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Executive summary  

The Liikanen Group undoubtedly deserves credit for presenting a detailed and balanced analysis 

of the financial crisis and the European banking market; its analysis basically supports the 

position of the sceptics of structural banking reform and the arguments put forward by us in May 

2012. 

 

It is therefore difficult to understand why the Liikanen Group considers the regulatory measures 

taken to date to be on the right track, yet simultaneously suggests separating trading activities. 

Compared with the regulatory initiatives that have already been implemented or launched, this 

proposal does not deliver any additional benefits in terms of financial stability and must hence be 

rejected. 

 

We believe that the Liikanen Group’s “Avenue 1”, according to which supervisors only have to 

make a decision on a separation of banking activities if a bank’s recovery and resolution plan is 

inadequate, fits in better with the regulatory approach adopted to date than the proposal now 

publicly advocated. 

 

The European Commission should abandon the idea of structural reform in the banking sector 

and campaign instead for a regulatory policy that can prevent excessive risk-taking. It should 

stick firmly to the present course of financial market regulation. 

 

A serious shortcoming of the Liikanen Report in our view is that it says nothing about the 

potential economic consequences of implementing the proposed separation of trading activities. 

As long as the foreseeable negative effects on the European banking market and corporate 

sector cannot be refuted by an impact assessment, the Commission should not pursue the 

proposals any further.  

 

If the Liikanen Group’s proposal were implemented, this would have serious implications for 

market structure and market liquidity: the fragmentation of the European banking market should 

intensify, and competition in the banking market would likely be adversely affected. The 

proposed thresholds in particular would inevitably cause distortions of competition that would 

exacerbate the too-big-to fail problem. 

 

Separating trading activities would lead to higher costs that would hit bank customers in 

particular. The return on securities is likely to drop, while risk hedging and corporate lending 

should become more expensive.  

 

The recommendation to limit the scope of the bail-in instrument to a certain category of debt 

instruments and to establish a clear and predictable trigger mechanism for investors is right in 

our view. We doubt, however, whether there would be an adequate market for such an 

instrument. 
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The proposal to introduce a capital buffer for trading activities is premature in our view. The 

Basel Committee is currently conducting a fundamental review of the trading book capital rules 

(Basel 3.5). Before considering European measures, we believe that the results of this review 

should first be awaited.  

 

We believe that loan-to-value (LTV) and loan-to-income (LTI) caps are blunt instruments which 

needlessly limit borrowers’ access to loans and interfere in business policy.  

 

We understand and basically welcome the Liikanen Group’s objective of strengthening the 

governance of banks on a sustainable basis. At the same time, the report fails to make clear that 

the governance and control mechanisms in place at many systemically important banks have 

done a good job. We therefore do not agree with the Liikanen Group’s general conclusion that 

supervisors’ ability to monitor banks has proved inadequate. 
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According to the G20 consensus still in force, successful resolution of the financial crisis requires 

agreement on globally uniform rules translated into globally consistent national laws and 

regulations within an agreed timeframe. This consensus also covers action to strengthen the 

robustness of the financial system, particularly by putting in place stronger capital buffers, better 

risk management, more transparency and cross-border recovery and resolution mechanisms. 

Appropriate regulation has been introduced or initiated at international, European and national 

level on this basis. 

The debate on structural reform in the banking sector plays a key role in efforts to achieve a 

more stable financial system. Unlike for the G20 agenda, there is no consensus that separating 

banking business which is considered risky from banking business which is seen as economically 

and socially necessary and desirable can make a positive contribution towards a stable financial 

system. To examine this issue, the European Commission therefore set up a High-Level Expert 

Group on Reforming the Structure of the EU Banking Sector (Liikanen Group). The Liikanen 

Group published its report on 2 October 2012. We wish to comment on this report in the 

following.  

 

1. General remarks 

The Liikanen Group undoubtedly deserves credit for presenting a detailed and balanced analysis 

of the financial crisis, the European banking market and the regulatory steps taken so far. In this 

analysis, it not only confirms that the G20’s approach is right but also supports the arguments of 

market participants who question whether a dual banking system has any bearing on financial 

stability1. The Liikanen Group finds, for example, that no one business model proved particularly 

vulnerable or robust in the financial crisis. At the same time, it underlines, in an in-depth 

analysis of the European banking market, the importance of the traditional universal banking 

system for Europe’s economy. On top of this, it expressly recognises the progress made in the 

meantime in regulating the banking sector to strengthen financial stability.  

 

The Liikanen Group sees excessive risk-taking as the main reason for the financial distress 

suffered by some banks and for the onset of the crisis. We share this view. We also share the 

Liikanen Group’s view that this is exactly where the tighter capital and liquidity requirements 

                                                

 

 
1 See our position paper of 23 May 2012. 
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initiated, the proposals for a recovery and resolution framework as well as the envisaged banking 

union come in, as they are designed to prevent excessive risk-taking in future. In other words, 

the threat of excessive risk-taking can only be met by directly addressing this problem through 

regulatory measures. 

 

This makes it all the more surprising and difficult to understand for us that the Liikanen Group, 

although it considers the regulatory measures taken to date to be on the right track, 

nevertheless suggests separating trading activities. The reasons given for this are unsatisfactory 

and unsound. For example, the threshold levels appear to have been chosen arbitrarily, without 

any explanation of these in the report. What is more serious is that the report fails to make clear 

how excessive risk-taking could be prevented by separating certain business activities. Instead, 

the Liikanen Group bases its arguments on the internalisation of external costs and the reduction 

of possible cross-subsidies.  

 

On the face of it, the idea that separating trading activities would make banks less complex and 

thus facilitate their recovery or resolution in a crisis seems right. However, the same is already 

achieved by the introduction of recovery and resolution plans (RRPs) that has already been 

initiated. What additional benefit the separation is supposed to bring is unclear. Evidently some 

members of the Liikanen Group took a similar view. We support the alternative “Avenue 1” 

approach proposed by these members, which is geared to the success of RRPs. In this case, 

supervisors would only have to make a decision on a separation of banking activities if a bank’s 

RRP is inadequate. This proposal fits in better with the regulatory approach adopted to date than 

the proposal now publicly advocated. 

 

1.1. Internalisation of external costs 

The Liikanen Group’s principal argument in favour of a separation of trading activities is that 

trading activities are not valued at their full cost in universal banks. According to the Group, the 

resulting external costs could, however, be internalised through a separation and refinancing via 

the financial market. This could, in addition, prevent banks’ trading activities being funded by 

customer deposits. This last argument – possible cross-subsidising of trading activities – plays a 

big part in the political debate although no evidence to support it has ever been furnished yet. 

The Liikanen Report also fails to provide proof that deposits are or have been used in this way, 

or that cross-subsidising has ever actually been involved. And such proof can scarcely be derived 

from balance sheet figures. These neither provide any clue about cash flows within a bank nor do 
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they say anything about internal transfer pricing, although the latter in particular would be 

essential to prove cross-subsidising.  

 

The ‘external costs’ argument appears to have more weight. This argument is sound in that large 

financial institutions which are considered to be too big to fail are able to realise limited 

refinancing advantages. To internalise these external costs, SIFIs’ capital requirements have, 

however, already been raised above the general level, while supervisory guidelines have been 

tightened. Only if the Liikanen Group could prove that external costs would not be fully 

internalised as a result could a need for further regulation be demonstrated. But the report fails 

to provide such proof. And even if it did, this would raise the question of whether a further 

increase in capital requirements would not be preferable to a separation. Double regulation to 

internalise external costs would, however, definitely put the financial institutions subjected to 

such regulation at a competitive disadvantage.  

 

1.2. Structural and competitive implications of a separation 

A serious shortcoming of the Liikanen Report in our view is that it says nothing about the 

potential economic consequences of implementing the proposed separation of trading activities. 

We believe that any separation of trading activities would create numerous stimuli and incentives 

that would adversely affect the European banking market in several respects. The upshot of the 

Liikanen Group’s proposals would thus be at odds with the Group’s assurance that it wants to 

preserve the universal banking system in Europe. We see the danger that exactly this could 

trigger a trend in the European banking market that would culminate in the demise of the 

universal banking system.  

  

First, we see the threat of a fragmentation of the European banking market. The experience 

made during the deepening eurozone sovereign debt crisis, when national supervisors urged 

banks to concentrate on national debtors, shows that this threat is real. This fragmentation 

would be exacerbated by the introduction of a dual banking system in Europe, as the debate on 

the introduction of a dual banking system is being conducted in the EU mainly from a national 

perspective. While in the UK preparations for a national dual banking system are well underway, 

France is working hard to draft legislation and Belgium and the Netherlands are also considering 

national action. Should the European Commission now take up the Liikanen Group’s proposals, it 

would additionally fuel national efforts and actively encourage further fragmentation of the 

European banking market. It is then possible that there would be banks in the EU that would 

have to implement the recommendations made in the Vickers Report, banks that would have to 
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comply with the provisions of the Volcker Rule, banks that would be subject to French dual 

banking rules and, finally, banks that would have to satisfy European Commission requirements. 

This would not only adversely affect banks’ competitiveness and funding but would also call the 

EU internal market into question. Globally operating banks in particular would have to implement 

several different sets of regulation at the same time. The EU can only avoid this scenario if the 

Commission abandons the idea of structural reform in the banking sector and campaigns instead 

for a regulatory policy that can prevent excessive risk-taking. In other words, the Commission 

should stick firmly to the current course of financial market regulation.  

 

If the Liikanen Group’s proposal were nevertheless implemented, not only fragmentation but also 

additional adverse effects on competition would be likely. The proposed thresholds would 

inevitably distort competition. It should be borne in mind that the report remains vague on the 

question of whether, when a threshold is exceeded, the entire trading unit or only the part which 

exceeds the threshold has to be separated. What is certain, however, is that a separation would 

make trading more expensive for the new entities. Without knowing the exact details of the 

conditions for separation, the implications for market liquidity and market structure are difficult 

to assess, though. Several scenarios are conceivable.  

 

 Threshold causes a cliff effect 

Trading will not be made more expensive for banks whose volume of trading remains below 

the threshold. For banks which currently do little trading, trading would thus be – relatively 

speaking – more attractive, while for banks that have to separate trading activities it would be 

more expensive. It is possible that banks whose business focus is not on trading would react 

by expanding their trading to take it up to the relative and absolute thresholds set. Whether 

this would be in the interests of system stability is more than questionable from today’s 

perspective. There would at any rate no longer be a level playing field for banks in the EU.  

 

 Too-big-to-fail problem is exacerbated  

It is also likely that banks whose volume of trading is close to the thresholds will reduce their 

trading. In the same way, banks whose market share would be too small after a separation 

are likely to divest it altogether. Particularly banks that are required to separate their trading 

activities anyway are likely to show an interest. The outcome of this trend would be a small 

number of large, independent trading banks. This trend could be reinforced by the fact that 

the higher costs of trading are in any case likely to put pressure for consolidation on the new 

trading banks. In the final analysis, the Liikanen Group’s proposal would not mitigate the too-
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big-to fail problem but tend to exacerbate it instead. Any concentration of trading on a small 

number of banks is not only undesirable from a financial stability angle but may also cause 

problems for some banks’ risk management as, for example, fewer hedge counterparties are 

available. What is more, some market share would probably migrate to the shadow banking 

sector. 

 

 Changes in banking structure may be very far-reaching   

To optimise a business model, it could, in addition, make sense for banks to separate more 

than just their trading activities. In individual cases, for example, trading activities could be 

separated along with investment banking, asset management or mortgage lending at the 

same time. For some banks, it might also be advisable to completely separate their trading 

activities even though they do not reach any of the thresholds if, by doing so, they could 

avoid the additional capital requirements under the Liikanen Group’s proposal. This proposal 

may therefore set a process in motion that could completely transform the structure of 

banking in Europe in an unpredictable manner. And, not least, it should be borne in mind that 

trading activities could migrate to foreign providers who would be able to operate at a lower 

overall cost. This could impose a competitive handicap particularly on SMEs, which have only 

restricted access to international providers. 

 

 Banks could be forced to take bigger risks 

It cannot be ruled out that banks may look for ways to make up for the poorer earnings 

prospects. The easy way could be to look for new business with higher returns, i.e. higher-risk 

business. The success of any separation could thus be deceptive. 

 

Moreover, less liquidity and increased trading costs due to poorer refinancing terms will also 

affect funding conditions for the real economy. To what extent the advantages of the universal 

banking system can be preserved after a separation of trading activities and the establishment of 

a holding structure will therefore depend very much on exactly how the latter is designed. There 

is a real danger that the Liikanen Group’s proposals will trigger changes in the structure of 

European banking which, despite the Group’s assurance that it wants to preserve the advantages 

of the universal banking system, would actually pose a threat to this system. 

 

To sum up, we conclude that the Liikanen Report lacks a sound impact assessment that would 

allow an estimate of the probable response from banks and its effect on the structure of banking. 

Until an impact assessment disproves that implementation of the Liikanen Group’s proposals 
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could weaken the banking system in the EU, the European Commission should refrain from 

making any arrangements to apply the proposals. 

 

While we share the Liikanen Group’s view that reducing interconnectedness is an important step 

on the way to a more stable financial system, we believe that the impetus expected from all 

regulation so far will already achieve progress in this direction. The reforms that have been 

launched will also transform banks’ cost structure in such a way that existing business models no 

longer appear profitable. The Commission should give the new rules and regulations that are still 

being implemented or have not even been adopted in some cases enough time to unfold their 

effect. In this phase, adopting a completely different regulatory approach and introducing a dual 

banking system harbours the danger of not only over-regulating the banking sector but also – 

because of the possible migration and concentration of trading activities – of destabilising the 

financial system. 

  

2. Assessment of the proposals made in the Liikanen Report 

2.1. Mandatory separation of proprietary trading activities and other significant 

trading activities  

We have already outlined above our fundamental reservations about whether simply separating 

trading activities from other banking business can help to stabilise the financial system. At the 

same time, we have drawn attention to the expected incentives for a change in behaviour by 

banks that were not examined by the Liikanen Group and to possible distortions of competition. 

In the following, we look at the additionally anticipated impetus to trading activity.  

 

The Liikanen Group expects implementation of its proposals to increase the cost of banks’ 

trading activity, make particularly risky business unattractive and reduce the overall volume of 

trading. All these objectives are, however, already being pursued in the EU by regulation within 

the framework of Basel 2.5 and CRD III. This regulation has exactly the same thrust and has 

already led banks to alter their behaviour. It should also not be overlooked that banks have, for 

their part, drawn lessons from the experience made during the financial crisis. For example, they 

have virtually completely dropped proprietary trading from their range of business activities in 

the meantime. Proof of this is admittedly difficult to furnish, as the dividing line between 

proprietary trading and market-making is a difficult one.  
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The Liikanen Group’s recommendations also fail to allow for the fact that comprehensive action 

has already been taken to make trading in securities and derivatives safer. This includes an 

obligation to clear derivative transactions through central counterparties and report these to 

transaction registers, along with restrictions on short selling and a reform of high-frequency 

trading. 

 

The Liikanen Group expressly draws attention in its report to the difficulty under the Volcker Rule 

of separating proprietary trading from market-making. Its proposal to therefore separate 

proprietary trading and market-making together is no solution in our view, however. Such a step 

would not allow a clear-cut separation either and would merely shift the definition problem 

elsewhere. This is because under the Liikanen Group’s plans the remaining universal bank will 

still be permitted to conduct the business activities, including securitisations and underwriting, 

needed to hedge its lending and investment business. These will, however, in many cases be the 

same transactions as those conducted in the separated part of the bank. The Liikanen Group’s 

two-stage proposal means that supervisors would then have to decide which part of trading 

activity may remain in the “deposit bank” comprising commercial banking and investment 

banking and which part would have to be separated. The task of drawing a line would thus be 

left to the discretion of supervisors. We believe that supervisors would be unable to handle such 

a task.  

 

In our view, risk-taking by banks in the form of trading activities independent of bank structure 

is an essential part of any banking business. It serves to provide liquidity at the bank’s own risk 

within the limits of regulatory and internal requirements (risk management, capital backing). 

Trading activities are thus a necessary condition for any economic system and hence an 

indispensable service of any bank. 

 

We share the Liikanen Group’s view that implementation of its proposals would significantly 

increase the capital and refinancing costs for the separate new trading entities (non-risk-based 

capital buffers for trading activities, limited intra-group exposures, funding costs, IT costs). 

Where banks are concerned, this is in fact what the Liikanen Group wants. The response by 

banks is, however, likely to also make trading activities more expensive for issuers and corporate 

clients.  

 

For potential issuers, more expensive trading activities mean higher transaction costs. Investors 

will take this into account, so that for them the net value of securities will drop. The result of 
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separating trading activities is that securities prices will fall. This will not, however, remain a 

one-off effect due to implementation of the Liikanen Group’s proposals because investors will 

factor higher transaction costs into their calculations, meaning that the expected return on 

securities will drop permanently. The size of the drop in return will depend on the liquidity of the 

individual market segments. Where markets are liquid, it should be relatively small, whereas in 

the case of illiquid markets, e.g. SME bonds, it is likely to be significant. 

 

The higher costs will also make market-making more expensive. Bid-ask spreads will widen, 

thereby raising the cost of risk-hedging for corporate clients and thus ultimately of corporate 

loans. At the end of the day, the Liikanen Group’s proposals will therefore make investment 

financing more expensive and may consequently have a negative effect on economic growth. 

 

2.2. Additional separation of activities conditional on the recovery and resolution 

plan 

We agree with the Liikanen Group when it says that “effective and credible” recovery and 

resolution plans (RRPs) are needed to ensure a quick and effective response in future to an 

imminent distress situation at a bank and to also allow the bank to be wound up where 

necessary if its status as a going concern is jeopardised. The aim must be to avoid any threats to 

financial stability and to make sure that, first and foremost, shareholders and investors bear the 

costs involved.  

 

The European Commission’s proposal for a directive establishing a European framework for the 

recovery and resolution of banks and investment firms already ensures that such recovery plans 

are drawn up by banks: the resolution authority is required to examine whether a recovery plan 

is implementable and to make sure that any shortcomings and impediments are removed. The 

same goes for the resolution plans that are to be drawn up by the resolution authority, since the 

authority is required to assess the resolvability of a bank in accordance with standards drafted 

by the EBA in consultation with the ESRB and to be given the powers to reduce or remove 

impediments to resolution. Along with the other supervisory tools also provided for in the 

proposed directive, this means that the risks stemming from systemically important banks are 

effectively minimised in a practicable manner.  

 

The RRP approach is more suitable for solving the “too big to fail” problem than separating 

trading activities or introducing a dual banking system: under this regulatory approach, a specific 

company structure (or part thereof) is not generally overhauled or even prohibited. Instead, 
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each institution is examined individually to determine whether recovery or resolution of the 

institution or the group would be possible within the framework of the existing structure and 

whether (structural) impediments may have to be removed. It therefore depends on a specific 

individual case whether – as intended by the Liikanen Group – a large-scale separation of 

business units is required.  

 

Under the EU proposal for a directive, the resolution authorities are also to be given – as a last 

resort – intervention powers with regard to institutions’ and groups’ business/ organisational 

models. Whether RRPs create additional incentives to simplify structures is something that only 

banking practice will show. This new supervisory approach needs to be given time to prove that 

it can work. Given the level of intervention that separating trading activities or introducing a dual 

banking system constitutes, RRPs are an at least equally effective and therefore preferable tool 

from a constitutional standpoint. Contrary to what the Liikanen Group believes, this is therefore 

not an additional measure to solve the “too big to fail” problem. 

 

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

We share the Liikannen Group’s view that, from a supervisory perspective, the bail-in instrument 

envisaged in the proposal for a European framework for the recovery and resolution of banks 

and investment firms will indirectly improve the loss-absorbency ability of a bank. In addition, 

this mechanism will ensure the involvement of a bank’s creditors in its recovery. Nevertheless, 

we have fundamental reservations at present about some of the details of the design of the bail-

in instrument proposed by the Commission, e.g. with regard to the planned inclusion of the 

market value of derivative positions. 

 

The recommendation made by the Liikanen Group to limit the scope of the bail-in requirement to 

a certain category of debt instruments and to establish a clear and predictable trigger 

mechanism for investors therefore meets with our approval. This is because any discretionary 

trigger in the hands of supervisors is likely to be harmful to market acceptance of bail-in 

instruments. We also believe it is right that banks should be allowed to hold common equity 

instead of the required bail-inable debt instruments. It is likewise right that triggering conversion 

of contingent debt to equity harbours an inherent contagion risk and may set off a domino effect, 

e.g. if convertible bonds are held by other banks. Whether a threat to financial stability can be 

avoided by – as recommended by the Liikanen Group – stipulating that bail-inable debt 

instruments may only be held by institutional investors outside the banking sector (e.g. 

investment funds or insurance companies) appears doubtful, given the interconnectedness of 
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financial market participants. When choosing this option, policymakers should be aware that 

systemic risk would then be offloaded on to citizens.  

 

The question of whether there would actually be a market for bail-inable debt instruments in the 

first place is still largely unanswered. If it is assumed that 10% of total assets is to consist of 

such instruments in future, this would amount to a market volume of € 3,300 billion for the 

eurozone alone. Eurozone banks’ aggregate balance sheet includes only just under € 9,000 

billion worth of liabilities in the form of securities and external receivables. Over a third would 

have to be used for bail-in purposes in future. Should only investors outside the banking sector 

be allowed to hold bail-inable debt instruments, this proportion would be much higher.  

 

2.4. A review of capital requirements on trading assets and real-estate-related loans 

 

2.4.1. Trading assets 

The Basel Committee is currently conducting a fundamental review of the trading book capital 

rules (Basel 3.5). This review will take at least until the end of 2013. Before considering 

European measures, we believe the Commission should first await the results of the review. It is 

quite possible that additional measures will then no longer be necessary. It is, for example, 

planned to replace value-at-risk (VaR) with expected shortfall (ES) as a risk metric. ES is seen, 

from a theoretical perspective, as being better able to capture tail risks than VaR. It should also 

be noted that banks have for some time now been making considerable efforts to improve 

estimates of loss distribution in their trading segment. Normal distribution has no longer been 

used for loss distribution for some time now; fat-tailed distribution is instead the general 

standard. On top of this, the requirement to capture and model migration risk and default risk 

separately (incremental risk charge), based on a very high confidence level, has been in force in 

Europe since the end of 2011 (Basel 2.5, CRD III) and will probably be retained under Basel 3.5. 

Realisation of such loss risks in the form of discretionary events with large price movements is 

regularly to blame for heavy losses in individual trading portfolios. The modelling implemented 

by banks is designed here to capture particularly loss risks that cannot be captured by modelling 

conventional (credit) spread risks (tail risks).  

 

By way of a general assessment, we welcome it in principle that the Liikanen Group evidently 

does not fundamentally question risk-based capital charges calculated on the basis of internal 

market risk models. The Liikanen Group’s concern is evidently Pillar I capitalisation of the model 

risk that would manifest itself particularly in connection with tail risks. In addition, the 
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operational risk and systemic risk stemming from trading activities are to be measured and also 

covered by a non-risk-sensitive capital buffer.  

 

A call for Pillar I capitalisation of the aforementioned risks stemming from trading activities may 

have to be tabled in the Basel Trading Book Group; it is not something on which Europe should 

go it alone. As explained above, further development of market risk models will lead to a 

reduction in model risk. 

 

Before any proposed Pillar I capitalisation of model risk, various questions would first have to be 

addressed, however. For example, such capitalisation should not – as proposed – take the form 

of a non-risk-based capital buffer. Instead, risk-sensitive capitalisation approaches, which only 

exist in embryo form at some banks under Pillar II as well, would have to be developed. Since 

there is as yet no industry consensus on risk-sensitive capitalisation and we are against any non-

risk-based capital buffer, there is no support at present for any Pillar I capital requirement. Any 

call for one would therefore have to be rejected. Tail risks are – as explained – now captured in 

our view under Basel 2.5 capital rules, so that only additional model risks may be an area 

requiring attention. 

 

It is right that – at least where the two standardised approaches are concerned – the current 

operational risk capital charges do not explicitly refer to the scale of trading activities. The 

approaches are designed differently and only capitalise operational trading risk indirectly. It is 

therefore questionable whether a further capital buffer is necessary to capture operational risk 

stemming from trading activities. What is more, large systemically important banks, which 

account for the bulk of international trading activities, typically use the Advanced Measurement 

Approach (AMA), which should generally be able to capture operational risk stemming from 

trading activities. As a result, we see no need for an additional capital buffer here either. Large 

banks will be regularly required under Basel III to set aside capital to cover systemic risk. There 

is therefore also no need for action in this area. 

 

The non-risk-sensitive buffer is to rise in line with the size of deposit funding. This is intended to 

create incentives not to use deposits for funding trading assets. The calculation basis does not fit 

into the current regulatory system of capital charges for risks either under Pillar I or under Pillar 

II because it is not designed to limit banks’ business risk but pursues other objectives. It must 

therefore be asked whether there is no better way to create the desired incentives than capital 

charges: “capital is not the answer to everything”. The recovery and resolution plan (RRP) 
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requirements could be sufficient here; an additional capital charge is no longer required, 

particularly if it can be demonstrated that trading activities can be conducted separately from 

retail business. 

 

We are against a standardised-approach-based floor for the trading book capital requirements 

(Basel Committee proposal under the Trading Book Review) because it would seriously 

discourage the further development of internal market risk models and would, in addition, trigger 

disincentives/mismanagement. We fail to understand why model risk could be “directly” 

addressed by the floor. Every standardised approach is itself free of model risk. Due to the fact 

that risk measurement is typically simplified (e.g. exclusion of fat tails), model risk and systemic 

risk may, where standardised approaches are used, be even higher than under an alternative 

model.  

 

We support the efforts to achieve more consistent application of internal market risk models 

(RWA consistency) as long as model diversity is not undermined in the process. Uniform risk 

measurement may itself create risks again. 

 

2.4.2. Real-estate-related loans 

Given the role that real estate loans played in the financial crisis, the Liikanen Group proposes 

further instruments to limit real estate lending in the form of loan-to-value (LTV) and loan-to-

income (LTI) caps. While we agree that lending without an adequate assessment of the 

borrower’s creditworthiness should be made impossible, we take a critical view of the  

introduction of mandatory LTV and LTI caps. Instead, we support the Financial Stability Board 

(FSB) Principles for Sound Residential Mortgage Underwriting Practices published in April this 

year. These principles do not provide for any caps on LTV/LTI ratios if the existing underwriting 

standards are sufficiently sound and prudent and are unlikely to be eroded under competitive 

pressure. 

 

We believe that strict LTV and LTI caps  are blunt instruments which needlessly limit borrowers’ 

access to loans and interfere in business policy. Particularly when it comes to their risk policy, 

lenders need the freedom to be able to use these ratios flexibly. In contrast, strict LTV/LTI caps 

cannot be applied consistently by lenders because a ‘one size fits all’ ratio for all borrowers and 

loans does not exist. The UK Financial Services Authority (FSA) came to the same conclusions in 

its December 2011 Mortgage Market Review. The negative implications of strict LTV/LTI caps 
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would, it said, actually be exacerbated if these were to be made mandatory. In addition, we fail 

to understand why the Liikanen Group finds that RWAs based on IRBA models are much too low.  

 

2.4.3. Leverage ratio 

We do not join the Liikanen Group in supporting a leverage ratio requirement. Due to the serious 

negative repercussions that the introduction of a leverage ratio would entail, a reform of the 

risk-based capital charge regime is preferable to the introduction of a leverage ratio.  

A leverage ratio harbours the risk of nullifying the risk-sensitive Basel II rules. What is more, 

there is the danger of discrimination against low-risk business activities in particular. The 

introduction of a leverage ratio is likely to have a negative impact on all those business activities 

that are classified as low-risk under existing regulatory standards. Banks therefore have an 

incentive to cut back less risky and thus lower-margin business first. A leverage ratio 

requirement hence produces wrong incentive effects and potential for capital arbitrage. In our 

view, it creates incentives to make business models riskier, thereby undermining the objective of 

increasing system stability. 

 

2.5. Strengthening the governance and control of banks 

We understand and basically welcome the Liikanen Group’s objective of strengthening the 

governance of banks on a sustainable basis. Shortcomings in remuneration schemes, risk 

management and monitoring by administrative and supervisory boards undoubtedly played a 

part in the financial crisis. At the same time, the Liikanen Report fails to make clear that the 

governance and control mechanisms in place at many systemically important banks have done a 

good job. We therefore do not agree with the Liikanen Group’s general conclusion that 

supervisors’ ability to monitor banks has proved inadequate. The in-depth analysis of the crisis in 

the report shows, moreover, that the causes of the crisis are manifold. Corporate governance in 

the narrower sense accounts for only a few of these.  

 

When examining the Liikanen Group’s proposals, the European Commission should bear in mind 

that, in regulatory terms, fundamental lessons have already been drawn from the crisis at EU 

member state level/European level and by banks themselves. Appropriate regulation is therefore 

already in place for many of the areas mentioned by the Liikanen Group. What is more, banks 

will face new or additional requirements in this field under CRD IV.  

 

With regard to the areas for action identified by the Liikanen Group in section 5.5.5 of its report, 

the following should be noted: 
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Management board members and administrative/supervisory board members must have 

professional qualifications geared to a bank’s needs – this is without doubt an essential condition 

for efficiently managing a bank or monitoring and advising the management. Banks will face new 

requirements in this area under CRD IV. Under Directive 2006/48/EC and in future CRD IV, 

supervisors will, in addition, be mandated to carefully evaluate the suitability of management 

and board candidates prior to their appointment. We therefore see no pressing need to introduce 

the proposed fit-and-proper test. On top of this, a potential candidate’s professional suitability 

and trustworthiness is in any case informally discussed at length by supervisors and banks in 

practice before, for example, the appointment of a new administrative or supervisory board 

member is officially notified to supervisors.  

 

The Liikanen Group is right to call for full implementation of the CRD III and CRD IV proposals in 

the field of risk management. Adoption of a uniform, pan-European approach is the condition for 

effective company-wide risk management. 

 

The objectives pursued by the FSB, European Commission and German legislators – namely, 

ensuring that remuneration schemes more strongly incorporate components with a long-term 

incentive effect and appropriate risk character – are right from a risk perspective as well. With 

this in mind, the Liikanen Group’s proposal to pay a share of variable remuneration in the form 

of bail-in bonds is basically worth considering in our view. We believe that remuneration 

schemes – like in the German Corporate Governance Code – should indeed strongly incorporate 

components with a long-term incentive effect and risk character. Finally, the act on the 

appropriateness of directors’ remuneration has already introduced the right to a “say on pay” in 

German company law. This act allows the general shareholders’ meeting of an exchange-listed 

company to approve the remuneration scheme for directors. The rule that the design of the 

remuneration scheme for directors should not be up to the state but left to the 

owners/shareholders or the company bodies appointed for this purpose should continue to apply 

in the future as well. 

 

We have fundamental reservations about the proposed expansion of disclosure requirements to 

cover “risks”. It is, for example, doubtful whether risks could be measured objectively and 

presented in a format allowing their comparability across several banks. Moreover, given the 

numerous disclosure requirements already in place, the additional benefit of such a disclosure 

obligation is questionable. After all, in the management report forming part of the annual 
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financial statements, banks are already required to provide a true and fair picture of their 

financial situation and to explain the relevant opportunities and risks. 

 

There is no question in our view that breaches of supervisory rules should be punished 

appropriately. CRD IV tightens the already existing rules on the design of national supervisory 

sanctions regimes (e.g. a claw-back in remuneration schemes) and pushes harder for a more 

coherent system of sanctions in the EU. We therefore see no need for any additional regulatory 

action.  

 


