparées les unes des autres.

Les objectifs centraux de cette séparation consistent a faire en sorte que les groupes bancaires, en
particulier celles de leurs activités qui sont vitales pour la société (essentiellement la collecte de
dépbts et la fourniture de services financiers aagteurs non financiers de I'économie), soient plus
slrs et moins liés aux activités de négociation, et de limiter I'exposition, implicite ou explicite, du
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contribuable aux risques encourus par les subdivisions de ces groupes qui se livrent & la négociation
Les recommandations du groupe en matiére de séparation visent, parmi les activités
d'investissement, celles qui sont considérées comme les plus risquées et dans le cadre desquelles les
positions en risque peuvent changer le plus rapidement.

La séparatiore ces activités en plusieurs entités juridiques distinctes est la réponse la plus directe a
la complexité et a l'interdépendance des banques. Cette séparation n'aurait pas seulement pour
effet de simplifier et de rendre plus transparente la structure desupes bancaires; elle faciliterait
aussi la discipline et la surveillance du marché et, en définitive, le redressement des banques et la
résolution de leurs défaillances. La proposition est présentée en déetgires.

Lors des discussioral sein du mpupe, certains membres ont déclaré préférer a une séparation
obligatoire des activités bancaires une combinaison de mesures consistant a imposer la constitution,
pour les activités de négociation, d'un coussin de fonds propres sans pondération pousrisgae
subordonner une éventuelle séparation des activités a |'évaluation, par l'autorité de surveillance,

d'un plan de redressement et de résolutipremiére solution décrite au point 5.4.1). L'accent a été

mis sur le fait que le programme de réformégllementaires en cours imposerait déja suffisamment

de changements structurels aux banques et que cette premiere solution étant congue de maniere a
O2YLJ SGSNJ O0Sa YSadaNBaxz StfS LRIINNIAG siGNB Yaas
objectifs debase. Cette approche a également été présentée comme une solution spécifiqgue aux
problémes posés par les incitations excessives a la prise de risque et le recours massif a l'effet de
levier lors des activités de négociation, par les risques inhérentsadrles d'entreprise complexes
Faa20AFydG olFylidzZS RS RSGFACT Si olyljdzZS RQAYy@Saia
I'interdépendance excessive des banques. De plus, il a été souligné qu'elle permettait d'éviter de
devoir définir ex ante les domaas d'activité a séparer des autres ou a interdire. Dans le contexte de

la crise financiére actuelle, et compte tenu de la fragilité du systéme financier, il semblait aussi
gu'une approche évolutive limitant les risques d'interruption dans la fournitureedeices financiers

pouvait se justifier.

Séparation obligatoire des activités de négociation pour compte propre et d'autres activités de
négociation importantes

Le groupe propose gque la négociation pour compte propre et toutes les positions sur actifs ou
dérivés résultant d'activités de tenue de marché autres que les activités exemptées énumérées ci
aprés_soient obligatoirement assignées a une_entité juridiqgue distingté pourra étre une
SYUGNBLINRAS RQAYGDSalA &apieS Xenfie négodricelyad sem ldy froafe ¢ O A
bancairé. De méme, les préts, engagements de prét ou expositions de crédit non garantessvis

de fonds spéculatifs (y compris dans le cadre de services de courtage principal pour des fonds
spéculatifs), les véhiculasinvestissement structuré (SIV) et autres entités de nature comparable,
ainsi que les participations en capitalestissement, devraient tous étre assignés a cette entité
négociatrice. Ces regles s'appliqueraient au niveau consolidé comme au nivedialdss f

Le groupe propose de ne rendre la séparation obligatoire que si les activités a séparer représentent
dzy § LI NI AYILRNIFYiS RS fQFrOGABAGS RS fF ol ylidzS
important du point de vue de la stabilité financiéte groupe propose que la décision d'imposer une
séparation légale soit prise en deux temps:

1 si, dans un premier temps, les actifs détenus par une banque a des fins de transaction et
disponibles a la vente, selon la définition en vigueur, dépassent (IHuindexamen relatif situé

! Afin de respecter la diversité du systéme bancaire européen, la forme juridique sous laquelle

s'appliquera cette recommandation devra s'appliquer a toutes les banques, quel que soit leur modéle
d'entreprise, y compris aux banques coopératives et mutualistes.
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entre 15% et 25% du total des actifs de la banque ou (2) un seuil d'examen absolu de 100
milliards d'euros, la banque sera soumise a la deuxieme phase d'examen;

1 dans un second temps, les autorités de surveillance devront@®opcer sur la nécessité d'une
séparation en fonction de la proportion d'actifs auxquels s'appliquerait I'obligation de séparation.
Ce seuil, exprimé en pourcentage du total des actifs de la banque, devra étre fixé par la
Commission, le but étant de gardnNJ 1j dzS f Q20 €t A3 GA2y RS &SLI NI GA
banques dont les activités a séparer sont importantes par rapport au total du bilan. Il est
NEO2YYIlI YRS t I /2YYA&daAzy: f2NREljdUSttS FAESNI
plusieurs bases différentes, notamment, par exemple, sur la base des données concernant les
revenus.

Dés lors qu'une banque dépassera le seuil final, I'ensemble des activités concernées devra étre
transféré a l'entité négociatrice légalement séparée. La psitjum devrait prévoir une période de
transition suffisante pour permettre son évaluation par la Commission. Enfin, les plus petites
banques seront considérées comme totalement exemptées de I'obligation de séparation.

Toutes les activités bancaires autrgise celles désignées-dessus pourront étre maintenues dans
I'entité dont les dépbts garantis constituent I'une des sources de financement-getiist dans la
«banque de dépbt»), sauf si des plans de sauvetage et de résolution spécifiques imposers d'aut
dispositions. Ces activités autorisées incluent, sans nécessairement s'y limiter, les préts accordés a
des grandes ou petites et moyennes entreprises, les crédits commerciaux, les crédits a la
consommation, les préts hypothécaires, les préts interbaeea la participation a des crédits
syndiqués, les opérations de titrisation classiques effectuées a des fins de financement, la gestion de
LI GNRAY2AYS SiG RQI OGA T &avikINS f@nfsi din@edtissdmBrit mofdiaird® & A G A 2
réglementés (OPCVMLa banque de dépb6t pourra aussi recourir & des dérivés pour gérer ses
propres actifs et passifs, ainsi qu'a la vente et a l'achat d'actifs pour gérer son portefeuille de
liquidités. Seule la banque de dépdt sera autorisée a fournir des services de padardétail.

L'obligation de séparation ne s'appliquera pas a la fourniture, & des clients autres que des banques,
de services de couverture (au moyen par exemple, d'options et de contrats d'écfemaps)sur
RSPA&SE 2dz &dzNJ il dzbrt aBxOdngsip®pdsisinsctiraleht>3dans Hlesllimies LILJ
étroites de position en risque, a définir dans le cadre de la réglementation, ni a la prise ferme de
valeurs mobilieresCes activités pourront donc étre exercées par la banque de dépét. Le groupe
reconnait toutefois les risques potentiels inhérents a I'une comme a l'autre de ces activités et
rappelle que les autorités doivent rester vigilantes a I'égard de ces risques.

L'entité négociatrice pourra exercer toutes les autres activités bancaires, aptexcale celles
confiées a la banque de dépdt; autrement dit, elle ne pourra pas se financer au moyen de dépbts
garantis et ne sera pas autorisée a fournir des services de paiement de détail.

La banque de dépét et I'entité négociatrice |également sépapmsaront opérer au sein d'une
structure de holding bancaifeToutefois, la banque de dépdt devra étre suffisamment & l'abri des
NR &lj dzSa Sy O2nizhbdstricd - NJ £ QSYy GAGS

Le transfert de risques ou de fonds entre la banque de dépbt et I'entité négoeiat sein d'un

méme groupe se fera aux conditions du marché et sera soumis aux restrictions imposées par les
regles normales en matiére de grands risques applicables aux expositions interbancaires. La banque
de dépdt ne pourra transférer de risques oufdeds a I'entité négociatrice, que ce soit directement

ou indirectement, que dans la mesure ou ces transferts ne seront pas de nature a compromettre

2 Comme indiqué précédemment, la forme juridique sous laquelle s'appliquera cette recatatiam

devra s'appliquer a toutes les banques, quel que soit leur modéle d'entreprise, y compris aux banques
coopératives et mutualistes, de maniére a respecter la diversité du systéeme bancaire européen.

HLEG vii



l'adéquation des fonds propres, y compris le coussin de capital supplémentaire a ajouter aux
exigences mimnales de fonds propres. La possibilité pour I'une ou l'autre entité d'accéder aux
liquidités de banque centrale dépendra des dispositions régissant le statut de la contrepartie dans les
différentes Iégislations nationales. La banque de dépot et I'entigoni@trice ne seront autorisées a
verser des dividendes que si elles respectent les exigences minimales de fonds propres et les
exigences de constitution d'un coussin de capital.

t 2dzNJ I 34 dzNBNJ £ 1 OF LI OAGS RS NB & dexdd dégoOdbe I1BEtda RS dzE
négociatrice seront soumises, a titre individuel, a I'ensemble des exigences réglementaires
applicables aux établissements financiers de I'UE, telles que celles imposées par GRRICRD
requises par la surveillance consolid&des devront donc, par exemple, disposer d'une capitalisation
séparée conforme aux regles d'adéquation des fonds propres, ce qui inclut le maintien des coussins

de fonds propres requis et le respect des exigences de fonds propres supplémentaires
éventuellerrent applicables au titre du deuxiéme pilier.

La séparation a pour objectifs spécifiques 1) de limiter les facteurs pouvant inciter un groupe
bancaire a utiliser des dépbts garantis pour prendre des risques excessifs, et sa capacité a le faire; 2)
d'empéche que les fonds de la banque de dépbt ne servent a couvrir les pertes subies au sein de
I'entité négociatrice et de limiter ainsi I'engagement du contribuable et du systéme de garantie des
dépbts; 3) d'éviter que la banque de dépbt ne consacre trop despét'autres activités financieres,

dzZ RSONAYSyYyld RS&a aSOGSdNE y2y FAYyFryOASNAR RS fUS
entre les banques et le systeme bancaire paralléle, qui a été un facteur de contagion lors de crises
bancaires systémiquest 5) de mettre en place pour les groupes bancaires et les banques
ROAYy@SaiAraasSyYySyid ldzizy2ySa RSa O2yRAGAZ2ya O2YLI N
banque d'investissement, car cela améliorerait la sensibilité au risque du colt deefinantdes

opérations de négociation, en limitant les attentes du marché quant & une garantie publique pour

ces activités.

Outre la réalisation de ces objectifs clés de stabilité financiére, la séparation vise aussi a préserver la
capacité des bangques a fioir de maniére efficiente a leur clientéle une gamme étendue de services
financiers. C'est la raison pour laguelle la séparation pourra se faire au sein des groupes bancaires,
afin que la méme infrastructure commerciale puisse étre utilisée pour répoadkebesoins variés

des clients. Les avantages que ceupeuvent retirer d'une diversification des activités seront ainsi
préservésEn outre, dans la mesure ol la proposition autorise la poursuite d'activités de négociation
O2dz@SNIISa SiG RS LINAaS FSN¥YSz StftS tFAaasS | dzaaa
dépbt pour fournir leurs services a une clientéle d'entreprisesemplir ainsi leur fonction de
financement de I'économie réelle. De méme, I'entité négociatrice pourra exercer un large éventail
d'activités. La proposition s'attaque donc aux principales lacunes du secteur bancaire, tout en
conservant les avantages essefgi du modéle de banque universelle et en permettant la
coexistence de modeles d'entreprise variés.

Enfin, il est important que la proposition soit suffisamment simple pour garantir son application
homogéne dans tous les Etats membres. Le groupe propaséeglactivités bancaires naturellement
apparentées puissent étre exercées au sein de la méme entité juridique. Ainsi, la proposition de
séparation porte aussi bien sur la négociation pour compte propre que sur la tenue de marché,
évitant ainsi les ambigidéis résultant d'une définition distincte de ces deux types d'activité. De
méme, les actifs a séparer n'incluent pas les préts aux entreprises non financiéres, parce qu'il serait
également difficile d'opérer des distinctions entre ces préts au niveau de (gar exemple, en
fonction de leur volume) et que cela pourrait entrainer la perte d'importantes économies d'échelle
dans le cadre des préts aux entreprises.

Séparation plus poussée des activités en fonction du plan de redressement et de résolution

La prgosition sur le redressement des banques et la résolution de leurs défaillances présentée par la
Commission en juin 2012 prévoit de donner aux autorités de résolution le pouvoir de réduire ou de
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supprimer les obstacles & la résolvabilité groupe souliS f QA YL NI yOS RS RSdzE
proposition en particulier, a savoir le plan de redressement et de résolution et les exigences
auxquelles doivent satisfaire les instruments de dette émis par les banques pour permettre un

renflouement interng(baikin) (voir la section edessous).

5dz LR2AYiQ RS @dzS Rdz INRAzZLIST Af [J2dzNNFAdG sGNB yS
NE&d2fdziaAzy STFFAOIOS Si ONBRAOGES 1JzAaadS géiaNBE Sl ¢
de la séparation obligatee évoquée cidessusLa proposition de la Commission prévoit de donner

I dzE | dzi2 NAGS& RS NBazftdziaAzy €S LRdzI2ANI RQSEAISNI
opérationnelle, de fagcon & permettre une résolution qui ne compromette pasosesiéns critiques,

ne menace pas la stabilité financiére ou ne fasse pas supporter des colts au contribuable.

[ S ANRAzLIS &2dzZ A3dyS I ySOSaaArAiGsS RQSGlFoft AN SG RS
efficaces et réalistedJne attention paticuliere doit étre accordée a la capacité de la banque de

séparer ses activités de banque de détail de ses activités de négociation et de liquider, en situation

RS ONRaSs aSa LRaAGA2ya RS ySaz20ALF (A2 ¢dnie@yui NR & lj dzS
ne compromette pas sa situation financiére et/ou ne contribue pas significativement au risque
systémiquel.ll est, en outre, essentiel de préserver la continuité opérationnelle des infrastructures
informatiques/des systémes de paiement de la bamoen situation de criseEtant donné les

AYLX AOFGA2ya LRGSYGASttSa Sy YFIGASNBE RS FAylyOS
FGOSYdAz2y LI NIAOdzZ ASNB t I O2yliAydAidS RSa aSN®
plan de redessement et de résolution.

[ S IANPdzZLIS a2dziASyd fIF RA&ALIRPAAGAZY RS fF LINPLRAA
dzy Nb£S AYLRNIFYyGS O2yaraidlyid v @GSAEESNI £ dzyS
membres, des dispositions relativasix plans de redressement et de résolution et aux évaluations
intégrales de la résolvabilit¢. Q! . 9 | dzZNF Ad FAyaA €1 NBALRYAlIOAT AL
LJ2 dzNJ S @ £ dzSNJ f QAY LI OG &a@aidiSYAldzS RSA& LJpréngiét RS NE
Sy O2yaARSNI GA2Yy LIdzNJ SOOI f dzSNJ £ NBaz2t dFroAftAGS F
f S NI 2 S iiCeRé&Mddaynts ddfclenghdurs devraient étre liés a la complexité des instruments de
YSA20AL GA2Y |AYa&aAR j @4 de tnépachiiibh Yobukdrnarce ¢t stk@ude | O
juridique), deés lors que ces caractéristiques influent, de maniere substantielle, sur la résolvabilité des
opérations de négociatiorlls devraient également étre liés a la taille des positions en risqusi, ain

j dzQt € SdzNJ NBt I GA2y | SO f I GFrAffS Rdz YI NODKS RQ
importantes sont particulierement difficiles a dénouer en situation de tensions sur le marché.

a2RAFAOIGAZ2Yy A Ll2aaa

oR BRy DORNENSNY T & (R § QMBI T A 2dz&I N 2y
j dZQA Yy aiG NHzySyia RS NBazf

dzi A2y

Outre les plans de redressement et de résolution, le groupe est également trées favorable a

f Qdzi At Aal GA2Y RQAYAUGNHZYSYy(Gda RSRASE | dzticwBesTt 2 dzSY
LISNIISE RS&a ot yidzSa La gdovbir de Nepréoi@SleslcréancésSnom garbidfies e

RS tSa O2y@SNIANI Sy GAGNBA RS LI NIAOALI GAZ2Y RIY
pour garantir la participation des investisseut la couverture du colt de la recapitalisation et/ou a

f QAVRSYY A Al A ¢ renRoBemenRiBterige Ppérmyetira dussi de réduire la subvention

AYLIE AOAGS AYKSNBYGS | dzesErkayidies A ¥ Sayique deloriienfin piasy” LINIzy
incitésa suivre ses activités.

La proposition de la Commission esquisse déja un certain nombre des caractéristiques que devraient
LINBASYGSNI £Sa AyadNHzySyida | RYA&E&ARE Sxamplé, deE TAY 3
NEYFt2dzSYSyd Ay iSHyw SO3\60 RGN Ay diid3 @ aBQHjdEDNB & Y S
la hiérarchie ex ante des créanciers devrait étre respedi€éegroupe est toutefois parvenu a la

O2y Of dzaA2y ljdzQAf SGFAG ysSOSaalANB RS RSO&f 2 LILISNJ
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prévisibilité du recours au renflouement interne.f dza LINBOAaSYSyid> €S 3IANRAzLIS
O2y OSNYylyd tSa Sy3alr3asSvySyida FRYAaaAotSa RSONIAG
d'instruments de dette, pour lesquels cette exigence dévétre progressivement introduite sur une

période étendue/ SGGS RAALIZAAGAZ2Y LISNY¥YSGUNFXAG RQSOAGSNI €
émissions et une croissance harmonieuse des marchés primaire et secohdaif®anques devraient

cependant étre atorisées a satisfaire au moyen de fonds propres de base a toute obligation
RQSYSGGNBE RS&a AyadNdHzySyida RS RSGGS FRYAaaaotSa |
procéder ainsiCe pourrait étre utile notamment pour les petits établissenggmont les instruments
FRYA&daArof Sa I dzE FAYy & RQdzy NByYyTFt2dzSYSyi Ay i SNy
particulierement étroits.

[ S INRPdzL)S S&aG S3IAILfSYSYili RQI @OAE& 1jdzQdzyS RSTFAYAGA:
instruments admissib S8 | dzE FAYE RQdzy NBYFf2dzSYSyid AyaiaSNYS
AVAONR(GE& | dz 6Afl Y RQdzyS ol vIjdzS S LISNYSGGNI A
pourrait étre réservé aux différents instruments en cas de résolutibétailler ainsiles

OF NI OGSNRraildAldzSa RSa AYAaiaNYzySyaa I RYA&3&aA0f Sa I
grandement la négociabilité a la fois des titres admissibles nouvellement émis et des autres
instruments de dette et faciliterait leur valorisation et leur famation.

' TAY RS fAYAGSNI £t S48 AyiSNO2yySEA2ya | dz aSAy Rdz
Fdzi 2 NRGSa O2YLISGiSyidiSa az2AaS8Syid FAyFESYSyd Sy YSa
interne en cas de crise systémique, il est préfé@abllj dzS €t Sa Ay aidNHzySyida | RYA
renflouement interne ne soient pas détenus par les banques-al@ses.Pour ce faire, le mieux

serait de réserver la détention de ces instruments aux investisseurs institutionnels non bancaires (par
exemplef S& F2yYyR& RQAYOPSaGAaaSyYSyiceS instrimsris dé/ssianNB LINRK &
également étre utilisés dans les régimes de rémunération des dirigeants, de facon a mieux aligner la

prise de décisions sur les performances & long terme des bangues I NB dzLJS & dz338 NB RQ
cette question.

Révision des exigences de fonds propres afférentes aux actifs du portefeuille de négociation et aux
préts immobiliers

[ S OFLtOdA = £ fQFARS RQdzy Y2Rs8tS> RSax&#aAdiSyOSa
LRNISTFSdzAft €S RS ySI20Al GA2Y LISdzi [ENpatiddierRI€sS NNI dzN
NRA &ljdzSa SEGNxIYSa Si tSa NmnaljdsSa aeaidsSyYAaljdsSa o@&
sur la liquidité du marché) ne sont pas bipris en compte.Toutes les activités de négociation
LINBASYyiSyid RS& NRAdzSE 2LISNY GA2yySta AYLRNIFyYy(a
pertes importantesLes actuelles exigences de fonds propres pour risque opérationnel découlent de
mesures fondés sur le revenu et ne reflétent pas le volume des actifs du portefeuille de négociation.

Toutes les activités de négociation peuvent, en outre, présenter des risques de contrepartie et de
concentration importants.

La séparation obligatoire proposée pargmupe laisse une marge importante a la conduite par les

ol yljdzSa RS RSLBG RQIOUGAGAGSEA RS yS3A20ALGAZ2Y Ay
couverture et d'activités de gestion des risques, de facon a garantir la capacité des entités
concernéed. & SNIIA NJ f QEhORayiche! lesSisqNeS Bnpditéhi® que supportent les entités

de négociation séparées ou autonomes exigent de solides exigences de fonds propres, afin que les
risques qui pésent sur le groupe parent et le systeme financies dan ensemble puissent étre

contrélés. Par conséquent, la faiblesse des exigences de fonds propres expedéssus a des

AYLE AOFGA2ya GFyd LIRdzNJ tF oFyljdzZS RS RSLB G |jdzS LR
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Le comité de Bale a entrepris de revoir largement legesmces de fonds propres afférentes au
portefeuille de négociatiolld [ S INR dzZLIS &aQSy FStAOAGSe® 5Fya S C
approches possibles pour accroitre la robustesse de ces exigences de fonds propres:

9 fixer pour tous les actifsudportefeuille de négociation, en sus des exigences fondées sur le
risque, une exigence de coussin de fonds propres supplémentaires, non fondée sur le risque,
comme cela est détaillé a la section 5.4.1, partietigu

9 fixer un seuil planchesuffisamment élevé pour les exigences fondées sur le risque (actifs
pondérés en fonction du risque).

[ LINBYASNBE | LILINRPOKS 002dza aa
la protection contre les risques opérationnels et de rEdNE  f

SO fSa AyOAaldlraAazya ljdzQ2yi Sa ol yljdzSa t dziAf A
LJdzA aljdzS €S O2dzaaAiy RS F2yRa LINPLINBA adzZlJ SYSydal A
Pour @& part, la deuxiéme approche (un seuil plancher suffisamment élevé pour les actifs pondérés

Sy F2yOiA2y Rdz NR&IdzS0 LISNXYSGGNIAG RS (SYyAN L} dz
la modélisation des risques de marclhé& groupe invite le cornd de Bale a tenir compte, dans ses

travaux, des lacunes présentées par les exigences de fonds propres actuelles, telles que ces lacunes

ont été identifiees par le groupe; il invite également la Commission a évaluer, une fois connus les
résultats de la ré&gion engagée par le comité de Bale, si les modifications queaiedai propose

ROI LI NIGSNI dzE SEAISYyO0Sa RS F2yRa LINPLINBA | FFSNE
pour couvrir les risques encourus a la fois par les banques de dépdt entités de négociation.

[ S ANRdzZLIS | S3ILESYSyild O2yaOASyOS Rdz FFHAG 1jdzS €S
calculés au moyen des modéles internes des différentes banques (approche fondée sur les notations
internes ou approche NI) peuverarier sensiblement pour des risques similaidess autorités de

surveillance travaillent actuellement sur ce probleme groupe les encourage a prendre des

mesures fortes et coordonnées pour accroitre la cohérence des modéles internes des bdhques.

coy DASYRNI Al ROQKIFNY2YAEASNI RIGLEyidalr3aS ¢S GNI AGSYSyi
RIyad fQFRSldz A2y SiG f1 O2KSNByOS RS&8 SEA3ISYyOS
f O LILINE&#AIl dbvtaibreprésenter une étafendamentale vers une approche européenne

commune en matiére de surveillance.

RS T2yRa LINRPLINBaA :

Yy
QSyRSGGSYSydGs Sid Sff
f

Par_ailleurs, le groupe invite la Commission & envisager de nouvelles mesures concernant le
traitement & réserver aux préts immobiliers dans le cadre des exigences de fondspfo@ K A & (i 2 A NB
montré que nombre de crises bancaire systémigues ayant rendu nécessaire la mobilisation massive
RQIARSa Llzof AljdzSa | @FASYyd L3R2dzNJ 2NRIAYS adguelz Oi NB A
se sont souvent conjugués des déséquBilr RS FAY I yOSYSyid Si dzyS RSLISY
des financements de grokes niveaux actuels des actifs pondérés en fonction du risque, tels que
calculés au moyen des modéles internes des banques, et des données de pertes historiques tendent
aéewS NBf I GABSYSyd FIFA0fS& LI NJ NI LI NI | dzE  LISNI S
immobiliere] Q! . 9 S fF y2dz@St{S | dzi2a2NAGS RS &dzNDSATE f |
OS jdzS €S OF RNBE RQI RS dzI Undesusés de prétectbr2syifisantes dBré INB & L
les situations de fortes tensions sur les marchés immobiliers (par exemple, en fixant un seuil plancher
suffisamment élevé pour les actifs pondérés en fonction du risque calculés au moyen de modeéles
internes).

%Un abandon de la valeur en risqelueat-risk, \aR)l dz LINR T A (i ReSpecte8 shoefadespéranée f Q
des pertes audela de laVaRE Y2Ay&d SELI2Z&SSE | dzE NRAldzS&a SEGNBYSas
Bale envisage également une approche plus granulaire des approbations de modéles, qui limiterait les
FgFyial3asas Sy GSN¥Sa RQSEAISYyO0Sa R fon flZefivisdge édhiR LINS & =
RQI LILJX AljdzSNJ dzy &SdzAif LI F yYOKSNI 2dz dzyS YI 22Nl A2y RIya
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En oure, trop peu dattention a été prétée aux questions macroprudentielles avant la crise
financiere5 1 ya f QF Ot dzSt &a2adsyYS SdzNBLISSY RS adz2NBSAf I
systémique (CERS) a la responsabilité de la surveillance macrogru@dnt S | dz Yy A @Sl dz RS
structures institutionnelles au niveau national restent encore a définir dans la plupart des pays
européenst 2 dzNJ s GNBE STFFAOIOSs 1 LRt AGAIdzS COhnieNE LINHZR
mesure directe permettante limiter les risques en provenance des marchés immobiliers, le CERS
NEO2YYlI YRS ROAYOf dzNB - (lodsfolvafud, L R/Et/oU alr ratial piek 2 LINE (
revenu (loanto-income)RI yva4 f QF NESY | f RS a PléndrmiehtffavoraMe &t LINHZR Sy
recommandation, le groupe recommande en outre que des plafonds stricts a la valeur de ces ratios
soient prévus dans tous les Etats membres et que les autorités nationales de surveillance veillent
diment a leur respect.

Le groupe se félicite de la&iS Sy dzdz&NBE RS f QSEA3ISYyOS YAYAYIFS
exigences de fonds propres fondées sur le risdugesuivi du ratio de levier, tel que défini dans le

cadre réglementaire CRR/CRDIV, fournira des informations précieuses pour le ealforagmps

dzi At ST At O2yBASYRNI RQSEFYAYSNI aA f QSEA3ISYyOS I
[ S ANRAzLIS O2y&aARSNBI LI NI FAffSdNES [[dzS f QF RSIjdz
risques devrait étre appréciée au redades expositions inteétablissements et intragroupedl. y

F dzNF Ad € ASdzZ Sy LI NUGAOdzZ ASNE RQIFLIINBOASNI &ar 1
inter-établissements en vue de limiter efficacement les interconnexions entre les étahdiate

financiers et les risques systémiques est adéquidfaudrait aussi examiner si la méme limite stricte

devrait étre appliquée aux expositions intragroupes (a la section 5.5.1, il est suggéré que tel devrait

étre le cas)Cette derniére dispositiohJ2 dZNNJ A G sUGNB AYLR2NIIFIyGaSz Sy OS
RSa ol yljdzSa RS RSL® G FdzE Syidradsa RS yS320AlGAzy

Renforcer la gouvernance et le controle des banques

La gouvernance et le contréle sont plagportants pour les banques que pour les Hmenques, et ce
LJ2 dzNJ LJ dza A SdzNE NI Aaz2yayY fQAYLRNIIFIYyOS aeadSYAldz
rapidement, mais a faire faillite tout aussi viteur plus haut niveau de levieleur actionnariat
dispersé;dzy S o6l aS RQAYOPS&aGAaaSdNE YIF22NAGFANBYSyild 02
engagement stratégique/a longterm8;i f QSEA A GSy 0SS R®valés)t Sia RS &sS0Od

[§ O2yadSAit ROQFRYAYAAAGNI GAz2y S dbilite de cadtioNBenivéag y R Qdz
RS NA&ldzS | dzlj dz§t L& Erise dihaycipdzS cepénabt LAvaEléS au grand jour
fQAYAdZFFAALFYOS RS t1 J2d08SNYIyOS SiG RSa YSOlyra
excessive.

Les difficultés de la gouveance et du contréle ont été exacerbées par un glissement des activités
ol YOI ANBA OSNE LX dza RS ySAesdanbuésied gontSlévenie@ piB i A G A (
complexes, moins transparentes et, par extension, plus difficiles a gérer.

Par ricochet,ds parties extérieures, participants au marché et autorités de surveillance, ont aussi eu

plus de mal a suivre les activités des banqusur leur part, les participants au marché ont été
RSO2dNI 354 RQSESNDSNI dzy & dAMKE SFRSDGAFY LA t Db OF
banques «trop grosses pour faire faillitd®ans le cas des autorités de surveillance, leur capacité de

adzA @A aQSald NB@SESS AyFRSIldza G§Sz y2a4FYYSyd f2NA
controler la complexitédS i f QAY i SND2yySEA2Y RS ol yljdzSa Rz2yd f
expansion constante.

En conséquence, il est essentiel de renforcer la gouvernance et le coi@uléa base des réformes

RS tI 32d@SNYI yOS RQSy i NB&dNshsadss progpsitae®s fdé &forde i ¢
esquisséesdR Sa ddza>x Af Sad ysSOSaalANBY 6A0 RS NByF2NDS
de promouvoir la fonction de gestion des risques; iii) de limiter les rémunérations; iv) de faciliter la
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surveif YOS Rdz YI NDKST S @0 RS NBYF2NOSNI €S O2yiaN
compétentesPlus précisément:
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en ce qui concerne la gouvernance et les mécanismes de contilddenviendrait de préter

attention a la gouvernance et aux mécsmies de contrdle de toutes les banqudsfaut
RFEGlIyidlr3asS @SAttSNI £ fF OFLIOAGS RSa 2NHIySa
superviser des banques de grande taille et complekas.particulier, il y aurait lieu de

soumettre les candidats & uhJ2 AaGS RS RANBOGSdzNI 2dz RQIFRYAY)
O2YLISGSYyOS Si RQK2Y2NIOAfAGS LISNXYSGaOlFyd RQF LI

en ce qui concerne la gestion des risquésT Ay RS NBKIF dzaaSNJ €S &adal
fonction de gestion des risques au sénS (1 2dziSa tSa ol yljdsSa Sdiz |
mécanismes de contrble et de créer une culture du risque a tous les niveaux de leur
organisation, les |égislateurs et les autorités de surveillance devraient pleinement mettre en
dzdz&NB f Sa LINEdtIRRDAVEMRtye Asi ld GRD en reste souvent au niveau des
principes, les régles de niveau 2 doivent stipuler les exigences applicables a chaque banque

de maniere beaucoup plus détaillée, pour éviter tout contournement de ces exigelhces.
conviendNd A G LI NJ SESYLIX ST RQSEAISNI Of F ANBYSyYyl |
AYGSNYyS NBYRS RS& 02YLIiSa dzE O2YA(lSa RSa N&:

Sy OS JjdzaA 02y OSNYS un® imesid esiemtible, pduQrktsgholar G | G A 2 y
confiance entre les banques et le grand public, consiste a réformer les régimes de
rémunération en vigueur dans les banques, pour les rendre en rapport avec des
performances durables a long term@.y’ LJ NI yi RS t QSEA3ISyO0S RS2t
selon laquelle la rémunération variable doit, #¥5& s UNB O02YLI2aSS RQl OGA
instruments de la banque et étre soumise a une politique de rétention appropriée, il
O2yBASYRNI AlG RQSEAISNI |jdzQdzyS LI NI RSoRSIE G A NB
FRYAaaAoftSa | dzE FAya LRQdzy I NBIY A2 a3 S ySiy Shyid &»
S¥FFSGa RQdzyS y2dz8St t S of) duvrappdrtieitrd Ja rémuderatibn S E S Y LA
variable et la rémunération fixeL f O2 y @A Sy RNI kisager uBe/ appodhé NB > R
réglementaire de la rémunération, en vertu de laquelle on pourrait fixer des niveaux plus
absolus de rémunération globale (par exemple, le montant total versé en bonus ne pourrait
excéder le montant des dividendes distribuéSgtte aproche réglementaire devrait aussi
SyOFRNBNE RS YIFYASNBE FLIINRBLNARSST fQF LIIINROIF (A
RQFRYAYAAUGNIGA2Yy SG tSa OlA2yylrANBAT

en matiére de divulgation des risqueSy @dzS RQI OONRBNnGNB I RA&O’
regagne la confiance des investisseurs, il conviendrait de renforcer les exigences de publicité
applicables aux banques et de veiller davantage a leur application effective, de maniéere a
améliorer la qualité, la comparabilité et la transparence des informatmndiées sur les

risques.Les informations publiées sur les risques devraient inclure toutes les informations
pertinentes, et notamment des rapports financiers détaillés pour chaque entité |égale et

LJ2 dzNJ £ S& LINR y OA LI LesSastivitéshdtaifles ktSiaficitilres: déviakerd étré S ©
respectivement indiquées, et ces indications devraient étre présentées dans des formats
aisément accessibles, compréhensibles, sensés et pleinement comparables, compte tenu des
travaux en cours au niveau internatidrsur ces questiongt

en matiere de sanctionispour étre en mesure de faire appliquer les régles en vigueur et de
veiller au respect, par les dirigeants des banques, des responsabilités qui leur incombent en
matiere de gestion des risques, les autoritiessurveillance doivent étre dotées de véritables

L2 dz@2ANER RS alyOiAaz2ys & O2YLINRA RS alyOiarazy
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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 heart of this crisis. Significant steps have been taken to
improve the resilience of bankut they remain highly vulnerable to shocks and are still being
perceived agoo big or too systemic to fail. Moreover, the single market for banking is fragmenting
as banks have started to retreat to their home markets and competent authorities have taken
measures aimed at safeguarding domestic financial stability.

Against thisbackground, Commissionévlichel Barnier established in February 2012 a Highel
Expert Group on structural bank reforms, chaired by Erkki Liikaiée. Group'dask has been to
assess whetheaidditionalreforms directly targeted at the structure of indilual banks would further
reduce the probability and impact of failure, better ensure the continuation of vital economic
functions and better protect vulnerable retail clients.

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

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

This report containghe Group's assessment and recommendaticarsd is 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 started 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 restructuringriékéng, deleveraging) going forwards vell asthe
broader consequences in terms of bank disintermediation and risks of financial disintegration.

Chapter 3documens the diversity of bank business modets the EUand highlights the relative
performancelt reviews theliterature on thegenerd performance of different bank business models,
including theircrisisresilience and assesses potential differences between small and large banks in
that respect. It contains a more detailed assessmenfagje bankdn terms of e.g. size, activities,
capital and funding structure, ownership and governangeorporate and legal structureand
geographic scopéncluding how crosbkorder operations are legally and operationally structyrét

also assesses banks w#pecific ownership models and businedgectives(e.g.banks under public
ownership, cooperative banks and savings ban&s these business models are important on an
aggregate level in several Member States. Findllgresentsa number of case studies of business
models that failed duringhe 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 baks 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 economic functions and protex vulnerable clients, while maintaining the
integrity of the singlemarket.

Finally, @Gapter 5 draws together the analysis of the previous chapters. It reiterates the importance
of banks in the EU economy, summarises the key problems of the EU banking aedtecallsthe

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
proprietary and significant other trading activities, 2) pide 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 requirements on trading assets and real estate
related lans, and 5) strengthening the governance and control of banks.
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2 AGGREGATEUBANKSECTOREVELOPMENTS

f

Smmary of Chapter 2

A"crisisnarrative" allows analysingifferent 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 sectbas grown significantly in thg
years prior to the crisisvith the total balance sheet of EU monetary financ
AyalAabdziAzya oacLa0 NBFOKAy3a | G20l
of EU GDP. The crisis has put a kalthis 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's greater dependency on b
intermediation than 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 eegh of the largesten EU
olyla SEOSSRAY3 em (GNAfEtA2Y o6& SyR
Changed nature of bankingctivities: In particular for the large institutions, thq
relative weight of banking activities has shifted from deposit taking, lend
securities underwriting,and trust services towards dealer and markeaking
activities, brokerage services, and own account tradifige correspondingbanking
sector expasionhas been financethrough short-term wholesale markets and off
balance sheet vehicle§he activity shifwas accompanied by a sharp growth
"shadow banking", a rise in complex derivatives, increased interconnected
lengthened intermediation chaingndincreased leveragdn March 2012|oans to
non-financial corporations and householdsly make up 3%, and deposits of nen
MFIs make up 30%f the aggregate balance sheet of EU MHRlsere are howevel
significant differences between Member States.
Reversal of crosborder integration trend: The large European banks ha
significantly increased their Euié global operations in the years prior to the cris|
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 th crisis,and 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
AAYyO0S (GKS AdFNI 2F GKS TFAYI y Oohkincludidgy
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. Moreoveagstemically important EU b&s benefit from
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 date. A
panEU resolution framework was not in place at the onset of the crisis in
banking sector, an@orrespondinglyfew EU banks have bediquidated. Further

bank restructuring and deleveraging is necessary and expected going forward.

HLEG

HAMMO @



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 2.2
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): unprecedented state aid to the
banking sector is required as liquidityamorates

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): isankreign fedback loops raise
significant challenges given the existing institutional EU framework

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

Section 2.3 identifies the main banking sector developments in thauputo 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 th@pesswasexcessivé 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 @vall debtto-GDP levels 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 consumergan bedeemed suboptimal, given the barriers to entry daexit),lack of transparency,

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 lossasd subsequent state aid are 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
consequenes in terms of bank disintermediation 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 el the overheated US residential

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 rateenvironment had all fuelled 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) wegmirsgh Some of the
subprime mortgages 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®e extent as they woulthave 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 becamefdhe first European banks hit 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 et 1S ' yR 02ttt 0SNIfAaSR t2Fy 206t A3l GA2Y2
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 gn2D®Juhat 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, thNS 3dzf | 6§2NJ ' YR YF¥23X LY. Qa

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 protection, began to choseew 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 income 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 impaients 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 their investment
portfolios surfaced a year laterhen 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 nationalised in February 2008 (Ebapter3).

4) The evens of simmer 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 debt with investerisnpactedoy 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 staggering losses
experienced by the financial indmg. When the price of MBS collapsed, significant wdtsvns
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 dramatically when Lehman Brothers collapsed over thendexke

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 unclearwdat degree the collapse of Lehman had damaged the
RSNA QDI GAGS YINySGad {LISOdAFGA2y o2dzi GKS aail $
could lose dominated the headlines. Within days, volatility in global capital markets reached
unknown peaksgredit spreads increasefdirther 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 of evaporating market trust, liquidity forkbadisappearedand 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
securitisationran out of cash in the fourth quier 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 operations. Unprecedented state aid was the direct
consajuence (see B@s2.1and 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 banks or savings 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 governmeded bailout of larger banks thus became imperati 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 andcgly 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 depositsaadoss the EU. Crodmrder arrangements in the existing schemes proved
particularlyinadequate The case of the Icelandic banks with substantial depositors in the UK and the
Netherlands, among other countries, is the most prominent example. In both cdmesedpective
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 other capital market instrunsedisappeared as well. Bas
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 their respectivecredit default swapsGDS) widened #$arply. 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 products or engaged in dynamic
hedging strategies, were suddgnéxposed to large basis risk. This combination 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 credguality. When volatilityincreasel 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 accesdany banks had not anticipated such demands and
had insudficient buffers, which amplified their problems.

Money market funds, which had invested in subordinated bank debt to improve their yield, were
Oft2al8 gl KOS NBdzQ1 ¢ 2N KIFR |t NBFReé R2yS &a2® | bNHzy
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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 Lehman bankruptcy was the drying up of liquiditipdioks, 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 necessary to
keep the financial system afloat, and gavments 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 visjbées well as the structural shortcomings of depos

guarantee schemes in dealing with systemic crisis. It also turned out that the hedging strat
many investment banks fell apart when basis risk increased dramatically.

egy of

Box 2.1PostLehman: Thétate to the rescue

When the crisis intensified iseptember 2008 with the bankruptcy of Lehman Brothers, government
advanced economies stepped in to provide support to banks and financial institutions, through
standalone actions directed at individual institutions and systeitle programmes. Meases included
NBAYF2NOSR RSLIaAG AyadaNIyOS (2 KStLI LINBGSyld g
explicit guarantees on liabilities to help banks retain access to wholesale funding, and purchases or gua
2T AYLI ABBRaaSHAI G KSt L) NBRdIzOS G(KS SELRadNB
Taxpayers' money was implicitly or explicitly put at (sbe also Box 2.2The overall objective of such massi
intervention was to avoid widespread bankruptcidsfinancial intermediaries and to contribute to restoring
normal functioning of financial intermediation. The magnitude of the actions taken to support the bal
system has been unprecedented.

The fact that no major credit event took place after Lenf@an RSYAaS Aa RdzS:z | {
implementation of the rescue measures. Pannetta et al. (2009) provide a comprehensive timelin
description of the main state actions in the period September 20 2009

Although the unprecedented ate of the state aid intervention comes at the price of distortions &
AYSTFAOASYOASas 20SNIft AG Aa FLEAN G2 aleée GKIQ
AO0SYINA2a¢é¢sx Ay LI NIAOdz I NI 0 eandskstenizOckigsd (G KS RSTFI

Source: Pannetta et al. (2009).
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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

relatively calm inthe financial markets. The price recovery in 2009 helped banks to repair

was
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 o
Banking Supervision (Basel Committee). Their work eventually led to the drafting of new ru
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. T
serious malfunctioning of financial intermediation after the Lehman collapsgatively affected

n
les for

he

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
400

May 2010

Greek bailout
300

September 2008
Lehman Brothers

200 1 Il Il

) d

01/04/2005

01/09/2005 -
01/02/2006 -
01/07/2006 -
01/12/2006 |
01/05/2007 -
01/10/2007 -

01/03/2008 |
01/08/2008 |
01/01/2009 -
01/06/2009 |
01/11/2009 |
01/04/2010 -
01/09/2010 |
01/02/2011 |
01/07/2011 -
01/12/2011 |
01/05/2012 -

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).

HLEG 9



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
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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
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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.
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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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SourceECB consolidated banking data.

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

Stoxx Banks price index (2007 = 100) financial institutions
Cumulative retur
——LCFls
100 + —— Banks excl. LCFIs 200%
80 | —— Insurers

Hedge Funds 150%
60 - Jv\
/\/‘ 100%
40 - //\/
20 - o~ ,« 50%
xfﬁg\“’\éf‘“ ad
y A

'/
0%
0% & & & ‘
< Q@ QP < - -
c c c o < c —_———————— -50%
2 2 2 .%5 2 2 00 01 02 03 04 05 06 07 08 09
Source: Bloomberdata. Notes: Shows weighted average market capitalisat

cumulative returns for a sample of banks and insurers in ¢
500, FTSE, All Share and DJ EuroSTOXX indices as of Marc
Excludes firms for which returns not quoted over entire sam
period. Source Asreported in Haldane et al. (2010)

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).
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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

I 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

1 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.

f Large banks in the EUn 2011, thetenf I NASad o6l yl1a SIFOK KI @
trillion (four British,four French, one German and one Spanish). The largest bank hag
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 alsc
faced problems in specific markets or because of an unsustainable funding, risk manag
or corporate governance moddProblems may arise when many small banks operate sin
businesses and are exposed to common shocks ("systemic as a herd").

i Efficiency Some economies of scale and scope may exist, but only up to a given le
diseconomies become increasingly impottaryond a given size and scope. Fast growth |
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 andinverable to shocks. In addition, excessive complexity |
conflicts of interest may result as banks expand their activity range.

1 The EU banking sector is divers&hich is valuable Banking sectors differ substantial
across Member States, in terms ofesi market concentration, foreign ownership, asset g
liability structure, supervision, credit cycle, and public involvement. Diversity strengthen
resilience of the banking system as it mitigates vulnerability to systemic interconnection
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 Member States,
and numerous labels exist to classify banks and their businesielmdhese 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:

(i) size

(i) activities, as evident frombanKs customer 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 different 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
crossbhorder operations (sectio.4). Separatelybanks withspecific ownership modeknd business
objectives incuding banks under public ownership, cooperative banks and savings, lzaakseing
analysedas they demonstrate EU bank diversity and as these business models are important on an
aggregate level in several Member Stat@ection 3.5). Finally, a number oftase 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 tdbanks, including their activities and funding sources, have been key
determinants oftheir resilience

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

had less capital, larger size, greater reliancesbortterm 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 (especially when volutnadafg activity is
considered as well as mieet risk) as 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 advantage, 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 meased 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 problem, and tHaisk could emanate from losses
attributed to nonproprietary trading activities such as markeitaking, investment banking and
hedging.

As regards performanc&EPS (2012) finds that "retaiiented banks have generally outperformed
their peers in terms of cost efficiency and performance measures. Wholbaaks 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 study suggests tthegt "retail
oriented models appear to be saferah others, as measured by the distance to defaulid¢@re) and

the longterm liquidity risks (net stable funding ratio)

¢t KSNB Aad S@A RSy OSshartelmiwhadekalé fuadidg rsBltediirnt inti@aSed #inAncial
fragility (Demirglekunt andHuizinga, 2009 and 201Ratnovski and Huang, 2008anks with more
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stable funding structures continued to lend more relative to other banks during the global financial
crisis (Cornett et al., 2010), and were less likely to fail (Bologna, 2011). Thaoewd indicates

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

Different business models may be associated with diffenatative advantages and @didvantages

as separatelydiscussedin section 3.4below (regarding economies of scale and scope, risk
diversification, funding structures, etc.)n addition,there are important systemic benefits 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 and become systemic as a group (e.g. Brunnermei@0683l

Lack ofdiversity canalso applyto large banks and the current financial system as a whddediscussed in mor¢
detail in Goodharand Wagne(2012), over the last decades, financial institutignsspecially the large oneshave

become more similar to each ath They operate in the same global markets and undertake similar activities,
management systems used by these institutions have converged, resulting indeetical assessments of risk
which in turn cause homogeneous behaviour (including simitading strategies) and amfyling the impact of

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

vulnerable to the same shocks in funding markets. Homogeneity also arises indirectly though irgedimakaong
institutions (e.g. lending relationships, securitisation activities,)efthus, although there are advantages of ban
engaging in providing similar services to customers, for example through enhanced competition, a lack of d
also presats risks.

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

Overall, the @cline in diversity has made the system more intertwined and hence more prone to contagion ef
The policy implications of this strand of analysis is that divers@ly bea good thing, and that policies shoul
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 beasptitding to their sizénto

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 assets of less #iahbillion In total, there are nearly 4000 small
cooperative banks in the EU (see also secH8d@j). A second group consists of mediusized banks

with assés ranging fromel 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 b&s
¢ chart3.32).

Chart3.3.1: Assetsheld by large, medium and smalilUbanks  Chart3.32: Total loansmade by large, medium and smatU
(2011) banks (2011)
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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)
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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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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)
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Chart3.38: Importance ofdepositfunding for EU bankg2011,
as a % of total balance sheet sjze
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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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