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               Brussels, 1 June 2012 
 
 

TRANSPARENCY INTERNATIONAL’S CONTRIBUTION TO THE 
CONSULTATION OF THE EUROPEAN COMMISSION HIGH-
LEVEL EXPERT GROUP ON POSSIBLE REFORMS TO THE 

STRUCTURE OF THE EU BANKING SECTOR 
 

What are the views of retail customers with respect to structural reform of 
banking in general and in particular with respect to the structural reform 
proposals to date (e.g. US Volcker Rule, UK ICB proposal)? What structural 
reforms would be desirable from their point of view?  
  
Transparency International (TI) is a global anti-corruption NGO with national 
chapters in approximately 90 countries. TI's mission is to stop corruption and 
promote transparency, accountability and integrity at all levels and across all sectors 
of society. Since the collapse of Lehman Brothers in 2008, TI has been concerned 
with the role of corruption in the origins and aftermath of the financial crisis.  
  
The financial crisis was the result of an enormous mismanagement of funds 
entrusted by the public to financial institutions. This abuse of public trust in the 
pursuit of private gain, in the form of higher returns and remuneration, resulted in 
large taxpayer-funded bail-outs of financial institutions. Losses were socialised 
whereas gains were privatised. The ability of a large number of banks to benefit from 
excessive risk-taking without fully absorbing the downside of that risk exposed the 
moral hazard that lies at the heart of the financial system.   
  
That moral hazard stems from the fact that some financial institutions are perceived 
to be too important to fail.  Their importance can be a function of their size relative to 
national GDP1, their interconnectedness with the rest of the financial system, or their 

                                                 
1 In a survey of 84 too-important-to-fail institutions globally, the IMF has noted how there is a robust, 
statistically significant relationship between  the probability of official support and a distressed bank’s size 
relative to GDP. See IMF Discussion Note, The Too-Important-To-Fail Conundrum: Impossible to Ignore 
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status as large deposit-taking institutions (or a combination of all three factors). 
Stakeholders therefore assume that the state will intervene in the case of insolvency 
or other serious distress.  The state guarantee may be implicit (the possibility of 
future bail-outs) or explicit (deposit guarantee schemes), but the effect is to provide a 
public subsidy to those institutions deemed too important to fail2with a consequent 
distortion of markets and competition. There is a corresponding failure of market 
discipline. For example, creditors, credit rating agencies and analysts all mis-price 
lending risks with the result that managers and shareholders lack an important 
incentive to curb excessive leverage or risk-taking3. 
  
Implicit government backing has been made explicit in the course of the financial 
and subsequent Eurozone crises, and this, together with the market concentration 
that has occurred in the US as a result of mergers and takeover, has arguably made 
matters worse. Despite the importance of the matter for safeguarding public funds in 
the event of future bank insolvencies, recent financial reforms have barely scratched 
the surface.   
  
TI believes that if financial integrity is to be promoted in banking reform efforts, 
structural distortions that encourage excessive risk-taking or subsidise speculative 
investments should be removed, particularly when they involve implicit or explicit 
public support. Reforms to corporate governance or capital standards, for 
example, need to be taken in step with measures to address these fundamental 
structural issues.  For example, the implementation of the Basel III recommendations 
on capital ratios will improve the resilience of too important to fail institutions. This 
will to some extent reduce the likelihood of taxpayer support being required, but 
does not address the nature of their systematic importance as a result of an 
institution’s size relative to GDP or its interconnectedness with other financial 
institutions.  
 
Many of the too important to fail institutions are global and, in tackling this issue, we 
recognise that the best solution would be an agreed set of global regulations. TI 
urges the Commission to pursue such agreements in all relevant fora (Financial 
Stability Board, Bank of International Settlements, G20), while acknowledging that 
ensuring the safety and soundness of the European financial system may require 
immediate and unilateral action.   
  
TI notes the steps that have been taken in the US (the Dodd-Frank Act and the so-
called Volcker rule) and the UK (Independent Commission on Banking (ICB)) to 
tackle distorting structures in the banking system. These initiatives only partially 
address the issue of "too important to fail" and the need to reduce moral hazard. The 
recommendation of the ICB to ring-fence UK banks retail operations from their 

                                                                                                                                                 
and Difficult to Resolve, Otker-Robe et al, May 2011, p.8. 
http://www.imf.org/external/pubs/ft/sdn/2011/sdn1112.pdf  
2 The funding subsidy to banks arising from their “too-important-to-fail” status has been quantified in a 
recent study conducted by the New Economics Foundation  new economics foundation (2011), “Quid Pro 
Quo: Redressing the privileges of the banking industry”. http://www.neweconomics.org/publications/quid-
pro-quo  
3 Otker-Robe et al (op. cit.), p.4.  
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wholesale or investment arms would prevent state-guaranteed deposits from 
subsidising investment banking activities, as well as providing policy makers with 
more options in the event of a banking failure, but will not, of itself, remove the 
possibility of future public support in the event of the insolvency of a large UK bank.  
  
TI encourages the European Commission expert group to explore other possibilities 
for tackling moral hazard in the EU banking system. We see particular merit in the 10 
recommendations below. They should be seen as complementary and could be 
considered as a package of measures to be implemented in the short-term and long-
term. They are presented here as guiding principles for future reform. Many would 
require detailed technical analysis before being implemented, but we believe they all 
merit the consideration of the expert group.   
 
TI recommendations: 
 

Improve transparency 
1. Banks should make sufficient information available to all stakeholders to 

enable them to assess the nature and size of the risks to which they are 
exposed. This includes the full range of off-balance sheet items, structured 
financial products and exposure to the so-called “shadow”, or unregulated, 
banking sector.  

 
2. Detailed information on the asset side of balance sheets should be routinely 

provided to prudential regulators by those banks in receipt of an explicit or 
implicit public subsidy.  

 
3. Public disclosure of a wide range of exposures should be improved and 

standardised to encourage market discipline4. Such disclosures would also 
facilitate greater engagement by institutional investors concerned with the 
long-term financial sustainability of financial institutions.  

 
4. The transparency and accountability of institutions would be enhanced by 

agreement on a single set of international standards for asset valuation in 
financial institutions, in the context of developing more rigorous and 
transparent accounting rules more generally.  

 
5. Greater transparency with regard to financial information should also to be 

accompanied by greater transparency in all aspects of governance and 
decision-making (e.g. the selection, composition and performance of board 
members) and incentive structures (e.g. remuneration packages, career 
development).  Such information should be externally verified where possible.  

 
 

 

                                                 
4 A more complete discussion of the role of public disclosure in promoting better governance and prudent 
management through the mechanism of market discipline is contained in the TI position paper, “Bank 
governance: too important to be left to banks”. See 
http://transparency.org/content/download/63327/1015142/file/031011+CRDIV_briefing_final.pdf  

http://transparency.org/content/download/63327/1015142/file/031011+CRDIV_briefing_final.pdf
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Structural reforms 
6. Policy makers should consider the separation of financial institutions into 

those providing services indispensable to the economy, such as payment and 
clearing functions, and those providing other services. Only the former would 
receive taxpayer support in the event of failure. 

 
7. A limit should be placed on the balance sheet of financial institutions to 

reduce the impact of their failure on the financial system as a whole. 
 

Improve governance and incentives 
8. Structural reforms alone will not entirely eliminate the possibility that fraud or 

excessive-risk taking will necessitate taxpayer support for failed banks. Such 
reforms need to go hand-in-hand with improvements to governance and 
incentives at the level of individual firms. TI acknowledges the steps the 
European Commission has taken in the proposals contained in the Capital 
Requirements Directive IV to moderate variable remuneration and to improve 
risk management and corporate governance in financial institutions. We 
encourage the Commission to continue and extend this work, for example by 
examining actual levels of compensation in the sector and the use of 
“clawback” clauses in contracts5. 

 
Reduce reliance on debt 
9. The tax deductibility of interest payments on corporate debt (e.g. bonds) 

should be reconsidered to encourage banks to raise equity rather than debt. 
 

Make banks pay full costs of risk 
10. Financial institutions should be made to pay for the true cost of their funding 

by issuing “bail-in” bonds i.e. debt instruments that can be converted to equity 
at the injunction of a supervisor in advance of insolvency.   

 
 

 

 

 

 

 

 

 

                                                 
5 The full set of TI recommendations on corporate governance in financial institutions is available in the 
position paper. “Bank governance: too important to be left to banks”, 
http://transparency.org/content/download/63327/1015142/file/031011+CRDIV_briefing_final.pdf 

http://transparency.org/content/download/63327/1015142/file/031011+CRDIV_briefing_final.pdf
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About Transparency International 

Transparency International (TI) is the global civil society organisation leading the 
fight against fraud and corruption. Through approximately 90 chapters worldwide 
(i.e. in almost every EU Member State and in many developing countries world wide) 
and an international secretariat in Berlin, Germany, TI raises awareness of the 
damaging effects of corruption and works with partners in government, business and 
civil society to develop and implement effective measures to tackle it.  

TI looks forward to discussing these issues with you. If you need further information, 
please contact: 

Jana Mittermaier   
Director 
 
Transparency International  
Liaison Office to the EU 
Rue Breydel 40  
B-1040 Brussels (Belgium) 
Tel  +32 (0)2 23 58 621 
Email: jmittermaier@transparency.org  

Carl Dolan 
Senior EU Policy Officer 
 
Transparency International  
Liaison Office to the EU 
Rue Breydel 40  
B-1040 Brussels (Belgium) 
Tel: +32 (0)2 23 58 603 
Email: cdolan@transparency.org 
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