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5. New package of banking reforms

Content and timing of the proposal

The European Commission presented on 23th November a new comprehensive package of reforms to
further strengthen the resilience of European banks. The package of measures includes the implementation
of outstanding international standards and, at the same time, certain amendments to take into account
European specificities or unintended consequences identified in the Call For Evidence. This is in line with the
defined roadmap for completing the Banking Union which established that bank’s risk reduction was needed
before moving forward. The spirit of the Capital Markets Union is also present as the Commission wants to
ensure that strong banks continue to play a key role in supporting growth and financing the economy.

The scope of this revision is double:

1. Prudential framework: the Capital Requirements Regulation (CRR) and the Capital Requirement
Directive (CRD IV) are amended to introduce international standards and technical improvements.

a) Main changes in CRR include:

e A mandatory leverage ratio of 3% of Tier 1 aimed at preventing excessive leverage and at acting as
a backstop to internal model-based capital requirements. No buffer for GSIBs has been included.

o Implementation of the Net Stable Funding Ratio (NSFR), to promote a sustainable funding
structure, with some adjustment from Basel so as to adjust to European specificities.

e Specification of the Minimum Requirement for Own Funds and Eligible Liabilities (MREL) for
global systemically important banks (G-SIBs). It will be determined on a case-by-case basis for the
rest of entities.

e A new standardized approach for measuring counterparty credit risk exposure, that replaces the
Current Exposure Method and the Standard Method, aimed at increasing risk-sensitivity in non-
internal models.

e Implementation of the Fundamental Review of the Trading Book (FRTB), including modifications
to both the standard and internal approaches and a new definition of trading desk.

e New rules for exposures to central counterparties (CCPs) and the treatment of default funds in
both qualifying and non-qualifying CCPs.

e New framework for equity investment in funds, with revised conditions for the use of the different
methods allowed.

¢ Implementation of the new Large Exposure Framework, which includes: i) a new capital base (Tier
1 instead of eligible capital), ii) a hardened requirement for exposures of a G-SIB to another G-SIB
(limit set at 15% of Tier 1) and iii) a final provision requiring that sovereign exposures incurred from
November 2016 are subject to this framework (with a phase in period of three years).
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e New disclosure requirements, to enhance consistency with the new Pillar 1 and ensure a
proportionate application of these requirements.

b) Main changes in CRD IV include:

e Implementation of a new framework for measuring the interest rate risk in the baking book, which
remains as a Pillar 2 risk.

e Update of the criteria and powers of the Commission to exempt entities from the compliance of the
CRR and the CRD IV.

¢ Inclusion of financial and mixed financial holdings under the scope of CRD IV. A provision is
introduced so that third country banking groups, which are G-SIBs or have total assets above EUR
30 billion and two or more subsidiaries operating in the EU, have to establish an intermediate parent
undertaking in the EU.

¢ Remuneration rules have been adapted to ensure their proportional application. Small and non-
complex institutions will not be subject to deferral rules and pay-out requirement in their variable
remuneration.

e Pillar 2 framework is clarified, differentiating between Pillar 2 requirement and guidance. Also light
is shed regarding the stacking order for the activation of capital conservation measure.

2. Resolution framework: the Bank Recovery and Resolution Directive is also modified to include:
o Clarification of the MREL requirement and a harmonised ranking of unsecured debt instruments in
insolvency hierarchy.

The Commission’s proposal is only the first step in the European legislative process. Negotiations will now
begin in the Parliament and the Council, both of which need to reach an internal agreement before trilogues
can begin and a final text is agreed. The negotiation process is expected to last approximately one year, and
after the approval of the final text, the different measures will have a specific date for their entry into force.
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Figure 1

Commission’s legislative package
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BBVA Research assessment

The Commission’s proposals present a wide and comprehensive review. The implementation of
international standards is positive and technical improvements are welcomed. After three years of
application of the current prudential framework, we are in a good position to identify issues that are not
working as expected.

Adjustments made to reflect European specificities are welcome. Nevertheless, it is also necessary
to take into account the specificities of the markets in which European banking groups operate in order
not to unduly penalise banking groups with a global footprint.

Clarification of the new Pillar 2 framework is very positive, as legal certainty was needed.
Nevertheless, the breach of the MREL requirement should not trigger the activation of the Maximum

Distributable Amount (MDA), as this requirement has a different nature than the prudential requirements.

This legislative proposal already includes some of the standards that have been discussed under
the review of the Basel lll framework, namely: i) the new framework for interest rate risk in the banking
book, ii) the revised standardised approach for counterparty credit risk and iii) the fundamental review of
the trading book. The rest of the elements of the so-called Basel IV remain under discussion by the group
of governors and heads of supervision (GHOS) and will be implemented into the European framework
once an international agreement has been reached.
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.
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