~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make YOUT PUbllCCltlonS VZSlble. h for Economics ' '

Haselmann, Rainer; Tréger, Tobias

Working Paper
What are the main differences between the practice of supervising

large banks in the UK and in the euro area, and what are the main risks
of regulatory divergence?

SAFE White Paper, No. 86

Provided in Cooperation with:
Leibniz Institute for Financial Research SAFE

Suggested Citation: Haselmann, Rainer; Troger, Tobias (2021) : What are the main differences
between the practice of supervising large banks in the UK and in the euro area, and what are the
main risks of regulatory divergence?, SAFE White Paper, No. 86, ISBN 978-92-846-8344-4, Leibniz
Institute for Financial Research SAFE, Frankfurt a. M.,

https://doi.org/10.2861/637380

This Version is available at:
https://hdl.handle.net/10419/235597

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

Mitglied der

WWW.ECONSTOR.EU é@“}


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://doi.org/10.2861/637380%0A
https://hdl.handle.net/10419/235597
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

IN-DEPTH ANALYSIS
Requested by the ECON committee

European Parliament

What are the main differences
between the practice of su-
pervising large banks in the
UK and in the euro area, and

what are the main risks of
reqgulatory divergence?

External authors:
Rainer HASELMANN
Tobias TROGER

E E Economic Governance Support Unit (EGOV)
: Directorate-General for Internal Policies EN
E PE 689.443 - July 2021



IPOL | Economic Governance Support Unit

2 PE689.443



Whatare the main differences between the practice of supervising large banks in the UKand in the euro area,
and whatare the main risks of regulatory divergence?

What are the main differ-
ences between the prac-
tice of supervising large
banks in the UKand in
the euro area, and what
are the main risks of reg-
ulatory divergence?

Abstract

This in-depth analysis provides evidence on differences in the
practice of supervisinglarge banksin the UKandin the euroarea.
It identifies the diverging institutional architecture (partially
supranationalisedvs. national oversight) asa pivotal determinant
for a higher effectiveness of supervisory decision makingin the
UK.The ECBiis likely to take a more stringent stance in prudential
supervision than UK authorities. The setting of risk weights and
the design of macroprudential stress test scenarios document
this hypothesis.
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EXECUTIVE SUMMARY

The withdrawal of the United Kingdom (UK) from the European Union (EU) has implications for the
supervision of large banks. The newly-gained regulatory and supervisory autonomyallows UK regula-
torsand supervisors to retreatfrom previously adoptedcommonEuropeanstandards.An incremental
divergence in regulatory and supervisory standards can lead to regulatory competition if EU and UK
banks can enterthe other economy’s market forfinancial services under aregime of mutual recognition
of prudential standards. Leaving the level playing field increases the dependency of banks’host econ-
omies on theinstitutions home regulation with regardto financial stability. Although we do not expect
aracetothebottom, we currentlyidentify importantdifferencesin supervisory practices, partly rooted
in fundamentally diverging institutional set-ups.

Diverging institutional architectures: While supervision oflarge banks inthe euro areais partly su-
pranationalisedwithin the Single Supervisory Mechanism (SSM) and involves a multitude of European
and national authorities, oversight over UK banks is organisedin a single, national agency, thePruden-
tial Regulation Authority (PRA) asa part of the Bankof England (BoE). These differencestranslate into a
more complex governance structure at the European Central Bank (ECB), the lead supervisor in the
SSM, as well as a multilayered organisation of Joint Supervisory Teams (JSTs) in the SSM. Although the
UK architecture may make the PRA a more effective decision-maker in times of crisis, the euro area
complexity is —at least in part — the price for establishing powerful and credible safety nets in the bank-
ing union that may help solve future banking crises more efficiently thanthe UK.

Diverging calibration of capital requirements: Prior research identified that the ECB, in the direct
supervision of large banks, takes a tougher stance than National Competent Authorities (NCAs) when
it comes to setting risk weights for banks’ loan exposures to corporate clients and that banks respond
to this approach by seeking to avoid ECB supervision and shifting riskier lending relationships to
smaller, nationally supervised institutions. We believe that these insights carry over to the ECB/SSM -
PRA/BoE relationship, because UK supervisors as national prudential authorities can be expected to
behave like euro area NCAs. We corroboratethis hypothesis by partly replicating the empirical analyses
conducted in prior research contributions and observe declining risk-weights a large UK banks and
unchanged risk-weighsat Germanand French large banks after the introduction of the SSM.

Diverging stress test assumptions: Macroeconomic stress test scenarios provide furtherevidence of
differences in supervisoryapproaches betweenEU and UK authorities. In the 2021 stress testscenarios,
projections of real GDP and unemploymentrate developmentsin the EU, the UK and the US differ sub-
stantially, depending on the conducting authority.Overall, the BoE takes a significantly less-restrictive
stancethan EU authorities, but is more or less aligned with predictions in the scenario that underpins
2021 stress testingin the United States (US).

PE 689.443 9
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1. REGULATORY COMPETITION IN BANKING REGULATION

KEY FINDINGS

Brexit provides more leeway to UK regulators and supervisors to develop their own prudential
standards. This has the potential for requlatory competition between UK and euro area banking
regulators.We do not predict arace to the bottom, but observe differences in supervisory prac-
tice.

e The partial supranationalisation of the supervision of large banks within the SSM differs
significantly from the nationally organised supervision of large banks in the UK. The com-
plex governance structure of direct ECB supervision and the organisation of JSTs gives
the UK PRA a competitive advantage in supervisory decisionmaking, particularly in times
of crisis. However, euro area banks enjoy the benefit of potent and credible safety nets in
the banking union.

e Compared to the ECB, the UK supervisor is likely to take a less restrictive stance in the
calibration of capital requirements by setting lower risk weights to exposures. This hy-
pothesis is corroborated by prior empirical research on the supervisory practice of the
ECB and NCAs at theinception of the SSM. We find empirical evidence that these results
carry over to the ECB - BoE relationship.

e UK authorities also take a less restrictive stance thantheir EU counterpartsin the design
of macroeconomic stresstestscenarios, but are largely aligned with US prudential super-
visors.

The United Kingdom (UK) never participated in the banking union. Therefore, even before Brexit, the
European Central Bank (ECB) was notresponsible for ensuring the effective and consistent application
of theregulatory frameworkin prudential supervision vis-a-vis UK licensed banks, includinglarge insti-
tutions.' Instead, UK competent authorities at all times devised their own supervisory approaches and
methodologies within the EU common regulatory framework. However, the leeway to pursue diver-
gentapproacheshas widened considerably after Brexit and now also extends to prudential regulation.
The UK is no longer subject to European Union (EU) legislation and therefore can, in principle, imple-
ment international soft law standards set e.g. by the Basel Committee on Banking Supervision (BCBS)
or the Financial Stability Board (FSB) at its own discretion. Moreover, the integrating role of the Euro-
pean Banking Authority (EBA), which ensured a minimum degree of consistency across EU member
states,? not only by drafting implementing regulation (Level 2 measures®), but also by coordinating

Cf. SSM-Reg, art. 6(1) describing the responsibility of the ECB within the Single Supervisory Mechanism (SSM) as ensuring the “effective
and consistent functioning” of banking supervision.

Political economy considerations indicate that the integrative momentum of the EBA should not be overestimated due to the national
dominance in its decision-making procedures, see Troger (2014).

The approach to the regulatory process under the so-called Lamfalussy-architecture seeks to fast-track and partly de-politicise rule-mak-

ing in EU financial regulation by limiting the traditional co-decision procedure where the European Parliament and Council adopt laws
proposed by the Commission to key political decisions in the form of framework acts that only stipulate basic regulatory principles (Level
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U

common supervisory practices in order to advance a “common supervisory culture”,* does no longer
encompass UK competent authorities.

Even before the effective date of Brexit, the UK already announcedto conduct a comprehensive review
of theregulatoryframework for its financial services industry (HM Treasury 2019). This indicates a will-
ingness of UK regulators to explore and, as the case may be, to exploit the additional leeway afforded
by Brexit in order to shape the future regulatory frameworkfor banks autonomously and sail away from
common EU standards. Similarly, UK supervisory authorities are likely to furtherdevelop independent
supervisory practices, even in the short run, where the UK regulatory framework will remain largely
predetermined by pre-Brexit EU legislation.

Where regulatory frameworks for economic activity, including their publicenforcementin supervision,
diverge, regulatory arbitrage and competition impend, if the regulated enjoy the freedom to choose
theset ofrules that governs theiractivityin a system of mutual recognition. With a view to the banking
sector, such aregimeis plausible where EU and UK banks can enterthe respective marketsfor finandal
services under liberal concepts of equivalence® and/or unstinting subsidiary requirements. The out-
comes under such a pro-competitive choice of law regime can either be described as a race to the
bottom oraracetothetop whereregulatorsand supervisorseither relaxor tighten their standards to
attract economicagents (forthe general theory see forinstance Hayek 1978; Weingast 1995). The bleak
vision is that choice of law decisions in regulated industries are motivated mainly by firms’ desire to
reduce compliance costs. From this perspective, socially suboptimal regulatory regimes that do not
adequately safeguardfinancial stabilityand other publicinterest concernsdominate competition. The
bright perspective highlightsthat marketparticipants, like investorsin bank capital, corporateand re-
tail bank clients, will recognise the fragility of weakly regulated banks, ask higher risk-premiums from
them, or refrain from transacting with them altogether, and thereby create an incentive for finandal
institutions to submit to socially optimal regimes which balance regulatory costs and benefits ade-
quately. Moreover, in light of the uncertainty which supervisory approach is best suited to achieve the
regulatory objectives, regulatory competition can also be seen as an instrument to discover optimal
solutions with a particular view to banking supervision(Romano 2019).

Althoughiitis stilltoo early to predict the trajectory the UK will ultimately opt for in the regulation and
supervision of its large banks, this in-depth analysis provides some evidence on plausible directions.
We do so by sketching at the existing differences in the supervisory frameworks that govern the pru-
dential oversight of large financial institutions in the banking union and in the UK (infra 2). The next
section looks at the existing empirical evidence that highlights differences in supervisory approaches
after the ECB assumed responsibility for the supervision of large euro area banks in the SSM, at a time
when the UK was still a member of the EU. In this section, we also provide a brief descriptive analysis
that comparesobservable differencesin supervisory practicesof UKand euroarea supervisors (infra 3).
Thefinal part of our in-depth analysis scrutinisesan important example of diverging supervisory prac-
tices post Brexit. After the financial crisis, stress testing has become a critical supervisory tool to en-
hancetheresilience of banks against adverse shocks and bolstertrust among market participants (for

1). These fundamental principles are subsequently spelled outin more detail and operationalized in technical implementing measures
adopted, amended and updated by the Commission with the support of various consultative bodies, like the European Supervisory Au-
thorities (ESAs) or technical expert groups (Level 2).

EBA-Reg, art. 8(1)(b) describing the task of the EBA as contributing to the “consistent application of legally binding Union acts, in particular
by contributing to a common supervisory culture, ensuring consistent, efficient and effective application of” EU prudential banking reg-
ulation. See also EBA-Reg, art. 1(5)(a) mandating the EBA to contribute to “improving the functioning of the internal market, including, in
particular, a sound, effective and consistent level of regulation and supervision”.

For an overview of the existing EU regime see Wymeersch (2017).
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a review of therelevant literature see Acharya, Engle, and Pierret (2014)). We compare the macro-sce-
narios that underpin the 2021 stresstestsfor UK and euro area/banking union banksand thereby gain
important insights on the overall supervisory approach the respective regulators take (infra 4). This
tentative evidence allows us toconclude with some observationson plausible risks of regulatory diver-
gence and adequate policy responses (infra5).

2. SUPERVISION OF LARGE BANKS IN THE BANKING UNION AND
THE UK

The overarching difference in the institutional arrangements under which the supervision of large
banks is organisedin the bankingunion andin the UK respectivelyis that theSSMis a system of partial
supranationalisation®thatinvolves a multitude of authoritiesboth at the European and member state
level, while the UK vests one national authority with prudential supervision. This main difference runs
like a common thread through each level of the administrative set-up, fromthe decision-making in the
ECB Supervisory Board and the Governing Council to the organisation of joint supervisory teams (JST)
that stand in stark contrastto the purely national organization of every aspect of prudential supervision
within the UK Prudential Regulation Authority (PRA) as a part of the Bankof England (BoE). This obser-
vation even holds for large banks, for which the ECB assumes direct supervisory responsibility within
the SSM and national competent authorities (NCAs) only provide support for supranational supervi-
sion.”

We do not need to describe all the institutional differences between the banking union and UK ar-
rangementsin detail for purposes of this in-depth analysis. Instead, we focus our analysis on those dif-

ferences that likely haveimplications on supervisory practices and sketch the main features of thein-
stitutional set-up in the bankingunion and the UKin Box1and Box2.

% For adiscussion of the available organizational models see Ferrarini and Chiarella (2013).

7 SSM-Reg, art. 6(4). For a detailed analysis of the interplay between the ECBand NCA see Tréger (2014).
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Box 1: Institutional set-up of EU banking supervision

EU member states instituted the SSM as the first pillar of the banking union in order to partially
supranationalise banking supervision in the euro area as a reaction to the European sovereign
debt crisis (Troger 2019; ECB 2018a). Together with the Single Resolution Mechanism (SRM) that
constitutes the second pillar of the banking union and supranationalises bank resolution (ECB
2018b), the SSMaligns incentives in an institutional arrangement where backstopsare envisioned
at the supranational level (Troger 2019). Within the SSM, NCAs supervise less significant banks,
although the ECB remains responsible for the effective and consistent application of prudential
regulation in SSM-participating member states and can not only establish common frameworks
and procedures for the execution of supervisory tasks butalso assume direct supervisory respon-
sibility to remedy deficiencies (cf. SSM-Reg, art. 6(6) and (5)(b)). The ECB supervises significant
banks directly and NCAs provide support, e.g by draftingdecisions. Furthermore, theECB has the
power to request any information from NCAs. The ECB’s powers include setting Pillar 2 capital
requirements, restricting activities, requesting divestment and riskreductions, increasing liquidity
requirements, limiting dividend payouts, controlling management structure, etc.. Supervisory
powers include the right to make unannounced visits and inspections. Finally, the ECB has the
original competence to sanction banks that breached directly applicable prudential regulation,
e.g.the prescriptions in the Capital Requirements Regulation (CRR), yet, when banks breach har-
monised national law, e.g. requirements implementing the Capital Requirements Directive (CRD
IV), the ECB can only require NCAs to open administrative sanctioning proceedings, SSM-Reg., art.
18.

The Supervisory Board represents the internal body of the ECB that is in charge of the execution
of its supervisory tasks. However,due to constitutional concerns, ultimate decision-making pow-
ers are left to the ECB Governing Council (Lackhoff 2017). The SupervisoryBoard is comprised of
ECB staff (Chair and Vice Chair of the Board and four ECB officials) and representatives from NCAs
in the participating member states (euro area member states and closely cooperating member
states, currently Bulgariaand Croatia). Decisions within the Supervisory Board are made by a sim-
ple majority vote with each Board member having equal voting rights (Wymeersch 2014) which
makes for adominance of NCAs in supervisory decision-making at the European level. Quite im-
portantly, the Supervisory Board only prepares draft supervisory decisions which are ultimately
adopted by the ECB Governing Council. Although in the normal course of action, the Council will
apply a non-objection procedure to rubber-stamp the proposals of the Supervisory Board, the
internal governance arrangement allows for another round of collective decision-making domi-
nated by national central bank representatives.

JSTs conduct the supervision of significant banks on the ground. They are headed by a team
leader who is usually an ECB official and also involve both ECB and NCA representatives as sub-
coordinators and experts. Along these lines, the composition and internal organisation of each
JSTs is tailored to the respective bank that they supervise (ECB 2018a). JSTs use the Supervisory
Review and Evaluation Process (SREP) to assess how banks deal with risks, capital and liquidity
(ECB 2015). Risks are assessed from both a quantitative perspective (risklevel) and from a qualita-
tive perspective (risk control). Both risk perspectives are taken into account in SREP to get to a
combined assessmentofbanks by JSTs through SSM (ECB 2021a).

PE 689.443 13
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Box2: Institutional set-up of UK banking supervision

The PRA, responsible inter alia for the prudential regulation and supervision of banks licensed in
the UK, is part of the BoE that also servesas the UK’s resolution authority. The PRA notonly super-
vises around 1,500 different financial institutions including not only banks, but also UK building
societies, credit unions, insurers and major investment firms (BoE 2021a). The PRA is also the mi-
cro-prudential regulator. It acts through the Prudential Regulation Committee (PRC) (BoE 2018).
The PRC is chaired by the Governor of the BoE and comprises the Deputy Governorsfor Finandial
Stability, Markets and Banking, and Prudential Regulation, the Chief Executive of the Financial
Conduct Authority (FCA);one memberappointed by the Governor with theapproval of the Chan-
cellor of the Exchequer; and at least six members appointed by the Chancellor of the Exchequer
(BoE 2021b).

In case banks fail to meet prudential requirements, the PRA has the power to impose finandial
penalties or public censure, and to prohibit individuals from working in the regulated finandial
services sector (BoE 2021c). The potentialimpactassessment is the PRA’s supervisory approach to
predicting whether banks could face financial distress which in turn could adversely impact the
stability of the UK financial system. The PRA categorises banks from 1to 5, reflecting the impact
of their failure on financial stability. Consequently, category 1 represents highly significant banks
whose failure can have a large impact on the stability of the UK financial system and category 5
represents banks whose failure would not impact on financial stability at all. The PRA’s objective
is not to prevent any bank failure,but ratherto have it under controland to avoid significant dis-
ruption to thefinancial system (ACT 2020). The focus of the PRA supervisory work lies especially
on category 1 PRA-authorised firms that have the capacity to cause significant disruption to the
UK financial system in case of failure (BoE 2019).

The costs of PRA supervision have risen by 4% for 2020/21 principally because of Brexit; further-
more, the PRA increased its stafffrom 1,294 to 1,341 for 2021/22 (BoE 2021d).

The first pivotal difference pertains to the governance structure of the respective prudential supervi-
sors. While in the UK decision-making system the PRCis slim and involves only a manageable number
of high-level professionals, the ECB Supervisory Board already comprises six ECB executives and 21 NCA
representatives, leading to packed plenary sessionsinvolving27 members. In addition, supervisory de-
cisions need to be formally adopted by the ECB Governing Council, i.e. supervisory decision-making
involves another body with 25 members. Although the non-objection procedure makes the extra
round-requirementbearable most of the time, it remains obvious that thegovernance structure of the
ECB'’s supervisory activities may prevent swift decisions where time is of the essence. Moreover, crisis
managementin the banking union requires extensive intra-agency coordinationand information shar-
ing between the ECB, the Single Resolution Board (SRB), the Commission, the Council, NCAs and na-
tionalresolution authorities (NRAs), while in the UK corrective supervisory action and resolution plan-
ning and execution needs to be synchronised only under the roof of the BoE. On the other hand, the
supranationalisationof the crisis managementregime in the bankingunion potentially has several ad-
vantages. The mostimportant clearly is the establishment of powerful common safety nets for the fi-
nancial sector, in particular through the Single Resolution Fund (SRF) backed by the European Stability
Mechanism (ESM) and - prospectively — the European Deposit Insurance Scheme (EDIS). In addition,
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diverging nationalinterests will not prevent the efficient resolution of cross-border banks if resolution
is centrally coordinatedby the SRB in the banking union. The complexities flowing from partial supra-
nationalisationalso showin the organization of SSM JSTs thatare composed of members from various
European and nationalauthorities and see the head rotating frequently. On the one hand, this brings
a lot of expertise to the table. On the other hand, however, the composition of JSTs can also make
decision-making difficult and require a lot of time and compromises before supervisory decisions are
reached and actions can be taken. While we see a trade-off, the effectiveness of supervision could be
higherin the UK system sinceit is definitely easier to reach decisions in a setting where all staff mem-
bers are and feelresponsible to the same authority.

The short history of the SSM, i.e. its short institutional memory, and the high frequency of supervisory
rotation in the SSM system, compels supervisors on the ground to rely more on “hard” information
(reported data) in their practice simply because “soft” information from past experiences is frequently
unavailable.In contrast, the UK has along history of supervising institutionsand the same supervisors
- despite changes in the institutional architecture — may have experience with a bank for several years.
It is therefore likely that UK supervisors possesssuperior knowledge of particular asset risks of individ-
ual banks, compared to their SSM counterparts. Nevertheless, it is not clear whether this always leads
to better outcomes. Close proximity of supervisorsand banks can be harmfuland the financial crisis of
2007 and 2008 is an example where forbearing NCAs failed to take the right actions vis-a-vis national
champions.

In Section 3 of this in-depth analysis we aim to providesome empirical evidence on the implications of
thesefindings on supervisory practice. We build on a paper by Haselmann, Singla, Vig (2020) to study
how supervisory practice has changed for large bankslocated in the euro area following the introduc-
tion of the SSM. While the UK has never been part of the SSM, the paper’s findings are helpful for our
discussion, becauseit is reasonable to assumethat the UK system of prudential supervision works sim-
ilar to comparable systems of purely national supervision like the one Haselmann et al. study in their
contribution. However,we also present summary statistics on the “strength” of UK and SSM supervision
based on the development of RWA/asset valuation between the two systems. This evidence supports
our hypothesis.

In Section 4 we further complement our findings and evaluate an interesting case study based on the
2021 stress test. While the UK was part of the EU-wide stress tests until Brexit, we can compare the
details of the scenario of the same variable (e.g. EU GDP forecast) between the UK and EBA scenario.
This comparison allows us to draw conclusions about the prospective approaches to supervision, in
particular the relative strictness of the two systems.

3. EMPIRICALEVIDENCE OF DIFFERENCES IN SUPERVISORY
PRACTICE

In the previous section, we identified several differences between a partially supranationalised super-
visory regime, like the SSM, and the purely national prudential oversight of the PRA as part of the BoE
in the UK. If we were to identify differences in regulatory practice between the ECB-led euro area and
UK supervisorsempirically, we would require access to micro-level data from all the supervisory agen-
cies involved. Since we do not have access to such datasets for this in-depth analysis, we extrapolate
from recent papers that investigated the consequences thatthe creation of supranational supervision
within the SSM had for supervisory practices (infra 3.1). These studies compare the supervisory prac-
tices of different NCAs in the euro area (taking the German supervisor Bundesbank/BaFin as a focal

PE 689.443 15



IPOL | Economic Governance Support Unit

point) and the ECB-led supervision within the SSM. While it is not clear whether the supervision of large
banks in the UK works similar to the supervision by euro area NCAs (Bundesbank/BaFin) in every re-
spect, thefindings carry over when it comes to assessing general differences between a newly estab-
lished, supranationalised (i.e. centralized) supervisory system and a relatively well-established, purely
national supervisory system. We verify this hypothesis in a second step, in which we use balance sheet
data compiled from SNL Financial of UK, Frenchand German banks with total assets beyond EUR 30 bn
to provide evidence whether the findings from the previous literature based on a euro area NCA vs.
SSM comparisontend to hold for the UK vs. SSM comparison as well (infra 3.2).

3.1 Differences between direct ECB and NCA supervision in the banking
union

A recent empirical study by Haselmann, Singla and Vig (2020) provides a detailed assessment of the
supervisory practices within the SSM and the German national supervisor. This study bases its metric
for the evaluation of supervisory practices on the plausible assumption that setting and monitoring
banks’ regulatory capital requirements (Pillar 1 and Pillar 2) is the mostimportant supervisory activity.
Previous research suggests that banks enjoy discretion when they determine the risk-weights of their
assets which constitute the critical determinant of regulatory capital requirements (Behn, Haselmann
and Vig (2022), Plosser and Santos (2018), Begley, Purnanandam and Zheng (2017)). A higher risk-
weightis directly associated with higherregulatory capital requirements which are calculated as a per-
centage of risk-weighted assets. Large banks which are directly supervised by the ECB within the SSM
generally apply the so-called internal ratings-based approach (IRB approach) which uses internal risk
models to determine the risk-weightedassets for a specificexposure. Supervisors play a pivotalrole in
approving and monitoring these models andalso in evaluatingthe quality of the collateral that banks’
typically use to lower risk-weights for specific assets. Here, supervisors can exhibit a more lenient or
restrictive stance vis-a-vis the institutions they oversee. Against this background, the authors argue
that investigating banks’ determination of their risk-weighted assets is a suitable metric to evaluate
supervisory practice.

The identification strategy that follows this metric compares the evaluation of loan exposures to cor-
porate borrowers that have a lending relationship with a significant bank directly supervised by the
ECB within the SSM as well as with a less-significantbank thatremains under direct national supervision
within the SSM around the time the first pillar of the banking union was introduced. The idea of the
identification that relies on corporates with multiple lenders is that differences in the riskiness of the
loans to the same firm should be differentiated outin post and preperiods. Therefore,observed differ-
encesinreported riskweights can be attributed to divergent supervisory practices of the supranational
andthe national supervisor.8 The reported risk weights of significant banks have increased by about 7
percent following the shift to direct ECB supervision. The reported risk weights of banks under national
supervision (i.e. Bundesbank/Bafin) have not changed aroundthe start of the SSM.

Haselmann, Singla and Vig (2020) further analyse the consequences of the differential supervisory
treatment for banks’ behavior. Given that significant SSM banks have come under more rigid ECB su-
pervision, smaller banks under the more lenient NCA supervision might take over some of the riskier
activities. Indeed, the paper finds that banks undertighter ECB supervision reduce their lending to the

Potentially, a change in regulatory risk weights could also be driven by a change in loan terms. To rule out that differences in loan terms
are responsible for the observed differences in reported risk weights, Haselmann, Singla and Vig (2020) also investigate the underlying
parameters used to determine risk weights such as the reported probabilities of default (PDs). Importantly, banks’ assessment of a firm'’s
PD is independent from any relationship specific loan terms and, therefore, should be (on average) the same for all lenders. The authors
analysis suggests that differences in thelevel of reported PDs are responsible for the differences in the risk weights rather than differences
in loan terms.
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same firm by about 10 percent more than banks under NCA supervision afterthe SSM became opera-
tional. Moreover, banks under Bundesbank/Bafin supervision lend more to riskier firms, which can be
explained by SSM banks cutting their lending to these riskier firmsas a consequence of tougher super-
vision. One implication is that riskier lending activities tend to be conducted by smaller banks. This
could be a desirable outcome, given that smaller banks can typically be resolved withoutdifficulties in
case of distress. However, if smaller institutions systematically take over riskier activities while operat-
ing under a less sophisticated risk management system, the overall implications for financial stability
remain ambiguous.

Haselmann, Singla and Vig (2020) also find that those banks close to the EUR 30 bn significance-cutoff
(cf. SSM-Reg, art. 6(4) subpara. 2 (i)) reduce their lending relatively more than other banks. This result
indicates that bankstryto “shop” fora morelenient supervisor. These findings are confirmed in a study
by Ben-David et al. (2018) who argue that large (significant) euro area banks expected a stricter ECB
supervision due tothe establishment of the SSM. Therefore, banks closerto the EUR 30 bn significance-
threshold shrank their balance sheet to avoid a heavier burden of stricter supervision. These actions
have been costly not only for banks who forwent lucrative business as well as for clients that experi-
enced credit rationing. Ben-David et al. (2018) estimate that banks which remainedjust below the size
threshold surrender a substantial fraction of their potential profitsto avoid ECB supervision.

3.2 Presumptivedifferences in ECB/SSM and PRA/BoE supervisory prac-
tices

The empirical evidence we referenced so far is based ona comparison of supervisory practices in direct
ECB supervision and NCA supervision within the SSM. These findings are relevant for the purpose of
this in-depth analysis if the UK supervisor can be expected to behave similarly to euro area NCAs. In
general, thereis evidence for the United States (US), that more remote (central) supervisors (i.e.in the
US prudential authorities on the federal level) operate more stringentlyin comparison to local supervi-
sors (i.e. state-level authorities) asshown by Agarwal et al. (2014). Our aim here is to provide some direct
empirical evidence on this pointin the European context where the ECB can be understoodas a remote
(central) supervisorand the PRA asa local one, assuming thatlarge euro area and UK banks will operate
across the respective economies. Since we do not have access to micro-level credit register data from
the UK, we can only extend the Haselmann, Singla and Vig (2020) study with a UK vs. ECB/SSM com par-
ison by focusing on bank level data. To do so, we collect bank balance sheet informationfor large UK,
French and German banksaround theintroduction of the SSMfrom SNL Financial. We obtain quarterly
information on balance sheet figures of allbanks whose total assets exceeded EUR 30 bn in 2014. The
sample period coversthe years 2013 until 2018. We focus on the samemetric the original paperapplies
to evaluate howstrict aregulator operates, i.e. the average risk-weight associated with the assetsof a
bank.In Figure 1 we plot average risk-weighted assets divided by totalassets for the UK, German and
French banking sector. We scale all threelines to take the valueof zero at thestart of the SSM (2014q4).
We do so to account for potential differences in the level of risk-weights among the different banks.
The black horizontal line indicates the start of supranational supervision within the SSM. The graph
illustrates an interesting pattern. While in the period before the SSM became operative, average risk-
weights at large UK banks were rather higher than those at German and French banks. This pattern
changes three quarters after the ECB took over the supervision of the significant French and German
banks. From mid-2015, average risk-weights of UK banks have been falling by about 6 percentage
points. Risk-weights of large German and French banks remained constant during our observation.
Given that the macroeconomic environment has beenrathergood during this period, we should rather
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see average risk-weights dropping. Therefore, our findings suggest that UK supervisory practice is more
lenient compared to the ECB practice within the SSM. However, it is important to note that this obser-
vationis not as robust as the empirical evidence provided by Haselmann, Singla and Vig (2020) which
is based on credit register evidence. Their dataallows them to control for alternative explanations that
do not hinge on differences in banks’ treatmentby their respective supervisors. The evidence we pre-
sent here cannotrule out that the observed differences were triggered by differential adjustments in
theriskiness of UK bank assets on the one handand Germanand French bankassetson the other.

Figure 1: Average risk weights (risk-weightedassets / total assets) for large banks
located in the UK, Germany and France over time.

UK Germany France

Source: own calculations, bank balance sheet data is taken from SNL Financial.

4. COMPARINGTHE 2021 MACROPRUDENTIALSTRESSTESTS AS
AN INDICATOR FOR DIFFERENCES IN SUPERVISORY PRAC-
TICES

We complement our empirical analysis and present evidence on a further dimension thatis indicative
of diverging supervisory practices. Although the UK was never a participating member state of the
banking union, it took partin the EU-wide stress testsdevised by the EBA and the European Systemic
Risk Board (ESRB) as a member of the EU since 2009. After Brexit, however, the UK will not participate
in the upcoming 2021 EU-wide stress test. Instead, the BoE announced to devise its own macroeco-
nomic scenario and to conduct its stress test autonomously in parallel to the EU exercise. Comparing
the details of the two stress test scenarios allows us to collect additional evidence on the differencesin
supervisoryapproaches.

Onthe 9" of January 2021, the EBA launched the 2021 EU-wide stress test, which was deferred by one
year due to the COVID-19 pandemic, and released the relevant macroeconomic scenarios devised in
cooperation with the ESRB. The adverse scenario for the EU-wide stress test assumes a prolonged
COVID-19 induced contraction in a low interest rate environment. The results of the stress test are
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scheduled to be published on 31 July 2021 (see Box 3 for further details). Similarly, the BoE cancelled
the 2020 stress test due to the pandemicand decided to conduct a solvency stress test for their large
banks in 2021.The adverse macroeconomic scenario for the UK solvency stresstestcombinesa severe
downturn ofthe economyon top of the economic shock precipitated by the pandemicin 2020.

In this Section, we compare the two macro scenarios that underlie the UK and EU stress tests. More
specifically, we scrutinise the evolution of key parameters in the two different adverse scenarios (eg.
development of GDP). We do so in order to understand which of the two scenarios is based on worse
assumptions and can thus be readas an indicatorof a tougher supervisory stance.To provide a bench-
mark for this comparison, we also add information on the 2021 US stress test scenario devised by the
US Federal Reserve System (FED). Although the EU-wide stress is designed by the EBA and the ESRB
and not directly by the ECB/SSM, we believe that there is a close cooperation among the European
institutions and an ECB-coordinated voting behavior of SSM-participating member states on critical
issues in the EBA Board of Supervisors.’ Therefore, our comparisonallows to draw inference on general
differences in supervisory practices between the UKand the euro area.

In Table 1, we present the real GDP pathsfor the EU, the UK and the US thatunderlie the different macro

scenarios in the respective stress tests. To be more precise, we show the real GDP developments for
2021, 2022 and 2023, as published by the EBA (2021b), the BoE (2021h) under the guidance of the Fi-
nancial Policy Committee and the PRC, and the Board of Governorsofthe FED (2021).

Table 1: Comparison of the evolution of EU, UKand US GDP in the 2021 EBA/ESRB, BoE, and FED stress
test scenarios.

EUreal GDPpath | UKreal GDPpath | USreal GDP path

2021 | 2022 | 2023 | 2021 | 2022 | 2023 | 2021 2022 | 2023

EBA/ESRB | -1.51% | -1.95% | -0.22% | -3.65% | -0.36% | -0.14% | -3.40% | -0.54% [ 0.20%

BoE -3.78% | 5.89% [ 3.91% | 1.77% | 6.42% | 3.45% | -4.54% | 6.48% | 3.85%

FED -2.35% | 0.60% [ 6.50% | -2.25% [ 0.50% | 6.50% | -3.45% | 1.13% | 6.70%

Source: EBA (2021b); BoE (2021h); FED (2021).

Although the ECB has no formal mandate to represent the SSM participating member states in EBA decision-making, it is likely to coordi-
nate a common position and strongly influence member states’ voting behavior in the EBA Board of Supervisors, see Troger (2014). More-
over, the triple-majority requirement laid in EBA-Reg, art. 44(1) effectively gives SSM-participating member states a veto-right in EBA
resolutions.
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Box 3: Institutional details about the 2021 stresstestsin the EU and the UK

The EBA conducts EU-wide stress testsevery twoyearsin cooperationwith the ECB, the ESRBand
the NCAs. The ESRB designs the stress test scenarios and the EBA is in charge of applying these
scenarios to banks in the exercises, which are large (significant) banks directly supervised by the
ECB (ECB 2021b). The EBA performs these stresstestsin a bottom-up fashion, using the method-
ology and the scenariosdevelopedin cooperation with the ESRB, the ECBand the European Com-
mission (EC) (EBA 2021a). The tests assess how negative macroeconomic scenarios would impact
onthesolvency of EU banks. They indicate if capital endowments, including buffers accumulated
during normaltimes, are sufficient to cover projectedlossesand let banks survive duringdistress.
The results of these stress tests are input for the SREP. Currently, 50 banks, out of which 38 are
under direct ECB supervisionwithin the SSM, are subject to EU-wide stress testing (EBA 2021b).

The FPC together with the PRC designs the stress testing framework for UK banks. The FPCfocus-
ses on macro-prudential risks to the UK Britishfinancial system (BoE 2021e) and is hence compa-
rable to the ESRB; the Committee has 13 members in total, 6 from BoE and 5 external ones (BoE
20217f). The stress testsof the PRA aim at measuring the resilience of banks to some negative sce-
narios that could impendin thefuture. There are three types of stress tests overseen by the PRA:
(1) PRA executed annual simultaneous stresstest forthe UK’s largest banks; (2) own stress tests of
banks that are not subject to PRA annual stress testing, based on PRA guidance issued every six
months; (3) biannual stress tests testing the resilience of the banking system to shocks that are
not connected to the financial cycle (BoE 2021e). The BoE 2021 solvency stresstest and guidance
have been calibrated and produced by BoE staff, under the guidance of the FPCand the PRC (BoE
2021g).

To graphically illustrate the information providedin Table 1, we compare each individual variablein a
separate figure. As a starting point, we plot the real GDP expectations for the EU for the years 2021-
2023 as supposed in the three different macroscenarios (see Figure 2). The EBA/ESRB expectations for
the EU real GDP are negative for all three years. While the BoE predictions for EU real GDP are even
more conservative for 2021, the UK scenario is considerably more favorable for 2022 and 2023. In fact,
the UK scenario assumes a fast recovery with positive GDP growth from 2022 onwards. Thus, the UK
scenario is clearly more optimistic in its medium-term outlook. When we take the FED scenario as a
benchmark, we see that their assumptionsfor 2021 and 2022 are somewhere in middle between those
of the EBA/ESRB and the BoE respectively, but for 2023 the predictions for EU GDP growth are almost
twice as optimisticas those in the BoE scenario. Overall, the FED scenario seems to share more similar-

ities with its BoE than its EBA/ESRB equivalent with regard to the predicted GDP development.
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Figure 2: Comparison of the evolution of EU GDP in the 2021 EBA/ESRB, BoE, and FED stress test sce-
narios
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Source: EBA (2021b); BoE (2021h); FED (2021).

We observe a similar pattern once we compare the predictions for UK real GDP growth in the three
scenarios in Annex Figure 1. Here, the EBA/ESRB scenario assumes a significant negative real GDP
growth for 2021 and then a slow recovery and convergence towards zero real GDP growth in the UK.
The BoE scenario is quite different. For 2022, the BoE a positive real GDP growth rate of 6.42%, while
the EBA/ESRB and FED scenarios assume values close to zero. Even more interesting is the scenario
comparison for this variable for the year 2023. While scenario assumptions differ among all three su-
pervisory institutions by a large margin, the EBA/ESRB scenario predictsa slight negative growth rate,
the BoE scenario shows a moderately positive one, and the FED scenario even suggests a highly posi-
tive growth rate. Again, the EBA/ESRB scenario projects a less favorable development of the UK real
GDP for all three years.

Finally, we repeat this exercisefor the assumptionsonUS real GDP developmentsin the differentmacro
scenarios in AnnexFigure 2. Among the three scenarios, the EBA/ESRB predicts the most adverse path
for this variable for the years 2022 and 2023.

To sum up, in their projections of real GDP developments in the EU, the UK and the US, the EBA/ESRB
macro prudential scenarios are considerably less optimistic from 2022 onwards. While the FED and BoE
scenarios are quite similar, the BoE bases its 2021 stress test on average on themost optimistic scenario
in this comparison.

In Table 2 and Figure 3 (as well as Annex Figures 3and 4), we further compare the predictions for the
evolution of the unemployment ratesof the EU, the UKand the USin the EBA/ESRB and the BoE stress
test scenarios. Since we do not find data on unemployment rates in the US stress scenario, we cannot
include the FED predictions as a benchmarkhere.
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Table 2: Comparison of the evolution of EU, UKand US unemployment ratein the 2021 EBA/ESRB and
BoE stress testscenarios

EU unemployment rate UK unemployment rate US unemployment rate
path path path

2021 2022 2023 2021 2022 2023 2021 2022 2023

EBA/ESRB | 2.45% 1.07% 0.94% | 2.66% 0.55% 0.31% | 0.63% 0.17% 0.14%

BoE 340% | -0.80% [ -1.50% | 5.60% | -1.90% | -340% | 3.80% | -3.00% | -1.10%

Source: EBA (2021b); BoE (2021h).

As shown in Figure 3, the EBA/ESRB scenario assumes an increase in the EU unemployment rate by
2.45% in 2021, and a further increase of around 1% for the subsequent two years. While the BoE sce-
nario expects a drastically higherincrease in the EU unemploymentratein 2021 (by 3.4%), the scenario
predicts a much faster recovery in 2022/23 with falling unemployment rates. Annex Figures 3 and 4
illustrate a very similar pattern for the assumptions on the UKand US unemployment rates. While the
UK scenario is more adverse in 2021, it assumes a considerably faster economic rebound from 2022
onwards comparedto the EBA/ESRBscenario.
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Figure 3: Comparison of the evolutionof EU unemploymentrate in the 2021 EBA/ESRBand BoE stress
test scenarios
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Source: EBA (2021b); BoE (2021h).

5. CONCLUSION

This in-depth analysis seeks to identify the main differences in the practice of the supervision of large
banks in the UK and the euro area, and shed light on the perils regulatory divergence can entail We
framed the main policy challenge as adjusting to a potential regulatory competition between UK and
EU/euro area regulators and supervisors. The underlying assumption is that the common market for
financial services willremain open for banksthatare regulatedand supervised in the UK and vice versa
and that therefore foreign banks can, in principle, serve the demand of retail and corporate clients.
Simply put, such anarrangement can lead to an incremental dependence of the hosteconomy on the
home country regulation and supervision of banks with ambiguousimplications for financial stability
and growth (Fiechter etal.2011).

To be sure, several factors play a role in banks’ choices of the regulatory and supervisory regime that
governs their operations. Supervisory practices are only one, possibly subordinated determinant. Yet,
divergences might playout atthe margin, with the magnitude of the effect hingingon the significance
ofthe observed differences.

Prior empirical evidence and our original analysis of stress test scenarios suggest that the ECB led su-
pervision of significant banks within the SSM is stricter than the BoE's prudential oversight of the re-
spective UK institutions. We cannot assess the impact of the observable differences in the supervisory
practices on financial stability and economic growth as key determinants of social welfare, i.e. we can-
not evaluate whether the ECB's stricter or the PRA’smore lenient approach to supervising large banks
is superior from a public policy perspective. However, we at least want to submit that the ECB’s more
restrictive stance mightalso be warranted given the larger legacy assetsthatthe supranational super-
visor inherited from arguably insufficient national oversight priorto the inception of the banking union.

An overarching institutional difference that shapes supervisory practices in the euro area and the UK
respectively is the partial supranationalisation of supervision in the European multi-layerarrangement
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thatinvolves a multitude of supranationaland national authorities and stands in stark contrast to the
purely national organization of supervision within the BoE in the UK. We identify and discuss in some
more detail two critical features of prudential supervision in the SSM that find no equivalence in the
UK.The complexorganization of the JSTsandthe complexgovernance structure of the ECB supervisory
branch suggest that UK supervision might be more effective and lead to swifter supervisory decisions,
less fraught with the need for political compromise across economies.However, eventhe social welfare
effect of this observation is unclear, because these frictions may simply be the price for some of the
benefits euro area banks reap from being licensed in the banking union. Common supervision and
resolution arepillars of a supranational architecture thatculminates in potentandcredible public back-
stops to banks in participating member states. Providing a powerful safety net to banking union insti-
tutions throughthe SRF and the ESM should facilitate dealing with futurebankingcrises in an efficient
manner (seealready supra Box 1). This, in turn, should influence banks’ refinancing costsimmediately,
leading to a positive cost of capital effect that potentially offsets disadvantages from more complicated
governance arrangements that aim at integratingthe manynational interestsinvolved.™

Finally, we recommend that policy makersin the EU should see the prospects of an ensuing regulatory
competition with the UK in prudential regulationand supervision of large banksratherrelaxed. The UK
has no strongincentives to embark on arace to the bottom-type of competition. Any overly laxover-
sight over large banks that leads to or deepens future financial crises would — despite cross-border
activities of these institutions - also significantly impact on the UK economy. The experience of the
financial crisis of 2007 and 2008 and the regulatoryresponse indicate thatthe UK does not hesitate to
promulgate restrictive regulation for its banks if policy makers feelthe need to do so. In line with this
observation we see the BoE taking a less-restrictive stance than the EBA/ESRB in the design of the
macro-scenariosthatunderpin the 2021 stress tests.However, theBoE is anything but out of step with
international trends,represented in our example by US supervisors.

10 Tobe sure, the involvement of the ECB Governing Council cannot be legitimized on these grounds and should be reconsidered, although

a more effective supranational governance structure mightinvolve Treaty change.
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ANNEX

Figure A.1: Comparisonofthe evolution of UK GDPin the 2021 EBA/ESRB, BoE and FED stresstest sce-
narios

8,00%
6,42% 6,50%

6,00%

4,00% 3,45%

1,77%

[

-2,25%

2,00%

0,00% ——
0 36% “0,14%

-2,00%

-4,00% 3,65%

-6,00%
ECB BoE FED

W2021 ®m2022 m2023

Source: EBA (2021b); BoE (2021h); FED (2021).

PE 689.443 27



IPOL | Economic Governance Support Unit

Figure A.2:Comparisonofthe evolution of US GDPin the 2021 EBA/ESRB, BoE and FED stress test sce-

narios
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Figure A.3: Comparisonofthe evolution of UK unemploymentrate in the 2021 EBA/ESRBand BoE
stress test scenarios
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Figure A.4:Comparisonofthe evolution of US unemployment rate in the 2021 EBA/ESRB and BoE
stress test scenarios.
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This in-depth analysis providesevidence on differencesin the practice of supervising large banks in
the UK and in the euro area. It identifies the diverging institutional architecture (partially suprana-
tionalised vs. national oversight) as a pivotal determinant for a higher effectiveness of supervisory
decision making in the UK. The ECB is likely to take a morestringentstance in prudential supervision
than UK authorities. The setting of risk weights and the design of macroprudential stress test sce-
narios documentthis hypothesis.

This document was provided by the Economic Governance SupportUnit at the requestof the ECON
Committee.
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