Follow up to the European Parliament resolution on Basel II and revision of the Capital Requirement Directives (CRD 4), adopted by the Commission on 18 January 2011
1.
Rapporteur: Othmar KARAS (EPP/AT)
2.
EP reference number: A7-0251/2010 / P7-TA-PROV(2010)0354
3.
Date of adoption of the resolution: 7 October 2010

4.
Subject: Basel II and revision of the Capital Requirement Directives (CRD 4)

5.
Competent Parliamentary Committee: Committee on Economic and Monetary Affairs (ECON)

6.
Background of the resolution:
The Resolution has been adopted in view of the preparation of further amendments to the Capital Requirements Directive by the Commission. The contemplated measures, which form an integral part of the Commission's response to the financial crisis, will be the third set of amendments to the Capital Requirements Directive ('CRDIV').

These measures aim at significant strengthening of the resilience of the banking sector and the financial system as a whole. They relate to five specific policy areas, most of which reflect commitments made by G20 leaders at summits in London, Pittsburgh, Toronto, and most recently in Seoul. These commitments include building high-quality capital, strengthening risk coverage, mitigating pro-cyclicality and discouraging leverage, as well as strengthening liquidity risk requirements.

In order to deliver on these commitments, the Commission and the Basel Committee on Banking Supervision have been working together on developing the respective amendments to the Basel II framework and the new global liquidity standards, including on assessing their impact.

The Resolution adopted by the European Parliament on 7 October expresses orientations with regard to the contemplated measures, for which the Commission intends to adopt a legislative proposal in March 2011
. The Resolution was adopted only a few days after the Basel Committee and the Group of Governors and Heads of Supervisions reached an agreement on a Basel III reform. As such, it shows the Parliament's strong commitment to reforming the banking system.

7.
Brief analysis / assessment of the resolution and requests made in it:
Main demands read as follows. [The Parliament]:
General issues

"welcomes the G20 commitment to increase the quality and quantity of capital, introduce liquidity management standards, address pro-cyclicality and upgrade the overall prudential standards in response to the financial crisis" (point 1);
"welcomes the efforts made by the Basel Committee and the Commission; stresses however that new capital requirement rules should be drafted and implemented with care and their impacts should also be analysed in the wider regulatory overhaul framework" (point 2);

"Urges the Basel Committee as well as the Commission to take proper account of important specificities of the European banking sector, such as the variety of business models operating under different legal forms and the fact that the European corporate sector is predominantly financed through bank lending, and calls therefore for a comprehensive examination of the micro- and macro-economic consequences of the proposed new rules; stresses the need to clearly differentiate between investment and traditional retail banking services, as well as transaction services, in the revised Basel II rules" (points 5, 6);

"Calls on the Commission to be more pro-active in the process of reforming the Basel II rules, to actively promote and safeguard European interests, to coordinate the approaches of the Member States in order to achieve the best outcome for the European economy and to provide Parliament with regular reports on the status of ongoing negotiations and actively involve it in the negotiating processes" (point 7);

"…. Urges the Commission and the Basel Committee to ensure that the standards agreed are implemented in a synchronised manner" (point 10);

"…. Urges the Basel Committee as well as the Commission to thoroughly assess and draw consequences of such legislation for the implementation of Basel II and the negotiations on the revision of Basel II, and urges the Commission to report to Parliament on the results" (point 11);

"Urges the Commission to clarify the role of external ratings for liquidity buffer and to make sure that any alternative criteria which may be considered do not restrict the range of buffer-eligible assets; urges, furthermore, that any alternative criteria that may be agreed should replace external ratings rather than being used in addition to them, so as to ensure an international level playing field" (point 12);

"Urges the Commission to intensify its transatlantic financial regulatory dialogue with the US" (point 13);

"…. Urges the Commission and the Basel Committee to take the necessary steps to involve the European Parliament on a permanent base" (point 15);

"Calls on the Commission to continue to further integrate EU supervision of the banking sector by establishing the new European Financial Supervisory System and European Systemic Risk Board" (point 17);

"Calls on the Commission, for a proper assessment to be made, prior to their implementation, of the revised Basel II rules' likely impact on the real economy, with a special focus on SME financing and on banking sector resilience in stress situations" (point 18);

"Calls on the Commission to create incentives for the banking sector to manage risk and profit with a view to long-term outcomes and to encourage banks to keep an active and ongoing interest in loans on their own books, without undue reliance on securitisation or off-balance sheet structures, and to fully consolidate off-balance sheet entities like SPVs" (point 20);

Quality of capital

"Urges the Basel Committee and the Commission, when defining eligible capital instruments, to take proper account of the needs and particularities of non-joint stock companies (i.e. cooperatives, mutuals and savings banks), which account for a large portion of the European banking industry" (point 27);

"Urges the Commission to review the proposed eligibility criteria for core tier 1 capital and to restrict the catalogue to those criteria which are necessary to ensure the quality of capital (i.e. permanence, loss absorbance, flexibility of payment)" (point 28);

"Urges the Basel Committee and the Commission to ensure that, in consolidated capital calculations, both risk and capital are taken into account in a balanced and prudent manner, that, in particular, capital received from minorities that has been directly contributed to credit institutions within the same banking group should be appropriately recognised (i.e. minority interest), and that holdings of regional cooperative and savings banks in their central institutions are not hampered (i.e. no deduction from own funds)" (point 29);

"…. Calls on the Commission and the Basel Committee to recognise the role of flexible contingent capital in crisis situations and to monitor market acceptance of convertible instruments" (point 30);

"Calls on the Commission to take proper account of existing differences between tax and accounting balance sheets, in order to avoid any possible competitive disadvantages" (point 31);

"Asks the Basel Committee and the Commission to clarify the treatment of reciprocal financial cross-holding agreements" (point 32);

"Asks the Commission to consider a balanced treatment between unrealised gains and losses, in order to contain volatility and pro-cyclicality" (point 33);

"Calls on the Commission to conduct a comprehensive survey of capital instruments before and after the crisis, in order to assess the importance of specific capital instruments and their relevance in a crisis situation" (point 34);

Liquidity standards

"Urges the Basel Committee and the Commission to reconsider the calibration of the liquidity and funding ratios" (point 38);

"Calls on the Commission to make sure that, in its forthcoming proposal on the CRD 4 revision, off-balance sheet liabilities are covered by liquidity standards" (point 40);

"Calls, in the event of any structural liquidity standard being set (i.e. net stable funding ratio), for proper recognition of stable sources of funding specific to Europe (i.e. Pfandbriefe); is of the view that the national authorities of the host Member States should have access to information on the liquidity situation of the branch in any case" (point 41);

"Asks the Commission to define the criteria for high-quality liquid assets taking into account the definition of European Central Bank eligible assets for monetary policy operations (repo facility)" (point 42);

"Urges the Commission to include all eurozone sovereign debt as high-quality liquid assets, regardless of its specific rating, thus reducing the disproportional impact of rating agency actions" (point 43);

"Calls on the Commission and the Basel Committee to take proper account of legal entities within a group or network of banks in connection with liquidity requirements; calls for transactions and commitments within such groups or networks to be treated in a risk-sensitive manner and, where appropriate, differently from transactions and commitments between third parties" (point 45);

Counter-cyclical measures
"Calls for international convergence between reporting for accounting and reporting for regulatory purposes, in particular as regards an expected-loss approach in disclosed profit, so as to take account of the lessons learned from the crisis and ensure that the same set of clear and transparent rules is used when generating information for supervisors and investors; cautions about the need to minimise dual reporting; considers that such efforts should build upon and further investigate innovations such as a regulatory page or prudential filters in accounts" (point 51);

Leverage ratio
"Asks the Basel Committee and the Commission to assess properly the leverage ratio options applicable to Tier 1 and Tier 2, taking due account of the specificities of the EU banking industry" (point 56);

"Asks the Basel Committee and the Commission also to explore the possibility of setting backstop limits for business lines, RWAs and portfolios; believes that the measurement of assets as either net or gross amounts should be considered in this context" (point 57);

"Asks the Basel Committee and the Commission furthermore to explore proportionality within a crude LR through the use of threshold triggers for regulatory intervention" (point 58);

"Notes the Basel Committee's decision to have a monitoring period in Pillar 2 with a view to migrating to a Pillar 1 treatment; urges the Commission to include a review clause in the CRD 4 legislative proposal" (point 59);

"Notes that the leverage ratio is a necessary tool to measure banks' total exposure, but urges the Commission to devise regulatory tools aimed at limiting effectively excessive leverage (in particular, excessive reliance on short-term and wholesale funding)" (point 60);

"Calls for further consideration to be given to alternative forms of leverage ratio in Pillar 2; points out that a leverage ratio could, for example, have a flexible margin and supervisory authorities would have the discretion to act upon the breach of the limit" (point 61);

"Urges the Commission to ensure that a leverage ratio does not lead to inappropriate securitisation of the kind highlighted by the financial crisis, or to substitutes and less credit, especially for lending in the real economy (these being likely ways for banks to reduce their leverage ratio)" (point 62);

Counterparty credit risk (CCR)

"Calls for enhanced standards as regards stress tests, back tests and addressing wrong-way risk, as well as assessments of long-term social and environmental risks arising from companies and projects receiving bank loans" (point 63);

"Urges the Basel Committee and the Commission to explore alternatives that will better address the credit value adjustment risk arising from the deterioration of the credit quality of banks" counterparties" (point 64);

"Calls for counterparty credit risk treatment to be risk-proportionate and for capital charges to be higher for non-centrally cleared transactions than for transactions through a central counterparty (CCP), provided that such CCPs meet high-level requirements to be defined in European legislation while taking into account standards agreed at international level, with due regard for the potential costs for the corporate sector of using derivatives to hedge its commercial activities; calls for the highest standards to be incentivised in the case of bilateral clearing" (point 66);

8.
Response to requests and overview of action taken, or intended to be taken, by the Commission:

The Commission launched a public consultation on further possible changes to the CRD (CRDIV) on 26 February 2010, running until 16 April 2010. In line with the requests outlined in the adopted Resolution, the Commission has engaged in permanent and intensive contact with the European Parliament from the very onset of the process, keeping the European Parliament fully posted on the new developments at both the Basel Committee and the Commission's level and intends to continue to do so also in the future.

The Resolution underlines fundamental aspects of the reform, and the Commission fully agrees in particular on:
· the importance to take account of specifically European situations (The Commission has taken a very pro-active role in the Basel Committee negotiations and developing the respective proposals to make sure that all important European specificities are appropriately addressed);

· the need for a thorough Impact Assessment (the CRDIV proposal will be indeed accompanied by an in-depth assessment of both the micro- and macroeconomic impact of the proposed measures);

· the need to maintain a level playing field internationally (the Commission is urging all international partners to implement the existing and the new rules in a consistent and timely manner).

The Commission intends to adopt its proposal on “CRD4” in March 2011. The Commission is now carefully reviewing the Resolution and will take due account of the Parliament’s demands while finalising the proposal. The Commission maintains a very intensive cooperation with the European Parliament in this process.
------------
� In addition, the Commission also intends to table proposals delivering commitments by the Commission in the context of the European Council's conclusions in 2009 on a single rule book, including removing the exceptions, derogations and discretions which give rise to differences in national implementation.
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