
                                                                      
  

 

 

Consultation by the Commission on the structural reform of the EU banking sector 

 

Banque de France’s contribution1 

 

 

1. Can structural reform of the largest and most complex banking groups address and alleviate 

these problems? Please substantiate your answer.  

 

 

Many key reforms, such as CRR/CRDIV and the EU framework for Bank Recovery and 

Resolution, have been adopted at European level over the last two years or will be 

finalized in the coming months. They will significantly strengthen the resilience of 

banking systems. Yet, they impose a significant adaptation within a short timeframe on 

both banks and supervisors. We must recognize that in such a context we should be 

extremely prudent in launching a far-reaching reform of banking structure which would 

therefore be an additional layer on top of the already quite comprehensive overhaul of 

European banking and market regulations. 

 

However, well designed structural reforms can complement those ongoing regulatory 

reforms by imposing some forms of restrictions on bank activities and insulating useful 

banking activities from some risky speculative trading activities. A sensible and 

reasonable separation of risky activities may indeed contribute to anticipating and 

facilitating resolution in cases of stress. However, to be effective, this type of additional 

measures should factor in both the expected financial stability gains and the potential 

effect on credit to the real economy and on growth.  
 

In particular, the universal bank model has relative benefits and should be preserved. A 

universal banking group is able to appropriately diversify its risks portfolio between 

business lines, products and is therefore able to weather negative shocks that may affect 

one of its activities (Casalin and Dia, 2011; Mälkönen, 2009). In France, the resilience of 

this model has been instrumental in weathering the financial crisis. In Germany, public 

ownership, not the universal model did lead to certain banks’ failure during the recent 

financial crisis (Dietrich, Vollmer, 2012). A reform of the banking structures should 

therefore neither weaken this business model nor hamper those positive externalities. 

Risky activities should remain within the bank that is under strict supervision, 

appropriate loss absorption capacity and granted access to central bank facilities in 

times of stress. This will preserve financial stability. 

 
 

 

                                                      
1 The Banque de France answers to this consultation are mainly based on a paper written by Régis Breton and Laurent Clerc 

“Reforming the structures of the EU banking sector: Risks and challenges” (to be published) 



2. Do you consider that an EU proposal in the field of structural reform is needed? What are 

the possible advantages or drawbacks associated with such reforms? Please substantiate your 

answer.  

 

Despite some differences, the initiatives launched in Europe share some key features. In 

particular, 

 

 All initiatives adopt a ring-fencing approach, rather than attempting to 

completely forbid specific activities from the perimeter of banking groups (like the 

Volcker’s approach in the United States), even if the French reform provides for 

banning some specific activities (high frequency proprietary trading, proprietary 

trading on commodities). This common feature can be interpreted as the implicit 

recognition that the universal banking model, whereby commercial and 

investment banking activities coexist in the same banking group, has some 

benefits that should be preserved. 

 

 Prudential requirements (capital / liquidity / large exposures) should be fulfilled 

by the relevant individual entities, and not only at the level of the group 

(consolidated basis).2 This is a key change with respect to the usual consolidated 

approach for prudential supervision. 

 

 Entities engaged in pure proprietary trading cannot be funded by insured 

deposits. 

 

However, these initiatives also differ with respect to the following dimensions: 

 

 The most important divergence concerns the location of market making activities. 

In particular, while both the French and German new banking laws will allow 

market making to be undertaken by the non ring-fenced part of the bank (subject 

to potential limitation at the discretion of the national supervisor), the Liikanen 

group (HLEG) avoids drawing the line between market making and proprietary 

trading and allocates both functions to the ring-fenced trading entity. 

 

 While the differences likely reflect the heterogeneity across countries in terms of 

experience during the current crisis and the diversity of national financial 

systems, they raise the issue of consistency with potential impact on the long-run 

integration of the European banking/financial markets. 

 

The lack of consistency of reforms may lead to additional costs. If the different initiatives 

are not somehow coordinated, they may not only pose legal and organizational problems 

for cross-country banking groups, especially if some of these reforms have 

extraterritorial effects, but also offer opportunity for regulatory arbitrage that may in 

turn be a source of instability. Moreover, the piling-up of reforms is likely to raise some 

level playing field issues. 

 

To ensure consistency, structural reforms should be based on a set of fundamental 

principles. They should not weaken the universal banking model which has well 

weathered the crisis, and they should preserve all the activities that contribute to the 

financing of the economy and to the smooth functioning of financial markets. Also, in the 

                                                      
2  Note that supervision on an individual basis does not make supervision at the consolidated basis redundant. To the extent that different 

entities within the same group have exposure to a common risk, consolidated supervision may in some cases be more binding than 

individual supervision.  



context of the implementation of Basel III, it is crucial to maintain activities such as 

underwriting of securities and market making in the non ring-fenced banking perimeter 

in order to accompany the development towards market financing (see also response n° 

5). 

  

 
 

3. Which of the four definitions [of the trading activity] is the best indicator to identify 

systemically risky trading activities? If none of the above, please propose an alternative 

indicator.  

 

According to the French law which is in the process of adoption, systematically risky 

trading activities which are to be transferred to subsidiaries are proprietary trading 

activities related to financial instruments. However, this excludes market-making 

activities as they are aimed at providing liquidity to secondary markets (sovereign bonds 

market for example), except if they exceed a threshold with respect to the bank’s net 

banking income, fixed by the ministry of Finance. 

 
 

 

4. Which of the approaches outlined above [regarding supervisory discretion for separation] is 

the most appropriate? Are there any alternative approaches? Please substantiate your answer.  

 

Separation has to be based on objective standards, in order to identify banking groups 

which have significant trading activities (for instance via a quantitative threshold of 

market-making activities, as in the draft French law). At the same time, supervisory 

discretion is needed, in order to  allow for an effective monitoring of activities that would 

inform the decision-making process regarding the allocation of activities in the ring-

fenced entity. In this regard, it is crucial that the supervisory entity has access to all the 

relevant information (cf. draft French law). 

 
 

5. What are the costs and benefits of separating market-making and/or underwriting activities? 

Could some of these activities be included in, or exempt from, a separation requirement? If so, 

which and on what basis?  

6. Should deposit banks be allowed to directly provide risk management services to clients? If 

so, should any (which) additional safeguards/limits be considered?  

 

Any reform of banking structures should focus on drawing the line between activities 

that contribute to the financing of the economy and to the smooth functioning of 

financial markets, which should be preserved or even encouraged, and purely speculative 

activities without any genuine economic rationale or benefits and which should be 

restricted or even prohibited. 

 

The case of market making illustrates the difficulty in establishing such a clear 

separation. 

 

 Market-making is a key activity aimed at providing liquidity to secondary 

markets. By standing ready to buy and sell securities, a market maker offers 

immediacy to investors, who can change their securities holding even absent an 

immediate offsetting trade on the other side of the market. 

 



o Market making is useful not only for securities traded on an organized 

market (e.g. stocks) but is also critical for the smooth functioning of over-

the-counter markets (OTC), where the vast majority of transactions are 

dealt with a market maker.3  According to Duffie (2012), ―The OTC market 

covers essentially all trade in bonds (corporate, municipal, U.S. 

government, and foreign sovereign bonds), loans, mortgage related 

securities, currencies, and commodities, and about 60% of the outstanding 

notional amount of derivatives.‖ 

 

o By generating liquidity in secondary markets, market making reduces the 

cost of access to market funding for corporate and sovereign issuers. This 

link between market liquidity and the cost of capital is well documented 

and arises both for equity and debt securities.4 

 

 At the same time, market making transactions cannot be perfectly distinguished 

from ―pure‖ proprietary trades undertaken for the sole purpose of speculation. 

The US debate over the Volcker rule (section 619 of Dodd Franck Act) is 

instructive in that respect.  

 

o The Agencies in charge of the implementation of the Volcker rule have 

attempted to distinguish ―bona fide‖ market making from proprietary 

trading based on the notion that the former seek to generate profits by 

commissions and spread rather than by market prices fluctuations,5 and 

proposed a sample of metrics designed to make this distinction 

operational. 

 

o The public consultation that followed raised concerns (by market operators 

but also foreign central banks) that this approach would significantly 

impair market making and impact the liquidity of financial markets. 

Indeed, the exemption of US treasuries from the rule by US regulators is 

an explicit recognition that the liquidity reduction impact may be 

significant and harmful. 

 

o One issue is that the definition adopted by the Agencies is more suited for 

activities on organized markets. However, for OTC markets, and especially 

for securities with a low number of transactions per day, market making 

carries by nature a proprietary trading aspect, in the sense that the 

market maker is compensated partly by the expected price variation on his 

inventory over some period of time (Duffie, 2012). 

 

Against this background, one approach is to circumvent the identification problem by 

allocating all market making activities to the ring-fenced entity where proprietary 

trading is located. This is for instance the rationale of the Liikanen proposal. 

 

 The main advantage of this option is that in principle it minimizes the risk that 

pure speculative trading gets subsidized by implicit (bail-out) or explicit (deposit 

                                                      
3  While the regulatory induced move to CCP clearing for standardized derivatives will change the structure of trades in those 

markets, it will not lead to the demise of market makers, as a CCP does not initiate trade but merely acts as an intermediary 

between two trades once a trade has been agreed. 
4  See e.g. Amihud and Mendelson (1991) for debt securities, and Butler et al. (2005) for the cost of issuing equity. 
5  “Market making and related activities seek to generate profitability primarily by generating fees, commissions, spreads and 

other forms of customer revenue that are relatively, though not completely, insensitive to market fluctuations and generally 

result in a high level of revenue relative to risk over an appropriate time frame.” (p. 94) 



guarantee) public support, provided that it is credible that no trading entity will 

be perceived as too systemic to fail. 

 

 However, this option may discourage the provision of market making by 

European banking groups, and lead to an undesirable reduction in European 

financial market liquidity. 

 

o In effect, the efficient provision of market making will be limited by two 

factors. 

  

 Market making services will be pooled with market activities with 

high risk profiles such as pure proprietary trading and exposure to 

hedge funds. The cost of market making will thus be aligned with 

the cost of funding of the trading entity, which will increase given 

the concentrated risk profile and the limited support from the rest 

of the group. This may lead some banks to exit the market making 

business (for instance if the viability of the trading entity itself is 

an issue). 

 

 Furthermore, the strategy of not differentiating at all between 

market making and proprietary trading may lead banks to exit 

market making in markets in which it is a low profitability/low risk 

activity, while keeping market making when its profitability/risk 

profile is more aligned with the pure proprietary trading activities 

located in the ring-fenced TE.6  

 

o The consequences of the reduction in the liquidity of financial markets 

could be twofold: 

 

 An increase in funding cost for European sovereigns and 

corporations. The issue for European sovereign is important in the 

current context, as this could lead to new episodes of market 

participants testing the sustainability of public debt levels. In 

addition, given the exemption of US treasury debt from the Volcker 

rule, European sovereign debt will suffer from a competitive 

disadvantage since US banks will likely reduce the market making 

services they provide for non-US versus US public debt. But the 

issue is also sizeable for European corporations. For instance, in 

France, non financial firms rely on corporate bonds for 22% of their 

debt funding (see figure 1 below). 

 

 The reduction in market liquidity could also have unintended 

effects on the Basel liquidity regulation framework, which relies 

heavily on liquid marketable assets. As a consequence, regarding 

the Liquidity Coverage Ratio, the ability of some level 1 (public 

debt), or level 2 HQLA to serve as truly source of liquidity in 

market stress situations could be compromised.  
 

 

                                                      
6  In other words, the pooling of market making with proprietary trading could in principle lead to the exact opposite of what Duffie (2012) 

argues could be one effect of complete proprietary trading prohibition : “Alternatively, under the proposed [Volker] rule, a bank could 
significantly reduce the amount of capital that it devotes to market making, merely offering this service within modest risk limits in order 

to cream-skim the easiest market-making opportunities.” (p. 4).    



 

 

 

 

Figure 1. Market debt as a fraction of total debt for European NFCs (09/2012) 

 

 
                   Source : ECB, Banque de France 

  

 

  In addition, separating market making (inside the ring-fenced entity) from the 

underwriting of securities (outside) could lead to a loss in the efficiency of services 

to corporate clients given the strong synergies between trading on the secondary 

market and underwriting on the primary market. Those synergies are supported 

by many academic studies,7 and would be attenuated (or even completely lost if 

the trading entity is not viable), resulting in higher access cost to stock and debt 

markets to finance investments. 

 

 Finally, the implementation of Basel III (via CRD IV/ CRR) raises one additional 

issue as the implicit model underlying this reform is tilted towards market 

financing. In the transition period towards the new equilibrium, the 

disintermediation process would require banks develop financial services for non 

financial corporations (IPOs, underwriting of securities…) and market making 

activities. In that context, the separation of market making from the provision of 

other financial services to corporations may undermine this process and penalize 

the European economy.   

 
An alternative, ―middle-ground‖ approach is to try to differentiate between market 

making and pure proprietary trading. In this respect, the French Bill aims at enhancing 

the prudential supervision of trading activities: 

 

                                                      
7  See for instance  Ellis, Michaely and O’Hara, (2000), who note that “An implicit, and at times even explicit, part of the 

contract between underwriters and issuers in an IPO is that the underwriter will provide liquidity in the post-issuance trading 

of the newly traded security” and present supportive evidence. 



• by forcing banking groups to establish and communicate to both the market and 

prudential supervisory authorities a mapping of their trading activities jointly 

with a set of mandates and rules of conduct provided to their desks; 

 

• Supervisory authorities will assess the adequacy of these mandates and rules of 

conduct vis-à-vis the constraints set by law; 
 

• The bill also empowers the prudential authorities to review the internal control of 

banking groups and to use it to assess whether restrictions on proprietary trading 

are actually enforced. Secondary legislation will provide guidance on compliance 

requirements. 

 
 

7. As regards the legal dimension of functional separation, what are the costs and benefits of 

regulating intra-group ownership structures?  

8. What are the relevant economic links and associated risks between intra-group entities?  

9. As regards full ownership separation, what are the associated costs and benefits?  

 

Depending on the strength and the scope of separation, the viability of the trading entity 

and the positive externalities associated with universal banking groups can be called 

into question.  

 

The non viability of the trading entity can be a concern for Central Banks for the 

following reasons: 

 

 As discussed previously, the non viability of a trading entity comprising all 

market making activity would amount to an exit of European banking groups 

from this business line, which would reduce liquidity in some key markets and 

increase financing costs for European sovereigns and corporations. 

 

 The non viability of the trading entity would lead business groups to consider 

divesting part of their investment banking activities, leading to a loss of 

diversification of revenue resources at the banking group level. While this 

concerns primarily activities that are assigned mandatorily to the trading entity, 

other activities allowed in the retail part could also be shut down in the case of 

strong synergies with trading activities (e.g. securities underwriting). 

 

 The profitability of the activities within the trading entity may lead to the 

migration of some of these activities to financial institutions outside the regulated 

sector,8 or to the emergence of an oversized trading entity at the European level, 

at the opposite of the intent of the reform, raising financial stability issues (see 

below).  

 

The following elements may have a negative impact on the viability of the trading entity: 

 

 The trading entity should face significant high funding costs, because of limited 

liquidity and capital support by the parent company as well as removal of public 

subsidy, and because of the concentrated high risk profile of the activities in the 

                                                      
8 In addition, it should be noticed here that the trading entity would not be considered under CRD IV as a credit institution as it 

does not collect deposits. It would therefore need to get the status of investment firm. The question of its access to the central 
bank refinancing is therefore raised (for financial stability reason, this access should be granted) and this may in turn have a 

big impact on its overall funding cost. 



Trading Entity. A rough estimate of the resulting increase in funding costs for 

activities inside the Trading Entity can be obtained using estimates of the 

funding cost advantage of banks perceived to be Too-Big-To-Fail, or too systemic 

to fail. Using the rating uplift provided by rating agencies, and estimates of the 

associated funding costs, the increase in funding cost for unsecured bonds would 

be at least around 230pbs for the trading entities of large EU groups (see table 2). 

This is only a lower bound of the increase in funding costs as it only captures the 

removal of state support but not the losses from lower diversification of the 

Trading Entity and limited group support.  

 

 Trading entities of EU banking groups will face competition from non EU 

investment banking entities that do not face similar constraints on support from 

the group, and even worse may in some cases be perceived by markets to benefit 

from public subsidy from their home government. In practice, this would be a 

concern mainly with respect to US competitors who may continue to benefit from 

a public subsidy from the US government as part of groups issuing federally 

insured deposits,9 to the extent that the final implementation of the Volcker rule 

does not effectively discourage market making.10 Based on Moody’s rating of these 

companies, the trading activities of the largest US banks will be financed at lower 

cost than those of EU trading entities (since the US banks will keep their full 

rating whereas European banks will be downgraded to the « standalone rating », 

see table 2), even though in some cases the banking group itself has a lower credit 

rating on its own (see for instance BoA, the parent of Merrill Lynch). While this 

movement to deposit-backing of trading activities in the US raises concerns of its 

own, it will also undermine the viability of EU investment banking activities.  

 

 
Table 2. Funding cost advantage of Too-Systemic-To-Fail subsidy 

 

 JPMorgan Goldman 

Sachs 

Morgan 

Stanley 

Citigroup BoA Deutsche 

Bank 

BNPP Barclays 

Full rating Aa3 A2 A3 A3 A3 A2 A2 A2 

Standalone A3 Baa1 Baa3 Baa3 Baa3 Baa2 Baa2 Baa2 
Advantage 

from 

external 

support 

159bps 143bps 255bps 255bps 255bps 231bps 231bps 231bps 

Source: Moody’s, Banque de France computations based on Stiroh and Rumble (2006) 

 

Depending on their overall business strategy, European banking groups may have 

different ways to adapt to an insufficient profitability of the trading entity: 

 

 EU banking groups may simply consider exiting from some activities, and 

concentrate on the most profitable and risky activities assigned to the ring-fenced 

entity. In that case, some market making activity currently performed by 

regulated banks would migrate to shadow banking entities with no access to 

central banks’ lending facilities. 

 

                                                      
 Indeed, Merrill Lynch sold itself to Bank of America on the day Lehman declared bankruptcy, while Goldman Sachs and 

Morgan Stanley converted to bank holding companies regulated by the Fed a week later.  

10 Since in principle market making is permitted under the Volcker rule, this would arises either if the final rules are successful 
in separating market making from pure speculative trading or if the final rules only implement a very mild version of the 

prohibition, for fear of adverse effects on market making provision.   



 Alternatively, banking groups may also choose to increase the size and perimeter 

of their trading entity in order to gain systemic status even if they do not issue 

insured deposits. Indeed, the US experience showed that the public safety net 

was extended to non deposit issuing entities (LTCM / Bear Stearns / AIG /…). In 

that respect, a larger ring-fenced entity, comprising some beneficial activities 

could make less credible the absence of bailout or public intervention to rescue a 

large and interconnected European trading entity. 
 

As a consequence, a reform of the banking structure should not require full ownership 

separation, since this would hamper the positive externalities associated with 

diversification. Rather, intra-group relationships could be restructured so as to reduce 

the capital and financing links between the different entities of the group. In this regard, 

the Liikanen proposal as well as the French reform rightly require that prudential 

requirements (capital / liquidity / large exposures) be fulfilled by the relevant individual 

entities, and not only at the level of the group (consolidated basis). Moreover entities 

engaged in pure proprietary trading should not be funded by insured deposits. 
 

 

10. Does the above matrix capture a sufficiently broad range of structural reform options?  

11. Which option best addresses the problems identified? Please substantiate your answer.  

 

Structural banking reforms will lead to evolutions―some intended and others 

unintended―in the business models and structure of the banking industry. It is crucial 

that structural reforms at the European level ensure the viability of the trading entity 

and preserve the universal banking model which has comparatively well weathered the 

crisis. Thus an option that would ring-fence the trading entity, without ring-fencing 

market-making which is again useful for the economy, would best address the issues 

identified. 
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