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Governor Erkki Liikanen 
High-level Expert Group on Bank Structure 
 

By email: Markt-HLG-consultation@ec.europa.eu 
EC Representative Register ID number: 16595501800-80   
 

Dear Governor Liikanen  

Consultation on the structure of the EU banking sector 

Please find enclosed Standard Chartered‟s response to your call for evidence on bank structural 
reform.  Our response seeks to answer the questions from your consultation and sets out our 
concerns about the idea of bank structural reform, especially in the current economic climate, 
and how this could pose a significant risk to the European banking sector.  In particular we would 
like to highlight the following three points: 

a. There is no compelling case for structural reform and some strong counter-
arguments.  Large and universal bank structures do not necessarily equal complex 
and risky structures; indeed there is no empirical evidence to suggest that the 
existence and structure of universal banks contributed to the financial crisis.  Risky 
business models which failed encompassed retail banks, universal banks and 
investment banking models.  Structural reforms that create more concentrated 
business model and risk profiles and greater homogeneity across the sector are likely 
to increase systemic risks.  Structural reforms organised around national or EU 
boundaries will encourage „financial protectionism‟ and create impediments to cross -
border trade and investment. 
 

b. Proposing further structural reform will increase the stress and systemic risks 
in the European banking sector.  There are significant risks associated with seeking 
to undertake a reform of the structure of the European banks, whilst economic crisis is 
gripping the Union and when banks are already grappling with the most significant 
regulatory reforms in decades.  There is already evidence that the implementation of 
the international regulatory agenda is fuelling deleveraging across Europe and has 
significant unintended consequences.  Proposals for structural reform will add to the 
stress on the sector and further undermine its ability to support economic growth and 
job creation. 
 

c. The priority should be to implement the key elements of Basel III and the overall 
reform agenda.  The key components of a stable and efficient banking system must 
include (i) strong governance and risk management practices in banks, (ii) effective 
and proportional supervision, (iii) sound but measured micro-prudential standards that 
are risk-based in nature, (iv) recovery and resolution planning and (v) an appropriate 
level of macro-prudential oversight.  In the EU all of these reforms are currently either 
in the process of being implemented, or in the case of the crisis management 
framework, to be announced shortly.  Getting these policies right should be the focus 
for policymakers.  Adding further requirements will only jeopardise the work already 
underway. 
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The management and regulation of banks has already changed very significantly since the crisis.  
The further changes currently either being developed in Brussels or implemented in member 
states will lead to a fundamental transformation in how banks are run, from the way they are 
structured, how they serve their customers and clients, the way they manage risks, and how they 
are regulated.  We should be very cautious about embarking on further changes until we know 
the full impact of what is already in train.  Unintended consequences are already apparent.  
There is a real danger that banks will be rendered unable to play their role as providing the 
„oxygen‟ for the real economy.  A well capitalised, liquid, profitable and internationally oriented 
banking sector is vital to help Europe grow its way out of the current economic turmoil.  Structural 
reforms are likely to be disruptive and distracting at this time of economic challenge and will not 
contribute to future financial stability.  

We look forward to engaging with the Liikanen group as it takes forward its policy work and we 
would be happy to provide the group with additional information and to provide evidence. 

Yours sincerely,  

 

Peter Sands        
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Section 1 - Introduction  

1. Our response considers the benefits of universal banks, the problems associated with the 
adoption of structural reforms, such as the recommendations from the Independent 
Commission on Banking (“ICB”), operational subsidiarisation, the implementation of the 
Volcker rule and problems with bank size caps.  The appendices provide more details on 
Standard Chartered and its experiences throughout the financial crisis, the key drivers for 
the financial crisis and an assessment of the problems with the ICB Cost Benefit Analysis 
(“CBA”). 
 

2. As a well capitalised and liquid bank we want to see a banking sector that is well 
regulated and stable.  By taking risks banks provide the “oxygen” for economic growth.  It 
is essential therefore that as policymakers develop solutions to the financial crisis that 
they look both to increase financial stability and to avoid inhibiting economic growth.  

 

 

Section 2 - Benefits of universal banks  

 
1. A mix of banking business models is more likely to provide financial stability because it will 

reduce the chances of significant correlations of risk.  The savings and loans crisis in the US 
highlights the risks that can emerge where banks which have similar business models 
encounter problems.  Universal banks should be part of this mix of models because of the 
benefits they provide for risk diversification and the range of services they can offer clients.  
Our response draws on the benefits clients and customers receive as a result of the way our 
business is structured and operated. 
 

2. Well managed universal banks provide greater financial stability through diversification of 
risk.  Having a breadth of products, a range of different types of customers, and in many 
cases operations across multiple countries, provides universal banks with greater resilience 
on both the asset and liability sides of their balance sheets and reduces earnings volatility.  
 

3. However, these benefits only accrue if the underlying risk characteristics and correlations are 
well understood.  The crisis demonstrated that some banks had expanded their scope without 
adequately understanding both the intrinsic risks of the asset classes into which they were 
expanding and the degree of correlation with their underlying business.  A bank with a well 
diversified asset portfolio, a heterogeneous liability base and diverse earning streams will 
almost always be more resilient than an institution with more concentrated assets, more 
homogenous liabilities and greater dependence on a single business or market for its 
earnings.  However, the choices about scope need to be consistent with the risk 
management capabilities and appetite of the institution otherwise diversification will provide 
illusory benefits.   

 
4. It is worth making two further observations about the interplay of strategic choices, business 

scope and overall risk management of a bank.  First, it is critical that boards take a dynamic 
view of these choices and risks, since both intrinsic risks and correlations can change 
significantly, driven, for example, by shifts in customer behaviour, changes in the competitive 
environment, or the unintended consequences of regulatory initiatives.  Second, boards need 
to take a somewhat sceptical view of risk models.  Whilst sophisticated mathematical 
modelling tools are an essential component of good risk management, so too is good 
judgement, qualitative stress analysis and robust debate. 
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5. In the same way that diversification can support financial stability at both an institutional and 
systemic level, concentration is a significant threat.  The failure of several institutions during 
the global financial crisis can be traced to excessive concentration in certain asset classes or 
in liability sources.  Lehman Brothers suffered from a concentration of mortgage-backed 
securities and real estate investments, Northern Rock had extraordinary reliance on 
wholesale funding, Wachovia was concentrated on Californian real estate and AIG in credit 
default swaps.  Research from Moody‟s, the rating agency, reinforces the importance of 
concentration risks: “Risk concentrations are arguably the single most important cause of 
major problems in banks.”1 

 
6. Large international universal banks can make an important contribution to mitigating systemic 

risk within the international financial system.  Because large international universal banks are 
less likely to face a concentrated shock, they can act as a shock absorber, providing credit 
into stressed markets where domestic banks may be struggling to respond to local volatility.  

 
7. Cross-country evidence from developed and developing countries indicates that greater 

foreign bank presence is associated with a lower probability of a systemic banking crisis in 
the host country.2  World Bank research3 suggests that during an economic crisis, 
international banks are an important source of market liquidity and credit to the economy.  
Domestically-focused banks are often compromised by a shock to the domestic economy, 
because their balance sheets will be concentrated on the local economy and markets.  

 
8. We also acknowledge that international banks can appear to be a mechanism for contagion, 

propagating financial stresses, if parent groups encountering difficulties in their domestic 
markets withdraw liquidity and capital from their international operations.  This undoubtedly 
occurred during the recent crisis.  However, to some extent, this is simply a different 
perspective on their role as shock absorbers.  In this case, the ability to redeploy capital and 
liquidity in international activities helped stressed international groups absorb shocks in their 
home markets.  For the most part, however, what happened in the crisis revealed 
weaknesses in the underlying strategic choices and business models.  Many institutions‟ 
international operations had insufficiently robust business models, with far too great a 
dependence on parent or wholesale funding. 

 
9. Despite these risks some interventions, such as the European Bank for Reconstruction and 

Development‟s Vienna initiative4, at the height of the financial crisis helped to reduce the risks 
of capital flight from eastern European countries.  This example highlights the benefit of large 
international banks working together with policymakers to ensure the actions of either party 
do not have a negative economic impact. 

 
10. Underlying the debate about the role of international banks is the broader discussion about 

the value and risks of international capital flows.  We would argue that whilst there are risks 
attached to international capital flows, these are outweighed by the benefits.  Countries at 
different stages of development and demographics generate surpluses or require external 
financing.  International capital flows are an inescapable counterpart to global trade and they 
fuel global growth.  Moreover, an international financial system which accommodates such 
flows is likely to be more resilient than a more fragmented system, although we acknowledge 
the risks attached to flows and imbalances of the scale and nature we are currently 
witnessing.  

                                            
1
 Moody‟s Investor Service analyst report, 9 August 2010 

2
 Demirguc-Kunt et al.,1998  

3
 Foreign Bank Participation in Developing Countries, World Bank, August 2010 

4 http://www.ebrd.com/downloads/research/factsheets/viennainitiative.pdf   
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11. If it is accepted that international capital flows are fundamentally a good thing, then the 

question arises as to which mechanisms are most efficient and most resilient in a crisis.  We 
would argue that while it is important to have a number of different channels for capital flows, 
including direct, market-based and bank-intermediated, the bank channel is typically the most 
stable during a crisis.  Examining the recent examples of stress situations is illuminating.  Our 
consistent experience is that in a country-specific crisis, where local banks are under stress, 
international bond markets react most severely, with spreads blowing out and liquidity drying 
up.  International banks with a limited commitment to the country sometimes also reduce 
lines, thereby contributing to stress.  By contrast, international or regional banks that have a 
significant commitment to the country tend to become very important providers of liquidity, 
particularly to the local banking system, and often take the lead in resolving the problem.  
Events in Dubai in 2009 provide one example.  Our experience does not appear unique.  As 
the World Bank has noted (citing Peek et al; Dages et al; 2000) during economic crises, 
international banks “view these difficulties as an opportunity to become more firmly rooted in 
these economies…in Argentina and Mexico [for example] foreign banks had higher growth 
rates and lower volatility of lending than domestic banks during the crises of the mid to late 
1990s.”5  

The benefits of diversity 

12. Looking at Standard Chartered specifically, a key factor in our successful navigation of the 
crisis was the diversity of our assets, liabilities and earnings across our two businesses, 
Wholesale Banking, (“WB”) and Consumer Banking (“CB”).  The diversity of our asset 
portfolio and its heterogeneous performance characteristics means we face limited 
concentration and correlation risks (although we monitor and stress test these continuously).  
No one country makes up more than 20% of our customer loans, and our portfolio is well 
diversified by industry segment and facility type.  We benefit from the different credit cycles of 
our WB and CB businesses, since our experience shows that after an economic shock, 
losses from the businesses occur on different time horizons. 

 
13. From a funding and liquidity perspective, the diversity of our liabilities and our “One Bank” 

approach to managing the Bank gives us great resilience.  In normal conditions, and at an 
aggregate level, our CB and WB businesses are both self-funding, with more customer 
deposits than customer assets.  Furthermore, all our major markets are self-funding.  
However, in order to manage mismatch risk and changes in market dynamics, we have the 
capability to flex our funding profile and deployment.  At times CB customer mortgages are 
funded by WB client deposits, and at times CB deposits provide liquidity for parts of WB.  
Equally, we have the option, subject to strong governance at both country and across our 
business (and subject to regulatory limits), for one country to provide funding support to 
another or vice versa.  The strength and heterogeneity of our deposit base and our ability to 
deploy it flexibly are critical components of our liquidity risk management strategy.  Moreover, 
during this crisis, as in previous crises, we have benefitted from a “flight to quality”.  The 
strength of our liquidity position has consistently enabled us to support our clients, both 
corporates and other financial institutions, even during periods of extreme market turmoil. 
 

14. We are also highly diversified from an income and earnings perspective.  In 2011, no product 
line made up more than 11% of income and in terms of earnings, Hong Kong, our most 
profitable market in 2011 contributed 23% of pre-tax profits or $1.6bn.  Despite the financial 
crisis, we have delivered nine successive years of record income and profits. 

                                            

5 Foreign Bank Participation in Developing Countries, World Bank, August 2010  
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15. We would draw a number of lessons from our experience of the Asian crisis, the global 

financial crisis, and a number of country-specific crises across our markets in Asia, Africa and 
the Middle East: 

 
a. Having a diverse asset portfolio is beneficial to a bank‟s stability, but it is vital to 

understand the intrinsic risks of the asset classes and the potential correlation, and to 
factor this into the overall risk appetite.  This underscores the importance of deep 
knowledge of customers and markets, and of excellent risk management capabilities.  

 
b. A conservative balance sheet model, with an asset-to-deposit (“AD”) ratio well under 

100% (Standard Chartered‟s AD ratio as at 31 December 2011 was 76.4% and 77.9% 
at the end of 2010), a strong liquid asset ratio, and diverse liability sources with 
heterogeneous behavioural characteristics, ensures resilience in times of stress.  

 
c. A business model that combines diverse earnings streams that are affected in 

distinctly different ways by uncontrollable external factors (e.g. some that benefit from 
low interest rates whilst others suffer; some that benefit from risk aversion, whilst 
others weaken) is a source of strength and stability, although it is clearly important 
that there is also an underlying strategic logic for this combination of business 
activities.  

 
d. Large international universal banks can be a powerful force for stability during times of 

stress, providing liquidity and credit support to corporates and financial institutions 
alike.  Bond and interbank markets can overreact to shocks and essentially freeze, 
potentially turning a problem into a crisis.  Large, well managed and well diversified 
banks that know their clients and markets can act to stabilise or at least mitigate these 
stresses.  This has been our approach throughout the crisis, with respect to both 
specific clients and specific markets.  

 
e. A second aspect of our strategy worth stressing is our “One Bank” approach.  This 

places great emphasis on an integrated view of risks, optimal deployment of 
resources and infrastructure across Standard Chartered as a whole, and seamless 
delivery of products and services across geographies and product sets within an 
integrated relationship management model. 

 
16. Standard Chartered positively supports much of the international regulatory reform agenda 

including changes to corporate governance, enhancements in risk management and the key 
elements of Basel III.  For example, there is no doubt that banks need more and better quality 
capital than they held before the crisis.  However, how much capital is enough is a difficult 
question that requires careful consideration.  At a certain point the benefits of incremental 
capital decline and the cost and impact on deleveraging escalate.  It is therefore right that 
there is a great deal of debate about appropriate calibration and the implementation 
timetable.  It was also absolutely correct to rectify the lack of a coherent regulatory regime for 
liquidity.  The proposed Liquidity Coverage Ratio (“LCR”) is conceptually sound, although 
there is an urgent need to refine some of the parameters and definitions.  New approaches 
towards devising effective recovery and resolution plans (“RRP”) and loss absorbent capital 
are undoubtedly helpful in tackling the “too big to fail” problem.  Consequently, whilst we are 
against structural reform and measures like the Volcker rule, it would be wrong to 
characterise our stance as being resistant to regulatory reform; we fully recognise that much 
had to change, and have actively supported what we see as the key priorities. 
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17. In the following sections we focus in more detail on what we understand to be the key areas 
of focus for the Liikanen Group, looking specifically at structural reforms such as those 
proposed by the ICB in the UK, the US Volcker rule and size caps. 

 
 

Section 3 - Independent Commission on Banking  

 

1. The ICB put forward a series of recommendations for reforming the UK banking sector.  The 
ICB Commissioners made the point that these reforms represent a specifically British solution 
given the UK‟s experience of the recent crisis and the characteristics of the UK financial 
sector where the banking assets to GDP ratio is much higher than in other EU countries.  We 
do not support the ICB‟s recommendations, since we believe the approach adopted will 
increase both idiosyncratic and systemic risks in the UK financial sector, and lead to 
significant incremental costs, which have not been effectively assessed.   
 

2. It is perhaps worth noting that Standard Chartered is unlikely to be required to create a retail 
ring-fenced entity in the UK as a result of the ICB‟s recommendations because, aside from a 
small private banking business, all our other activities in the UK are wholesale banking in 
nature.  Therefore our perspective is not based on the need to protect our own position, but 
driven from our assessment of the best way to run banks based on our experience across 
multiple jurisdictions. 
 

3. In our view the ICB‟s recommendations are unlikely to enhance financial stability.  As a result 
of ring-fencing, banking entities in the UK will be more concentrated and less diverse in 
balance sheet profile and business model.  Ring-fencing may make failed retail entities easier 
to resolve, but it will also make them more likely to fail.  Non ring-fenced entities will also be 
less resilient.  We think that ring-fencing is therefore inappropriate.  Its objectives are far 
better achieved through requiring effective RRPs, via macro-prudential regulations, and 
through good micro-prudential supervision. 

 
4. We also believe that the ICB‟s recommendations were based on and supported by a deeply 

flawed cost benefit analysis (“CBA”).  We believe a more rigorous CBA, which took account 
of both the full costs of ring-fencing, and the benefits already achieved through other 
regulatory changes, would have shown that the costs of developing a ring-fenced regime 
significantly outweigh the incremental benefits to financial stability that ring-fencing delivers.  
(A fuller explanation is set out in appendix C.) 

 
 
Section 4 - Operational subsidiarisation  

 

1. Some have suggested operational subsidiarisation within one country (i.e. on-shoring plus 
subsidiarisation) as an alternative structural approach.  We are not convinced that this will 
deliver significant benefits for financial stability and it will undoubtedly lead to significantly 
increased costs, particularly where banks currently operate internationally hubbed activities. 
 

2. With effective RRPs in place, mandatory subsidiarisation of operational activities at a national 
level will deliver limited incremental benefits, if any, but impose significant incremental cost.  
Robust RRPs will enable banks to recover from a period of stress, or if necessary, be wound 
down, without endangering continuity of delivery of critical functions.  Appropriate legislation, 
such as the UK Banking Act 2009, will facilitate effective implementation of such RRPs. 
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3. Furthermore, the incremental costs of requiring operational subsidiarisation at a national level 

should not be underestimated.  For Standard Chartered, global hubbing of our operations has 
provided significant benefits for our clients and shareholders.  We have delivered very 
significant improvements in productivity through economies of scale.  Through embedding 
standardised and centralised processes and leveraging centres of expertise, we have 
also improved service quality, responsiveness, and innovation.  There are benefits for risk 
mitigation and regulatory compliance and our hubbed infrastructure is also more resilient 
in terms of platform stability and availability, and in ensuring business continuity in the 
event of major disasters. 

 
 
Section 5 - Volcker-style restrictions 
 

1. We understand that the Liikanen group has also been charged with looking at the potential 
application of the Volcker rule to Europe.  We would not support introducing something 
along the lines of the Volcker rule, since we believe it would have limited benefit from a 
financial stability perspective, would be very difficult to implement effectively, and would 
likely have significant unintended consequences. 
 

2. The underlying logic of the Volcker rule is to prevent or severely limit banks taking on 
proprietary risks, which are “own account” risks not directly connected to client business.  
To explore this logic, and illuminate some of the difficulties with such an approach, it is 
worth examining the various reasons banks take on such “own account” or proprietary 
risks.. 

 
3. First, and most obviously, some banks run proprietary trading desks, with the explicit 

purpose of generating profits by leveraging their capabilities or insights by taking positions 
unrelated to underlying client business.  At Standard Chartered, this is not part of our 
strategy, which is completely focused on our business with clients.  We therefore have no 
dedicated proprietary trading desks.  We are sympathetic to the view that some regulatory 
constraint on the level of such purely proprietary trading activity might be appropriate, such 
as a cap in relation to the size of the balance sheet.  However, it is already the case that 
Basel III imposes much greater capital costs on such activities, and that supervisors have 
the ability to impose yet further surcharges through Pillar 2 add-ons.  So the tools already 
exist to effectively limit such activities. 

 
4. A second way in which banks take “own account” risk is through market making.  In order to 

be able to provide liquid markets in FX, equities, bonds and derivatives, banks need to hold 
inventory, and thus take price risk.  This is a form of “own account” risk and it generates 
profits and losses.  However, without taking on such market making risk, it would be 
impossible to provide clients with the services they require.  Moreover, there is little 
evidence that market making activities contributed to the crisis in any significant way.  It 
would therefore be unfortunate to inadvertently constrain market making activities, since 
less efficient markets would translate into higher transaction costs for real economy 
participants.  Yet the current difficulties being encountered by US regulators in translating 
the Volcker rule into detailed regulations are indicative of how problematic it is to define 
precisely the boundary between market making activities and pure proprietary trading. 
 



 

 9 

 

5. To reinforce the point about the importance of protecting the ability of banks to make 
markets, here are some examples of where banks take on “own account” or proprietary 
risks to provide markets for clients: 

 
a. Securities – like other businesses, banks hold inventory, in this case bonds and 

equities, and thus take price risk.  However, by doing this, they reduce transaction 
costs for both investors and issuers. 

b. FX – corporates, SMEs and individuals need to swap currencies to make and receive 
payments as they trade, travel and invest around the world.  In making markets to 
facilitate such transactions, banks inevitably take on risk, largely on an intra-day 
basis. 

c. Derivatives – corporates needs to hedge interest rate, currency and commodity risks, 
using a mix of vanilla and bespoke derivatives.  Banks take on both conventional 
market making risk, and a degree of basis risk as they hedge bespoke products 
against benchmark instruments. 
 

6. A third category of “own account” risk that can be thought of as proprietary relates to the 
management of the asset and liability, currency and maturity mismatch risks arising in the 
bank‟s own balance sheet.  This is often referred to as Asset & Liability Management 
(“ALM”), sometimes as treasury management.  Taking on and managing such risk is an 
inevitable consequence of being a bank, and indeed, banks‟ ability to absorb and manage 
such mismatches is a key part of their economic function.  However, ALM is one step 
removed from client activity and as a result can be seen as a form of proprietary risk taking, 
particularly when the bank has substantial surplus deposits to invest.  In these cases, it can 
be extremely difficult to draw a robust distinction between ALM activities and purely 
proprietary trading.  However, what matters is that ALM is managed effectively through 
appropriate limits and metrics, and crude distinctions may prove counter-productive. 
 

7. Another category of supposedly proprietary risk taking activity prohibited by the Volcker rule 
is private equity (which is also sometimes known as principal finance).  We think this is a 
mistake.  Private equity covers a wide variety of different types of investment, but for a bank 
it normally does involve investment in a client, so it does not meet the same test of being 
unrelated to client business.  Obviously private equity entails equity risk, as opposed to 
credit risk, but as long as this is within appropriate limits, is managed effectively, and is 
against sufficient capital, it is not self-evident that providing equity capital to clients is an 
inappropriate activity for a bank to pursue.  Indeed there is a strong policy argument that 
restricting banks to providing debt is likely to perpetuate an overdependence on debt.  At 
Standard Chartered we believe providing private equity to our clients is a logical compliment 
to our credit and capital markets activities.  Since the nature of our principal finance 
business is somewhat distinctive, in the next section we expand on it in more depth. 
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Principal finance activities 

 

8. Standard Chartered operates a principal finance business which is mainly based outside the 
EU in our core markets in Asia, Africa and the Middle East.  The business involves 
investing in and alongside our clients.  We undertake investments in companies, 
infrastructure and real estate.  In total we have over US$3bn in principal finance 
including funds we manage for third parties or investments in which we are co-invested 
with third parties  There are four elements to this business: 

 
a. Private equity – buying equity stakes in firms to help them grow.  Since inception, 

we have made private equity investments in 88 firms that, in aggregate, have more 
than doubled revenue and profit growth during the term of our holding and as a 
consequence of our investment of dollars and time/expertise. 

 
b. Infrastructure – we jointly manage one of the two largest pan-Asian infrastructure 

funds, which has invested in nine infrastructure companies in our footprint 
including in power generation, road transportation, waste management, and in 
water/wastewater treatment.  All of these companies were clients of Standard 
Chartered or have since become clients. 

 
c. Real estate – 15 real estate investments in our footprint, both in property and hotel 

companies and directly in real estate projects in Asia and the Middle East.  
 
d. Alternative Investments – this includes investing in distressed clients who we 

believe can be returned to financial health, as well as the purchase of non-
performing loan portfolios from clients.  We have brought more than 20 clients 
back from the brink, by being a provider of debt and equity financing where no one 
else would. 

 
9. In most parts of the world smaller companies are overly dependent on debt finance and 

can find it hard to access equity finance.  This is true in Europe and even more so in the 
markets in which we operate where both public and private equity markets are relatively 
underdeveloped.  Precluding banks from providing equity will prevent small companies 
having access to cost effective ways to enhance their capital structure.  Moreover, if 
banks can only lend to smaller companies and cannot take on equity type risk  and 
improve the client‟s capital structure they will inevitably have to charge higher interest 
rates.   

 
10. Properly managed, principal finance of the sort conducted at Standard Chartered should 

pose no greater risk than other parts of a banks‟ business.  We understand the concerns 
about private equity in the context of advanced economies, such as the US given the 
history of very large highly leveraged buyouts.  This is not the sort of private equity 
business we conduct, and we suspect such transactions would in any case be much 
more difficult to execute in the post-crisis environment, not least because the capital 
treatment under Basel III is very different.  Standard Chartered would not be opposed to 
the imposition of limits on the proportion of Risk Weighted Assets (“RWAs”) that banks 
could deploy in private equity (for example, not more 10% of total RWAs). 
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Section 6 - Size caps  

 

1. Some commentators have suggested that size caps would be a way of reducing risk in 
the financial system.  Such an approach is flawed for a number of different reasons:  

 
a. Size is not a proxy for risk – systemic risk is time and context bound.  It is possible 

for a small financial institution to pose systemic risks, just as a large one can.  
Long-Term Capital Management (“LTCM”), Northern Rock and the many banks 
involved in the savings and loans crisis in the US illustrate that large institutions 
are not necessarily those that pose the greatest risk.  It is also possible to have a 
large well-managed bank that poses little or no systemic risk, not least because it 
is highly liquid and could be quickly resolved.  More generally systemic risk can 
change over time depending on a range of characteristics not necessarily linked to 
a bank‟s underlying fundamental risks. 

 
b. Regulatory regimes should focus on risk – regulatory regimes should be designed 

to reflect risks to financial stability and not be based on an overly simplistic focus 
on size.  Blunt tools such as size caps and structural reforms take the emphasis of 
regulation away from risk management and in the worst case can inadvertently 
encourage riskier activities.  Regulators are already able to provide incentives to 
reduce risks through capital requirements, especially through the effective use of 
the Pillar 2 process.  Basel III will lead to a significant increase in bank capital 
requirements and the current BCBS review of RWA determination, will add to this 
further. 

 
c. Diversification brings benefits – if a bank is able to diversify its risk it is possible to 

reduce the risks posed by larger banks.  For example, for Standard Chartered no 
one geography accounts for more than 17% of operating income and no product 
line accounts for more than 11% of operating income. 

 
d. Reforms will reduce risk further – the creation of RRPs, resolution regimes and the 

use of central clearing will all help to reduce risks that are associated with the 
failure of large banks.  As a result size should become even less of a concern as a 
threat to financial stability. 

 
 
Section 7 - Conclusions  
 
1. Standard Chartered has been consistently supportive of extensive changes to micro-

prudential regulation, including most of the specific measures set out in Basel III.  In addition, 
we have actively supported moves towards enhanced supervision, RRPs, improved loss 
absorbency and effective macro-prudential regulatory regimes.  We have argued for 
international coordination and consistency in both policy and implementation.  We have also 
stressed the need to prioritise the reform agenda, the dangers of unintended consequences 
and the importance of adapting policy in light of changing circumstances and market 
reactions.  
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2. A huge amount has changed already and it is clear that these changes, when fully 
implemented, will lead to a reduction in the probability of default.  Banks have already 
significantly increased their capital (in our case Core Tier 1 has nearly doubled), overhauled 
risk management and governance and significantly reinforced liquidity management.  Much 
more is already in train and when fully implemented Basel III will lead to banks‟ minimum 
capital requirements having been increased by at least five times.  RRPs and bail in debt will 
significantly reduce the disruption and risk to taxpayers of bank failure. 

 

3. Yet the sheer scale and pace of reform brings its own risks.  There is an acute danger of 
overkill: that the pursuit of financial stability imposes too great a cost on economic growth and 
job creation.  Moreover, the reform agenda looks extraordinarily unbalanced, with far too 
much focus on making sweeping changes to micro-prudential regulation and far too little on 
reinforcing supervision, creating practical resolution regimes, or developing effective macro-
prudential tools.  While steps have been taken in all these areas, there is still much to be 
done – and scope to achieve far greater benefits to financial stability at far lower economic 
cost than via yet more micro-prudential measures.  In our view, this lack of balance or 
effective prioritisation in the reform agenda accentuates the risk of unintended consequences 
and sub-optimal outcomes. 
 

4. Our overarching conclusions are that:  
 
a. There is no compelling case for structural reform and some strong counter-

arguments.  Large and universal bank structures do not necessarily equal 
complex and risky structures; indeed there is no empirical evidence to suggest that 
the existence and structure of universal banks contributed to the financial crisis.  
Risky business models which failed encompassed retail banks, universal banks 
and investment banking models.  Structural reforms that create more concentrated 
business model and risk profiles and greater homogeneity across the sector are 
likely to increase systemic risks.  Structural reforms organised around national or 
EU boundaries will encourage „financial protectionism‟ and create impediments to 
cross-border trade and investment. 

 
b. Proposing further structural reform will increase the stress and systemic 

risks in the European banking sector.  There are significant risks associated 
with seeking to undertake a reform of the structure of the European banks, whilst 
economic crisis is gripping the Union and when banks are already grappling with 
the most significant regulatory reforms in decades.  There is already evidence that 
the implementation of the international regulatory agenda is fuelling deleveraging 
across Europe and has significant unintended consequences.  Proposals for 
structural reform will add to the stress on the sector and further undermine its 
ability to support economic growth and job creation. 

 
c. The priority should be to implement the key elements of Basel III and the 

overall reform agenda.  The key components of a stable and efficient banking 
system must include (i) strong governance and risk management practices in 
banks, (ii) effective and proportional supervision, (iii) sound but measured micro-
prudential standards that are risk-based in nature, (iv) recovery and resolution 
planning and (v) an appropriate level of macro-prudential oversight.  In the EU all 
of these reforms are currently either in the process of being implemented, or in the 
case of the crisis management framework, to be announced shortly.  Getting these 
policies right should be the focus for policymakers.  Adding further requirements 
will only jeopardise the work already underway. 
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APPENDIX A – STANDARD CHARTERED   

1. Standard Chartered is a leading international banking group.  It has operated for over 150 
years in some of the world‟s most dynamic markets and earns more than 90% of its profits in 
Asia, Africa and the Middle East.  This geographic focus and commitment to developing deep 
relationships with clients and customers has driven the Bank‟s growth in recent years.  
Standard Chartered PLC is listed on the London and Hong Kong stock exchanges as well as 
the Bombay and National Stock Exchanges in India. 

 

2. With 1,700 offices in 71 markets, Standard Chartered employs more than 87,000 staff.  It is 
committed to building a sustainable business over the long-term and is trusted worldwide for 
upholding high standards of corporate governance, social responsibility, environmental 
protection and employee diversity.  Standard Chartered‟s heritage and values are expressed 
in its brand promise, „Here for good‟. 

 

3. Standard Chartered is an international universal bank made up of Wholesale and Consumer 
Banking.  We are highly diversified by geography, product and sectors.  We regard balance 
sheet strength as a cornerstone of our strategy, to build a sustainable business and to create 
confidence with our customers and clients through our ability to continue lending in times of 
scarce liquidity.  We have a conservative approach to risk and balance sheet management.  
We have a highly liquid, well diversified balance sheet with an advances-to-deposits ratio of 
76.4%.  We have always stressed the importance of being well capitalised and highly liquid.  
We have a strong Core Tier 1 capital ratio of 11.8% which positions our business well to meet 
evolving regulatory requirements.  Despite the financial crisis and a significant increase in 
regulatory costs we achieved record income and operating profit for the ninth consecutive 
year last year, despite difficult market conditions. 

 

4. Our strength comes from the fact that we have seen broad-based and diverse income growth 
across a range of businesses, markets, products, customer and client segments.  To give a 
sense of our diversity, we now have 24 markets contributing over $100 million of income, up 
from 23 in 2010 and 19 in 2007. 

 

5. Our cross-border asset exposure is diversified and reflects our strategic focus on our core 
markets and customer segments.  No individual country accounts for more than 20% of our 
loans and advances to customers or operating income.  Approximately 48% of our loans and 
advances to customers are of short maturity, and within WB more than 64% of loans and 
advances have a tenor of one year or less.  More than 74% of Consumer Banking assets are 
secured.  Our commercial real estate exposure accounts for less than 2% of our total assets.  
Our exposure to leveraged loans and to asset backed securities (“ABS”) each account for 
less than 1% and 0.3% of our total assets, respectively. 

 
6. We see huge opportunities in our core markets of Asia, Africa and the Middle East – both 

within individual markets, and in facilitating the explosive growth of trade and investment 
flows within the emerging world.  We also see huge opportunities in being the bridge for trade 
and investment flows between Europe, the Americas and Asia, Africa and the Middle East.  
Whether it is helping Unilever or Diageo make the most of the opportunities in Asia; or Tata 
invest in Jaguar Land Rover in the UK; or Volkswagen, Tesco and Caterpillar issue renminbi 
(“RMB”) bonds.  It is by doing exactly this kind of thing – lending to clients, facilitating their 
trade, helping them manage foreign exchange and commodity price risk, identifying and 
supporting new partnerships and investments, helping them access capital markets – that we 
are fulfilling our social purpose, helping to drive economic growth, helping to create jobs. 
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APPENDIX B - CAUSES OF THE CRISIS  

1. Since the onset of the financial crisis Standard Chartered has sought to engage 
constructively in the debates on regulatory reform.  Given our insights and experience, we 
believe we can make a valuable contribution to the public policy debate, and we have a direct 
interest in achieving greater financial stability because financial crises threaten our ability to 
create value for our shareholders and meet the needs of our customers and clients.  In this 
spirit, we have actively supported the strengthening of the regulatory framework and the 
steps taken to enhance supervision.  Our experience of operating in 71 markets with a focus 
in Asia, Africa and the Middle East, through multiple periods of turbulence and under multiple 
different regulatory regimes, gives us a perspective which we hope we can share with 
policymakers in the West.  
 

2. The crisis had multiple causes.  Amongst these some of the most significant were (in no 
particular order):  

 
a. An unsustainable macro-economic context.  Where banks and banking systems failed 

there was typically very loose fiscal and monetary policy. 
 

b. The search for yield, which drove investors up the risk curve, fuelling growth in 
structured credit and over reliance on ratings agencies‟ assessments.  

 
c. Poor or non-existent regulation of the financial system as a whole and its interaction 

with the real economy (what is now described as macro-prudential regulation), 
enabling the build-up of excessive credit through the system.  

 
d. Weak micro-prudential supervision with inadequate focus on the key determinants of 

individual bank sustainability (e.g. risk, liquidity, capital earnings).  
 
e. Poor (in some cases appalling) management and governance of individual banks, 

with risks misunderstood and underestimated, liquidity mismanaged, and with 
inadequate systems and controls.  

 
f. Pervasive “risk illusion”, with most bankers, investors, regulators, central bankers and 

policymakers failing to appreciate the risks building up in the system.  
 

3. Given these multiple failures, any approach to reducing the probability of future crises and 
their impact has to work on multiple fronts.  This underscores the need for careful 
prioritisation and the risk of unintended consequences from the interaction of different 
initiatives.  Moreover, the effort to enhance financial stability must be balanced with the need 
to maintain an efficient and effective financial sector that can support economic growth and 
job creation.  Banks can only perform their vital economic roles if they take risks.  
Furthermore, policy solutions must recognise the reality of globalising financial markets and 
thus the imperative of international coordination and consistency.  
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APPENDIX C – METHODOLOGICAL PROBLEMS WITH THE ICB RECOMMENDATIONS  

1. The ICB‟s CBA had a number of methodological problems, some of which are problems 
that have been highlighted with other studies from regulators and therefore were simply 
compounded by the ICB work and others which are specific to the ICB‟s work.  We 
consider that there were essentially three problems (i) the approach taken (ii) the 
benchmark used and (iii) some specifics about the costs attributed to the ICB‟s specific 
recommendations.  We consider these in turn: 

Approach 

a. Old and new world costs - We are broadly supportive of the changes that will be 
introduced with the implementation of Basel III and we support a consistent global 
implementation of these reforms.  In particular we have always been an advocate of 
liquidity regulation which was an underutilised tool for some regulators.  The 
implementation of Basel III will see banks holding significantly more capital both 
because the level of capital banks must hold has increased, because the quality of 
that capital has improved and also because the risk weights used to calculate a 
banks‟ required capital have also been tightened.  As a result banks are likely to be 
holding around five times6 as much capital with the implementation of Basel III as they 
were under Basel II.  This means that any costs based on Basel II calculations will 
most likely significantly underestimate the costs of a regime on a Basel III basis.  The 
ICB‟s CBA provides little clarity on whether the costs are calculated on a Basel II or III 
basis and our discussions with the ICB secretariat did not provide any further clarity.  
We are also aware that no thought was given to the cost impacts of different RWA 
rules, although this looks increasingly likely as a result of the fundamental reviews 
currently being undertaken by BCBS.  We can only assume that this key variable is 
currently unclear. 

b. Sources - The CBA in the Final ICB report drew heavily on bank equity analyst 
research however this was flawed for a number of reasons: 

i. Equity analysts based their cost assumptions on the Interim Report and the 
recommendations in the final report went further than the Final Report (e.g. 
Primary Loss Absorbing Capacity (“PLAC”), resolution buffer).  As a result it 
is likely that bank equity analysts may have assumed higher costs if they had 
been calculated on the recommendations from the Final Report.  They were 
also calculated at a time that key components of the new regulatory 
landscape, most notably the (“Global-Systemically Important Bank”) G-SIB 
regime, had not been agreed. 
 

                                            
6
 Precise figures on the additional capital banks will need to hold will depend on individual bank balance sheets.  However the  five 

times increase in minimum capital requirements from Basel II to Basel III is derived as follows: (i) Basel II to Basel III u plift factor 
derived from cross-industry work as an average from the impact analysis of the six major UK banks (including Santander UK) which 
showed a 34% uplift [8% Basel II = 10.7% Basel III].   The uplift factor adjusts for the regulatory changes being implemented by 
Basel III, i.e. more stringent definitions of capital, regulatory deductions largely applied at the equity level and increase s in RWA for 
counterpart credit risk.  (ii) Basel III minimum Common Equity Tier 1 capital level (including capital conservation buffer) set at 7%.  
(iii) Therefore, 7% new Basel III minimum is equivalent to 9.4% compared to the current Basel minimum of 2% core equity capit al, 
i.e. 4.7 times higher and (iv) the regulatory adjustments that are applied currently are appli ed at the Tier 1 capital level.  If they were 
to be deducted from the 2% core equity capital minimum, then the Basel III minimum would be 6 -7% higher than the current 
minimum. 
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ii. There were considerable uncertainties around the recommendations in the 
final report and this will have led to considerable cost variants.  Equity 
analysts could not understand the full costs of separation (e.g. need for 
changes to payment systems, the creation of new governance arrangements 
etc).  Many of these costs could only be estimated through making 
assumptions and often only with the use of internal data. 

 
c. Coverage of the CBA - Significantly the ICB also limited its population in the CBA to 

the costs on the larger UK retail banks7 even though many other banks (smaller UK 
retail and banks branching into the UK) believe they will have to make significant 
changes to their business model in order to accommodate the ICB‟s 
recommendations.  We are aware that only the larger banks were asked to provide 
the ICB with balance sheet data that could be used to understand the costs of the 
recommendations. 

 

Benchmark 

 

d. Overestimated costs of crises attributable to banks – In assessing the economic 
impacts of financial crises some of the official sector assessments have assumed 
that the GDP figures immediately before the crisis are representative of long-term 
trend GDP and not artificially inflated as a result of an unsustainable credit boom.  
As a result the impact of the crisis becomes the difference between the GDP high 
and the GDP low immediately before and after the crisis.  Such assessments will 
exaggerate the costs of the fall and in turn the contribution of the financial sector to 
this economic downturn, when in fact the financial sector will often reflect wider 
economic readjustments.  The table below from a publication by the Institute of 
International Finance (“IIF”)8 highlights the significant difference that occurs when 
considering the costs from different assessments of “trend” GDP. 

 

                                            
7
 For example see the comments at para A3.102 in the ICB‟s Final Report. 

8
 Institute of International Finance, The cumulative impact on the global economy of changes in the financial regulatory framework, 

September 2011  
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                      Source: IIF table adapted from BCBS information and IIF staff estimates. 

 
Perhaps the greatest economic impact of a financial crisis is not the direct 
costs incurred by governments but the significant deleveraging that often 
occurs and the reduction in banks‟ lending ability which has an economic 
impact.  These deleveraging pressures can often occur as a result of direct 
regulatory intervention as regulators seek to increase bank equity levels.  Such 
actions end up contributing to pro-cyclical pressures.  For instance, in October 
the European Banking Authority (“EBA”) concluded that as a result of pan-
European stress tests that banks would have to increase Core Tier 1 ratios to 
9% to build up a temporary capital buffer against sovereign debt exposures.  
Whilst Standard Chartered already has a Core Tier 1 ratio of 11.8%, 
considerably higher than the EBA requirements, we have concerns about pro-
cyclical policy decisions. 

 
e. Setting PLAC levels - In recommending the total level of PLAC banks should hold 

the ICB considered historical loss data in banking crises and appears to have 
decided to set the level of PLAC that needs to be held at a significantly higher 
level than the BCBS concluded using the same data.  The ICB appears to have 
assumed a level of PLAC that would have addressed tail risks from previous 
financial crises, even though regulatory actions currently being implemented 
(Basel III, RRPs, macro-prudential) make the likelihood of such tail risks 
considerably less likely.  There are a number of reasons why it seems 
inappropriate that the costs of future failures should be attributed in this way: 

 
i. Korean FX crisis - The source the ICB uses (figure 4.5) to derive the 

scenario for large banking failures is the high point of losses suffered in the 
Korean FX crisis in 1997 which it believes sits between 16%-24% of bank 
RWAs.  This figure is taken from a BCBS report which itself concludes 
from the same data set that typical historic losses incurred by banks were 
about 4%-5% of RWAs and that to withstand losses and maintain a 
reasonable level of lending growth, the capital needed increases from 
approximately 7% to 12% of RWA. 
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ii. Basel III – The problems above appear to be compounded by the fact that 

the ICB failed to take account of the need to convert the Basel II figures 
into the Basel III equivalents which require the holding of significantly 
higher quality capital. 
 

f. Overestimated the benefits attributed to the recommendations – In addition to 
overestimating the costs of financial crises attributable to banks the ICB‟s CBA 
also overestimated the benefits of its recommendations in reducing the risks of 
financial crisis.  There are a number of issues that need to be considered:  
 

i. Universal banks – Much of the analysis presented by the ICB appears to 
start from the assumption that universal banks present greater risks than 
narrow banks.  Whilst we acknowledge that some universal banks failed 
during the financial crisis we believe that failures of risk management, 
corporate governance, a lack of liquidity and macro-prudential regulation 
and supervision were predominately the cause of the problems (the 
Financial Services Authority review of the problems of the Royal Bank of 
Scotland highlighted many of these issues).  The ICB appeared to look at a 
narrow data set of financial crises and ignored past incidents that 
contradicted its thesis.  For example, it does not examine financial crises 
involving smaller banks, such as the savings and loans crisis in the United 
States (“US”) in the 1980s.  Research by Barclays Capital9 shows that of 
the 3,284 banks insured by the Federal Deposit Insurance Corporation and 
which failed or were subject to assisted takeovers between 1960 and 
2009, 93% of those that failed had assets of less than USD1bn.  These 
banks are most likely to be narrow, specialist banks which failed because 
they had exposure to narrow asset classes, unlike a well managed 
universal bank which would have exposure to a diverse range of asset 
classes most likely across a number of geographies. 
 

ii. Implicit subsidy – The ICB‟s work is focused on removing any 
government subsidy.  It estimates the funding subsidy received by some 
banks because of implicit government support is “considerably in 
excess of £10bn per year currently”.10  Our analysis of Credit Default 
Swap (“CDS”) spreads before the crisis indicates the concept of state 
subsidy did little to affect the cost of funding.  Market participants 
thought that the probability of bank failure was incredibly small, not that 
governments would step in if a bank did fail.  By contrast, current CDS 
spreads indicate that creditors do believe they are at significant risk of 
loss.  Neither data set supports the notion of an embedded support from 
the taxpayer.  In any case, analyses based on ratings suffer from the 
fact that ratings are a relatively poor guide to actual credit spreads.  
Indeed, a concern we currently have is that the creation of the G-SIB 
regime may create the risk of an implicit subsidy as some banks will be 
clearly identified as too big to fail by regulators. 
 

                                            
9
 Barclays Capital, Break-up or Shake-up?, 11 January 2011 

10
 Independent Commission on Banking, Final Report, para A3.53 
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iii. Incremental benefits – The last three years have seen a significant body 
of regulatory reforms both designed to reduce the probability of bank 
default (“PD”) and the losses given fault (“LGD”) .  Banks in the UK face 
a range of reforms from the international, EU and UK level.  All of these 
reforms are designed to increase financial stability.  The ICB simply 
assumed that their recommendations would be net positive without 
actually assessing the extent to which its recommendations would 
reduce bank PD over and above the reforms already being 
implemented.  It appears that HM Treasury (“HMT”) also accepted 
these assumptions11.  Without considering all of the regulatory reforms 
already underway and the extent to which they reduce PD, we do not 
see how HMT can make any meaningful assessment of how the ICB 
recommendations will either reduce costs for the taxpayer or improve 
financial stability. 
 

iv. Market dynamics – In common with some other studies the ICB CBA 
focuses on academic assessments that do not necessarily reflect 
market dynamics.  In particular whilst the CBA considers the costs for 
the market of meeting the PLAC requirements it does not consider the 
capacity of the market to deliver this at a time that banks will already 
have significantly increased funding needs as a result of the 
implementation of Basel III.  The virtual drying up of bank debt markets 
in late 2011 highlights the significant problems the industry is likely to 
face.  In such markets only strong names are able to access funding 
markets. 

 

Recommendations  

 

g. Impact on whole sector – The recommendations from the ICB are so far reaching 
that they will most likely lead to a wholesale reform of the way in which UK banks 
are regulated.  For instance, the ICB seemed unclear about the impact the final 
recommendations would have on the Financial Services Authority‟s (“FSA”) Pillar 
2 regime and significant questions exist about how the FSA‟s Solo regime will 
need to adapt.  Equally there was no consideration on what the response by bank 
boards would be to higher regulatory minimum levels and to the amount of buffer 
that bank management would seek to hold (which would not be costed).  As a 
result much is unclear about the shape of the UK regulatory landscape.  However, 
what is clear is that there will be changes even for those banks not directly 
affected by the ICB‟s recommendations and costs (which the ICB has not 
considered) will be involved.   

 

 

 

                                            
11

 Para 5.21, HM Treasury, The Government response to the Independent Commission on Banking, December 2011  


