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Dear Mr. Nava, 

 

Deutsche Bank response to the High Level Expert Group on reforming the structure of 
the EU banking sector 

 
We welcome the opportunity to provide our views to the European Commission on the 
recommendations contained in the High Level Expert Group (HLEG) Report on reforming the 
structure of the EU banking sector.   

The HLEG has produced valuable analysis and recommendations in a very short space of 
time and we welcome the honesty with which they have presented not just their 
recommendations, but the range of views which contributed to those recommendations. 
Governor Liikanen in particular should be congratulated for chairing the group in a spirit of 
openness and in presenting his report with a view to prompting discussion and further 
analysis of its implications. 

We would agree with much of the HLEG’s analysis of the causes of the financial crisis (too 
little capital; inadequate risk management) and would strongly endorse the HLEG’s 
assessment that the implementation of tougher capital requirements and a credible recovery 
and resolution regime are essential to the restoration of financial stability. Without these the 
issue of too-big-to-fail will not have been convincingly addressed. The Report’s measured 
recommendations for augmenting existing proposals in both of these areas deserve careful 
consideration.  

We would endorse the clear view expressed in the Report that bank structure per se was not 
a significant contributor to either the financial crisis or the failure of individual institutions.  The 
Report highlights the value of the universal banking model, saying that “EU universal banks 
that acted with prudence have weathered the financial crisis well” and recognises the 
importance of diversity in bank business models in Europe. In the light of this assessment, it 
is not immediately clear how the evidence and arguments outlined in the Report lead the 
HLEG to a recommendation for mandatory structural reform. Although thanks to the 
openness of the Report, we can see that there were also different views within the HLEG on 
this point.  
 
We do not believe that mandatory structural separation is a necessary, or sensible approach 
to addressing the financial stability risks identified by the HLEG. The proposal aims to protect 
socially vital aspects of banking activity from riskier trading activities at the same time as 
making banks simpler and more transparent. In practice, structural reform would not achieve 
these goals. Rather, forced separation of market-making from deposit taking activities in 
banks would generate significant costs through changed funding dynamics, as well as 
increased operational and market complexity. Separation could also undermine financial 
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stability through the concentration of system risks in less diversified banks and trapping of 
liquidity in commercial banks without the risk management expertise to deal with it.  

Mandatory separation would also fundamentally undermine the universal bank model, which 
the HLEG acknowledges is a valuable part of the European banking landscape and no more 
intrinsically risky than any other bank structure. Taken together these impacts could 
undermine financial stability, damage the single market and have a negative impact on the 
European competitiveness and growth prospects. 

It is very difficult to see a scenario in which mandatory structural separation would be a better 
option than the contingent separation approach also articulated at length in the HLEG 
Report.  This would offer targeted interventions in the light of bespoke supervisory 
inspections as opposed to a one-size-fits-all approach. In order to achieve financial stability, it 
is essential that banks are properly capitalized and that there is public trust in the fact that 
any bank, no matter how big, could be resolved without resort to taxpayer funds.  Structural 
change may be required, in particular cases, to achieve these objectives, but it should be 
contingent on supervisory assessments within a comprehensive and credible resolution 
regime.   
 
Our more detailed assessment of the Report’s analysis and recommendations is attached 
and we would be very happy to discuss any aspect of them with you and your colleagues. 

 

Yours sincerely,  

 
 
 
 
 
 
 
 
Andrew Procter  
Global Head of Government and  
Regulatory Affairs 
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General remarks on the High Level Expert Group recommendations 
 
The HLEG Report provides a valuable contribution to the analysis and understanding of the 
causes of the financial crisis. It also makes some important recommendations as to how the 
existing regulatory reform programme might be augmented to address risks in the financial 
system.  
 
The work of the HLEG summarises well the role played in the financial crisis by: excessive 
risk-taking; over-reliance on short-term funding; lack of capital; and failure to account for 
systemic risk as a result of linkages between financial institutions. There would be few 
policymakers or industry practitioners who would disagree that these were important 
contributing factors to the causes of the financial crisis. The HLEG also rightly identify the 
importance of effective risk management and governance structures in securing financial 
stability.  
 
We would endorse the clear view expressed in the report that bank structure per se was not a 
significant contributor to either the financial crisis or the failure of individual institutions.  The 
report highlights the value of the universal bank model, saying that “EU universal banks that 
acted with prudence have weathered the financial crisis well” and recognises the importance 
of diversity in bank business models in Europe. In the light of this assessment, it is not 
immediately clear why the HLEG decided on a recommendation for mandatory structural 
reform, although thanks to the openness of the report, we can see that there were also 
different views within the HLEG on this point.  
 
In part, the HLEG’s willingness to recommend structural reform appears to be predicated on 
an assumption that there would limited implications for the overall range and type of business 
that restructured banks would provide. Indeed the HLEG is clear in its view that the approach 
proposed would allow the “key benefits of the universal banking model” to be retained. 
Unfortunately this would not be the case; it should be clear from any assessment of likely 
impacts that there will be significant changes to the costs, operations and client relationships 
of banks subject to separation. These effects of the structural reform proposal could serve to 
undermine the single market, weaken financial stability and have a negative impact on EU 
growth. 
 
In spite of its effectiveness in capturing the main risks that fed into the financial crisis, there 
are some areas where we would suggest that the HLEG’s analysis might have usefully been 
extended to provide a more complete picture. There are also some assumptions within the 
report that we would question: 
 
Sector restructuring  

The HLEG suggests that restructuring within the banking sector has been relatively limited in 
Europe since the crisis.  Whilst that may be true in terms of mergers and acquisitions, it would 
be a mistake not to recognise the extent of de-risking and deleveraging that has taken place 
in the banking sector since 2008.  

Banks have taken significant steps since the crisis to recalibrate business models and reduce 
risks, recognising the unsustainable build up of leverage and risk in the system. For example, 
across a sample of the largest global investment banks, compared to pre-crisis levels, capital 
levels are substantially up; leverage and risk substantially down; and liquidity buffers have 
hugely increased (see fig 1. below). 

Further restructuring may still be required, but it is important there is a clear understanding of 
the dynamic of change that is already underway in the market even before some of the most 
significant elements of financial regulatory reform have been implemented. 
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Figure 1 – recalibration of banks post 2008  

European Banks have significantly 

decreased leverage  
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Source: company data, DB Research bank coverage 
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*Note: based on prevailing regulatory requirements at the time. Basel 1 from 1992, Basel 
2 from 2008 and Basel 2.5 from 2011 onwards. Source: company data, DB Research 
bank coverage universe 
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Market making vs risky trading 

The HLEG suggests that trading risks can be used as a proxy for the risk that a bank may 
suffer financial distress. It then uses this argument to help underpin the recommendation that 
“market making and risky trading” activity should be separated from deposit taking and 
commercial banking activity. This argument is partially undermined by further comments 
within the Report itself acknowledging that both retail and investment banks collapsed in the 
crisis and that size or business mix alone was not a particularly good indicator of stability.  

The HLEG does not distinguish between desirable market making activities and those 
speculative trading activities where social value may be more limited or non-existent. This 
lack of differentiation is unhelpful in the context of a proposal for a ring-fence of trading 
activities which would cut right across market making activities in a wide range of very 
important areas - European equity markets, corporate debt markets, interest rate and foreign 
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exchange markets, or even sovereign debt. Increased transaction costs or lower liquidity in 
any of these markets could have negative knock-on effects to the real economy. As such, any 
regulatory intervention in this space would need to be very carefully calibrated in order to 
avoid unintended consequences – a point that the ongoing debate around the implementation 
of the Volcker rule in the US and the Vickers reforms in the UK has demonstrated. 
 

Too-big-to-fail 

The HLEG asserts that systemically important EU banks benefit from an implicit guarantee of 
their debt, which the G20 has committed to addressing through globally coordinated and 
credible recovery and resolution regimes including bail-in of bank creditors. Although the 
HLEG identifies the issue of too-big-to-fail, it does not make a clear link between the 
recommendation for mandatory structural reform and solving this problem. 

No evidence is presented to support the idea that a one-size-fits-all structural separation 
would make resolution simpler, or that implicit guarantees would be removed as a result of 
structural separation. There is also no reason to assume that a bank with a ‘simple’ structure 
is immune from the risk of becoming too-big-to-fail – for instance a bank which processes a 
significant proportion of payments in a given state, but does no other business, could be 
deemed too systemically important to be allowed to fail.  
 
Only the introduction of a credible recovery and resolution regime will address the issue of 
too-big-to-fail. Structural reform is a secondary issue. To that end we would agree with the 
HLEG that the Commission's proposed Bank Recovery and Resolution Directive and bail-in 
regime are “an essential part of the future regulatory structure”.  
 

Impact assessment  

The HLEG was not tasked with producing an impact assessment for its recommendations 
and it is therefore no surprise that it did not quantify the potential costs / impacts of its 
recommendations. However, the Report also does not provide any quantitative assessment 
of the costs and benefits of the existing programme of regulatory reform to complement its 
comprehensive qualitative assessment of that programme – even though some assessments 
of the likely costs are available.  

Though understandable, this lack of any assessment of impacts means that it is impossible to 
assess the marginal benefit of individual recommendations contained within the Report above 
and beyond the Commission’s existing programme of regulatory reform. Carrying out that 
analysis would clearly be an essential pre-requisite ahead of any considered decision on 
whether or not recommendations contained within the Report should be pursued. The 
importance of a comprehensive impact assessment is a point that Governor Liikanen himself 
has made in speaking about the Report. We would support his call for that work to be carried 
out and would be happy contribute to it. 
 
More detailed comments on the specific recommendations contained in the HLEG Report are 
set out below. 
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Comments on specific recommendations 

The HLEG Report provides a total of 20 recommendations for policymakers to consider, 
grouped into five broad areas of action:  

i. Mandatory separation of proprietary trading and other high-risk trading activities 

ii. Possible additional separation of activities conditional on the recovery and resolution 

plan,  

iii. Possible amendments to the use of bail-in instruments as a resolution tool, 

iv. A review of capital requirements on trading assets and real estate related loans, and 

v. A strengthening of the governance and control of banks view on key areas of 

recommendations.  

Of these ii – v relate to existing strands of work underway at an international and EU level 
and in most cases are already subject to significant policy debate to which Deutsche Bank 
has contributed. Therefore for the purposes of this response, we do not intend to rehearse 
detailed arguments which we have made elsewhere, but will focus the bulk our comments on 
the one recommendation which is unique to the HLEG Report – that for mandatory structural 
separation. 
 

i. Structural separation 

The HLEG’s first recommendation is that “proprietary trading and other significant trading 
activities” should be placed into a separate legal entity if these activities “amount to a 
significant share of a bank’s business”. It is suggested that the separation of these activities 
into different legal entities is the most direct way of tackling banks’ complexity and 
interconnectedness as structural separation would make banking groups simpler and more 
transparent.  
 
Whilst the final recommendation is for ex-ante mandatory separation, the Report outlines the 
different strands of thinking that informed the HLEG’s discussions and makes clear that a 
minority of its members favoured an approach which would make structural separation 
contingent on supervisory assessments under a recovery and resolution regime. There is no 
clear indication within the Report why the former approach was ultimately adopted over the 
latter, and no supporting analysis which make clear where the benefits from mandatory 
separation arise as opposed to contingent structural reform within the resolution planning 
process. There is also a lack of detail around precisely how the recommendations within the 
Report would work. Neither of these points is unexpected given the nature and constraints 
around the HLEG’s work. However, it does pose some challenges for carrying out detailed 
analysis of costs and benefits at this stage. 
 
Although the HLEG recommendation for mandatory structural reform contains only limited 
detail, it is possible to come to some initial conclusions on the basis of reasonable 
assumptions about what the split between Deposit Taking Entities (DTEs) and Trading 
Entities (TEs) might look like in practice and what that might entail in terms of increased costs 
and other impacts on EU financial markets. The HLEG Report is very broad in its definition of 
the activities that would have to be put in a TE, talking of “market making and proprietary 
trading”. On this basis it would have to be assumed that, once a particular threshold (the 
precise definition of that threshold – whether ratio or fixed value of assets - remains unclear) 
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is breached, only a limited sub-set of trading activity could be retained within the DTE. 
Separation along these lines would have a number of adverse consequences. 
 
Increased funding costs 

Based on our analysis we would expect a significant increase in funding costs for all TEs of 
universal banks. It is important to note that there could also be negative implications for 
DTEs. 

There are benefits associated with the universal banking model, such as diversified business 
and funding profile, operational synergies and consolidated risk oversight, which would be 
lost in the wake of structural separation.  At present these benefits are factored into credit 
ratings and therefore to the extent to which they are undermined by structural reform, those 
ratings will also have to be revised.  It is highly likely that a new stand-alone and previously 
unrated TE, would receive a lower credit rating that the universal bank it came from.  This in 
turn would lead to an increase in funding costs. 
  
It is also possible that the DTE would also experience a ratings’ downgrade if there were 
concerns about increased risks arising from its less diversified business profile (a smaller 
mono-line DTE with ongoing links to a TE would not necessarily be seen as less risky than a 
universal bank), increased operational complexity and a reduction in risk management 
capabilities in the wake of structural separation. To the extent to which a DTE did not have 
deposit liabilities that completely covered its lending assets, such a downgrade would also 
impact its cost of funding. Even if it had sufficient deposits to fund assets in the short term, a 
change in rating view might make it harder to maintain that deposit base. 
 
The European banking industry as a whole already faces very substantial increased funding 
requirements over the next few years. These come from LTRO exit (€1trn), LCR and NSFR 
(shortfalls of €1.2trn and €1.4trn respectively for European banks according to the EBA’s 
December 2011 analysis), as well as the impact of the new derivative reforms ($1-2trn 
globally based on ISDA and OCC estimates). There is also a potential new class of bail-in 
debt which banks would need to fund. In addition, the lower rating of TEs would lead to higher 
immediate collateral requirements against derivative positions and requirements for 
contingency to be made against further downgrades. As the HLEG itself notes, there will also 
very likely be a need to meet new requirements for bail-in capital. 
 
It is already questionable whether there is sufficient investor appetite to meet these 
requirements. This would be exacerbated by the proposed structural separation. All TEs 
would have to raise funds in financial markets at the same time to meet the requirements and 
all would be lower rated. At the same time, the practical implications of Solvency II are likely 
to disincentivise insurance companies from investing in bank debt. DTEs will be restricted in 
their ability to invest in debt issued by TEs by connected lending rules. 
 
Structural separation has further adverse consequences in terms of trapped capital and 
liquidity. Under the proposals put forward by the HLEG, both TE and DTE would be required 
to be compliant with CRD IV capital requirements, including liquidity and leverage tests. The 
capital and funding already in place to meet these requirements within the universal bank 
would have to be separated between the two new entities. This inevitably leads to surpluses 
and shortfalls relative to the original universal bank position. In a ring-fenced structure there 
would be limited capacity to re-balance these surpluses and shortfalls. The net effect of this 
across the market would be to further increase the demand for capital and funding. 
 
The HLEG Report suggests that a significant amount of hedging and risk management 
activities could still be performed within the DTE, however, although these activities might still 
be permitted, in practice increased costs would render them uneconomic. A DTE will be 
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curtailed as to the amount of risk that it can take onto its balance sheet by prudential 
regulation. It will also be required to collateralise intra-group positions with the TE adding 
costs which do not currently exist. In order to provide hedging services to clients it will need to 
be able to disperse risk via trading banks to other entities within the financial system. For the 
reasons set out below, this activity will become more expensive in the wake of structural 
separation. A DTE will either have to restrict their activity as a result, or will be increasingly 
reliant on non-EU players for access to international markets for risk capital. 

Increased risk / threats to financial stability 

Under proposals for structural separation, DTEs with excess deposits will face restricted 
options around how they can transfer and invest these deposits. They will no longer have 
access to the ‘internal capital market’ within the universal bank. Within universal banks, 
maturity transformation is generally controlled using the transfer pricing process to incentivise 
balance sheet consumption in the interests of the whole bank. Without those controls, DTEs 
will have to find a return on their excess deposits elsewhere, potentially leading to a build up 
of riskier activities over time.   

As a result, structural reform recommendation may encourage repetition of a pattern of 
behaviour that led to substantial losses and bank failure in recent years. The alternative to 
this would be for DTEs to leave increasing amounts of deposits with central banks, which 
would have its own adverse consequences for capital allocation and growth. It would also see 
reduced returns to depositors who may in turn be incentivised to withdraw deposits from 
DTEs and invest directly in capital markets through other non-bank entities. 

Interest rate hedging would also become more expensive for corporates and pension funds, 
making it more difficult for them to manage their asset-liability mismatch. Although DTEs will 
be able to provide hedging products to corporates, they will not be able to retain all of the risk 
they take onto their own balance sheets and so will be forced to take out hedges themselves. 
To the extent to which this will now require an additional transaction to transfer the risk to the 
TE, there will be additional costs associated with this process. The cost of the hedge will also 
be increased proportionate to increased cost of capital that the TE will have to bear post 
separation. This will compound the impact of the CVA charge under Basel III which is already 
impacting the ability of corporates, SSAs and others to effectively manage risk. This will also 
impact the ability of EU-based multinationals to hedge interest rate risk in emerging market 
locations / currencies. 
 
The effect may be to lead DTEs to take greater risks than currently necessary for universal 
banks. A partial withdrawal of TEs from some trading activities as a result of increased 
funding and capital costs, could tempt commercial banks not currently operating in this space 
to try and fill the vacuum. This would further compound the dynamic of increased system risk 
arising as a result of a measure supposed to reduce it. 
 
Increased cost of credit 

The cost of funding implications outlined above would have significant effects on EU credit 
markets and in particular on lending to medium sized corporate, who will be unable to access 
international capital markets directly, but who tend to have significant relationships with 
individual banks.  

Increased funding costs for TEs post separation will mean that they will no longer be able to 
offer credit at prices that are competitive with DEs and non-impacted banks.  This will lead to 
TEs withdrawing from the market. To make up the resulting shortfall in credit provision to 
European firms, DEs and other banks would either have to attract more deposits to fund 
lending, or finance the credit in wholesale markets.  In either case the cost of funding would 
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be likely to increase.  Ultimately the effect will be the same: either a net reduction in credit, or 
an increase in the price of credit.  Neither of these outcomes would be in the interests of 
growth in Europe. 

In the course of implementing Basel III rules, all banks have had to review lending portfolios 
given the relatively low return on RWA for lending products. Universal banks generally lend 
on the basis of franchise relationships, linking lending with hedging products and taking 
account of overall understanding of a client’s risk profile in order to offer credit at lower costs. 
With that approach no longer possible, lending to corporates and medium sized companies 
will become more expensive for larger European universal banks, supply of credit will reduce 
and costs for European companies will increase. This impact on lending will be further 
compounded by the difficulty in hedging lending products given the large exposures cap 
between the DTE and TE. In addition, alternative sources of funding for those clients will be 
limited given reduced liquidity in secondary corporate bond markets and lower participation in 
syndications. 
 
Reduced market liquidity 

The proposals for mandatory separation would also have negative impact on liquidity, as 
banks faced with higher funding costs for the TE would reduce trading volumes. Academic 
literature suggests that asset illiquidity, both in equity and bond markets, has a negative 
impact on both asset valuations and is associated with higher costs of capital, whereas 
greater liquidity is associated with higher valuations and lower costs of capital. The literature 
also indicates that illiquidity affects small firm stocks more strongly.  

Secondary government bond trading would be heavily impacted. This would significantly 
reduce government bond liquidity over and above the impact of requirements of the Liquidity 
Coverage Ratio under Basel III / CRD IV. We would also expect lower participation in primary 
auctions / syndications, further impacting government financing costs. The impact of this 
effect would be all the more significant given the relative weakness of the European bond 
market compared to the US and significant reliance of European companies on banks as 
purchasers of issues. 
 
Equities trading will sit inside the TEs of all EU universal banks and therefore would also be 
likely to suffer increased funding costs. Loss of liquidity in European equity markets could 
reduce appetite for IPOs and would increase trading costs for pension funds and life 
insurance companies. It would also become more expensive for corporates to hedge equity 
positions, which they may have as a result of employee stock ownership plans.  
 
Increased operational costs / complexity 

The costs arising from migration from a universal bank structure to a split bank should not be 
underestimated and the process of change would place a significant burden on clients as well 
the banks undergoing change.  

The proposals appear to require banks to separate trading from deposit taking functions at a 
branch and subsidiary level. For banks operating on a cross border basis this would be an 
extremely complicated and costly exercise, the end point of which would be a complex, 
atomised and less efficient structure. Such an atomised structure would also complicate any 
resolution at a group level.  In view of this is not at all clear that the proposals would provide 
any greater comfort around resolution than could be achieved under a well-constructed 
resolution plan for a large banking group. What is clear is that there would be significant cost 
implications arising from the exercise. The recurring operational cost implications would also 
be high with infrastructure functions (risk management, finance, compliance, human 
resources etc) expected to be multiplied for both DTE and TE. 
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Re-constructing branches would potentially require renegotiation of all existing contracts with 
counterparties and ISDA agreements. With a number of EU universal banks attempting to 
make the switch at the same time, this would have significant implications for corporates who 
would have to deploy significant legal resources to cope. Structural separation would also 
create netting inefficiencies compared to a unified universal bank, which in turn could 
generate significant additional capital costs. Further costs and client disruption may arise 
from the need to duplicate sales forces across the two separated entities.  Whilst the Report 
assumes that a unified sales force could be maintained, that may not be feasible in practice, 
for example, given the complex risks associated with hedging products.  
 
Clients of universal banks impacted by structural separation would also have to address a 
material change in counterparty risk which will result from the new operational structure –
particularly its implications in the event of resolution. As highlighted above, it is likely that a 
new TE would be rated as more risky than the fully integrated universal bank it has come out 
of.  For corporate treasurers assessing the risk profile of institutions where they are going to 
place deposits, they will have to assess whether or not the DTE within a holding company 
structure would be adversely affected in the event of the TE failing and the implications of the 
increased risk of that TE failure being realised. Where there is any increased risk, the rational 
action of the client would be to place deposits away from the structurally separated entity. 
The logic for a DTE and TE remaining together within a single holding structure would 
therefore be undermined.   
 
Unlevel playing field between EU and non EU banks 

The impacts and cost implications outlined above 
would have the overall effect of putting EU banks at 
a competitive disadvantage in respect of their non-
EU peers. The net result would be that European 
corporates would become more dependent on non-
EU banks for their credit and financing needs.  These 
non-EU banks will be less likely to extend credit and 
capital to smaller EU businesses who as a result will 
be disadvantaged as compared to their non-EU 
peers and large EU corporates.  

Recent experience has also highlighted that there 
may be greater volatility (see figure 2) in credit from 
overseas sources in times of market stress. Capital 
tends to be repatriated in financial instability and the 
greater the dependency on overseas’ providers for 
that capital the greater the impact of that effect.  

 
In addition, the competitive disadvantage would 
curtail the ability of EU banks to win business and 
develop their standing in important growth markets 
overseas. This would exacerbate a trend that is 
already in evidence of EU banks retrenching their 
cross-border activities (see figure 3). This would 
have implications not just for the future health and 
strength of EU banks, but also for EU corporates 
who would be less likely to be able rely on 
international branch networks of EU banks to be 
able to support export businesses in developing 
markets. 
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Finally the loss of competitiveness for EU banks could encourage EU companies and savers 
to look increasingly to the shadow banking sector for credit provision and investments. This 
could exacerbate the systemic risks which the EU Commission has already identified as 
being a rational for tighter regulation of the shadow banking sector. 
 
 

ii. Recovery and Resolution Planning 

 
The HLEG emphasises the need for banks to draw up and maintain effective and realistic 
recovery and resolution plans and suggests that particular attention should be given to a 
bank’s ability to segregate retail banking activities from trading activities. These goals are 
both aligned with the EU Commissions own Recovery and Resolution Directive (RRD) 
proposals. Those proposals will also provide powers to supervisors to require changes to 
business model or structure where they are not satisfied with resolution plans. This bank-
specific analysis and response proposed under the RRD is the better approach.   
 
Given the international nature of systemically important banks, ensuring that recovery and 
resolution plans are prepared at the right level, with input from all relevant EU and third 
country authorities, and a shared and firm-specific understanding of how the bank can be 
resolved in practice will be essential to promote international cooperation.  
 
It will also be important for the success of the recovery and resolution regime that supervisory 
assessments are credible. Safeguards around powers to address or remove impediments to 
resolvability should be put in place by requiring authorities ensure that measures are 
necessary and proportionate; impediments are not due to legal, regulatory or policy factors 
and the impact on the single market is assessed before they are applied. 
 
With an effective recovery and resolution regime in place it is difficult to understand where the 
need for additional mandatory separation would arise. 
 
 

iii. Use of bail-in instruments 

 
We welcome the recognition in the HLEG Report that an effective bail-in regime will be an 
essential tool to address “too big to fail” by reducing the implicit government guarantee. The 
HLEG proposes the use of designated bail-in category of debt in order to improve 
predictability for investors. This would differ from the comprehensive approach currently set 
out in the Bank Recovery and Resolution Directive. While both approaches would significantly 
increase the loss-absorbing capacity of banks, we believe that many banks would struggle to 
sell a sufficient quantity of bail-in debt. The comprehensive approach is the more 
straightforward to implement and would have fewer unintended consequences. Whereas the 
approach proposed by the HLEG would require banks which currently issue little or no debt to 
issue additional bail-in specific debt beyond their funding requirements, the comprehensive 
approach is not prescriptive about how banks reach the minimum amount.  

The comprehensive approach ensures that all creditors in principle should bear losses, while 
the targeted approach would result in investors having a choice between “bail-in debt” and 
other instruments - potentially reducing investor appetite and introducing opportunities for 
arbitrage. The comprehensive approach also respects the hierarchy of claims under the usual 
insolvency procedure. The comprehensive approach is far easier to implement from both a 
legal and execution perspective.  
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On balance, our view is that the general approach set out in the draft RRD provides the 
fairest way to ensure risks are borne by creditors, as long as the scope is clear and 
consistent and minimum amounts are risk-sensitive.  

 
iv. Capital requirements on trading assets and real estate related loans 

We share the HLEG view that a more consistent framework for trading book risk in general 
would be a positive development and have supported the current Basel Committee 
Fundamental Review of the Trading Book on that basis. Issues such as the use of Value at 
Risk (VaR) and the risk of market illiquidity stemming from the financial crisis are valid 
concerns that need addressing. 
 
In light of the work that Basel Committee is already doing we would fully support the 
recommendation from the HLEG that policymakers await the outputs of that work before 
taking a decision on the need for further enhancements to the capital regime based on non-
risk weighted buffers. 
 
 

v. Strengthening of bank governance  

As stated above, the quality of risk management and governance frameworks within banks 
played an important role in their performance through the financial crisis.  This is therefore an 
important area of focus. It is also an area where the EU has already moved with proposals for 
tightening governance requirements forming part of the updated Capital Requirements 
Directive (CRD4).  
 
The proposal around using bail-in bonds as variable remuneration would fail the Financial 
Stability Board test of aligning long-term incentives, as unlike equity it would not allow staff 
members to share in the long-term health of the institution, only expose them to the eventual 
possibility of failure.  
 
Likewise, a limit on variable remuneration in relation to fixed pay would undermine the ability 
of banks to absorb losses through lower bonuses in times of crisis - thereby potentially 
undermining financial stability. 
 
 
 
 
 


