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Abstract. The prospects of further banking development in Europe depend on their possibility of 
their corporation and each other traditions and practices usage. That is the main reason of the need 
of the European Banking Union creation. In this paper, the main possibilities and advantages of 
such union are introduced. There are a lot of theoretical and practical opinions upon this question. 
Therefore, our study tries to investigate the efficiency of such banking cooperation in Europe. We 
try to show what can be generated by this formation and its effects on further banking development 
in Europe.
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Although there are exceptions and differences, few countries have been left out from this trend of 
increased role of financial integration. Particularly, it is important to answer the questions about the current 
trends and prospects of international financial institutions’ development. Despite the individual characteristics 
of the countries worldwide financial systems, mostly they have similar goals in different countries. Given the 
importance of banks in many countries, understanding the motivations and possibilities of banks to enter a 
particular projects, the mode by which they do so, and the impact they have on financial sector development 
and lending stability has become essential. Especially, appropriate solutions to the problems currently facing 
the countries’ of Eurozone banking systems are possible by trying to find the key issues of concern and 
consideration. 

However, these controls only formalize and legalize what has been developing over the past few years: 
a rapidly disintegrating Eurozone capital market. National supervisors increasingly focus on safeguarding 
their home financial system, trying to keep capital and liquidity within their home country (Gros 2012). Ferry 
and Wolff (2012) look at the fiscal implications of a joint European regulator and advocate a common fiscal 
backstop mechanism. Colliard (2014) studies the optimal architecture of the single supervision mechanism 
(SSM) – the supervisory pillar of the banking union – and argues there is a conflict of objectives between local 
and joint supervisors.

In Zoican and Górnicka (2014), we shift the debate to the single resolution mechanism (SRM), the 
second important pillar of the banking union. Under the resolution mechanism, the common regulator rather 
than the national authorities decides whether to bail out an insolvent bank.

Nowadays, European financial markets are at a turning point. Since the financial crisis, there have 
been clear signs of a fragmentation of the banking systems. Banks are increasingly withdrawing into 
their domestic markets, which is evidence of the profound crisis of confidence in the European financial  
markets. 

In response to the financial crisis, the European Commission pursued a number of initiatives 
to create a safer and sounder financial sector for the single market. These initiatives, which include 
stronger prudential requirements for banks, improved depositor protection and rules for managing failing 
banks, form a single rulebook for all financial actors in the 28 Member States of the European Union  
(Figure 1).

Despite of the fact, that the current crisis has to be solved before the Banking union is in place, such 
organization is able to create the favorable environment for European trends of consolidation and further 
development of modern banking society. Ideally such changes would be done through the establishment of an 
asset management company or European Recapitalization Agency, which would sort out fragile banks across 
Europe, and also be able to take an equity stake in restructured banks to benefit from possible upsides (Beck, 
Gros and Schoenmaker, 2012).
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Figure 1. Key pieces of the EU-wide financial reform puzzle

Progress is far too slow with many of these reforms – and they do not go far enough. In particular, it has 
become evident that simply sharpening rules does not suffice if it is left to the respective countries to implement 
them. Due to the prominent role of financial systems of countries inside of Europe as the background for further 
European banking integration, we generalize the main problems of the European banking sector.
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In the EU the two problem areas “too big to fail” and “two-tier banking system” were addressed in the 
Liikanen Report (2012) which issued many recommendations to solve the banking crisis.

Fritz Breuss (2013) conclude, that since 2008/09 the number of “bad” or “non-performing loans” (NPL) 
– especially in the peripheral countries (Greece, Ireland, Italy, Portugal and Spain) – greatly increased. A study 
by Ernst & Young (2012) also points in this direction. According to their forecasts the volume of “bad loans” in 
the euro zone is expected to increase to 918 billion euros (an increase of 80 billion euros in one year) in 2013. 
This corresponds to 9.5% of GDP in the euro zone. The share of “bad loans” to total assets is highest in Spain 
(15.5%), Italy (10.2%) and low in Germany (2.7%). On average, in the euro zone it is 7.6%.

Figure 2. Problems of the European banking sector
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The Cyprus crisis has shown dramatically that some euro-zone Member States have a much too  
large banking sector (Allen et al 2011; Beck 2012; European Commission 2013c; Liikanen Report 2012:13). 
The protracted resolution process of the Cypriot banking crisis has increased the likelihood of a systemic bank 
run in Cyprus once the banks open. As in other crises (those in Argentina and Iceland) that perspective has led 
authorities to impose capital controls, an unprecedented step within the Eurozone. In addition, some of these 
countries had a business model limited only to the banking sector. 

Besides of above mentioned the cross-border banking tendencies are presented in modern Europe. 
Cross-exposures of Eurozone banks are highly asymmetric; Banks in Germany, France, and the Netherlands 
have net loans of almost one trillion dollars to counterparts in Greece, Italy, Ireland, Portugal, or Spain.  
Cross-border links between banks create the scope for default contagion, as noted by Freixas et al. (2000). 
National authorities face a natural tension between domestic taxpayers and foreign creditors.

Consequently, the contributions of the Eurozone core countries to the common resolution fund should 
include a premium. Banks in Germany, France, or the Netherlands will be able to invest in growing European 
markets while bearing a smaller contagion risk than under the existing mechanism (Marius Zoican, 2015).

Among economists there is a resilient opinion on how the current large budget deficits shouldn’t be 
thought of as a serious problem to the economy, since they are ultimately a result of a depressed economy. 
Disregard for a moment the key issue regarding this type of opinion – which is that in a depression a government 
is supposed to run large deficits in order to jump-start a recovery. Let’s for now focus only on the argument 
that a deficit is a result of a depressed economy. What Krugman and the like have in mind when they make this 
claim is the following; because of the crisis and the credit crunch many businesses fail and consequentially 
unemployment rises. This creates pressures on the budget deficit, since revenues fall as many businesses are 
bankrupt and are not paying taxes (on both profits and employee taxes), and on the other hand many new 
unemployed put pressure on the expenditure side, as the government has to pay out more unemployment 
benefits. This is all true. All the combined effects of the credit crunch will almost always result in an increased 
budget deficit. But they will never be so big to make the deficit rise above 10% of GDP as it did in the UK, 
Ireland or Spain (to mention only a few). Something else was at hand here. This ‘something else’ was large 
government bailouts of fallen banks (Vuk Vukovich, 2013).

It shows the importance of banking development for growth of the economies of separate European 
countries and European region as a whole. It is one among the reasons, why the creation of European Banking 
Union could be considerated as the step for reforms and growth of international importance of euro zone.

In particular, the still slow implementation of the reform of the financial sector is one of the main reasons 
for the recent drift of the euro zone (and the EU) into a recession. While the economy (real GDP) of the United 
States in 2012 (+2.2%), 2013 (+1.7%) and 2014 (+2.7%) is growing, the euro zone is in recession (–0.6%, 
–0.6% and +0.9%). Similarly, the forecasts of the European Commission (2013a) and the OECD (2013) for the 
year 2013 for the euro area (–0.4% and –0.6%), Fritz Breuss (2013). Along with the above named problems, 
which the possible participants of European Banking Union are faced, we name the effects of such creation.

Nowadays capital Management in Banking appears at a critical juncture for the industry. Banks around the 
world are preparing for the wave of reform that is approaching due to Basel Committee proposals and possible 
legislative action requiring revisions to regulatory capital standards. How well a bank is able to respond to 
that wave of reform may prove critical to its ability to align strategy, risk, and capital and produce competitive 
risk adjusted returns (Ernst & Young, 2010). The European Banking Union creates the conditions for growth 
of the competitiveness between the European banks. It is one of the reasons for big increase in demands on 
senior executives. Mainly, the attention should be paid to the high banking management, their innovative and 
managerial skills. It creates the backgrounds not only for further development of national banking systems, but 
for the competitiveness of European banks among the most prominent international banks.

Besides the above mentioned increase in demands on senior executives, the creation of European 
Banking Union is the step for expanding of business data accessibility inside the Europe. Jonathan McMahon 
(2012) anticipates that the demand for microprudential data will increase markedly over time, with demands 
for more items of data and new categories of data. This will place significant pressures on finance and risk 
functions, especially if COREP and FINREP are re-engineered or replaced. There will be a further round of 
data requests from people involved in macroprudential supervision. 

As the consequence of wider access to the business data, European banks will be able to create and 
develop the advantage strategies for their progressive activity. This applies so to the good as to the bad news 
for banks. As the new arrangements take shape, though, it will become clear that banks with multiple product 
lines and/or Eurozone operations will have more and more complex, regulatory relationships to manage.
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Figure 3. The effects of European banking Union’s creation

Instead of positive effects of European banking integration, which are represented with the close 
connection between the most profitable European banks and as the consequence growth of their partnership 
in projects, that develop the national economy and economic system of Europe as a whole, the creation of 
European Banking Union is able to create also challenges for financial institutions. For example, a challenge 
for Eurozone banks are connected with the different level of banks’ development in European countries. For 
example, if governments that dare to challenge their Eurozone creditors need an example of what punishment 
awaits them they should look no further than Greek banks.

In general, pre- and immediately post-implementation effects of European Banking Union’s creation are 
connected with advantages so as with disadvantages for national banks and financial systems as a whole further 
activity. Upon our point of view, the disadvantages could be reduced in case of the current financial indicators 
timely consideration. In the current research we separate the generalized indicators of financial stability, access 
and efficiency. The financial stability refers to the indicators, which show the value of generalized financial 
resources (Figure 4). It creates the basis and current conditions inside the country for further development 
of banking system. Under the access we understand the generalized indicators, which show the possibility 
of financial resource and investments division inside the country (Figure 4). The efficiency shows the price, 
which is paid by entities for the financial resources of the banks usage (Figure 5).

Concluding the current trends, we are able to decide, that in case of European Banking Union creation 
the risks and negative effects of banking crisis for the most profitable banking systems will minimized in future. 
One of the building blocks for banking union is joint European banking supervision. Another fundamental 
pillar is the planned Single Resolution Mechanism (SRM), an instrument to deal with distressed banks in the 
future. But the positive effects in future are able to be achieved only after the realization of short-term plans, 
which are connected with some difficulties of national banking systems’ adaptation to the most development 
countries economic and financial requirement. But without pre- and immediately post-implementation effects 
it is impossible to achieve the longer term effects.

In particular, in long-term the creation of European Banking Union might lead to a push to simplify 
regulatory regimes. Prudential regulation is the special focus of regulation of banks (and the concern of 
regulators of other financial entities such as insurance companies). Prudential regulation is both the most 
prominent task of bank regulators and, at the same time, its design is the most difficult and most controversial. 
Its objective is, broadly, to regulate the ways in which banks manage risk and its potential effects on banks’ 
different stakeholders.The re-emergence of central banks as supervisors in the Europe will lead to significant 
changes in the philosophy and practice of prudential supervision. Conversely, there will be more willingness 
to interfere in day-to-day business decisions, including the appointment of staff.
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Figure 4. The trend of stability and access of banking systems in Europe

Figure 5. The trend of efficiency of banking systems in Europe

Along with above mentioned regulation and supervision long-term effects, the creation of European 
Banking Union will lead the changes in industry structure. The ongoing consolidation of financial institutions is 
one of the most notable contemporary features of the financial landscape both within and across many industrial 
countries. Consolidation is only one of several powerful forces causing change in the financial system, and 
each of these forces affects and is affected by the others. A number of Eurozone policymakers consider that 
the Eurozone banking system is excessively fragmented, both within countries and across borders. Indeed, the 
single market project for financial services has taken a real blow during the crisis, with banks retreating from 
activities and investments outside their home markets.

Upon the summary report “Consolidation in the financial sector”, as the result of consolidation will be 
the next efficiency, competition and credit flows characteristics (Figure 6).

The potential effects of financial consolidation on the risk of individual institutions are mixed, the net result 
is impossible to generalise, and thus a case by case assessment is required. The one area where consolidation seems 
most likely to reduce firm risk is the potential for (especially geographic) diversification gains.

In theory at least, the new regulatory architecture will allow the authorities to address this issue, even 
if the solutions will ultimately require assent by national governments because of political concerns about the 
provision of banking services and, separately, on-going State ownership of some banks.
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Figure 6. The efficiency, competition and credit flows (as the result of consolidation)

The question of non-viability of certain banks is not limited to smaller or monoline banks. The Eurozone’s 
growth prospects mean than financial performance will be depressed for many banks, especially those in the 
Eurozone’s periphery. Equally, measures to strengthen banks’ balance sheets are already affecting returns. 
The key concern, however, is whether new prudential requirements are constraining lending in a downturn. 
The ECB will consider this issue through three lenses now: monetary policy; financial stability; and bank 
supervision. We therefore expect revisions to the Basel III timetable to be at least debated. It is possible 
that this will be followed by a discussion of the rules, particularly those on funding. While the EC remains 
committed to CRD IV, central bank pragmatism might yet assert itself in the resolution of the Eurozone’s 
challenges (Jonathan McMahon, 2012).

Figure 7 - The efficiency, competition and credit flows (as the result of 

consolidation) 

Table 1 

The specific transitional arrangements for further development (including 

arrangements for banks) 
 2013  2014  2015  2016  2017  2018  2019  
Minimum common 
equity  3.5% 4.0% 4.5% 4.5% 4.5% 4.5% 4.5%

(1) Evidence suggests that only relatively small banks could generally become more efficient from an increase in size. 
However, changes in technology and market structure might affect scale and scope economies in the future. For deals 
consummated over the last decade, there is some evidence of efficiency improvement, especially on the revenue side. 
Mergers and acquisitions typically seem to transfer wealth from the shareholders of the bidder to those of the target.

(2) In the securities industry, research based on US data suggests that economies of scale exist, but mainly among 
smaller firms. Economies of scope do not appear to be generally important in the securities industry. 

(3) As with commercial banks, smaller insurance companies could probably reduce their costs by taking advantage of 
potential economies of scale. However, the limited evidence available and the rapid changes anticipated in the future 

make it difficult to assess the potential efficiency gains from insurance consolidations.

(4) Research results and views of industry participants regarding the potential for efficiency gains from consolidation 
may differ because: (a) participants may not look at cost reductions or revenue enhancements relative to peer group 
trends; (b) participants may focus on absolute cost savings rather than on measures of efficiency; (c) research results 
are for the typical merger, while some consolidations do result in efficiency gains; and (d) past consolidations may 

have suffered from restrictive regulations that may not hold in the future.

(5) The effects of consolidation on competition depend on the demand and supply conditions in the relevant economic 
markets, including the size of any barriers to entry by new firms. 

(6) For retail banking products, evidence on both the demand and supply side suggests that markets for a number of 
key products are geographically local. Research generally finds that higher concentration in banking markets may 
lead to less favourable conditions for consumers, especially in markets for small business loans, retail deposits and 

payment services.  

(7) Markets for wholesale banking products, investment banking services, money markets and foreign exchange 
trading, derivatives, and asset management are normally national or international in scope. However, evidence 

suggests that investment banks may be exerting some degree of market power. 

(8) Geographic markets for most insurance activities appear to be national. In recent years, the insurance market has 
generally become more competitive, although the extent of competition seems to vary significantly across products 

and countries.

(9) It seems clear that barriers to entry have decreased with the deregulation and globalisation of financial markets. 

(10) The continued evolution of electronic finance could expand greatly, or even eliminate, existing geographic limits 
of financial markets and lower entry barriers, thereby altering the potential effects of consolidation. However, the 

potential benefits of electronic finance should not be exaggerated.  

(11) Statistical studies of the effect of consolidation of banks on small business lending are available for only a couple 
of countries. These studies suggest that banks reduce the percentage of their portfolio invested in small business loans 

after consolidation.

(12) New technologies, such as credit scoring models, may have somewhat encouraged small business lending, and 
thus offset to some degree the tendency of larger banks to lend to larger customers. 
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According to the CRD IV, which is mentioned above, institutions should at all times hold at least: a 
Common Equity Tier 1 capital ratio of 4.5% a Tier 1 capital ratio of 6%, and a total capital ratio of 8%. These 
capital ratios shall be calculated as a percentage of the total risk exposure amount. The total risk exposure 
amount is calculated as the sum of the risk weighted exposure amount for credit risk, the risk weighted exposure 
for counterparty risk. The total risk also consists of the sum of the own funds requirements for the trading book 
business for position risk and large exposures exceeding the set limits; foreign-exchange risk, settlement risk 
and operational risk.

These own funds requirements should be calculated in accordance with the methodologies provided 
in this Regulation. The Regulation provides an alternative calculation of the total risk exposure amount for 
certain non-authorized investment firms. 

The specific transitional arrangements as foreseen under Basel III and CRD IV are as in Table 1 
shown.

In practice, we conclude, that tendencies of consolidation make an integral part of our society. Because 
of this, during the time of European Banking Union formation, for the banks it is important to be prepared for 
this new conditions.

Jonathan McMahon (2012) considers there are three priority issues for banks to address (Table 2).
The integration of economies and societies through finance is, in the view of many, an inescapable 

feature of the world today. On the one hand, there is a considerable body of opinion arguing that integration 
has led to substantial economic progress among rich and poor countries alike and, indeed, may be the principal 
mechanism for the international convergence of financial and banking standards. On the other, many point to 
the challenges that it poses for many countries as well as for the most vulnerable financial institutions within 
countries. The purpose of this paper has been to examine the main trends of such integration in the form 
of European Banking Union creation. It is shown, that creation of such a formation produces both winners 
and losers among the national banking systems. However, most trends and reforms will hurt some financial 
institutions across different countries, and that some reforms may increase overall poverty even while they boost 
incomes in total. The main point of above mentioned facts is that instead of numerous difficulties integration 
is an objective process inside of Europe. Thus, so European countries as separate financial institutions should 
be prepared to this changes.
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Table 2
The issues of banks during the European banking Union formation

The direction  
of activity The interpretation of activity

building bandwidth to 
manage demands from 
regulators, discarding 
inefficiencies

The creation of new regulators creates work for banks, as does the ensuing regulatory 
change. We think banks need to consider now whether they are resourced to monitor and 
respond to the new regulatory architecture in Europe. At the same, and after nearly five 
years of regulatory change, we think banks should consider whether the compliance and 
risk infrastructure they have constructed remains fit for purpose. There are undoubtedly 
opportunities to re-direct resources to activities consistent with the emerging European 
regulatory regime, and possibly even eliminate inefficiencies which have been introduced 
into banks in recent years.

Getting recovery and 
resolution planning 
right

The banking union proposals will concentrate supervisory power in the ECB. The EC’s 
proposals also argue strongly for the realisation of a single Eurozone banking resolution 
mechanism. We expect that the ECB will make resolution a priority, and will work 
closely with the entity which will own the resolution powers (which might yet be the 
ECB too). This looks similar to the centralisation of supervisory and resolution powers 
in the Bank of England. The UK experience suggests to us that Eurozone banks will be 
pushed hard to develop recovery and resolution plans, with priority given to Europe’s 
more vulnerable banks and banking system. We therefore recommend that banks move 
quickly to develop capability in this area.

Will you have the right 
risk and compliance 
architecture?

Over time, we expect that the ECB will seek to construct a supervisory philosophy 
based on substantive observance of key principles rather than narrow compliance with 
rules. While it may not be in the ECB’s gift to re-write the rulebook (that responsibility 
will stay with the European Banking Authority), it can adjust its supervisory focus. 
Importantly, it will also be less sympathetic to national traditions and practices than the 
status quo. We recommend that banks consider what skills they will need to manage 
multi-national supervision teams today; mandated to focus on the fundamentals of 
banking business rather than observance of banking rules.
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