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What is the problem under consideration? Why is government intervention necessary?

The financial crisis showed that when systemically important banks were at risk of failure, entering
insolvency was unlikely to be in the public interest as critical economic functions such as deposit taking and
lending would cease. Governments lacked the necessary tools for intervention and, as insolvency was not a
viable option, were forced to providing large amounts of public funds to bail-out failing banks. This Directive
establishes a framework for the recovery and resolution of credit institutions and investment firms across the
EU.

What are the policy objectives and the intended effects?

This Directive establishes a framework for the recovery and resolution of credit institutions and investment
firms across the EU. At a high level, the policy intentions are to; maintain financial stability and confidence in
the banking sector, minimise the loss to society from banking crises, reduce the moral hazard and
strengthen the EU internal market.

What policy options have been considered, including any alternatives to regulation? Please justify preferred
option (further details in Evidence Base)

This Directive ensures authorities have the necessary tools and powers to intervene before problems occur
to maintain stability. Furthermore, when circumstances deteriorate beyond repair, authorities must be able
to ensure that the critical economic functions and services they provide to the economy can be maintained
and that the cost of failure is born by the bank’s creditors, not taxpayers.

There are a variety of measures included in the Directive. They are designed under the following broad
categories: preparation and prevention, improve early invention measures, clear and robust resolution tools,
efficient cross border cooperation, financing arrangements to protect taxpayer money.

Will the policy be reviewed? It will be reviewed. If applicable, set review date: 01/2020

Does implementation go beyond minimum EU requirements? Yes

Are any of these organisations in scope? If Micros not Micro <20 Small Medium | Large
exempted set out reason in Evidence Base. No No Yes Yes Yes
What is the CO, equivalent change in greenhouse gas emissions? Traded: Non-traded:
(Million tonnes CO, equivalent) N/A N/A

I have read the Impact Assessment and | am satisfied that (a) it represents a fair and reasonable view of the
expected costs, benefits and impact of the policy, and (b) that the benefits justify the costs.
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Summary: Analysis & Evidence Policy Option 1
Description: Transpose and appy the BRRD by 1 January 2015
FULL ECONOMIC ASSESSMENT

Price Base | PV Base Time Period Net Benefit (Present Value (PV)) (£m)

Year 2014 | Year 2015 | Years 5 Low: High: Best Estimate: -2231.6

COSTS (£m) Total Transition Average Annual Total Cost
(Constant Price)  Years (excl. Transition) (Constant Price) (Present Value)

Low £298.0m £1369.4m

High £837.4 £3847.4m

Best Estimate £485.6 £2231.6

Description and scale of key monetised costs by ‘main affected groups’

The main area where costs are expected to arise is from the bail-in tool and depositor preference, due to
higher debt prices. This cost is estimated to be between £298m and £837.4m per year. Part of this could be
mitigated as the UK already has a domestic bail-in tool. Costs to the authorities are also expected to
increase due to a higher level of supervision and increased resource cost. This has been estimated at 494k
this year, and rising by 1.5% per annum thereafter.

Other key non-monetised costs by ‘main affected groups’

Areas of non-monetised cost include resolution financing arrangements and Minimum Requirements for
Eligible Liabilities (MREL) as well as other early intervention and preparation measures. The potential costs
arising from these measures are difficult to estimate and cannot be predicted with any real degree of
accuracy. They are also likely to differ on a firm by firm basis.

BENEFITS (£m) Total Transition Average Annual Total Benefit

(Constant Price)  Years (excl. Transition) (Constant Price) (Present Value)
Low N/A N/A N/A
High N/A N/A N/A
Best Estimate See Text See Text See Text

Description and scale of key monetised benefits by ‘main affected groups’

It is not possible to estimate the monetised benefits from this Directive with a sufficient degree of accuracy.
They cannot be estimated as the majority of the benefits will only acrise if a bank were to experience severe
dificulties or enter resolution. It is not possilbe to predict or estimate the probability of such an event
occuring. Please see the text for further details.

Other key non-monetised benefits by ‘main affected groups’

Taxpayers will be less exposed to the cost of future banking crises

Resolution authorties will have the necessary tools to resolve failing institutions.

Enhanced cooperation between Member State authorities to resolve cross border institutions

Benefits from greater financial stability due to a reduction in the probability and severity of future banking
crises leading to higher future GDP levels.

Key assumptions/sensitivities/risks Discount rate (%) 35

The long run driver of tax receipts is GDP, so Exchequer cost is directly related to the impact on GDP
That businesses pass over 100 per cent of any cost impact onto customers. The modelling has been done
on a static basis and any behavioural change has not been taken into account.

BUSINESS ASSESSMENT (Option 1)

Direct impact on business (Equivalent Annual) £m: In scope of OIOO? Measure qualifies as
Costs: 362.9 ‘ Benefits: See Text Net: -362.9 No ‘ NA




Problem under consideration

1.

The financial crisis showed that when systemically important banks were at risk
of failing, entering insolvency and allowing them to fail was unlikely to be in the
public interest, as is the case for other businesses. If the bank entered
insolvency, the critical functions the bank performs such as deposit taking and
lending would cease and may not be replaced quickly by other banks.

The insolvency of one bank can cause contagion within the sector as banks are
often highly interconnected through either loans or providing other funds. If one
bank fails then other banks would no longer have access to those funds. Liquidity
problems may arise and some payment obligations may not be met. This could
trigger a loss of confidence and sudden withdrawal of funds as depositors and
debtors try to protect their money, causing further liquidity problems.

As insolvency is likely to be an unacceptable outcome for the reasons
outlined above, governments were forced to provide public support. The
UK Government provided billions of pounds to prevent widespread
collapse of the UK financial sector.

Because of the lack of viable alternatives to insolvency, large barks are
seen to benefit from an implicit state guarantee. This can lead
management and shareholders to expect to gain from taking excessive
risk while society would cover the downside losses of this risk. Over time
this has led to banks having a skewed incentive structure to take on
unnecessary risk without being fully responsible for dealing with the
consequences.

Rationale for intervention

In the recent financial crisis, many of the banks at risk of failure across the
EU were large and systemic in their home country, meaning insolvency
would have had a major impact on financial stability.

The crisis exposed a lack of special powers and tools available to authorities to
manage an orderly failure of banks. During the crisis there were broadly only two
options for the authorities to deal with failing banks; placing them into a formal
insolvency procedure, or supporting them with public funds.

At the EU level, neither banks nor regulators were sufficiently prepared to
deal with, plan for or manage the orderly wind down of a large bank. There
were also no means of coordination in place in the event of cross border
bank failure. While there was some supervisory framework in place, this
was focussed on a going concern basis and proved inadequate to deal
with the resolution of large, cross-border firms.

Many Member States did not have adequate powers to manage a bank
failure, leaving the authorities with no choice but to intervene using public



funds. Although some Member States did have tools available, or
introduced tools to deal with the crisis, including the UK following the
introduction of the Banking (Special Provisions) Act 2008 and then the
Banking Act 2009, the tools differed. These differences are likely to lead to
inefficient resolution strategies and deliver sub-optimal results at the EU
level. This is because large banks tend to operate across borders, both EU
and third country. Different tools available in different countries make it
harder to resolve banks that operate in multiple countries.

9. Authorities can only act in their home country and without a framework for
cooperation in place; the system relied on the ad hoc cooperation of
different Member States. This could lead to sub-optimal or even competing
resolution strategies between Member States at the EU level and to delays
in executing the resolution.

Policy objectives and intended effects

10.The BRRD has several high level policy intentions, they are:

e To maintain financial stability and confidence in banks, ensure
continuity of essential economic functions and to avoid contagion to the
wider market.

e To minimise the loss to society as a whole by protecting taxpayer
money, depositors and reducing the problem of moral hazard

e To strengthen the internal market for banking services at the EU level
while maintaining a level playing field

11.The Directive focuses on five main areas for reform:

e Preparation and prevention to make both banks and supervisors more
prepared for crisis situation and enable resolvability

e Improving the early intervention measures for supervisors

e Providing authorities with clear tools and triggers to enable timely and
robust resolution with legal certainty

e Enabling efficient cooperation of authorities in cross border resolution
e Developing arrangements for resolutions to be financed from private

sources, thereby protecting taxpayer money.

Policy Option Description




12.The BRRD outlines a framework to ensure the recovery and resolvability
of credit institutions and investment firms across the EU. The recent
financial crisis highlighted the need for more effective methods of dealing
with failing banks. This Directive ensures authorities have the necessary
tools and powers to intervene before problems occur to maintain stability.
Furthermore, when circumstances deteriorate beyond repair, authorities
must be able to ensure that the critical economic functions and services
institutions provide to the economy can be maintained and that the cost of
failure is born by the bank’s creditors, not taxpayers.

13. At the forefront of the Directive is the bail-in tool. This allows the Bank of
England (as the UK’s resolution authority) to cancel or write down debt
and convert debt into equity of a failing bank in order to recapitalise it

14.The Independent Commission on Banking (ICB) recommended that the
UK introduce bail-in powers' and the Government accepted this
recommendation, recognising that bail-in is a critical tool in ensuring that
shareholders and creditors of failing banks bear the costs of failure, not the
taxpayer, and to put an end to the implicit guarantee large banks are seen
to benefit from. However, at that stage the Government indicated its
intention to introduce bail-in powers through the European process, given
the advantages of introducing a tool that was consistent with other
jurisdictions and in order to avoid the need to make significant changes to
UK legislation when implementing the EU Directive.

15.However, in October 2013, in line with the recommendation from the
Parliamentary Commission on Banking Standards (PCBS), the
Government announced its intention to introduce domestic legislation
giving the Bank of England bail-in powers. The PCBS recommended that
the UK introduce bail-in powers which could be used if the EU proposals
were delayed or inadequate®. These powers were introduced through the
Financial Services (Banking Reform) Act 2013 and have not yet been
commenced. The costs and benefits associated with this domestic
legislation were estimated in an Impact Assessment® (the primary IA) on
the assumption that they would be in place for approximately one year,
before having to be amended as part of transposition of the BRRD in order
to comply with EU law. Costs and benefits associated with the domestic
legislation therefore accrue from 18 December 2013.

16.The BRRD must be applied in the UK by 1 January 2015, but flexibility is
given to delay the commencement of just the bail-in provisions in the

! https://hmt-sanctions.s3.amazonaws.com/ICB%20final%20report/ICB%2520Final%2520Report%5B1%5D.pdf
2 http://www.publications.parliament.uk/pa/jt201213/jtselect/jtpcbs/98/98.pdf. page 101
3 https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/271121/Bail-in_IA.pdf



Directive until 1 January 2016. The additional flexibility was provided due
to the novel nature of bail-in powers and the need for some Member
States and their banking sector to prepare for its introduction. However,
the Government does not intend to use this flexibility and plans to
implement the bail-in provisions (including the building society measures)
by 1 January 2015. This represents one year of gold-plating, with nominal
costs equivalent to the annual cost to business associated with the bail-in
powers. However, since the UK already has a bail-in tool in domestic
legislation the costs associated with the domestic bail-in provision would
continue to accrue over the period of 1 January 2015 to 1 January 2016,
meaning that delaying the implementation of the EU Directive would not
significantly reduce the overall impact on bank funding costs. It should also
be noted that the changes to domestic legislation in order to comply with
the BRRD are largely technical, such as changes to the exemptions from
bail-in.

17.The choice is therefore between an additional year of the domestic bail-in
legislation and its associated costs, or implementing the BRRD bail-in
provisions one year early and incurring the costs of early implementation.
The Government believes it is preferable to implement the BRRD bail-in
provisions early, in order for the legislation to reflect the BRRD agreement
at the earliest opportunity, rather than to have to change domestic
legislation in January 2016. In response to the consultation “Bail-in powers
Implementation®’, industry strongly indicated they felt it was important for
UK legislation to be fully consistent with BRRD requirements, since to do
otherwise would create uncertainty for businesses.

18. This Impact Assessment has been prepared on the basis that all BRRD
measures will be transposed and commenced by 1 January 2015.

Costs and Benefits

19.The European Commission (“the Commission”) produced an impact
assessment for their legislative proposal on the BRRD in June 2012°.
The Commission’s assessment represents a good starting point for this
analysis as the broad policy measures are the same. The
Commission’s assessment split the policy measures into five main
categories. They are: preparation and prevention, early intervention,
bank resolution, cross boarder crisis management and financing

*https://www.gov.uk/government/consultations/bail-in-powers-implementation-
including-draft-secondary-legislation/bail-in-powers-implementation

° http://ec.europa.eu/internal_market/bank/docs/crisis-
management/2012_eu_framework/impact_assessment_final_en.pdf



arrangements. The analysis below follows these same categories and
looks at each in turn.

Preparation and prevention

20. These measures are designed to make both banks and supervisors
more prepared for crisis situations and to try and prevent banks from
failing. The Commission’s assessment identified suboptimal levels of
preparedness amongst banks and supervisors were for crisis situations
and ways in which these problems were being addressed. These
measures include requiring, recovery and resolution plans to be drawn
up and maintained, voluntary group financing arrangements and the
removal of barriers to resolvability.

Early Intervention

21.These measures are designed to give supervisors the necessary tools
to intervene before the point of failure and attempt to recover the firm
before it fails. These measures include effective intervention triggers
and requiring the firm to put in place measures from its recovery plans.

Bank Resolution

22.These measures are intended to give the authorities the necessary

powers and tools to resolve failing banks. The resolution tools in the
BRRD are similar to those already in the Special Resolution Regime
(SRR) in the Banking Act 2009. The Government will align the SRR to
the BRRD as part of transposition. The BRRD requires Member States
to introduce bail-in powers. This gives resolution authorities the power
to write down and cancel debts of a bank, and convert debt into equity
in order to recapitalise a failing bank. As stated above, the UK already
has a domestic bail-in tool.

Cross Border Crisis Management

23.Many banks operate in several jurisdictions and across borders both
within and outside the EU. The measures in the BRRD are designed to
help facilitate the resolution of large, cross border banks. This includes
measures such as information sharing and joint decision making.

Financing

24.During the recent financial crisis, large amounts of public funds were
required in order to maintain financial stability and limit contagion
across the market. The BRRD introduces measures to develop
financing arrangements for bank resolution that do not require taxpayer



money, with the aim of providing common levels of protection for all
Member States. The Directive also includes measures to change the
priority of deposits in the creditor/insolvency hierarchy (also known as
depositor preference) which will reduce the risk that covered deposits
will be exposed to losses, and reduce the exposure of the Deposit
Guarantee Scheme.

Costs
Private costs to Banks®
Preparation and prevention

25.The BRRD requires firms to submit and maintain up to date recovery
plans. These plans detail firm specific information and outline actions
that can be taken by the firm to mitigate stresses or crisis events.
These plans are submitted to supervisors who review them to ensure
that banks identify reasonable efforts to recover from difficulties without
entering resolution. In principle, this introduces costs for banks, in
having to draw up these plans and supervisors in having to review
them. In the UK, the Prudential Regulation Authority (PRA) and
Financial Conduct Authority (FCA) already have the power to require
firms to draw up recovery plans, and to require specific information for
the purpose of drawing up resolution plans. The BRRD requires these
plans to be produced, and therefore these powers must be exercised.
The PRA already exercises this power with respect to banks and PRA-
regulated investment firms under the PRA rules’. For this reason, the
Government does not believe that the recovery plans required under
BRRD will therefore bring a material and additional private cost to
banks in the UK, over and above the cost associated with the existing
regime (which were estimated at between £150m and £400m annually®
when it was first introduced). While some of the detailed BRRD
requirements differ from those under current domestic requirements —
for example, BRRD recovery plans will require stress testing subject to
European Banking Authority (EBA) technical guidelines — the
Government does not believe that these differences are such as to
result in material additional costs to UK banks and PRA-regulated
investment firms. The PRA also took this view in their cost benefit
analysis.

26.The FCA regulates approximately 230° investment firms and does not
currently require these plans to be produced. The BRRD' allows for

6 The term ‘bank’, unless otherwise stated, includes building societies but not credit unions, 730k investment firms
and any other credit institution within the scope of this Directive.

Y http://media.fshandbook.info/Handbook/Recovery-and-Resolutionv1i_PRA_20140101.pdf

8 FSA (2011) Consultation Paper 11/16, Recovery and Resolution Plans, Annex 1, p10
http://www.fsa.gov.uk/static/pubs/cp/cp11_16_dp_annexes.pdf

o This can vary subject to normal entry and exit of firms into the market.



some firms to comply with simplified obligations for certain criteria
(including recovery plans) on the basis of criteria such as size,
interconnectedness to the banking system and systemic importance.
The majority of the firms the FCA regulates would qualify for these
simplified obligations as they are smaller and are unlikely to meet the
public interest test for use of resolution tools.

27.The FCA has recently consulted'’ on applying these requirements to
the firms they regulate, which includes a cost benefit analysis. This
analysis draws on previous work done by the Financial Services
Authority (FSA) when these powers were initially implemented in
20112, The FCA consultation uses the data for medium and medium
low impact firms to represent the majority of firms it regulates.

28.The FCA’s analysis estimates that the costs to investment firms for
producing recovery plans, including internal governance would cost
between £25,000 and £255,000 as a one off cost. The main drivers of
this are expected to be higher IT costs and staff training. On an
ongoing basis, costs are estimated at between £13,000 and £229,000,
driven by internal data generation and governance costs. Since the
powers to require this information already exist, this additional cost to
business stems from regulatory requirements and not directly from the
legislation implementing the BRRD. It has and has therefore not been
included in the overall cost estimates for this |IA but is provided for
information. The final cost will depend of the approach taken by the
FCA in its final rules and will be reflected in their cost benefit analysis.

29.The BRRD also requires Member States to give powers to authorities
to remove any obstacles and barriers to resolution highlighted in the
resolution plans. Banks will bear the cost of any restructuring pursuant
to their recovery and resolution plans. However, these will differ on a
firm by firm basis as the level of restructuring required will be different
in each case. In the UK, the PRA already has this power and can
require a firm to restructure itself, amongst other things, in order to
remove these barriers. The FCA also has wide-ranging powers over
the firms it regulates, which could in principle be used to require
structural changes if necessary. The BRRD requires that the resolution
authority (the Bank of England) has these powers, so UK implementing
legislation will grant these powers to the Bank of England. These
powers will be modelled on the powers the PRA and FCA already have
and will now be exercised by the Bank of England rather than these

10 Article 4 — Simplified obligations for certain criteria.
B http://www.fca.org.uk/your-fca/documents/consultation-papers/cp14-15
12 http://www.fsa.gov.uk/pubs/cp/cp11_16_dp_annexes.pdf



authorities. Therefore, the Government does not expect any new costs
to arise for business.

30. As part of preparation and prevention, BRRD regulates how banking
group companies may undertake voluntary financial support to other
areas of the group. Under BRRD, these arrangements must meet
certain criteria and are subject to approval from supervisors of all
relevant groups. Ultimately, though, any such decision on whether to
undertake such support will remain a commercial one for banks and
cannot be required by the regulator. Therefore, any decision on
providing such agreement, and the costs associated with them, are
commercial decisions for the firm and therefore the Government does
not expect any direct costs to arise. UK regulators already have powers
that could be used to prevent such payments where they could impact
on a firm’s stability and there will be no change to this. As such, the
Government expects that there will no costs associated with this
measure.

31.0Overall, the European Commission’s Impact Assessment for BRRD
noted that, although an increased level of supervision is likely to have
some increased operational cost for banks, it was assumed to be
immaterial. The Government agrees with this assessment in the case
of the UK, not least because the PRA and FCA already require firm to
comply with these or similar measures, meaning that the Government
does not expect UK firms to experience a notable increase in their
supervision (as may be the case for firms in some other Member
States who have not previously had such requirements for firms). The
possible impacts to authorities’ costs are detailed below.

Early Intervention

32.Having clear triggers for early intervention is key to ensuring that action
is taken at the right point. A trigger that requires the bank to have
already become insolvent is too late due to the value destruction
associated with insolvency. On the other hand, it is important that
resolution is the last resort and that all other private means of recovery
have been explored. The final BRRD text gives supervisors and
resolution authorities’ qualitative and discretionary powers regarding
when to pull resolution triggers.

33.The Commission Impact Assessment did not expect any direct costs to
business to arise from early intervention triggers, as these would
benefit the authorities by having clear signals as when resolution tools
should be used, but also giving them the discretion to not automatically
use them simply when certain points are reached. The PRA and FCA
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already have powers that would enable them to take the actions
required by the Directive for early intervention (with the exception of the
temporary administrator, which is considered below). The Government
therefore agrees with the Commission’s assessment that these
provisions will not result in any costs to businesses.

34. A firm’s failure or difficulties may be wholly or partly a result of sub
optimal management. The BRRD gives supervisors the power to
remove and replace senior management when found to not be
adequately performing their duties. The BRRD also allows for
temporary administrators to take charge of a firm that is judged to be at
risk of failure. The Government’s implementation of the BRRD will
involve giving the PRA and the FCA the power to appoint an
administrator. The existence of such a power should not impose any
costs on businesses. While the exercise of such a power may impose
costs on the specific business that was subject to the temporary
administrator, these costs would be associated with the actions of the
PRA, the FCA and the temporary administrator and not directly arising
as a result as a result of the legislation. The temporary administrator
may take on any of the roles and responsibilities of management and in
doing so may take actions that have costs for that particular firm.
However, in doing so the temporary administrator would be acting to
attempt to restore the firm to viability and therefore the Government
judges it very unlikely that the net effect of the appointment of the
temporary administrator would be a cost to the firm. Since any costs
that do arise would be as a result of action by the regulator, they have
not been estimated in this Impact Assessment. The PRA and FCA did
not identify any costs associated with early intervention in their cost
benefit analysis.

Bank Resolution

35.This part of the Directive firstly sets out the triggers and conditions
required for a bank to be placed into resolution and for resolution tools
and powers to be used. In a resolution, the authorities must also have
regard to the resolution objectives. These resolution objectives require
the resolution to ensure continuity of critical functions, avoid significant
adverse effects on financial stability, protect public funds and protect
depositors, client funds and assets. The resolution triggers require the
firm to be failing or likely to fail, there is no reasonable prospect of
recovery through private measures and that a resolution action is
considered to be in the public interest. These triggers are based on the
supervisor’s and resolution authority’s assessment of individual firms
and are broadly aligned with the existing triggers in the Banking Act
2009. The Commission estimated that these triggers and conditions

11



themselves do not cause any costs to business, however there are
likely to be indirect costs following these due to resolution action.

36.The BRRD includes a minimum harmonised set of resolution tools for
all Member States to ensure a more effective regime of dealing with
bank failure. The four resolution tools are: a) the sale of the business
tool; b) the bridge institution tool; c) the asset separation tool; d) the
bail-in tool. There are also two Government stabilisation options; the
public equity support tool and the temporary public ownership tool.
These tools may be used individually or in combination with each other
(with the exception of the asset separation tool which can only be used
in conjunction with another tool). Each of these tools is assessed in
turn below.

37.The UK already has the sale of business tool under the Banking Act
2009, where it is referred to as the “private sector purchaser”
stabilisation option. The Bank of England may transfer the whole or
part of the business to a private sector buyer and therefore no
additional costs to business will arise as a result of this tool in the
BRRD.

38.The Bank of England also already has the power to transfer a business
to a bridge institution. This public interest test includes protection of
stability of UK financial systems, protection of confidence in banking
system and protection of depositors. A bridge institution may be
required where a private sector buyer is not found and it’s not in the
public interest for the firm to enter insolvency.

39.The BRRD, in certain areas, is more prescriptive than current UK
legislation and the Government will of course ensure these provisions
are transposed adequately. One main difference is the BRRD imposes
a 2 year limit on the resolution authority operating a bridge institution.
In certain circumstances this may be extended but otherwise the
institution will either be sold or be wound down under normal
insolvency. This may mean creditors of the bank suffer higher losses
than if no such time limit was in place (although it would be very likely
to result in a better outcome than disorderly failure). However the
Government cannot accurately estimate these costs as they will differ
for each case and would anyway only arise if the bridge bank tool were
to be employed — the probability of which is not something that cannot
be assessed with any accuracy. Largely, the other differences between
the domestic and European tool are technical and as such, no
additional costs are expected from implementation of these measures.
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40.The asset separation tool allows the resolution authority to transfer
some or all of the assets, rights and liabilities of the institution under
resolution to a one or more asset management vehicle. This is for the
purpose of facilitating the use of one or more of the other resolution
tools in the Directive.

41.The Bank of England already has the power to transfer some or all of
the assets, rights and liabilities of a failing bank through section 12 of
the Banking Act 2009 for the purposes of the bridge bank tool. The
Bank of England can use these powers to transfer some or all of a
business into a bridge institution that is in effect equivalent to the
BRRD asset management vehicle. The BRRD simply separates out
these powers more clearly. Since the UK already has these powers,
the costs of this will have already been priced in to the market and as
such, no new cost will arise from this tool.

42.The public equity support tool allows the Government to purchase
capital instruments'? in the institution in order to recapitalise it and
restore it to health. The temporary public ownership tool allows the
Government to transfer shares of the institution to either a nominee or
wholly owned company of the UK Government. These options are
already available to the Government and therefore no additional
powers are needed to comply with the BRRD. There will therefore be
no additional cost to UK business from these measures.

Bail-in

43.The bail-in tool allows the Bank of England to write down or cancel
liabilities including debts in a failing bank and convert debt into equity.
This reduces the liabilities of the bank, recapitalising it and allowing it to
remain a going concern. It also allows the bank to remain open during
the time of stress and maintain its critical functions to the economy,
such as deposit taking and lending. The UK already has a domestic
bail-in tool, implemented through the Banking Reform Act 2013. The
domestic bail-in tool is broadly in line with the one proposed in this
Directive, but as above, the Government will ensure that any
differences are aligned in order to comply with EU law.

44.When the bail-in tool was introduced through domestic legislation, an
Impact Assessment was carried out estimating its effects on a
transitional basis, given that the BRRD required the tool around a year
later. This Impact Assessment assesses the long term impact of bail-in

13 Common Equity Tier 1, Additional Tier 1 and Tier 2 instruments
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45.As noted in paragraph 14 above, the BRRD must be transposed into
UK legislation by 1 January 2015, but the commencement of the bail-in
tool could be delayed until 1 January 2016. However, in the case of the
UK, the Government has made clear that it does not intend to delay
commencement. This Impact Assessment estimates costs from 1
January 2015, for the reasons explained above.

46.Responses to the consultation on transposition of the BRRD, and the
consultation of the implementation of the domestic bail-in legislation,
showed that industry had a strong preference for the UK bail-in powers
to reflect the requirements of the BRRD from 1 January 2015. This
would avoid confusion in the market and the cost of adapting to a
subtly different regime (e.g. by issuing new guidance) in 2016. In the
responses to these consultations, industry has not raised any concerns
that the impact on bank funding costs would be greater under the
BRRD regime than those estimated for the domestic legislation.
Therefore the Government believes this estimate is still valid.

47.The costs of bail-in are likely to materialise in the same way as outlined
in the domestic bail-in tool impact assessment, i.e. through higher
funding costs for bank unsecured debt. Given that these debt
instruments are now more likely to suffer losses in a resolution than
without the bail-in option, investors may demand higher rates of return
to compensate for this. In our original impact assessment for the
domestic bail-in tool, the estimated impact on funding costs was
between 25-50 basis points. This was derived from taking into account
the experiences seen in the US and Denmark, as well as the
Commission’s analysis in its Impact Assessment.

48.The Commission’s Impact Assessment drew on a JP Morgan survey ',
which estimated that the funding costs associated with bail-inable
liabilities would rise by 87 basis points with the introduction of a bail-in
regime (based on a survey of 55 European banks). Both the
Commissions Impact Assessment and the Impact Assessment for our
domestic bail-in regime argued that a series of factors would mitigate
this impact, not least the safeguard built into the regime that will ensure
that no creditor is left worse off than they otherwise would be in an
insolvency.

49.However, a wider range has been adopted in this IA, noting the
recommendation made by the Regulatory Policy Committee that a
wider range is necessary in assessing the impact of the bail-in tool,
given the additional uncertainty. Accordingly, for this impact

14 JP Morgan. The Great Bank Downgrade (January 2011),
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assessment, an 87 basis point impact (in line with the unadjusted JP
Morgan survey results) as the top end of the range and reduced the
bottom end of the range marginally to 20 basis points. This bottom-end
estimate draws on the US experience. When the US introduced the
Dodd-Frank Act in 2010 (which included a tool capable of imposing
losses on creditors in an equivalent way to bail-in as well as a variety of
other measures), the top 4 large US banks saw their funding costs rise
by 20 basis points. This was, however, a transitory impact. After the
initial spike, funding costs broadly returned to their initial levels over the
following 3 month period. This minimal impact is in line with our own
experience. There was no discernible impact on UK bank debt prices
when the domestic bail-in tool was introduced last year.

50.The Government therefore believes that the range being adopted for

51

this Impact Assessment is a conservative one. For the best estimate, a
level towards the lower end of this range has been used — in line with
the mid-point of the 25-50 basis point range used in the domestic bail-
in tool impact assessment.

.Average annual unsecured debt issuance from the largest UK banks'®

since 2010 has been £33.9bn'®. However, from 2012 (and taking into
account estimated annualised 2014 data), the average issuance has
been lower, at £17.6bn. The table below summarises the estimated
impacts to the cost of funding at these levels of issuance.

Average Annual Average Annual
issuance of Issuance of
£33.9bn £17.6bn
20bps £67.8m £35.2m
87bps £294.9m £153.1m
37.5bps £127.1m £66.0m

Data source: dialogic. Dialogic only captures public issuance.

52. Assuming that debt issuance continues at these levels, the
Government therefore estimates (using the widest range of estimated
impacts) that the annual impact on bank debt funding costs is between
£35.2m and £294.9m per annum. On the same basis, the best estimate
for the cost of bail-in is £96.5m (mid-point of the 37.5 basis point

impact range)

53.The BRRD also includes investment firms'” within the scope of bail-in.
Total debt issued since 2010'® by the UK subsidiaries of investment

> Barclays, HSBC, Santander, RBS, Lloyds, Co-op.
162010 -2013. Range used as issuance was skewed immediately following the crisis

7 PRA regulated, €730k share capital investment firms used.

82010 is used as issuance returns to more normal levels following the 2008 crisis.
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firms operating here has been just $486m, with an average annual
issuance of $121.5m'®. Assuming investment firms felt the same
impact on funding costs as banks (which the Government considers a
reasonable assumption since the powers will operate over banks and
investment firms in exactly the same way), annual cost of debt
issuance for large investment firms may increase by $0.2m and $1.1m,
which at the current average annual exchange rate is between £0.1m
to £0.7m. Only the biggest investment firms are likely to issue the type
of debt that would be affected and smaller firms would use alternative
sources of funding. As the impact on funding costs is the most likely
channel through which costs arise as a result of bail-in, firm who do not
fund themselves in this way will not be affected. Furthermore the
majority of investment firms in the UK (FCA regulated firms), are
smaller and not considered to be systemic. They would therefore be
unlikely to meet the public interest test to be placed into resolution and
would not be subject to bail-in. The FCA also come to this conclusion in
their cost benefit analysis.

54.1t should be noted that many large investment firms operating in the UK
are not UK-owned and are generally funded by intra-group transactions
from their parent entities overseas. International discussions are
underway through the Financial Stability Board on the resolution
arrangement for such institutions. The current expectation is that the
resolution strategy would be led by their home authorities in
cooperation with the UK as host authority.

Eligible liabilities

55.The BRRD also requires firms to hold a Minimum Requirement of Own
Funds and Eligible Liabilities (MREL). These liabilities must be able to
absorb losses on resolution. The Bank will set the framework as to the
level of MREL each firm must hold. These requirements are similar to
the "Primary Loss Absorbing Capacity” (PLAC) in the loss absorbency
measures proposed in the Independent Commission on Banking (ICB)
recommendations® on banking reform.

56.The ICB recommended that banks hold 17% of risk weighted assets
(RWASs) as “bail-inable” debt. The BRRD does not give a minimum
requirement and this is set by local resolution authorities (in the UK, the
Bank of England). A higher level of loss absorbing capacity can
introduce costs to banks through having to raise more capital or issue
more debt. There are also ongoing debates at the global Financial
Stability Board (FSB) level on what the appropriate amount of loss

¥ This is largely distorted due to £300m issuance by Morgan Stanley in 2011
2 https://hmt-sanctions.s3.amazonaws.com/ICB%20final%20report/ICB%2520Final%2520Report%5B1%5D.pdf
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absorbing capital that global systemically important banks should have.
This work is ongoing and as such, there is currently no defined
minimum standard. Establishing the framework for regulators to set
minimum requirements does not in itself incur a cost to business.
Therefore, no costs have been included in this impact assessment.

Financial Collateral Arrangements Directive (FCAD)?!

57.The BRRD also requires Member States to ensure that, in a resolution,
the resolution authority has the power to interfere with financial
collateral arrangements for the purposes of a resolution. The Banking
Act 2009 grants the Bank of England powers to interfere with
contractual rights, including the power to temporarily ‘switch off’
termination rights for financial contracts. BRRD made changes to
FCAD to limit the extent to which certain financial collateral
arrangements are protected from these powers. No changes are
needed to current UK legislation as a result and the Government has
not therefore allowed for any resulting costs from this measure.

Cross border crisis management

58.The recent financial crisis also demonstrated that authorities lacked the
ability to deal with the failure of large, cross border banks (i.e. those
that operate in multiple jurisdictions). The Directive therefore includes
measures to improve the cooperation both between Member States
and between Member States and third countries. These measures
provide for higher information sharing and require certain decisions to
be made jointly with other countries.

59.The BRRD also requires Member State resolution authorities to attend
resolution colleges to plan and deal with failures of cross border
institutions. However, the Commission estimates that in normal times,
the costs associated with these cross border measures would be
minimal and in times of crisis, would not be material. Further detail of
how the BRRD is expected to impact the authorities is given below in
the “cost to the authorities” section.

Financing

60.0One of the fundamental principles behind the BRRD is not only to allow
more effective resolution of banks, but to ensure the cost of bank
failure is born by its shareholders, creditors and banks themselves and
not the taxpayer. The BRRD includes provision for member states to

21 Directive 2002/47/EC, implemented in the UK as Sl 2003/3226. Financial Collateral Arrangements (no 2)
Regulations 2003
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ensure appropriate financing arrangements are put in place to ensure
the effective application of the resolution tools and powers.

61. These financing arrangements may be used by the resolution authority
for a number of reasons, including a guarantee of assets and liabilities,
loans to an institution and to pay compensation. The BRRD requires
Member States to meet a minimum target level of financing of at least
1% of deposits covered by a deposit guarantee scheme (the Financial
Services Compensation Scheme in the UK).

62. This financing will be funded by industry. The UK intends to use the
existing bank levy to cover these costs. The Government will continue
to raise funds through this method and, if resolution financing was
needed, make the funds available.

63.The bank levy was introduced in January 2011. The current rate is
0.088% of all of a bank’s debt (with exceptions for; the first £20bn of
taxable debt, borrowing backed by the Government and deposits
covered by the FSCS). The bank levy has so far raised £1.6bn per
annum since it was introduced and is expected to raise £2.7bn this
year.

64.The ex ante fund must reach a target level of 1% of covered deposits
over the next 10 years. This should be spread as evenly as possible
over the period (i.e. raising around 0.1% annually). The cost of this is
estimated at £1.3bn??. This places a contingent liability on banks.

65.The Government intends to use the bank levy to fulfil the requirement
for resolution financing arrangements. There will be no change to the
bank levy as a result of the BRRD, and no additional requirements in
relation to financing, and therefore the Government does not expect
that there will be any additional burden placed onto UK banks as a
result of this measure.

Depositor Preference

66. Article 108 of the Directive provides for changes to the ranking of
deposits in the insolvency/creditor hierarchy (depositor preference).
This change will affect both banks and building societies. In insolvency,
creditors of a failed firm have a claim to any residual value of the firm
and receive this in order of priority according to the insolvency
hierarchy. In the Financial Services (Banking Reform) Act 2013, the
Government introduced a form of depositor preference. This ranked
deposits that are insured by the FSCS —i.e. up to £85,000 (class 1

2 Total UK covered retail deposits are £1.35tn. 0.1% of this is £1.35bn. Source: Bank of England Bankstats
(monetary & Financial Statistics) Table A2.2.1. April 2014
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deposits) equal with existing preferential debts. Class 1 sit above
ordinary unsecured creditors and other FSCS ‘uninsured’ deposits.
This measure has yet to be commenced.

67.The BRRD also introduced a second tier of preference for eligible
deposits (deposits that are eligible for protection save for being above
the coverage limit) from both deposits in European Economic Area
(EEA) countries and non-EEA branches of EEA institutions (class 2
deposits). Class 2 deposits will also sit above ordinary unsecured
creditors but below class 1 deposits.

68. For building societies, the current creditor hierarchy is different to that
of banks. Depositors in building societies are usually members of the
society. Building societies are owned by their members and member
deposits currently rank below ordinary unsecured creditors. Figure 1
below shows the proposed changes to the creditor hierarchy.

Figure 1
Proposed changes
Current bank Current building

for banks and

hierarchy society hierarchy

Preferential debts
Inc. Class 1 deposits

Preferential debts
Preferential debts

Senior unsecured
creditors

Eligible deposits

: Inc. Class 2 i
Senior unsecured e EeEseiela edis)

creditors (including

depositors) Senior unsecured

(including all other
deposits)

Subordinated
unsecured creditors

Subordinated

unsecured creditors Subordinated

unsecured creditors

Depositors/Members

69.By moving deposits higher up the creditor hierarchy, they will be
entitled to any recoveries of a failed firm in full, before unsecured
creditors will receive anything. Pushing down unsecured creditors in
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this way is likely to lead to them demanding higher rates of return on
their debt and other investments to compensate for the subordination.
An impact assessment for the Banking Reform Act® took the levels of
short terms debt and modelled a 25-50bps impact on the costs of
funding. This range was drawn from estimates provided by UK banks.
The Banking Reform Act |A estimated the aggregate cost to banks of
£200m to £380m per year. This figure represents the cost of preferring
FSCS covered deposits for banks. The majority of UK deposits are
insured by the FSCS (98%). Therefore, taking the above estimate as
98% of preferring all deposits (both covered and eligible), the cost of
depositor preference for banks is estimated at £204m to £387.7m per
year.

70.As noted above, member deposits in building societies are currently

71

subordinated to unsecured creditors. The BRRD aligns the hierarchies
of both banks and building societies as shown in figure 1. The change
for building societies can almost be thought of as two step process.
Firstly ranking member deposits pari passu with unsecured creditors
and then covered and eligible deposits are moved above unsecured
creditors in the way described above. In reality, this change would
happen simultaneously.

. The change for building societies under stage 1 above is akin to the

powers under section 2 of the Building Society (Funding) and Mutual
Society (Transfers) Act 2007 (commonly known as the ‘Butterfill’ Act).
This power gives enables the Treasury to amend the creditor hierarchy
for building societies so that members rank pari passu with unsecured
creditors. It has been the Government’s stated intention to exercise this
power for some time and was consulted on in 2012%*, but has yet to be
commenced.

72.As the change in the hierarchy is more extensive for building societies

than for banks, it follows that the impact on funding costs will be
greater. The effect of the Butterfill powers (moving member deposits to
rank pari passu with unsecured creditors) has been estimated at
20bps. The impact is thought to be small as this has been widely
expected by markets for some time and it is understood that credit
rating agencies currently ascribe no benefit to unsecured creditors for
their seniority in this respect.

73.Assuming the impact for preferring covered and eligible deposits is the

same for building societies as it is for banks, the total basis point

= http://www.parliament.uk/documents/impact-assessments/IA13-21.pdf

2
ties.pdf

4https /lwww.gov.uk/government/uploads/system/uploads/attachment_data/file/81426/condoc_future_building_socie
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impact of depositor preference on building societies is estimated at
between 45 and 70bps. This is thought to be an upper bound estimate
given that credit ratings downgrades are the likely trigger for increased
funding costs, and credit rating agencies are thought to regard debt
issued by building societies in broadly the same way they do equivalent
bank debt.

74. At the end of 2014-Q1, the total stock of building society unsecured
debt was around £15bn and average annual issuance has been around
£2bn since 2010. Assuming average issuance remains the same, the
estimated annual increase in debt servicing costs to building societies
is between £9m and £14m per year.

75.There may also be a compliance cost of depositor preference for
building societies through amendments to their rules. The distribution
of any surplus following the winding up or insolvency of a society is
included in these rules. Depositor preference means that members will
be out of scope of these rules and will therefore need to be changed.
This may incur a resourcing and administrative cost to the building
society. Building societies are able to update their rules (and do so)
relatively frequently and as such, the Government expects any
compliance cost to be small and absorbed into normal business costs.

76.The total cost of depositor preference in the BRRD for banks and
building societies combined is estimated to be £213m and £401.7m per
year. This effect has been modelled without taking possible
behavioural changes into account.

Safeguards

77.The BRRD also contains safeguards around the use of the stabilisation
tools. In particular, the no creditor worse off principle. This is that no
creditor, as a result of resolution action, should be left in a worse
position than they otherwise would have been had the bank entered
insolvency. The Directive requires an independent valuation of the
treatment of creditors. Where there is any difference, payment may be
financed through the resolution financing arrangement.

78.The UK is already compliant with the requirement for compensation
arrangements for the resolution tools (except bail-in) through the
Banking Act 2009 (Third Party Compensation Arrangements for Partial
Property Transfers) Regulations. The bail-in tool will also require
compensation arrangements. The domestic bail-in tool was
implemented under the assumption that the necessary safeguards,
including compensation arrangements, would also be implemented.
There may be a cost to the Government in providing compensation
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should it be necessary, but this will depend on the particular resolution
scenario and the extent to which creditors are treated differently under
resolution they would under insolvency. this cannot be estimated with
any certainty

79.Safeguards are also required to restrict the use of the bail-in tool, and

give clarity to the market on how the resolution tools will be used.
These safeguards specify how the tools are to be used by resolution
authorities and are not expected to incur costs to business. The
Commission’s impact assessment also suggested that the introduction
of these safeguards, combined with other factors such as ex-ante
financing arrangements could mitigate the impact on funding costs of
bail-in by up to 65 per cent.

Summary of Private Costs

80. Private costs from the Directive arise from several key areas, although

81

largely from the bail-in tool and depositor preference. The UK already
has a bail-in tool which is likely to mitigate this cost somewhat as
market participants may have already priced in the effects of bail-in.
The costs of bail-in would continue to arise in 2015, either through the
domestic legislation or the BRRD tool. The costs are expected to be
similar under each option and therefore the Government intends to
modify the domestic bail-in powers so that they are fully aligned with
the BRRD by 1 January 2015, for the reasons outlined above.
Depositor preference measures are likely to cause costs to business
through higher funding costs, reflecting unsecured creditor
subordination in the creditor hierarchy.

. The Government estimates the private costs of the BRRD to be

between £298m and £837.4m per year, coming through a combination
of compliance costs and increased funding costs. This may be
materially smaller in practice, since the UK already has a domestic bail-
in tool. Market participants are therefore likely to already have priced in
the measure to a large degree. The Government’s best estimate for
total private cost is £485.6m per year.

82.As noted above, the Government intends to make the necessary

amendments to the bail-in tool to implement the BRRD in January
2015, 1 year ahead of the BRRD transposition deadline. The
Government believes that this gold-plating is justified because it does
not believe that the costs of bail-in will be different due to early
implementation. This is something that firms have indicated (through
the consultation process) that they are highly in favour of.
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83.Both this IA and the domestic bail-in 1A assume that the costs
associated with bail-in will arise through the increase in the cost of
bank funding. The |IAs assume the same basis point impact on the cost
of funding will be the same under the domestic bail-in and BRRD bail-in
regime, since their effect is the same. Given this, the Government also
assumes that banks’ total debt issuance in 2015 will be the same
regardless of whether the BRRD bail-in regime is implemented in 2015
or 2016. Therefore, firms will face the costs of bail-in (£96.9m
according to the best estimate) in 2015 as a result of bail-in, whether
the BRRD bail-in provisions are implemented in 2015 or 2016.

84.As such, no additional cost to business is expected to arise due to
early implementation. The Government feels that there are benefits to
early implementation since it will ensure that firms have a consistent
bail-in regime as soon as possible, meaning that they can plan
appropriately. Firms have indicated (through the consultation process)
that they are in favour of the domestic regime being consistent with the
BRRD as soon as possible. Since these benefits can be realised
without imposing additional costs on business, the Government feels
that gold-plating is justified in this instance.

85.This has been modelled on a static basis, i.e. assuming that banks do
not change their behaviour in response to this, meaning higher costs
would result in a reduction in aggregate bank profits equal to the
increased costs they face. In reality, the Government expects that
banks may seek other forms of funding to try to minimise these costs,
or pass these costs on to consumers in order to maintain profit.

86.The BRRD is due to be reviewed within 5 years of coming into force.
The total net present value over a 5 year period is estimated to be -
£2231.6m?. This is negative because the benefits of this Directive
cannot be assigned a monetary value. However, the Government
believes that there will be a net benefit from this Directive. More detail
is given below.

Costs to the authorities

87.There may also be some incremental costs arising from the BRRD to
the authorities that stem from things such as rule making needs and
EBA work streams around new regulatory products. The planned
increase in resource costs is estimated to be largely similar to that of
what would be required in the absence of BRRD. For example, some of
the EBA work streams are on areas which would have been
progressed in any case, such as valuation in resolution. This is not to

% Using a 3.5% discount rate
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say however, that there would be no impact on resource cost to the
authorities as a result of BRRD. The Bank of England estimates the
increase to be £494k this year, rising thereafter by 1.5% per annum.
This is an upper bound (and one which may well be transitional — say 2
years as the BRRD is embedded).

Impact on GDP

88.The most likely area to affect GDP as a result of these measures would
come through real lending rates to the economy. For the purposes of
these calculations, it is assumed that 100 per cent of any increase in
private costs is passed on to consumers. This is based on historical
evidence. The Government recognises that past evidence may not
reflect future trends.

89.0n this basis, and assuming all banks feel cost increases to the same
extent, a cost increase can be spread across aggregate total loans and
advances for banks. Total loans and advances to customers of the top
6 major UK banks is £2.0tn*®. An increase of between £298m and
£837.4m represents around a 1 basis point increase. This would
translate to a cost increase of less than 0.01 per cent, if spread equally
over total loans and advances. This is small in terms of the wider
banking sector and impact on GDP. To put this in perspective, the
smallest Bank of England Base Rate (another mechanism that affects
the real cost of lending) change is 25 basis points. The Government
therefore considers the measures in this Directive to have a negligible
impact on GDP.

Impact on the Exchequer

90.The long run driver of annual tax receipts is GDP. All else being equal,
lower GDP would result in lower tax receipts. Since the impact on GDP
is estimated to be negligible, it can be reasonably assumed the impact
on the exchequer from these measures will also be negligible.

Benefits to the UK

91.These measures are designed to give Member States greater powers
and tools to deal with failing banks. As shown in the recent financial
crisis, bank failure can cause severe disruption to the financial sector
and the wider economy. By being better able to resolve them, financial
stability of the economy will increase. These benefits are difficult to
quantify as they will often only accrue if a bank were to experience

%6 |1SBC, Barclays, Lloyds, RBS, Nationwide and Santander UK
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difficulties or enter resolution. Further details of the benefits from the
different areas of the Directive are detailed below.

Preparation and Prevention

92.The measures would improve the awareness of banks towards
potential threats to stability and allow banks address these concerns.
Increased supervision and control will allow supervisors to develop
clearer resolution plans for banks and address any barriers to it.

93. There may also be a benefit to the authorities by reducing their costs
for external advice and analysis, such as legal advice. As the BRRD
requires more information from firms and sets a standardised
framework to resolution planning, authorities may require less external
advice. This benefit is impossible to quantify as it will depend on each
individual situation/resolution, but is a reasonable prospect.

Early Intervention

94.Early intervention is designed to allow supervisors to intervene in a
struggling firm before it reaches the point of failure. Effective action at
this stage can prevent a firm entering resolution, and therefore avoid
creditors experiencing losses, and the other costs associated with
resolution. The appointment of a temporary administrator may also
have some incremental benefit, as they would be replacing poor
performing management, however it would depend on the actions of
the temporary administrator as to what benefits were realised.

Bank Resolution

95.By introducing a harmonised set of resolution tools and powers for all
Member States, this will increase the ability for authorities to effectively
resolve failing banks, increasing financial stability. With credible
resolution tools, the duty to use capital instruments to absorb losses
prior to resolution, and the duty to bail-in 8% of liabilities before
industry money is used to absorb losses, the perceived implicit state
guarantee which assumes that large banks will be bailed-out should
they fail is reduced. This curtails the risks banks take, making them
safer and less likely to fail. It also benefits bank creditors and
depositors, as there are greater prospects that if a bank does enter
resolution, its critical functions and continuity of services can be
maintained and, for example, depositors may still access their money.

96. The lack of tools and powers available to the authorities in the recent
financial crisis and as letting systemic banks go insolvent would cause
greater and wider macroeconomic impacts to the economy,

25



governments were forced to step in and provide billions in financial
support. A harmonised set of tool will allow for a more managed and
orderly resolution in future failures, protecting the taxpayer from these
bail-outs.

97.During the financial crisis, £37bn of taxpayer money was used to bail-
out the largest failing banking in the UK. The introduction of these tools
gives the authorities the ability to deal with failing banks without
recourse for public funds.

Cross Border Crisis Management

98. A harmonised set of resolution tool across the EU will also create a
more level playing field for banks that operate across borders. EU
banks can expect to be subject to the same tools, which benefits the
way groups are treated in resolutions. The measures to introduce more
effective cooperation and information sharing between Member State
authorities will also assist in resolving large, cross border banks. Banks
which operate across the EU will only have to comply with one
harmonised set of requirements, rather than dealing with different
requirements from the regulators in each Member State. This will
reduce the cost of compliance. These measures will improve the
effectiveness of any future cross border resolution.

Financing

99.During the financial crisis, the Government was forced to intervene and
support the UKs banking sector to a massive degree. The National
Audit Office has assessed that the UK Government provided total
support in excess of £1 trillion®.

100. With the BRRD in place, the direct cost of bank failure will be
absorbed by bank creditors. Before firms can access any funding via
the resolution financing arrangement, 8 per cent of the firm’s liabilities
must have had the bail-in tool used on them. This effectively removes
the implicit state guarantee for banks up to the first 8 per cent of their
balance sheet liabilities, as no financing will be received until this
threshold is met. It is considered extremely unlikely that losses will
exceed 8 per cent of total liabilities in any but the very worst cases of
bank failure.

101. The introduction of depositor preference will also reduce the
contingent liability of FSCS contributions from the banking sector. The
FSCS levies industry to recoup the costs of compensation. This levy is

27 The financial stability interventions chapter. The Comptroller and Auditor General’s Report on Accounts for the
House of Commons. July 2013.
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based on the probability of expected FSCS pay-outs and its expected
recoveries. As financial stability increases (reducing the probability of
bank failure) and the FSCS is moved up the creditor hierarchy through
depositor preference, its expected pay-outs will decrease, and
expected recoveries will increase, therefore reducing the levy placed
on the banking sector.

102. It is difficult to say exactly how much the FSCS levy is expected
to reduce by. However, to give an illustrative example, the average
FSCS levy over the past 6 financial years has been just over £700m
per year, not an insignificant cost to industry. Measures in this directive
would be expected to lead to a material reduction in this cost.

Total Benefits

103. Overall, the Government believes that this Directive will have a
net benefit the UK. This is partly due to the large amount of similarities
this Directive has to the UK’s existing Special Resolution Regime and
therefore, many of the measures are already broadly in place in the
UK.

104. In response to the recent financial crisis, the Government
commissioned the Independent Commission on Banking (ICB) to report
on the reforms needed to improve stability and competition of the UK
banking sector and the Government took forward many of its
recommendations in the Banking Reform Act 2013. The ICB report
estimated that the costs of financial crises were around 3% of GDP per
annum (roughly £46bn when measured against 2013 GDP). By
implementing reforms to increase financial stability, these costs can be
avoided. The Government’'s White Paper on Banking Reform?®
estimated that the recommended reforms may see UK GDP increase
by as much as £9.5bn per year.

105. The measures in the BRRD are designed to set a framework for
the recovery and resolution of banks across the EU and promote
financial stability. These reforms will help reduce the implicit
government guarantee to large banks, promote financial stability and
reduce the probability of future banking crises. Overall the Government
expects there to be a net benefit to the UK economy form this
Directive.

Assumptions

28https /lwww.gov.uk/government/uploads/system/uploads/attachment_data/file/32556/whitepaper_banking_reform_
140512.pdf
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106. The modelling for this IA has been done on a static basis. The
costs to business have been estimated assuming that any increase in
funding costs is fully passed onto consumers and business models
remain the same. In practice, firms may restructure themselves or seek
alternative sources of funding. However thing change is hard to
quantify or predict and is a decision for individual firms. This IA also
assumes that the main driver of tax receipts in the long run is GDP.

Wider Impacts

107. A number of wider impacts have been considered for these
measures and are detailed below. Much of these will depend on how
industry responds to the measures.

Impacts on the labour market

108. Increased costs may mean firms decide to reduce costs
elsewhere, such as staff costs. Firms may decide to cut jobs and or
pay, but to what extend is unclear. Any reduction in staff numbers is
likely to be concentrated in London as around one third of financial and
insurance sector employment is based in London.

Business borrowing decisions

109. An increase in wholesale debt funding costs may push up real
lending rates to the economy. Large businesses may be better able to
access other sources of funding, mitigating some of this impact,
whereas small and medium sized businesses are less likely to be able
to. However, any decision to pass on costs to consumers is a
commercial one and cannot be predicted accurately.

Impact on competition and competitiveness of the UK banking sector

110. The measures in this Directive are expected to improve the
competition within the banking sector through greater financial stability.
The reduction on the implicit state guarantee large banks are seen to
enjoy will reduce the comparative disadvantage faced by smaller
banks.

Impact on Small and Micro businesses

111. Small and micro businesses will benefit from increased financial
stability and the increased continuity of finical services. These
measures also reduce the likelihood of future financial crises.

112. Small banks are also included within the crisis management
framework, meaning a more level playing field across the sector. Their
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resolution will be managed by a specialised resolution authority if they
fail. A better managed resolution will help avoid contagion.

113. The resolution tools and powers are very unlikely to be used on
small and micro businesses because even the smallest banks will not
be either small or micro. If such a bank were to exist, the Government
anticipates that it is unlikely to meet the statutory test for use of
resolution tools —which require their use to be in the public interest of
financial stability, maintaining confidence in the banking sector and
protecting deposits and client assets.

114. There may be an impact on small and micro businesses to the
extent that they are customers of larger banks, building societies or
investment firms. A small or micro business will benefit from greater
deposit protection through depositor preference and be less exposed to
losses in the event of a failure. To the extent to which small and micro
businesses borrow from larger banks, they may see an increase in the
cost of borrowing if costs are passed on to consumers through higher
interest rates. The extent to which small and micro business will be
impacted by this is difficult to quantify, as any interest rate increases
are a commercial decision for banks.

One in two out status

115. The measures under consideration in this IA implement an EU
Directive. European Union Regulation, Decisions and Directives are
out of scope of the OITO rule. As noted above, the bail-in provisions
are being implemented 1 year ahead of the deadline in the Directive.
However, these provisions are designed to reduce the systemic
financial risk posed by the baking sector. These provisions are
therefore exempt from the OITO rule under the Better Regulation
Framework Manual (paragraph 1.9.8 V).

Equality impact

116. The Government has considered its obligation under the
Equalities Act 2010. The Government does not believe these measures
will impact upon discrimination, equality of opportunity or good relations
towards people who share relevant protected characteristics under the
Act

117. The Government considers that the proposals are compatible
with the Convention rights protected by the Human Rights Act 1998
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118. Overall the Government believes there will be a net benefit to
the UK as a result of this Directive. The Government is required to
transpose the directive in National Law by 31 December 2014, and the
Government intends to apply all of the measures from 1 January 2015.
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