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A PRAGMATIC APPROACH TO SIMPLIFICATION:
THE CASE OF BANKING REGULATION IN THE EU

by Francesco Cannata* and Luca Serafini*

Abstract

The debate on the level of complexity of EU financial regulation has gained momentum in
recent months, with both policymakers and industry stakeholders highlighting the need for a
simpler and more stable framework. This paper aims to contribute to this debate by making
pragmatic suggestions with specific regard to prudential regulation in the EU, where we identify
a number of initiatives that could be pursued in the short to medium term. In the short term, the
paper proposes, among others: streamlining the mandates of the European Banking Authority
(EBA) for developing implementing rules under the CRR3-CRD6 package; simplifying the
market risk rules (Fundamental Review of the Trading book, FRTB), particularly in the area of
internal models; reviewing due diligence and transparency provisions for some types of
securitizations. In the medium term, we see scope for launching a broader discussion on
reforming the EU’s legislative approach to make it more efficient, as well as for addressing
fundamental issues in the prudential framework, such as the structure of capital requirements.
The main message of our analysis is that the ambitious objective of establishing simpler and
more stable rules in the financial sector is a unique opportunity at the current juncture for EU
policymakers to improve the quality of banking regulation — making it easier for supervisors to
enforce and for financial institutions to implement — without compromising the overarching
objectives of avoiding deregulation and ensuring that the financial system remains highly
resilient to potential shocks.
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1. Introduction?

The debate on the possible simplification of EU financial regulation has gained momentum in
the last few months. The need to make the framework simpler and more stable has been highlighted
by both the industry and by policymakers themselves. The complexity of the current regulation is
acknowledged by all stakeholders and is the starting point for possible interventions.

In the EU simplification is among the policy priorities of the Commission; preliminary
discussions are under way in all the major policy fora, among central banks and financial supervisors,
at both EU and national levels.? The objective is to be ambitious enough, in order to improve the
quality of regulation and to assuage industry concerns about any possible competitive disadvantages
for the EU. A critical issue at this juncture is therefore how to proceed: how to collect constructive
inputs from all stakeholders, how to balance a holistic perspective with specific proposals, how fast
to carry out such an exercise and, more importantly, how to simplify without deregulating; in other
words, how to preserve the effectiveness of the current framework, which has allowed the financial
system to be resilient enough to withstand a number of severe shocks.

The paper aims to contribute to the discussion by making some pragmatic suggestions with
specific regard to prudential regulation in the EU: whilst financial regulation goes well beyond
prudential rules, the latter are a consistent portion of the current framework. Although not discussed
in this paper, another area for simplification is supervisory processes and their interaction with
regulation: possible interventions in this area would be complementary to a simplified regulatory
framework at EU level. For all these reasons, the adoption of a sound methodology and a credible
roadmap in prudential regulation can pave the way for further work in other areas of financial
supervision as well. It is worth highlighting that while the analysis focuses on EU regulation, some
considerations may also be extended to international rules where applicable (e.g. the Basel standards).

The paper is organized as follows: section 2 summarizes the different root causes of regulatory
complexity; section 3 retraces past and current policy discussions on the possible simplification of
prudential regulation; section 4 provides a snapshot of the prudential framework in the EU; section 5
provides a methodological compass to orient simplification; sections 6 and 7 propose possible
interventions in the short and medium term, respectively; and section 8 concludes.

2. Origins of the complexity of financial regulation

a) Complexity of finance

! The Authors wish to thank P. Angelini, M. Bofondi, C. Calvaruso, G. Carletti, A. De Vincenzo, M. Di Staso, M.
Giornetti, G. Guerra, T. Loizzo, A. Pilati, F. Recine, G. Rillo, G. Rinna and G. Siani for their useful comments on earlier
versions of the paper and L. Bevan for the language review. The views expressed are those of the Authors alone and
should not be attributed to Bank of Italy; any error or omission is their only responsibility.
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Dynamic systems evolve over time and are subject to the changes induced by innovations.
Such evolution process eventually results in an increase in complexity, which could be regarded as
the difficulty to manage and foresee the behavior of the different components of the system?.

The financial system is a clear example of such dynamic evolution, where complexity mainly
comes in two forms*: (i) the functioning of advanced financial instruments, and (ii) increasing
interconnections and interdependencies among different agents. In recent times such topics have been
dealt with the so-called “Theory of Network”, where relationship among agents — the network — are
described as graphs. The theory analyses these networks over the symmetric or asymmetric relations
between their (discrete) components, also defined as nodes.

To deal with such complexity, regulators have introduced over time several safeguards, such
as transparency requirements. However, conveying information to the public may result
counterproductive when the amount of information to be processed by the recipients increases too
much.

b) Financial instability

Modelling the behaviour and dynamics of economic agents can leverage on rather advanced
mathematical and econometric tools. However, as also confirmed by recent experience, what remains
extremely difficult is to forecast how economic agents react to unpredictable and unexpected events,
where the information set is limited by definition. Market participants have information about their
own behavior, but understanding all the linkages in the network is too complex.

In such a situation the outcome of the decision-making process may produce unintended
results that, as such, may generate surprise in the agents, which could in turn react in an irrational and
not foreseeable way. If not adequately managed, this could lead to different forms of instability and,
consequently, to a higher degree of complexity in the economic and financial system.

c) New risks / new players

Another driver of complexity is the willingness and attitude to meet investors’ demand, in
terms of risk appetite and investment desires. In meeting markets participants’ wishes financial
industries evolve and add new layers of complexity. Such process naturally results in the development
of new players, which step-in to accommodate demand of market participants, becoming new nodes
of the network.

Understanding the degree of interconnection among markets participants and the feedback
loops may however be difficult, when their behaviour results in new forms of risks. Indeed, new risks
and new players have often been the cause of financial crises. In this sense, regulators have tried to
manage complexity by introducing rules and safeguards. The Great Financial Crises (GFC) forced
regulators to consider the risks posed by the network as a whole and not just as the sum of different

3 Arthur (1999).
4 Landau (2009).



single nodes: this led, inter alia, to the introduction of a set of macroprudential instruments as a
complement to microprudential tools.

d) Institutional set-up

The combination of the above drivers, together with the experience of the last decades, has
determined the need for financial regulators to address multiple dimensions of finance, such as micro-
prudential vs macro-prudential needs, supervision vs resolution, international vs national level. This
has led to an overly complex institutional set-up, where financial entities need to interact with a high
number of authorities (the microprudential supervisor, the macroprudential authority, the resolution
authority, etc.), which, at the same time, need to interact with each other.

This is particularly apparent in the EU, where the design of the decision-making process has
been driven by the need to involve a high number of stakeholders at different levels. As such, the
outcome of the process depends on the effectiveness of the legislative process (see Box 1) as well as
on the appropriate balance between different levels of legislation: Level 1 (directives, regulations),
Level 2 (delegated and implementing acts, regulatory and implementing technical standards, drafted
by the ESAs and adopted by the EU Commission), Level 3 (ESA Guidelines and ESA/Commission
FAQs to achieve consistent implementation across Member States, as well as possible national
implementation).

Box 1: The legislative process in the EU

The legislative process in the EU starts with the European Commission submitting a
legislative proposal to the European Parliament (EP) and the Council of the European Union. The
former represents the citizens of the European Union, with members elected from each Member State
in proportion to its share of EU population; the latter is composed by the ministers from Member
States, organized in different configurations based on the topic under consideration. Commission’s
legislative proposals follow a workplan defined in response to priorities set by the European Council,
which represents the ‘high politics’ of the EU and consists of the President or Prime Minister of each
Member State.

A legislative proposal is presented by the Commission and it then goes to the European
Parliament for a first reading, during which amendments to the proposal can be made. The text is
then passed on for a first reading to the Council of the European Union by the competent ministers.
The Council may approve the legislative act as it stands, or adopt own further amendments, forming
the so called ‘Council position’. The legislation is then returned to the EP for a second reading where
it may accept the Council position, adopting the act, or make further amendments to the revised text.
In this case it is sent again to a second reading in the Council, which may approve the EP
amendments. If the Council cannot accept the EP’s position, a ‘conciliation committee’ is convened
where the Council and EP try to agree upon a joint text. If they agree on a common position the
legislation is adopted; if they fail, the act is not adopted. Such a process may be facilitated by making
the Commission, Council and EP to informally meet and define a common position ahead of the first
readings (the so-called “trilogue”, commonly followed for financial regulation).




e) Scope of regulation

Rule-makers face a trade-off relatively to the scope of application, as they have to decide the
degree of diversity they want to accommodate. They may decide to produce a single rulebook
applicable to a large set of entities, irrespective of their characteristics, or a segmented regulation
catering for differences among market participants. Both options are associated with their own costs.
On the one hand, a fragmented regulation may produce uncertainty and potential cliff effects,
undermine the level playing field, treat similar risks in different ways. On the other hand, a one-size-
fits-all approach has the potential to impose disproportionate requirements on supervised entities to
the extent it does not reflect the associated underlying risks.

Such a trade-off is more and more relevant to the extent that the degree of detail and
prescriptiveness of the rules increases. This is the case for the European prudential framework:
differently from the standards issued by the Basel Committee on Banking Supervision (BCBS), which
are targeted to large and internationally active banks only, this is applicable by all intermediaries and
comprises, other than Level 1 text, also a plentiful set of legally binding Level 2 rules, i.e. EBA
Regulatory Technical Standards (RTS) and Implementing Technical Standards (ITS).

3. The policy debate

The discussion on potential simplification of financial rules is not new. Complex regulations
entail material compliance costs; this led, over time, to mounting pressure from market participants
to policy makers to minimize such a burden. The debate typically follows the ‘regulatory pendulum’
that, after the periodic occurrence of financial crises, swings from the side of complex and prescriptive
rules to that of simpler and more principles-based frameworks.

The episode which triggered the main regulatory reform in the last decades is the 2007-08
Great Financial Crisis (GFC), which made no exception to the regulatory pendulum. Before that, the
BCBS had progressively enhanced the risk-sensitivity (and thus, increased the complexity) of the
prudential standards applicable to banks:

e The 1988 Basel Accord®. On the one side it was simple and limited in scope, as focused
exclusively on credit risk, equipped with rudimentary risk weights applied to broadly defined
asset classes; on the other side, it was easy to calculate and allowed straightforward
comparison across banks’ capital ratios;

e The 1996 Market Risk Amendment (MRA)® was triggered by the 1990s developments in
financial engineering that led to the widespread diffusion of derivatives and other trading
instruments. It included market risk within the scope of prudential regulations and allowed,
for the first time, internal models as part of the framework, therefore departing from a ‘one
size fits all approach’ envisaged under the Basel I Accord. This development came at the cost

5 Basel Committee on Banking Supervision (1988).
6 Basel Committee on Banking Supervision (1996).



of increased complexity for the design and maintenance of the internal model as well as
reduced comparability of RWAs across banks;

e The 2004 Basel 11 Accord’ further exacerbated this trend: it allowed external ratings and
internal models for Credit Risk and introduced capital requirements also for Operational Risk.

In devising the Basel 1lI reforms® international regulators intended to address the
shortcomings in the framework at the basis of the build-up of systemic vulnerabilities emerged during
the GFC. The multifaceted approach followed by the BCBS included the improvement in the quantity
and quality of bank regulatory capital (with a preeminent role of CET1 as going-concern loss-
absorbing capital), the enhancement of areas of the risk-weighted capital framework that proved to
be miscalibrated (including market risk, counterparty credit risk and securitization), the inclusion of
macroprudential elements (e.g. capital buffers), the establishment of a large exposures regime, the
introduction of a minimum leverage ratio requirement and of liquidity metrics (Liquidity Coverage
Ratio and Net Stable Funding Ratio). Some of those interventions were somehow related to the issue
of the complexity of the prudential framework, particularly in the calculation of risk-weighted assets
by means of own estimates®: for the assessment of the solvency of banks, market participants had
indeed started to reduce their reliance on traditional risk-based metrics labelled as too complex,
opaque and thus prone to manipulation. For these reasons the BCBS decided to introduce a simpler
metric such as the Leverage Ratio (LR, defined as a minimum 3% ratio between a capital measure
and an "exposure measure™), as a complement to the risk-based requirement. However, the actual
implementation of such a metric required several treatments beyond a purely accounting measure of
exposures and two subsequent updates aimed to accommodate for additional policy needs®.

In any case, the introduction of the LR marked a turning point in the theoretical paradigm of
the framework: the BCBS accepted that relying solely on a single set of risk-based metrics was not
sound. It was by far safer to adopt a “belt and suspenders” approach: some measures strengthened
the capital adequacy framework itself; others were designed to reduce reliance on a single ratio as the
primary measure for assessing the soundness of banks. As the work on post-crisis reforms progressed,
the concept of simplicity in regulation gained more and more traction in the agenda. In 2013 the
BCBS consulted!! upon definitions of such elements in the context of prudential frameworks:

e Risk-sensitivity was regarded as a design feature and an outcome of a regulatory framework,
distinguishing between i) an ex ante risk-sensitivity, i.e. a set of rules that makes distinction
based on the characteristics of individual exposures or transactions (such as the granularity of
risk-weights) and ii) an ex post risk-sensitivity which occurs when, other things being equal,
an ex post assessment confirms that a set of rules can accurately differentiate between different
risk profiles (i.e. in the context of capital requirements this implies that rules can make

" Basel Committee on Banking Supervision (2006).

8 Basel Committee on Banking Supervision (2011).

® Haldane (2012).

19 The 2014 update aimed to include targeted amendments to better recognize in the exposure measure Securities financing
transactions (SFTs) or written credit derivatives, off-balance sheet items, cash variation margin associated with derivative
exposures, the effects of central clearing services provided to customers etc. The 2017 revisions included an additional
leverage ratio buffer requirement for banks subject to the G-SIB surcharge to reinforce the role of the LR as a credible
backstop for risk-based requirements.

11 Basel Committee on Banking Supervision (2013).



meaningful discrimination between sound and weak banks): given that risk is unobservable,
this type of risk-sensitivity can only be accurately assessed ex post. The BCBS also
highlighted potential impediments to risk sensitivity in the context of the framework in place
at that time'?;

e Simplicity was defined as a design feature of any regulatory framework, that in the context of
the capital adequacy framework assumes two dimensions: the simplicity of the capital
standards and the simplicity of the calculation process. A capital standard is simple if it is
clear and can be understood with reasonable effort, is clearly expressed in straightforward and
unambiguous language, is easily understandable to all stakeholders. A calculation process is
simple if it requires simple inputs, possibly limited in number, avoids reliance on inputs not
captured within the normal accounting or risk management systems and can be calculated
without the need for the use of highly advanced mathematical and statistical concepts, avoids
iterative calculations, and can be easily verified by external parties such as supervisors or
auditors. The framework developed at the time featured some potential impediments to
simplicity*3;

e Comparability was defined as an outcome of a regulatory framework that in the context of
prudential regulation is achieved if the rules deliver 1) comparability across banks (i.e. banks
with identical portfolios or risk profiles apply the same rules and determine the same amount
of risk-weighted assets, while banks with different risk profiles should compute different
RWAs figures proportional to the differences in risk), 2) comparability over time (i.e. a bank’s
RWAs do not change over time if the underlying risks remain unchanged, or change
proportionally when risks change), and 3) comparable information (i.e. any difference in
RWASs across banks, jurisdictions and time can be fully understood and explained). As for
simplicity and risk sensitivity, the BCBS identified some impediments also to comparability
stemming from the applicable rules*.

Against this, the BCBS started a strategic review of the prudential framework, with a view to
removing undue complexity, i.e. areas where the degree and level of complexity was not justified by
the benefits gained in terms of enhanced risk sensitivity, and undue RWA variability (i.e. the tendency
of banks’ internal models to produce outcomes whose level of variability, even when applied to the
same set of exposures, were not justified by the inherent feature of each model). The outcome was

12 Impediments to ex ante risk sensitivity can derive from the multidimensional nature of risk in complex banking
organisations, which makes comprehensive risk assessment extremely difficult; the limits to data collection and analysis;
and the need to offer simple approaches for a range of different banks. Impediments to ex post risk sensitivity include,
among others, the use of risk models that are a simplified representation of reality and built on assumptions that may
prove to be wrong or overly simplistic; the unpredictable nature of risks and the inability to predict the future with an
acceptable degree of certainty and the possibility that indicators may lose their predictive power over time.

13 The BCBS also considered that impediments to simplicity in the prudential framework could stem from, among others,
increased focus on the risk sensitivity of capital requirements; the measurement of capital requirements by banks’ internal
models, which are continuously evolving to reflect advances in risk management; the need to accommodate specific
circumstances which leads to the expansion and complexity of the globally agreed standards.

14 According to the BCBS, impediments to comparability within the current framework include, among others,
computational complexity which makes it harder to understand the drivers of changes in RWAs; freedom of choices given
to banks between and within approaches; different level of conservatism applied by banks (e.g. value
adjustments/provisions, estimates of PD/LGD); national discretions and differences in measurement and valuation
regimes, including accounting frameworks.
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reflected into the Final Basel 111 package®® as agreed in 2017, which features a number of policy
choices that clearly reflects the above considerations: i) a deep rethinking of the role of internal
models: subject to more stringent supervisory approval, their use has been either removed (for certain
risks such as Operational Risk or CVA Risk, in both cases on the grounds that it was not possible to
derive meaningful estimates of such risks using own estimates) or largely reduced in scope (for
instance removing the use of A-IRB models for the Low Default Portfolios) or rendered more difficult
to use (such as in the case of the Market Risk framework); ii) a large reduction of the room for
discretionary choices granted to banks by means of more stringent conditions for modelling risk
factors, that can be included in-scope of models only if banks demonstrate to have data of good
quality; iii) the addition of backstop measures, such as the Output Floor, that limits the extent to which
banks can lower their capital requirements relative to the standardised approaches.

The completion of the reform, coupled with the decision of the BCBS to refrain from initiating
further policy initiatives until the completion of the implementation of the outstanding reforms (‘hard
stop’), put the issue of regulatory complexity temporarily aside the spotlight, as other policy priorities
emerged (i.e. the need for flexibility to accommodate unexpected events such as the pandemic shock).
However, the effect of such persisting complexity is far from being avoided. As the Final Basel Il
implementation process began at local level, and the memory of the events that preceded the GFC —
and that oriented such regulatory reform — faded further, the issue of complexity came back in the
public debate. The existence of excessive compliance costs that would have been translated to end
users of financial services raised severe unlevel playing field across banks and jurisdictions; in some
cases financial industry started making a strong pushback on the proposed national legislation
implementing the reforms, arguing that regulation has led financial institutions becoming
overburdened, hampering their ability to support the real economy.

In Europe a strong case for this new paradigm was marked by the CRR2%6, whose provisions
were defined under the imperative that they needed to interact smoothly with other policy initiatives
that were launched to promote economic growth in the Union. The most notable outcomes of this
were, among others: the definition of a targeted set of simpler rules for a subset of banks (Small and
Non-Complex Institutions, SNCI), identified against a predefined set of criterial’; the mandate given
to the EBA to assess the costs and benefits of the reporting requirements for the banking sector, to

15 Basel Committee on Banking Supervision (2017).

16 Regulation (EU) 2019/876 of the European Parliament and of the Council of 20 May 2019 amending Regulation (EU)
No 575/2013 as regards the leverage ratio, the net stable funding ratio, requirements for own funds and eligible liabilities,
counterparty credit risk, market risk, exposures to central counterparties, exposures to collective investment undertakings,
large exposures, reporting and disclosure requirements, and Regulation (EU) No 648/2012.

17 The CRR defines a SNCI as an institution which, among others, a) is not a large institution; b) the total value of its
assets on an individual basis or, where applicable, on a consolidated basis is on average equal to or less than the threshold
of EUR 5 billion over the four-year period immediately preceding the current annual reporting period; ¢) is not subject
to any obligations, or is subject to simplified obligations, in relation to recovery and resolution planning in accordance
with the BRRD; d) its trading book business is classified as small and as such benefits of simplified approaches; €) the
total value of its derivative positions held with trading intent does not exceed 2% of its total on- and off-balance-sheet
assets and the total value of its overall derivative positions does not exceed 5%; f) more than 75 % of both the institution's
consolidated total assets and liabilities, excluding intragroup exposures, relates to activities with counterparties located in
the European Economic Area; g) does not use internal models; h) has not objected to be classified as SNCI, and i) the
competent authority has not objected with the classification as SNCI based on the analysis of its size, interconnectedness,
complexity or risk profile.
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gauge whether the reporting costs were proportionate to the expected benefits®. A similar discussion
was developed recently with renewed strength, when it became clear that the Single Market needs to
be redesigned in light of the changes to the international scenario. Two reports proposed several
initiatives in this direction.

Box 2: The Letta and Draghi reports

The Letta report, dated April 2024, urges the Union to make concrete progresses in the following
areas: 1) achieving the green and digital 'double transition', 2) strengthening the security and
autonomous defense capabilities of the EU; 3) promoting a larger and more resilient EU, by
expanding the membership of the EU to make it more competitive and broadening the perimeter of
the Single Market. In this context, it calls for as strengthened integration of the EU financial sector
aimed to create more investment opportunities for private savings. °

To this regard, one of the main causes of obstacles to the development of the Single Market is
deemed to be caused by an extremely complex regulatory framework. While significant progress has
been made towards the development of harmonized rules, there has been a proliferation of excessively
detailed Level 1 regulatory acts over time, even on aspects that could have been regulated with more
flexible delegated and implementing acts. Furthermore, it has been observed little harmonization in
the transposition and implementation of directives at national level, as evidenced by the practices of
gold plating and ring-fencing, as well as the strong differences still in force between the legal regimes
of the various Member States. It follows that larger companies are incentivized to move their facilities
to simpler and less onerous systems; smaller companies find themselves faced with regulatory
barriers that hinder their growth and development. The Report thus recommended to proceed with
an overall reorganization and simplification of the rules, making greater use of technical regulatory
acts (Regulatory Technical Standards and Implementing Technical Standards), making the
regulatory framework more uniform and relying where possible on directly applicable EU
regulations.

The Draghi report, released in September 2024, identifies three main areas of intervention to
relaunch sustainable growth in the EU: i) bridge the innovation gap with United States and China,
by investing in advanced technologies; ii) progress in the efforts for decarbonization of the economy,
making the transition process an opportunity to stimulate competitiveness and growth; iii) increase
security of supplies and reduce dependencies on foreign countries. 2° It also underlines that a key role
in mobilizing the resources necessary to finance the reforms will have to be assumed by the financial
sector, which in the EU is traditionally centered on the banking sector. Along the direction of the
Letta report, also the Draghi Report reaffirms the need for rapid completion of the Capital Market
Union by pursuing, among others, also a decisive action on regulatory simplification. In this regard,
it highlights that excessive regulatory and administrative burden does hamper the competitiveness of

18 EBA (2021). This report assessed costs and challenges faced by banks with regard to the supervisory reporting
requirements, setting out 25 recommendations to improve proportionality and make the reporting framework more
efficient. It was estimated that the combined effect of the proposed recommendations might reduce the reporting costs by
up to 15-24%.

19 | etta (2024).

20 Draghi (2024)
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EU companies compared to their peers which benefit from a more flexible regulatory landscape; this
does in turn negatively affect productivity and competitiveness by increasing companies’ operational
costs and raising barriers to entry for new companies. The Report concluded that there is a strong
need to adopt appropriate mitigation measures in line with the proportionality principle.

The above-mentioned policy recommendations have been reflected into the new EU
Commission Agenda, formalized at the beginning of 2025 in the Competitiveness Compass?!, that
recognizes that regulatory burden represents a drag on Europe’s competitiveness. The Commission
calls all the EU, national, and local institutions to make a major effort to produce simpler rules and
to accelerate the speed of administrative procedures. To make this commitment objective and
credible, the Commission has set ambitious targets initially for reporting burden, that should be
reduced by at least 25% for all companies and 35% for SMEs, and then to all administrative burdens
(achieving around EUR 37.5 billion cost reduction until the end of the political cycle). The practical
implication of the new strategy on regulation has been reflected in the document ‘A Simpler and
Faster Europe’, where the planned measures include 1) simplification of regulations; 2) regulatory
reform confirming the commitment to reduce the reporting burden along with measures to simplify
financial reporting and sustainability regulations; 3) promoting the use of digital tools and Al to
reduce bureaucratic burdens, improve interoperability between public administrations and facilitate
access to funds and administrative decisions; 4) introduction of a new definition of "small medium
enterprises” to allow for more targeted and simplified regulatory adaptation; and 5) uniform
implementation of regulations across the EU to avoid fragmentation and "gold plating".

The Commission also proceeded with the first of a series of Simplification Omnibus packages
aimed to introduce material amendments to a broad range of EU regulation. The first Omnibus
package proposed an ambitious set of simplification in the fields of sustainable finance reporting,
sustainability due diligence and taxonomy.

Box 3: The Omnibus proposal on ESG regulation??

Following the UE Green Deal, in recent years the European Union has established a comprehensive
regulatory framework on sustainable finance, aimed to promote corporate transparency and
sustainable business practices. Key regulations include the Corporate Sustainability Reporting
Directive (CSRD), which expands the scope and depth of ESG reporting obligations, the Corporate
Sustainability Due Diligence Directive (CSDDD), which requires companies to identify and mitigate
negative impacts along their supply chains, and the EU Taxonomy, which classifies sustainable
economic activities to guide investors and financial institutions.

Most stakeholders, especially small and medium-sized enterprises (SMES), have raised concerns over
time about the complexity and administrative burden of these requirements. To address this issue, in
February 2025 the European Commission published a so called "Omnibus" package, a simplification
initiative aimed to reduce regulatory and reporting burden from the ESG framework while

2L European Commission (2025a).
22 European Commission (2025b).
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maintaining the original objectives of the Green Deal and, at the end, foster a more dynamic and
resilient European economy while ensuring that ESG regulations remain effective and proportionate.

The objective of the Omnibus package is inherently positive, provided that it aims, among others, to:
i) eliminate the inconsistencies across ESG disclosure regulations currently in force; ii) reduce the
burden on financial and non-financial companies (e.g. through a cap in the value chain for financial
institutions for due-diligence purposes). However, the proposal also suggests that any intervention
on a complex set of rules, such as the ESG framework in the EU, must be carried out having regard
to all possible implications and unintended effects. To this regard, the objective of reducing
companies’ reporting costs must be properly balanced with the data needs of other stakeholders such
as financial intermediaries, both for an effective measurement of ESG risks and the compliance with
sectorial regulation (e.g. Pillar 3 for banks). In addition, the reduction of the scope of application of
the Taxonomy should not be detrimental for its completion in terms of coverage of economic sectors.
A policy discussion is currently under way to agree upon the modalities to strike the right balance
among the different objectives.

In the same spirit, with a joint letter sent on 5 February 2025 to the UE Commissioner for
Financial Services and the Savings and Investments Union the Governors of the Banco de Espafia,
Banca d’Italia, Banque de France and Deutsche Bundesbank have reaffirmed how regulatory
simplification represents one of the keys to European competitiveness (%3). While clearly stating that
simplification should not be intended as an educated way to reach deregulation and that the priority
remains the implementation of the Basel 111 framework in all jurisdictions, they underlined the need
to address the challenges represented by the complexity of the cumulative layers of regulations in the
EU through a “holistic” assessment of all relevant rules (microprudential, macroprudential and
resolution), including level 2 and 3 standards.

4. A snapshot of prudential regulation in the EU
4.1. Perimeter of prudential regulation

Prudential rules lie at the core of financial regulation. Based on the Basel Standards,
microprudential rules aim to ensure the soundness and safety of individual institutions and are centred
around three pillars:

e Pillar 1: Minimum Capital, Leverage and Liquidity Requirements. It provides for the
minimum capital and liquidity that banks shall hold to ensure their sound and prudent
management.

e Pillar 2: Supervisory Review and Evaluation Process (SREP). It requires banks to assess and
manage risks that go beyond the Pillar 1 minimum capital requirements and calls for a
continuous evaluation by supervisors to ensure banks are maintaining sufficient capital and
liquidity and managing risks effectively.

2 Banca d’Italia (2025).
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e Pillar 3: Market Discipline. It focuses on enhancing transparency by requiring banks to
disclose detailed information about their capital adequacy, risk exposures, and risk
management practices, with the aim to provide stakeholders with the information necessary
to make informed decisions, which in turn enhances competition and accountability in the
banking sector.

Macroprudential rules complement the framework, with the main objective of addressing
systemic risk and preserving the stability of the financial system as a whole.

This paragraph? focuses on the EU measures transposing the Basel standards, i.e. Regulation
(EU) 575/2013 (CRR) and Directive (EU) 2013/36 (CRD). While the CRR mainly focuses on specific
Pillar 1 requirements for capital, liquidity, and leverage, as well as Pillar 3 measures, the CRD
implements the Pillar 2 and introduces — among others — requirements for capital buffers.

4.2. Minimum Capital Requirements

The CRR requires banks to maintain a minimum level of capital as a percentage of risk-
weighted assets (RWAS), in order to cover the risks stemming from their ordinary business activities,
such as credit risk, counterparty risk, securitization, market risk, operational risk (limits to large
exposures acting as a backstop to an excessive concentration of exposures towards an obligor are also
included). In particular, banks shall respect the following capital requirements: (i) a Common Equity
Tier 1 capital ratio of 4,5 % of RWAs; (ii) a Tier 1 capital ratio of 6% of RWAs (composed of CET1
and ATL1 capital); (ii) a Total capital ratio of 8% of RWAs (composed of CET1, AT1 and Tier 2
capital).

Focusing on the definition of own funds, it is worth noting that they are composed of three
types of capital instruments, which are defined depending on their ability to absorb losses and their
quality:

o Common Equity Tier 1 (CET1) capital. This is the highest quality capital, consisting mainly
of common shares and retained earnings. CET1 is the most critical measure of a bank’s
financial strength.

o Additional Tier 1 (AT1) capital. This includes instruments such as perpetual bonds, which are
designed to absorb losses in times of crisis (still in a going-concern situation). AT1
instruments are typically subject to loss-absorption mechanisms (e.g., write-downs or
conversion into equity).

o Tier 2 capital. This is considered “lower quality” compared to Tier 1 and is gone-concern
capital: when a bank fails, Tier 2 instruments must absorb losses before depositors and general
creditors do. The criteria for Tier 2 inclusion are less strict than for ATL1.

4.3 Liquidity and leverage requirements

24 This paragraph is limited to the “ex ante” measures, not covering “ex post” interventions (e.g. crisis management and
resolution), even though, in practice, such demarcation line is blurred.
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In addition to the above, the EU prudential framework implements the following further

requirements as defined in the Basel framework:

Leverage ratio. This stands as a non-risk-based measure serving as a backstop to prevent banks
from taking on excessive leverage. This measure ensures that banks do not excessively
increase their leverage beyond what is considered prudent, even though their RWAs are low.
It is defined as 3% ratio between Tier 1 capital and the leverage ratio exposure measure (which
captures both on- and off-balance sheet exposures). For G-Slls, a leverage ratio buffer applies
on top, which is set at 50% of a G-SII’s higher loss-absorbency risk-based requirements. Also
a leverage ratio Pillar 2 guidance was introduced, as a bank-specific recommendation that
indicates the level of capital the supervisor expects banks to maintain in addition to their
binding leverage ratio requirements. It is determined as part of the Supervisory Review and
Evaluation Process and, unlike the leverage ratio Pillar 2 requirement, is not legally binding.

Liguidity Requirements. Banks are required to have enough liquid assets to survive to a short-
term financial stress (Liquidity Coverage Ratio - LCR) and to maintain a stable funding profile
over a longer time horizon (Net Stable Funding Ratio - NSFR)?°. These measures are designed
to mitigate liquidity risk and prevent banks from facing liquidity shortfalls, especially in times
of market turmoil.

4.4 P2R, P2G and Capital Buffers

In accordance with the CRD, additional measures might be imposed or recommended. In

particular:

Pillar 2 Requirement (P2R). Supervisors may require banks to hold additional capital above
the minimum regulatory requirements, as a result of the supervisory review (SREP) of the
internal capital assessment (ICAAP) carried out by banks to determine how much capital is
necessary to cover their specific risk profile. In the EU this is a binding requirement, legally
enforceable by supervisors. As mentioned, it is bank-specific and supplements the Pillar 1
requirement in cases where the latter underestimates or does not cover certain risks.

Pillar 2 Guidance (P2G). Supervisors may provide suggestions or recommendations to banks
regarding capital levels, risk management practices, and governance structures that could be
appropriate in the specific circumstances. In particular, the Pillar 2 Guidance is a bank-specific
recommendation that is set under the SREP and indicates the level of capital the supervisor
expects banks to maintain in addition to their binding capital requirements to ensure they can
absorb potential losses resulting from adverse scenarios; unlike P2R, it is not binding and thus
not legally enforceable. It also does not encompass the risk of excessive leverage, which is
covered by the leverage ratio Pillar 2 guidance.

Moreover, banks are required to maintain capital buffers to ensure they have sufficient capital

during times of financial stress; these are added on top of the minimum capital ratios:

The LCR aims to ensure that banks have enough liquid assets (e.g. cash or other assets that can be quickly converted
into cash with little or no loss of value) in the short term, while the NSFR intends ensuring that banks do not rely too
much on short-term funding to fund their medium- and long-term assets.
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Capital Conservation Buffer (CCB). Applicable to all banks, which are required to maintain
it at all times, the CCB is a buffer of 2.5% of RWAs, made up of CET1 capital. Its aim is to
ensure that banks have enough capital to meet their minimum capital requirements, in
particular by absorbing losses during periods of economic downturn.

Countercyclical Capital Buffer (CCyB). This is a time-varying buffer, typically calibrated
between 0% and 2.5%, depending on national regulators’ assessment of the specific phase of
the economic cycle. It is designed to counter procyclicality in the financial system: when
cyclical systemic risk is deemed to be increasing, banks should accumulate capital to create
buffers that strengthen the resilience of the banking sector during subsequent periods of stress,
when losses materialise. This should ultimately help maintain the supply of credit to the
economy.

Global Systemically Important Banks (G-SIBs) and Other Systemically Important Institutions
(O-Slls) buffers. These buffer apply to those banks that due to their “importance” can pose
additional risks to the financial system in case they fail. These buffers are therefore intended
to reduce the probability of default of systemic banks by increasing their going-concern loss
absorbency capital requirement.

Systemic Risk Buffer (SyRB). It aims to address systemic risks that are not covered by other
requirements. The level of the SyRB may vary across institutions or sets of institutions as well
as across subsets of exposures. It is the only buffer that is not envisaged in the Basel standards,
it is rather a EU-specific macroprudential tool.

4.5. Scope and layers of EU prudential regulation

The EU has deliberately chosen to apply the Basel standards as transposed by the CRR/CRD

to all EU banks, in order to build a strong single market for all EU domiciled banks, irrespective of
their size or activity. As anticipated, while the CRR is directly applicable across the EU and hence
provides for maximum harmonization of Pillar 1 and Pillar 3 requirements, the enforceability of the
CRD depends on its national implementation, ensuring lower harmonization in this field.

Moreover, the EU prudential framework is composed of several implementing measures,

qualified as “second-level rules”?®. These are developed by the European Supervisory Authorities
(“ESAs”) based on the mandates established in the first-level rules to regulate technical details, and
may be qualified as follows:

Requlatory technical standards (RTS). These provide technical specifications of the “first-
level rules”, in order to ensure the consistent and effective application of EU regulations and
directives. The RTS are formally adopted by the Commission as Delegated Regulations, thus
being binding on banks and legally enforceable across the EU. RTS and the ITS can be
developed by the ESas only on the basis of a legal mandate in the Level 1 regulation.

2During the 2020-2025 legislative cycle, the EU co-legislators have assigned approximately 440 mandates to the three
European supervisory authorities (EBA, ESMA, and EIOPA) to develop second-level regulatory products (RTS, ITS,
Guidelines); among them, 140 mandates are related to the CRR3/CRD6 legislative package.
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« Implementing technical standards (ITS). These set out the detailed technical procedures and
formats to be used by intermediaries when required to report certain information to the
competent authorities. As the RTS the ITS are formally adopted by the Commission as
Implementing Regulations, thus being binding on banks and legally enforceable across the
EU.

e Guidelines (GLs). The Guidelines are issued by the ESAs - following a mandate in the Level
1 regulation or by own initiative - to promote sound, consistent practices and supervisory
expectations across EU Member States. These are not legally binding and the competent
authorities are subject to a “comply-or-explain” mechanism.

The picture is completed by a set of supervisory additional products, such as guidance and
expectations, through which supervisors influence banks practices on certain key areas (e.g., on credit
losses accounting or ESG risks management).

5. A methodological compass

The high degree of complexity of the current EU regulatory framework and the amount of
new regulation in the pipeline (among others, the development of the CRR3 EBA mandates), together
with the high number of stakeholders involved, suggest the need to identify a proper methodological
framework to set the simplification agenda and make it operational. To this regard, setting both the
objectives and operational criteria for such an activity is a necessary precondition for any intervention.

a. Policy objectives
Key principles that should inform the work are the following:

- Preserve the effectiveness of requlatory reforms. The comprehensiveness of the post GFC
reform as well as the importance of a sound regulatory framework as confirmed by more
recent crisis episodes in some jurisdictions highlight the importance of not watering down
what achieved so far and maintaining in the current juncture the focus on Basel Il
implementation;

- Stick to a risk-based paradigm: simplicity should not be detrimental to a proper measurement
of risks and a sound implementation of the principle of proportionality. As discussed in
previous paragraphs, the Basel 111 reform represented a fundamental opportunity to (re)discuss
the balance between risk-sensitivity and simplicity, also in the light of the debate on RWAs
complexity and comparability. The outcome of the discussion brought to a substantial
reduction in the scope of application of internal models, with the idea of avoiding the illusion
of ‘false precision’ fueled by a full coverage of internal models.

- Enhance clarity, stability and enforceability of rules. There is a growing demand for more
clear and stable rules, in order to facilitate their effective enforcement. Even though quite
difficult to accomplish, the speed and intensity of regulatory developments over the last years
make a strong case for a ‘regulatory pause’, so as to allow the supervised counterparties to
familiarize with the new rules and apply them in a sound manner.
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Reduce burden for requlated firms. This is the overarching objective of any possible initiative
of regulatory simplification. As discussed before the issue is not new, and attention to costs
of financial regulation has increased over time; in this respect QIS and other cost-benefit
analyses have helped to calibrate the final rules. Such discussion has been reflected so far in
policy action mainly in the reporting area, whereas there is large room for extending it to other
areas of financial regulation.

Operational criteria

Given the complexity of the EU regulatory framework, it is essential to complement the

above-mentioned policy objectives with a set of operational criteria, including the following:

Ensuring a general commitment to pursue simplification at all levels and adopt a holistic
approach. The articulation of EU regulation into different levels and the high number of actors
in the process make clear the need that all stakeholders are firmly committed to the same
objectives of simplification and to rely on the holistic view (as suggested in the letter of the 4
Governors cited above);

Defining ex ante materiality criteria to focus on the most relevant areas and prioritize policy
action;

Relying on a sound impact assessment, aimed to discuss merits and cons of the different
options, following the best practices of better regulation;

Reconsidering the balance between principle vs rule-based regulation, and between regulation
and supervision. The high degree of complexity of current regulation reflects an implicit
tendency of policymakers, especially in the EU, to over-regulate any possible aspect of
banking and finance, with a very high degree of details, reflected in a rather heavy layer of L2
rules (RTS, ITS and GL). An explicit discussion on the possibility to rebalance the role of
L1/L2 rules versus supervisory assessment can help in this direction.

A final dimension to consider carefully in this exercise is time. As elaborated in the next

paragraph, while some interventions can be carried out in the short run, others might only be planned
in the medium term, since they would require more structural changes or legislative interventions.

6. A possible short-term agenda

6.1 EBA mandates on CRR3/CRD6

Since works related to the EU implementation of Basel 111 (i.e. CRR3/CRD6)?’ constitute the

bulk of the current EU regulatory agenda, they also represent the natural starting point for the
discussion of possible initiatives to be adopted in the short run.

27 Regulation (EU) 2024/1623 of the European Parliament and of the Council of 31 May 2024 amending Regulation (EU)
No 575/2013 as regards requirements for credit risk, credit valuation adjustment risk, operational risk, market risk and
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The ‘banking package’ requires the EBA to develop a comprehensive set of technical
standards, guidelines, reports and other products, for a total of around 140 mandates. While a number
of these mandates have already been accomplished, in order to make the framework applicable from
1 January 2025, the largest portion of the work is underway or planned for the coming years and
might benefit from some form of simplification. This exercise might range from a revised
prioritization of the activities to a more “intrusive” approach where the number of mandates could be
reviewed and simplified in the legislation: indeed, the latter approach would require an intervention
on the Level 1 for which fast track procedures should be followed.

Focusing on the mandates that are to be finalized, two categories can be identified:

1. Mandates to be preserved/prioritized, since they aim to: define, possibly in a simplified
version, the necessary technical aspects for the application of Level 1 requirements; reduce the
potential room for heterogeneous application of Level 1 provisions on relevant areas; update technical
rules that need to be reviewed more timely than it would be possible to do in Level 1.

2. Mandates to be re-assed for possible deprioritization or deletion, e.g. those giving legal
formalization of concepts that are sufficiently defined in Level 1, those aimed to assess the possibility
of derogations or revisions on topics on which it was not possible to reach an agreement during the
Level 1 negotiation, those that address very detailed aspects of the regulation.

Focusing on the EBA mandates on credit risk, which represent a relevant share of the total,
specific examples of the two categories are the following.

a) To be prioritized:

- Mandate on the definition of default (art. 178(6) CRR3), since current rules may unduly
disincentive banks to perform proactive measures such as debt restructuring in order to
support debtors. A second example, as per the IRB models, relates to the review of the RTS
on material model changes (MMCs) as per CRR3 art. 143(5), which defines - among others —
which changes on models must be subject to prior approval by the supervisor and which one
can fall within the scope of notifications. The RTS might be reviewed trying to introduce more
flexibility in order to limit the trigger of the MMC authorization process, which can in some
cases be unnecessarily burdensome, thus allowing better use of supervisory resources in a
more risk-based manner;

- Mandates that are in an advanced phase of development and whose main purpose is to define
technical details that are likely to bring clarity to the application of the rules, such as the
mandate on the criteria to allocate off-balance sheet items in the relevant CCF bucket (see art.
111(8) CRR3).

b) To be deprioritized or repealed:

the output floor; Directive (EU) 2024/1619 of the European Parliament and of the Council of 31 May 2024 amending
Directive 2013/36/EU as regards supervisory powers, sanctions, third-country branches, and environmental, social and
governance risks.

20



- Mandates dealing with aspects that are already covered by consolidated banking practices and
for which there are no supervisory concerns, as for example that defining the concept of
“granularity” for qualifying an exposure as retail;

- Mandates aiming to define aspects of excessive detail, for instance the mandate (see art.
122a(4) CRR3) for the application of the preferential treatment for project finance exposures.

Furthermore, there are several mandates for the EBA to evaluate the calibration of the
prudential treatment for some type of exposures (for instance, leasing, specialized lending, security
financing transactions) and, where appropriate, suggest possible revisions. On this type of mandates,
it would be more appropriate - instead of dealing separately with each of them — to address them
comprehensively under the broader review of the prudential framework that the Commission shall
undertake according to article 518 CRR. This approach would help maintaining the overall
consistency of the framework.

In the areas of market and counterparty credit risk it must be considered that most mandates
have already been developed in order to make applicable the rules that were initially devised under
CRR2 for solvency purposes (such as the standardized approach for counterparty credit risk) or for
reporting obligations only (Fundamental Review of the Trading Book). In this respect, some mandates
seem having introduced unnecessary complexity not fully justified by the marginal increase in risk-
sensitivity; paradoxically, most of these works have been envisaged for the purposes of applying
simplified approaches. Below some examples of already issued regulatory products that might be
either postponed or revised in a simplified form:

- RTS on determination of long or short positions in the Standardised Approach for
Counterparty Credit Risk (SA-CCR): while the Basel standard specifies in a few paragraphs
what is required for the calculation of the supervisory delta adjustment under the SA-CCR,
the Level 1 has mandated the EBA to define via and RTS a specific methodology to identify
the primary risk driver of derivatives transactions, resulting in a clear but rather complex
framework;

- RTS on the method for identifying the main risk driver of a position and for determining
whether a transaction represents a long or a short position: while the concept of long/short
position is somehow straightforward (and the Basel text does not even provide a specific
definition), in the EU framework the Level 1 has mandated the EBA to elaborate a specific
methodology to calculate the main risk drivers of each position to define whether a position
is a long or short one;

- RTS on emerging markets and advanced economies: in order for institutions to be able to
calculate own funds requirements under the sensitivities based method, Article 325ap(3) of
the CRR requests the EBA to specify the economies that should attract lower risk weights for
equity risk (‘advanced economies’), whereas other economies (‘emerging economies’) are
subject to higher risk weights for equity risk exposures. It could be considered to make a direct
reference in the Level 1 text to commonly accepted lists of developed/emerging economies
provided by supranational institutions, such as the IMF and the World Bank.
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6.2 Prudential rules on market risk

The ongoing work at EU level on the Fundamental Review of the Trading Book (FRTB),
mainly focused on the timing of its implementation, can provide useful inputs also to the discussion
on simplification.

The new market risk framework, developed by the Basel Committee to be more risk sensitive
than previous rules with regard to both the Standardised Approach and the Internal Model Approach
(see box 4), is deemed as being highly complex and difficult to apply, especially in the latter approach.
Considering the choice taken by international regulators to confirm the role of internal models
(including for market risk) and also the relative costs to maintain over time a piece of regulation
devoted de facto to a very limited number of institutions (even though covering a considerable share
of trading activities), one could consider whether the relationship between the two approaches could
be somehow rebalanced. A simplification of some of the provisions of the internal model approach
could indeed make it more attractive for a sufficient number of banks (as opposed to the extremely
low number of institutions that have expressed so far their interest in the internal models approach).
Alternatively, one could consider removing internal models altogether (but in this case a more
comprehensive discussion at Basel level might be warranted).

Box 4 — Overview of the FRTB

The Fundamental Review of the Trading Book (FRTB) was developed by the Basel Committee to
overhaul the prudential treatment of market risk in light of the shortcomings in the pre-crisis
framework, defined with the 1996 Market Risk Amendment to the Basel | Capital Accord and
dramatically emerged during the initial phase of the 2008 Great Financial Crisis:

. The definition of the regulatory boundary between the banking book (BB) and the trading
book (TB), which relied on the ‘trading intent’ concept, subjective in nature and as such leaved room
for arbitrary shifts of positions between books in order to optimize capital requirements;

. The Standardized Approach (SA), which showed increasing inability to sufficiently capture
risks associated with more complex instruments;

. The Internal Models Approach (IMA), based on VaR measures of risks which i) proved to be
based on overly optimistic assumptions, such as a static 10-days holding period, that were
inconsistent with the market reality especially in situation of wide stress or illiquidity; ii) provided
ill-conceived incentives to take on tail risks, as they fail to adequately capture extreme but plausible
events that resulted in large unexpected losses; iii) showed inability to adequately capture the credit
risk component inherent in trading exposures while such instruments experienced a rapid growth in
the early 2000s.

The FRTB aimed to remove such weaknesses. A revised boundary framework, with the objective to
confirm the criteria of the trading intent while limiting the possibility for arbitrage, has been devised;
it introduces: i) a set of mandatory lists of instruments that shall be booked in the TB or in the BB,
supplemented by a list of instruments that presumably are held for trading purposes; ii) a strict
framework for rebooking positions between the two books, that shall be regarded as an exceptional
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event, subject to explicit supervisory approval and with an automatic full off-setting for any capital
relief following the rebooking. In addition, a new Standardised Approach (FRTB-SA) based on three
components was developed: 1) a Sensitivity Based Method (SBM) which relies on the sensitivities to
risk factors instead of simply risk-weighting positions; 2) a Default Risk Charge (DRC), a standalone
component related to default risk of trading positions; 3) a Residual Risk Add-On to capitalize
complex trading instruments whose risks are not (fully) captured by the SBM and DRC component.
With regard to the IMA, the FRTB brings rather radical changes including a new risk measure
(Expected Shortfall) to replace the VaR in order to provide a more accurate measure of tail risk and
extreme losses. Different liquidity horizons are also prescribed, recognizing that some risk factors
are more difficult to hedge than others. The approval process is more selective, as it is performed at
trading desk level, and more rigorous as banks shall demonstrate on a continuous basis proficiency
in modelling risk factors. Furthermore, to be included in the scope of internal models, risk factors
shall meet minimum requirements that ensure that enough data to calibrate the model are available.
Failing to meet such requirements will result in the imposition of a stressed capital charge. Finally,
a DRC frameworKk is devised to model default risk, featuring, among others, input floors.

The IMA features several elements of complexity. A first area of complexity stems from the approval
requirements, which are based on both the traditional backtesting requirement and the more
innovative Profit and Loss Attribution Test (PLAT). The PLAT is designed to verify that the internal
risk model accurately captures the main risk drivers influencing the P&L, thereby reducing
discrepancies between the risk assessments of the front office and of the risk management. While P&L
attribution is not an innovative concept to market risk management, it is rather new to the capital
framework in the level of specificity that is required; backtesting requirements are equally stringent
making qualifying for use of IMA a rather difficult and resource-intensive effort. Furthermore, the
FRTB provides for a rather strict regime for identifying risk factors that can be modelled and those
that cannot due to lack of sufficient data. The latter are subject to a stressed capital requirement
calculated under penalizing conditions in terms of reduced diversification benefits.

The framework is even more complex under the EU transposition. While the CRR transposes the
general elements of the FRTB, the more detailed technical aspects are defined in specific EBA
Regulatory Technical Standards.

In light of the unclear stance of some other jurisdictions on the implementation of the FRTB,
the EU has taken important initiatives aimed to not penalize EU banks. In particular, leveraging on
Article 461a CRR, the application of the new rules has been postponed until 1 January 2027 (a one-
year postponement had already been decided). 28 In the meantime, also following the proposals
published for consultation in 2024%°, it might be useful to consider some adjustments to the
framework also in a simplification context, to the extent they are instrumental to the objective of
making the FRTB simpler without prejudice to the overall prudence of the framework:

a. Profit and Loss Attribution Test (PLAT) as a monitoring tool

28 European Commission (2025c).
2 European Commission (2025d).
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The PLAT is a quantitative test that measures the robustness of each model®® designated by
the bank for validation. The rules consider the PLAT as a pass/fail test: if it is passed, the trading desk
can use the model for computing capital requirements, otherwise the desk can either be disqualified
and capitalized under the FRTB-SA or can still use the internal model but subject to a capital
surcharge. So far credit institutions have been struggling to meet the PLAT requirement for many of
the desks they have designated to be in-scope of internal models, as the test is a heavily data-based
process. Moreover, the PLAT tends to be failed by desks with hedged positions, generating a
counterintuitive result and penalizing low-risk desks comparing to desks with more aggressive
strategies. In this context, the possibility to shift the PLAT from a pass/fail test to a monitoring tool
might be beneficial from different perspectives. Indeed, banks would be in a position to exploit this
temporary exemption to refine their internal models in order to achieve improved pass rates starting
from 2029; in parallel, regulators would consider addressing any unintended effect of the current
definition with a view to introduce (a revised version of) the test at a later stage.

b. Non-modellable risk factors (NMRFs)

The second area of possible intervention concerns risk factors that cannot be accurately
modelled due to insufficient data (non-modellable risk factors, NMRFs) and for which higher capital
requirements are provided. It is worth recalling that the Basel Committee developed the NMRFs
framework for good reason: i.e. avoid modelling risk factors for which data were insufficient or
inadequate, with the idea that as banks were progressing in their modelling capacity the share of
NMRFs compared to Modellable Risk Factors (MRFs), and so the share of stressed capital
requirement attached to NMRFs relative to the ‘ordinary’ capital requirement, were to decline over
time. As this was not the case, the share of NMRFs is still persistently high, leading to a strong
disincentive to adopt internal models, given that a considerable share of risk factors still struggle to
pass the minimum conditions for modellability and as such shall be included in the scope of NMRFs.
Among the proposed amendments by the Commission, the possibility to ease data requirements for
recently issued instruments seems appropriate to avoid they are de facto always excluded from the
IMA as a consequence of an intrinsic limit in data availability for new issuances.

c. Operationalisation of the capital requirements for Collective Investment Undertaking (CIU)
exposures

In order to capitalise their CIU exposures under the internal model approach banks must be
able to look through the individual components of the CIU on a weekly basis. To reduce the
administrative burden, the Commission has proposed to allow banks to: i) carry out the look through
approach on a quarterly basis, ii) include the part of the exposure they are able to look through if it
represents at least 90% of the CIU exposures (measured by value), with the residual part to be
capitalised using the risk weight defined under the standardised approach. Also this stream of work
might be further exploited with a view of simplifying the rules and ensuring the level playing field,
under the condition that the risk associated to these exposures is adequately and timely captured.

30 The PLAT objective is to verify alignment of models employed in the risk office and the trading desk front office (FO);
and to assess the level of consistency in their Risk Factors (RF) and pricing and valuation. In order to do so it compares
the risk-theoretical P&L (daily P&L based on the models) and actual P&L (marked-to-market) value of instruments.
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6.3 Securitisation

Securitisation is another area of financial regulation where potential changes for amending
weaknesses could also match simplification objectives. In October 2024 the European Commission
launched a targeted consultation on the functioning of the EU securitisation framework®?, highlighting
a number of areas for which specific proposals could be developed in order to revitalize the EU
market. One of these areas is represented by disclosure and due diligence requirements, where there
is room for possible simplification. 32

Securitisation transactions are characterized by agency problems between originators and
investors. Such problems are usually overcome by increasing available information, making the
instrument more transparent. This has been the approach followed by regulators, which have imposed
disclosure requirements in order to reach a higher level of transparency to the market. This outcome
has been achieved, though, at the cost of increasing the compliance costs.

The first area of possible simplification relates to requirements for private securitisations,
which do not require the issuance of a prospectus. Under the current framework, disclosure
requirements are broadly similar for public and private securitisations. For long time the industry has
claimed that disclosure requirements for private securitisations are burdensome while not effectively
increasing the transparency of the market, as investors access detailed transaction-level data through
bilateral arrangements. An example of simplification would then be the introduction of a streamlined
template for these kinds of transactions, aimed to provide information needed for supervision, leaving
investors free to acquire details in the way they prefer. As such the “new” template will be focused
on key transaction details, relevant parties, and securitised underlying exposures. Differently from
the templates used for public securitisations, the simplified version would not require the disclosure
of most of the granular data on underlying exposures. Supervisory oversight would be achieved using
aggregate-level data and, to meet these objectives, the simplified template should include a dedicated
section for aggregate figures on underlying exposures, as well as a number of metrics related to the
performance of the underlying assets, such as the current principal balance, information on defaulted
exposures, information on arrears, and restructured exposures.

Same reasoning could be applied to the characteristics and risks of the transaction. As such,
an example could be to specifying which documentation should be required depending on the type of
securitisation (true sale, ABCP transactions, synthetic securitisations). As these different instruments
also entail different level of complexity and risks, the documentation produced is different, tailored
on the risk profiles. One way to improve proportionality could be to specifying a list of common
underlying documents for all the segments, while segment-specific documents would be detailed in
“information modules” within Level 2 RTS. Another example of simplification may be represented
by intragroup securitisations, an instrument used by undertakings of the same group to mainly manage
needs of liquidity in a centralised way. These transactions do not involve third-party investors but are
still subject to the same disclosure requirements. If these securitisations do not involve external
investors, exempting from disclosure requirements would reduce administrative costs without
resulting in reduced transparency for investors.

31 European Commission (2024).
%2 Following the consultation, a legislative proposal was published on 17" June 2025. European Commission (2025¢).
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Burdens related to disclosure requirements are often tied to the need to verify and assess such
information by the investors. These are also known as due diligence requirements aiming to ensure
that investors properly assess the risks and the creditworthiness of a securitisation before and during
the investment. Investors shall then verify that parties involved in a securitisation transaction comply
with certain provisions as well as ensure an on-going monitoring of the performance of the underlying
portfolio. Compliance with these requirements may be, in some cases, complex as provisions are not
tailored neither on the specific characteristics of investors nor on the specific risk profile of the
investment, which however may vary significantly and also depend on the riskiness of the
securitisation tranche. In this respect, the legislator refers to the possibility of introducing some degree
of simplicity, as recitals (9) and (33) of the Securitisation Regulation (SECR) explicitly consider the
case that the due diligence carried out by investors could be proportionate to the degree of complexity
of the investors and the securitisation.

An area of possible reflection is represented by transactions where sell-side parties are located
outside the Union and originators are commonly subject to disclosure requirements that do not follow
the same frequency and modalities as those prescribed in EU. As such, compliance with these
requirements may impose costs and efforts just to arrange already available information in a different
format. Overall, this could be avoided focusing on the substance of the information, rather than
prescribing the format in which it has to be provided, making sure that investors receive on an ongoing
basis information and data that are necessary for their risk assessment. Another example concerns the
case of repeated deals, that is those situations in which the investor acquires the same type of assets
issued across time by the same entity. In such situations, the set of information to be analysed is
similar across different emissions and then a simplified requirement could be considered, in which
investors only receive information on what is different and/or has materially changed compared to
the previous investment, since the rest of information has already been received and processed by
them. Finally, in the context of Simple, Transparent and Standardised (STS) deals, according to due
diligence requirements, investors have to verify the compliance of securitisations with the relevant
STS criteria, even though originators or sponsors are already required to ensure compliance with the
relevant STS provisions and can be sanctioned in case of breach. Simplicity in this case could be
introduced by removing the requirement for investors, as long as compliance with STS criteria is
already subject to supervision.

6.4 Proportionality

Proportionality is a further area where industry advocates a need for improvement, even
acknowledging that important progress was made over time in the EU framework, in particular
through the introduction in CRR2 of a specific category of banks (Small and Non Complex
Institutions, SNCI). This regime has allowed banks meeting a set of criteria based on size and
complexity to apply lighter requirements in some areas, such as supervisory reporting, disclosure and
SREP. Nevertheless, Pillar 1 requirements remained unchanged, except for the inherent application
of proportionality in the calculation of capital requirements (e.g. standardised vs internal approaches;
limitation of activities in more complex areas such as derivatives and trading instruments; etc.).
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There are two dimensions of proportionality that matter in this regard: the definition of small
banks and the prudential reliefs that could be associated to these institutions. On the former, it is
worth noting that the EU regime applies a lower threshold of EUR 5bn of total assets compared to
other jurisdictions which have also introduced a simplified framework for smaller banks (e.g. USD
10bn in the US, GBP 20 bn in the UK, CHF 17bn in CH). On the latter, a comprehensive international
comparison can inspire areas of possible intervention, that should however be properly calibrated
having regard to the specificities of the EU banking system.

Moreover, while the resolution framework is not explicitly addressed in our analysis, it cannot
be denied that current (EU-specific) MREL requirements can pose significantly challenges for
medium-sized banks (broadly defined as those with total assets below €30 billion), given they lack
access to wholesale capital markets and institutional investors. Also in this area jurisdictions have
taken different approaches: in the US, the application of the international defined TLAC standard has
remained limited to G-SIBs, and no similar gone-concern requirements have been extended to smaller
banks; in the UK, new legislation is being introduced to reform crisis management for medium-sized
banks by exempting them from MREL (and correspondingly relying instead on the intervention of
the DGS).

In any case, when assessing policy options one should consider that while smaller and less
complex banks are associated with lower systemic importance in nature, they can still pose relevant
financial stability issues and thus involve material time and supervisory resources during crisis.
Therefore, under the condition to proceed with caution and carefully assess costs and benefits of any
intervention, areas which in our opinion could be given priority are those related to capital buffers
and MREL, having in mind that any simpler regime for smaller banks should be accompanied by a
credible, flexible and efficient crisis management framework.

7. Medium-term issues

7.1 Legislative approach

Turning to possible interventions which would require more fundamental changes, and
therefore also more time to be implemented, a first area is represented by the legislative approach
adopted in the EU which, as previously discussed, is currently articulated in three levels: L1,
including directives and regulations; L2, encompassing delegated and implementing acts; L3,
covering a broad set of soft law products such as guidelines, recommendations, opinions and Q&A.

There is broad consensus that such architecture might have somehow contributed over time
to a stratified, unstable and complex rulebook, and consequently that simplification is warranted. The
issue is whether and to what extent fine-tune or revise the current set-up in order to better pursue a
set of policy objectives: enhance effectiveness of the rules, optimize the balance between political
bodies and technical authorities, avoid a sense of “false precision” due to the ambition of regulating
all possible technical aspects of finance, achieve a proper balance between regulation and supervision.

In a set of potential solutions that are currently under discussion in the policy debate, two
approaches can be more easily identified:
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a) Reaffirm the centrality of the L1 texts in setting technical details of regulation,
correspondingly reducing the room for L2 and L3 regulations. This would require limiting the
number and scope of delegations and mandates granted to the Commission and the ESAs and
would imply an increased control of the regulatory process by co-legislators, which are
sometimes perceived as overcome by ESAs/supervisors’ acts; in addition, the level of
technical detail of the rules would possibly be reduced. However, given the length of the
legislative process at the L1 level the framework would result more rigid and less able to adapt
to market developments.

b) On the opposite side, the scope of L1 text could be changed in the direction of a more
principles-based approach, thus leaving a more comprehensive definition of technical details
to L2/L3 rules. Pros and cons of this approach are specular to previous ones: the rules could
be more easily adapted over time but would likely be less stable over time; in addition, the
level of political scrutiny in prudential choices could be perceived as insufficient.

Both approaches show merits and costs, suggesting a middle ground solution. Nevertheless,
any solution would require a careful reconsideration of the current balance between regulation and
supervision: the demand for a thorough, intrusive and detailed regulation — which has led over time
to an extremely complex framework — leaves little room to supervisory judgement. Conversely,
setting a more explicit limit where rules should leave pace to supervisors (based on the idea that the
heterogeneity of possible cases is too high, especially in finance, to be fully addressed by the same
set of rules) should also limit complexity. The latter seems a promising direction to be investigated,
also in the light of the future impact of the technology on financial regulation, which will require a
high degree of flexibility and speed of adaptation of the rules.

7.2 Capital stack

One of the most complex aspects arising from the post-crisis regulatory reforms is the
coexistence of multiple capital requirements. As currently defined internationally, the capital demand
for banks includes various components addressing multiple objectives, i.e. micro-, macro-prudential,
and resolution (horizontal dimension). Moreover, for each of these components different layers are
defined, mainly as a combination of minimum requirements and buffers (vertical dimension). On top
of that, various capital instruments are allowed to meet the different requirements (e.g. CET1, AT1,
T2).

The capital stack in the EU is even more complex, since it includes further components in
addition to elements required by global standards. With regards to the risk-weighted capital
requirements, an example is represented by the Pillar 2 Guidance (P2G) and the Systemic Risk Buffer
(SyRB); within the leverage ratio framework too, there are a Pillar 2 Requirement (P2R) and a
guidance; lastly, there are requirements designed for gone concern (MREL), which also include
micro- (minimum requirements) and macro-prudential (buffers) components (in addition to TLAC
requirements for G-SIBs whose term-sheet was designed by the Financial Stability Board). This
results in banks being subject up to a high number of capital requirements simultaneously.
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Figure 1: EU capital requirements framework
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The current capital stack shows some potential criticalities.

First, the presence of multiple actors responsible for the activation and calibration of different
instruments does represent a source of complexity: in the macro-prudential framework national
authorities have powers (even though supplemented by the ECB top-power), while in the micro-
prudential one both national authorities (for Less Significant Institutions) and the ECB-SSM (for
Significant Institutions) are in charge. If we also consider MREL, the list of authorities involved
extends to the Single Resolution Board and the national resolution authorities.

Second, the circumstance that the same capital instruments (typically CET1, but not only) can
be computed to meet simultaneously different requirements can have unintended effects. For
example, there is no guarantee that the capital buffers, which are the cornerstone of macroprudential
regime, will fully perform their role in absorbing losses in adverse scenarios. A reduction in CET1
due to losses could trigger a breach of another applicable requirement (LR, TLAC, or MREL) before
the buffers have been used (in whole or in part), compromising their function®:. For the same reason,
the release of buffers by the macroprudential authority - aimed to facilitate credit supply during
downturns - may become entirely ineffective due to this mechanism. Moreover, empirical evidence
suggests that banks are generally reluctant to use capital buffers, even during adverse phases of the
economic cycle, in order to avoid both regulatory consequences® and market stigma.

Third, the existence of multiple parallel requirements complicates both banks' capital planning
and market and regulatory authorities’ monitoring. For the latter, in particular, there is a dual need to
develop shared monitoring models and periodically exchange sensitive information, presenting
objective challenges when micro- and macro-prudential supervision and bank resolution are handled
by different authorities.

33 ESRB (2021), Cornacchia-Guerra (2022).

34 1n the event of a breach of capital buffers, automatic or semi-automatic restrictions apply to the distribution of dividends,
as well as to the payment of AT1 coupons and variable remuneration. The stricter the restrictions, the greater the extent
of the breach.
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A possible bottom-line is therefore a strand of work that, starting from the EU-specific
components of the capital stack whose rationalization could also be achieved in a shorter time
horizon, sets the basis for an overall simplification of the framework, for example by reducing the
number of elements in the prudential and resolution capital stacks. In any case, any technical work in
this area should reaffirm the need to preserve the resilience of the financial system, provide a "holistic
view” across prudential and resolution frameworks and, finally, not undermine the level of
compliance with global standards.

7.3 Role of internal models

A third area of possible intervention in a longer time perspective is that one related to internal
models. As mentioned above, the policy discussion a few years ago on RWAs comparability and
complexity contributed to design the Basel 111 reform in the area of risk measurement, specifically in
credit and operational risks. In other words, the role of internal models — as introduced in the
regulatory perimeter with Basel 1l — was preserved, under the assumption, still valid, that the
knowledge by banks themselves of the riskiness of their own business is a key ingredient also for
supervisory assessment. Such a paradigm is confirmed not only in the Pillar 1 framework but also in
Pillar 2, where the Supervisory Review and Assessment Process (SREP) is based on banks internal
capital adequacy assessment (ICAAP).

However, while the identified solution does represent a pragmatic and reasonable compromise
between maintaining the risk-sensitivity of the prudential rules and avoiding undue complexity and
inefficient outcome, the framework still contains several elements of complexity due to the need for
supervisors to verify — both at validation and monitoring phases — the robustness of models and
internal estimates. The set of quantitative and qualitative requirements to be validated is extremely
articulated and, in the EU, supplemented by an even more thick layer of ‘secondary’ regulation (ITS,
RTS, Guidelines, Supervisory Expectations) aimed to detail all possible aspects of risks. All these
requirements, differently binding and not always internally consistent each other, have generally to
be met both at validation and in the monitoring phase; for the latter purpose, EU legislation envisages
also specific activities, such as benchmarking (art. 78 CRD), aimed to gain a comparative perspective
of risk parameters estimated by the institutions.

All this implies a large amount of supervisory competences and resources, which are scarce
by definition. In addition, it might encourage banks to adopt a tick-the-box approach and, at the same
time, provide supervisors with a false sense of precision, given the difficulty of any model to properly
capture all possible dimensions of economic and financial phenomena.

In this context, while preserving a true risk-based approach and maintaining the key message
for banks to continue strengthening their risk management systems, three further dimensions could
be better considered for future thoughts: i) higher reliance on backtesting, i.e. focusing on
effectiveness of models based on actual results; ii) ensuring that the risk-weight curves of prudential
asset classes are properly calibrated: an accurate calibration reduces the need to introduce ex post
corrective factors, such as add-ons, that make the framework unduly complex and certainly less
predictable. This line of action is also consistent with the EBA mandates envisaged in the CRR3 that
require a reassessment of the calibration of specific asset classes as well as a broader assessment of
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the appropriateness of the prudential framework (art. 518c of CRR3); iii) in the context of credit risk,
increasing the alignment between prudential and accounting perspectives, with specific regard to
internal models and the Expected Loss metrics used in the Basel and IFRS9 frameworks.

8. Conclusions

There is a growing consensus on the need to simplify financial regulation, especially in the
EU, with a view to reducing the burden for financial firms, creating a more competitive environment,
and fostering economic growth. A policy debate is currently under way in all the major international
fora; the EU Commission is making concrete proposals in this direction, starting from the Omnibus
regulation on sustainable finance that was published in February 2025. All European authorities are
currently discussing a tentative simplification agenda and how to make it operational.

This paper aims to provide a pragmatic contribution to the policy debate by focusing on bank
prudential regulation. The starting point is the definition of common agreed objectives and
operational criteria, to ensure a coordinated action among all actors: a sound methodological approach
represents not only a prerequisite to discuss possible simplification measures, but can pave the way
for possible interventions in other areas of EU financial regulation as well as to international rules
where applicable (e.g. the Basel standards). Our view is that in the EU banking prudential regulation
there are several areas where some action is possible, even though within a different timeframe.

In the short term, we have identified the following potential initiatives:

i) streamlining the areas where the CCR3-CRD6 package has mandated the EBA to develop
technical rules for the Basel 11l implementation. A few pragmatic examples reviewed in the paper
suggest that a revised categorization of these mandates is possible, in order to give priority to those
that are strictly needed for a sound implementation of the new rules or for reducing potential
heterogeneity in their application, and conversely, to deprioritize or repeal those that — subject to a
cost-benefit analysis — are not expected to provide a material value added or can add a layer of undue
complexity. This work would require a coordinated action at different levels (EU Commission, EBA
and competent authorities);

i) amending the market risk rules (FRTB), in particular those concerning the internal models
approach. In our view, this can be done without prejudice to the prudence of the framework, and
might also contribute to rebalance the incentives (rather poor in the current framework) for the
application of advanced methodologies, so as to strengthen banks’ risk management techniques;

iii) reviewing the securitization framework, in particular for due diligence and transparency
provisions (e.g. for private securitizations) in a way to not undermine awareness of market
participants of the risks associated to these transactions; this would not fix all the issues of the EU
securitization market, but it would be part of the solution, as confirmed by the comprehensive
legislative proposal published by the EU Commission in June 2025;

iv) on proportionality, comprehensively reassessing the EU regime for Small and Non-
Complex Institutions, in terms of both the criteria for their definition (currently anchored to a
threshold of EUR 5bn of total assets) and the prudential reliefs that could be associated to these
institutions (e.g. in terms of relationship between risk-based and leverage minimum, MDA triggers,
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buffer requirements); also current MREL requirements could be reconsidered with a view of
improving the role of DGS.

In the medium term, we see room for initiating a proper discussion on possible changes to the
legislative approach in the EU, particularly on the desired degree of detail for financial regulation,
which nowadays seems excessively limiting the space for supervisory judgement, and the relative
decision-making process, to make it more efficient. At the same time, we see space for addressing —
based on a sound impact assessment — some fundamental issues in the prudential framework, such as
the capital stack and the regulation of internal models. On the former, the framework contains a
number of complexities that might be addressed in order to ensure a more transparent and clear
interaction between micro-, macro-prudential and resolution capital requirements. On the latter, the
Basel 11l choice to confirm the appropriateness of internal models for measuring certain risks for
prudential purposes should be coherently followed by some rationalization of the framework, for
example through greater recourse to backtesting as opposed to an overly prescriptive process for their
validation and monitoring. Both areas could be addressed by looking at EU specificities first, thus
ensuring to the extent possible the coherence with the global standards. Any further consideration
affecting the latter should instead consider the primary need to ensure the implementation of Basel
111 worldwide.

The bottom line of our analysis is that the ambitious objective of simpler and more stable rules
in the financial sector is a unique opportunity at the current juncture for EU policymakers to enhance
the quality of banking regulation and make it easier for supervisors to enforce and for financial firms
to implement, without compromising the overarching objectives to avoid any deregulatory action and
keep the financial system highly resilient to possible shocks.
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