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UniCredit Group is a major international financial institution with strong roots in 22
European countries, active in approximately 50 markets, with about 9.500 branches and
more than 150.000 employees. UniCredit Group is among the top market players in Italy,
Austria, Poland and Germany. In the CEE region, UniCredit Group operates the largest
international banking network with around 4.000 branches and outlets. UniCredit Group is
a market leader in the CEE region. Furthermore UniCredit Group was recently recognized
as Global Systemically Important Bank.

Questions to banks

1. To what extent are the current and ongoing regulatory reforms sufficient to ensure a stable and
efficient banking system and avoid systemic crises?

Unicredit acknowledges that important regulatory reforms specifically targeting the banking sectors

have been undertaken and now need to be properly implemented to ensure level playing field and

sustainability of the banking business. However, these reforms are perceived as far from sufficient

for a stable and efficient European banking system, that - in the last decade - have relied upon the

prospect of a deeper financial integration and stability1.

UniCredit business model has been envisaged precisely to better serve European customers in the

context of a European integrated financial framework. However, nowadays the well functioning of a

EU cross border universal bank is put at serious risk, following both asset and capital ring fencing

initiatives at local levels. Among these initiatives, we recall for instance: higher capital requirements

unilaterally imposed by national competent authorities without considerations of the group risk

assessment in the college of supervisors; restrictions on the free movement of resources (capital and

liquidity) across jurisdictions, for instance as a consequence of the imposition of maximum limits to

the deposit over loan ratios in subsidiaries located in various jurisdictions; and limits to the free flow

of information within entities of the same banking group. As a consequence:

 The ability to channel funds based on economic risk / reward criteria – independently

from their geographic location – has been seriously undermined in a cross border group

like UniCredit, with potentially negative effects on a further integration of financial market

(including in the retail segment);

1 See also “Completing the euro project – the day after tomorrow” by JM Gonzalez-Paramo ECB, where it is stressed that
the absence of federal institutions in Europe is a source of vulnerability, especially for the vicious circles involving banks and
governments.
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 The choice of the underlying business model is nowadays more and more driven by

considerations related to political influences or regulation discrepancies across

jurisdictions, rather than by economic considerations only.

 Burdened by stricter prudential regulation and unilateral initiatives taken at local levels and

oppressed by stressed market conditions, EU cross border groups are encountering major

obstacles when trying to benefit from the single market opportunities and therefore

contribute to the integration of the financial services in Europe. As recently reminded by Monti:

“The single market for capital and the closely interrelated single market for financial services are critical for

the efficient allocation of resources – a key driver of growth and employment – and for the stability of the

economy.”2

Based on these considerations, along the lines of the regulatory reforms of the banking sector already

approved, we deem that other institutional and regulatory reforms are urgently needed with a view

to safeguard the EU single market and European financial integration. In particular:

 establish a framework for cross border crisis management and resolution which inter

alia creates the conditions for enabling European cross-border banking groups to set up intra-

group financial support agreements. The legal framework should envisage allocation of

responsibilities for crisis management and resolution at the European level. The removal of

current barriers will be beneficial in terms of financial efficiency as well as economic stability.

 The establishment of a European Recovery Fund primarily financed by private money. The

European Recovery Fund would mainly serve for term funding, which nowadays – under

current critical market conditions – is exceptionally offered by the ECB;

 in order to break the link between the banks and sovereign risks, to extend the ESM

financial capacity, scope and flexibility in the instruments to finance the public and

the banking sector. To this end, the ESM should also be active to recapitalise Euro area banks

whenever necessary, subject to adequate measures to control for moral hazard;

 to ensure an adequately integrated and effective supervision at EU level especially

for cross border financial institutions (including financial market infrastructures such as

CCPs) to avoid ring fencing. Serious threats of ring fencing imposed by national authorities put

in danger the business model of EU cross border groups and the basic principle of the free

movement of capital and liquidity within the EU;

The four above issues are the key preconditions to restore market confidence by finding the right

equilibrium between its stability and its efficiency. In the short term, addressing the four above issues

will also loosen the link between the funding costs of banks and sovereign risk. Nowadays

country ratings risks playing an even greater role than a bank’s risk profile and business model, thus

driving its success in an international competitive environment.

The reforms indicated above become even more compelling when considering that their

2 “A new strategy for the single market at the service of europe's economy and society”, Report to the President of the European
Commission José Manuel Barroso by Mario Monti, 9 May 2010.
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implementation would positively trigger, by means of cross-border banking, the process of financial

integration of retail banking which to date has proved to be slower than other market segments

(e.g. money and financial markets)3. It ought to be spelled out more explicitly that the EU single

financial market has to be meant as a place where as many financial providers as possible are

able to bring their competing offers to any EU consumers. Neither of the three existing

possibilities (local subsidiary, local branch, cross-border offering) shall be discriminated so that

different business models can compete in a fair manner and in the interest of the consumer. This is

different than expecting that EU retail consumers seek out the best deals to meet their needs within

the EU boundaries as a whole, regardless of the location of the financial provider. The way the EU

single financial market should be meant is based on the fact that retail banking services have an

inherently local~domestic dimension. Among the various qualified sources in this regard, it is

worth mentioning the Report by the UK ICB. As a matter of fact, banking assets and liabilities

(including loans towards local businesses activities) are mostly non tradable, even within integrated

markets.

2. Which structural reforms would improve the safety and efficiency of the banking system in the EU

in the near term? In the long term?

2.1. Key Issuesat stake

As said, due to the systemic implications of the crisis, an enhanced supervision at EU level and

the enforcement of an EU framework for cross border crisis management (well beyond a

“mere” coordination at national level) are needed to ensure stability and prevent ring fencing.

However, even an integrated European financial market would be in any case still limited

by its structural funding gap. Europe's banks have the highest loan-to-deposit ratios

(LDR) across the globe (higher than 110%). These levels are far higher than in emerging

markets, and much higher than in the US (around 75%), where the role played by the US specialised

agencies and a deeper corporate bond market reduce demand for bank’s lending.

o Accordingly, in the US only 25% of US mortgage debt is on the balance sheet of US banks,

compared to 85% in Europe. In the euro area, loans for house purchases lent by credit institutions

represent more than 30% of total loans (€3.8 trillion);

o In addition, while in EU debt sourced by banks amounts to 85%, in the US more than half of total

debt is sourced via the capital markets.4

The funding gap in Europe reflects the minor role played by the bond capital markets and the

Government policies at national level aimed at supporting housing. The former is explained by the

large presence of SMEs, that by nature have more difficulties in funding themselves in the wholesale

3 Mario Draghi, Welcome remarks - ECB-EC Conference on financial integration and stability, 26 April 2012. European
Commission, European Financial Stability and Integration Report 2011.
4 Source: ECB Statistics and Barclays Equity Research Report, “there must be some way out of here: Can European bank
funding be fixed?”, 19 March 2012.
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market, and by the relatively minor development of wholesale markets especially in non-euro

countries in the CEE region.

Before the crisis, despite the structural problem of the funding gap, European banks were able to fund

themselves in the wholesale market to satisfy their lending activity. In addition, subsidiaries belonging

to multinational banks and located in CEE countries - where local bond market is relatively

underdeveloped - used to heavily rely on intra-group funding from the parent company. Nowadays

access to the capital market is much more challenging and for European banks, that found

difficult to obtain long-term funding. In addition, ring fencing policies unilaterally defined at

national level more and more often prevent the smooth movement of liquidity among entities of the

same banking group across jurisdictions.

The ECB is currently supporting the banking system in its crucial role of credit supplier to the

economy with their LTRO programme. However, the role played by the ECB is not a long term

solution.

2.2. Some suggestions

In addition to the solutions needed for addressing the shortcomings highlighted in the reply to

question 1, we would wish to stress the importance of finding solutions to the funding gap issue

described above. This is necessary to restore market confidence and put EU banks on a sustainable

financial path. The solution does not consists in any structural change at bank level. Rather,

there are two potential areas where short term important adaptations to the regulation as

well as long term structural reforms could be envisaged:

1) In the near term, an adaptation to the regulatory framework so that it does not hamper the

industry efforts to rivitalise the securitization market;

2) In the long term, the creation of a European entity investing in certain notes secured by

residential mortgages.

1) European regulators have introduced many new rules and regulations5 and the industry has worked

for their timely implementation. However, due to the mistrust towards securitisation even in those

jurisdictions where rules, practices and performances were sound, securitisation investment, its

role and potential benefits for the European recovery, have been marginalised and the

potentially negative impact of a number of recent regulatory initiatives is being

neglected. For example, securitisations are not eligible for inclusion in the Basel III liquidity buffers

and current Solvency II Level 2 guidance proposes capital charges for EU insurance companies that

will make securitisations prohibitively expensive for them to invest in. Regulators’ acknowledgment of

the benefits of best practices for European securitisations, on the contrary, would contribute to the

expansion of the investor base, thereby encouraging greater issuance and liquidity as well as improving

5 For example, Rule 122a of the CRD requiring an Originator to retain “skin in the game” - broadly, 5% of the risk. Also
initiatives sponsored by the ECB and other central banks requiring increased transparency and greater granularity for the
contents of loan portfolios, full access for investors to legal documentation, investor reporting, cash flow modelling and so
on.
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the ability of European financial institutions to attract funding which would be used to finance

economic growth.

The industry appreciates that in order to reassure regulators and encourage new investors, a clear

reference point is needed. This should set out best practices around which to build

investment guidelines and regulations to encourage issuance and investment, with the ultimate goal of

supporting the real economy. “AFME”/”EFS” (Association of Financial Market in Europe / European

Securitisation Forum) and the “EFR” (European Financial Services Round Table), working together,

have for some time been leading the process to deliver such a scheme in the form of “Prime

Collateralised Securities” (“PCS”), a market-led initiative defining best market practices and creating

the incentives to enforce these practices through a label granted and maintained by an independent

third party.

The PCS label is intended to be available later this year for European securitisation transactions that

meet industry best practices in terms of quality, simplicity, standardisation and transparency.

We also see these four factors as pre-conditions to enhance secondary market liquidity.

We deem important that the High-level Expert Group recognises in written format the benefits of the

PCS initiative, along the same lines of the EU Commission, EBA, EIOPA, ESMA, the ECB and the EIB

Group. The High-level Expert Group acknowledgment could contribute building the consensus for

a regulatory environment that fairly reflects the strengths and features of PCS and

securitisation in light of the benefits it can bring for the European economy.

As PCS is implemented, the industry will continue its dialogue with key European public

stakeholders such as the ECB, EIB Group, European Commission, European Supervisory

Authorities, European Parliament and individual EU member states as well as the Bank of England and

other national and central banks

2) In parallel to the revitalization of the securitization market, which we expect would also be

facilitated by the PCS market-led initiative, it could be worth considering the preconditions to move

towards a European body whose task would be to purchase and promote 6 market liquidity of eligible

assets secured by residential mortgages loans 7 . With a view to promote best market practices,

eligible assets could be ABS which are PCS labelled or covered bonds which receive a label by the

European Covered Bond Council. Credit origination (in this case residential mortgages) would still be

provided by the regulated banking sector. However banks would be supported by the EU body in

acquiring and managing some of the related risks, with banks having a skin in the game to align

incentives. The potential credit supply that could be made available by banks, following the EU body’s

intervention support, would be remarkable and channeled to productive investments and loans to

corporates (including SMEs). When looking at securitisation activity, the volume of outstanding

residential mortgage backed securities issued by European banks (including UK figures which

6 Being active in the repo and securities lending market..
7 Such as ABS which are PCS labelled or covered bonds which receive a label by the European Covered Bond Council.
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approximately account for one third) at the end of 2011 corresponds to €1.2 trillion8.

The functioning and governance of this European body could be envisaged along comparable lines to

the European Investment Bank Group9, which is mandated to play a comparable role primarily on

SMEs. It is neither appropriate nor sustainable that such function is somehow played by the ECB with

its covered bond purchase programme and its large acceptance of RMBS as collateral for its open

market operations.

Systemic risk and risk of excessive leverage of the system on aggregate would be controlled by well

pre-defined guidelines (e.g. loan to deposit ratio accounting also for national specificities, such as the

emergence of real estate bubbles), market standards defined in the PCS and European Covered Bond

initiatives as well as by strict monitoring and supervision performed by EBA in close collaboration

with the European Systemic Risk Board (ESRB).

3. What are your views on the structural reform proposals to date (e.g. US Volcker Rule, UK

ICB proposal)? What would be the implications of these proposals on your institution and the

financial system as a whole?

The fil rouge of the structural reform proposals under discussion is ring fencing. Whether

it is used to impose strict limits on the commingling of specific type of financial operations within a

single bank or in the context of the attempts by governments to protect banking assets located in

their own countries, ring fencing has been envisaged with the objectives of: limit contagion within and

across firms; restrict the recourse to tax payers money; ensure a more efficient provision of the

continuity of retail banking services.

However, ring fencing would not solve the problem and would imply significant costs to the society,

mainly arising from two sources: first, the loss of any diversification benefits due to the

separation of investment from commercial banking; second - and very important - these proposals put

in danger the further promotion of financial integration in EU.

If costs were properly balanced by gains, these proposals would be nevertheless appealing. Hoewever,

unintended consequences, the emergence of arbitrage opportunities, the existence of

operational challenges, will all limit the effectiveness of the Volckers Rule and the UK ICB

proposal and will not preserve the financial system from contagion.

In the practical implementation of these proposals, it would be in fact extremely challenging, if

not impossible, to find rules to clearly draw a line between permitted and not permitted

activities and filter out prohibited transactions. For instance, banks often do not hedge single

positions but recurr to hedging strategies envisaged at portfolio level. This implies that the

identification of the link between trades executed by the bank acting in its agency capacity and

transactions pursued to hedge positions held to meet clients’ requests is often not possible. Moreover,

8
Source: AFME..

9
European Investment Bank and European Investment Fund.
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hedges performed by a bank in its agency capacity are often incomplete, with the consequence that

residual exposure (for instance: credit risk, market risk) would in any case embed a component of risk

not fully covered. It is therefore very difficult, if not impossible for regulators, to consistently

distinguish incomplete trades executed by the bank in its agency capacity from proprietary trading,

purposefully done.

The difficulty for supervisors to filter out prohibited transactions may foster arbitrage

opportunities: banks might have incentives to dress up prohibited proprietary trading transactions

as hedging performed on the back of clients positions or as market making transactions.

Also, non-regulated banking activities would be “better off”, while banks which are largely funded with

retail deposits, hence recognised as “safer”, would be largely penalised (especially under the UK ICB

proposal that foresees additional prudential requirements for retail banking). This is another dramatic

unintended consequence which would move activities perceveid as too risky from retail banks to the

unregulated part of the financial system (shadow banking).

In addition, in order to achieve a sustainable return on assets, retail banks may be encouraged to

take greater risks on “traditional-alike” activities such as mortgages, corporate loans

and personal loans. Let’s remember that during the 2007-2009 crisis, a large part of the portfolios

of risky mortgages and mortgage backed securities were held just as straight commercial banking

exposures, in the traditional banking mortgage books. Ring fencing would not necessarily have

reduced these exposures.

Another major adverse consequence would be the possible impairment of permitted business

activities, as a consequence of the ring fencing: the difficulty in distinguishing between

proprietary trading and “market making” on behalf of customers could negatively impact on the

liquidity and price of trading activity on behalf of institutional clients.

In light of the above, we strongly believe that any structural reform proposal related to ring

fencing would be detrimental, representing a high cost to society not balanced by gains.

What is of crucial is on the other hand to adopt adequate principles and internal rules for all risk-

taking activities that generate market risk (both in the trading and in the banking book). For instance

in 2010 UniCredit has developed a set of Principles which go beyond the minimum prudential

requirements imposed by the authorities to best address market risk.

In addition to an adequate governance and risk monitoring procedure at banking group level, we

strongly believe that structural proposals like the ones discussed in replies to QUESTION 1

(institutional and regulatory reforms to safeguard the EU single market and European

financial integration) and QUESTION 2 (proposals to properly address the funding gap

issue) would ensure financial stability and pave the way for a future of a sustainable and well

functioning European banking system. In fact, as recently said by Draghi “financial integration helps to

maintain balanced monetary and financial conditions and thereby fosters a smooth transmission of monetary

policy throughout the euro area”. The effectiveness of the monetary policy transmission mechanism is in
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fact a precondition for enabling the central banks to pursue financial stability. As recently stated by

Draghi: ”Financial integration plays an important role for financial stability, as financial integration and

financial stability can be mutually reinforcing. […] A more integrated financial sector typically improves the

resilience of the financial system through more competition, better diversification and risk-sharing, as well as

through more liquid markets”.10

Specifically on the UK ICB Report: without sharing its conclusions and recommendations, as a matter

of fact the UK ICB Report has shed light on the importance of retail banking services,

given the role played by proximity on this respect.

4. What are the main challenges of your financial institution as regards resolvability? Are you

implementing structural changes to your institution in the framework of your recovery and

resolution planning?

Following the FSB recommendations, last December UniCredit finalised the first draft of the

Recovery Plan and is currently working on its update (in view also of the feedbacks received by the

Crisis Management Group). In addition, UniCredit is currently supporting the competent authorities

in the definition of the first draft of the Resolution Plan.

In this respect, we believe that it is paramount importance to have in place an overall robust

governance framework leveraging efficiently and effectively on already existing capital

and liquidity contingency policies, in order to manage the potential crisis at Group level in a

coordinate manner and to identify the most appropriate remedial actions.

The aim of this process is to avoid duplications and inefficiencies in the recovery activities

lead by the relevant functions at Group level in accordance with mirrored functions at

local level.

Currently we do not envisage any needs for structural changes to properly cope with

recovery situations, if not differently required by regulators in the interactions on the updates of

the Recovery and Resolution Plan.

In order to properly develop an effective resolution plan, it is key that European competent

authorities develop as soon as possible a single European framework for Resolution, including a

European Resolution Authority, and an appropriate legal framework at EU level for Crisis

Management Groups.

In addition, we would also like to mention the need for homogenous templates across

jurisdictions (both in terms of data and timelines), since the goal of a cross border group like

UniCredit is to meet the requirements through a single, coherent, group-wide RRP.

10
Speech by Mario Draghi, President of the ECB, at the ECB-EC conference “Financial integration and stability: towards a

more resilient single financial market” Frankfurt am Main, 26 April 2012.
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Please find below the list of the key people involved in this work, whose contribution made possible
to coordinate and provide UniCredit answers to this Consultation. Some other experts have been
involved, but are not listed below.

Regulatory Affairs / Public Affairs (Coordination and Main Contributor Team)
e-mail: regulatory.affairs@UniCredit.eu

Mr Sergio Lugaresi (Head)
Mr Riccardo Brogi
Mr Marco Lagana’
Ms Micol Levi
Mr Andrea Mantovani

Group Risks Control
Mr Fabio Arnaboldi (Head)

Risk Integration and Capital Adequacy
Ms Valeria De Mori (Head)

Capital Adequacy (Group Coordinator for question 4)
Mr Fabrizio Rinaldi (Head)
Ms Serena Lamura

Public Affairs
Relations with the European Union
Ms.Costanza Bufalini (Head)
Mr Peter Rieger
Ms Anousheh Alamir

Insitutional Affairs (Germany)
Mr Achim Oelgarth
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