
Europe's Ring-Fencing Proposals
Could Make Big Banks Safer To Fail,
But Also Have Broader Consequences

Primary Credit Analyst:

Osman Sattar, London (44) 20-7176-7198; osman.sattar@standardandpoors.com

Secondary Contacts:

Bernard De Longevialle, Paris (33) 1-4420-7334; bernard.delongevialle@standardandpoors.com

Alexandre Birry, London (44) 20-7176-7108; alexandre.birry@standardandpoors.com

Table Of Contents

The Consequences For Diversification, Ratings, And Competition Are Many

An Exit From Trading Activities Doesn't Automatically Mean Higher

Ratings

Ring-Fencing Is Just One Piece In The Jigsaw Of Regulatory Changes

The Proposals Are Targeting The Largest Banks

The Strength And Scope Of Application Will Determine The Impact On

Structure And Operations

Related Criteria And Research

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JULY 11, 2013   1

1158626 | 301817248



Europe's Ring-Fencing Proposals Could Make Big
Banks Safer To Fail, But Also Have Broader
Consequences

Among the pieces of regulatory reform that the European Union is implementing or considering, one is the proposal to

ring-fence or separate the trading activities of large European banks from their deposit-taking businesses. In the wake

of the financial crisis, regulators have drawn attention to the risks posed by large banking groups that—through their

sheer size and interconnectedness with the regional economy and financial system—were deemed too big and too

important to fail. In May 2013, the European Commission (EC) published a consultation paper in relation to its

ring-fencing proposals, whose comment period closes July 11. While the EC's plans for this kind of structural reform

are at an early stage, its overall aim is to help achieve a safer banking system and reduce the risk of taxpayer-funded

bank bailouts.

Standard & Poor's Ratings Services believes that if effective, ring-fencing requirements may contribute to a further

sustained lowering of trading risk appetite and the protection of deposit-taking entities from trading market risk. As a

result, it could become a supportive factor in our assessment of longer-term systemic banking sector risks. Having said

that, banking groups with ring-fenced trading entities would not automatically be regarded as more creditworthy,

particularly as they may experience a loss in diversification benefits as a result of ring-fencing. In addition, if the

objectives of the Capital Requirements Directive IV (CRD IV) and the Bank Recovery and Resolution Directive (BRRD)

are fully realized in practice, then in our view ring-fencing would represent a relatively marginal, though

complementary, element of the regulatory drive to reduce risks in the banking system and make large banks more

resolvable.

Overview

• The European Commission recently published a consultation paper, whose comment period closes July 11,

2013, regarding proposals for ring-fencing banks, structural reforms that are intended to reduce the risk of

taxpayer-funded bailouts.

• We believe meaningful ring-fencing requirements may contribute to a sustained lowering of trading risk

appetite and the protection of deposit-taking entities from the market risk of trading operations.

• We also think that ring-fencing could reduce the availability of investment banking services in Europe, lower

the diversification benefits enjoyed by some universal banks, and lead to more frequent differences between

the ratings on (ring-fenced) trading businesses and those on the banking group.

• Ring-fencing is one of several regulatory reforms currently underway or under consideration, and we believe

regulatory gaps, overlaps, or conflicts may develop as these reforms continue to take shape, both at a national

and European level.

Regarding our ratings, ring-fencing could lead to greater diversity across individual entities within a banking group.

The extent of the ratings impact will depend both on the strength of separation between ring–fenced trading entities

and the rest of the banking group, and the number of activities subject to ring-fencing. As an unintended consequence,
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ring-fencing could also restrict the availability of investment banking services in Europe—at a time when greater

disintermediation boosts the need for such services such as bond underwriting—and lead to an increase in "shadow

banking." That is, as companies move away from banks to the market for funding, entities outside the regulated

banking sector could play an increasing role in offering these services.

The Consequences For Diversification, Ratings, And Competition Are Many

In our view, a strict separation of banks' deposit-taking and ring-fenced trading operations (including investment

banking) may reduce the diversification benefits enjoyed by some universal banks, and existing business models of

trading operations may be less viable. In particular, continued access to investors and customers by ring-fenced

trading operations could require significantly higher capital levels. Even if market discipline leads to the accumulation

of high capital buffers to assuage potential concerns at various counterparties, the creditworthiness of stand-alone or

strictly ring-fenced trading entities would likely be weaker than that of current investment banking divisions within

universal banks. This could weaken the ability of these entities to operate off their own balance sheet and consequently

lead to a significant reduction in investment banking services in Europe—at a time when growing financial

disintermediation suggests a greater need for intermediaries and underwriters to facilitate the expansion of capital

markets. The ability of a ring-fenced entity to compete on equivalent terms with competitors may also be hindered,

particularly if ring-fencing initiatives are implemented inconsistently across the world.

Ring-fencing could also shift a large proportion of capital market activities into the largely unregulated "shadow

banking" sector. Such a transfer of activity would be consistent with governments' intent to minimize the burden of

financial crises on taxpayers by reducing contingent liabilities—including potential costs related to the support of

systemically important financial institutions with commercial and retail banking activities. But such a transfer of

activity could increase the risks to the financial system overall, because of the limited extent of regulation and

prudential oversight in shadow banking. That is why in our view the extent of any increase in risk would depend on the

level of public or regulatory disclosure imposed upon the shadow banking sector and the effectiveness of supervision.

An Exit From Trading Activities Doesn't Automatically Mean Higher Ratings

In assessing the business profile of universal banks, we consider the revenue and risk diversification benefits that arise

when a bank is active across multiple business lines. These benefits can outweigh, in some instances, additional risks

associated with management complexity and the inherent volatility related to capital market operations. As such, the

combined group might be stronger from a credit perspective than the sum of its separate parts. We would not

automatically consider any diversified banking group that is stripped of its trading activities to be more creditworthy.

In particular, although an exit from such activities may reduce a banking group's risk exposure, it could also impede its

capacity to offer a full range of services to larger commercial clients. This could in turn have a detrimental impact on

earnings and put pressure on banks' traditional business models.

The precise impact of ring-fencing on bank ratings will be driven by several factors, which will depend on the final

ring-fencing requirements. These factors include:
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• How will the assets and liabilities of universal banking groups be divided by their management?

• What would be the stand-alone credit profiles (SACPs) of the deposit-taking and ring-fenced trading entities?

• How will group profitability be affected by the separate pooling of financial resources?

• To what extent, if any, will group resources remain fungible across all entities in the group? In other words, to what

extent could group support be available for ring-fenced trading entities, and to what extent could the ring-fenced

trading entity be funded and capitalized by other entities within the group, as opposed to issuing debt or equity

externally under its own name?

Despite these unknowns, what is clear is that ring-fencing is more likely to result in differences in the ratings of

ring-fenced trading entities compared with those of the group, primarily due to the likely impediments to group

support. This contrasts with the current situation, where the integral role of capital market activities in the overall

group strategy, the high level of operational integration, and the high likelihood that these operations would remain

within the group mean that trading entities are often considered as "core" subsidiaries (as our criteria defines this term)

of the banking group. Our analysis of core subsidiaries focuses on the consolidated group and the potential for group

support.

The ratings on ring-fenced trading entities are more likely to be based on each entity's individual performance and

position. In our analysis we would therefore consider these entities' stand-alone economic industry risks as a starting

point or "anchor" for the rating. This anchor would then be adjusted for bank-specific factors—business position,

capital and earnings, risk position, and funding and liquidity—to determine the stand-alone credit profile (SACP).

Although we would factor in the ratings the availability of group support for the ring-fenced trading entity, if the

potential for such support was limited due to restrictions on intragroup fungibility of capital and liquidity, the rating

would likely be close to the SACP. Similarly, ring-fenced trading entities would likely have no, or very limited,

prospects of receiving extraordinary government support and thus would be unlikely to benefit from any notches of

systemic support built into the long-term rating.

Assuming that the height of the ring-fence (the strength of separation) was such that there were no, or minimal, flows

of funding and liquidity permitted into the ring-fenced trading entity from the rest of the group, we consider it likely

that the trading entity's short-term and long-term ratings would be lower than those of the rest of the group. For

example, banking groups whose systemically important retail banking units have ratings around the 'A' category could

under our criteria have ring-fenced trading entities with ratings around the 'BB' category--or at best the 'BBB'

category--depending on a range of assumptions. In our view, our stand-alone assessment of such entities would likely

be constrained by concentrations, particularly in the entity's "business position" and "funding and liquidity" (as our

criteria define these terms). Specifically:

• The trading entity's business position would likely be negatively affected by a lack of diversification of business

activities and potentially greater volatility in revenues than for more traditional banking institutions; and

• The trading entity's funding and liquidity would likely be negatively affected by the lack of a diversified and

potentially more stable funding base and its sole reliance on wholesale funding sources.

These potential constraints on the creditworthiness of such ring-fenced entities could raise their costs of doing

business. For example, it may make it more costly for an entity to access swap markets for risk management and

repurchase agreement markets for funding. Although we believe strictly ring-fenced trading entities could remain
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viable, we think their risk appetite may need to be lowered further and their business models revised, and they could

require very high levels of capitalization and liquidity. This may make them a less attractive investment proposition

than over much of the past two decades.

Ring-Fencing Is Just One Piece In The Jigsaw Of Regulatory Changes

The EC's consultation paper sets out the problems that structural reform (ring-fencing) aim to address, the need for

action at the EU level, and the policy options being considered to implement ring-fencing. It reflects the EC's views

that the current structure of large banking groups can make such groups too big, too important, too complex, and too

interconnected to fail. According to the consultation paper, this could result in a lower cost of funding for banks as a

result of the implicit subsidy linked to potential extraordinary government support, and facilitate banks' participation in

riskier activities at the cost of more "socially useful" activities (cross-subsidization).

In addition to the EC's work in this area, some EU countries that adopt differing approaches are discussing structural

reforms at a national level. In the U.K., the Financial Services (Banking Reform) Bill is making its way through

parliament. In line with the recommendations of the Independent Commission on Banking report (the Vickers report),

the bill proposes the separation of retail and small and midsize enterprise deposits from other operations, which will

likely result in "narrow" retail banks and "broad" wholesale banking and trading entities. In contrast, in France and

Germany the focus is on separating elements of trading activity—including in particular proprietary trading and private

equity investments—from the rest of the bank. In comparison to the U.K. approach, this will likely result in "broad"

banks and "narrow" trading entities.

The extent to which the EC will seek to achieve a level playing field despite differing approaches such as these remains

to be seen. Differences in the way that banking groups are structured across member states add complexity to

considerations about a consistent ring-fencing approach. In our view, the eventual outcome may be a minimum

baseline for ring-fencing at the EU level, with discretion for individual member states to apply stricter requirements.

Moreover, ring-fencing is just one part of the jigsaw of regulatory reforms underway in Europe and globally. These

reforms include the implementation of Basel III rules in Europe through CRD IV, ongoing discussions regarding a

potential banking union in the eurozone, as well as developments in the BRRD. The EC's view is that ring-fencing

could enhance the credibility and effectiveness of such reforms, in particular by making it easier to wind down a large

complex financial institution. But the fact that many of these reforms are being developed in parallel, and at differing

paces, heightens the risk of gaps, overlaps, or conflicts between various reforms. In particular, if the BRRD effectively

allows authorities to force structural changes on banks that are not seen as properly resolvable—that is, able to be

wound down in an orderly manner while ensuring any systemic functions remain uncompromised—the need and

purpose of specific ring-fencing legislation would be less clear, in our view. That said, we recognize that ring-fencing

could help to smooth the path for future resolutions of certain large and complex banks should they become necessary.
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The Proposals Are Targeting The Largest Banks

Both the October 2012 Liikanen Report and the EC's consultation paper appear to target only the largest banks for

ring-fencing. The Liikanen report recommended the ring-fencing of "significant" trading activities and the consultation

paper considers four options that could be appropriate to apply this recommendation:

• Using the definition set out in the Liikanen report, under which assets held for trading and available for sale (AFS)

assets would be separated from the ring-fenced operations;

• A narrower definition that excludes AFS assets, on the basis that such assets often comprise instruments held by

banks for liquidity purposes;

• A definition based on gross trading volumes, to focus on proprietary trading and market-making activities; or

• A definition based on net trading volumes, to focus on proprietary trading activities.

The EC's own analysis of the options—based on 245 banks representing 75% of total EU banking sector

assets—showed that they would encompass between 28-52 banks in the sample (11%-21%). Therefore, under each of

these options, the majority of EU banks would be unaffected, but the largest banks, representing a significant

proportion of the EU banking sector in terms of total assets, would be affected.

The Strength And Scope Of Application Will Determine The Impact On
Structure And Operations

The consultation paper also considers the options in terms of the strength of separation that would be necessary

(summarized in table 1). These range from accounting separation—requiring only separate public reporting for

ring-fenced and non-ring-fenced businesses within a banking group—to full ownership separation, requiring entirely

separate ownership of ring-fenced and non-ring-fenced entities. This latter option would require universal banks to

undertake divestments to split into ring-fenced and non-ring-fenced entities.

Table 1

Options For Separation As Set Out In The Commission's Consultation Paper

Form of separation Impact

Accounting separation

Separate public reporting ring-fenced and non-ring-fenced operations within a single banking group.

No new restrictions on transactions across the ring-fence in the banking group.

Considered unlikely to be sufficient by the EC.

Functional separation based on current requirements

Separate legal entities for ring-fenced and non-ring-fenced activities.

Each separate legal entity is subject to existing requirements for capital, liquidity, and leverage on a

stand-alone basis.

Large exposure rules may not apply to intragroup trades.

Separate governance rules for separate entities.

Functional separation based on strengthened requirements

Separate legal entities for ring-fenced and non-ring-fenced activities.
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Table 1

Options For Separation As Set Out In The Commission's Consultation Paper (cont.)

Each separate legal entity is subject to existing requirements for capital, liquidity, and leverage on a

stand-alone basis.

Large exposure rules also applied to intragroup dealings.

Intragroup dealings on arms-length commercial terms only.

Limitations on intragroup guarantees.

Limitations on same persons acting as directors for ring-fenced and non-ring-fenced entities in the

same group.

Ownership separation

Ring-fenced services and non-ring-fenced services provided by separate firms with no affiliations or

common ownership between them.

Universal banking groups would need to break up into entirely separate ring-fenced and non-ring

fenced groups.

In our view, the most likely outcome is some degree of functional separation, requiring ring-fenced activities to be

carried out in separate legal entities from non-ring-fenced activities in the same banking group. The EC has indicated

that it is unlikely to favor accounting separation on its own as an effective option. There are also likely to be

restrictions on funding and capital flows into ring-fenced trading entities from other group entities, resulting in funding

and capital inefficiencies that could impinge on group profitability. The potential impact would depend on both the

scope of separated activities (the "location" of the ring-fence) and the strength of separation (the "height" of the

ring-fence) and is thus very difficult to quantify at this stage.
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