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1. Future trends in European banking regulation

Reflections on possible scenarios in the EU regulation roadmap

A view on future trends in European banking regulation requires an understanding of the current regulatory
framework, and debate on the EU’ s future in the aftermath of Brexit. Generally, there are wide-ranging
questions in Europe over the course and pace that regulators will choose in the next 5-10 years, and banks
must weigh up potential trends to anticipate future changes. This analysis seeks to stimulate discussion on
potential trends.

This kind of exercise requires predicting how the market will react to new regulatory constraints and trying to anticipate
what the future goals of regulators might be. The article summarises expected medium and long term trends in
European financial regulation, while identifying new potential regulatory developments.*

From an overall standpoint the study identifies twelve main trends that may impact the EU banking system in the
medium term across a variety of topics, namely capital, resolution, proportionality, sovereign exposures, the
equivalence framework, internal governance, consumer protection, supervision, digital regulation, sustainable finance,
macroprudential regulation and the tendency toward deregulation (see Figure 1 below).
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1: The analysis and trends described in this article should not be considered as certain. They are the product of the expert, yet subjective judgement of BBVA
Research’s regulation team. This exercise should instead be regarded as an initial foray into assessing both potential regulatory trends and their consequences for the
industry that is designed to foster debate on the future of regulation.
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e Increased simplicity in capital requirements, with consequent reduced risk sensitivity in prudential
frameworks. The work underway in the BCBS for the finalization of the Basel 11l framework can point to a future
prudential framework characterized by a quest for simplicity and comparability for capital ratios. The introduction of
risk-sensitive capital requirements and internal models for them have been milestones in the evolution of the
prudential framework. Nevertheless, doubts have recently emerged regarding the complexity of internal models
and the lack of comparability of capital ratios among entities that use them. Specifically, within the EU it has been
suggested that national decisions on authorising and supervising these models have exacerbated complexity and
comparability shortcomings of this kind. It is therefore likely that this trend may materialise.

e Modification of the resolution framework to eliminate current loopholes. Recent resolution cases in Europe
have evidenced that the current framework needs to be revised to build on the idea that taxpayers should not
shoulder the cost of any crisis. Furthermore, the rules on liquidity and state aid are very likely to be reviewed for
resolution cases, and some aspects of the G-SIB framework might be extended to D-SIBs.

e Greater proportionality in financial regulation and supervision, and convergence with accounting
practices. Regulatory requirements in the fields of reporting and disclosing standards will take into account the
size and complexity of the entities. Additionally, we should expect greater convergence between the
regulatory/supervisory and the accounting framework given the increasing importance of the latter, accompanied
by a review of the stress test framework.

e Changes in the treatment of sovereign exposures. There is an ongoing debate at European level on whether
sovereign exposures should continue to enjoy privileged treatment (0% risk weight, exemption from large exposure
limitations, and top-tier, high-quality asset status for the purposes of liquidity regulation). Alternatives range from
applying a positive risk weight for sovereigns, to the application of large exposure limits, or a combination of both.
Nevertheless, such a change is not very likely to take place in Europe within the next five years. Furthermore, even
were it to be approved, such a measure would need domestic legislative implementation in the EU accompanied
by a long transitional period to allow banks to manage their exposures.

e Advances in EU Institutional framework reform and political integration. As stated in the European
Commission’s reflection paper on the deepening of the EMU, steps are likely to be taken within the next few years
to enshrine the Fiscal Compact and the ESM in EU Law. Over a longer time-frame we can expect a little progress
in setting up a common Treasury, which could be tasked with issuance of the new common debt instrument.
Nevertheless, for these institutional projects to be matured, two European regulatory projects must be seen
through to completion: the Banking Union (Backstop and EDIS) and the Capital Markets Union.

e Increasing the importance of internal governance for decision-making and the alignment of compensation
incentives. Regulators are increasingly turning their focus to internal governance arrangements, with decision-
making processes coming under supervisory surveillance. There are already examples in this field, i.e. regulatory
requirements for some employees to prove they are suited to carrying out their tasks. Additionally, there are further
regulatory changes expected on compensation regimes (setting up remuneration and salaries), reflecting the
tendency to align monetary incentives (such as bonuses) with non-monetary objectives (such as promoting stability
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or sustainable growth). Finally, senior management positions are likely to become increasingly accountable for
their actions. All these changes could lead to reputational gains insofar as institutions become more trustworthy.

e More focus on topics relating to consumer protection and reputational risk. There is a trend towards
concentrating on the protection of retail customers and stepping up financial education in all regulatory
frameworks. Regulatory changes aimed at protecting consumers, coupled with changes in internal governance and
compensation schemes (as commented before) are likely to have effects on the reputational risk of banks.

e Harmonisation of supervision & NPL management. There is scope for further homogenisation of supervisory
practices in the coming years. Although options and discretions (O&D) in the current framework grant national
authorities flexibility to deal with different situations, they lead to an unlevel playing field.? The ECB is making
significant efforts to address this issue so, going forward, we are very likely to move towards a more harmonised
system.3 Moreover, in the coming years Member States are likely to start incorporating new tools and strategies to
deal with NPL management and to develop secondary markets for these assets.

e More focus on digital regulatory frameworks. A drive to extend the regulatory and supervisory boundaries to
currently unregulated activities is expected. Supervisors will prioritise FinTech and coordinate national initiatives to
promote innovation and strengthen cybersecurity while always being conscious of technological innovation.

e Development of sustainable finance. Future legislation will promote sustainable finance, while ensuring financial
stability. Regulators will consider environmental, social and governance-related factors and risks.

e Centralisation of macroprudential regulation and an increasing focus on systemic entities. Macroprudential
regulation and supervision is expected to take on increasing importance, featuring EU-wide homogenization and
centralisation through a more effective European Systemic Risk Board.

e Possible deregulation. The possibility of deregulation in Europe should not be discarded if third countries go
along such a path. An intensive deregulation process in the USA or in the UK as a consequence of Brexit could
trigger similar moves in the EU, although such a course would not be desirable.

2: For example, there are O&Ds regarding rules for capital instruments or the method to calculate own funds and liquidity requirements.
3: The banking union would greatly benefit from a more harmonised insolvency framework as it would facilitate many decisions and processes when banks are failing or
likely to fail.
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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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