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1. Introduction

LS| landscape diverse in terms of size, sectors and business models
Table 1. Composition of SSM LSI banking sector

Country AT |BE|cYy | pE |EE | ES | Fl | FR [GR| IE | IT |LT| W | |MT| NL | PT | sI | SK | Ssm
Number of 454 | 20 | 9 |1432| 11 | e6 | 37 | 99 |13 | 25 | 382 | 8 | 57 |15 |18 | 42 | 28 | 5 | 10 | 2,731
institutions
E;’I‘; “;gc't'osr's"ssm 17% | 1% | 0% | 52% | 0% | 2% | 1% | 4% | 0% | 1% | 14% | 0% | 2% | 1% | 1% | 2% | 1% | 0% | 0% | 100%

Total Assets (in bn) 311 90 5 2,728 5 164 182 549 7 59 508 4 144 8 8 262 59 4 15 | 5111
Country LSIs total
assets/SSMLSIs 6% 2% 0% 53% 0% 3% 4% 1% | 0% | 1% | 10% | 0% | 3% | 0% | 0% | 5% 1% [ 0% | 0% | 100%
Sectortotal assets
Country LSIs total
assets/country total 32% | 9% 7% 39% | 18% | 5% 42% 7% | 3% |[14% | 20% |[14%| 17% |32% |18% | 10% | 15% |10% | 19% | 19%
assets

Source: SSM List of Supervised Entities, Q3-2018, highest level of consolidation

Figure 1. Geographical distribution - LSI sector

e Vast majority of SSM LSIs focus on
traditional lending business;

« Significant portion of LSIs sector is made of

Bubble size 5 savings and cooperative banks (79%) and
ol b Y concentrated in AT, DE, IT (82%)
assets;
colouri_ng . -
o sector e ~59% of SSM LSIs are organised in
e ___ Institutional Protection Schemes
cooperative .‘ : .
banks, joint i L
stock gy IS
companies, g s
not- -
classified)
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2. Background and underlying principles

Background of the SSM LSI SREP

» National competent authorities (NCAs) have the

responsibility, as direct supervisors, to decide on - .
capital, liquidity and qualitative measures for the E -
less significant institutions (LSIs). =

-

> Since 2015, the ECB and the NCAs have been 5
working together to develop a common SREP Experienced
methodology for LSIs, based on the EBA SREP I] berience

(Sls) methodology and national SREP from the ECB (DG-
methodologies in place. l: MS3 in cooperation

and dialogue with SI
> In 2018, NCAs started to implement the harmonised E

Background

supervision) and the
methodology in a staggered approach, rolling it out NCAs

further to all LSIs by 2020 at latest. -I =

Guidelines and building on the significant institutions E supervisors involved =
.h

» The SSM LSI SREP is an ongoing process and
the methodology will continue to evolve in the
future.
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2. Background and underlying principles

The underlying principles of the SSM LSI SREP methodology

» To promote convergence in the way NCAs conduct the SREP, to support a minimum level of
harmonisation and a continuum in the assessment of Sls and LSlIs

» SSM LSI SREP methodology developed under the umbrella of the SSM methodology
applicable to Sis

» Proportionality and flexibility to take into account LSI specificities

> National specificities are considered (e.g. accounting standards, regulation)
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> Based on existing pillars of sound risk assessment:

v combination of quantitative and qualitative elements

v holistic assessment of institutions’ viability taking into account their specificities

v’ forward-looking perspective
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3. MGthOdOlogy ECB-PUBLIC

Structural elements and building blocks of the SSM SREP
methodology preserved

SREP methodology at a glance: four key elements

SREP Decision

Quantitative capital measures Quantitative liquidity measures Other supervisory measures

.-
= Overall SREP assessment — holistic approach o
= =» Score + rationale/main conclusions 3
o -
= <}
Q S
o . . _ 5
- Viability and sustainability Adequacy of governance S llf €.g. creqn, Catggo_n(_as. €.g. shorfc =
: . market, operational risk term liquidity risk, funding |1
of business model and risk management P
and IRRBB sustainability

2. Governance and risk 3. Assessment of risks to 4. Assessment of risks to

1. Business model
capital liquidity and funding

assessment management assessment

Feeds into the Supervisory Examination Programme (SEP)

www.bankingsupervision.europa.eu ©
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3. MGthOdOlogy ECB-PUBLIC

All four SREP elements follow a common logic
ensuring a sound risk assessment

Three phases in on-going risk
assessment for each of four elements

Phase 1 Phase 2 Phase 3 i 2. 3. 4.
Data gathering Automated Supervisory Business Internal Assessment f§ Assessment
anchoring score judgement model governance of capital of liquidity
and RM risks risks

Main sources: * Scoring risk level Adjustments based RL v n/a v v

* regulatory reporting|| * Formal compliance| | on additional factors

« other documents checking of risk and considering RC nfa v v v
control banks’ specificities

and complexity
Combined score

(RL + RC)

n/a: not applicable
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The SSM SREP methodology for LSIs implements the principle of
proportionality

» Minimum supervisory engagement model based on SSM prioritisation methodology which classifies LSIs as
high-priority or non-high-priority institutions according to their risk situation and their potential impact on
their domestic financial system.

» This classification is the starting point for NCAs to decide on the intensity of the SREP assessment
(frequency, scope, granularity), supervisory expectations, information needs, etc.

Intensity of assessment

» Annual frequency for the full SREP assessment for HP LSIs, but lower minimum frequency for
non-HP LSIs; for all LSIs: annual update of the SREP

> For every LSI, the risk (sub)categories are assessed only if deemed material
Supervisory expectations

» For instance, depending on the nature, size and complexity of the institution and its businesses, the
risk management methodologies and processes (in particular for non-HP LSIs) can be less
complex
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Information needs
» Methodology tailored to information reporting requirements applicable to LSls, e.g. FINREP (which,
when compared with FINREP for Sls, is significantly reduced in terms of scope), but also any
other supervisory data available at NCA
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4. Proportionality EC-PUBLIC

Examples of proportionality in SSM approach to oversight
the LSI Supervision

Financial
reporting Prioritisation of LSIs - No “One-size-fits-all approach”
requirements

SSM Prioritization
methodology
Development
of supervisory
standards,
policies and
methOdOIOgleS Classification

for LSI framework
supervision >

Oversight of
NCA
supervision of
LSIs

Kouanbali4
=Tololo]
Ajlejnuels

LS| population Application in SREP

SSM Prioritisation Methodology is primarily focused on
riskiness and impact (includes size and complexity) of
the institution’s activities

Notification and

reporting
framework » This results in the classification of the LSI population in

High-, Medium-, and Low- priority institutions

» ECB uses Prioritisation in a number of oversight tasks
including the development of supervisory standards and
policies for LSI supervision, or in relation to notifications
and reports from NCAs
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4. Proportionality ECB-PUBLIC

Proportionality is a fundamental and widely
recognised principle of banking regulation

O Whilst simplified frameworks are designed for less complex institutions, there are limits in
the application of proportionality
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> Smaller banks also need to

remain resilient during
economic downturn

» Hence, the need for simplified
regulatory requirements for
smaller banks, proportionate
to size, risk and business
model should not imply less

stringent requirements

Particular areas of attention
for small banks include
corporate governance,
internal controls and
outsourcing

With respect to outsourcing
arrangements, these include
in many cases key processes,
such as IT or credit evaluation

Regular and frequent
reporting is a necessary
condition for effective
supervision, i.e. for early
warning systems

The reduction in the frequency
of reporting may not imply a
sizeable administrative or
operational relief for banks
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Latest regulatory developments point to specific treatment of small
banks in the future —which may pose some risks

14.79%

Overall SREP score (LSIs with TA < EUR 5bn)
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Smaller banks are not necessarily less risky than larger banks

» New regulation CRD5/CRR2 introduces the definition of small and non-complex banks
through several criteria (among other, a €5 billion total assets threshold).

» ECB quantitative analysis shows that irrespective of the size, the riskiness follows a similar
distribution in the two buckets.

Overall SREP score (LSIs with TA > EUR 5bn)
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SSM SREP methodology for LSIs
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4. Proportionality

Consolidation tendencies in the LSI banking sector

Figure 1: Development in number of banks and sector asset size

B Number of LSIs
Total Assets LSIs

5000 6 g

4.8 4.7 4.9 50 >t = . . i
4000 >~ e Consolidation in the SSM
3000 ! LS| sector continues, with
o0 ® the number of LSIs down

ST 3128 2064 2605 ’ by nearly 500 institutions
1000 . . .

' since the inception of the
0

2014 2015 2016 2017 0Q3-2018 - ban kl n g u n IO n.

Figure 2: Drivers of reduction in number of banks

B Number of LSIs

Change in number of LSIs during Q1/Q2/Q3 2018 ) Mergers |nVOIVe ma|n|y

3000 . -

m— n . . banks within the same
2500 4
2000 Country and sector.
1500 2805 2731 : ' :

e Sectoris growing Iin asset
1000 ] )
<00 Size at the same time.
° 31/12/2017 M&A License New Other 30/09/2018

Withdrawal Authorisation

Source: SSM List of Supervised Entities, Q3-2018, highest level of consolidation
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Conclusions

* Proportionality is a key topic of interest to all of us

* The need for proportionality in global banking regulation and supervision is widely
recognised

» The practical implementation of this principle has limits and may be subject to
continuous debate

» As guarantors of financial stability and sound European banking sector, we at the
ECB are of the view that proportionality for smaller banks can imply simpler but
not less stringent rules

» All banks should hold a level of capital and liquidity commensurate to their risks
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