
 
 

CONSULTATION ON THE RECOMMENDATIONS OF THE HIGH-LEVEL 
EXPERT GROUP ON REFORMING THE STRUCTURE OF THE EU BANKING 

SECTOR 

 

 

THE ABI’S RESPONSE 

 

 

The Association of British Insurers (ABI) is the voice of the UK insurance, 
representing the general insurance, investment and long-term savings industry. 
It was formed in 1985 to represent the whole of the industry and today has over 
300 members, accounting for some 90% of the premiums in the UK. 
Underpinning its activities members have assets under management of c £1.7 
trillion and in addition manage substantial sums on behalf of third parties. As far 
as banks are concerned, ABI members are major holders of bank equity and, 
particularly, of bank debt.  
 
The ABI registration number on the European Commission‟s Register of Interest 
Representatives is: 730137075-56. 
 

Introduction  

The ABI welcomes the opportunity to feedback on the report of the High-level 
Expert Group chaired by Erkki Liikanen. The Liikanen Report‟s recommendations 
come at a critical time, not least as discussions about the draft Banking Reform 
Bill in the UK revolve around how to take forward the structural reforms 
recommended by the Independent Commission on Banking (ICB) led by Sir John 
Vickers.  

 

Executive summary 

The ABI as institutional investors are supportive of the underlying principle that 
the banking sector should not be supported by an implicit government guarantee 
and that banks should be able to fail with the minimum disruption to the financial 
system and involvement of public funds.   

A number of regulatory efforts have already been made at EU level in pursuit of a 
stable financial sector, a sound and properly capitalized banking system and the 
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reduction of systemic risks. These include CRD III and IV and the Commission‟s 
proposal for a Directive on Recovery and Resolution (DRR). Moreover, the 
prospect of an EU Banking Union will entail a fundamental change to the way 
Euro area banks are supervised. If properly implemented, they will go some way 
to reduce the risk of interrelated banking and sovereign crises.  

While we understand the need to review the banking sector in light of the 
financial crisis, regulation must be both proportionate and effective. We are 
concerned about the consequences of layering further structural reforms when 
significant pieces of EU regulation are still being negotiated and have not had 
time to bed down. We fear that the cumulative effect of new banking legislation is 
likely to increase bank financing and operating costs at a time when economic 
conditions are already limiting returns from banking activity.  

At present, investor confidence is affected by the lack of clarity over the future 
ability of the banking sector to achieve sustainable profitability. Due to the 
protracted uncertainties in the financial system, shares in European banks have 
become unattractive investments. Banks continue to rely on short- term central 
funding and covered bonds and overall confidence remains very low.  
 
This in turn affects the availability of credit to the real economy. Reform of the EU 
banking sector should not be detrimental to efforts to create jobs and growth. As 
the Liikanen report itself notes, the EU economy depends more on bank 
intermediation than other economies.  
 
Many shareholders are not convinced that universal banking is no longer viable 
as a model or that it was the root cause of the financial crisis. The Liikanen report 
recognises that all types of bank business models have suffered during the crisis 
and that bank failures of banks have occurred essentially as a result of excessive 
risk taking and credit expansion. We therefore support the report‟s approach that 
seeks to preserve the universal banking model and recognises the significance of 
it as a source of financing for the EU economy.   

We support the view that, in principle, the segregation of activities makes the 
resolution of banks easier. When all financial activities are interconnected, it is 
more complex for supervisors to resolve banks. At the same time, most UK 
investors, so far, have been sceptical regarding the cost-benefits of ring-fencing 
and have shown little appetite for full separation. They accept that some degree 
of ring-fencing is inevitable, but the costs and operational complexity, plus 
disruption to clients and employees, should not be under-estimated. Any ring-
fencing would need to be designed in a way that best meets the needs of bank 
users, enables the banks to generate acceptable returns (and in particular to 
generate Return on Equities (RoEs) across the cycle in excess of their Cost of 
Equities (CoEs) and, in turn, serves the wider public interest. 

The European banking landscape is extremely diverse, as acknowledged in the 
report, and we recognise the intrinsic difficulties in implementing suitable 
structural reforms across the EU. We agree that, in a UK context, ring-fencing 
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can be tailored to a particular bank but bespoke ring-fencing is not feasible 
across the EU.  The Liikanen proposals to some extent represent a compromise 
between the Vickers and the Volcker approaches. However, if the principal aim of 
reform is to isolate proprietary trading activity then a Liikanen/Volcker approach 
may be more attractive.  

If the Commission decides to take forward Liikanen‟s proposals with specific 
legislative proposals, it should bear in mind the potential for conflict with 
legislation currently in progress in other jurisdictions; any such conflict could be 
very damaging.  

The report makes specific recommendations on bail-in, building on provisions 
included in the DRR. While we understand the potential benefits of a bail-in 
regime, it could have significant impact on investment decisions and the banking 
sector‟s ability to fund itself. 

More clarity on the mechanics and implications of bail-in is needed in a number 
of areas, including: We have doubts about the proposal to create a specific asset 
class of bail-in able debt. Introducing a separate bail-in layer may serve only to 
confuse, particularly as it  is widely believed that at the point of resolution all 
unsecured funding will be effectively “bail-in able”;   

 

We have reservations over the proposal to restrict investments in any bail-in 
instruments to insurers and pensions funds.  Selling only to institutional investors 
will seriously limit liquidity and hence the eventual market for these bonds. 
 

We also have concerns about the suggestion to use bail-in bonds to partially fund 
remuneration. The ABI does not believe that the use of bail-in bonds achieves an 
alignment of interests and fears that the use of debt may instead shield 
executives from the consequences of excessive risk taking. ABI members 
therefore remain firmly of the view that the use of equity, rather than debt, in 
deferred pay remains the best means of achieving alignment of interests.  The 
best way to minimise the risk of any short-term „gearing up‟ of equity returns is to 
maximise deferral and/or holding periods. 

Overall, we welcome Commissioner Barnier‟s intention to adopt a cautious 
approach to structural reforms by “looking at the impact of these 
recommendations both on growth and on the safety and integrity of financial 
services.” and in light of “current reform of the financial sector”. 
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ABI comments on the Report’s recommendations 

 
Recommendation I - Mandatory separation of proprietary trading and other 
high-risk trading activities 
 
The Liikanen report suggests the separation of certain banking activities seen as 
“particularly risky” from deposit taking, including proprietary trading as well as 
“activities closely linked with securities and derivatives”. This contrasts with the 
key element of the Vickers proposal in the UK - the separation of  retail banking 
from the riskier elements of wholesale and investment banking 
We welcome the fact that the Liikanen report is in favour of preserving the 
universal banking model. Forcing a break-up of universal banks could have a 
detrimental impact on banks‟ ability to perform their role as a provider of funding 
to the real economy. 

Most investors, so far, are broadly of the view that the universal banking model 
was not the root cause of the financial crisis. Many banks that failed during the 
crisis were „narrow‟ banks and indeed would have been inside the ring-fence 
rather than outside. This would be true in the UK of Northern Rock, Bradford & 
Bingley and Alliance & Leicester and, arguably, most of HBOS. Within the UK, 
banking cycles have been closely correlated to real estate valuations and 
„bubbles‟, rather than to investment banking cycles or  structural limitations or 
weaknesses within universal banks. 

Investors nonetheless recognise the risk of „cultural tension‟ between the 
investment bank and the retail/commercial bank and the wider risks involved if 
investment banking activities are funded with retail/commercial deposits. If the 
principal intention behind  separation is to protect retail/SME services, then the 
solution proposed by Liikanen to isolate proprietary trading may be preferable to  
the potential complexity of a UK ring-fence solution that leaves scope for grey 
areas.  

Nonetheless, there remain difficulties with the isolation of trading activities, 
including:  

 the distinction between proprietary trading and market-making or client 

facilitation1; 

                                                 
1
 We would like to make it clear that proprietary trading is, at one extreme, the commitment of a 

bank‟s capital and funding to trading positions, from which only the bank‟s trading team and 
possibly the shareholder will benefit, e.g. a non-client instigated trade. This type of business 
should in the ABI‟s view, remain firmly inside any separate legal entity proposed by the Liikanen 
Report. However, market-makers take positions in order to facilitate client business and in 
anticipation of client business. The extent to which a bank may hold positions will be determined 
predominantly by the bank‟s risk appetite (inventory risk) and capital. Market-making is an 
intrinsic part of an investment bank‟s client facing activities and therefore should not be isolated. 
However by its very nature, market-making will display higher volatility than many businesses 
within the bank.   



5 

 

 

 the location of derivatives to facilitate customer hedging contracts in or 
outside the ring-fence;  

 

 the distinction between prudent bank balance sheet management and 

proprietary trading, e.g. would creating a short position in Eurozone 

sovereign debt, in order to reduce a bank‟s net long position in its primary 

liquidity pool, in the face of a Eurozone crisis, be regarded as proprietary 

trading or prudent management? 

Investors therefore see potential benefits in a Liikanen/Volcker approach, 
possibly augmented by additional core tier 1 capital to reflect portfolio mix. BIS, in  
their study  „An assessment of the long-term economic impact of stronger capital 
and liquidity requirements‟, August 2010,  illustrated that an increase in tangible 
common equity (TCE) to risk weighted assets (RWA) from 6% to 10% would 
reduce the probability of a systemic banking crisis from 4.8% to 1.2%, assuming 
banks could meet their net stable funding ratio requirements. An increase from 
10% to 11% in the TCE/RWA ratio would further reduce the probability of a 
systemic banking crisis from 1.2% to 0.9%.  

 
 
Recommendation II – Bank Recovery and Resolution plans  
 
We have no comments on this section. 
 
Recommendation III- Possible amendments to the use of bail-in 
instruments as a resolution tool 
 
Investorsare particularly interested in the provisions regarding bail-in. The 
Liikanen report supports the use of bail-in instruments and calls for further 
transparency and respect for creditor hierarchy. Such conditions, together with 
limited discretion for supervisory authorities, are essential to make bail-in tools 
more workable and limit risks to investors, banks and the stability of the financial 
sector. However; 
 

 while bail-in bonds might allow more appropriate pricing of the risk that 
investors are being asked to face, regulator‟s desire for bail-in bonds to 
form a significant part of banks‟ capital structure could, in fact, restrict 
banks‟ ability to fund themselves; 
 

 a number of technical issues need still remain to be solved and tested in 
practice. We see practical challenges in implementing a bail-in bond 
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regime, especially in relation to the difficulty of defining bail-in triggers. 
Bail-in should be reserved for banks that are at the point of non-viability 
rather than triggered during resolution with the intention of restoring a 
bank to the point of viability. An earlier trigger, or discretionary intervention 
by supervisors at an earlier stage, risks dispossessing existing equity 
investors and bondholders. We would like to see more clarity in defining 
the trigger point for early intervention;   

 

 the introduction of bail-in complicates an already complex structure of 
bank capital and building a market for bail-in will be tricky especially in 
light of the current uncertainty surrounding the financial markets.  

 
Investors need to understand the risk/return (yield/coupon) for each layer of the 
capital structure. Equity investors need full visibility on the cost of each type of 
debt instrument, as this will have a significant impact ultimately on Return on 
equity (ROE). Debt investors have less immediate interest in Cost of Equity 
CoE/RoE, but ultimately need the comfort of knowing the bank is capable of 
achieving an ROE greater than its cost of equity: if a bank is generating 
insufficient equity internally, it will only be able to fulfil growth plans through the 
fixed income/convertibles market via issuance of non-equity tier 1 capital.  
 
 
 Bail-in as a specific asset class 
 
The Liikanen report proposes the creation of a specific category of  bail-in debt 
with a view to  giving  bondholders more certainty about their position when a 
bank needs to be resolved. While more certainty to bondholders is welcome, as it 
makes instruments easier to price, this approach departs from what was 
originally proposed in the Directive on Recovery and Resolution  (DRR) that all 
debt instruments should be bail-in-able in resolution and that certain liabilities can 
be excluded ex-ante.2  
 
The approach under DRR may be more realistic as it is widely believed that at 
the point of resolution all unsecured funding will be effectively bail-in-able.  

However, whatever the final definition, there may be significant market 
consequences: 

 the notion that an unsecured bond purchased by a pension fund is bail-in-
able is a highly sensitive issue as indeed is the notion of bailing-in 
guaranteed deposits. Arguably, the effect would be that banks‟ losses 
would be effectively „pre-funded‟ by pension schemes and deposit 
guarantee schemes;  

                                                 
2
 Art 38, COM (2012) 280/final, Directive establishing a framework for the Recovery and Resolution of 

Credit Institutions and Investment Firms.  
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 the European debt market is moving further towards covered bonds. At 
the end of September, covered bonds accounted for around half the Euro-
denominated investment grade financial supply, broadly in line with 2011, 
but above the trend rate seen in earlier years. As the secured layers of 
funding increase within the debt capital structure, then the unsecured, 
potentially bail-in-able, debt layers would be subject to greater loss 
absorption at the point of resolution. This will have implications both for 
the cost of unsecured debt and, potentially, the effectiveness of bail-in; 
 

 

 one potential unforeseen consequence of bail-in capital stems from its 
shorter tenor and the requirement for frequent roll-over and refinancing. A 
deterioration in market conditions could impact a bank‟s ability to 
refinance effectively, which would potentially reduce the availability of 
bail-in capital during refinancing periods and reduce a bank‟s loss-
absorbing layers. This in turn could undermine confidence in the bank. 

 

Restricting holdings of bail-in instruments  

The suggestion that bail-in debts should be held outside the banking system, in 
order to reduce interconnectedness between banks, may be reasonable at least 
at theoretical level. In general, investors accept that there should be restrictions 
on banks' holdings of each others‟ instruments - equity, bonds, possibly even  
covered bonds. Bail-in-able instruments could also be captured by those 
restrictions. 

We would be concerned, however, about any attempt to prescribe that bail-in 
tools should be held by insurance and pensions funds. First, this suggestion 
assumes  that insurance companies and others will have appetite to invest in 
such instruments. This is by no means certain.  

Secondly, selling only to institutional investors could seriously limit liquidity and 
overall demand. Thirdly, the underlying clients of pension funds and insurance 
companies are likely to be retail investors and so their ability to invest may be 
restricted: it is too simplistic to assume that institutional investors can bear more 
risk. 

Subject to these points, if certain conditions were met, bail-in instruments might 
be attractive. For example: investment grade ratings and index eligible features 
(e.g. bullet maturity, no equity conversion features, benchmark 
size/currency/maturity, no optionality etc).  

Overall, however, we are doubtful of the appetite/ability of insurers to invest in 
such instruments. Insurers and fund managers have a wide range of investible 
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assets open them, including covered bonds and short term lending to banks.  
Ultimately, price will be important and high yield investors may be the principal 
source of demand.  

 

 

Cocos 

 
While CoCos may offer near equity returns on a fixed income basis 
with  attractive yields  currently c.9%, and historically, significantly higher. In 
addition, in a market where ordinary equity is difficult/impossible to raise,  and 
assuming tax deductibility, they may also represent reasonable terms to 
issuers.  It is likely that demand for contingent convertible capital would come 
from investors with an appetite for higher yields and therefore higher risk, such 
as  hedge funds and Wealth Management customers and less by traditional fixed 
income investors.  

 
 However, CoCos raise a number of concerns: 
 

 The „death-spiral‟ arguments around Cocos are now well rehearsed – as 
core tier 1 approaches the trigger ratio, equity holders fearing dilution 
through conversion will sell, share prices will fall, in turn creating concern 
among depositors and money market funds who will withdraw funds, thus 
potentially creating the basis for  a „run‟ on the bank. To avoid such an  
event, the key would be to set the coupon at a level which compensates 
bond investors for the risk at a core tier 1 trigger level which is unlikely to 
be breached in the normal course of events, but at a rate which is not 
seen as puntitive for equity investors; 

 A potential risk for CoCos is the extent to which a core tier 1 trigger levels 
could be breached through regulatory action, e.g. further mis-selling 
charges or provisions; 

 Logically, if a „CoCo‟ coupon is, for example, 9%, or say 7% post-tax, cost 
of equity cannot be less than 7% (net) and it may be materially higher; 

 Cocos are ineligible for core tier 1 (until converted) and therefore do not 
increase loss absorption until point of conversion. 
  

At present, therefore, CoCos are attractive to a number of investors as they offer 
near equity returns at a time when the equity of banks is difficult/ impossible to 
value in a period when interest rates are likely to stay lower for longer. 
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However, to maintain a longer-term viable capital structure: 

 it is important that the required yield on CoCos is materially less than the 
cost of equity. Investors see tax deductibility of the coupon as a critical 
factor here;  
 

 care should be taken in the extent of the  use of CoCos as they do not 
count as core tier 1 and, of themselves, further gear the equity. Regulatory 
persistence on the issue of increased loss absorbing capacity, in 
conjunction with difficulties/an inability to raise pure equity, may result in 
the forced issuance of CoCos –in the UK, the ICB‟s recommendation to 
maintain Primary Loss Absorbing Capacity (PLAC) equivalent to 17% of 
risk-weighted assets may force some CoCo issuance. This, in turn, may 
make the market for bank equity more difficult for longer; 
 

 investors need to understand the point at which it converts into equity, 
whether the yield sufficiently compensates for risk and precisely how it fits 
into the existing capital structure 

 
Recommendation IV – robust risk weights in their determination of capital 
standards and more consistent treatment of risk in internal models.  
 
We welcome the report‟s suggestion to apply more robust risk weights in the 
determination of minimum capital standards and more consistent treatment of 
risk in internal models.   

The Liikanen report supports the Basel Committee review of trading book capital 
requirements, which recognises that the Basel 2.5 framework on trading risk 
(July 2009) did not fully address the cyclicality of the market risk framework or 
overall credit risk. The review also states that the boundary between the trading 
book and the banking book has been a source of weakness in the design of the 
current regime.  

Investors‟ confidence in Basel-2 Internal Ratings Basis (IRB) as a basis for 
making comparisons between banks and understanding underlying risks is low.  
Cross-sector risk comparisons become distorted and international comparisons 
are particularly challenging.  

Overall, investors would welcome greater clarity in the linkage between gross 
(un-risked assets) and risk weighted assets, which would highlight the extent to 
which banks are basing risk-weights on alternative assumptions. While we have 
reservations over the approach suggested by the Liikanen report that requires 
harmonisation of risks‟ treatment, investors are  generally in favour of  more  
consistency and transparency across the sector in calibrating risk weightings on 
banks‟ asset portfolios and therefore in estimating capital requirements. 
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Treatment of real estate lending  
 
Overall, we support the report‟s recommendation that the Commission should 
consider further measures regarding the treatment of real estate lending within 
the capital requirement framework.  
 
The European Banking Federation (EBF) highlighted in a recent report3 the 
disparity in risk weightings across the European banking sector, with risk density 
(the ratio of risk weighted assets to total assets) ranging from 17% to 84% in a 
sample of 66 banks. Such disparities are explained by differences in the macro-
economic environment, the legal and social framework, and the residential 
housing market. The EBF highlighted substantial differences in risk weights 
within jurisdictions, driven largely by varying approaches to the calculation of 
probability of default (PD), in turn driven by different approaches to the use of 
„point-in-time‟ versus „through-the-cycle‟ history, with substantial variations in the 
historical time period used for through-the-cycle calculations. 

The diversity of risk densities across residential mortgage books may be best 
addressed through either (i) risk weighting floors (ii) a Basel- standardised 
approach but with increased and standardised risk-weighting bands, determined 
by probability of default (PD) and loss given default (LGD). 

However, we have doubts over the Commission‟s suggestion to include LTV  
caps as a direct measure to limit the risks stemming from real estate markets. 
LTV caps are not necessarily an effective tool in managing over-indebtedness 
and  reducing lender losses. Moreover, provisions included in the Commission‟s 
CRD IV proposal already require lenders to ensure that borrowers have the 
ability to repay their property loans.  

 
 
Recommendation V- strengthening of the governance and control of banks  

 
We welcome the report‟s objective to improve corporate governance and 
remuneration.  

Ongoing CRD IV negotiations are looking at further provisions on how to limit 
excessive remuneration – most notably on the possible setting of a fixed/ variable 
remuneration ratio. In this context, shareholders remain concerned that any 
detailed requirements on fixed/variable pay ratios will have the reverse impact of 
that intended and actually result in an increase in fixed remuneration for which 
there is no claw back for poor performance, and no opportunity to reward strong 
and stable performance (or equally not reward on the basis of a poor 
performance). The legislative setting of ratios will have the reverse impact and 
make bankers less accountable/responsible for their actions. 

                                                 
3
 (Study on Internal Rating Based (IRB) models in Europe, 2012) 
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An overly prescriptive system may therefore help banks game the system in 
favour of higher base/fixed pay and take powers away from shareholders who 
are increasingly tackling excessive pay. 
 
Shareholders are also concerned over report‟s suggestion that part of variable 
remuneration should be in the form of bail-in bonds. ABI member companies do 
not believe that the use of bail-in bonds achieves an alignment of interests and 
have concerns that the use of debt may instead shield executives from the 
consequences of excessive risk taking: 
 

 debt carries less risk than equity.  If inappropriate risks are entered into, 
equity takes the “first hit”, reflected both in falling share prices and the risk 
of dilution in any additional capital raising; 
 

 debt prices are less volatile than equity.  Debt may retain some value even 
when equity has been wiped out; 

 

 at present, it remains, of course, unclear what the market yield may be on 
instruments of different types in the capital structure of a bank under new 
regulatory arrangements.  However, it must be assumed that bail-inable or 
subordinated instruments will carry a relatively high coupon; 

 

 interest payments will be made even when dividends are not.  
 

The result is that, even in circumstances where a bank‟s share price may have 
fallen significantly as a result of senior management having taken inappropriate 
risks, that management: 
 

 may continue to receive a relatively high fixed coupon on the debt 
instruments; 
 

 may be protected (relatively at least) in terms of capital value; 
 

 may, in the worst case, where debt instruments are converted or bailed-in, 
receive something when shareholders receive nothing. 

 
ABI member companies therefore support the view that the use of equity, rather 
than debt, in deferred pay, remains the best means of achieving alignment of 
interests.  The best way to minimise the risk of any short-term „gearing up‟ of 
equity returns is to maximise deferral and/or holding periods.  
 


