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Abstract 

Banking union is the most ambitious European project undertaken since the introduction of the 

single currency. It was launched in the summer of 2012, in order to send the markets a strong 

signal of unity against a looming financial fragmentation problem that was putting the euro on the 

ropes. The main goal of banking union is to resume progress towards the single market for 

financial services and, more broadly, to preserve the single market by restoring the proper 

functioning of monetary policy in the eurozone through restoring confidence in the European 

banking sector. This will be achieved through new harmonised banking rules and stronger systems 

for both banking supervision and resolution, that will be managed at the European level. The EU 

leaders and co-legislators have been working against the clock to put in place a credible and 

effective set-up in record time, amid intense negotiations (with final deals often closed at the last 

minute) and very significant concessions by all parties involved (most of which would have been 

simply unthinkable just a few years ago). Despite the fact that the final set-up does not provide for 

the optimal banking union, we still hold to its extraordinary political value and see its huge 

potential. By putting Europe back on the right integration path, banking union will restore the 

momentum towards a genuine economic and monetary union. Nevertheless, in order to put an end 

to the sovereign/banking loop, further progress in integration is needed including key fiscal, 

economic and political elements.  

Keywords: European Single Market, European Monetary Union, Banking Union, banking 

supervision, banking resolution, single rulebook, financial fragmentation. 
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Introduction 

The outbreak of the financial crisis in early 2007 showed that the European institutional 

architecture was weak to properly address the new structural risks. The lack of predictable and 

harmonised rules to handle the banking crisis together with defensive ring fencing supervisory 

practices resulted in an increasing financial market fragmentation whereby the bank’s funding cost 

became highly dependent on the strength of their sovereign, thus reinforcing a feedback loop 

between banks and sovereigns. A widely used way to explain this process was that banks were 

“European in life but national in death”. 

Deficiencies in the European governance are not new. There is vast literature stating that the 

European monetary union was flawed. Perhaps, it would have rather been qualified as a union of 

banknotes. The euro is the mean to ensure that we can pay with the same currency all over the 18 

Member States of the monetary union. However, this crisis has revealed that there are differences 

between the “euros” of each Member State. The lack of perfect money’s fungibility reflects financial 

fragmentation. Those differences appear because two assets which should be completely fungible 

and interchangeable within the monetary union are not perceived as of the same quality. Instead of 

assessing the asset quality by taking into account individual entity’s risk considerations, a purely 

country risk prevails and this is in essence contrary to the spirit of integration. Therefore, until the 

money is truly fungible, we will not be indifferent having deposits in one country or another, and we 

will not live in a true monetary union. 

Against this background, banking union emerges as another step forward towards financial 

integration and towards the perfection of the euro construction. It can be qualified as a major 

milestone as it implies moving well beyond the harmonisation of rules, which already applies to the 

European Union of 28 Member States. Indeed, it involves a significant transfer of sovereignty from 

countries sharing a common currency to new supranational authorities, thus enhancing the 

Economic and Monetary Union (EMU) governance. All with a big component of private-sector 

solidarity, never before seen in Europe. It is worth noting that this project is forward looking, 

designed to solve not the problems of the past but rather to prevent and address those that may 

arise in the future. 

In this paper we explain why banking union emerged as the definitive solution to the European 

crisis conundrum, what type of banking union was finally politically possible and how it was built up 

in record time. Even if not fully-fledged and complete, the agreed banking union 1.0 is fit for 

purpose at this stage and will deliver significant benefits already in the short-term, by helping 

mitigate the two biggest threats to the EMU at this moment: financial fragmentation, which still 

remains at unacceptably high levels (ECB 2014) and the vicious circle between sovereigns and 

their banks. Born out of necessity, the banking union 1.0 that the leaders have recently agreed 

upon had been politically unfeasible for many years and would had been simply a dream for many 

EMU fathers. Even if it will not suffice to fully solve these two problems, and will therefore require 

further development (a banking union 2.0 with a common safety net) and some other 

complementary measures (Sicilia et al 2013) it still represents the biggest cession of national 

sovereignty since the creation of the euro, and thereby stands as a true breakthrough in the quest 

towards a fully integrated Europe.   
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Preamble: The necessity and the virtue 

The creation of the European Monetary Union (EMU) and the introduction of its single currency in 

1999 symbolised a crowning of the Single Market project and marked the starting point for the 

most impressive financial integration process ever undertaken in Europe (Padoa-Scioppa 2002). In 

the first nine years of the euro, integration indicators showed an extraordinary improvement, 

especially in the wholesale domain, assisted by enhanced pan-European market infrastructures 

and a significant regulatory convergence promoted under the Financial Services Action Plan 

(2001-05). Between 2000 and 2008 total intra-EU foreign exposures grew over 200%, and by 2007 

40% of the euro area’s interbank claims stood against non-domestic EU banks. Although a 

genuine integration process remained elusive for the retail market (mainly due to regulatory, fiscal 

and institutional barriers across Member States), the strong convergence registered in banks’ 

funding costs translated into reduced spreads in deposit and loan rates across the euro area. 

There was probably an overshooting in the convergence of sovereign spreads that prevented 

market discipline from working properly during the boom years and exacerbated the subsequent 

correction (as shown by the case of Greece), but overall the convergence process was healthy and 

consistent with a single currency in a single, integrated, financial market. 

Figure 1 

Building-up a genuine economic and monetary union 

 
Source: BBVA Research 

But a significant part of the integration achieved between 2000 and 2008 was lost in a flash with 

the outbreak of the crisis. By the time it had fully spread over to Europe, spurring a deep sovereign 

debt crisis in 2011, integration levels were back to those seen before the introduction of the euro, 

putting at risk its achievements as well as those of the internal market. Between 2007 and 2011, 

the average exposure of core European Union banks to periphery banks dropped by 55% and the 

percentage of cross-border collateral used for Eurosystem credit operations dropped by one third 

(returning to 2003 levels). It is important to note that part of this fragmentation was the result of 

supervisory actions tending to ring fence the core banking systems and protect them from potential 

contagion from the periphery. These actions, although rational from a purely domestic financial 

stability mandate, validated market concerns at that moment and put at risk the euro itself. They 

created a financial stability problem far larger than the one they intended to avoid. These 

supervisory measures even triggered a query by the Commission on possible (and illegal) limits to 

capital follows.  
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In the summer of 2012 the situation was so critical for certain sovereigns that only the European 

Central Bank (ECB) strong determination and supporting action eased the rumours of a break-up 

of the euro. This was instrumental in stopping financial fragmentation, together with the 

announcement of a common strategy towards a genuine economic and monetary union, which 

included as the key first step the creation of a banking union (Abascal et al, 2013). 

By September 2012 the European Commission (the Commission) had already tabled its proposal 

for the first master pillar of banking union: a Single Supervisory Mechanism. As for the other 

master pillar, a Single Resolution Mechanism, the proposal would be tabled at a later stage, in July 

2013. These two pillars have already been passed by legislators,1 with a speed of action which 

constitutes an absolute record by any EU legislative standards. The single supervisor will be fully 

operational in November this year and is already working actively in the identification of the legacy 

assets of the European banking industry, a key precondition for a safe and credible banking union. 

Moreover, the ECB gains not only microprudential powers but also some macroprudential tools to 

address any financial stability concern at the eurozone level, which would contribute to address 

financial fragmentation problems. The Single Resolution Authority will be up and running in 

January 2015 but it will not undertake any resolution action until January 2016, when a single fund 

will also be constituted. Both pillars will be built over the foundations of EU-wide harmonised micro-

prudential rules embedded under a new single rulebook for the EU. And in the mid-term, banking 

union should with all likelihood be underpinned by a third pillar of single deposit protection, a 

common safety net that, although not yet in the roadmap, will be made possible once advances 

towards fiscal union are materialised.  

 

 

                                                                                                                                                            
1: At the time of publishing (July 2014) the SRM Regulation has already been adopted by the Parliament and by the Council and is awaiting the publication 

in the Official Journal of the European Union. 



 

 7 / 52 www.bbvaresearch.com 

Working Paper 

July.2014 

Box 1. The European miracle 

The European Union dream was born in the 

aftermath of World War II, under the shared 

ideals of a varied group of people including 

visionary statesmen such as Jean Monnet, 

Robert Schuman, Konrad Adenauer or Alcide 

de Gasperi. These “founding fathers” devoted 

their lives to persuading their peers about the 

benefits of achieving a full economic and 

political integration in Europe one day. Sixty 

years on we are not there yet but Europe has 

undeniably come a long way by constructing 

the most advanced form of supranational 

integration achieved to date. 

This singular metamorphosis is the result of 

an evolutionary process that was always 

guided by the rule of law and, admittedly, too 

often dictated by one crisis after another. All 

the steps towards further integration were 

costly and took time as they had to be 

founded on new Treaties that had to be 

democratically ratified by all Member States. 

From the seminal Paris Treaty (signed in 1951 

by the “six founders” of the European Coal 

and Steel Community) and the Treaty of 

Rome (which constituted the Common Market 

in 1957) until the latest Lisbon Treaty (ratified 

in 2009 by 27 Member States), more than 50 

treaty revisions have taken place to enhance 

the EU’s governance and widen its functional 

and geographical scope2. 

For more than thirty years (1957-1992) the 

European Economic Community and its 

Common Market established under the Treaty 

of Rome facilitated the free movement of 

people, goods and services across national 

borders. But Member States could still control 

capital exchanges, so the free movement of 

capital was indeed limited. This impasse was 

broken in 1986 by the Single European Act 

(SEA), which revised the Treaty of Rome to 

add momentum towards European integration 

and to complete the internal market. Among 

other things, the SEA reformed the European 

institutions and created new Community 

competencies: it established the European 

                                                                          
2: These successive treaties did not simply amend the original text but 
also gave rise to other texts that were combined with it. In 2004 the 
existing European treaties were consolidated into a single text known as 
the Treaty of Functioning of the European Union (TFEU). 

Council, enhanced the powers of both the 

Parliament and the Commission, and 

streamlined decision-making at the Council of 

Ministers. In the financial domain, this 

facilitated, among other things, the adoption of 

the Capital Liberalisation Directive (1988),3 

which introduced the principle of full 

liberalisation of capital movements between 

Member States as of July 1990. Moreover, in 

1989 the Second Banking Directive4 introduced 

the principles of a single banking license, home 

country control on solvency and mutual 

recognition.  

In 1993, the ratification of the Maastricht Treaty 

completed the Single Market and created the 

European Union, marking a new and decisive 

turning point in the European integration 

project. The new EU consisted of three pillars: 

the European Community, a Common Foreign 

and Security Policy, and police and judicial 

cooperation in criminal matters. This opened 

the way to political integration: the concept of 

European citizenship was introduced and the 

powers of the European Parliament reinforced. 

In the economic/financial domain, the freedom 

of capital principle was definitively enshrined 

through a general ban on any direct or indirect 

restriction to the free movement of capital and 

payments, and it was directly applicable (with a 

few temporary exemptions) under the broadest 

scope of all the Treaty’s fundamental 

freedoms, as it also covered the movement of 

capital between Member States and third 

countries.  

Moreover, clear rules were defined for the 

creation of a single currency under a new 

European Monetary Union, with the main 

purpose of solving the “inconsistent quartet” 

dilemma,5 which referred to the impossibility for 

the EU to combine a Single Market (with free 

trade and free capital) with independent 

domestic monetary policies and fixed exchange 

rates. 

                                                                          
3: Directive 88/361/EEC.  
4: Directive 89/646/EEC. 
5: This idea was characterized, in 1982, by Tommaso Padoa-Schioppa, 
a father of the euro and considered by many as the one who provided 
the main intellectual impetus behind the single currency. 

2: These successive treaties did not simply amend the original text but also gave rise to other texts that were combined with it. In 2004 the existing 
European treaties were consolidated into a single text known as the Treaty of Functioning of the European Union (TFEU). 
3: Directive 88/361/EEC.  
4: Directive 89/646/EEC. 
5: This idea was characterised, in 1982, by Tommaso Padoa-Schioppa, a father of the euro and considered by many as the one who provided the main 
intellectual impetus behind the single currency. 
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Act I: Denial and awakening 

With the outbreak of the global crisis financial integration in the EU started to reverse at a steady 

pace. Fragmentation appeared first in the banking industry and then spread to the sovereign 

markets (Abascal et al 2013). The fragile conditions of banks translated into a squeeze in the 

unsecured interbank market and then into a financial fragmentation problem with contagion to the 

domestic fiscal sector. As the most distressed sovereigns struggled to access primary markets, 

banks’ repo prices became extremely dependent on the nationality of the counterparties and the 

collaterals, initiating a vicious circle between banks and sovereigns that would become the worst 

nightmare of European leaders.  

The immediate reaction of most EU Member States fell short, taking into account that the 

foundations of the euro were tumbling: they first denied the European dimension of the problem 

and, then, unable to agree on a coordinated response, they only half-admitted its seriousness. 

Many EU countries started to bail-out their failing banks under a purely nationalistic approach, 

which exacerbated fragmentation and ultimately placed a huge burden on their fiscal budgets. 

Between October 2008 and December 2012 the Commission (DG COMP) took more than 400 

decisions authorising State Aid measures to the financial sector in the form of recapitalisations or 

asset relief measures amounting to €592bn (4.6% of EU 2012 GDP).6 Between 2009 and 2013 the 

Commission also adapted its temporary State Aid rules for assessing such public support to banks 

through six new communications.7 But the titanic efforts of the Commission to rein in protectionist 

stances via State Aid rules proved insufficient to mitigate the absence of EU-wide coordination. 

Nationality was once again mattering to the markets. As macroeconomic and financial conditions 

deteriorated further, the vicious circle between banks and sovereigns was perpetuated, putting 

some peripheral economies in an impossible position. 

Figure 2 

From harmonisation to integration 

 
 

Source: BBVA Research 

                                                                                                                                                            
6: Including guarantees this figure would amount to €1.6 trillion (13% of EU 2012 GDP) just for the period 2008-2010. Interactive maps by the EC portraying 
the different State Aid figures given by the different Member States to bail out banking sector during the crisis can be found here. 
7: The communications can be consulted here. 

http://ec.europa.eu/competition/state_aid/scoreboard/financial_economic_crisis_aid_en.html
http://ec.europa.eu/competition/state_aid/legislation/temporary.html
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Until then, the ECB’s accommodative monetary policy and generous liquidity assistance seemed to 

be sufficient to keep control of the problem; but during the first half of 2012 it became clear that 

mere coordination was not sufficient to sustain the monetary union. In the European summit of 28-

29 June 2012, the European Council announced a plan to construct a more genuine EU, 

encompassing a banking union, a fiscal union, and also economic and even political union. The 

first step of this ambitious plan would be the construction of a banking union to repair the euro’s 

institutional deficiencies, in particular the lack of unified systems for banking supervision and 

resolution. That same day, the Eurogroup asked the Commission to urgently bring forward a 

proposal to establish its first pillar, a Single Supervisory Mechanism (SSM), and called on the 

Member States to reach an agreement on this proposal before the end of 2012. In addition, in 

order to break the vicious circle between sovereigns and banks, the Eurogroup set out the 

possibility of direct recapitalisations of banks by the European Stability Mechanism (ESM) without 

involving increasing national deficits, once the single supervisor was established. 

The banking union announcement (and the associated possibility of a direct ESM recapitalisation 

of ailing banks in this context) represented a clear sign of the political will to advance towards a 

stronger and more integrated Europe, but it proved insufficient to calm the markets. There was 

suspicion that it would simply remain a declaration of interest by the EU leaders, and the lack of a 

formal proposal was perceived as a sign of immaturity. Meanwhile, market stress seemed to have 

reached a point of no return amid escalating financial tension and rumours about a disintegration of 

the euro. On 26 July the situation had become so critical that the ECB’s President, Mario Draghi, 

came forward publicly to commit to do whatever it takes to preserve the integrity of the euro. This 

public commitment of unconditional support by the ECB, underpinned by the announcement of the 

launch of the Outright Monetary Transactions programme in September, was enough to silence 

rumours about the end of the euro and to ease financial tensions. The markets turned their 

attention back to the banking union project with renewed optimism and have since remained 

extremely vigilant on the development of the process, always on the lookout for possible delays in 

the roadmap agreed in June 2012 to create a banking union based on two main pillars: single 

supervision and single resolution. But, as we shall see, the roadmap has, for the most part, been 

kept largely on track.   

The Commission tabled its proposal for the SSM in September 2012, and only three months later, 

in December, the Member States reached an agreement on the proposal at an extraordinary 

ECOFIN. The following day, the final version of the report "Toward a Genuine Economic and 

Monetary Union" was endorsed by the European Council (see Box 2), giving a definitive official 

impulse to banking union.  
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Box 2. The “Four Presidents’ Report” towards a Genuine Economic and 
Monetary Union 

Figure 3 

Towards a genuine Economic and Monetary Union 

 

Source: BBVA Research 

The EU strategy to advance towards more 

integration by completing the Single Market 

and the Economic and Monetary Union (EMU) 

was established in late 2012 in a report, 

"Towards a Genuine Economic and Monetary 

Union", whose final version was endorsed by 

the European Council in December 2012. The 

report (known as the “Four Presidents’ 

Report”), was produced by the President of 

the European Council, Herman Van Rompuy, 

in collaboration with the Presidents of the 

ECB, the Commission and the Eurogroup. 

Van Rompuy presented a first vision of the 

report’s roadmap in June 2012, in an attempt 

to calm the markets by giving signals about 

the strong determination of the EU leaders to 

advance towards ‘more Europe’, not less.  

The report envisaged the creation of a 

banking union, a fiscal union and an economic 

union, all of them underpinned by stronger 

democratic legitimacy, as the way to get out of 

the crisis by building a stronger, more 

integrated Europe. The strategy, endorsed 

that December, proposed the following time-

bound roadmap:  

Building block 1. A more integrated 

financial framework (banking union):  The 

European Council foresaw agreement on the 

main legislations of the single rulebook 

(Capital Requirements CRDIV-CRR package, 

Bank Recovery and Resolution Directive and 

the Directive on Deposit Guarantee Schemes) 

and the operational rules for the direct 

recapitalisation of banks by the European 

Stability Mechanism (ESM) by 2013, as well 

as the establishment of the Single Supervisory 

Mechanism (SSM). According to the text, a 

single resolution authority and a single private 

resolution fund (now Single Resolution Fund – 

SRF-) should be set up in 2014, with the same 

scope than the SSM. The ESM would be able 

to provide a credit line to the single resolution 

authority as a public, but fiscally neutral, 

backstop. There is no mention of the Single 

Deposit Guarantee Scheme, only a call for a 

quick adoption of the new (harmonising) 

Deposit Guarantee Scheme (DGS) Directive. 

This roadmap covers a 18 to 24-month period 

and is clearly designed to address the 

urgency of the situation while taking into 

account the legal constraints set by the 

current EU Treaty. This explains, for example, 

why the single DGS was finally dropped from 

the official roadmap, despite having been 

included at earlier stages as a key pillar of 

banking union. With the exception of the role 

to be played by the ESM in providing a public 

backstop to the SRF, the rest of the banking 

union roadmap has so far been met on time.  

Building blocks 2 and 3. Integrated 

economic policy and budgetary 

frameworks (economic and fiscal unions): 

These two building-blocks are interlinked as 

fiscal integration lies at the core of economic 

integration. The report foresaw that the “Two 

Pack” and the “Six Pack”, as well as a 

framework for ex-ante coordination of 

economic policies, should be implemented 

before 2014. In a second stage, the economic 

coordination of structural reforms should be 

reinforced by giving the arrangements a 

mandatory contractual nature for all euro area 

countries. These contractual arrangements 
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would be supported with temporary financial 

assistance, using funds independent from the 

multiannual financial framework. At a final 

third stage, after 2014, the text foresees giving 

the EMU a formal fiscal capacity through a 

centralised shock-absorbing fund (“euro area 

budget”) and common decision-making 

powers on economic policy issues. Much 

progress is expected in the development of 

these building blocks in October 2014 when 

the European Council will discuss the main 

elements of the system of mutually agreed 

contractual arrangements and associated 

solidarity mechanisms.  

Building block 4. Legitimacy (political 

union): The Report of the Four Presidents 

ends by concluding that all these three 

building blocks will have to be accompanied 

by stronger legitimacy and accountability at 

the level at which the decisions are to be 

taken. With regard to financial integration, as 

policy-making will gather mostly at the 

European level, the parallel involvement of the 

European Parliament should be increased. 

With regard to the fiscal and economic 

integration blocks, appropriate mechanisms 

will be established for close cooperation 

between the national Parliaments and the 

European Parliament. 

 

 

According to the roadmap set in this highly 

strategic document, banking union marks the 

point of departure of a new European journey 

towards higher forms of integration. In its 

current version, the banking union 1.0 will 

deliver a more complete euro, an EMU 2.0.We 

hope that a Single Deposit Guarantee 

Scheme will be introduced within a few years, 

delivering a fully stable banking union 2.0. An 

EMU 3.0 would include the banking union 2.0 

as well as a fiscal union and some form of 

economic and political union as well. Along 

the way, the rule of law will be guiding this 

breakthrough process, imposing the need for 

one or several treaty revisions that might 

prove challenging and take time, but the target 

seems clear. 
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Intermission I: The single rulebook 

In late 2008 the G-20 embarked on a financial regulatory overhaul to address the main regulatory 

and supervisory weaknesses that had been identified along the crisis. From a policy perspective, 

the main objective of the reform was threefold: (1) reducing the probability of banks’ failure (by 

increasing their solvency and liquidity and realigning their risk-taking strategies with the social goal 

of financial stability), (2) reducing the costs of bank failures (by providing good resolution 

frameworks in which the threat of no bail-out is credible), and (3) ensuring financial stability by 

reducing the complexity and opacity of financial markets, while monitoring and mitigating systemic 

risk through a more explicit and active macro-prudential set-up.  

In Europe this resulted in a frantic legislative activity. Between 2009 and 2013, the Commission 

tabled close to 40 proposals, of which almost 30 have already been adopted by co-legislators.8  

Figure 4 

Main EU financial regulatory initiatives launched in response to the crisis 

 
Source: BBVA Research 

The main purpose of the EU regulatory reform was to introduce a new framework with harmonised 

rules, a new single rulebook aligned with the principles agreed at the G-20 level and applicable to 

all the financial institutions operating in the EU. Such harmonisation of rules across the EU-28, 

which is key to preserve the integrity of the Single Market, is ensured by (i) making a wider use of 

directly applicable EU Regulations instead of Directives,9 and (ii) leaving the technical development 

of many provisions of these Directives and Regulations, to rules with a lower rank in the legislative 

                                                                                                                                                            
8: For a state-of-play of the main regulatory initiatives at the EU level as of 24 March 2014 go here. 
9: Directives must be transposed by Member States through national legislation and are therefore more prone to national discretion. Before the crisis, they 
were mostly used to regulate financial markets but in the new setting Directives tend to be used only when Regulations are not indicated from a legal 
standpoint. 
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hierarchy (Levels 2 and 3) but which are generally applicable to Member States.10 By mitigating 

national discretions through mostly directly applicable rules this approach reduces compliance 

costs and ring fencing practices, thereby preserving the level playing-field in the EU banking sector 

and mitigating the scope for regulatory arbitrage (IMF 2013). 

Figure 5 

The new regulatory and supervisory framework in the eurozone 

 
Source: BBVA Research 

By providing harmonised rules the single rulebook offers a solid foundation from which to achieve 

the unification of rules and policies that are required by a banking union. These new harmonised 

rules seek to: (1) increase the EU banks’ strength and resilience through enhanced prudential 

requirements and supervision, (2) reduce the costs of bank failures by providing an effective 

resolution framework that seeks both to avoid bank bail-outs and to improve deposit protection; 

and (3) manage systemic risk through a more explicit and active macro-prudential policy 

framework. In the areas of relevance for banking union the reference regulatory pieces are:  

1. The Capital Requirements CRDIV-CRR package, which includes the latest revision of the 

Capital Requirements Directive (CRD) and a new, directly transposable, Capital Requirements 

Regulation (the CRR). Both pieces implement the new global standards on bank capital (the 

Basel III framework) into the EU legal framework and entail tougher capital requirements and 

new requirements on liquidity and leverage with the purpose of reducing the probability of failure 

of banks. The CRDIV-CRR package entered into force in January 2014 (including national 

transpositions of the Directive) and is now undergoing and extensive technical development 

process, mainly carried out by the European Banking Authority (EBA).  

2. The Bank Recovery and Resolution Directive (BRRD)11, which will make possible the orderly 

resolution of ailing banks at the minimum cost to the tax-payer. In the first instance banks will 

have to activate their recovery plans when financial weaknesses appear in the entity. Moreover, 

                                                                                                                                                            
10: The Lamfalussy approach is a four-level legislative procedure adopted by the EU to develop financial legislation. It covers (i) Level 1: legislative acts 
(Directives and Regulations); (ii) level 2: implementing measures adopted by the Commission upon a proposal by the ESAs; (iii) Level 3: consultation and 
guidance by the ESAs; (iv) Level 4: national transposition and enforcement of EU rules.  
11: For more information on BRRD, see BBVA Research Compendium on bank resolution regimes: from the FSB to the EU and US frameworks  
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supervisors will have powers to intervene early to manage them (early intervention). Resolution 

authorities will also prepare resolution plans that ensure the continuity of critical functions of 

banks that cannot be recovered in the early intervention phase. These resolution authorities 

would take control of the institution and resolve it through the use of any of these tools: i) sale of 

business, ii) bridge bank, iii) asset separation and iv) bail-in (debt conversion or write down). As 

a private backstop, there will be a resolution fund built up with banks’ contributions (with a total 

capacity of at least 1% of the covered deposits of the Member State). The resolution fund will be 

used to cover resolution costs up to 5% of the bank liabilities and only after a minimum 8% bail-

in has been applied over such liabilities. Bail-in will be applied according to the following 

hierarchy of claims: (i) shares, (ii) subordinated debt, (iii) senior debt and uncovered corporate 

deposits (i.e. over €100,000), and (iv) uncovered Small and Medium Enterprise deposits as well 

as uncovered retail deposits (both over €100,000). Deposits below €100,000 are guaranteed by 

the Deposit Guarantee Scheme .Public aid is allowed as a backstop in cases of systemic risk or 

financial stability risks and after a minimum 8% bail-in has been applied with very limited 

exceptions related to financial stability concerns. The BRRD will enter into force in January 

2015 (the bail-in tool will apply since January 2016) and before that date Member States will 

have to transpose it by either adapting their existing domestic frameworks or creating new ones. 

3. A recast version of the Directive on Deposit Guarantee Schemes (DGSD), which seeks to 

harmonise the funding and coverage of DGS arrangements across the EU,12 with effect since 

January 2015. Bank deposits will continue to be guaranteed up to €100,000 per depositor per 

bank if the bank fails. Moreover, it improves the 2009 DGSD by (i) simplifying and harmonising 

the scope of coverage (type of covered deposits) and pay-out procedures (with gradual 

reduction in the pay-out period from the current 20 days to 7 working days by 2024), (ii) 

clarifying responsibilities to improve insurance payments for cross-border banks, (iii) allowing 

the use of the DGS for early intervention and resolution purposes and (iv) introducing common 

rules to ensure a strong financing of the DGS. Regarding this last point, the Directive requires 

Member States to collect from banks, within ten years starting from 2015, risk-based 

contributions to build up an ex-ante funding capacity equal to at least 0.8% of the system’s 

covered deposits. If ex-ante funds are insufficient the DGS will collect immediate ex-post 

contributions from banks, and, as a last resort, will also have access to alternative funding 

arrangements such as loans from public or private third parties. The Directive also introduces 

voluntary loans between DGS from different EU countries. 

 

                                                                                                                                                            
12: With the outbreak of the crisis several EU member states increased their deposit insurance limits or even introduced blanket guarantees to avoid bank 
runs. This led to a revision of the DGS Directive in force at that moment (which dated from 1994) to harmonise the minimum levels of deposit insurance 
coverage and the maximum payout periods. The new Directive (2009/14/EC) increased the level of coverage to €50,000 by mid-2009 and to €100,000 per 
depositor per bank by end 2010. The maximum payout period was shortened to 20 working days by end 2010, too. 
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Box 3. The EU legislative maze 

Figure 6 

State of play of the main regulatory pieces of banking union 

 
Source: BBVA Research 

 

Most of the EU Directives and Regulations are 

approved through the “ordinary legislative 

procedure”, which covers 85 areas of activity 

and involves the participation of the 

Commission and the two EU co-legislators:  

the European Parliament and the Council of 

the EU (Council). The process starts upon an 

Commission proposal, which is then 

scrutinised by both co-legislators. Once they 

define their internal positions (which might 

take months) they embark on a negotiation 

process called “trilogues” which involves the 

Parliament, the Council and the Commission 

and which ends up once a common final text 

has been agreed. The whole process can be 

rather lengthy and extend over several 

months or years. When things go well the text 

is passed after the first round of negotiations 

(first reading) or “early” second reading (after 

trilogues), but even in this case the process 

can be extremely lengthy, due to the need to 

get 28 Member States in the Council, several 

different Parliamentary groups (which in turn 

are composed of different political parties 

coming from different States) and the EU 

 

 

authorities themselves, all of them with 

potentially divergent interests, to agree 

democratically on difficult and strategic 

issues.13 

As can be seen, in the fields related to 

banking union the process was relatively 

quick. The CRDIV-CRR package (the 

backbone of EU banking prudential regulation 

and a particularly thick regulatory piece) was 

passed two years after the Commission had 

made its proposal (July 2011-July 2013). A 

similar timescale applied for the BRRD (it took 

one and a half year,June 2012-April 2014). 

However, for the Single Supervisory 

Mechanism (SSM) Regulation, the Council 

managed to define its position in just three 

months (Sept 2012-Dec 2012) but then it took 

until September 2013 to get the Parliament on 

board (see section on SSM). Finally, on the 

Single Resolution Mechanism it only took nine 

months for co-legislators’ to reach agreement 

(July 2013-March 2014), which represents an 

absolute record given the extremely sensitive 

nature of the mutualisation aspects involved. 

                                                                          
13: In the 6th legislature (2004-2009) 72% of Level 1 texts were adopted at first reading, after an 
average 15-month period, and another 9% at the early second reading, with an average of 27 months 
to be passed. Files that went into the second and third reading (generally involving the participation of 
a formal Conciliation) could take 30-40 months to be passed. However, a significant improvement was 
recorded in the 7th legislature (2009-14), with more than 84% of procedures being adopted at first 
reading and 92% before a formal second reading. 

CRD-IV CRR BRRD DGSD SSM  SRM

Single Rulebook Pillar I Pillar II

Implementation

Entry into force

EU Council final endorsement

EP Final approval

Trilogue Agreement
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12: In the 6th legislature (2004-2009) 72% of Level 1 texts were adopted at first reading, after an average 15-month period, and another 9% at the early 
second reading, with an average of 27 months to be passed. Files that went into the second and third reading (generally involving the participation of a 
formal Conciliation) could take 30-40 months to be passed. However, a significant improvement was recorded in the 7th legislature (2009-14), with more 
than 84% of procedures being adopted at first reading and 92% before a formal second reading. 

http://www.europarl.europa.eu/external/html/legislativeprocedure/default_en.htm
http://www.europarl.europa.eu/external/html/legislativeprocedure/default_en.htm
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Act II: The Single Supervisory Mechanism (SSM) 

The Single Supervisory Mechanism (SSM) is the first master pillar of banking union. It is a game 

changer for banking supervision as it involves creating, at last, a European centralised system 

which encompasses both ECB and the National Supervisory Authorities (NSAs) of the participating 

Member States. The main purpose of the SSM is to ensure the safety and soundness of the 

European banking system by putting an end to national ring-fencing and forbearance in 

supervisory practices. The ECB will only directly supervise “significant credit institutions”, but it will 

work closely with the NSAs to supervise all other credit institutions and may decide, at any time, to 

take responsibility for a less-significant bank in order to ensure the overall functioning of the SSM. 

Since the ultimate decision powers will remain within the ECB, a unified interpretation and 

application of supervisory practices across the EMU is ensured. The ECB will apply the CRDIV 

pack (and more generally the single rulebook) under unified criteria, allowing for a better 

comparability across banks.  

Why a single supervisor for the eurozone and why the ECB?  

The founding fathers of the euro were well aware of the imperfect nature of the original EMU, in 

particular of the lack of consistency between the unified monetary policy and the fragmentation of 

banking rules and supervision along national lines. This institutional weakness was amplified by 

the fact that, in the EMU, the banking sector provides the most important channel for the 

transmission of monetary policy. Some experts were concerned about the unprecedented nature of 

this “experiment” and knew that, in the absence of common bank rules and supervision, the 

increased financial integration spurred by the euro could turn the financial instability in any Member 

State into a threat for the whole EMU (Padoa-Schioppa, 1999). One of the most active participants 

in this debate was Tommaso Padoa-Schioppa, an eminent expert in the European economic and 

monetary integration who had been co-rapporteur of the Jacques Delors committee on the 

Monetary Union (1989) and also held important responsibilities at the Commission and the ECB. 

Due to his insistence, the Maastricht Treaty (1993) had indeed left the door open for a possible 

expansion of supervisory responsibilities of the ECB following a simplified procedure to be 

activated by the Council.14 Still, the use of this “enabling clause” was seen as a last resort in case 

the interaction between the Eurosystem and national supervisory authorities turned out not to work 

effectively. Later on, when the European System of Central Banks (ESCB) was being designed 

(1998), bank supervision was included as the fifth basic task in its draft statute.15 But the idea was 

fiercely opposed by Germany (and other countries) for fear that it could interfere with the ECB’s 

primary goal of price stability, so, in the end the relevant legal texts only mentioned prudential 

supervision as a non-basic task of the ECB (Lastra 2001).  

                                                                                                                                                            
14: Article 127.6 (formerly 105.6) of the Treaty on the Functioning of the EU explicitly allows the Council to confer to the ECB some specific supervisory 

powers without a revision of the Treaty, a process that would require an inter-governmental conference (i.e. unanimous agreement), ratification by national 
parliaments, and even a national referendum in some cases.   
15: The EU Treaties establish a clear hierarchy of objectives for the Eurosystem, making it clear that price stability is the first mandate of the ECB. 
According to Article 127(2) of the Treaty on the Functioning of the European Union, the basic tasks to be carried out through the Eurosystem are: 
1) the definition and implementation of monetary policy for the euro area; 
2) the conduct of foreign exchange operations; 
3) the holding and management of the official foreign reserves of the euro area countries (portfolio management); 
4) the promotion of the smooth operation of payment systems.  

Further tasks of the ECB include the following: 
1) The ECB has the exclusive right to authorise the issuance of banknotes within the euro area.  
2) The ECB, in cooperation with the NCBs collects statistical information necessary in order to fulfill the tasks of the ESCB, either from national authorities 

or directly from economic agents. 
3) The ECB contributes to the smooth conduct of policies by the competent authorities as regards the prudential supervision of credit institutions and the 

stability of the financial system. 
4) The ECB maintain working relations with relevant institutions, bodies and fora, both within the EU and at the global level, in respect of the tasks 

entrusted to the Eurosystem. 
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Although the potential negative implications of a misalignment between a European monetary policy 

and national supervisory mandates were “known unknowns”, it was thought that enhanced 

cooperation at the EU level in national bank supervisory practices would suffice to ensure the 

financial stability of the region, at least in the absence of a severe crisis. But when the global financial 

crisis broke out, Padoa-Schioppa was among the first to anticipate the damaging consequences for 

the stability of a euro zone which, by 2008, already had highly interdependent banking sectors. As an 

Italian Finance Minister, he started to call for a unified regulatory and supervisory framework for euro 

zone banks, a banking union to complete and support the EMU (Angeloni 2012). Although some 

ECB directors shared his concerns, he did not get support from his peers in the different Member 

States.  

Later on the EU leaders decided to consult a high-level group of experts , which still declined the 

idea of giving the ECB direct supervisory competences due, inter alia, to implementation difficulties 

and potential conflicts of interest with the ECB’s primary mandate of price stability (de Larosière et 

al 2009). Instead, they proposed to tighten financial supervision and make it more EU-wide by 

creating a European System of Financial Supervision (ESFS). This new system would reinforce the 

mechanisms for enhanced coordination at the EU level in prudential supervision, while broadly 

maintaining national supervisory mandates (see box 3). It would also include new elements of an 

EU macro-prudential supervision. 

In the summer of 2012, on the verge of the euro’s disintegration, the EU leaders finally saw the 

limits of enhanced cooperation in banking supervision to overcome the crisis and recognised the 

need to have a single bank supervisor with a eurozone-wide mandate of financial stability.  

The significant cession of sovereignty implied by a single supervisor required it to have a solid 

legal basis. Although it was clear that an ex-novo entity was the optimum in terms of teeth and 

independence, there was no time to wait for the lengthy process implied by the required Treaty 

revision. In this context, the aforementioned “enabling clause” proved instrumental in making the 

single supervisor possible. This clause pointed directly to the ECB, but there were also practical 

reasons supporting the ECB “candidacy” as the single supervisor, including its knowledge about 

the functioning of the financial system (due to its lender-of-last-resort role and its mandate on 

financial stability), the fact that most national supervisors are already part of the Eurosystem, and 

its institutional prestige based on proven independence and credibility. On the other hand, the main 

risks associated with having the ECB as the single supervisor had to do with the potential conflicts 

of interest in the conduct of monetary policy and banking supervision and the potential loss of the 

ECB’s overall credibility and independence. 

Article 127.616 of the Treaty on the Functioning of the EU (TFEU) imposed two additional 

constraints on the design of the SSM. First, it states that the ECB can assume specific (i.e. not all) 

prudential supervisory functions over banks and other financial institutions, except for insurance 

firms. This automatically limited the scope of potential action of the ECB in banking supervision, in 

both the functional and the institutional dimensions. For this reason the activities and firms that 

could fall under the remit of the ECB were limited to those considered to be indispensable to 

ensuring a coherent and effective application of the EU’s prudential rules. Second, the article 

establishes that only the Council could confer the new supervisory mandate on the ECB, which 

explains why the SSM Regulation did not go through the ordinary legislative procedure and is, in 

fact, a Council regulation (i.e. the Parliament has not an actual say in the legislative process). 

                                                                                                                                                            
16: Article 127.6 of the TFEU states the following: “The Council, acting by means of regulations in accordance with a special legislative procedure, may 
unanimously, and after consulting the European Parliament and the European Central Bank, confer specific tasks upon the European Central Bank 
concerning policies relating to the prudential supervision of credit institutions and other financial institutions with the exception of insurance undertakings”. 
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Box 4. The European System of Financial Supervision (ESFS) 

Figure 7 

European System of Financial Supervision (ESFS) 

 
Source: BBVA Research 

 

The ESFS was established in 2010 to improve 

co-operation in prudential regulation and 

supervision by enhancing and upgrading the 

existing Lamfalussy Committees. It reinforces 

the delegation of supervisory powers to the 

lead home/consolidating supervisors and 

gives new European agencies specific 

coordination powers. 

It has a micro-prudential pillar which is 

composed of the National Supervisory 

Authorities  (NSAs) and three new European 

Supervisory Authorities (ESAs). Namely, the 

European Banking Authority (EBA), European 

Securities and Markets Authority (ESMA) and 

the European Insurance and Occupational 

Pensions Authority (EIOPA). The three ESAs 

work together with the NSAs to ensure 

harmonisation in the rules and their application. 

It also has a macro-prudential pillar which 

includes a new European Systemic Risk Board 

(ESRB), hosted by the ECB, whose main role is 

to prevent and mitigate systemic risks in the EU 

by means of ex ante warnings and 

recommendations.17  

The ESFS has been in operation since January 

2011 and is now undergoing its first periodic 

                                                                          
17

 The relevant legislation regarding the ESFS can be found here. For a 
brief description of the ESFS see EC Public consultation ESFS review. 
Background document (2013). For a detailed analysis about the ESFS 
structure see Financial regulation and Supervision. A post-crisis analysis 
(Oxford Press 2012). 

review by the Commission (as mandated by 

law). Among the elements that could be the 

object of revision there is the limited role of the 

ESAs in (i) addressing cases of breach of EU 

law, (ii) helping ensure a higher consistency in 

primary regulation; (iii) addressing consumer 

protection. The limited democratic legitimacy 

and accountability of ESA decisions before the 

EU and national parliaments has also been 

pointed by experts as a weakness of the EFSF.  

By introducing new elements of centralisation 

the ESFS represents a big step towards a 

more effective EU supervision. However, it 

fails to provide a genuinely centralised EU 

supervisory system since national authorities 

continue to retain competence for most of the 

decisions, with the ESAs/ESRB having quite 

limited powers and resources in the end. 

While enhanced cooperation might work well 

in normal times, in crisis situations national 

authorities have incentives towards national 

bias and to engage in non-cooperative 

strategies that are not aligned with the overall 

EU interest (Chiodini et al, 2012). 
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16: The relevant legislation regarding the ESFS can be found here. For a brief description of the ESFS see EC Public consultation ESFS review. 
Background document (2013). For a detailed analysis about the ESFS structure see Financial regulation and Supervision. A post-crisis analysis (Oxford 
Press 2012). 

https://www.eba.europa.eu/about-us/legal-framework/founding-texts-and-mandates
http://ec.europa.eu/internal_market/consultations/2013/esfs/docs/background-document_en.pdf
http://ec.europa.eu/internal_market/consultations/2013/esfs/docs/background-document_en.pdf
https://www.eba.europa.eu/about-us/legal-framework/founding-texts-and-mandates
http://ec.europa.eu/internal_market/consultations/2013/esfs/docs/background-document_en.pdf
http://ec.europa.eu/internal_market/consultations/2013/esfs/docs/background-document_en.pdf


 
 

 19 / 52 www.bbvaresearch.com 

Working Paper 

July.2014 

How is the SSM structured and what were the main elements driving 
negotiations? 

On 12 September 2012 the Commission made a legislative proposal to establish a Single 

Supervisory Mechanism in the eurozone (with voluntary adhesion by non euro Member States). 

The proposal included two legal texts, one Council Regulation to confer, in application of the article 

127.6 of the TFEU, a range of financial supervisory powers to the ECB; and one Council and 

Parliament Regulation to change the voting rules at the EBA in order to avoid an excessive power 

of the SSM countries in the decision-making process of this institution. 

Negotiations on the SSM Council Regulation were relatively quick. They mainly focused on (i) 

potential conflicts of interest between the ECB’s supervisory and monetary policy functions, and (ii) 

the institutional scope (i.e., the scope of entities under the direct supervision of the ECB). Even if 

unanimity among all Member States was required, these issues were addressed with relative 

speed and a final Council agreement was closed in December 2012. But, unexpectedly, the 

Regulation concerning the change in the EBA voting rules would prove much more problematic, all 

the more since the Parliament decided to use it as a bargaining chip to indirectly influence some 

aspects related to the SSM Council Regulation (notably to ensure appropriate accountability of the 

ECB before the Parliament). For this reason the Parliament’s green light to the SSM regulatory 

package was postponed until September 2013, once it had signed an Inter-institutional Agreement 

with the ECB on accountability matters.18 After that it was immediately passed by the Council and 

the SSM Regulation entered into force in November 2013.  

The final SSM framework can be described along three main dimensions: geographical, 

institutional and functional (Angeloni 2012). Regarding the geographical scope, the Commission 

had proposed a mandatory participation of all EMU Member States and a voluntary participation of 

the rest of the EU Member States (under a “close cooperation” formula) with a view to 

safeguarding the internal market. This proposal was kept mostly unchanged, although some 

aspects of the governance were adapted in order to provide non-eurozone countries (which are not 

represented in the Governing Council of the ECB) with a say in SSM matters.  

Regarding the institutional scope, the Commission wanted the ECB to supervise directly all banks 

in the SSM, with the assistance of NSAs. This prompted a hot debate, due to the reluctance of 

some countries (notably Germany) to accept such a broad institutional scope. Germany found this 

approach neither practical (there are over 6,000 banks in the eurozone) nor politically palatable 

and wanted to restrict the ECB’s remit to the biggest (systemic) entities. But France, Spain and 

other countries feared that such a “two-tier” system would jeopardise the level playing-field and 

would not prove effective in breaking the vicious circle between banks and sovereigns. Finally a 

“differentiated approach” was agreed, by which the ECB would directly supervise the “significant” 

eurozone banks (around 130 entities representing about 85% of the European banking assets) 

whereas the NSAs would directly supervise the rest. The approach incorporates some key 

safeguards to ensure that the SSM was sufficiently European, in particular the ECB’s power to 

step-in at any non-significant bank, at any time and on its own discretion, in order to ensure the 

overall efficient functioning of the SSM.19This ensures that, ultimately, the SSM is not a “two tier 

system”. 

                                                                                                                                                            
18: By virtue of this Agreement the Supervisory Board will publish quarterly reports explaining its supervisory activity and its Chair will be accountable to the 
EU Parliament at least twice a year. 
19: Article 6.5 (b) of the SSM Council Regulation 1024/2013. 
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The SSM Regulation establishes that the banks that will be directly supervised by the ECB are 

those which have requested or received EU funds and those which are deemed “significant” by 

fulfilling any of the following conditions: (i) having total assets over €30bn, or (ii) having total assets 

representing over 20% of domestic GDP, unless total assets are below €5bn; or (iii) having 

significant cross-border activity; or (iv) are considered as systemic by national supervisor. Apart 

from these thresholds, at least the most significant three banks in each country will fall under the 

remit of the ECB. The status of “significant bank” will be periodically reviewed. An initial list of 128 

banks was released in October 2013, but a new list will be published in September 2014, before 

the ECB fully takes on it supervisory role (November 2014). 

Figure 8 

The Single Supervisory Mechanism 

 

Source: BBVA Research 

Regarding the functional scope, a clear division of tasks between the ECB and the NSAs has been 

established (see table below). Basically the ECB is considered as the supervisory competent 

authority in prudential matters, and therefore has all the powers available to competent authorities 

under the Capital Requirements Directive package. The NSAs keep some competences (such as 

supervision of payments system, consumer protection or anti-money laundering control) that are 

not directly related to prudential issues, and which are therefore not conferred to the ECB in the 

SSM Regulation. The NSAs are also bound to assist the ECB it its day-to-day prudential 

supervisory functions. Finally, national competent authorities retain most powers related to macro-

prudential supervision and regulation, although the ECB is given binding powers to impose higher 

requirements for those macro-prudential tools that are in the CRDIV/CRR packs if necessary. In 

this sense, it is the national authority that must act in the first instance, but the ECB may decide to 

add additional requirements (capital buffer or any other macro-prudential measure) when deemed 

necessary, or when asked to do so by the national authority itself. If it decides to act autonomously 
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(over the national authority), it must duly notify the relevant national authorities of this and shall 

explain the reasons for its actions if the national competent authority objects. The following table 

shows the division of tasks between the ECB and the national authorities in relation to the 

institutions that are directly supervised by the ECB. 

Table 1  

Division of tasks between the ECB and the National Supervisory Authorities 

ECB  Veto power over: banking licenses, bank asset acquisition/disposal (except in resolution processes)  

 Ensure compliance with (micro) prudential EU rules, including the setting of prudential requirements. 

 Set higher requirements for macro-prudential tools contemplated in EU legislation if needed to address 
systemic risk. 

 Supervision at the consolidated level, supplementary supervision, supervision of financial holding 
companies and supervision of mixed financial holding companies. 

 On-site investigation 

 Ensure robustness of banks governance agreements 

 Individual supervisory stress test 

 Early intervention action 

 Set additional capital buffers (countercyclical buffer or other macro-prudential tools) 

 Sanctioning powers (not all) 

National Supervisory 
Authorities (NSAs) 

 Any task not explicitly conferred on the ECB  

 Manage applications for banking licences and bank asset acquisition/disposal  

 Supervise entities which are not credit institutions under EU law, but which are supervised as credit 
institutions under national law. 

 Supervise third country branches 

 Supervise payment systems 

 Consumer protection 

 Fight against money laundering and terrorist financing 

 Set macro-prudential requirements (if competent in macro-prudential policy) 

 Impose some sanctions 

 

Source: BBVA Research 

When will the SSM become operative and how will decisions be taken?  

The SSM Regulation entered into force in November 2013 and, according to it, the ECB will fully 

assume its banking supervisory duties in November 2014. Still, in this transition year the ECB can 

decide to supervise any bank, especially those which have received or are susceptible to receiving 

any EU public aid. 

The SSM governance resembles that of the Eurosystem. A new Supervisory Board has already 

been set up within the ECB, which will plan and carry out the ECB’s supervisory tasks, undertake 

preparatory work and prepare draft decisions that will be adopted by the ECB Governing Council 

(see graph 6). The Supervisory Board is separated from the ECB Executive Board (with a separate 

budget funded with supervisory fees) and is composed of a Chair (appointed for a non-renewable 

term of five years), a Vice-chair (chosen from among the members of the ECB’s Executive Board, 

to which it shall report on the Supervisory Board’s activities), four ECB representatives and one 
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representative from the national supervisory authorities from the participating countries. All these 

members have one vote (the Chair has a casting vote). Additionally, the Board will be able to invite 

as observers (without vote) the Chair of the new Single Resolution Board, a representative from 

the Commission and the EBA.  

The Supervisory Board will be assisted in its daily work by a Steering Committee composed of 

eight members (Chair, Vice-chair, an ECB representative and five rotating members representing 

the participating member states). There will be a Secretariat Division and four Directorates General 

(DG). Two of them (DG Micro-Prudential supervision I and II) will conduct the direct supervision of 

the significant banks, with DG I dealing with those banking groups that have a higher risk profile 

(measured in terms of risk exposure, complexity and business model) and DGII overseeing the 

other significant banks. The DG Micro-Prudential supervision III will host the conduct of indirect 

supervision over less significant banks, for which direct supervision will still be carried out by 

national supervisors, but with regular reporting to the ECB. Finally, the DG Micro-Prudential 

supervision IV will perform horizontal supervision and specialised functions such as developing 

methodologies and standards (including on-site inspections), model validation, enforcement and 

sanctions, crisis management and control of supervisory quality, among others. 

Regarding the decision-making process, it is worth mentioning that, according to the EU Treaty 

and ECB Statute, the Governing Council is the only ECB body that can take final decisions in the 

name of the ECB. For this reason the Commission’s proposal foresaw the Governing Council 

explicit approval of any decision taken by the Supervisory Board. However, a group of countries 

(led by Germany) found that the proposal provided for an insufficient separation between the 

monetary and supervisory roles within the ECB, and called for further guarantees on this front in 

order to avoid negative effects on the ECB’s credibility. As a result, it was finally agreed that the 

Figure 9 

The SSM Universe 

 
Source: BBVA Research 
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Supervisory Board’s decisions would follow a positive silence procedure, under which they would 

get automatically adopted unless the Governing Council explicitly rejected them within a defined 

(short) period and after due (public) reasoning. This positive silence procedure, which mitigates the 

role of the Governing Council to the maximum extent possible, also seeks to address non-

eurozone countries’ concerns about their lack of representation on the Governing Council. 

In order to further ensure the separation between supervisory and monetary policy decisions, the 

Governing Council will hold separate meetings (with separate agendas) to take monetary and 

supervisory decisions. Moreover, a mediation panel (composed of one member per participating 

EU Member State, chosen from among the members of the Governing Council and the 

Supervisory Board) will consider appeals against rejections by the Governing Council of decisions 

by the Supervisory Board.  

Apart from the German claims regarding the Supervisory Board independence and the reduced 

institutional scope, a group of countries, led by the United Kingdom, were concerned about a 

possible domination of the SSM interests in the decisions taken at the EBA, given that more than half 

of the EBA members would be under the SSM scope. In September 2012, along with the SSM 

Regulation the Commission had also tabled a proposal for a Regulation to align the existing 

Regulation (1093/2010) on the establishment of the EBA to the SSM, in particular to modify the 

voting modalities at the EBA for decisions requiring a simple majority (those concerning breach of EU 

law and settlement of disagreements). The idea was to adapt the voting procedure in this case so as 

to avoid SSM members, which together would have a simple majority, having an overwhelming 

influence on the final decision. But the EC proposal did not satisfy non-eurozone countries, and in 

the end a double majority system prevailed (i.e. at both the SSM group and the non-SSM group) for 

all decisions taken at the EBA, not only those requiring simple majority but also for those requiring a 

qualified majority (technical standards, guidelines, recommendations and EBA’s budget decisions) 

except for emergency situations. This implies that no decision can be taken without having the 

support of at least a simple majority within the non-SSM group, greatly increasing the power of this 

group. These new voting arrangements will hold as long as the number of non-SSM voting members 

at the EBA board remains above four. If, due to the establishment of close cooperation with the SSM 

or by adopting the common currency, the number of non-SSM members falls under this threshold, 

the requirement of having a simple majority of both groups would be relaxed to a simple majority of 

SSM members and at least one vote from the non-SSM group. 

Main challenges ahead for the SSM  

Three main challenges lie ahead of the full operation of the SSM that will test the ECB’s credibility as 

the EMU’s single supervisor and hence the future of banking union. First of all, the ECB will have to 

be able to attract the needed human capital against a very tight time schedule (around 1.000 new 

qualified professionals, of which some 700 will be in place by November 2014, according to the ECB 

reported plans). Heads of Divisions are already taking up their roles and significant progress has 

already been made on recruiting mid-level supervisors and technical experts, many of which have 

already taken up their posts in Frankfurt. 

Second, the ECB will have to develop a new supervisory culture. For that purpose, it is developing 

single supervisory templates and a common Supervisory Manual that will comprise i) principles 

and procedures of supervision, ii) the process of supervisory review and the evaluation (SREP), iii) 

a system of quantitative and qualitative indicators for risk assessment (RAS) and iv) the details and 

objectives of on-site inspections. Part of the content of this Manual will be made public as an ECB 

guide to supervisory practices in October. During the construction of this new culture, it is 
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necessary to guarantee a full transmission of the know–how of national supervisors, take into 

consideration the particularities of the different geographies and maintain a good relationship with 

third countries (host) supervisors, in order to maximise the benefits of the mechanism. The costs of 

this new supervisory framework will be covered by annual fees on banks, based on the risk profile 

and importance of each entity. The methodology for calculating the exact amounts was launched 

for public consultation at the end of May and will be released as an ECB Regulation in October 

Third, both, the national supervisory authorities and the ECB, will have a mandate with respect to 

the less and the more significant banks. In this sense, it is important that the roles of these 

supervisors are completely clear before the SSM becomes fully operational. In that vein, the ECB 

adopted on 16 April the ECB Regulation defining the methodology for the identification of the 

banks that will be directly supervised by the ECB as well as the rules that will govern cooperation 

between the ECB and the national supervisors within the SSM: 

The roles of the ECB and the NSAs are clearly separated with regard to supervision: 

 Direct supervision of significant banks will be carried out by the ECB with the assistance of the 

NSAs through the Joint Supervisory Teams (JST). Each bank will be supervised by one JST. 

Under the lead of an ECB coordinator, each JST will be composed of several experts from the 

different NSAs involved (in proportion to the structure of the cross-border banking group in the 

EU). The JST will have responsibility for the day-to-day supervision and will be in charge of 

implementing the ECB and the Supervisory Board decisions with regard to significant banks. 

Their input will be the basis for the elaboration of draft decisions by the Supervisory board. They 

will propose inspections, prepare the associated recommendations and lead their follow-up. As 

a general principle, on-site inspections will be done, on a yearly basis, by staff from the National 

supervisor, under the lead of a Head of Mission to be nominated by the ECB (DG IV).  

 Direct supervision of non-significant banks will be carried out by the respective National 

Supervisory Teams in accordance to the ECB’s supervisory manual. For the sake of having 

a more integrated mechanism, the ECB may involve staff from other national supervisory 

authorities in these teams, which will have to report to the ECB on a regular basis. In this 

case, unless the ECB decides to take over the supervision of the concerned less significant 

banks, the supervisory decisions will be taken by the national authorities and reported to the 

ECB. The SSM Regulation gives the ECB several powers to execute this responsibility: (i) 

addressing general instructions to NSAs; (ii) requesting information and reporting and (iii) 

general investigations and on-site inspections, led by on-site inspections teams whose 

leader would be chosen by the ECB. 
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But in any case, as already said, the ECB is ultimately responsible for ensuring the well functioning 

of the SSM, and hence for the supervision of all entities in participating Member States. As such, it 

is exclusively in charge of assessing authorisations of new banks (and their withdrawals) and 

acquisitions of participations regardless of the significance of the bank concerned. Any entity 

willing to obtain banking authorisation or any bank wishing to acquire new holdings shall notify its 

NSA, which in turn will submit a draft proposal to the ECB to obtain its approval. A different 

procedure has been settled for the establishment of new branches. In this case, the decision would 

be taken by the ECB or the NSA depending on the status of the bank.  

Last but not least, before banking union starts running, a definitive solution to the legacy 

problem must be found at the national level. Only then will Europe be ready for a sound 

banking union involving a credible single supervisor (which should not be held responsible for 

any past supervisory mistakes) and the mutualisation of future bank resolution costs (i.e., not 

associated to legacy issues).  
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Intermission II: Solving the legacy problem 

The ECB, as the future single supervisor, is responsible for conducting, along 2014, a 

comprehensive assessment of the balance sheets of the most significant eurozone banks. This 

comprehensive exercise, which will be its first big test in banking supervision will include a 

Supervisory Risk Assessment, a Balance-sheet Assessment (including an Asset Quality Review, 

or AQR) and a Stress Test (jointly with EBA).  

The importance of this comprehensive assessment shall not be understated. To some extent the 

AQR/stress test can be seen as a one shot game which has a certain parallelism with the SCAP 

exercise undertaken by the US authorities back in 2009 and which definitively restored the 

confidence in the banking sector of that country. In this sense, the AQR/stress test will be 

instrumental in drawing a line between the past problems of the European banking sector (legacy 

issues) and a future under which mutualisation of bank resolution costs can be envisaged (if 

needed).  

The ECB is currently fully involved in carrying out this comprehensive assessment exercise, which 

success will mostly depend on the credibility of the results to be published in late October 2014. 

Figures will be credible if the whole exercise is transparent and robust (i.e. it relies on sound 

methodologies and reliable data). But also, and perhaps most importantly, there must be the 

prospect that any capital shortfall identified would be covered without putting financial stability in 

jeopardy (since, otherwise, it could be presumed that the ECB would have an incentive to deflate 

bank capital losses in order to avoid financial turmoil). 

Figure 10 

The pivotal role of the solution to the legacy problem 

 
* If direct recapitalisation by the ESM is involved, according to May Eurogroup, full bail-in should apply 
Source: BBVA Research 

The first step in solving the legacy problem is to properly quantify it. According to the ECB 

guidelines any capital shortfall identified as a result of the AQR and/or the baseline scenario of the 

stress test will have to be covered within 6 months (around May 2015) and using Common Equity 
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Tier 1 (CET1) capital instruments, whereas for those associated to the adverse scenario of the 

stress test the deadline covers 9 months (August 2015) and suitable strong convertibles will also 

be accepted.20  

As a general principle, capital shortfalls will have to be absorbed through private means in the first 

instance. Only when private means prove insufficient could a public backstop be activated at the 

national level. No European mutualisation or financial solidarity should be expected at this stage, 

except as a very last resort measure in the form of direct or indirect ESM assistance. 

In November 2013 the ECOFIN agreed the following sequence for loss absorption in the context of 

the recapitalisations aimed at solving the legacy issue: 

1. Raise capital from the markets. New issuance of common equity or suitable strong contingent 

capital. 

2. Banks’ balance sheet management. Banks could retain earnings, disinvest from non-strategic 

assets or adjust their pay-back policy, for example.  

3. Partial bail-in. In application of the new State Aid rules (see box 4), a bail-in would be applied 

over shareholders and junior creditors prior to any use of public funds. Senior creditors would 

not be affected. While the rules foresee exemptions on a case-by-case basis, they are confined 

to addressing concerns of financial stability or lack of proportionality. 

4. Public national backstops. State Aid will only come onto the scene as a last resort measure as 

public support may be needed to ensure an adequate backstop if private sources prove 

insufficient. These national public backstops will be there to close the loop, and their existence 

is essential to bring credibility to the AQR/stress test exercise.  

5. European assistance. Notwithstanding their primary national dimension, public backstops would 

be ultimately backed by the ESM, through a credit line to the sovereign (similar to the Spanish 

programme) which will require applying conditionality on certain financial policies in the 

perceiving countries. A direct recapitalisation by the ESM would be available as a last resort for 

viable entities located in countries lacking fiscal room upon more stringent conditionality than in 

the previous instrument. 21 

On 10 June 2014 the Eurogroup reached political agreement on the final proposal to confer on 

the ESM the faculty to directly recapitalise ailing (significant) banks in stressed countries. The 

final agreement is similar to the preliminary text already backed in June 2013 but it includes a 

tightening of the preconditions set for the use of the recapitalisation tool. While in 2013 only 

shareholders and junior bondholders had been formally required to support a bail-in, the final 

framework sets that, before any ESM direct recapitalisation take place during 2015:  

 At least an 8% of all liabilities of the bank will have to be bailed-in (including senior debt 

and uncovered deposits), fully front-loading from 2016 to 2015 the bail-in tool 

introduced by the BRRD.  

 A contribution from the national resolution fund of the concerned Member State will be 

disbursed up to the 2015 target level set up by the BRRD.   

                                                                                                                                                            
20: The full ECB communication can be found  here.  
21: The ESM is the permanent crisis resolution mechanism for the countries of the EMU. It was established through an Intergovernmental Treaty in 
February 2012 and inaugurated on 8 October 2012. With €700bn of subscribed capital (€80bn paid-in capital, the rest being committed callable capital), the 
ESM finances its activities by issuing bonds or other debt instruments. It has a maximum lending capacity of €500bn, of which €50bn has already been 
disbursed or committed (€41.3bn to Spain and €9bn to Cyprus). The ESM gives financial assistance to stressed euro area Member States. To that purpose 
it can use five different tools: (i) Loans, (ii) Primary Market Purchases, (iii) Secondary Market Purchases, (iv) Precautionary Programme, (v) bank 
recapitalisation through loans to governments. The direct recapitalisation tool refers to a sixth tool which would allow the ESM to recapitalise banks directly, 
without involving the sovereign.  

http://www.consilium.europa.eu/uedocs/cms_data/docs/pressdata/en/ecofin/139613.pdf
http://www.ecb.europa.eu/press/pr/date/2014/html/pr140429_1.en.html
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Box 5. The partial bail-in for precautionary recapitalisations 

In the context of the recapitalisations that 

would take place in order to cover the capital 

shortfalls identified following the ECB 

comprehensive assessment between 

November 2014 and May 2015, it must be 

noted that the bail-in tool introduced by the 

BRRD will not be used, as it will not enter into 

force until January 2016, except for the use of 

direct recapitalisation by the ESM.  

However, the revised State Aid rules in force 

since August 2013 require a burden-sharing 

by shareholders and subordinated creditors 

before a Member State can give any state-aid 

to an ailing bank (senior debt holders are not 

affected by this principle). This principle will 

apply in the context of the precautionary 

recapitalisations. Any exemptions to this 

general principle will be analysed on a case-

by-case basis, and with the sole purpose of 

preserving financial stability and/or avoiding 

disproportionate results (for example when the 

amount of public support is small compared to 

the risk-weighted assets of the bank and the 

equity gap has already been significantly 

reduced via private sources).  

According to the general burden-sharing 

principle, for banks having a capital ratio 

above the regulatory minimum marked by the 

CRDIV, subordinated debt must be converted 

into capital before any State Aid. For banks 

having a capital ratio below the regulatory 

minimum marked by the CRDIV, subordinated 

debt must be either converted or written down 

before any State Aid. However, it is unclear 

whether a waiver could apply, for example, to 

a mandatory conversion of subordinated debt 

of banks whose capital ratio is above the 

regulatory minimum, but which still need 

 

 capital to achieve the level required in the 

forthcoming ECB/EBA stress test exercise, as 

initially hinted by the ECB on the grounds of 

three key concerns: (i) that these banks are 

not technically under resolution (and hence it 

would not be appropriate to apply the bail-in 

rule by analogy to the BRRD), (ii) that these 

banks might not get the capital they need from 

private sources, due to a crowding-out effect 

(and not because they are not perceived as 

solvent and sound), and (iii) possible negative 

effects of mandatory conversion on the 

European junior bond markets and on 

financial stability (investors’ flight due to a 

non-resolution probability of forced 

conversion). For the time being, the 

Commission has been against modifying the 

rules, but a possible refinement of the wording 

of the State Aid rules in due time cannot be 

discounted, given the importance of the issue. 
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The tool has a cap of €60bn, which can be increased only under exceptional circumstances.  It is 

intended to be used for systemically important institutions in stressed countries that are unable to 

provide the necessary financial assistance to restore the viability of the bank. A burden-sharing 

system is foreseen, with two different scenarios: 

a. Scenario 1: bank has a capital ratio under 4.5% CET1. Member States should cover all capital 

needed up to 4.5%, and the ESM would provide the rest until reaching the 8% ratio required by 

the ECB  under CRDIV phase in definition. 

b. Scenario 2: bank has a capital ratio at/above 4.5% CET1 but below the ECB’s required level. 

Member States should contribute a 20% share to cover the gap and the ESM should cover the 

rest. Under exceptional circumstances, the ESM Board could decide to suspend the Member 

State contribution but unanimity is required.  

c. If the amount paid under scenario 1 (gap below 4.5%) is lower than what the Member State 

would have had to pay under scenario 2 (i.e. 20% of gap below 8%), the Member State would 

have to add the difference (i.e. for a bank with a 4.4% capital ratio, the Member State would not 

just pay 0.1%, but rather 0.7%). 

The ESM’s assistance must be formally requested by Member States, and would involve the 

signature of a Memorandum of Understanding (MoU). We understand that the approval of 

assistance by the ESM would take place under the same general rules that apply to current ESM 

sovereign assistance programmes (where 85% of the votes are required, and which grants 

Germany a de facto veto power). The associated MoU might include conditionality clauses, both 

for the recapitalised banks and also concerning the general economic policies of the Member 

State. Banks would be recapitalised through an ESM fully-owned subsidiary with no decision-

making powers. 

In order for the instrument to be ready to be used in the context of the recapitalisations needed as 

a result of the AQR and the stress test exercise, three steps are required:  

a. The inclusion of a new instrument in the toolbox of the ESM requires unanimity of its Board of 

ESM Governors, composed of the finance ministers of the eurozone.  

b. It is expected that some countries, such as Germany or Finland, will have to make changes to 

their existing national laws in order to give a favourable vote at the board meeting. 

c. The SSM should be already  fully operational (November 2014). 

The agreed framework is consistent with both (i) the new crisis management framework (BRRD) as 

it gives priority to private solutions before using any public funds and (ii) the banking union 

approach whereby the comprehensive ECB assessment will draw a dividing line between past 

problems (to be solved mainly at a national level) and future problems (which will be dealt with 

partially on a mutualised basis). From a short-term standpoint, having this backstop implemented 

on time is critical to underpin the credibility of the whole AQR/stress test exercise, as it will provide 

an essential complement of the national backstops that have already been implemented in 

compliance with the ECOFIN requirements agreed in November 2013. 
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Act III: The Single Resolution Mechanism (SRM) 

The Single Resolution Mechanism (SRM) is the second master pillar of banking union. Its main 

purpose is to put bank resolution decisions and actions at the same centralised level as 

supervision and to make possible the orderly resolution of a failing bank over a weekend, following 

unified criteria and with the possibility to resort to common (mutualised) private funds in those 

cases in which the bank’s own private resources prove insufficient to cover the costs of the 

resolution process. To do that the SRM will encompass a centralised system for bank resolution 

across the eurozone, composed of the National Resolution Authorities (NRAs), a new Single 

Resolution Authority (which will have the ultimate decision-making power), a Single Resolution 

Fund and a single set of resolution rules (that will be fully aligned with the BRRD).  

Political negotiations to close a deal on the SRM design were particularly tough, given the 

extremely sensitive nature of cost mutualisation. The final SRM agreed represents a great step 

forward vis à vis the initial positions of some Member States (notably Germany) which advocated 

for a decentralised resolution mechanism as the first step. 

Why a Single Resolution Mechanism for the eurozone?  

The Single Resolution Authority will directly resolve significant banks, cross-border EU banks and 

all banks whose resolution requires the use of the Single Resolution Fund. The remaining banks 

will be resolved by the NRAs, but the Single Resolution Authority will be able to step in at any time 

and Member States will always have the option to decide to make the Single Authority responsible 

for all the banks based in their territory. Resolution processes will be guided by the BRRD (which 

the Single Resolution Authority shall apply uniformly across the eurozone) and there will be 

recourse to a Single Resolution Fund which will reach an overall target level of €55bn in 2024 and 

in which the mutualisation of costs will be at least 40% since the very beginning (2016) reaching 

100% by 2024. 

Banking union needs such a centralised SRM for three main reasons:  

1. To provide the SSM with a credible counterpart on the resolution side. The Single Supervisor 

cannot by itself break the vicious circle between sovereign and bank risks. Moreover, having a 

single supervisor operating along with 18 national resolution authorities involves high risks. The 

SRM will avoid inconsistent situations where the ECB adopts a decision concerning a European 

bank with potential resolution implications to be borne by a national resolution authority and 

ultimately by national backstops. 

2. To preserve the level playing-field by ensuring a uniform implementation of the EU bank 

resolution rules (BRRD) across the SSM-area. The wide discretionality allowed in the BRRD 

does not sit well with the uniformity of rules that is required at the eurozone level. The SRM will 

bring certainty and predictability to the application of the BRRD and the DGSD within the SSM, 

avoiding gaps arising from divergent national positions.  

3. To enhance cross-border resolution processes in the EU. The Single Market needs to rely on an 

effective cross border resolution framework to ensure financial stability and avoid competitive 

distortions. In the SSM, the Single Resolution Authority would act in the interests of the whole 

area, facilitating the signature of cross-border resolution agreements wherever needed. 
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What were the main drivers behind negotiations? Evolutive design 

On 10 July 2013 the Commission made a proposal to set up a centralised SRM based on the 

article 114 of the TFEU.22 This proposal included both a Single Resolution Authority and a Single 

Resolution Fund. As for the Single Resolution Authority, the Commission proposed to create a new 

body, the Single Resolution Board (SRB) in charge of preparing the bank resolution decisions in 

the eurozone. For legal reasons, the ultimate decision power was given to the Commission. All 

resolution decisions taken by the SRB will need the Commission green light. As for the Single 

Resolution Fund, a €55bn private Fund would be created in 10 years from individual banks’ 

contributions, and would be used as a private backstop after an 8% bail-in over the bank’s 

liabilities.  

During the second half of 2013 the Commission proposal was discussed and reviewed by the EU 

Parliament and the Council, following the ordinary legislative process. The Parliament issued its 

report on 25 September, which mostly supported the Commission proposal, with a few relevant 

amendments. The Parliament wanted to make sure that both the ECB and the Single Resolution 

Board would have the opportunity to give their assessment and recommendation to the Commission 

before it could take any action. The Parliament also asked for the Fund to be used to protect all 

uncovered deposits from any bail-in but conditioned its use to the establishment of a loan facility, 

preferably a European public one.  

Figure 11 

The process of “Europeanisation” of the Single Resolution Mechanism 

 
Source: BBVA Research 

The Council agreed its position in December 2013. In this case several changes and amendments 

to the Commission approach were introduced in order to make it much less ambitious. 

                                                                                                                                                            
22: Art 114.1 of the TFEU states the following: (…) The European Parliament and the Council shall, acting in accordance with the ordinary legislative 
procedure and after consulting the Economic and Social Committee, adopt the measures for the approximation of the provisions laid down by law, 
regulation or administrative action in Member States which have as their object the establishment and functioning of the internal market. 
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Nevertheless, despite the initial opposition from Germany (which was not persuaded about the 

legality of using Article 114 to provide for a centralised SRM), the centralised approach prevailed. 

For months Germany had been advocating a two-stage approach, with a first stage in which a 

network of national resolution authorities and funds would be set up, and a second stage in which 

a centralised SRM would be eventually established after the due Treaty revision. However, the 

legal services of the Council, the Commission and the ECB confirmed the legality of Article 114 to 

build up a centralised SRM, and so finally Germany had to give in.  

The Council’s December position reflected important concessions towards the centralised 

approach but, in the end it did not provide for a sufficiently European SRM. The general feeling 

was that it would not help banking union deliver the desired outcome in terms of reduced 

fragmentation and break of the vicious circle. First of all, it was the Council, instead of the 

Commission, which was proposed as the ultimate resolution authority; this rendered the decision-

making process less streamlined, more complex and vulnerable to political interferences as it 

involved too many stakeholders. There was a risk that the system would not work properly if the 

new Authority was unable to take swift decisions on time. Ideally the Single Resolution Authority 

should have been a newly created European institution, but this required a revision of the EU 

Treaty which would be extremely difficult to achieve within a reasonable timeframe. This is the 

reason why the European Council opted for a second-best solution. But the solution agreed was 

too complex and having the Council as the ultimate resolution authority (instead of the 

Commission) raised significant concerns and the 24-hour deadline given for any opposition to a 

decision by the Single Resolution Board appeared insufficient to avoid political deadlocks.  

Figure 12 

The Single Resolution Mechanism  

 
Source: BBVA Research 

Second, although a Single Fund was to be established from the beginning, the transition towards 

full mutualisation was too long and uncertain. There was increasing mutualisation in the loss 

absorption process but with a rather limited scope, whereas the Commission proposal proposed 

full mutualisation from the beginning. The Fund would be able to borrow money from third parties 

in case of need, but no explicit loan facility was provided for. As for public backstops, there would 

be a national bridge financing system in operation until 2024, to be succeeded by a European 
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public backstop, but no details were provided in relation to these two elements. There were more 

unknowns than knowns regarding the role to be played by these public backstops, which are key to 

bringing credibility to the Single Fund. Moreover, the key details of the Single Fund were ruled 

through an Inter-governmental Agreement (IGA) which was not part of the acquis communautaire 

(the EU legislation) and which therefore faced strong opposition from the Parliament.  

Overall, the Council’s position clearly fell short of the ambition of both the Commission and the 

Parliament blueprints and when the trialogues started, in January 2014, a timely final agreement 

between co-legislators seemed highly unlikely (Alonso 2014). Indeed, trialogue negotiations 

remained deadlocked for two months, given the wide disparity in the positions (Abascal et al 

2014a). But on 12 March co-legislators attended negotiations with new formal positions that 

incorporated important concessions from both sides.23 At that point, three main issues still blocked 

the final agreement: 

1. Ultimate Resolution Authority and decision making at the Board. Parliament insisted that it 

should be the Commission which triggered resolution, whereas the Council wanted to keep a 

decisive role in the process (with the possibility of vetoing or amending any Board decision 

within 24 hours at the request of the Commission).  

2. Build-up and mutualisation of the Single Resolution Fund. Parliament still wanted to build up 

the €55bn Fund over ten years (2016-2026) but could accept postponing full mutualisation to 

2019 (that means, in three years). The Council remained reluctant to significantly accelerate 

the transition path towards full mutualisation but started to consider a shortening of the path to 

eight years in exchange for a similar shortening in the build-up path.  

3. Boosting the liquidity of the Single Resolution Fund. Parliament insisted on putting in place a 

loan facility, preferably a public and European one, as a backstop to reinforce the strength and 

credibility of the Single Fund. The Council had strong reservations at that stage. The 

uncertainty was exacerbated by the lack of agreement on the final rules for the ESM direct 

bank recapitalisation tool.  

19 March marked the last chance to reach agreement within the 2009-14 legislature so both co-

legislators attended the trialogue meeting amid huge expectations and under severe pressure 

(Abascal et al 2014b). After a record 17-hour round of negotiations, they finally reached a 

provisional agreement, that was later confirmed by the Council’s and Parliament representatives. 

The Parliament Plenary endorsed the final text in its last session of the legislature (April 15) and 

the Council did the same during the summer (14 July). It is expected that the SRM Regulation will 

enter into force in September. As for the Inter-governmental Agreement (see below), 26 Member 

States signed the document on 21 May, opening the ratification period by Contracting Parties 

(including the necessary parliamentary scrutiny processes at the national level). All in all, the whole 

SRM legislative pack shall be enacted before the SSM becomes fully effective in November 2014 

(i.e. when the ECB takes on its full supervisory responsibilities over the euro zone banks). 

 

  

                                                                                                                                                            
23: The Parliament issued its revised position on 4 March. The Council revised its position after its latest ECOFIN meeting (11 March) and gave the Greek 
Presidency a new mandate for concluding negotiations with Parliament as soon as possible. 

http://www.europarl.europa.eu/sides/getDoc.do?pubRef=-%2f%2fEP%2f%2fTEXT%2bIM-PRESS%2b20140305IPR37601%2b0%2bDOC%2bXML%2bV0%2f%2fEN&language=EN
http://www.consilium.europa.eu/homepage/highlights/council-updates-its-position-on-the-single-resolution-mechanism?lang=en
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How will the SRM be structured and will be the SRM operational? Final 
design 

The SRB shall be operative already on January 2015, although it will not take on resolution powers 

until January 2016, along with the bail-in tool introduced by the BRRD for the EU-28. The Single 

Resolution Fund will therefore not be used in the context of the precautionary recapitalisations 

undertaken in the context of the AQR/Stress test exercises. The final SRM framework delivers a 

truly European SRM. It resembles the Parliament and Commission’s blueprint much more than 

previously anticipated by the Council’s position agreed in December 2013. It has enough 

independence and teeth to provide the SSM with a credible counterparty in resolution matters, 

decisively underpinning the creation of a strong and effective banking union.  

Most of the resolution decisions will be taken by an independent European agency, the Single 

Resolution Board (SRB), although from the legal standpoint the ultimate resolution authorities are 

both the Commission and the Council. The SRB will meet in two different sessions. The Plenary 

session will be composed of a Chair, a Vice-chair and four independent members, two permanent 

observers (i.,e with no vote) from the Commission and the ECB, and a representative from each 

National Resolution Authority of Member States participating in the SSM/SRM. The Executive 

session does not include national representatives except when deliberating on the resolution of a 

particular bank or banking group, in which case it would include a representative from the national 

resolution authorities concerned.  

The resolution plan of a failing bank will be adopted after a process that seeks to give the SRB as 

much independence as it is possible within the current EU legal framework. The main steps are the 

following: 

1. Resolution trigger. A bank will be placed in resolution only after the ECB (as the supervisor) 

determines that it is failing or about to fail (or the SRB determines so and communicates so to 

the ECB but the ECB does not react within 3 days). The SRB must also decide that (i) there 

are no private alternatives to resolution, and (ii) resolution is in the public interest.  

2. Placement of the entity under resolution. If the SRB considers that the resolution trigger must 

be activated (step1) it will place the bank under resolution and adopts a resolution plan in 

which it specifies which resolution tools shall be used and how and when the Single 

Resolution Fund shall be tapped. The adopted resolution plan must be immediately 

transmitted to the Commission.  

3. Scrutiny of the resolution plan by the Commission and the Council. Once the SRB 

communicates a resolution plan to the Commission, the Commission has 24h to either 

endorse it or reject it (and propose amendments). The Council only gets involved at the 

request of the Commission, which can reject the plan for three main reasons. If it doubts that 

the plan will not preserve the public interest it must ask the Council, within the first 12h, to veto 

the plan (in which case the bank is liquidated according to national insolvency laws). If the 

Commission rejects the plan because it does not agree with the proposed use of the Fund it 

shall ask the Council, within the first 12h, to approve a material change in the use of the Fund. 

In that case the Council has 12h more to decide upon the Commission proposal (by simple 

majority). Finally the Commission can reject the plan and propose amendments for other 

discretionary reasons and in this process the Council is not involved. If the plan is rejected, the 

Council or the Commission (as the case may be) must provide reasons for their objections. 
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4. Adoption of the plan. If no objection is raised by either the Council or the Commission within 

24 hours, the SRB plan gets automatically adopted. If the plan must undergo changes as a 

result of the scrutiny process by the Commission/Council, the SRB has 8h to modify it 

accordingly and to issue instructions to the National Resolution Authorities to take the 

necessary measures to implement the plan. 

Figure 13 

How will resolution decisions be taken? 

 
ECB – European Central Bank; EC – European Commission; SRB – Single Resolution Board; NRAs – National Resolution Authorities;                                
Source: BBVA Research 

The Executive session of the SRB (with each member having one vote) will prepare and take most 

of the decisions related to the resolution plan. If the Executive cannot reach a consensus then the 

Chair, the Vice-chair (which will have also the role of Director of the SRF) and the four permanent 

members will take a decision by simple majority. When the resolution plan requires using more 

than €5bn from the Resolution Fund (or twice this amount if it is used only for liquidity purposes)24 

the Plenary can veto or amend the Executive proposal upon proposal by at least one of the 

Plenary members. When the 12-month accumulated use of the Fund reaches the €5bn threshold, 

the Plenary will provide guidance which shall be followed by the Executive in future resolution 

decisions.  

                                                                                                                                                            
24: Any liquidity support shall contribute with a 50% weight towards this threshold whereas capital support will compute at 100%.  
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The Plenary of the SRB will take decisions by simple majority when it deliberates on issues of 

a general nature (budget, work-plan, rules of procedure, etc). However, when the Plenary is 

deliberating on the use of the Fund over the €5bn threshold a minimum number of members 

representing at least a 30% of the Fund capacity must support the decision voted by simple 

majority. Moreover, for any decisions involving the transitional period until the SRF is fully 

mutualised, the Plenary shall also decide on any raising of ex post contributions from the 

banks and on voluntary borrowing between compartments and in this case the voting rules are 

also special. During the 8-year transitional phase these decisions will require a majority of two-

thirds of the Plenary members, representing at least 50% of contributions to the SRF. After 

2024 they will require a majority of two-thirds of the members, representing at least 30% of 

contributions to the SRF. 

 

 

Figure 14 

Preparing the draft resolution scheme within the SRB 

 
Source: BBVA Research 
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Box 6. The kick-off the Single Resolution Board 

 

On 10 July, the Official Journal of the European 
Union published the first vacancies for members 
to constitute the Single Resolution Board (SRB), 
including the posts of Chair and Vice-chair. 
According to the SRM Regulation (endorsed by 
the Council on 14 July), the SRB, together with 
the first private contributions to cover its 
administrative costs, should be established (and 
collected) before January 2015, this means, in 
less than six months. 

A SRB in six months. The SRM Regulation 
envisages that the SRB should become 
operational and start the preparation of 
resolution plans already this January. The 
remaining structures of the new authority would 
be developed during 2015 and 2016 (the new 
staff should grow from 30 in January and 120 in 
December 2015 to a final amount of 250).  

The selection of the top management 
(permanent members) of the SRB (see chart) 
has already started and will end this autumn. 
The Commission will present a short list of 
candidates chosen through an open selection 
procedure that shall be approved by both the 
Parliament and the Council before the end of 
the year. It has also published the first 
vacancies to fulfil initial support posts (IT 
services, human resources...). In the meantime, 
the early work is being developed by the 
Commission through a five-member task force 
constituted in May, and it is expected that a 
senior staff member of the Commission will be 
elected as an interim chair soon. 

Administrative costs of the SRB. The 
administrative expenses incurred by the SRB 
will be covered completely through 
contributions from the banking industry and 

the first disbursement shall take place before 
January 2015. To this end, in the next six 
months, the Commission should prepare the 
rules of establishing those contributions and 
get them approved in order to collect the 
money before the SRB becomes operational. 
Due to this challenging timetable and the SRB 
temporary inability to collect and administer its 
own budget, the Commission is considering 
dividing the payment into three stages: 

1. Stage 1: all the administrative expenses 
incurred in the early preparations until the 
entrance into force of the SRM Regulation 
(09/2014) would be covered entirely from 
the budget of the Commission. 

2. Stage 2: the costs incurred during the end 
of 2014 and 2015 (€25mn) would be 
equally split only between those banks 
under direct responsibility of the SRB. The 
reason behind this temporary reduced 
scope is that the SRB itself would be 
unable to manage contributions from 
thousands of banks. 

3. Stage 3: a final delegated act would be 
developed in 2015, once the structures of 
the single resolution authority are 
developed and the SRB is ready to collect 
the appropriate payments to cover 2016’s 
costs from all the banks under SRM. In 
order to maintain some simplicity, the 
methodology would be similar to the one 
established to collect the supervisory fees 
under the SSM (and possibly, collected 
together since 2015). This delegated act 
would take into consideration the money 
disbursed by some banks in stage 2 and 
compensate them if necessary. 

Figure 15 

Single Resolution Board 

 
Source: BBVA Research 
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How will the Single Resolution Fund be funded? Will there be appropriate 
backstops? 

Figure 16 

Use of the Single Resolution Fund (2016 – 2024) 

 
Source: BBVA Research 

There will be a Single Resolution Fund in place since January 2016. It will be built-up from the 

individual contributions of banks and will reach an overall ex-ante capacity of €55bn in 2024. During 

this transition period the Single Fund will be composed of national compartments that will be subject 

to a gradual mutualisation that will be complete in 2024, when the national compartments will be fully 

merged and disappear. Mutualisation will reach 40% already in the first year, it will increase to 60% 

in the second year, and will then increase by 6.6% annually until reaching 100% in 2024. The 

sequence for bearing resolution costs will be as follows: 

1. Step 1. The national compartments of the affected host and host Member States would be 

used first, in order to cover the resolution costs remaining after the bail-in. The first year these 

compartments will be used up to 100% of their capacity; the second and third years they will 

be used up to a 60% and 40% of their capacity respectively and the subsequent years the 

percentage will decline on a linear basis (6,67% per year) until achieving 0% in 2024.   

2. Step 2. If step 1 is not sufficient to cover costs a portion of all compartments (including those 

of the concerned Member States) would be used, according to the aforementioned 

mutualisation profile: 40% in the first year, 60% in the second year and thereafter increasing 

linearly (6,67% per year) until reaching 100%.  

3. Step 3. If more costs need still to be covered, any remaining funds of the concerned 

compartments would be used. 

Beyond steps 1 to 3, the Single Fund will be able to (i) raise additional funds (ex-post 

contributions), (ii) manage temporary lending between national compartments, or (iii) borrow funds 

from the markets when needed to cover any residual resolution costs.  

Overall, this design represents a substantial improvement vis à vis the Council’s December 

agreement as it not only shortens the transition period but also enhances the credibility of the Fund 

and guarantees a significant pooling of European private contributions in the first two years (60%, 

vis-à-vis the 20% initially supported by the Council).  
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Figure 17 

The speed up of the progressive mutualisation of funds  

 
Source: BBVA Research 

The €55bn overall capacity ex-ante of the Single Fund has been criticised for being too low. 

However, it is important to keep in mind that the Single Fund would be used as a private backstop, 

after an 8% bail-in has already been applied to cover the capital gap, in line with the BRRD. 

Moreover, a cap of 5% of the bank’s liabilities would apply in the use of the Single Fund (again in 

line with the BRRD) which makes it extremely unlikely that the Fund might get depleted 

prematurely (indeed this sum would have been sufficient to cover losses in most of the recent 

banking crises in Europe, according to the Commission). Finally, it must be recalled that the €55bn 

figure refers to an ex-ante target level and that ex-post financing mechanisms are also foreseen, to 

increase the firepower of the Single Fund in case of need (ex-post contributions, private loans from 

the markets or a credit facility).  

Even if extremely unlikely, the scenario under which the Single Fund needs to raise extra 

resources ex-post, or even resort to a public backstop, cannot be fully discounted, either because 

the 5% cap has been exceeded or because the Single Fund has run out of funds. In this sense, the 

details of the private loan facility should be defined as soon as possible in order to reduce 

uncertainty. Moreover, the absence of a common (European) public backstop until 2024 is clearly a 

weakness, as it somehow undermines the credibility of the SRM and could eventually jeopardise 

the positive perceptions of the stabilisation effects anticipated from banking union. During the 

eight-year transition period, a bridge financing will be available either from national sources, 

backed by bank levies, or from the ESM in line with existing tools, which points to a potentially 

significant role to be played by the ESM direct recapitalisation tool, but this has still to be 

confirmed.  

Main challenges ahead for the SRM 

Although it will not fully assume resolution powers until January 2016, the SRM will have to be 

established in less than six months starting from now as the Regulation will apply a of January 

2015. This tight deadline imposes several challenges from an operational perspective, including 

the constitution of the Board (and the appointment of its Chair and the four permanent members), 

and the recruitment of a significant number of qualified professionals.  
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Moreover, the Council and the Board will have to design and establish the private loan facility 

before January 2016, which requires taking concrete and significant steps in the near future. In 

addition, the Council will have to develop the methodology to calculate fees to cover the Board’s 

administrative costs and the methodology to calculate individual banks’ contributions to the SRF in 

the coming months (through a delegated act and following a proposal by the Commission). The 

proposed methodology must be fully aligned with the BRRD principles and must therefore take into 

account the overall significance of each bank within the SSM banking sector (measured in terms of 

liabilities net of own funds and covered deposits), duly adjusted by the risk profile of the bank. This 

issue may prove highly contentious, with different Member States adopting different positions with 

respect to their preferred contribution formula, depending on the relative position of their respective 

banks (within the SSM scope) in terms of net liabilities and riskiness. 
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Intermission III: Expected benefits and the way forward 

A well-designed banking union will be the best catalyst for restoring financial integration and 

breaking the vicious sovereign-banking circle which is stopping the transmission channel of the 

ECB’s monetary policy from working properly.  

 The progress achieved so far has already contained and reduced the fragmentation process. 

The announcement of the creation of banking union at the end of June 2012, together with firm 

action on the part of the ECB and Mr. Draghi’s famous words: “the ECB is ready to do whatever 

it takes to preserve the euro” have played a crucial role in containing market fragmentation and 

returning credibility and confidence in the euro to the markets.  

 Banking union will help strengthening and preserving the integrity of the single market by 

creating a true level playing field. In this vein, this process is positive for the eurozone and also 

for Europe. 

 It will contribute to restore the monetary policy transmission channel, helping to achieve the 

needed convergence in interest rates. The key benefit to be reaped by banking union is that the 

same risk is equally priced regardless of where the risk is located. It will also put an end to the 

longstanding inconsistency between a single monetary policy and national mandates on the 

supervision of banks.  

Figure  18 

Expected benefits of banking union 

 
Source: BBVA Research 

 It will reinforce trust between supervisors and practices of renationalising financial systems are 

bound to disappear thanks to the existence of single supervision and the application of a sole 

supervisory criterion.  

 It will ensure that banks are going to be resolved with the same rules whatever country the 

institution is based in. Issues such as the size of the resolution fund are no longer pertinent 

because all the participating entities are going to share the same fund. The possibility of bail-out 

in one country because its Treasury is strong and not in another because its sovereign cannot 

afford it, will disappear to a large extent.   

I

II

IV

Strengthening the integrity of the 

Single Market 

Restoration of the monetary 

policy transmission channel

Reinforcement of the trust to 

financial supervision

Different rules, supervision, 

resolution and protection

VIII

Elimination of practices of 

financial renationalisation

V

VII

Reduction of fragmentation of 

the EU financial market

III

Greater efficiency and a more 

competitive environment

VI

Contribution to eliminate the 

feedback loop sovereign.-banking



 
 

 42 / 52 www.bbvaresearch.com 

Working Paper 

July.2014 

 It will provide the optimal feeding ground to achieve an efficient financial sector in the eurozone. 

The banking union will bring a more competitive environment and banks will have to become 

more efficient to compete in this new demanding framework. 

In conclusion, banking union would allow participating member states to reap important benefits 

from this integrative project. Certainly, the progress achieved up to now is a very promising starting 

point not only because it has been built in a record time but also because it represents the greatest 

transfer of sovereignty since the creation of the euro. Nevertheless, there is room for improvement.  

On the one hand, the uncertainty on the common public backstop should be urgently dispelled. 

Providing the Single Fund with a strong financial firepower is essential for its credibility. The 

inclusion of a credit line is also an important step forward, especially in conjunction with a swift 

mutualisation profile. But the absence of a common public backstop might end up undermining the 

credibility of the SRM and the SSM. For the time being, the ESM direct recapitalisation tool would 

mitigate any pressure on this front. 

On the other hand, banking union 1.0 will have to be completed in the near future with a Single 

Deposit Guarantee Scheme in order to build up a fully stable banking union of second generation. 

This final element is perhaps the most difficult to achieve and is closely linked to fiscal union, that 

is why it is a more long-term aim and will probably require a change in the treaty.  

The future of Europe can only be based on more Europe. During the crisis, Europe has often acted 

with urgency, building Europe out of the treaties and signing intergovernmental agreements such 

as the case of the ESM, the Fiscal Compact or the Single Resolution Fund. The next step should 

be a change in the Treaties to integrate these regulations under the acquis communautaire, that is, 

under the European legislative and architectural framework. It is difficult to know how long this 

discussion would take and currently it is perceived as a long term issue. However, it also seems an 

unavoidable step to be taken by Europe should the European governance is to be enhanced, so 

the sooner the better. 

Moreover, it should be highlighted that banking union cannot guarantee on its own that total 

financial integration will be achieved. Banking union would have to be completed and move 

towards deeper economic, fiscal and political union in order to put an end to persistent 

fragmentation, even encompassing a change of the Treaties when the preconditions are met so 

political constraints can be overcome.  
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Box 7. Links to key banking union documents 

0. Towards A Genuine Economic and Monetary Union (The Four Presidents’ Report) 

 

1. Foundations: single rulebook 

 Capital Requirements Directive IV (CRDIV) and Capital Requirements Regulation (CRR) 

 Bank Recovery and Resolution Directive (BRRD) 

 Directive on Deposit Guarantee Schemes (DGSD) 

 

2. Pillar I: Single Supervisory Mechanism 

 Single Supervisory Mechanism Regulation (SSM) 

 Regulation with specific changes to the Regulation establishing the EBA (EBA Regulation) 

 Single Supervisory Mechanism Framework Regulation (SSM Framework) 

 

3. Pillar II: Single Resolution Mechanism 

 Single Resolution Mechanism Regulation (Council endorsement) 

 Intergovernmental Agreement (IGA) 

 

4. Comprehensive assessment  

 Notes on the comprehensive assessment (October 2013, February 2014, April 2014 and July 

2014) 

 Main features of the 2014 EU-wide stress test (January 2014) 

 Manual for the asset quality review (March 2014) 

 Common methodology and scenario for 2014 EU-banks stress (April 2014) 

 

5. Backstops arrangements 

 Communication on the application of State Aid rules (July 2013) 

 Council rules on addressing capital shortfalls in the context of the comprehensive 

assessment (November 2013 and July 2014) 

 Direct bank recapitalisation by the European Stability Mechanism  

‒ Main features of the operational framework (June 2013)  

‒ Eurogroup preliminary agreement (June 2014) 

‒ ESM frequent questions and answers (June 2014)  

 

http://www.consilium.europa.eu/uedocs/cms_Data/docs/pressdata/en/ec/134069.pdf
http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32013L0036&from=EN
http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32013R0575&from=EN
http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014L0059&from=EN
http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014L0049&from=EN
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:L:2013:287:0063:0089:EN:PDF
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:L:2013:287:0005:0014:EN:PDF
http://www.ecb.europa.eu/ecb/legal/pdf/celex_32014r0468_en_txt.pdf
http://register.consilium.europa.eu/doc/srv?l=EN&f=PE%2088%202014%20INIT
http://register.consilium.europa.eu/doc/srv?l=EN&f=ST%208457%202014%20INIT
http://www.ecb.europa.eu/pub/pdf/other/notecomprehensiveassessment201310en.pdf
http://www.ecb.europa.eu/pub/pdf/other/notecomprehensiveassessment201402en.pdf?120cf5522a79fe53cd30a54aaf34f55d
http://www.ecb.europa.eu/pub/pdf/other/notecomprehensiveassessment201404en.pdf?f76543999bdb25be25521bd9728f41d8
http://www.ecb.europa.eu/pub/pdf/other/notecomprehensiveassessment201407en.pdf?4483c06273561996a534889237984162
http://www.ecb.europa.eu/pub/pdf/other/notecomprehensiveassessment201407en.pdf?4483c06273561996a534889237984162
https://www.eba.europa.eu/documents/10180/563711/Communication+on+the+2014+EU-wide+stress+test.pdf
http://www.ecb.europa.eu/pub/pdf/other/assetqualityreviewphase2manual201403en.pdf?e8cc41ce0e4ee40222cbe148574e4af7
https://www.eba.europa.eu/-/eba-publishes-common-methodology-and-scenario-for-2014-eu-banks-stress-test
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:C:2013:216:0001:0015:EN:PDF
http://www.consilium.europa.eu/uedocs/cms_data/docs/pressdata/en/ecofin/139626.pdf
http://www.consilium.europa.eu/uedocs/cms_data/docs/pressdata/en/ecofin/143781.pdf
http://www.eurozone.europa.eu/media/436873/20130621-ESM-direct-recaps-main-features.pdf
http://www.eurozone.europa.eu/media/533095/20140610-eurogroup-president-direct-recapitalisation.pdf
http://www.esm.europa.eu/pdf/FAQPreliminaryDRIJune2014.pdf
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Conclusion 

From the onset of the process it was clear that the banking union project would mark a 

breakthrough in the EU’s history and that a fully-fledged union could not be built up overnight. 

Banking union represents the biggest cession of sovereignty in Europe since the creation of the 

euro. Still, all along the process a strong political will and sense of urgency have for the most part 

prevailed, both at the Council level and in Parliament, which has been instrumental in delivering a 

timely and credible banking union. At some points there was a risk of getting stuck because of 

complacency, but fortunately EU leaders were able to reach consensus on key issues. Three-

quarters of the legislative process were completed in less than two years. At least six new 

Directives and/or Regulations (including the single rulebook), plus some inter-institutional 

agreements, one inter-governmental agreement and several technical standards have been 

involved in the process towards the first banking union in history. This has implied a great deal of 

legislative work, and endless negotiations at the highest political and technical levels. The 

legislative road often tends to be long and painful, and there is always the risk of getting stuck, but 

Europe has shown the capacity to agree on very difficult issues and under stressed conditions. 

At the moment of writing, fragmentation levels are still too high for a single currency. It is very 

important to stick to the roadmap agreed in June 2012. Funding pressures are lower than in the 

past 18 months and the ‘doom loop’ has certainly loosened; but its threat is still there, like a 

sword of Damocles. Credit supply remains mostly retrenched within national borders, causing 

significant gaps in the cost of credit between core countries and the periphery, thereby impairing 

the transmission of monetary policy. Against this backdrop, it is both understandable and a relief 

that the EU legislators were able to agree on a way to bring forward a credible and strong 

banking union to help restore, once and for all, both banking stability and fiscal sustainability in 

the eurozone.  

At some point in time, a reform of the Treaty would be necessary to get the banking union 2.0 

version that is needed to achieve a genuine economic and monetary union. Given the political 

constraints, it is difficult to anticipate when this change will occur. But for now the banking union 

that has been provided for is fit for purpose, as it will put an end to the mismatch between a 

centralised monetary policy and national banking responsibilities. To do so, it will be built over the 

foundations of the EU single rulebook and will have two master pillars: a credible and strong single 

supervisor and a credible and strong single resolution mechanism. In the medium-term, there are 

reasonable expectations that there will also be a third pillar providing a common safety-net (i.e. a 

Single Deposit Guarantee Scheme).  

The absence of a single DGS clearly emerges as the main casualty of the express process that 

has made possible a banking union in less than two years, 25 and also one of its potential main 

weaknesses if it is not addressed in the medium-term. But we must also recognise that a single 

DGS is not essential to ensure the good functioning of the banking union that we need today, 

which we shall call banking union 1.0. First of all, the new Deposit Guarantee Scheme Directive 

(DGSG) provides for a sufficiently high degree of harmonisation in deposit protection across the 

EU and a fair ex-ante funding level and appropriate ex-post funding arrangements, including the 

activation, where necessary, of borrowings between national systems, even if only on a voluntary 

basis. It is extremely unlikely that the Single Resolution Board (guided by the new bank resolution 

                                                                                                                                                            
25: In August 2013 the Commission issued an updated version of its roadmap (EC 2013) to complete banking union, in which it officially recognised that it 
would not have a single DGS at this stage. The priority was put on reaching agreement on a common network of (properly ex-ante funded) national deposit 
guarantee schemes in the new Deposit Guarantee Scheme Directive, which was finally agreed in December 2013. 

http://europa.eu/rapid/press-release_MEMO-13-679_en.htm
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framework under the BRRD), would ever liquidate a significant EU bank if that were to jeopardise 

financial stability and go against the public interest (which would be the case if one or several DGS 

were called upon at the same time and were unable to honour their repayment compromises). So 

the probability of having a country either under serious threat of a bank run or under unbearable 

fiscal pressure to cover its DGS obligations is, under the new single rulebook, much more remote 

that in the past (though it is certainly not non-existent).  

On the other hand, it should also be recognised that the lack of political will required to agree on a 

single DGS (which incorporates elements of fiscal mutualisation), as well as the extended time 

required to amend the Treaty along the lines of a fiscal union, would have rendered it virtually 

impossible to achieve a banking union now. Just as the fathers of the euro knew that, by keeping 

national supervisory mandates they were not creating the optimal EMU, and that the day would 

come when it would be imperative to complement that EMU 1.0 with common banking supervision 

and resolution mechanisms to make it stronger and complete (an EMU 2.0), today the lack of a 

single DGS can be temporarily accepted as the lesser evil, for the sake of having a banking union 

in place by 2015. But this banking union 1.0 will need to be completed in the near future with a 

single DGS, in order to build up a fully stable banking union 2.0.  

By providing integrated bank supervisory and resolution frameworks, banking union will preserve 

the integrity of the euro, helping the EMU to overcome the current fragmentation problem and to 

break the vicious circle between banks and sovereign risks. But only with further integration on the 

financial retail markets as well as on the fiscal, economic and political fronts will the eurozone be 

able to restore a sustainable virtuous circle of financial integration, growth and prosperity for 

Europe. Additionally, Europe would also need to streamline its governance and to enter into a 

revision of all different levers created to handle the crisis, especially those materialised in 

intergovernmental agreements. In order to make this European governance easier to understand 

and more robust it would be needed to integrate them under the acquis communautaire. Hopefully, 

the new European mandate will devote intense efforts to discuss these next steps but this shall be 

the subject of another study.  
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