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Source: Federal Agency for Financial Market Stabilisation (FSMA), own calculations
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In order to enhance the stability of the banking sector, in late May 2012 the EU
Commission President, Jos@ Manuel Barroso, called br the creation of a European
banking union consisting of three core components:

a single European deposit guarantee system,

a single resolution mechanism (SRM) for banks, and

a single EU supervisory mechanism.

Michael Stappel

Since then a great deal of progress has been made in the consultation and co- Work on hammering out the banking
ordination process for the new regulatory regime. In mid-September 2013, for union regime is well advanced
instance, the European Parliament approved the establishment of a European bank

supervisory system presided over by the ECB. Preparations are well under way and,

if all goes to plan, the ECB will begin directly supervising around 130 financial

institutions this autumn. In late 2013 the EU member states and the European

Parliament also reached agreement on a reform of the deposit guarantee system.

Admittedly, there is to be no collective European DGS, nor any interlinking of

national schemes. However, it was agreed to introduce uniform standards designed

to ensure that all such schemes are suitably endowed. Deposit guarantee schemes

will also be obliged to reimburse depositors quickly in the event of a bank failure.

By contrast, the EU Council and the European Parliament have not yet reached Further talks needed on the new
accord on the SRM. There is general consensus on certain aspects, such as the SRM

obligation to draw up recovery and resolution plans, the definition of a hierarchy of

responsibility ( liability cascade ) for failing banks, and the target level of funding for a

bank resolution fund. On other issues, however, further talks are needed. These

issues include the length of time available to the bank resolution fund to build up its

resources to the target level, and whether the resolution fund should initially remain

divided up into national compartments . Another qu estion requiring further

clarification is: which institution will decide whether a bank is to be resolved or not?

Although some work remains to be done, the general contours of the European Bail-in rules will make funding more
banking union are settled enough to facilitate a rough estimate of the attendant expensive

costs. The direct cost drivers associated with banking union include the mandatory

bank contributions to the new resolution fund and deposit guarantee schemes, and

the supervisory fees levied by the ECB. Bureaucratic expenses will arise from the

resolution plan that every bank will have to draw up and regularly update, and from

meeting the requirements of the new supervisory authority. In addition, the banks

can expect to see their funding costs rise as a result of the bail-in provisions

introduced as part of the new SRM.
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BANKING UNION AS COST DRIVER

Measure Cost driver Costs
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(deposit guarantee DGS funds
scheme, DGS)

Contributions to DGS Jig DGS funds
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{singte resolution & costs | baikin
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Chart: DZ BANK Research and Economics
2.1 Deposit guarantee
Under the terms of the agreement reached last December between the European Target EU deposit guarantee funding
Parliament and the EU member states, over the next ten years national deposit level likely to exceed EUR 23 billion
guarantee funds are to be boosted to a target level of at least 0.8% of the deposits by end-2024.

that are covered. Banks will have to pay at least 70% of the amounts owed to such
funds in real cash on time, deferring no more than 30% of their deposit guarantee
obligations. Assuming that the current negative deposit growth will correct itself and
move back in line with the 3.3% long-term average growth trend by the end of 2015,
the initial result in Germany will be an increase in required deposit guarantee
scheme funding to around EUR 17.2 billion. If we assume that this same average
growth trend is sustained throughout the ten-year capital accumulation phase, by
end-2024 the deposit scheme funding requirement will reach EUR 23.1 billion.

ASSUMED* DEPOSIT GROWTH IN GERMANY
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*+3.3% growth from end-2015 (equal to average growth from 2000 to 2013)
Source: Deutsche Bundesbank, own calculations
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In order to reach 70% of the required funding level by the end of 2024, each year the
German banks will have to pay in 0.034% of the total deposits covered by the
scheme. During its ten-year accumulation period the banks additional annual
contributions will rise from EUR 0.7 billion to EUR 1.0 billion. The monies thus set
aside will be deemed to earn 3.1% interest arate which may seem rather high in
today s low interest rate environment, but which corresponds to the average long-
term yield on German bearer bonds. If the present low interest rate phase extends
well into the deposit guarantee scheme s accumulation period, the rate of interest
actually paid on the scheme s assets will probably be lower. In this eventuality the
banks will have to make even larger annual contributions if they are to attain the
target level by the end of 2024. And all this assumes that, during this time, there are
no bank failures giving rise to depositor compensation claims and thereby setting
back the process of accumulating the deposit guarantee scheme capital so that,
once again, even larger bank contributions are required. Once the scheme has
reached its target capitalisation, the annual contributions required of the banks will
shrink dramatically. From that point onwards, any further rises in the target level
caused by growth in deposit volumes will necessitate only slight increases in bank
contributions. In other words, the extra costs to the banks resulting from the reform
of the deposit guarantee system will arise principally during the initial accumulation
period of the prescribed deposit guarantee reserve.

ACCUMULATION OF THE DEPOSIT GUARANTEE FUND IN GERMANY

Required

Covergd guarantee comrilﬁjrlinounasl Fundingllevel
deposits ?cherne by the banks achieved
unding

EUR billion EUR billion EUR billion EUR billion

2015 2,155 17.2 0.73 5.7
2016 2,226 17.8 0.75 6.7
2017 2,299 18.4 0.78 7.6
2018 2,375 19.0 0.80 8.7
2019 2,454 19.6 0.83 9.8
2020 2,535 20.3 0.86 10.9
2021 2,618 20.9 0.89 12.1
2022 2,705 21.6 0.92 13.4
2023 2,794 22.4 0.95 14.7
2024 2,886 231 0.98 16.2
2025 2,981 23.8 0.05 16.7
2026 3,080 24.6 0.05 17.3
2027 3,181 25.4 0.05 18.4

Provisional agreement reached between European Parliament and EU member states in December 2013:
deposit guarantee scheme target funding to reach 0.8% of covered deposits, to be accumulated by means of
annual contributions over a ten-year period consisting of 70% cash (plus 30% payment obligations).
Assumptions: annual growth of covered deposit volume = 3.3% (average for 2000 to 2013); scheme funds to
earn interest at 3.1% from 2015 (average yield on German bearer bonds for 2003 to 2013) and
administrative expense of 0.1% p.a.; own calculations

2.2 Single resolution mechanism
A much greater increase in costs will come from the single resolution mechanism.

Whereas there was already a deposit guarantee system before the banking and
financial crisis broke out, the idea of a resolution fund financed by contributions from
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Extra costs caused by deposit
guarantee reform arising mainly
during the initial accumulation
period

Sharp rise in costs due to the new
single resolution mechanism
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the banks is brand new. In Germany a restructuring fund alimented by the bank levy
was introduced in 2011. Having generated annual tax takes ranging from just over

EUR 500 million to nearly EUR 700 million since then, the bank levy has so far failed
to perform as it had been expected to when introduced (EUR 1.2 billion per annum).

GERMAN BANK LEVY

2011 2012 2013

Amount raised by the German bank levy (EUR m) 590 692 520

Source: Federal Agency for Financial Market Stabilisation (FSMA)

SRM contributions much higher than bank levy

Once Germany s restructuring fund has been converted into the European resolution  Future SRM contributions will be
fund, however, contributions can be expected to be much higher. The Council considerably greater than the
proposal of December 2013 envisages endowing the resolution fund to the tune of previous bank levy

1.0% of the volume of covered deposits, to be accumulated over a ten-year period

by means of contributions from the banks. Based on the same assumptions made

above for the deposit guarantee scheme, the initial figure for the German share of

the capitalisation target is EUR 21.5 billion, growing to EUR 28.9 hillion by the end of

the accumulation period. In order to accrue this level of capital, banks in Germany

will have to make annual contributions equivalent to 0.09% of their covered deposits.

Over the ten years until the resolution fund is fully endowed, total annual

contributions by the banks will climb from EUR 2.0 billion to EUR 2.6 billion.

Provided that no capital is drained out of the pot by compensation claims, from 2025

onwards the contribution will then shrink to a bare minimum.

ACCUMULATION OF THE RESOLUTION FUND GERMAN SHARE OF 10-YEAR BUILD-UP

Covered Required SRM Annual Funding level

deposits in funding, contribution, achieved,

Germany German share German banks German share

EUR billion EUR billion EUR billion EUR billion

2015 2,155 215 1.95 4.3
2016 2,226 22.3 2.01 6.5
2017 2,299 23.0 2.08 8.8
2018 2,375 23.8 2.15 11.2
2019 2,454 245 2.22 13.7
2020 2,535 253 2.29 16.4
2021 2,618 26.2 2.37 19.3
2022 2,705 27.0 2.44 223
2023 2,794 27.9 2.52 255
2024 2,886 28.9 2.61 28.9
2025 2,981 29.8 0.09 29.8
2026 3,080 30.8 0.09 30.8
2027 3,181 31.8 0.09 31.8

Proposal by the Council of the European Union, December 2013: target resolution fund capitalisation to be
1.0% of covered deposits, accumulated by means of annual contributions over a period of ten years to 2024.
Assumptions: annual growth of covered deposit volume = 3.3% (average for 2000 to 2013); contributed
funds to earn interest at 3.1% from 2016 (average yield on German bearer bonds for 2003 to 2013) and
administrative expense of 0.1% p.a.; own calculations
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The issues requiring further negotiation between the European Parliament and the
member states include a number of points which will help to determine the size of
the banks’ contributions to the future EU resolution fund. Foremost among these is
the length of time allowed for the resolution fund to attain its envisaged capacity. For
instance, the European Parliament is considering proposals to force the pace at
which the resolution fund is built up. To do this would, however, require larger
annual contributions. By our calculations, if the accumulation period were shortened
to seven years, the annual contribution would have to be increased to 0.128% of
covered deposits; shortening it to five years would require an annual contribution
equivalent to 0.179% of covered deposits. Adopting this course of action would
increase total annual contributions by banks in Germany to EUR 3.4 billion or EUR
4.4 billion respectively by the end of the shortened accumulation period.

GERMAN CONTRIBUTION TO THE EU RESOLUTION FUND

Source: Federal Agency for Financial Market Stabilisation (FSMA) (bank levy), own calculations

Bail-in increases funding costs

Under the new rescue and resolution rules, a bail-in mechanism will kick in before
there is any recourse to the resolution fund. This mechanism involves activating an
SRM bank rescue plan under which first shareholders, then creditors and finally
savers with deposit balances in excess of EUR 100,000 are bailed in. Monies from
the resolution fund may only be tapped for use in bank failures once at least 8% of
the bank’s debts are covered by investor and saver liability. For shareholders,
creditors (holders of bank-issued securities) and large-scale savers, the bail-in
mechanism increases the exposure to investment risks. To compensate for this
heightened risk, banks will be obliged to pay investors a risk premium if they are to
carry on raising the capital they require after the new bail-in rules have been
introduced. The European Commission estimates the resultant increase in overall
funding costs for banks in Europe at between 4.7 and 15 basis points.

In Germany the total volume of bank funding capital was around EUR 4.9 trillion at
the end of 2013 (not including interbank deposits), a decrease from the total for
2012. Assuming that the growth rate for bank funding capital will move back in line
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Shortening the resolution fund’s
accumulation period would mean
much larger annual contributions

Bail-in increases investment risks
for shareholders, creditors and
large-scale savers

European Commission estimate:
bank funding costs in Europe to go
up by between 4.7 to 15.0 basis
points

Assuming 2.4% growth, volume of
funding capital set to reach EUR 6.7
trillion by the end of 2015



