European Parliament Approves Key Banking Rules

Banking Union Now a Reality, Says Commissioner Michel Barnier
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STRASBOURG, France—The European Parliament on Tuesday approved an array of rules aimed at mending the European Union's troubled financial sector and winding down broken banks.

The votes put the finishing touches on Europe's so-called banking union, a project that EU leaders kicked off almost two years ago after failing savings banks in Spain sent shock waves across the euro zone. At the time, leaders promised to sever the toxic link between weak banks and government finances by ending expensive taxpayer bailouts and improving oversight of large lenders.

In their final week before breaking up ahead of elections in May, lawmakers passed legislation that makes it easier to impose losses on a failing bank's investors and forces governments to build up funds for protecting deposits by collecting levies from banks. The new rules will apply to all lenders operating in the 28-country EU, including subsidiaries of U.S. and other foreign banks.

Lawmakers also approved the creation of a new authority, called the single-resolution mechanism, that will oversee the shuttering or restructuring of failing euro-zone lenders. SMITH COMMENT:  The SRM is similar to the FDIC’s authority to liquidate failing banks in the U.S.
"We have turned the idea of a banking union into reality in less than two years," said Michel Barnier, the EU's internal-market commissioner. "The banking union completes the economic and monetary union, and ensures taxpayers will no longer foot the bill when banks face difficulties."

The rules passed Tuesday add to previous legislation establishing a centralized supervisor for large euro-zone lenders and forcing banks to keep more capital to protect against unexpected losses. However, some analysts complained that the new system still leaves too much responsibility in national hands, while resolution and deposit-guarantee funds will take too long to build up and be too small to protect against a broad crisis.

"The key thing still missing is a fiscal backstop for systemic crises," said Guntram Wolff, director of Brussels-based think tank Bruegel.

The Bank Recovery and Resolution Directive, one of the laws passed Tuesday, sets out rules for imposing losses on a failing bank's shareholders and creditors that will come into force in 2016. It also establishes a hierarchy governing which investors will be hit first and places limits on how much money governments can spend on bank bailouts.

Lawmakers hope that such predictable rules will prevent the kind of market panic that followed previous bank failures.

A separate law also passed Tuesday requires all 28 EU states to build up deposit-guarantee funds by collecting levies from banks. Those funds, which didn't exist in most countries before the crisis, are meant to protect savings of up to €100,000 ($138,000). The legislation, however, doesn't stretch as far as the European Commission's proposal last year, which would have allowed national funds to borrow from one another if any run low on cash.

The single-resolution mechanism, meanwhile, will affect only banks operating in the 18-country euro zone. It establishes a new authority in charge of closing down or restructuring the currency union's large and cross-border banks if they run into trouble. It will be backed by a €55 billion ($76 billion) common-resolution fund that will be built up over eight years, again by imposing levies on banks.

Some experts said that even if the bank-resolution framework is in place, financial stability will ultimately depend on whether attitudes of banks change.

"The changes must be matched with real willingness by the financial sector to learn from the crisis," said Monique Goyens, director general of the European Consumer Organisation. "Any attempt to clean up the financial sector's malpractices will fail when the roulette with people's money is allowed to continue."

On top of the new banking rules, lawmakers approved an overhaul of the EU's securities market, including new rules governing high-frequency trading. The Markets in Financial Instruments Directive, or MiFID, gives definitions of marketplaces and products that are cross-referenced in many other European laws.

Mr. Barnier, the internal-market commissioner, said the new rules will establish a "safer, more transparent and more responsible" financial system and restore investor confidence in the wake of the financial crisis.

But some market participants worry about the effect these new restrictions will have on trading activity in certain markets.

"My view is that this regulation will undoubtedly tighten trading, and that means that we can expect higher costs, tighter margins and reduced flexibility when hedging for the OTC derivatives market," said Ed Parker, head of derivatives at law firm Mayer Brown LLP.
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