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Europe closed 2017 with a discussion at the Euro Summit on the future of Economic and Monetary Union
(EMU) and banking union. There was wide consensus among European leaders regarding the need to
complete banking union, in order that it might realise its full potential as a cornerstone of a strong EMU and
complement the Capital Markets Union.

Banking union forms a part of the EU plan to redress monetary union institutional shortcomings and resume
the project which seeks greater European financial integration and growth over the coming decade. The aim
is not to mutualise past problems (such as legacy assets), but rather to deal with future issues. A well-
designed banking union will be the best catalyst to ensure a strengthening of financial integration, by
breaking the sovereign debt-bank debt vicious circle and creating a framework that facilitates swifter
resolution of future crises.

The banking union that was set up in 2012 represented the greatest transfer of sovereignty since the
creation of the euro, and was of paramount importance when tackling the currency's worst crisis to date. In
record time, European authorities put in place a single regulatory system and a new institutional framework
for a transfer of competences from national authorities to supra-national authorities (in supervisory and
resolution matters), ensuring unified criteria and mutualising part of banking risk.

Nevertheless, the new framework remains unfinished. Of the four key banking union elements - regulation,
supervision, resolution and deposit insurance - only the first three can be said to be fully functional (albeit
with certain aspects that can be improved upon). This framework needs to be completed with the creation of
a single deposit guarantee fund and the establishment of a common backstop to the Single Resolution Fund
that finally breaks the close relationship between government bond and banking sector risk, the so-called
“sovereign-bank circle of doom”. It would also be beneficial to review how banking union elements function,
in order to ensure equal implementation in form and spirit in the various eurozone jurisdictions.

In 2017, the European Commission compiled all views on the need to complete banking union in a series of
reports and plans, the aim of which was to ensure an agreement on all pending elements in 2018, with risk
reduction and distribution measures.

The successful implementation of the measures under consideration will depend on the result of political
negotiations between member states in the eurozone, where there are significant discrepancies regarding
the priorities which need to be resolved first. While central European countries are in favour of a reduction in
current risk before considering mutualisation, other countries have underlined the importance of not losing
the reforming momentum. This is especially true when dealing with the proposal to set up a single deposit
guarantee fund in Europe, which is essential to completing banking union.

In its most recent communiqué, prior to the December Euro Summit, the European Commission outlined a
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reform package with specific initiatives designed to move EMU forward over the next 18 months, including
the proposal to turn the European Financial Stability Facility (EFSF) into a European Monetary Fund, with
the capacity to bail out countries and banks without any problem.

Nevertheless, the package of measures presented at the Summit only featured an agreement to move
forward in three areas. Firstly, this involved setting up a common protectionary mechanism for the Single
Resolution Fund, possibly in the form of a line of European Financial Stability Facility credit. Secondly was a
proposal to move ahead with the implementation of EFSF, possibly as something which could be called the
European Monetary Fund. Thirdly, the agreement sought to move banking union forward with the gradual
introduction of a single deposit guarantee fund.

In order that banking union might be successful, Europe must not lose momentum, completing the project
with a single deposit guarantee fund which ensures full mutualisation after a period of transition, as together
with the Capital Markets Union this will result in a more stable and integrated financial system. For this
reason, Europe should seize the opportunity presented by the currently favourable economic panorama to
move forward with the necessary reforms.
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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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