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ANNEX 6: SPECIFIC IMPACTS OF PREFERRED POLICY OPTIONS

1. Impact on administrative and operational costs

The different policy proposals included in this legislative initiative would impact
administrative and operational costs in different ways.

Improving the current framework for calculating risk-based capital requirements would
mainly lead to one-off operational cost to develop the new systems required to calculate
the revised capital requirements introduced by the final elements of the Basel 11l reform.
Furthermore, it would lead to moderate variations in running operational and
administrative costs related to the prudential framework, as explained in this section.

Quantitative estimates to appropriately assess operational and administrative costs of
those processes is not available?®®. The qualitative survey conducted by the EBA as part
of their first response to the Commission Call for Advice?®’ (CfA) highlights that the EU
banks’ estimates of their operational costs of implementing the Basel Ill reforms are
rather heterogeneous across the different elements of these reforms.

As shown in Figure 1 below, banks participating in the survey consider that the
implementation of reforms related to the credit risk framework (both the standardised and
the internal model approaches) and the introduction of the output floor would lead to
higher one-off operational cost than the implementation of reforms related to CVA risk,
operational risk and the minimum haircut floor framework for SFTs. According to the
survey, the estimated one-off operational costs would mainly be caused by adaptations to
IT systems and by staff costs.

Figure 1 shows that the impact of the implementation of the final elements of the Basel
Il reform on recurring operational and administrative costs is considered to be low,
negligible or even negative (i.e. a decrease in costs) for the vast majority of EU banks
participating in the survey. In fact, the recurring operational and administrative costs of
those reforms should even be lower than indicated in the survey since the survey did not
take into account the EU specific adjustments?®® proposed under the preferred option.

26 No comprehensive estimates of those costs have been provided by EU banks via the public
consultations launched by the Commission on the final elements of the Basel I11 reform.

267 Basel I11 reforms: impact study and key recommendations, EBA, August 2019.

268 Some of those adjustments would further reduce the recurring operational and administrative costs by
reducing the operational burden to calculate capital requirements, for instance in the area of operational
risk with the historical loss component set to 1 or in the area of the CVA risk by maintaining the
exemptions introduced in CRR.
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Figure 1: One-off and recurring operational costs of the implementation of the final
Basel 111 framework (% of total responses), by risk category
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The actual impact on recurring operational and administrative costs would largely depend
on whether EU banks would (be able to) continue to use the internal models to calculate
their capital requirements under the revised prudential framework (those will be mainly
the largest EU banks that already use internal models under the current prudential
framework). Internal models are usually more costly to maintain than standardised
approaches since they require more complex IT systems, more data processing from both
internal sources and third-party service providers and more qualified staff to analyse the
results of the models. Banks using internal models would likely see an increase in their
recurring operational and administrative costs due to the introduction of the OF because
the reform would require them to carry out additional calculations, namely of the risk-
based capital requirements using the standardised approaches.

Banks that are currently using the internal models that would no longer be available
under the new framework?®® would see a reduction of their recurring costs. There would
also be a corresponding reduction in costs of supervisors for approving and controlling
those models. To the extent that banks would choose to abandon some of the models that
would still be allowed under the new framework, those costs would be reduced even
further. By contrast, banks that currently do not use internal models (the vast majority of
small and medium-sized EU banks) would likely see no material change in recurring
operational costs.?”®

269 The reform would limit the use of internal models for credit risk, and would no longer allow the use of
internal models for operational risk and CVA risk.

270 To the extent that a bank that currently does not use internal models would choose to do so under the
new framework (this may happen because the new rules would make it possible to introduce credit risk
internal models for just certain types of asset classes), this would of course create one off and recurring
costs for the bank. However, that would be the result of a conscious decision of the bank.
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Incorporating ESG risks in the prudential framework would result in one-off
administrative and operational costs for EU banks in order to set up the new processes
associated with the monitoring and management of those risks. The increase in recurring
costs, by contrast, would largely depend on the availability and format of the necessary
information that banks would need to collect: the more easily available the information
would be and the more friendly its format from a point of view of allowing automated
collection and processing of that information, the lower the recurring costs for banks
would be (and vice versa). By the time the revised framework would be in place and
applicable, it is likely that the effects of some of the ongoing reforms in the ESG area
(e.g. the revision of the Non-Financial Reporting Directive, the Taxonomy Regulation)
would have put in place the necessary conditions to keep the costs of information
collection contained.

Improving the consistency in the application of supervisory and sanctioning powers
would increase to some extent the administrative and operational costs of EU banks since
they would need to develop new procedures to comply with the requests of their
supervisors that would be granted with new powers. However, a number of EU banks
would already have developed such procedures since they operate in Member States that
have already introduced similar powers in their national laws. The costs of cross-border
banking groups would likely decrease as a result of the initiative as they would be subject
to the same rules and procedures across Member States. Similarly, the initiative would
also decrease the administrative and operational costs of supervisors in the SSM, since
they would no longer have to apply 19 different national laws when exercising those
powers. On sanctioning powers, no material new costs would be involved.

Centralising banks’ disclosures at the level of the EBA based on the supervisory data
collected in the context of the EUCLID would relieve small and non-complex banks from
the administrative burden associated with mandatory disclosures, while having no cost
impact for other banks. At the same time, it would reduce search costs for market
participants.

In light of the above considerations, this legislative initiative would mainly entail one-off
operational costs, due to the implementation of the new requirements, but would overall
reduce the recurring administrative costs.

2. Impact on competitiveness

This section presents the impacts of the implementation of the final elements of the Basel
Il reform in Union law on the competitiveness of EU banks within the EU banking
sector as well as between EU banks and their international peers. The other measures
proposed in this legislative initiative have a smaller impact?’* on competitiveness of EU
banks since they mainly affect certain banks’ compliance costs, which remain overall

271 The measures related to supervisory and sanctioning powers would level the playing field for banks
located in Member States that have given their competent authorities powers beyond those in the list
contained in the CRD and banks in those Member States that have not done it.
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contained, and they do not directly affect their ability to provide financial services to the
real economy.

Impacts of the final Basel 11l reforms on competitiveness across EU banks

To understand better the profile of EU banks that would be impacted by the final
elements of the Basel 11l reform, the updated EBA analysis provided a number of more
granular impacts of the reform in addition to the overall impacts shown in Section 6.1.
Three criteria®’? have been used by the EBA to differentiate the impacts across EU
banks: size, business model and geographical location (i.e. the Member States in which
the bank is established). In order to identify the drivers of the impacts across the different
criteria, a breakdown of the impacts of the reforms per risk category?” is also included
(the impact of each risk category is expressed as the percentage change in the total capital
requirement (MRC) resulting from the implementation of the final elements of the Basel
I11 reform related to this risk category).

This section compares the impacts of two implementation options across the above three
criteria: the full alignment with the final Basel 1l reform option (option 1 in Section
5.2.1) and the preferred policy option (option 327* in Section 5.2.1). The results of this
analysis need to be interpreted taking into account a number of caveats:

e limited sample of EU banks in the updated impact analysis: the sample of banks
included in the updated EBA impact analysis based on Q4 2019 data has been
significantly reduced as compared to the original EBA impact analysis based on
Q2 2018 data. As shown in Annex 7, certain categories across the three criteria
did not include a sufficient number of EU banks to lead to representative results
for these categories and are therefore not presented in the analysis of this section.
The corresponding banks are nevertheless included in the overall impacts
presented in Section 6.1. In addition, the impacts based on geographical location
should be interpreted in light of the representativeness of the EU banks included
in the EBA sample in terms of the total banking assets of its Member States,
provided in Annex 7;

e limited recognition of the EU specific adjustments: while the Commission has
broadly estimated the overall impact of the EU specific adjustments proposed
under the preferred policy options on all EU banks that have not been quantified
by the EBA (see Error! Reference source not found. in section 6.1), it was not

272 More details about the definition of those criteria, and the breakdown of banks for each related category,
are provided in Annex 7.

273 This breakdown include the following risk categories: credit risk under the standardised approach (SA),
credit risk under the internal model approach (IRB), market risk (MKT), operational risk (OP), CVA risk
(CVA), other risks including banks’ exposure to central counterparties, securitisation risk and the effect on
the leverage ratio (Other), and the introduction of the output floor (OF)

274 As explained in Section 6.1, the impact of option 3 is the same as option 2 also presented in Section
5.2.1, the only difference being the implementation period, which is 2 years longer for option 3 as
compared to option 2.
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possible to reflect those impacts at more granular level due to the lack of the
necessary information. The more granular impacts contained in this section under
the preferred policy option therefore only include those EU specific adjustments
that have been quantified by the EBA. As a consequence, the mitigating effects of
the preferred policy option on the increase in capital requirements are
underestimated,;

limited analysis provided by the EBA in its report: the EBA provided limited
qualitative analysis on the drivers of the impacts depending on the different
characteristics of EU banks. Therefore, the EBA qualitative analysis was
complemented with the Commission service’s own qualitative analysis, which
could not benefit from access to individual banks’ data.

As illustrated in Figure 2 and Figure 3 below, the main observations of the estimated
impacts of the final Basel 11l reform across EU banks’ size include:

the impact of the reform would be materially higher for large banks, with the
highest overall impact on G-SllIs, than for medium-sized and small banks under
the full alignment option. This is mainly explained by a higher reliance of large
banks on internal models to calculate capital requirements. The higher impact
would be due to changes to internal models (e.g. the introduction of input floors
or more conservative calibrations of those floors), the removal of the possibility
to use internal models for certain types of risk (e.g. operational risk) or for certain
types of exposures under the credit risk framework (e.g. equity), and the
introduction of the OF;

Medium-sized banks would, on average, incur a small increase in capital
requirements, mostly due to the revised standardised approach for credit risk
under the full alignment option, while small banks would, on average, an overall
decrease of capital requirements, mostly due to the changes to the operational risk
rules. These findings corroborate the low impact of the final Basel 111 reforms
observed in the previous EBA impact analysis, based on a wider sample of small
and medium-sized banks;

the introduction of EU specific adjustments under the preferred policy option
would mitigate the overall impact of the reform on capital requirements to a
greater extent for large banks than for small and medium-sized banks?”, which
are less impacted by the reform to begin with.

275 This observation should also be true for all the EU specific adjustments under the preferred policy
option for which impacts have not been quantified by the EBA (see the list in Error! Reference source not
found.) and hence not reflected in Figure 3 (since large banks, especially G-Slls, tend to be more active in
specialised lending, CIU, derivative and SFT markets which are all targeted by those adjustments). The
preferred policy option would therefore have lower impacts for large banks, especially G-Slls, than shown
in Figure 3.
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The advantage in terms of capital requirements that banks using internal models currently
enjoy (because the use of internal models results, on average, in lower capital
requirements than the use of standardised approaches), would be partly eroded under the
preferred option. This would increase the relative competitiveness of banks not using
internal models (mostly small and medium-sized banks) when compared to banks using
those models (mostly large banks).

Figure 2: Breakdown of the impacts under the full alignment option in 2028 per risk
category and per bank size.
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Figure 3: Breakdown of the impacts under the preferred policy option in 2030 per risk
category and per bank size.
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As illustrated in Figure 4 and

158



Figure 5, the impact of the reforms would affect various EU banks’ business models,
with some noticeable differences:

for mortgage banks, cross-border universal banks and local universal banks the
full alignment option would result in high increases in overall capital
requirements, mostly driven by the output floor, the modifications to the rules on
the internal model approaches for credit risk and for operational risk. It is likely
that most of the large banks have this business model, so the above explanations
of the reasons behind the impact would also apply here;

public development banks would also incur a high impact from the full alignment
option, mostly due to the changes related to the internal model approach for credit
risk. As the result, those banks would be less bound by the leverage ratio than
currently, as demonstrated by the large decrease in the risk category “other”;

the other business models considered would incur a lower impact under the full
alignment option (e.g. custodian banks would see a decrease in capital
requirements);

the preferred policy option would mitigate the impact across all business models,
with the exception of public development banks, where the impact would remain
unchanged. Importantly, under this option the impact would be better aligned
across those business models which provide similar financial services (for
instance on cross border universal banks, local universal banks and mortgage
banks which all provide mortgages to their clients), maintaining a level playing
field across those business models.

Figure 4: Breakdown of the impacts under the full alignment option in 2028 per risk
category and per business model.
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Figure 5: Breakdown of the impacts under the preferred policy option in 2030 per risk
category and per business model.
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Finally, as illustrated in
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Figure 6 and Figure 7, the full alignment option would have a high impact on banks in a
number of Member States (BE, DE, DK?®, ES, FR, IT, NL, SE) and relatively low
impact in others (IE, PL, PT). The preferred policy option would mitigate the impact of
the reforms across all Member States, particularly those most affected under the full
alignment option.

276 On 19 February, the Danish FSA published a press release indicating that one of the DK banks that are
included in the EBA updated impact study published in December 2020 realised that a significant error has
been included in its data submission to the EBA (see

). Based on corrected data, the impact for DK banks would increase
from 19.7% to 36.4% under the full alignment scenario, shown in

Figure 6 and from 13.9% to 29.3% in the EU-specific scenario shown in the EBA impact study. However,
the corrected data would only slightly increase the overall impacts presented in Section 6.1 which would
not change the magnitude of those impacts nor the overall conclusions that can be drawn from their
observations.
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Figure 6: Breakdown of the impacts under the full alignment option in 2028 per risk
category and per Member State.
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Figure 7: Breakdown of the impacts under the preferred policy option in 2030 per risk
category and per Member State.
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Impacts of the final elements of the Basel Ill reform on competitiveness between EU
banks and their international peers

According to the ECB Financial Stability Review?’’ published in November 2020,
despite the increased resilience of EU-area banks since the GFC (as shown in Section 1),
weak profitability prospects continue to weigh on bank valuations. The first half of 2020
saw a marked decline in euro area banks’ return on equity (ROE), from over 5% in the
Q4 2019 to just above 2% in the Q2 2020 (see Figure 8 belowError! Reference source not
found.) mainly because of the low interest rate environment and the relatively high costs.
Looking ahead, the ECB expects that EU banks’ profitability to remain weak and to
recover only very gradually to levels seen before the outbreak of the COVID-19
pandemic.

Figure 8: Evolution of the distribution of EU-area significant institutions’ (SI) ROE and
comparison with ROEs of listed banks in other regions of the world (left-hand side) and
drivers of change in EU-area SI ROE between Q4 2019 and Q2 2020 (right-hand side).
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Source: European Central Bank (ECB) Financial stability review, November 2020.

The EU-area banks’ profitability now ranks below that of most of their international
peers (see Figure 8). However, while this decrease in EU-area banks’ profitability as
compared to international peers accelerated over the last two years, EU banks’ remained
relatively attractive to investors maintained higher dividend pay-out ratios across most of
the last decade compared to international peers, as shown in

277 See https://www.ech.europa.eu/pub/financial-stability/fsr/html/index.en.html.
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Figure 9.
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Figure 9 : Evolution between 2011 and 2019 of the profits of the largest banks, and their
distributions, by region
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Source: Basel I11 Monitoring Report as of Q4 2019, December 2020, BCBS. Note: For each region, the profit and
profit’s distribution indicators gather data from the Group 1 banks of the region participating to the regular Basel III
monitoring exercise performed by the BCBS. The dividend payout ratio is calculated as common share dividends
divided by profits after tax by using a rolling 12 months window.

In light of this context, Figure 10 shows that EU banks have built up their capital ratios
faster than their international peers over the decade following the GFC and have “closed”
the decade with, on average, higher capital ratios than their international peers.
Furthermore, Figure 10 shows that EU banks achieved this by both reducing their risk
weighted assets and by increasing their capital stock through retained earnings and new
capital issuance.

Figure 10 : Evolution between 2011 and 2019 of the Tier 1 capital ratios of the largest
banks, and drivers of that evolution, by region
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Source: Basel 111 Monitoring Report as of Q4 2019, December 2020, BCBS. Note: For each region, the Tier 1 capital
ratios gather data from the Group 1 banks of the region participating to the regular Basel 111 monitoring exercise
performed by the BCBS. The figure shows the fully phased-in initial Basel Il reforms for the data points up to and
including the end of 2018 and the actual prudential framework (i.e. initial Basel Il reforms with regional adjustments,
if any) applicable for all the data points afterwards.
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Despite their improved capital position, EU banks would still see a much higher average
increase in capital requirements compared to their international peers when implementing
the final Basel Il reforms assuming full alignment (the average increase for US banks
would be below 2%, whereas for bank from other regions of the world there would
actually be a decrease in capital requirements, by more than 5% on average). This is
clearly shown in the latest Basel 111 monitoring report?’® also based on Q4 2019 data (see

278 See https://www.bis.org/bcbs/publ/d512.htm.
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Figure 11). These differences in the impacts across regions could be explained by the
following reasons:

compared to US banks, the difference likely arise due to a combination of a different
financing model for US banks and the application, at least at this point in time, of
stricter prudential requirements in the US compared to those contained in the final
Basel 111 reform (and compared to those currently applied by EU banks). As shown in
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e Figure 11, US banks would be much less impacted by the introduction of the output
floor since US rules already contain a similar mechanism, introduced by US
authorities after the GFC. In addition, US banks would be less impacted by the
changes related to credit risk due to the wider recourse to securitisation, which allows
them to remove a high portion of loans from their balance sheets. However, US banks
would be more impacted by the revised market rules on trading activities than EU
banks reflecting the high market share of those types of activities for US banks;

e compared to banks in other regions of the world?’®, the differences likely arise due to
a combination of simpler business models, dominated by credit risk exposures, an
overall lower reliance on internal models to calculate capital requirements and stricter
prudential requirements compared to those contained in the final Basel 11l reform. As
shown in

219 This conclusion is based on the overall impacts observed in

Figure 11 for the banks in other regions of the world and does necessary apply to all the jurisdictions
included in this category, for which no conclusion could be drawn in the absence of more granular data.

169



Figure 11, those banks would see an overall decrease of capital requirements when
implementing the final elements of the Basel Il reform, mainly driven by the
changes to the credit risk capital requirements. This observation, combined with the
fact the output floor would have almost no impact on those banks, leads us to believe
that those banks use the standardised approach for credit risk for the vast majority of
their exposures. The impact of the reforms affecting the capital requirements for
trading activities (i.e. market and CVA risks) would also be very limited, which
would indicate that those types of activities account for a small portion of the overall
activities of those banks.

170



Figure 11: Breakdown of impacts of implementing the final elements of the Basel IlI
reform on banks’ Tier 1 MRC by region.
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Source: Basel Committee on Banking Supervision, Basel 1l monitoring exercise, October 2019. Note:
These impacts show, for each region, the changes in the overall Tier 1 MRC of all Group 1 banks of the
region participating to the regular Basel 111 monitoring exercise performed by the BCBS.

The significantly higher increase in capital requirements that would be incurred by EU
banks when implementing the final elements of the Basel Il reforms (under the full
alignment option) would likely lead to a further increase in their cost of capital?®® and
hence to a decrease in their relative?®! price competitiveness (the magnitude of the
decrease would also depend on how much of the increase in the cost of capital could be
absorbed by the banks, and not passed on to their clients). It may also lead to a temporary
decrease in the attractiveness of EU banks to investors in case banks decided to retain a
high portion of their profits to build up the necessary capital to meet the increased
requirements (although it is also possible that banks would actually keep dividend
payments high in order to attract investors to buy new capital the banks would issue to
meet those requirements).

Note that the change in the relative price competitiveness of EU bank will also depend on
the exact way in which the other jurisdictions will implement the final elements of the
Basel 11l reform. For example, it is not necessarily the case that those jurisdictions that
currently apply to their banks stricter requirements than those included in the final Basel
111 standards would decide to lower the level of their existing requirements to the level
foreseen in those standards.

280 According to the Modigliani-Miller theorem, under certain conditions, an increase in the cost of equity
would be offset by a corresponding decrease in the cost of debt, resulting in an unchanged cost of capital.
However, since those conditions are usually not met in the real world (e.g. because of the preferential tax
treatment of debt), this offset would not be perfect, and the increased cost of equity for EU banks would
result in an increase in their overall cost of capital.

281 The competitiveness of EU banks would deteriorate in relative term, but not necessarily in absolute
terms (e.g. to the extent that EU banks currently have a more competitive price for a certain service, the
gap with the prices offered by non-EU banks may close, but not necessarily reverse).
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To ensure that there would not be a significant deterioration in the competitive position
of EU ban