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Dear Mr. Deckers, 

 

Reforming the structure of the EU banking sector 

 
Deutsche Bank (DB) welcomes the opportunity to provide input to the European 
Commission’s consideration of the separation elements of the High Level Expert Group’s 
(HLEG) recommendations on bank structure reform.   

The implications of possible proposals for structural reform could be very significant, not just 
for individual institutions, but for the overall shape of EU financial markets and end users of 
those services. As such it is critical the Commission is in a position to complete a robust and 
comprehensive impact assessment and we hope that both this response and the data 
analysis supplied separately will assist in that exercise. 

We strongly support the goal of creating a safer and more stable financial system that does 
not rely on implicit government guarantees and agree that certain core banking services, 
which are vital to society, should be protected. However, we do not believe that structural 
reform is an efficient or necessary way of achieving this end.  

The rationale for separation of activities, as stated in the Commission’s consultation, is to 
isolate certain bank activities that are particularly risky from those that are critically important 
for the real economy, for example, insured deposit taking, lending to households and SMEs, 
and the provision of payment services. While we agree with the Commission that these basic 
banking services are critically important, we do not believe it is necessary to have legal and 
organisational separation from other activities in order to achieve the desired protection. 

There would, however, be large and immediate costs associated with structural separation 
which would be borne by clients and investors. Corporates, insurers, pension funds, and 
asset managers who all require a wide range of market making services, risk management 
solutions and other banking products and who benefit from the ability to source all their 
requirements through a single provider at the lowest possible cost - would be adversely 
affected. Whether through the permanent loss of efficiency benefits, or legal and operational 
disruption arising from the transition to new structures, costs will be felt by real economy 
actors and not just affected banks.  

The end point of the detailed scenarios proposed by the Commission would be a European 
banking system that is less able to provide comprehensive financial services to large 
companies and investors than competitors based outside the EU, but without any 
improvement in financial stability. This loss of competitiveness and market share for 
European banks would lead to reduction in wholesale lending and associated services to the 
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real economy. As a result it should be expected that the transition to such future scenarios 
would  be associated with large scale contraction of activity, client attrition and market 
dislocation. Whereas the needs of larger European corporates might ultimately be met by 
other, non-European institutions, it is not clear that this is an option that would be availble for 
smaller clients active in local markets. 

We consider that these outcomes are neither desirable nor necessary. As highlighted in our 
response to the Commission’s consultation on the report of the HLEG in October 2012, we do 
not agree that a one-size fits all approach to bank structure reform is the right approach to 
address the concerns highlighted by the HLEG and echoed in this consultation, but believe 
any structural change should be contingent on regulatory assessments within the resolution 
planning process. The delivery of a Recovery and Resolution Directive (RRD), the prudential 
Capital Requirements Regulation (CRR) and reforms to derivatives markets enacted by the 
European Market Infrastructure Regulation (EMIR) will address interconnectedness and 
contagion risk between financial entities and ensure that higher levels of capital, liquidity and 
funding are in place to balance the market, counterparty and liquidity risks inherent in banking 
activity. Collectively, the new rules have been designed to ensure that the overall level of 
financial resources which the banking system must allocate to be able to offer market making 
and risk management services to the real economy will be appropriate to cover all risks.  

Implementation of this existing reform agenda will increase costs for a wide range of banking 
activities, which will be reflected in higher prices for the provision of risk management and 
market making services to end users of financial products and a reduction in bank 
profitability. These costs are understood and accepted by policy makers on the basis that 
they will be more than balanced by the financial stability benefits which the new rules will 
bring. 

Unfortunately this is not a balance that can be struck when we examine proposals for 
structural reform.  It is very difficult to identify material financial stability benefits that would 
arise from implementation of structural reform proposals along the lines outlined in this 
consultation, above and beyond those already delivered by other regulatory reforms.  
However, on the basis of the analysis carried out against the detailed scenarios proposed by 
the Commission, it is clear that there would be significant incremental costs to the financial 
system leading to reduced rather than enhanced financial stability.  Neither depositors nor 
corporate borrowers would benefit from this outcome – indeed they are likely incur material 
additional costs. 

These costs are driven by the following implications of separating market making from 
deposit taking activity within universal banks: 

1. Inefficient pricing of bank funding  

Funding costs for universal banks, if subject to appropriate transfer pricing, are not the 
result of cross subsidy, but reflect a range of factors which would be lost in the wake of 
functional separation of market making from deposit taking activity.   

A more diversified business model means that universal banks are more resilient to 
shocks (a point reflected in credit rating assessments), which explains the lower costs of 
funding in capital markets (not retail deposit markets) which universal banks typically 
enjoy. The cost of funds for an independent trading entity in the capital market would also 
include additional risk premia reflecting the reduced transparency which would exist 
between it and third party lenders, compared to an intragroup relationship. 

Centralised risk management allows greater efficiency in allocation and a more accurate 
pricing of funds (through transfer pricing mechanisms) than would be the case for third 
parties. Finally, central risk management allows for efficient management of maturity 
transformation risks, better diversification of fluctuations in liquidity and funding needs, and 
therefore overall a more efficient allocation of funds within a universal bank. These 
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efficiencies would be lost under the functional scenarios outlined by the Commission in 
this consultation. 

It is clear from our analysis that funding costs would increase materially for both the 
deposit bank and trading entity as a result of stress assumptions contained in regulatory 
liquidity requirements. These funding constraints would challenge the economic viability of 
both the standalone trading entity and standalone deposit entity. Consequently, either 
prices for risk management and market making services would have to increase markedly 
or these activities would need to be provided by European banks below the separation 
thresholds, institutions based outside the EU, or new and potentially less regulated market 
participants. 

2. Loss of capital efficiencies 

Our analysis of the Commission’s scenarios also illustrates that a separation on the basis 
proposed would require considerable additional capital to be held within the group. This 
increase would be driven by the need to meet CRR requirements in both entities, the 
inability to deploy existing capital efficiently across the group, loss of portfolio 
diversification and netting benefits and local mismatches between risk weighted capital 
and leverage requirements, all of which would lead to an increase in the overall amount of 
Risk Weighted Assets.   

The loss of capital efficiency across universal banks in the EU would have material 
implications. Those negative consequences would be compounded if, as is likely, there 
would be a further need to hold a minimum level of bail-in liabilities on both sides of the 
dividing line.  

Without a free flow of capital within the group to facilitate set up of the new entity structure, 
the effect would be more dramatic. If no waiver from the large exposures regime is 
assumed to allow for transition, then the demand for additional capital across both entities 
could only be met though issues of new equity. Even if over time the impact of this 
additional capital requirement could be mitigated by aggressive reductions in bank assets, 
the transitional costs of managing such an increase in capital demand would be dramatic 
and would create significant market disruption, especially if replicated across a number of 
banks at the same time - and the ultimate outcome would still have damaging implications 
for the real economy.  

3. Loss of market making capacity 

In light of the funding and capital implications of the two detailed scenarios proposed by 
the Commission, it is clear that there would be high risk of an overall contraction in the 
provision of lending, risk management and market making services by affected banks in 
Europe. A reduction in supply of these core banking services by the largest European 
institutions would have ramifications for the operation of the wider economy.  Preliminary 
assessments made against the scenarios provided by the Commission and based on past 
experience of client migration across legal entities suggest that structural reform along 
these lines could see a significant migration of clients away from affected banks. The 
increased costs associated with the new structural models proposed could also force 
banks to significantly reduce the range of services offered to remaining clients.  

Even if other market participants could expand their activities to fill the gap in supply of 
services left by separated banks (assuming regulatory and capability barriers could be 
overcome), it is not clear that this outcome would be beneficial to financial stability. If 
foreign banks stepped in to meet demand then, as the recent crisis highlighted, EU 
corporates would find themselves exposed to a more volatile flow of credit than at present. 
It is also unlikely that these providers would be interested in providing services beyond the 
top tier of European corporates. If banks without significant market making or risk hedging 
capabilities stepped up to fill the gap, there would be a danger of a repeat of some of the 
poor risk decisions that led to problems in the run up to the financial crisis. Alternatively we 



 

4 

 

could see increased dependence on shadow banking entities for the provision of credit 
and risk management – again not an outcome likely to promote financial stability over and 
above that provided by universal banks. 

4. Operational challenges 

In addition to the purely economic considerations above, our initial assessment highlights 
that the operational and risk management costs of implementing structural reform 
measures would be substantial.   

On the basis of the detailed scenarios outlined in the consultation and assuming a global 
geographic reach it is clear that a very large number of legal entities could be impacted 
with all of the associated legal, HR and operational costs of having to establish new 
entities, obtain necessary licenses and close down existing structures. The re-negotiation 
and re-documentation of thousands of legal contracts with customers and suppliers 
required by these changes could present a fundamental problem, given it would not be 
possible to enforce a requirement for clients to change contracts that might not be drafted 
under European law. Even if contract change could be pushed through, it would come with 
a very high risk of client attrition as a result. 

The practical aspects of re-documentation could drive significant costs as well as creating 
revenue risks, not to mention the hundreds of thousands of KYC documents that would 
need to be amended. Finally, we believe several thousand IT systems would require 
updating to reflect new ‘walls’ between entities. These operational challenges would be 
complex to address and would be disruptive and costly for clients who may have to deal 
with changes across a number of banks in parallel. 

In addition, any transfer of restricted business activities would lead to substantial tax cost, 
unless exemption is provided for such a separation. The realisation of hidden reserves 
(e.g. business goodwill) would generally trigger income taxes with no balancing inflow of 
funds (as in a sale) to meet those costs. In addition, the business / asset transfers could 
be subject to VAT and other local transfer taxes, whilst the ongoing VAT costs of 
intragroup services would increase significantly as the separate entities would no longer 
be able to meet requirements for a VAT tax group. If the new entities could not operate as 
a corporate income tax grouping there would also be an increase in corporate income tax 
liabiliites.    

 

All of these costs are important because European corporates are very reliant on bank credit 
with over 35% of their total liabilities in bank loans as opposed to only 7% in the US

1
. This 

has two important consequences for thinking about the impact of structural reform:  first, any 
intervention in the EU banking sector which significantly constrains the ability or incentives of 
banks to offer credit will have very direct implications for the wider economy; and second, 
disruption to market making activity will compound this effect by further increasing corporate 
reliance on bank funding. 

By any measure the costs of functional separation are likely to be significant and will have 
implications for the wider EU economy.  On the basis of our analysis, that impact would be 
dramatic and could be highly disruptive to European financial markets and European banking 
groups. In addition to the costs above, there are a number of critical areas where it is 
impossible to map impacts ahead of more detailed proposals, but which could pose 
fundamental challenges to achievability of the reforms proposed. For instance, it may not be 
possible to novate existing capital and funding to new entities; any loss of current model risk 
model approvals would significantly increase the cost of change; and having to re-establish or 
amend client account details to reflect the new operating structure would be a very 
challenging and slow process.  

                                                   
1
 DB Research based on data from Eurostat and US Federal Reserve 



 

5 

 

In order to mitigate these impacts and drawing on our internal analysis there are some key 
principles which we would suggest should inform the approach to proposals around structural 
reform: 

Approach should be tailored rather than one-size fits all - structural reform should be 
carried out in conjunction with firm by firm resolvability assessments. In order to ensure 
consistency and effective execution against this approach, the Commission may wish to look 
further at the role that the EBA or ECB under the SSM could play. 

Activities of value to the real economy should be protected - any structural reform option 
must be balanced carefully against its potential impact on beneficial activity for the real 
economy such as the provision of financing to corporates, risk management services for 
pension funds managing long term liabilities, or asset managers investing funds on behalf of 
institutional and retail clients. Market making or any other client driven activity which is 
important to the wider economy should not be disadvantaged by structural reforms given lack 
of clarity around benefits which might accrue compared to the damage to the real economy 
which clearly would result. 

Approach should be aligned with risk - in order to avoid unnecessary costs and loss of 
efficiency arising from separation, any requirements should be carefully targeted and aligned 
with a rounded assessment of risk.  Trading activity per se is not a useful identifier of risk and 
using simple balance sheet criteria to define activities for separation will be ineffective. Client 
driven market making activity and associated risk management services are not inherently 
risky activity and should not be subject to ex-ante separation. Equally, singling out specific 
types of clients is unlikely to be a useful way of identifying risk – credit risks will be higher with 
unsecured lending to corporates than secured financing of hedge funds. 

Competitive implications should be minimised - the impact of broad-reaching structural 
reforms on the wider economy will be magnified by competitive distortions which could be 
introduced by increasing costs for some market participants and not others. The net result is 
likely to be greater reliance by European businesses on non-EU banks for credit provision, or 
increased role for the shadow banking sector in meeting corporate financing needs. 

We hope that the comments are helpful and look forward to a continued dialogue with the 
Commission on this issue. 

 

Yours sincerely,  

 

 

 

 

 

Andrew Procter  
Global Head of Compliance, Government and  
Regulatory Affairs 
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Deutsche Bank response to questions on reforming the structure of the EU banking 
sector 
 
 
1. Can structural reform of the largest and most complex banking groups address and 

alleviate these problems? Please substantiate your answer. 

The consultation highlights a number of potential issues arising from the existence of large 
universal banking groups, but these can be summarised into two broad themes: 

 Too-big-to-fail - the danger that banks are allowed to become too big and too interconnected 
(due to lack of market discipline or through excessive leverage, risk-taking or balance sheet 
expansion) to be allowed to fail without creating wider systemic problems. 

 Lower cost of funding / cross-subsidy - the suggestion that banks benefiting from access to 
central bank liquidity and deposit guarantee schemes have a lower cost of funding due to the 
limited risk of default inferred by investors. The Commission also asserts that the flow of 
deposit funding to the trading activities of the bank leads to a reduced cost of funding to the 
group as a whole, or an implicit cross-subsidy. 
 

The primary question for the Commission is whether, considering the appropriate response 
to these issues, structural reform is necessary in addition to the range of other targeted 
interventions that are being implemented in the EU. There is a second, equally important, 
question as to whether structural reform would ultimately be effective in tackling these 
concerns.  

Addressing too-big-to-fail 

The regulatory reform programme already being progressed in the EU and at G20 level is 
designed to tackle precisely the concerns outlined by the HLEG report and echoed in this 
consultation - too little capital, inadequate risk management, too much complexity and 
interconnectedness in the finanical system.  In order to properly assess the impact of 
structural reforms, it will be critical to have a clear view of the implications of this dynamic 
regulatory landscape: 
 

 Capital and liquidity requirements 

CRD IV and CRR will directly address excessive risk-taking, balance sheet expansion and 
leverage. Already, under CRD III, risk-weightings for trading activities have significantly 
increased, as a result of the introduction of stressed Value at Risk (VaR), the Incremental 
Risk Charge, the Credit Valuation Adjustment and more conservative treatment of 
securitisation. This is further strengthened by the improved quality and quantity of the core 
capital requirements in the CRR. Combined, these make excessive balance sheet expansion 
and risk-taking costly and ultimately uneconomic.  
 
New liquidity requirements will also play an important role in enhancing financial stability. The 
short-term Liquidity Coverage Ratio (LCR), significantly stricter domestic requirements, and 
the longer-term Net Stable Funding Ratio (which DB currently replicates through its internal 
funding matrix) will require banks to have resources to withstand a minimum of 30 days in a 
severe stressed scenario and to have stable funding over a one year period. In the event of a 
future crisis, this  liqudity buffer would buy time – eight weeks in the case of DB‘s internal 
stress testing methodology – to mitigate further depletion of liquidity through the disposal or 
liquidation of assets not counted in the liquidity buffer, or other countermeasures as set out in 
recovery plans. As of end Dec 2012, DB’s liquidity reserves were in excess of EUR 230bn.  
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The Basel 3 captial and leverage requirements implemented in Europe through CRD IV and 
the CRR reflect a great deal of work informed by impact assessment. There was nothing 
produced in the HLEG report, or outlined in this consultation document  to suggest that those 
requirements have been wrongly calibrated or are inadquate to address financial staiblity 
risks.  
 
Greater transparency and awareness of leverage ratios in the investor community – in 
addition to strengthened capital rules - has also already contributed to the significant 
deleveraging and de-risking seen in the EU banking sector (see figure 1 below) since the 
financial crisis. We would expect more of this as the leverage ratio is further calibrated. 
 
Figure 1. Bank leverage ratios in Europe 
 

 
Source: ECB, DB Research 

 
 Recovery and resolution regime 

 
While prudential and CRR/CRD rules impose price-based limits on the risks posed to the 
financial institution from certain activities or exposures, market perceptions of implicit 
guarantees and expectations of government bail-outs will only be ended by full 
implementation of credible, effective cross-border recovery and resolution regimes, including 
powers to bail-in shareholders and creditors.  
 
The RRD directly addresses the identified problem of intra-group complexity. It will introduce 
specific powers for authorities to identify impediments to effective resolution and to assess 
the extent to which it is feasible and credible to wind down a bank in a way that ensures 
continuity of critical functions and protects depositors, without significant adverse impacts on 
financial stability or recourse to public funds. This focus on critical functions ensures that 
basic banking functions which are not easily substitutable, such as deposit-taking and 
payments, are not interrupted as a result of bank failure and that they can be easily 
transferred and separated when a bank is no longer viable. In addition, resolution authorities 
must assure themselves that non-critical functions – more likely to be contestable markets 
where participants are more easily substitutable like trading businesses – can be safely 
wound down. The diversity of business models amongst EU banks means that it would be 
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impossible to design a single structural reform approach which would effectively separate all 
core functions from non- core functions.  
 
Recovery planning will also ensure that senior management are aware of and are monitoring 
potential threats to the solvency of the bank and have a toolkit of countermeasures in place to 
deal with them. This in turn improves the banks' own risk management, allowing regulators 
and management alike to detect and address problems before they become threatening to 
the solvency of the bank. Indeed, in the case of centrally funded and managed universal 
banks, we believe that structural reforms have the potential to undermine recoverability, by 
limiting the range of recovery options available on either side of the artificial divide. For 
example, banks currently designing recovery plans would be able to rely on significant capital 
and liquidity benefits realised from measures executed by functions that in future would be 
sat in a separate legal entity. 
 

 Interconnectedness 

Interconnectedness within the financial system is a necessary part of efficient financial 
markets. Potential contagion in the event of the failure of a market participant is addressed 
through prudential rules, wide-reaching reforms to market infrastructure – including 
enhancements to such entities' financial robustness through increased default funds and 
margining - and capitalisation of banks' exposures to central counterparties. Banks will be 
incentivised to use such intermediaries, thereby reducing avenues for cross-financial sector 
contagion, through margin for non-cleared OTC derivatives and penalties for inter-bank 
exposures directly in the CRR / prudential regime, both in terms of capital (Asset Correlation 
Charge) and liquidity (LCR). Banks are also directly limited in their cross-holdings in other 
financial institutions' shares by future prohibitions on counting them towards capital and by 
harsh risk-weightings for exposures to other financial institutions. The largest and most 
interconnected banks will also be subject to a Global Signficantly Important Bank (G-SIB) or 
Domestic Systemically Important Bank (D-SIB) capital surcharge reflecting in large part the 
need to mitigate this particular risk.  
 
Together these measures make it considerably less likely that a large universal bank would 
deplete its capital and liquidity buffers – plus its prescribed minimum amount of bail-in-able 
liabilities under the RRD – and still go on to fail in a way that will spread contagion to the point 
where government support is needed. In addition, the reforms to the OTC markets requiring 
greater contract standardisation and central clearing address one of the most important 
contagion risks identified in the financial crisis. 
 

Cross-subsidy 

Whilst regulatory initiatives already in place may neutralise many of the financial stability 
arguments for mandatory structural reform, there is of course a further justification put 
forward for intervention on the basis that existing cross-subsidies from deposits to trading 
activities need to be addressed.  Though there are certainly efficiencies that arise for 
universal banks from being able to draw on internal funding sources alongside wholesale 
market funding, properly understood this does not amount to a subsidy and nor does it 
operate to the detriment of retail customers.    
 
Certainly we do not believe that there is a direct funding benefit from cross-subsidy of retail 
deposits to the trading business within DB. In fact the net amount of funding provided by the 
retail bank to the rest of the organisation is very small, properly priced and the retail bank 
benefits from liquidity transformation services provided by the rest of the group.  
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Within DB retail deposits are used as a source of financing for trading and market making 
activity on a small scale, but these funds are subject to transfer pricing and are balanced by 
term funding provided by the group to the deposit bank.  Co-locating trading and deposit 
activities within a universal bank mean that liquidity risk can be managed to ensure efficient 
funding of a varied mix of longer term assets. This symbiotic relationship between the 
different parts of a universal bank cannot be simply caricatured as deposits ‘subsidising’ 
trading activity. To put this in context, for DB the net use of retail deposit funding for the 
investment bank stands at less than 2% of overall financing requirements.    
 
 

 Transfer pricing 

To avoid the risk of cross-subsidy distorting economic decisions within the group, DB already 
has in place a robust intra-group transfer pricing model which is designed to ensure the 
investment bank pays an equivalent price for internal funding as for external funding. 
 
In common with other universal banks, DB‘s transfer pricing ensures that businesses that are 
not fully self funding are charged market rates for the funding that they receive from an 
internal funding pool. Funds are reallocated between liquidity providers and liquidity users 
within the bank on the basis of economic, market observable liquidity costs and incentive 
based pricing. The pricing of assets is aligned to the underlying liquidity risk. This means that 
high risk assets pay more for internal funding, or have to raise that funding independently.  
 
In practice, where deposits from DB’s commercial banking businesses are used to fund 
trading activity, then a calculation is carried out to determine the additional volume of 
wholesale issuance which is saved as a result of the use of those funds.  A further calculation 
is then carried out, using a spread based on costs across wholesale funding instruments, to 
determine the per annum saving that DB makes by using internal rather than external funds.  
This saving is then returned to the commercial banking businesses that provided the deposit 
funding.  
 
There is no ‘subsidy’ in this transfer pricing model as deposit raising businesses receive a 
market linked price from the businesses making use of their funds. At present however there 
is no guarantee of consistency in standards and approach taken to transfer pricing within 
banks. Whilst there are OECD guidelines

2
 covering approaches taken to transfer pricing 

models and these are also stipulated in CEBS liqudity risk principles, these are relatively 
high-level and there may be scope for the Commission to explore more rigorous rules to 
ensure proper internal pricing of liquidity, instead of costly and disruptive structural reforms. 
 
 

 Bail-in 

If there was a lower cost of funding to some European banks as a result of investor 
assumptions around the likelihood of government bail-outs, that benefit should be removed 
by the introduction of the RRD. The RRD is expected to require that the costs - and therefore 
the risks - of bank failure are imposed on private investors and not on taxpayers. Bank 
funding costs will - and should - rise to reflect the increased expectation that banks will be 
allowed to fail, and investors will bear the losses. 
 
Furthermore, bail-in explicitly protects guaranteed depositors by excluding them from the 
scope of liabilities to be written down and other critical functions through the core purpose of 
bail-in - which is to provide capital to maintain them within the restructured banking entity. 
Proposals to prefer the claims of guaranteed depositors and the DGS in insolvency further 

                                                   
2
 Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations, OECD 2010 
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underlines that private investors will not benefit from the depositor guarantee governments 
provide. Increased funding costs under a bail-in regime would therefore eliminate perceptions 
of implicit subsidy from co-existence with deposits and impose proper costs - and therefore 
limits on - excessive risk-taking. 
 
 

 Stability benefits of diversity 

It is important to note that there are good economic reasons why large universal banks have 
higher credit ratings than on a standalone basis and so should benefit from reduced cost of 
funding. Many smaller and specialised banks experienced similar shocks to large and 
complex banking groups, but the crisis demonstrated that larger and more diversified banks 
are more stable and able to cope with a broader range of shocks

3
. Therefore, we believe it is 

due to the actual economics of reduced chance of default - alongside the other benefits to the 
franchise value of diversification - that investors are willing to reduce the risk premium 
required for these institutions.  
 
The frameworks deployed by ratings agencies in order to assess the credit worthiness of 
banks also make clear that possible government support is only one determining vaiable 
amongst many.  Attributes such as geographic scope, profitability, ability to absorb losses 
across business lines, access to capital markets and geographic range of funding sources, 
are also factors driving bank credit ratings which should be reflected in better ratings and 
lower funding costs for universal banks. They are also all factors which could be adversely 
affected by various separation scenarios. 
 
 
Subsidiarity 

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 

In light of views outlined in response to question 1 and our clear concerns about the scale of 
costs of proposed separation scenarios, we do not believe an EU proposal for structural 
reform is needed. 
 
There are already structural reforms that have been brought forward by individual Member 
States, including in Germany, which seek to address some of the same concerns which the 
Commission’s scenarios are trying to tackle. However these do not in themselves mean that 
there is a need for harmonisation at the European level. If anything, harmonisation should be 
addressed at the G20 level as different approaches in EU and US will create market 
distortions and opportunities for arbitrage. It is entirely unclear at the moment as to what 
geographic scope is envisaged for any of the options discussed, but as highlighted by the 
IMF the impacts of any EU reforms could have implications for capital markets internationally. 
Certainly our analysis would support the idea that the long run effect on EU capital markets 
and activities of European banks would have destabilising effects in other jurisdictions.  
 
As outlined above, as an addition to CRR / CRD, EMIR and RRD, the benefits of mandatory 
ex-ante structural reform are questionable. However, on the basis of the analysis carried out 
by the HLEG and more recent analysis of bank structure reform programmes carried out by 
the IMF

4
, there may be aspects of the proposed resolution processes which could usefully be 

subject to further EU harmonisation – for instance contingent structural changes.  On the 

                                                   
3
 See ‘Universal banks; optimal for clients and stability’ DB Research Nov 2011 – demonstrates lower volatility of RoE for 

universal banks compared to narrow banks 
4
 Creating a Safer Financial System: Will the Volcker, Vickers, and Liikanen Structural Measures Help?, Vinals et al 2013. 
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basis of the analysis carried out in response to the accompanying data request, it is clear that 
there would be significant costs associated with a one-size fits all ex-ante separation 
targeting a broad range of trading activities. It would be a very blunt and damaging approach. 
A tailored approach linked to bank specific resolution planning under the terms of the RRD 
would avoid unnecessary aspects of these costs. 
 
 
Policy options 
 
3. Which of the four definitions is the best indicator to identify systemically risky trading 

activities? If none of the above, please propose an alternative indicator  

The Commission consultation outlines four possible indicators for systemically risky trading 
activities: 

1. Using the HLEG definition (Assets held for trading and available for sale); 

2. A more narrow definition that excludes available for sale assets as mostly composed of 

securities held for liquidity purposes; 

3. A definition focused on the gross volume of trading activity, which is likely to focus on 

proprietary traders and market-makers; 

4. A definition focused on net volumes, which is likely to only capture those institutions that 

have a higher share of unbalanced risk trading (proprietary traders). 

We do not believe that any of these definitions are a good proxy for “systemically risky trading 
activity”.  All of them rest on balance sheet categories or the identity of the trader without 
capturing the level of risk in any meaningful way.  This concern around reliance on balance 
sheet categories was highlighted by the ECB in their response to the Commission’s 
consultation on the HLEG report

5
. 

 
In the first instance, the exclusion of non-trading risks from this assessment of risk is odd. If 
the aim of the exercise is to identify systemically risky activities from which depositors should 
be insulated, then surely the starting point should be wider than assets in the trading book.  
 
We would therefore question the assumption underpinning this entire approach that trading 
activities are inherently more risky than lending. This would seem to be a short-sighted 
conclusion to draw given that historically the vast majority of financial crises were caused by 
traditional lending booms, very often directed at real estate markets. Neither the HLEG’s 
analysis nor any other recent work on banks’ trading activities point to systemic risks inherent 
in particular types of trading activity. Any poorly managed risks (including “traditional” lending 
activities) in a banking system where there is no credible regime for the recovery and 
resolution of banks could ultimately be “systemically risky”. A degree of risk is inherent in any 
trading or credit activity and where a bank is market making it will by definition be assuming 
risk positions for a period of time (however short). This does not, however, mean that it is 
inherently more “risky” or that it should be separated. Rather we believe that prudential or 
price based regulation should – and increasingly does – provide incentives for banks to 
manage such risks appropriately. Both lending and market making have clear social value 
where not carried out to excess. 
 
In addition to these concerns around labeling poorly differentiated sections of banking activity 
as risky, we do not believe that targeting exposures to particular counterparties is a good way 
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of filtering risk. Bank lending to a private equity supported portfolio company is not materially 
different from lending to any other corporate, whilst collateralised exposures to hedge funds 
will be significantly less risky than unsecured loans to other counterparties. Historically we 
have had an exceptionally strong credit history when lending on a secured basis to hedge 
funds.  
 
If we look back at bank failures that occurred during the financial crisis, then there is no clear 
correlation between particular trading activities and bank failure

6
. There were certainly issues 

associated with specific products and asset classes, but these issues manifested themselves 
in a wide range of institutions - retail, commercial and investment banks - and affected both 
broker-dealer, deposit banks, universal banks and other market participants (e.g. insurers, 
asset managers)

7
.  

 
Even in terms of identifying potentially risky trading activities, the categories proposed above 
all come up short. As option 2 recognises, assets available for sale will include portfolios of 
securities held for liquidity purposes.  Singling out banks with large volumes of trading assets 
would provide no information about the quality of those assets, or their riskiness. Gross 
trading volumes would provide no indication of any directional risk inherent in that activity: 
high volumes could be a signal of effective risk hedging and risk diversification; low volumes 
could disguise an accumulation of market risk.  
 
Where banks take speculative proprietary risks via trading positions, rather than facilitating 
client trading and hedging, then that balance between systemic risk and social value clearly 
changes significantly and further regulatory intervention may be justified. However, these are 
specific risks that should be carefully targeted to avoid the risk of disrupting market making 
activity. Existing EU legislation (e.g. MiFID) already provides exemptions for market making 
activity from rules designed to target proprietary risk taking and these definitions could 
provide a useful starting point for the identification of risky trading activity to be separated.  
Trading on own account can be and has already been defined, as have been those activities 
which constitute market making – such as execution of client orders, hedging of client driven 
activity and assumption of anticipatory positions to facilitate this activity. We would 
recommend using these qualitative assessments of activity to identify risky activity within 
banks, rather than crude quantitative proxies with limited relation to actual risks being run. 
 
If the overall aim is to address interconnections and complexity within financial markets, then 
an alternative approach based on the Basel Committee methodology for the identification of 
systemically important institutions

8
 might be considered. This would be a more sensible, 

internationally accepted, starting point rather than balance sheet information on trading 
assets for highlighting where the failure of a particular institution could have signfiicant knock 
on effects. However, it should be understood that systemically important does not equate to 
risky, or indeed “systemically risky”.  
 
An alternative but equally important question on scope not addressed in the consultation 
document is the geographic reach of the options being considered. Whether these would 
apply to EU banking groups worldwide and third country banks operating in the EU are critical 
questions when trying to understand the overall impact and competitive implications of 
proposals. The competitive implications of applying restrictions on EU banks globally when 
they are competing with universal banks in other jurisdictions will be an important driver of 
cost and practicality. The debate sometimes appears to proceed on the false premise that 
banks could be free to establish separate subsidiaries on a global basis. Several countries 
already require subsidiarisation of licensed activities along functional lines whcih do not 
correspond to any of the proposals being consulted on. Others have, or are considering a 
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requirement for a domestic holding company which is, or would be inconsistent with many of 
the separation scenarios the Commission are considering. In short we do not believe that the 
HLEG proposals or variations of them can be reconciled with regulatory requirements in 
many other countries. 
 
 
4. Which of the approaches outlined above is the most appropriate? Are there any 

alternative approaches? Please substantiate your answer 

The consultation identifies three possible approaches to supervisory discretion for separation: 

 Ex-post separation subject to constrained discretion by a supervisor 

 Ex ante separation subject to supervisory evaluation 

 Ex ante separation on the basis of pre-determined thresholds 

As articulated above, DB does not believe that ex-ante structural reform is necessary to 
address the risks identified in the consultation and HLEG report relating to large, complex 
banks.  As framed, the choice of options also begs the question about global application 
posed in our answer to question 3, with all the implications that may have for compatibility to 
other regulatory regimes.  
 
The bluntest of the three approaches proposed is the one-size fits all approach to ex-ante 
separation with no supervisory discretion. This would require separation of a range of 
activities regardless of the resolvability of that institution or the quality of risk management in 
place. Whilst this top down approach has the appeal of simplicity, it does not allow for a 
tailored assessment of what activities might need to be separated based on specific risks, or 
which banks pose specific risks. This creates a risk of inefficient and ineffective outcomes.   
 
An ex-ante approach providing some discretion to supervisors to determine whether to 
separate in individual cases would reduce some of the risks outlined above and could allow 
for supervisors to balance market impacts more finely against resolution / complexity 
reduction benefits.  However, prescribing the activities to be separated in EU legislation is not 
warranted by any evidence and would still work against the grain of recovery and resolution 
planning by narrowing the recovery options available to banks, fail to take into account firm-
specific risks to critical economic functions and from intra-group complexity, and create a 
permanent uncertainty about a bank that would act as a drag on its competitive position.  
 
Both ex-ante approaches have significant downsides from the perspective of bank resolution 
and overall financial stability: 
 
First, they undermine the core objective of recovery planning, which is aimed at restoring the 
bank's viability and avoiding resolution. Evidence from the ECB and IMF has shown that 
groups are better able to withstand a range of shocks when they have diversified income 
streams

9
.Our experience of the recovery planning process has demonstrated that to recover 

from many stress scenarios, banking groups should be able to draw on a range of options 
and deploy capital and liquidity effectively across the group

10
.  

                                                   
9
 ECB (2011), "Bank risk during the financial crisis: Do business models matter?", ECB Working Paper No. 1394, prepared 

by Altunbas , Y., S. Manganelli, , D. Marquez-Ibanez. 
10

 The Clearing House looked at how a systemically important cross border bank could be resolved in practice, found that 

pushing swaps out of insured banks into non-bank affiliates creates an impediment to the orderly resolution of banking 
groups. This is because the value of the swaps entity could be preserved and used to absorb losses rather than deposit-
bank liabilities.   
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Second, prescribing the activities to be separated in a one-size fits all approach would 
undermine the resolution planning process, as it does not consider either i) whether the 
scope of activities to be separated accurately captures those that are “critical” for a specific 
bank; or ii) broader risks or impediments that an individual bank’s business model or structure 
poses to authorities’ ability to separate and maintain critical functions and safely wind down 
other activities. These specific points are both addressed by powers envisaged in the RRD. 

Third, ex-ante structural reform may actually impede resolution action. Depending on the 
geographic scope of the separation, a cross-border bank subject to the proposals could see a 
significant increase in structural complexity, as existing branches of the current holding 
company are closed and multiple new entities are created to meet the requirements. This 
would generate significant transitional legal and operational risks (see below) but would also 
create a steady state operating model with potential for far more operational interfaces than 
previously. This increased operational complexity may actively impede resolution.  

Ex-ante separation of specific activities could therefore undermine the chances of recovery, 
thus increasing the risks of failure, whilst at the same time complicating the resolution 
process and raising the risk of extraordinary state intervention being required.  

The obvious way of mitigating these risks would be to tie the separation approach much more 
closely to the recovery and resolution process set out in the RRD.  As the IMF stated in their 
recent paper on bank structure reform

11
 “well designed firm-specific RRPs may be more 

effective than across-the board structure measures”.  By leveraging the supervisory discretion 
inherent in the RRD, it will be possible to create a more tailored regime for separation in 
which competent authorities are in a position to align separation requirements with robust 
resolution plans and avoid undermining banks’ ability to execute recovery. Logically this 
would require separation requirements following on from recovery and resolution planning 
rather than preceding them – an ex-post approach in the terms of the Commission 
consultation and HLEG report. 

 

 
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? 

The confidential data analysis supplied in conjunction with this consultation response 
provides a clear assessment of the potential costs of separating market making and 
underwriting activities. As a result of the funding and capital ineffciencies outlined, there 
would be a significant change in the economics of the activities that we currently undertake 
and our ability to remain competitive. This impact would be compounded by the disruption 
caused to client relationships as a result of redocumentation / contract change. On the basis 
of past experience we believe this could result in significant loss of client revenues.  We 
believe that this outcome would be mirrored by other market participants impacted by the 
separation requirements set out in those data scenarios.  
 
These costs can be summarised as follows: 
 
 Increased bank funding costs – funding costs would increase for both the deposit entity 

(DE) and trading entity (TE) as a result of lost diversification benefits, reduced operational 
synergies and lack of investor appetite for a new market structure in Europe at the same 
time as new bail-in requirements are introduced, which would need to be met on both 
sides of any split.  
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According to our modelling of the two structures set out in the Commission’s data request, 
and on the basis of conservative assumptions on funding costs, both the DE and TE would 
be subject to increased annualised funding costs that would be higher than our pre-tax 
profits in 2012. In order to ensure that shareholders and debt holders would continue to 
hold investments in entities with comparable ratings to DB Group, both the DE and TE 
would need to increase Core Tier 1 capital above current CRR requirements. The need for 
higher capital would complicate the viability of the structures due to large exposures rules, 
deductions of capital injections and lack of waivers. There is also likely to be a term 
funding mis-match in the newly created entities which could force a new DE to raise 
additional term funding. 

The European banking industry as a whole already faces very substantial increased 
funding requirements over the next few years. These come from LTRO exit, LCR and 
NSFR (shortfall of €1.2trn for European banks according to the EBA’s March 2013 
analysis), as well as the impact of new derivative reforms ($1-2trn globally based on ISDA 
and OCC estimates). There will also be minimum bail-in liabilities which banks would need 
to fund. The term funding requirements on entities separated from a group could be 
considerable given the large exposures constraints on down-streaming funding and capital 
between the HoldCo and the subsidiaries.  

Assets and liabilities in a universal bank are currently match funded through the central 
pool.  In addition, the lower rating of TEs would lead to higher immediate collateral 
requirements against derivative positions and requirements for contingency to be made 
against further downgrades.  

 Trapped capital / liquidity - the separation of existing capital across new legal entities 
would be highly likely to lead to surpluses and shortfalls relative to the original universal 
bank position. It is likely that significant one-off transfers of capital assets would be 
required to achieve viable separated entities in the first instance, but the creation of a ring- 
fenced structure with restrictions on flows of capital between the new entities would create 
an ongoing constraint on the ability to re-balance surpluses and shortfalls,given regulatory 
constraints such as capital deductions under CRR and large exposures restrictions. The 
net effect of this loss of efficiency in capital allocation would be to increase the demand for 
capital and funding across the market, and ultimately to dilute existing shareholders of 
bank equities. This effect could have material implications for the availability of credit and 
on pension funds across Europe. It could also create disincentives for third country 
investors in EU bank equity.    

It is important to stress that these challenges would be felt by deposit banks as well as 
trading banks. Deposit banks with an overhang of deposits, but restricted ability to channel 
those deposits through the trading entity, will struggle to find appropriate avenues for 
investment of those deposits. To address this, deposit entities would either need to make 
the terms of their deposit offering less attractive (i.e. reduce size of deposit liabilities) there 
by reducing customer choice, or seek increased returns to maintain these liabilities.  As 
was seen in the run up to the financial crisis, search for yield can lead to an increased risk 
of poor investment decisions being made. Given the prohibition on a deposit bank from 
investing in the equity or debt of its corresponding trading entity, unless it is going to buy 
only government debt (which would not be a viable business model for a bank on this 
scale) it would have to search for yield elsewhere. Either the deposit entities in the EU 
would therefore invest in trading entities of other banks or, if that was prohibited, the 
deposit banks would be incentivised to go into other high yield and potentially high risk 
assets. 
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 Increased tax costs - separation would create significant one-off charges (e.g income tax 
payment on realisation of business goodwill; transfer taxes on asset movements) and 
ongoing tax costs such as application of VAT to intra-group services and loss of ability to 
operate as a single income tax grouping. 

 Reduced market liquidity - the proposals for mandatory separation would also have a 
negative impact on liquidity, as banks faced with higher funding costs for the TE would 
reduce trading volumes. Academic literature suggests that lower asset liquidity, both in 
equity and bond markets, has a negative impact on both asset valuations and is 
associated with higher costs of capital, whereas greater liquidity is associated with higher 
valuations and lower costs of capital

12
. The literature also indicates that illiquidity affects 

small firm stocks more strongly.  

 Increased cost of credit - as a result of the increased funding costs and demands for 
capital outlined above, there would be a net reduction in the availability of credit in EU 
markets. The implications of increased capital requirements on EU credit markets has 
been analysed in depth in the context of Basel / CRD IV debates. Based on the analysis 
that we have undertaken for this impact exercise we would suggest that the effects of 
separation are likely to materially aggravate the impact of bank recapitalisation on the 
availability of credit. This effect would be most likely to be felt on lending to medium sized 
corporates, which will be unable to access international capital markets directly, but who 
tend to have significant relationships with individual banks.  

 Reduced financial stability – as a result of fragmented risk management operations, 
reduced market liquidity, increased costs of hedging and pressure on deposit banks to find 
investment opportunities for retail deposits in the face of potential restrictions in their 
interaction with trading banks, there is a strong risk that financial stability could be 
undermined rather than enhanced by broad scope ex-ante separation.  

Another potential source of instability would arise from increased reliance of EU 
corporates on non-EU banks for financing as a result of reduced capacity amongst 
European universal banks due to the effects outlined above. As Figure 3 illustrates, this 
could create greater volatility in provision of credit through the cycle - an unhelpful side-
effect of separation from the perspective of 
financial stability. The loss of netting and 
collateral efficiencies within universal banks 
would also lead to an increase in the cost of risk 
hedging products for clients. All else being equal 
one would expect an increase in un-hedged risks 
within the EU, which in turn could have 
implications for earning volatility.  

 Competitive detriment – should structural 
reforms be introduced in a fashion that would 
allow competitors to offer services at more 
attractive rates, clients are likely to move their 
business away from European banks towards 
those banks that continue to benefit from a 
universal banking concept.  

There is also a very real question as to whether or 
not underwriting activity could sensibly be separated 
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Rock Center for Corporate Governance, Stanford University highlighted increased costs associated with limitations on 
market making  
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from market making, given underwriting remits for placements, debt issues, or public offers 
are commonly given to banks which are active market participants.  Without the ability to 
actively participate in secondary markets, the economics of underwriting would be altered and 
there is no guarantee that it would be a business that could be undertaken in the same way. 
A separate entity containing market making activity would see very significant change in 
capital and funding costs. In practice this would demand dramatic changes to the scope and 
character of market making activity that was carried out by affected banks.  
 
Ascertaining the aggregate impact of these effects and determining the ultimate implications 
for EU capital markets should be a key output of the Commission’s impact assessment. 
However, on the basis of the single bank analysis that we have carried out we would suggest 
that the costs arising from including market making in a separation scenario would make it 
wise to consider an alternative scenario which is more targeted in the range of activities 
required to be separated.  This should start from the premise that all client related 
transactions and associated hedging activity would be allowed within a deposit entity, subject 
to assessment by the competent authority against resolvability requirements set out in the 
RRD. Proprietary trading activity, or speculation on and for the banks own account, could still 
be subjected to mandatory separation. However, care would need to be taken to allow for 
discretion to exempt socially desirable investments by banks, such as provision of seed 
capital or co-investments, or transactions undertaken to manage an institutions own pension 
liabilities. 
 
Such an approach would significantly limit the immediate costs of separation and risk of 
market disruption without reducing the scope for regulators to separate specific risky activity 
from core banking activity.  
 
6. Should deposit banks be allowed to directly provide risk management services to 

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

As outlined above, on the basis of our analysis of potential costs of the separation option, we 
do not believe that it makes sense to require separation of market making from the deposit 
taking bank. Risk management is a critical component of the offer that a universal bank such 
as DB provides to clients. Whether foreign exchange forwards to help manage currency risk, 
of interest rate swaps to help smooth payment flows, risk management products are an 
essential part of the overall package of services that we provide.  
 
Our ability to deliver this range of services to clients is ultimately dependent on the same core 
risk management framework. Liquidity and credit risk exist in loan agreements as much as 
derivative products and our ability to manage all elements of risk effectively is significantly 
enhanced by our ability to access global financial markets to disperse risk. Reforms already 
being implemented in regulation of derivatives markets (e.g. collateralisation and daily mark 
to market valuation) will if anything make these agreements more transparent and less risky 
than loans.  A structural separation approach which forced a deposit bank to purchase risk 
management services from third parties (whether newly created TE or some other market 
actor) rather than its in-house trading function would create inefficiencies in this process 
through the creation of new counterparty risk and additional operational complexity. 
 
There is therefore no clear logic from a risk perspective for separating out lending and risk 
management activities. In the interests of avoiding damaging costs of separation, deposit 
banks should be allowed to provide risk management products and carry out all related 
activity required to provide banking services to clients.  
 
The provision of these services should not be prohibited, though the economics and 
operational challenges of providing these services under functional separation might prohibit 
their offer in practice. 
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7. As regards the legal dimension of functional separation, what are the costs and benefits 

of regulating intra-group ownership structures? 

As discussed above, the RRD will require that firms demonstrate a comprehensive set of 
recovery strategies and resolvability to their supervisors. This will include mapping clearly 
how different entities within a group can be wound down and critical functions maintained in 
the event of resolution. This will require clarity around legal ownership and credible planning 
around how those ownership structures would be resolved or continued. From our 
perspective it is not clear that there will be additional benefits arising from functional 
separation beyond those that will already be realised under the RRD resolution regime.  
 
The costs associated with functional separation will be heavily dependent on the scope of the 
activities targeted for separation. An approach which targets a narrow set of activities for 
separation could produce lower costs than broad based functional separation which disrupts 
market making activity. However, a narrow separation of activities in ring fenced entities could 
be assessed as economically not reasonable, if the separated business cannot operate in an 
efficient way on a stand-alone basis and additional business areas need to be ring fenced 
due to economic or operational reasons.   
 
There would be a number of one-off costs arising from functional separation: 

 Foundation cost - Cost of setting up a new legal entity structure to facilitate 
separation of the restricted business activities. These costs would arise from legal 
and tax consultancy services though we do not see the legal costs of the foundation 
(incorporation, commercial register etc.) as being significant in themselves. More 
substantial could be those costs arising from the need to apply for new licenses, or 
regulatory approvals in different jurisdictions. On the basis of analysis carried out 
against the detailed scenarios proposed by the Commission, we believe the number 
of legal entities which we would be required to operate could more than double and 
as such these foundation costs could be material. 

 Separation cost - There would be potentially very significant one-off costs associated 
with the separation of businesses into a new legal entity. Redocumentation of existing 
contracts and KYC processing would carry with it legal, regulatory and reputational 
risks and is an exercise which could be extremely disruptive to existing client 
relationships. This is particularly the case if only a sub-set of banks is undertaking the 
exercise and clients have the option of avoiding the costs associated by simply 
moving business to unaffected banks.  An initial assessment has highlighted that 
there would be tens if not hundreds of thousands of documents which would need to 
be revisited as a result of separation.  

There would also be a range of one-off transfers of assets and capital which might not 
be simple to achieve under existing regulatory regimes. In order to facilitate the 
creation of effectively capitalised stand-alone entities, it may be necessary to create 
temporary waivers from large exposure and liquidity rules. Some institutions may 
need to divest assets or whole businesses to reflect the new cost of capital under the 
separation regime. The risk of time-limited asset sales across a number of banks 
could trigger wider market volatility if not carefully managed.  

In addition, costs would be incurred as a result of the operational separation of the 
prohibited business activities (e.g. as a result of changes required to books and 
records, people, IT systems, processes and vendors). This separation would be 
resource intensive and divert resources from other activities. Investment required in IT 
systems could be significant depending on the precise number and complexity of 
systems/applications affected by the transfer. These costs are difficult to assess 
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without a detailed, time consuming analysis but would be expected to be significant 
(i.e. several hundred million Euros). 

Changes of functional currencies are also likely to be required and could have 
significant frozen currency translation impact in the consolidated accounts (positive or 
negative). 

Finally, though difficult to assess ahead of seeing detailed proposals, there could be 
costs associated with the implications of the new structure for existing debt holders 
and the need to buy-back or novate existing bonds. 

 Tax costs - Any transfer of restricted business activities would lead to substantial tax 
cost if no exemption is provided for such separation. The realisation of hidden 
reserves (e.g. business goodwill) would generally trigger income taxes. In contrast to 
a third party sale, a structural separation event would not correlate with a cash inflow 
into the group since no purchase price would be paid by an external party. In addition, 
the business / asset transfers could be subject to VAT and other local transfer taxes.  

The cumulative impact of these changes taking place across a number of banks within the 
same period could be highly disruptive to the market as whole and for regulatory authorities 
having to manage the process. The most effective way of mitigating these risks would be to 
design a more limited and bank specific separation regime, but in any event careful thought 
will need to be given to management of the transition to the post structural reform world. 
 
In addition, the following aspects will increase operational cost on an ongoing basis 
significantly:  

 Overall, we would see an increase of operational complexity and costs due to the 
increased of number of legal entities (incl. separate branch networks for DE and TE 
with local regulatory overlaps) resulting in split-/multi-branch ISDAs, additional 
governance costs (e.g. multiple approval processes, counterparty risk assessments 
etc) and costs to run independent risk management functions per entity.    

 “Financial statement costs” because of fragmentation resulting in netting 
inefficiencies, increased RWA, capital requirements and leverage ratios and more 
volatile German GAAP impairment testing since entities are less diversified. As 
outlined above, there would also be increased funding costs resulting from loss of 
diversification and scope benefits of the universal bank.  

 From a tax perspective there is a significant risk that these changes will have a 
negative impact on existing tax groups for VAT and corporate income tax purposes. If 
it would no longer be possible to meet the requirements for a VAT tax group (e.g. 
organisational integration between DE and TE), the effective VAT costs for intragroup 
services would increase significantly. Unlike to other industries, VAT is not or only 
partially refundable for entities operating in the financial sector. The adverse impact 
would even be more significant if a corporate income tax grouping between DE and 
TE were to be disallowed. A profit and loss pooling for corporate income tax would no 
longer be possible even though this mechanism is essential to safeguard a uniform 
taxation of a company group.  

The deferred tax asset balance (DTA) and current tax payments would increase 
correspondingly. While current tax payments are reducing cash and capital, the DTA 
balance is not recognised for Common Equity Tier 1. Netting inefficiencies together 
with central market clearing requirements would result in an increased balance sheet 
which in turn would increase the tax base for the bank levies. Finally, if a Financial 
Transaction Tax is going to be introduced without an intra-group exemption, the cost 
of transactions between DE and TE would further increase. 
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 Instead of separating and transferring the prohibited businesses, DB could also 
decide to discontinue the affected activities. This would in turn lead to lost revenues 
and significant one-off business exit costs – including costs associated with 
redundancy programmes, costs of early terminations of office leases and write downs 
of capital assets (e.g. IT software and hardware). Precise amounts are difficult to 
determine given the potential for non prohibited activities to be impacted by 
separation (i.e. as a result of value chains being interrupted). 

These impacts would be accentuated by tighter restrictions on the economic linkages 
between the deposit and trading entity under variations of the functional separation model. 
 
Depending on the final outcome of the rules on ownership linkage between separated entities 
within the group, different cost implications are to be expected in addition to the implications 
already listed above. On the basis of a prelminary assessment of the two separation 
scenarios outlined in the consutlation, it is clear to us that there could be very singificant 
increases in the overall number of legal entities required. 
 
Assuming that where deposit taking and trading activities are currently combined in DB legal 
entities globally, activities would need be transfered into a newly set up legal entity, this could 
lead to the creation of over 60 new subsidiaries within our main entities. Even assuming we 
are able to pool segregated activities into exisiting legal entities (dependent on local 
regulatory approvals) where there are multiple entities already in jurisdictions, we would still 
be looking at having to create 19 new entities. The legal ownership structure is not currently 
determined, but as stated above there is a primary question as to whether or not any of these 
separation scenarios would be compatible with existing requirements in other jurisidictions. In 
our view it is very likely that the majority will not be. 
 
If a structure with a non-operating parent is assumed, then the picture would be further 
complicated by the need to close down branches within the existing structure and new DE 
branches opened. This could lead to us having to close a significant number of our existing 
branches at the same time as having to establish an even larger number of additional 
subsidiaries (on the basis of each mixed activity entity being split). Clearly this would be a 
very disruptive and costly (not least in terms of staff redundancies) exercise to complete.    
 
 
8. What are the relevant economic links and associated risks between intra-group entities? 

Ideally banking products are offered by one operating legal entity to minimise operational 
complexity from a client perspective, optimise netting efficiency and funding conditions (i.e. to 
minimise fragmentation costs). Since local regulatory, company law and tax provisions 
require in many jurisdictions to operate through separate legal entities, a single consolidated 
group operating structure as exists in a universal bank such as DB necessarily creates a wide 
range of economic links between these entities.  It is these links, such as centralised risk 
management and Treasury services, shared IT platforms, intra-group netting, comfort letters 
or declaration of backing and optimised liquidity management, which allow universal banks to 
generate economies of scale, operational efficiencies and operational robustness 
 
More specifically beneficial economic links would include:  
 Funding and liquidity links which allow banking groups to deploy capital efficiently across 

entities in response to needs.  

 Risk and collateral management – consistent, high-quality risk management across the 

entire group with clearing and custody services offered across different entities. 

 Shareholdings which provide for local  capital requirements. 
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 Comfort letters and declaration of backings (facilitating operation of subsidiaries 

internationally). 

 Shared Services – systems and vendor SLAs all of which will be subject to scale 
efficiencies, improved oversight and coordination, with reduced operational risks as a 
result of consolidation. 

 Intra-group support measures - legally enforceable commitments for financial assistance 
or assurance made by one group entity (usually a parent) upon which another group entity 
(usually a subsidiary) can call in times of stress or unexpected loss; or commitments which 
regulators would regard as reliable means of support.  

Taken together, these synergies will, all else being equal, strengthen a universal bank’s 
efficiency, risk management and profitability, and hence its ability to withstand adverse 
business and broader economic conditions. This in turn should add to financial stability and 
lower potential risks for taxpayers. These positive dimensions of the universal bank structure 
also feed through to client benefits in terms of lower costs, a better counterparty and a wider 
range of products. 
 

These intra-group linkages will also create dependencies in the event of resolution and 
clearly need to be carefully mapped and understood to avoid any risk of contagion in a future 
crisis.  The RRD will require that firms demonstrate resolvability to their supervisors, this will 
include mapping clearly how different entities within a group can be wound down in the event 
of resolution. This will require clarity around legal ownership and credible planning around 
how those ownership structures would be resolved. 
 
Ex-ante separation along functional lines may make that resolution process simpler for 
supervisors to execute, but there will be significant costs associated with restrictions around 
ownership structures, including: increased funding costs as a result of lost diversification 
benefits; loss of operational efficiency (if separate infrastructure functions are required); and 
transition and legal costs arising from redocumentation and re-negotiation across the 
standing stock of contracts.  
 
As mentioned in the response to question 7, transfer of contracts in particular (from the 
universal bank to the ring-fenced trading entity) could significantly increase market 
uncertainty given clients may face a number of re-documentation demands at the same time 
and may not be obligated to novate existing contracts. Counterparties are likely to request a 
renegotiation of relevant clauses, since the risk parameters of the new entity are expected to 
change. 
 
All of these relationships are subject to existing regulation and under the terms of the RRD it 
will have to be clearly articulated how they would be unpicked in the event of resolution, with 
any barriers to effective resolution being addressed. In light of this proposed process, the 
potential benefits of functional separation are more difficult to identify.  
 

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

The range of separation options outlined by the Commission creates a spectrum with full 
ownership separation at one end. All of the issues outlined above around impact of functional 
separation would clearly apply in the context of ownership separation.    
 
In the event of full ownership separation, for banks with existing activities to be separated 
there would be a significant risk of disruption in client relationships as clients are asked to 
deal with an entirely new counterparty.  Precise implications of this are difficult to model, but 
loss of business is bound to result as clients are unlikely to want to maintain parallel 
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relationships with two new entities when there will be other established entities in the market. 
Separated entities may no longer be commercially viable, both as a result of loss of clients, 
lack of scale resulting from changing economics of the business model and increased funding 
costs. In this scenario we see it as very possible that trading entities spun out of EU banks 
would be bought up by non-EU banking groups unaffected by separation, or  that they would 
cede market share to non-EU banks or other, less regulated credit intermediaries in the 
shadow banking sector.   
 
Diversification benefits, capital and liquidity efficiencies, benefits of centralised risk 
management, and operational efficiencies arising from combined infrastructure provision 
would be lost under ownership separation. On the basis of the accompanying analysis of the 
impact of functional separation, it is obvious that the impact of ownership separation would be 
dramatic in terms of capital down-streaming between the HoldCo and new entities and 
increased funding costs, which in turn would lead to increased cost of credit and loss of 
market liquidity. 
 
However, the overall impact of ownership separation would be heavily dependent on the 
scope of the activities targeted for separation. An approach which targeted a narrow set of 
activities for separation could potentially produce lower costs than broad based functional 
separation which disrupted market making activity.    
 
10. Does the matrix capture a sufficiently broad range of structural reform options? 

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

The options outlined in the consultation are limited in a number of ways. Firstly there is no 
clear link between the activities which are placed in scope for separation and risk taking. 
Secondly they only address ex-ante separation. Thirdly they consider only functional and 
ownership separation, without reference to the accounting separation outlined elsewhere in 
the paper. We would suggest that both ex-post and non-functional options should be 
considered by the Commission in the context of their impact assessment.  
 
Both the HLEG and the IMF have identified a range of potential benefits arising an ex-post, or 
conditional approach, more closely aligned with firm specific resolution planning – less 
disruptive; lower frictional costs – and we would suggest this is in particular is an option which 
the Commission should explore thoroughly and not discount.  
 
The scenarios in the data capture sheet are even more restricted, focusing on two forms of 
functional separation, both of which would require the separation of market making activities 
from the deposit bank. On the basis of our internal analysis we believe both of these would 
generate very significant costs which, if replicated across other market participants, could 
have damaging implications for European financial markets as a whole.  
 
In light of that analysis, it is not clear to us that any of the options currently articulated by the 
Commission would effectively address the problems identified – at least not without costs and 
disruption which would create greater issues elsewhere. To develop a fully worked out 
alternative would require a cross-market and cross-border view of impacts which we are not 
able to produce; however, in light of analysis that we have completed there are a number of 
key principles that we believe should be incorporated into any approach taken forward at a 
European level: 
 

 The approach should be tailored rather than one-size fits all - structural reform 
should be carried out in conjunction with firm by firm resolvability assessments. In 
order to ensure consistency and effective execution against this approach, the 
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Commission may wish to look further at the role that the EBA or ECB under the SSM 
could play. 

 Activities of value to the real economy should be protected - any structural 
reform option must be balanced carefully against its potential impact on beneficial 
activity for the real economy such as the provision of financing to corporates, risk 
management services for pension funds managing long term liabilities, or asset 
managers investing funds on behalf of institutional and retail clients. Market making or 
any other client driven activity which is important to the wider economy should not be 
disadvantaged by structural reforms given lack of clarity around benefits which might 
accrue compared to the damage to the real economy which clearly would result. 

 There should be alignment with risk - in order to avoid unnecessary costs and loss 
of efficiency arising from separation, any requirements should be carefully targeted 
and aligned with a rounded assessment of risk.  Trading activity per se is not a useful 
identifier of risk and using simple balance sheet criteria to define activities for 
separation will be ineffective. Client driven market making activity and associated risk 
management services are not inherently risky activity and should not be subject to ex-
ante separation. Equally, singling out specific types of clients is unlikely to be a useful 
way of identifying risk – credit risks will be higher with unsecured lending to 
corporates than secured financing of hedge funds. 

 Competitive implications should be minimised - the impact of broad-reaching 
structural reforms on the wider economy will be magnified by competitive distortions 
which could be introduced by increasing costs for some market participants and not 
others. The net result is likely to be greater reliance by European businesses on non-
EU banks for credit provision, or an increased role for the shadow banking sector in 
meeting corporate financing needs. 

We hope that the comments are helpful and look forward to a continued dialogue with the 
Commission on this issue. 

In addition, as outlined above, we believe there could be merit in the Commission looking at 
the potential for common guidance or rules relating to the operation of transfer pricing within 
banking groups. Combined with implementation of the RRD this should directly tackle 
concerns which currently exist around the question of cross subsidy from deposits to trading 
activity.   
 
We would be very happy to discuss with you further this or any of the other points made in 
this paper.  
 


