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July 11 2013 

 

 

Dear Sir/Madam, 

 

Consultation paper on the structure of the EU banking sector 

 

 

We welcome the opportunity to comment on the European Commission’s consultation 

paper on the structure of the EU banking sector. This paper goes into significant detail 

on the available policy options and we believe that the Commission’s attention to 

these is extremely welcome. 

 

By way of background, Hermes is a leading asset manager in the City of London. As 

part of our Equity Ownership Service (Hermes EOS), we also respond to 

consultations on behalf of many clients from around Europe and the world, which are 

collectively responsible at least in part for the long-term financial wellbeing of 

millions of beneficiaries in the EU. In all, EOS advises clients with regard to assets 

worth a total of over €149 billion (as at March 31 2013). 

 

We believe that a structural reform of the banking sector is a crucial component of the 

regulatory and supervisory change needed within the sector. Besides creating 

transparency around the true cost of capital for riskier activities, appropriate structural 

reform is also capable of driving risk management and remuneration.  

 

The main problem we see with the current structure of the banking sector is a cross-

subsidy from explicit and implicit government guarantees of retail banking operations 

which in the absence of ring-fencing is enjoyed across all activities within the banking 

industry; this reduces the perceived cost of capital of the riskiest activities, and 

increases perceived returns from those activities. This cross-subsidy thus encourages 

more inappropriate risk-taking. While we are strong supporters of ring-fencing 

proposals, we believe that the ring-fence needs to be capable of solving this 

underlying structural problem. For this reason, we are convinced that it should not be 

placed around the activities perceived as more risky, with all definition and 

implementation problems that this entails, but around the more clearly identifiable 

core retail banking activities. In this way, structural reform stands a much better 

chance to deliver the benefits of disciplined and disciplining costs of capital varying 

across different banking activities. 

 



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

groups address and alleviate these problems? Please substantiate your 

answer. 

 

We are convinced that structural reform is capable of driving better risk management 

and greater market discipline on the cost of capital to different businesses. Many of 

the problems outlined in the consultation are driven by a lack of transparency around 

the cost of capital to the different businesses. In our view, this is a basic prerequisite 

so that the performance of these different businesses can be accurately assessed in the 

first place. The removal of implicit and explicit guarantees inherent in the present cost 

structures will make sure that the retail core does not provide a subsidy to wider parts 

of the business, and thus make the true cost that the market wishes to apply to 

investment banking more apparent.  

More clarity on actual risks and costs should have significant benefits for the 

management disciplines around such operations as well. Furthermore, it will also help 

drive performance measurement  and, in turn, ensure more appropriate pay levels.  

 

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. 
 

We believe that an EU proposal would play an important role towards providing a 

level playing field for the sector and consolidating existing efforts. However, a 

possible risk would be to settle for the lowest common denominator and thus preclude 

more ambitious national efforts. As such, it is crucial that national supervisors are left 

with sufficient space for decision-making.  

 

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. 
 

We do not believe that using the HLEG definition would be the right approach. Under 

the current proposals, European taxpayers will continue to be exposed to providing 

potentially open-ended guarantees to risk-taking activities which it simply makes no 

sense for the taxpayer to support. European investors, including our clients, would not 

enjoy the benefits of disciplined and disciplining costs of capital varying across 

different banking activities. We therefore believe that both proposed thresholds need 

to be reduced dramatically: we would recommend a relative threshold of 10% of the 

bank’s total assets and an absolute threshold of €25 billion be applied to the trading 

activities assessed for ring-fencing. Above these thresholds we believe all relevant 

activities of every bank must be ring-fenced, i.e. the current proposed flexible 

approach should be abandoned. In the absence of such rules, we do not believe that 

the ring-fencing proposals will add significant value. 

Yours sincerely, 

 

 

 

Paul Lee 

Director 


