
 

STANDARD CHARTERED BANK’S RESPONSE TO THE LIIKANEN REPORT ON BANK 
STRUCTURAL REFORM 

 

Since the onset of the financial crisis, Standard Chartered has sought to engage with 
policymakers around the world to find solutions to the many problems that face the industry.  
There is no doubt that prior to the crisis, many banks lost sight of the crucial role the banking 
system plays in a prosperous and healthy society.  In order for banks to fulfil their broader 
social and economic purpose, it is imperative that banks identify, manage and mitigate the 
multiplicity of risks they face in their various businesses.  Experience in recent years has 
taught us that credit risk was underpriced and insufficiently differentiated (with far too much 
reliance on credit ratings).  Market risk was managed by an over reliance on models that 
paid too little attention to unexpected events.  Mismatch risk, the risk that a bank cannot fund 
its loan book, was massively underestimated, with banks stretching their business models in 
a way that made them extraordinarily vulnerable to liquidity shocks. 
 
Much of the subsequent regulatory agenda can be seen as attempting to deal with these 
excesses and to put boundaries and mitigants in place around each of these risk types.  We 
are supportive of the direction of many of the initiatives currently under discussion; 
 

 We support the drive to raise both the quantum and quality of capital banks hold as 
outlined in the Basel III methodology.  It is incontrovertible that the banking system took 
on too many risks relative to their capital resources. 
 

 We fully endorse the need for banks to improve their liquidity, reducing their 
dependence on the vagaries of wholesale market funding. 
 

 We are advocates of strong supervision and the creation of macro-prudential regimes, 
as we have seen the benefits these can provide for financial stability in many of the 
Asian markets in which we operate. 
 

 We welcome the drive towards creating credible recovery and resolution plans (“RRPs”) 
and the concept of “bail-inable” debt, which greatly expands the quantum of loss 
absorbing capital. 
 

 We fully support the emphasis on making sustainable improvements in the governance, 
culture and risk management of banks, and in the effectiveness of regulatory 
supervision. 

 
Many of the recommendations made in the Liikanen report build on these themes and are 
useful contributions to the armoury of tools available to policymakers and regulators.  
However, we also see many challenges in the way the regulatory agenda is progressing.  
The plethora of regulatory initiatives now being discussed by multiple agencies tend to be 
considered as discrete topics; there is insufficient attention paid to the interlinkages between 
them, or their cumulative impact on each bank, and the system as a whole.  The Liikanen 
recommendations, with their extensive structural reforms, will exacerbate the regulatory 
overload and the risk of unintended consequences from the avalanche of reforms. 
 
Depending on how the structural reforms recommended by the Liikanen group are 
interpreted and taken forward they could also significantly increase funding costs for 
European businesses and possibly result in a large scale transfer of financial markets 
activity to non-EU jurisdictions.  This will have a significant impact on the viability of the 
largest banks in Europe, both increasing further risk of failures and reducing the banks‟ 
ability to fulfil their social function.  The reforms will mean the availability of risk tools such as 
foreign exchange and interest rates hedging will diminish, potentially exposing businesses to 
greater risks.  The report also leaves unresolved some essential issues, such as the 



 

territorial scope of the requirements and the shape of the ring-fence, both of which will have 
a significant impact on the costs of the regime. 
 
THERE IS LITTLE EVIDENCE STRUCTURAL REFORMS WILL REDUCE FINANCIAL 
INSTABILITY  
 
The European Commission has already managed to legislate for significant change aligned 
with the G20 and Financial Stability Board (“FSB”) agenda.  The question now, before some 
key parts of legislation have finalised their passage and well in advance of the 
implementation of some key changes, is whether there are any particular areas where 
further reforms bring additional measurable benefits to those changes already being 

implemented. 
 
Problems occurred in all sorts of banks, big and small, investment and retail plus standalone 
or universal business models.  As the Liikanen report highlights1 there is no evidence to 
suggest bank structure led to the failure of banks.  Indeed, there are compelling reasons to 
believe that universal banks, to the extent they have diversified income streams and risks, 
can actually weather storms better when they are well managed and have effective 
corporate governance.2 
 
The Liikanen recommendations support the universal banking model prevalent in Europe.  
This is a position we strongly support.  We think this model brings real benefits for financial 
stability.  We have no proprietary trading desks so our comments flow from a concern about 
the unintended consequences of ring-fencing activity which supports the economy and 
which would not enhance financial stability. 
 
Although the proposals in the report for ring-fencing appear targeted we believe this 
approach could lead to increased complexity and fragility: 

 

 Ring-fencing denudes the resilience of individual banks by reducing their diversification.  
Risk is concentrated and entities are unable to utilise the full resources of the Group to 
resolve minor issues. 
 

 Ring-fencing per se does not limit the risk of contagion.  If one entity of a group fails, it is 
inconceivable that there will be no ramifications in the other legal entities.  Ring-fencing 
may facilitate resolution at the point of failure, reducing the loss given default (“LGD”) 
but may actually increase the likelihood of failure and so the probability of default (“PD”). 
 

 Forced structural reforms also reduce the diversity of the financial eco-system; banks 
are likely to coalesce around similar business models.  Risk will be increasingly 
concentrated in individual institutions and correlated across the financial system.  There 
is also a danger that where banks develop similar business models and are competing 
for the same business, they will start to reduce risk standards to compete, instead of 
adjusting price or service.  
 

 Enforcing arms-length relationships within the separate legal entities of a common 
group could lead to increased risks and greater reliance on third party funding.  Ring-
fencing will also accentuate the funding and mismatch risks that the banks‟ face. 

 

                                                
1
 The report concludes that “no particular business model fared particularly well, or particularly poorly, in the financial crisis.” 

2
 In a report published by Barclays Capital (based on data from Forbes, the Banker and Oliver Wyman), bank equity analysts 

concluded that “an analysis of the world‟s 100 top financial institutions between 1988 and 2009 shows that the failure rate of 

universal banks was 1.2%, compared with 1.5% for Retail and Commercial banks and 2.6% for investment banks, suggesting a 
broader mix of activities promotes greater stability.”  (Barclays Capital, Break-up or Shake-Up?, 11 January 2011) 



 

We welcome many of the other approaches considered by the Liikanen group, including 
changes to trading book capital requirements and loan-to-value caps, because they focus on 
the underlying risks of these activities, unlike structural solutions which are insensitive to 
risk.  For example, we support many of the ideas emerging from the Basel Committee 
Fundamental Review of the Trading Book which is currently underway, including the way tail 
risk is captured, and the need for greater consistency of implementation and supervision 
standards. 
 
ISSUES TO CONSIDER WITH THE RECOMMENDATIONS 
 

Whilst we have fundamental concerns about the approach being recommended by the 
Liikanen group, should the Commission wish to pursue this agenda there is a need for clarity 
on a number of key dimensions: 

 

 Territorial scope – the territorial scope of the proposed regime is unclear.  If the scope 

applies to the full global activities of all EU headquartered banks it is likely to cause a 
significant number of problems with very little benefit to EU financial stability including: 
(i) conflict with non-EU legislation such as Dodd Frank and with other local regulatory 
requirements; (ii) extension of the jurisdictional remit of EU regulators to require 
changes to activities conducted outside the EU (particularly where they are carried out 
in non-EU subsidiaries); and (iii) conflict with single presence rules in some markets 
outside the EU which could place some EU companies in breach of these requirements.  
If the proposals are intended to be implemented on a global basis, this would cause 
immense difficulties for an international bank like Standard Chartered.  We would have 
to create new entities across multiple markets.  In many of these markets the requisite 
legal framework would be absent, or current laws and regulations would actually 
preclude implementation of the proposals. 
 
To the extent that these recommendations are to be pursued by the European 
Commission we would suggest they are limited to EU based activity and entities within 
the EU.  In particular, any proposals for ring-fencing into separate subsidiaries should 
only apply to EU entities to avoid jurisdictional conflicts.  
 

 Applicability of the ring-fence - the Liikanen report proposes that a ring-fence should be 

required for trading activity and that the sales and purchases of assets for ALM 
purposes should be permitted for deposit taking banks.  We welcome the recognition 
that there should be no disincentive for highly liquid banks to manage their portfolio 
efficiently.  A low advances-to-deposits ratio is certainly not evidence of a significant 
trading intent, but of conservative liquidity profile. 
 
However the proposed decision on which banks the ring-fence would be subject to 
suggests that the bank‟s assets for ALM purposes „available for sale‟ should form part of 
the calculation.  We suggest for consistency assets held in the ALM inventory as part of 
AFS should be excluded from the calculation since they will not subsequently be 
required to be separated out.  This would ensure that banks with low advances to 
deposits ratios and thus significant deposit surpluses would not be penalised. 

 
We welcome the Liikanen report‟s inclination to avoid a Volcker-type definition which is 
cumbersome and complex in favour of a simpler metric.  We would suggest that should 
the proposals be taken forward a cap on trading assets may be more appropriate.  The 
Fundamental Review of the Trading Book is helpful in this respect ensuring that the 
assets held in the trading and banking book will be more accurately categorised and 
calibrated. 

 

 Derivatives - companies and financial institutions have real risks exposures and if they 

cannot hedge these exposures then they will be forced to operate bearing greater risks 



 

which, among other concerns, will likely result in increased costs of capital.  The 
definition of what is considered hedging is not clear and most businesses operate on the 
basis of hedging economic, or real underlying exposures.  The risk of narrowly 
interpreting hedging as exact risk management, as opposed to allowing companies to 
use derivatives to manage their overall economic exposure, could shift all such activity 
to the ring-fenced entity.  Also there is little chance that exposures from real world 
companies will create systemic exposure, so the focus should be on interbank and 
bank-to-shadow market trading activity.  As such, one effective control would simply be 
to cap the activity as already proposed above.  Further, we understand the Liikanen 
group‟s desire to avoid the significant problems created by the Volcker definitional 
issues and have concerns that similar issues will arise if one tries to define “hedging”.  
There is also a risk that the new legal entity created will be subject to Dodd Frank 
provisions and therefore the risk of contradictory regulatory requirements. 
 

 Payment systems - the report assumes there are different retail and commercial 

payment systems.3   This is not the case.  Commercial and retail payments are co-
mingled and there are no good policy reasons for moving to separate systems, given 
the difficult boundary issues that would emerge and the need for payments to flow 
between the two (e.g. payment of a utility bill by a retail customer).  If policymakers have 
concerns about payment systems it would be better to focus on governance of the 
systems and ensuring that they are effectively protected in RRPs.  We note that the 
Bank for International Settlements has recently set out updated principles for the 
governance of payment systems.4 

 

 Bail-in - we support the concept of bail-in but only at the point of failure or resolution.  

However, we have concerns about the Liikanen group‟s conclusion that the bail-in 
regime should operate as a contractual regime.  Such an approach would be 
inconsistent with the regime currently being developed in the Recovery and Resolution 
Directive (“RRD”).  The objective for regulators is to ensure banks have sufficient loss 
absorbency at the point of non-viability to facilitate effective resolution.  It would seem 
logical to assume that this would be best achieved with a wide statutory power.  
Moreover, a contractual regime is likely to be much more difficult to implement because 
the first issuance will face the total burden of gone concern loss absorbency. 

 
The reality is that even with a contractual regime, a statutory bail-in may be required in 
the event of a significant failure, and therefore it is best to have this certainty at the 
outset.  A statutory regime making existing debt “bail-inable” would also ensure a much 
smoother and faster transition to a new loss absorbency regime.  We recognise that 
initially the statutory regime might only apply in the European Union, but through the 
FSB it should be possible to encourage rapid adoption of similar regimes elsewhere, 
building on current work on resolution regimes. 

 

 Costs for European businesses – the cost of credit for European businesses would 

likely increase as a result of the implementation of the proposed structural reforms, 
primarily because funding costs for banks would increase and as a result of transition 
costs.  How powerful an impact this would be is difficult to determine without greater 
specificity on how the structural separation would work. 

 
 
TARGETED FURTHER CHANGES MAY BE REQUIRED  
 

Whilst the case for structural reform is flawed, there are a number of reforms we think should 
be considered to address the some of the issues the industry faces; 

                                                
3
 For instance, p101 of the report says that “Only the deposit bank is allowed to supply retail payment services.”  

4
 http://www.bis.org/publ/cpss101a.pdf  



 

 

 Macro-prudential regulation - our experience in Asian markets that operate macro-
prudential regimes is that these can be effective tools for addressing systemic risk.  We 
therefore welcome the focus the Liikanen group placed on loan-to-value caps for 
commercial property lending, given the significant impairments some banks have faced 
from this sector.  At Standard Chartered we have a hard limit on the total amount of 
commercial property lending our bankers are able to undertake because of concerns 
about the volatility of commercial property prices. 
 

 Supervision - with some exceptions, the primary focus of policymakers has been on 

supervisory structures or on detailed rule making and not on how supervisors actually 
carry out their role in supervising banks.  We believe this is a mistake.  Unless the 
practice of supervision is enhanced, the effective implementation of new regulation is 
not assured.  We are aware the European Banking Authority will consider these issues 
as part of its efforts to create a single supervisory handbook, but believe this issue 
warrants particular attention.  Effective supervision, and not just effective rule-making, 
will be key to avoiding future crises. 

 

 Risk Weighted Asset (“RWA”) caps on certain activities – whilst we have no dedicated 

proprietary trading desks, we are wary of the Volcker rule approach imposing out right 
prohibitions on certain categories of activity.  We think it makes more sense to limit 
particular categories of activity to a certain percentage of total RWA.  For example, we 
believe our private equity business is a logical and necessary component of our client 
activities, and poses no greater risk than other parts of a bank‟s business.  In our view it 
is entirely logical that we should be able to offer equity to our clients in addition to debt, 
particularly for smaller clients unable to access public markets.  We understand the 
concerns about private equity in the context of advanced economies, such as the US, 
given the history of very large, highly leveraged buyouts.  This is not the sort of private 
equity business we conduct and we suspect such transactions would in any case be 
much more difficult to execute in the post-crisis environment, not least because the 
capital treatment under Basel III is very different.  Standard Chartered would not be 
opposed to the imposition of limits on the proportion of RWAs that banks could deploy in 
private equity (for example, not more 10% of total RWAs). 
 

 Trading book - we support the review of capital requirements and the role of models in 

trading book capital calculations.  Instead of structural reforms, policymakers should 
look at the ideas expressed in the Basel Committee Fundamental Review of the Trading 
Book currently underway. 

 

 Creating the right incentives - it is essential that incentives for bankers are closely 

aligned with those of society more generally.  The crisis highlighted that for some 
bankers the incentives had become misaligned.  Rewards should be based on risk-
adjusted results, be structured to incentivise sustainable performance, and be subject to 
clawback.  However, we are not supportive of requiring bonuses to be paid in the form 
of “bail-inable” bonds.  There is no advantage versus payment in shares, and several 
disadvantages.  Payment in “bail-inable” bonds could create some perverse outcomes 
in the event of the failure of a bank (e.g. with executives ending up with equity after 
existing shareholders have been written off) and potential conflicts in the pricing and 
structuring of instruments. 

 

 Impact assessment - the consequences of bank regulation on end users (the 
businesses and consumers that use banking services) need to be considered.  We hope 
that before presenting any legislative proposals the Commission will consider a detailed 
impact assessment that considers the needs of businesses and consumers as well as 
taxpayers. 


