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CONSULTATION RESPONSE TO THE LIIKANEN REPORT 

WRITTEN SUBMISSION 

 
 
 
EXECUTIVE SUMMARY 
 
Lloyds Banking Group (LBG) welcomes the content of the High-Level Expert Group (HLEG) 
recommendations. Many of the objectives appear compatible with those of the Independent 
Commission on Banking (ICB), whose recommendations are expected to be enacted into 
legislation in the UK.  
 
We would encourage the EU and UK Governments to drive alignment between the two 
proposals as far as possible – there are areas of Liikanen that we believe are preferable to 
some of the recommendations made by the ICB, but we believe the best outcome would be 
for the EU and the UK Governments to seek and deliver alignment between the proposals as 
far as is practicable. 
 
Underpinning our response is the view that the HLEG recommendations are enacted in a 
manner that enhances the Single Market and ensures a level playing field for the provision of 
financial services across the EU. 
 
LBG considers that any legislative change resulting from this report should take place within 
a sensible and realistic timetable in order to ensure that the industry has the time to make 
the necessary changes, thereby ensuring that any legislation achieves the HLEG stated 
objective of establishing a safe, stable, and efficient banking system serving the needs of 
citizens, the EU economy, and the internal market. 
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RESPONSES TO THE HLEG RECOMMENDATIONS 
  
1. Mandatory separation of proprietary trading activities and other significant trading 

activities 
 
 HLEG recommendation: proprietary trading and other significant trading 

activities should be assigned to a separate legal entity if the activities amount to a 
significant share of a bank's business (15-25% of total assets, or >€100bn, in the initial 
phase). The separated activities could still be carried out within the same banking 
group, but in separately capitalised entities (“deposit bank” and “trading entity”). 
Lending to hedge funds, SIVs, and private equity must be conducted from the trading 
entity. The smallest banks would be excluded.  

 
 LBG Response: 
 

• LBG supports the HLEG proposal that proprietary trading and some categories of 
financial institution business be placed in a separately capitalised and funded 
subsidiary. As with the ICB proposals for ring-fencing retail and commercial 
activities, the HLEG’s proposal would reduce the complexity and inter-
connectedness of the ‘deposit bank’, prevent trading activities from being cross-
subsidised by customer deposits, and enhance resolvability. At the same time, 
subsidiarisation (rather than full separation) preserves any synergies between retail 
/ commercial and client-driven trading activities. The recommendations recognise 
that not all categories of financial institution pose the same risk to the activities of 
the ‘deposit bank’. If investors consider there are not sufficient synergies remaining 
to keep both sides in the same Group, they can take the decision to spin off the 
investment bank. 
 

• LBG considers that the de minimis boundary proposed by the HLEG (i.e. not 
mandating separation for banks without significant market-making activities) is 
consistent with the objectives of separation, when taken together with the enhanced 
capital requirements and the RRD / living wills – avoiding unnecessary disruption 
for institutions that are primarily retail and commercial banks. If this proposal were 
to be adopted in the UK, this would still meet the objectives of the ICB and ensure 
that banks are on a level playing field with European counterparties. 

 
• Allowing the provision of risk-management products to non-bank clients from inside 

the ‘deposit bank’ is a sensible way to ensure that banks are able to continue to 
provide, in a holistic manner, those essential risk-management products that are 
required by their SME and corporate customers, to ensure that those key 
contributors to the real economy are able to manage risk associated with currency, 
interest rates, etc. UK ring-fenced banks would continue to be allowed to provide 
appropriate hedging products / risk-management tools for the entire spectrum of 
corporate Britain. This would be good for UK ring-fenced banks and for the UK 
economy. Separating hedging from the rest of the client relationship can increase 
credit risk and thereby reduce lending volumes (with knock-on implications for 
economic growth) and increase both complexity and risk for both the deposit bank 
and corporate customers.  
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• The major focus of debate in the Fundamental Review of the Trading Book has 

been the position of the trading / banking book boundary. The concern of the 
industry has been with available-for-sale assets which are held for liquidity 
management rather than trading. This would create a perverse incentive to apply a 
trading discipline to their management. The holding of these assets is likely to 
increase as firms seek to comply with the liquidity provisions of Basel III. Thus a 
bank may exceed the €100 billion threshold simply by holding sufficient liquid 
assets to meet regulatory requirements. While this is unlikely to have been the 
intention of the Liikanen Group, we would welcome clarification that assets held for 
liquidity purposes would not count as trading assets. 

 
2. Additional separation of activities conditional on the recovery and resolution plan 
 
 HLEG recommendation: “wider separation” than proposed under (1) may be required 

to ensure resolvability and operational continuity of critical functions. 
 
 LBG Response: 
 

• LBG considers that the potential alternative proposal made by the HLEG (i.e. to 
enhance capital requirements for trading activities and to only require separation if 
required to produce a valid living will) would address some, but not all of the 
HLEG’s objectives. It would mitigate the risk posed by trading activities and improve 
resolvability, but would not entirely prevent cross-subsidisation of trading activities 
by depositor funding. While the HLEG recognises the diversity of banking 
institutions across the EU, the question remains whether leaving banks the option to 
separate or hold more capital creates an unlevel playing field.  

 
• LBG believes that international consistency is needed. Banks would benefit from 

alignment wherever possible between the Volcker Rule in the US; the ICB in the 
UK; and the Liikanen report’s recommendations in the EU. Banks, especially those 
that are internationally active, would appreciate greater clarity on how these 
requirements will work together. 

 
• While it is warranted for authorities to be intensely involved at an early stage with 

institutions starting to show weaknesses, the institution is still viable and under the 
control of management and shareholders until the Point of Non Viability (PoNV). It 
is only at the PoNV that control passes to the resolution authority. Where a 
regulator is recommending a “wider separation” as an aid to future resolvability, 
there must be a responsibility to consider the firm as a going concern. As it is 
impossible to predict the timing and scale of such problems precisely, we 
understand why regulators will want to insist on certain minimum standards in this 
area. There should be dialogue to ensure that solutions are delivered in a way that 
does not needlessly damage the long-term commercial prospects of a bank. 

 
• LBG has, since 2010, submitted Recovery and Resolution Plans to the UK 

Authorities in line with their requirements and continues to support their 
maintenance and development. These submissions have covered Retail, 
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Commercial customers and the payments infrastructure. LBG looks forward to 
receiving feedback on its submissions.   

 
3. Possible amendments to the use of bail-in instruments as a resolution tool 
 
 HLEG recommendation: banks should build up a sufficiently large layer of bail-in-able 

debt held outside the banking system that should be clearly defined, so that its position 
within the hierarchy of debt commitments in a bank's balance sheet is clear and 
investors understand the eventual treatment in case of resolution. 

 
 LBG Response: 
 

• Similarly to the ICB in the UK, the HLEG expresses its support for a specific class of 
bail-in instrument. The ICB in the UK had suggested that it would be useful to 
promote – for bail-in – a class of expressly subordinated instruments that did not 
meet the requirements for Tier 1 or Tier 2 (the so-called “Tier 3”). While not 
expressly requiring subordination, it is difficult to see how the HLEG proposals 
could be met otherwise. 

 
• LBG is in general agreement with the aims of the HLEG. We believe it is important 

for investors to be left with a clear understanding of the hierarchy of a bank’s 
funding instruments. LBG believes that it is in the interests of strong banks to 
maintain a sufficient cushion of loss-absorbing capital so that investors can be 
reassured of the remoteness of traditional “senior” debt from the threat of write-
down or conversion. 

 
• LBG has no objections to “Tier 3” or specific bail-in instruments forming part of this 

cushion, however LBG believes that the same objective can be achieved via an 
option (or requirement) for banks to hold increased volumes of more traditional Tier 
2 capital – for which there is already a defined and knowledgeable investor base. 
 

• Depositor preference would seem to be incompatible with some sensible objectives 
of crisis management for banks – several of which are expressed in the proposed 
Recovery and Resolution Directive (RRD). The RRD suggests that bail-in should 
cover a wide range of creditors (including deposit insurance schemes) to prevent 
the full cost of bail-in from falling too heavily on any particular class of liabilities and 
to increase the resources available to redress the failing bank. If depositor 
preference were adopted, it would exempt retail deposits and deposit insurance 
schemes from the bail-in-able pool, which could limit recovery / resolution options. It 
could also increase the cost and reduce the availability and stability of bank funding, 
as those classes of creditor likely to remain exposed in the bail-in process adjust 
their risk appetite and pricing.  

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

 
 HLEG recommendation:  more robust risk weights in the determination of minimum 

capital standards and more consistent treatment of risk in internal models. The 
treatment of real estate lending within the capital requirements framework should be 
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reconsidered, and maximum LTV / LTI ratios included in the instruments available for 
micro- and macro-prudential supervision.  

 
LBG response: 

 
• LBG supports the use of a risk-sensitive capital requirements framework, which 

recognises differences in local markets’ product structures, legislative frameworks, 
and operational processes. In the Dutch mortgage market, for example, loans that 
benefit from tax incentives have high LTVs, but arrears are strictly penalised and 
therefore low. 

 
• LBG considers that harmonisation of approach and greater confidence in the IRB-

based capital requirements is best achieved through supervisors’ and competent 
authorities’ strong understanding of local markets and the models designed for 
them. The current regulatory governance framework enables consistency of 
approach to IRB models, which are built to regulatory requirements and reviewed 
and approved by competent authorities. 

 
• LBG notes that CRD IV changes enhance existing mechanisms for competent 

authorities to set higher risk weights or stricter criteria based on financial stability 
considerations. These include the annual review of Loss Given Default floors, a key 
driver of Risk Weighted Assets. We consider it appropriate that under CRD IV, 
responsibility for the application of these measures (in line with EBA standards) 
rests with competent authorities. We consider these existing mechanisms to be the 
most appropriate way to amend the treatment of real estate lending. 

 
• LBG considers that further measures introduced by CRD IV offer safeguards 

against substantial property market stress, such as the counter-cyclical buffer (for 
protection against too rapid increases in lending); the conservation buffer (which 
creates a layer of capital for use in times of stress); and the leverage ratio (which 
requires a sufficient capital base to support asset growth). LBG supports the 
ongoing review of the effectiveness of these measures. 

 
• LBG recognises the potential usefulness of the tools which vary capital 

requirements by LTV / LTI and would welcome further discussion of such 
instruments for micro- and macro-prudential supervision. 

 
• LBG concurs with the March 2012 decision of the UK’s Financial Policy Committee 

not to advise the use of direct LTV / LTI restrictions on mortgages. LBG’s 
experience evidences that when robust underwriting processes are in place, 
higher LTVs / LTIs do not necessarily result in higher levels of arrears; such a 
restriction would severely impact first-time buyers’ access to the market. 

 
5.  Strengthening the governance and control of banks 
 

HLEG recommendation: additional corporate governance reforms to strengthen 
boards and management, promote the risk management function, rein in 
compensation for banking management and staff (e.g. share of variable remuneration 
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in bail-in bonds; assessment of fixed limit of variable to fixed pay; overall bonus 
payments cannot exceed paid-out dividends), improve risk disclosure, and strengthen 
sanctioning powers. 

 
LBG response: 

• Significant progress has been made in enhancing and refining corporate 
governance practices in recent years. These should now have the time to 
become established. 

• If there is appetite for further change, LBG would highlight the need to 
consolidate the various initiatives on codes and standards – removing duplication 
/ overlapping requirements – and to have international and national regulators 
coordinate more on these codes; a greater emphasis on the collective 
responsibility of the Board; and greater clarity on the precise accountabilities of 
the Non-Executive and Executive Directors.  

• LBG is supportive of the fit-and-proper tests, which are carried out under the UK’s 
Approved Persons regime. The FSA’s regulation introduced an Approved 
Persons regime for particular roles, notably senior management, with a 'fitness 
and propriety’ assessment. The FSA authorisation process for Non-Executive 
Directors (NEDs) in key roles (e.g. Chair of Risk Committees) is an additional 
safeguard. 

• There is also a need for realism regarding the pool of available talent able to pass 
ever more stringent tests – getting the right calibre of executives and non-
executives is a considerable challenge. 

• LBG is supportive of a strong and embedded risk function and culture within the 
Group. For example, all staff, including Executive Directors, have risk on their 
balanced scorecard. 

• LBG has a strong risk management governance structure in place. The Group 
Audit Director attends the Group Executive Committee (GEC), providing Audit 
with the opportunity to challenge and influence LBG’s response to key risks. The 
Chief Risk Officer, who is a member of the GEC, reports to the Group CEO  and 
independently reports to the Chairman / Board Risk Committee.  Risk plays a key 
part in overseeing the performance assessment of businesses within the Group 
and performance of key senior individuals to ensure that adherence to risk 
appetite and risk policies is a key determinant of their overall performance 
assessment and reward.  

• Pay change is already underway. Such changes relate to increasing the 
performance link, greater deferral, some repricing of human capital, the effective 
operation of malus systems, and greater transparency. It is recommended that 
further changes reinforce these trends. 

• The use of bail-in bonds could be appropriate as one element of remuneration 
alongside cash and shares. We would caution against fixing the level of fixed and 
variable remuneration, as this is likely to lead to higher fixed costs (rather than 
lower aggregate pay), which reduces the cost flexibility, and, over time, reduces 
the link to performance. Whilst it is recommended that there is consideration of 
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the rewards accruing to employees relative to stakeholders, e.g. shareholders, a 
formulaic link to dividends is not advised. There are points in the cycle where a 
zero or low dividend is appropriate to support investment in the business or to 
increase capital, and such actions would be supported by shareholders. It would 
not be advisable to risk introducing perverse incentives to pay dividends by 
linking payout levels directly to remuneration.  

• Recent history has shown that remuneration systems could be improved. The 
ability to continue to attract and retain the talent required (at all levels) whilst 
ensuring that remuneration is appropriate relative to risk-based performance, 
over a reasonable time period, should be at the centre of remuneration design.  

• The detail of the risk disclosures that might be encompassed by this proposal is 
not clear.  

• There is a proliferation of proposals at the EU and international levels that appear 
uncoordinated. For example, there are two concurrent consultations from the 
FSB and the BCBS that are overlapping. Whilst we support the objective of 
increasing transparency in risk disclosure, the apparently uncoordinated 
approach is not helpful, and in fact could hinder the progress that the regulatory 
agencies are trying to achieve. 

• Other regulatory proposals have a tangential impact on risk disclosure, e.g. 
EMIR, CRD IV, LEIs, FSA (future PRA) Data Submission Framework, etc., so the 
need for coordination between these different approaches is extremely important. 

• We consider that sanctioning measures are already in place and are achieving 
what is being proposed. 

 


