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Introductory remarks:

Preparing banking regulation for the future

Introduction
Major reforms in banking regulation
have been implemented as consequences
of financial crises, where each crisis
revealed further weaknesses and blind
spots of the existing regulatory frame-
work. The history of banking regula-
tion provides vivid examples for this
intuition: The Glass-Steagall Act of 1933
was introduced in the aftermath of the
Great Depression in order to protect
depositors and the real economy from
turmoil on securities markets. The G20
and the Financial Stability Forum —
today’s Financial Stability Board (FSB) —
were established in 1999 in the wake of
the Asian financial crisis. Basel III, the
CRD IV and the CRR were introduced
after the financial crisis of 2009.
Progress in banking regulation con-
sists of a gradual learning process. A
drawback of such a learning-by-doing
approach, however, is that the regulatory
framework can become quite complex.
So, what can regulators do to pre-
pare financial regulation for the future?
In the remainder of this text, I briefly
reflect on some principles that I think
could inspire future efforts in banking
regulation to contribute to the efficient
allocation of financial resources and
fulfilling its key macroeconomic func-
tions even if financial imbalances and
shocks occur. This means that the
banking system should consistently
direct funds to those activities that de-
liver the greatest economic benefits.
Under conditions of financial stability,
economic agents have confidence in the
financial system and good access to
financial services, such as payments,
lending, deposits and hedging, which
also contributes to the effective trans-
mission of monetary policy.

"' Le Leslé and Avramova (2012) and EBA (2013).
2 BCBS (2016).

Resilience: equity is king

As an immediate response to the global
financial crisis, the G20 and the Basel
Committee brought on the way major
reforms that made the financial sector
more resilient to shocks and promoted
sound risk management. The European
Union implemented legislation such as
the Capital Requirements Regulation
(CRR) and the Capital Requirements
Directive IV (CRD IV). These reforms
resulted in significantly higher levels of
capital and liquidity than before the
crisis and made individual institutions
more resistant to shocks.

In addition to minimum capital
requirements, Pillar 2 requirements allow
for bank-specific liquidity and capital
regulations to address bank-specific risks.
In the euro area, the introduction of
the Single Supervisory Mechanism (SSM)
effectively contributed to the harmoni-
zation of standards in the setting of
Pillar 2 requirements. This does not
only lead to an increased loss absorbing
capacity of banks. It also contributes to
a level playing field and the further
integration of the euro area banking
system and, by that, to gains in eco-
nomic efficiency.

The assessment of the Internal Rat-
ing Based (IRB) approach for the calcu-
lation of risk-weighted assets (RWAs) is
a key priority for the SSM in 2017.
Both supervisors and investors have
expressed concerns about “RWA tweak-
ing”, where banks exploit blind spots of
the IRB approach to reduce their RWAs
in order to reduce their capital require-
ments.' In this respect, I welcome the
ongoing Targeted Review of Internal
Models (TRIM) and efforts by the Basel
Committee to improve the IRB ap-
proach2 so that banks have to calculate
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risk weights and hold capital buffers,
which better reflect the risks on their
balance sheet.

The global financial crisis also dem-
onstrated that the stability of an indi-
vidual financial institution is not suffi-
cient to ensure the stability of the whole
financial system. The additional dimen-
sion of systemic risk was neglected un-
til it materialized during the financial
crisis and many banks held not enough
liquidity and equity to withstand this
shock. Hence, macroprudential super-
vision was introduced as a key lesson
from the financial crisis. By addressing
the systemic risk arising from the inter-
connectivity and inherent cyclicality of
the financial system, macroprudential
supervision is an indispensable instru-
ment to maintain financial stability.

Preparing banking regulation for
future challenges requires to closely
monitor trends in financial services and
to assess whether the potentially associ-
ated risks are captured in the existing
regulatory framework. For example,
with the rise of FinTech companies new
opportunities can arise for consumers
and businesses, but new types of risk
might gain in relevance as well. There-
fore, the OeNB in cooperation with the
FMA closely monitors developments in
this area within the European supervi-
sory architecture.

3 FSB (2011).

Resolution: bank market exit at
acceptable social costs
Although banks have become signifi-
cantly more resilient, some of them
will at times have to exit the market.
This is the simple logic of a market
economy. In this context, maintaining
the stability of the financial system and
reducing systemic risk associated with
bank resolution constitutes the task of
macroprudential supervisors and the bank
resolution authority. The insolvency of
a large and highly interconnected bank
could lead to contagion and expose an
otherwise healthy financial sector to
severe adverse shocks with possibly severe
negative repercussions on the real econ-
omy. In the past this “too-big-too-fail”
problem led to large bailouts. This im-
plied wealth transfers from the public
to bank shareholders and worsened the
incentive structure for large banks.
After the financial crisis regulators
agreed that they never wanted to be
in a position again, where banks were
“too-big-too-fail”. Therefore, the FSB
in 2011 published Key Attributes of Ef-
fective Resolution Regimes for Finan-
cial Institutions, which provided the
foundation of legislation such as the
Bank Recovery and Resolution Direc-
tive (BRRD).” The BRRD requires Eu-
ropean Member States to implement
bank resolution regimes, which ensure
that shareholders and certain creditors
will bear the burden of failing banks
through bail-ins.* Such instruments in-
ternalize the potential social costs of
bank failure by limiting its negative ef-
fects to a clearly defined group of stake-
holders in the financial sector, which
are compensated for bearing that risk.
This helps to avoid spillovers to the real
economy and lowers the incentives for
moral hazard, which makes the BRRD
a welcome contribution to a structurally
stable financial system.

* Deutsche Bundesbank (2014) and Deutsche Bundesbank (2016).
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The BRRD requires European banks
to hold a Minimum Requirement for
Own Funds and Eligible Liabilities
(MREL) eligible for bail-in. According
to the Final Report on MREL by the
EBA European banks are well advanced
in fulfilling the MREL requirement
and the additional funding needs were
estimated between 1.1% and 2% of
total RWAs.” I expect well-capitalized
banks with sustainable business models
to be able to fulfil their MREL require-
ments in a timely and cost efficient way.
However, there are still ongoing dis-
cussions about procedural issues con-
cerning MREL, which delay the com-
pletion of the European banking union
with respect to an effective resolution
mechanism in the EU. This requires
regulators to think about credible tools
for the remainder of the current transi-
tion phase such as, for example, higher
Pillar 2 requirements or significant
increases in the systemic risk buffer.

Proportionality: one size does not
fit all

Although the reforms of financial regu-
lation in the aftermath of the financial
crisis significantly improved the stabil-
ity of the financial system, they also
increased the complexity of regulation.
This is the result (i) of the international
commitment to risk-weighted capital
requirements and internal models, (ii)
of the complexity of bank business mod-
els, and (iii) of the tension between
international harmonization and the
heterogeneous nature of national finan-
cial systems.

As already indicated in the intro-
duction, the cohesiveness of the cur-
rent regulatory framework suffers from
the gradual extension of existing regu-
lation. Complex rules for the calcula-
tion of RWAs of assets and for the gov-
ernance of the Internal Rating Based

° EBA (2016).
¢ Liedorp et al. (2013) and Véron (2014).

approach, and the opacity of the setting
of Pillar 2 requirements lead to effi-
ciency costs, which put a burden on
financial markets, the real economy,
and supervisory authorities.® Hence,
reducing the complexity of the regula-
tory rulebook must be a key objective
of future regulation. One way to do
this could be to rely on more blunt
measures such as a substantially higher
leverage ratio at the expense of the risk
adequacy of minimum capital require-
ments. But as long as the global regula-
tory community remains committed to
risk-weighted capital requirements and
the Internal Rating Based approach,
banks and supervisors will have to cope
with a certain complexity of bank regu-
lation.

One way to approach this challenge
is to strengthen the principle of pro-
portionality in banking regulation.
Complex regulatory rules in the Euro-
pean Union put smaller banks at a
competitive disadvantage. Hence, they
should be subject to simplified report-
ing obligations in accordance with their
size, degree of connectedness and riski-
ness. In addition, the CRR should rec-
ognize the consistent application of the
proportionality principle more system-
atically. Regulators should identify
business models, where a more propor-
tionate treatment could reduce compli-
ance costs without cutbacks to the
effectiveness of the supervisory regime.
In addition, the rules regarding internal
governance should consider a more pro-
portionate approach to ensure appro-
priate management regimes, remunera-
tion and disclosure.

On an international level, coordina-
tion and harmonization of regulatory
standards must remain a key objective
of future regulatory efforts. This would
simplify the simultaneous compliance
of internationally active banks with dif-
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ferent legal frameworks in different mar-
kets, reduce their compliance costs and,
by that, support both competition and
stability across global financial systems.

Concluding remarks

Overall, I regard the current frame-
work of banking regulation to be fit for
the future. In fact, much has been
achieved since the global financial cri-
sis. Banks are more resilient to shocks
because of higher capital and liquidity
requirements as well as better supervi-
sion of internal risk models. Macropru-
dential supervision reduces systemic
risk substantially. Once the BRRD and
the Single Resolution Mechanism
(SRM) are fully operative, they will
reduce the “too-big-to-fail”-problem.
In combination, these reforms mas-
sively reduce the probability and poten-
tial costs of financial crisis for society.
Further cooperation on international

References

regulatory standards will reduce com-
plexity, support competition and con-
tribute to global welfare gains.

The banking sector and the real
economy evolve dynamically. Over the
next decades technological progress
and changing consumption patterns
will eventually affect the kind of finan-
cial services needed by households and
firms. New developments such as the
mushrooming of FinTechs affect vari-
ous areas of the financial system and
might lead to significant changes in the
structure of the banking business.
Therefore, banking regulatory, super-
visors, and central banks need to closely
monitor these trends to assess their
implications for economic efficiency,
financial stability, and for the transmis-
sion of monetary policy.

BCBS. 2012. Core Principles of Effective Banking Supervision.

BCBS. 2016. Reducing variation in credit risk-weighted assets — constraints on the use of internal

model approaches. Consultative document.

Deutsche Bundesbank. 2014. Europe’s new recovery and resolution regime for credit institutions.

Monthly Report. June. 31-58.

Deutsche Bundesbank. 2016. Bank Recovery and Resolution — the New TLAC and MREL
Minimum Requirements. Monthly Report. July. 63-80.

EBA. 2013. Interim Results Update of the EBA Review of the Consistency of Risk-Weighted Assets.

EBA. 2016. Final Report on MREL: Report on the Implementation and Design of the MREL

Framework.

FSB. 2011. Key Attributes of Effective Resolution Regimes for Financial Institutions.

Gehrig, T. and M. lannino. 2017. Did the Basel Process of Capital Regulation Enhance the
Resiliency of European Banks? CEPR Discussion Paper 11920.

Le Lesle, V. and S. Avramova. 2012. Revisiting risk-weighted assets. Why do RWAs differ
across countries and what can be done about it? IMF Working Paper 12/90.

Liedorp, F., R. Mosch, C. van der Cruijsen and J. de Haan. 2013. Transparency of Banking
Supervisors. IMF Economic Review 61(2). 310-335.
Vallascas, F. and J. Hagendorff. 2013. The Risk Sensitivity of Capital Requirements: Evidence

from an International Sample of Large Banks Review of Finance 17. 1947-1988.
Véron, N. 2014. The G20 Financial Reform Agenda After Five Years. Bruegel Policy Contribution 11.

40

OESTERREICHISCHE NATIONALBANK




