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"Separation would make banking groups simpler
and more transparent, it would also facilitate market
discipline and supervision and, ultimately, recovery
and resolution."
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,Q D QXWVKHOO

Finance Watch supports structural separation of commercial and investm ent banking
activities and believes that the size and complexity of banks should be cont rolled.
t Separating commercial and investment banking activity reduces syst emic risk. It
helps minimise the cost to taxpayers in the event of bank failure.
t Separating commercial and investment banking activity removes an unw arranted
“funding subsidy” for activities that should have no need of a government
HVBSBOUFF 5IF GVOEJOH TVCTJEZ JJUZEad DUPNRBLIFOHUWUWSGEQOD
BDUJWJUJFT QSPmUBCMF UIBU PUIFSXJTF XPVME OPU CF
t Separating commercial and investment banking is a critical step in allowin g
Europe’s banks to get back to health and in reasserting the sovereignty of publ ic
interest over banks.

This document outlines the argument for separation and dispels some of th e biggest
myths surrounding it.

&RQWHQWYV

,QWURGXFWLRQ

7DEOH +RZ GRHV LW AW WRJHWKHU"

7KH DUJXPHQWYV IRU VHSDUDWLRQ

$ :KDW WR VHSDUDWH"

t  What about market making? 7
t What about lending to hedge funds? 7
t What about one-stop shopping? 8
t What about the small, local banks and the diversity of Europe’s banking? 8
% +RZ WR VHSDUDWH"

t How would such a banking group be organised? 9

t #VU EPO U UIF QSPmUT GSPN USBEJEBMTWVIZAOBNZF M F(

& +RZ WR HQG WRR ELJ WRR IDLO" 11
t 8PO U TFQBSBUJPO QSPEVDF UXP TZTUFNJD CBOLT JO

6RPH O\WKV DURXQG 6HSDUDWLRQ
,Q VXPPDU\

$EEUHYLDWLRQV



SIFSF JT BO VSHFOU OFFE UP JOnVFODEF Ul
PG TZTUFNBUJDBMMZ JNQPSUBOU EMOLT C

CBOLJOH GSPN TFDVSJUJFT CVTIJOFTTFT O08&

QWURGXFWLRQ

$ TXHVWLRQ RI Banks appear to have become sovereign over the public interest: soverei gns must imperil
VRYHUHLJQW\ themselves to rescue banks but banks do not want to be exposed to failing sovere igns.

KR SD\V ZKHQ D E D Dhe dri3wdd d6'far has not been “the creditors” but rather

“ordinary citizens”.

Reducing the amount and cost of bank bail-outs will go a long way to breaking this

unhealthy relationship and separation is a critical element in achieving th is. Regaining

balance in the relation between banks and the rest of society will be good for bank s,

SFTUPSJOH NVDI OFFEFE DPOmMEFODF BOE HPPE GPS TPDJFUZ

Three steps One element in the battle to regain public interest sovereignty over banks is to r educe
the cost and likelihood of sovereigns indebting themselves and taxpaye rs to bail out
banks. In three steps legislation should aim to:
t 3FEVDF UIF QSPCBCJMJUZ PG CBOL GBJMVSF
t 3FeEVDF UIF MJLFMJIPPE PG HPWFSONFOU JOUFSWFOUJPO
t 3FEVDF UIF DPTU PG HPWFSONFOU JOUFSWFOUJPO

6HSDUDWLRQ DQG W%@@gra&o[l !js a critical component in making sure that governments and tax payers

WR IDLO WEWI D LA netsaddied withyathuge bill bailing out banks in the future. Accepting that ban ks will
still fail sometimes, we need to reduce the likelihood that governments be come involved.

Banks should be able to fail on their own. The critical steps here are i) separating t hose
things which must be saved (banking activities which simply cannot stop, e ven for one
day) from the rest and; ii) putting an end to too-big-to-fail.

*OGPHSBQIJD 81Z TIPVYME XF SFGPSN UIF 6BODUOH TF
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Making the case for separation

+RZ GRHV LW AW WRJHWKHU"

With CRD/CRR legislation agreed and BRR almost complete the success of the cur rent round of bank reforms in ending the

sovereign-bank doom loop rests squarely on legislation surrounding s eparation.

OHDVXUH

Legislation

Main points

5HGXFH W K Hncrease capital, CRD IV t Limit leverage No
probability of reduce leverage, t Increase capital
IDLOXUH safeguard P
liquidity
BHGXFH W KZI—Bt_aparate _those Separation - t Separate payment systems, lending and Thd*
OLNHOLKRR @irg$ whichcan  X1Btd retail deposit taking from other banking
JRYHUQPH Q Vil from those separate activities.
LQWHUYH Q Wwnhigh@annot
3.Prevent Separation - t Separated banking entities must at least Thd*
inadvertent I P Xo issue their own debt (to avoid continuing the
government separate? funding subsidy)
guarantees t Holding companies should be non-
operational
t Separated banking entities should have
clearly separated governance
t -JRVJEJUZ BOE TPMWFODZ TVQQPSU DBO POI
from the parent to the guaranteed entity and
never from the guaranteed entity.
4. Prevent banks None t Recovery plans and resolution plans must No

from becoming
too-hig-to-fail

show clearly and realistically how banks,

FTQFDJBMMZ 4*'*T XJMM SFBDU UP EJGmDVM

t Authorities should have powers to force
changes in activity, governance, separation
if recovery plans are not realistic.

5HGXFH 5.Ensure that

the cost of private investors
JRYHUQPH Q\absorb losses
LOWHUYHQWLRQ

Separation &
BRR

t In the event of bank failure private creditors Thd*
must absorb losses. For guaranteed entities
private creditors must be bailed-in; these
losses reduce the likelihood and the cost of
any eventual government bail-out.

6.Build prefunded
Resolution and
DGS schemes

BRR

t Banks should build additional buffers Thad*
between their failure and taxpayer bail-out

t Deposit guarantees should be honoured

5CE 5P CF EFUFSNJOFE JO MJHIU PG DFA BRVOPQBFEBG D VFHIHBISBABIPIWWBAESPO #33 FYQFD
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/KH DUIJXPHQWY IRU VHSDUDW.

7TKUHH PDLQ DUJXPrhe@rgurients for separation and tackling too-big-to-fail are straigh tforward and can be
for separation presented in three short points: what to separate, how to separate, endin g too-big-to-fail.

$ :KDW WR VHSDUDWH"

6HSDUDWH WKRVH DFWLYLWLHV WKDW FDQQRYV

PXVW EH VDYHG IURP WKRVH WKDW FDQ

IDLO

Action

Deposits and payment systems (and with them bank lending) cannot be
JOUFSSVQUFE GPS B EBZ o UIFSFGP S U WE\S B NUF BV
other routes have failed. These activities should be clearly separated fro m other
banking activities that can be interrupted.

XN\OT U .

-XVWLAFDWLRQ
Differentiation of t Modern economies are reliant on many essential banking services. Those re lating
EDQNLQJ DFWLYLW L H Yo bank credit money, payment systems and deposits in particular, requir e
continuous maintenance.
t Governments are obliged to rescue these activities in the event of a bank failu re.
The recent nationalisation of SNS Reaal in the Netherlands was prompted by the
fact that even short interruptions of essential banking services could b ring the
entire economy to a halt and cannot be tolerated.
t Banks also perform other activities, many of which are important for the eco nomy.
These other activities are not provided continuously (e.g. securitie s underwriting)
and / or the failure of one bank need not interrupt the activity for the whole
system (e.g. market making and underwriting). They do not require a govern ment
guarantee.
t To prevent systemic crises, in the event of a bank failure governments shoul d
rescue just what they need to and not more.
t Bank reform should therefore separate those activities that must be con tinued (and
KRHYHU WDNHV RQ W khefefore must be rescued) from those that can be interrupted.
ULVNV PXVW GHDO ZLWK
them 7KLV ZLOO
I reduce the potential cost to the taxpayer
T reduce the possibility of a systemic crisis (e.g. by reducing the possibi lity of
contagion between the two banks).
I remove distortions to bank’s activities by altering their incentives (s ee below).
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Making the case for separation

:KDW DERXW PDUNHW PDNLQJ"

All trading activities (market making included) are an inherently and cate gorically similar
6LPLODU QDWXUH ﬁcfiviﬁyéngshould, as far as possible, be grouped together. Because of thei r inherently
WUDGLQJ DFWLYL V§in|_1i‘_a'r\r/1ature attempts to split trading activities will result in comp lications. For example,

attempts to split proprietary trading from other trading under the so-cal led Volcker rule

in the U.S. have led to extremely complex legal code and reports of easy evasion and

regulatory arbitrage.

To provide liquidity, market makers must take positions on their own accou nt. Doing
so always involves, as all own account trading does, a proprietary element.

In addition all trading activities including proprietary trading, mar ket making and
underwriting, as well as being economically similar are reliant on the same p ayment/
settlement/clearing infrastructure.

The point is not how useful or not these activities are. Market making can be imp ortant
GPS mSNT SBJTJOH MBSHF TDBMF mOBODWKRK VWY 3JOFTFRWPNDEP WD K
investment bank fail. First, there is no disruption to money and payments in th e economy.
Second, these other activities are not provided continuously (e.g. sec urities underwriting)
and / or the failure of one bank need not interrupt the activity for the whole system
(e.g. market making and underwriting which are provided by several banks and /or in
syndicates). Provided they are not too-big-to-fail the failure of one such b ank will not risk
the system as a whole.

All trading activities, including market making should be clearly sep arated
from commercial banking activities. If deposits and payments cease, even for a day,
economies face catastrophic consequences.

:KDW DERXW OHQGLQJ WR KHGJH IXQGV"
/HQGLQJ WR KHGJH IXQGV LV D W Hdigelfu@ds gebevaly@s®® FW LY LW\
leverage to undertake trading activities which seek gains from very short-t erm price
NPWFT JO mOBODJBM NBSLFUT 5IFZ BDIBBWG TMFWFSBPTFIOZ R
they take.
+HGJH IXQG OHQGL Qbengiraa t(g hedge funds thgr?fore overwhelmingly occurs against the colla terz.;ll of
collateral management trading |n-s ruments (e.g. securmes).. Banlfs al.so provide the custo-dy a .nd processing
of those instruments. A bank’s relationship with a hedge fund typically inv olves both
elements: lending and collateral management.

Banks manage the collateral they hold against these loans in a way which is very
similar to managing own account positions in trading e.g. using models whi ch account
for the price volatility and liquidity of the collateral. In short, when ban ks lend to hedge
funds the lending decision is more akin to a proprietary market position thani tisto a
traditional long-term lending decision. This raises a policy question abo ut whether bank

/HQGLQJ WR KHGJ Hjepg@'tt? ghould be used to fund speculative trading.

EHORQJV ZLWK RWKHLSJIWBUF Leriivdtd veraged funds, including private equity funds, should be

WUDGLQJ DFWLY L Weatddas lending to hedge funds. Typically however in private equity deals lend ing is
to the acquisition target (i.e. the company the fund invested in) and not to the f und. The
location of banking activities facing the acquisition will depend on the i nstrument being
used as per the separation described above, i.e. arranging lending to the acq uisition
using securities will belong in the Investment Bank, lending to the acquis ition using bank
loans will belong in the commercial bank.

Finance Watch/Bank structure 7



Making the case for separation

:KDW DERXW RQH VWRS VKRSSLQJ"
*U T XPSUI OPUJOH UIBU UIPTF XIP BEOWPDBBM B FGWREP NB 8 MAW
BSHVF UIBU NBJOUBJOJOH NPSF UIBO PDHFSSRWEUQEPWIEF XT UIC
“free market” is a problem.

*UJT BMTP JNQPSUBOU UP OPUF UIBU IRVIUFFEMEROB @B BOIB M
MSNT IBWF MIJNJUFE VTF GPS JOWFTUNRFUQGBEBSUIM ZI WS WH BCRZ
DPSQPSBUJPOT BOE PWFSXIFMNJOHMZ CZ UIF mOBODJBM JOE

JLQDQFH :DWFK SURSRVHV D VLPSOH VROXWLRQ
*G B EFQPTJU CBOL JT JO UIF TBNF HSpkta@in@shoBlObd @it FTUNFOU
the investment bank. There should be no problem with undertaking commerci al banking
activities with one entity and trading activities with the other:
t Large corporations already shop around and maintain relations with several b anks;
t Small and medium sized corporations should have no problem signing a separa te
contract for trading activity, whether occasional or frequent;
t 51F WBTU NBKPSJUZ PG mOBODJBM NBSELFRUFOSBEBOB B i
who maintain trading relations with many different entities in the market.

*G B EFQPTJU CBOL JT OPU JO UIF TBN Fithigi bepoBshbl8t® JOWFTUN
$Q\ H[FHSWLRQV" allow limited trading activity in the guaranteed entity.
t 51F UZQF PG TVDI USBEJOH BDUJWJUE OB PDN EMC F OV JINSINUNFFE
VOEFSUBLFO XJUl PO CFIBMG PG OPO mOBODJBM mSNT
t The amount of such trading activity within the guaranteed entity should b e capped
at 5% of the total balance sheet of the bank (on average, small European banks
IBWF MFTT UIBO USBEJOH BDUJWJUXMF MFNFEUMBND TJ[FE CB
t Should the size of trading activities go beyond this cap, then an equivalent am ount
PG FRVJUZ TIPVYME CF BMMPDBUFE UBRJBMFABEBIJUJEBBM USCQ
other words, the additional equity “covers” the additional trading acti vities and
related risks that go beyond the imposed threshold. Any loss that incurs abo ve
the threshold is therefore unlikely to threaten the solvency of the bank; mo reover,
the management of the commercial bank remains fully responsible in front of its
shareholders for the risks taken in the context of its trading activities.

:KDW DERXW WKH VPDOO ORFDO EDQNV DEO6C QWKH) 'LYH
In general, the largest banks tend to have the largest proportion of trading acti vities.

ANBMMFS MPDBM CBOLT UFOE UP IBWF NDMDJOQH DF 8IBBEN O HF B/D

TNBMM QSPQPSUJPO PG USBEJOH BDUdWBORJIBIBUNnSNY OEIFFSWB

NBKPSJUZ PG mOBODJBM NBSLFU BDUGQAMUXEFION N1 O BhOoMB B MJIB BN

see below). Therefore the exception to strict separation discussed in t he previous bullet

‘LYH UVLAFDWLRQ IBdintwould apply to many banks.
(XURSHDQ EDQNLQJ

sector

Small deposit banks, without a separate investment banking group, would b e allowed
UP EP B TNBMM BNPVOU PG B TQFDJIJmD WIZWONFPGE TUIBEI OW OJ F
mOBODJBM mSNT MBSHFS CBOLT XPVMEECG H BRVISWE UPT TFIU
separate entity. Small / local investment banks would be allowed but not guara nteed.
Finance Watch supports a diverse and competitive European banking sect or,

including but not limited to co-operative banks, savings banks, commer cial banks, niche
investment banks, peer-to-peer lending, and so on; and believes separa tion is a key part
of achieving it. Today in Europe the banking sector is dominated by a few megab anks

PG UIFN UPUBMMJOH PG UIF NBSLMJDJUBWEBEB AN Q @GRSPW
new entry to the sector, reduce diversity, and distort competition
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Making the case for separation

% +RZ WR VHSDUDWH"

7KH\ VKRXOG EH VHSDUDWHG SULRU WR D FUL)
VHSDUDWH IXQGLQJ DQG JRYHUQDQFH 7KLV ZlI
SUHYHQWLQJ PRUDO KD]DUG DQG D IXQGLQJ V.
DQWHHG DFWLYLWLHYV

Action
$PNNFSDJBM CBOLJOH BDUJWJUJFT XIJDP\CMDBFRW®WUTEQ@BN B H\
rated from those which do not prior to any crisis. They should be carried out by
separate legal entities, with separate capital structures and governanc e and with
no possibility of any support from the guaranteed entities to the un-guar anteed.

-XVWLAFDWLRQ
t Separation of bank activities in the midst of a crisis is i) not practical and ii) n ot
,PSOLFLW JXDUDQWHHTVE&MDIJFOU $SJTJT SFTPMVUJPO P®DRNQWKBY¥ EBG NhIOH B!
LWV FRQVHTXHQFHY more costly. Separation must occur in advance.
t Investors and management must be clear whether they are guaranteed or not
before the guarantee is invoked.
t If not there is a danger that trading activities are undertaken in the belief tha t losses
are guaranteed by the government. This results in cheaper funding, e.g. f rom bond
IPMEFST XIP CFMJFWF UIFZ XJMM CF BTN W K HBV G B3 MNP
from trading losses.
t Such “perceived implicit guarantees” lower the cost of funding for trad ing activities,
provide the wrong incentives to bankers, direct capital away from other usesi n the
economy, and increase the amount of trading activity.

+RZ ZRXOG VXFK D EDQNLQJ JURXS EH RUJDQLVHG"
Finance Watch proposes some form of the non-operational holding company ( NOHC)
approach proposed by the OECD.

t Theparentt BOEFS UIF /0)$ TUSVDUVSF QSPQPTFE UIF QBSFOL
PQFSBUJOH SBJTJOH DBQJUBM PO UIF TSBDIT @B B FROXWHFZ BBa
"7TKH (OHSKDQW LQ WK)huiPVvU BOZ EPVCMF HFBSJOH JO JUT PYNIBUOFOTH QB S B UE.

Room: The Need to Deal MFHBM FOUJUJFT XJUI UIFDR$PKO HPWFS@BEPDACMF HFBSJO
ZLWK KDW %DQNV "RU NEBOT UIBU UIF QBSFOU EPFT OPU SBJTFWEFCIW @DEIBEJE-
only.

t 7KH VXEV L Gulisidiaridsivould each issue equity, held by the parent,

and pay dividends to the parent, which it pays on to external shareholders of the

NOHC. Debt would only be raised at the subsidiary level and the commercial and

investment banks would raise separate debt. ,Q WKLV ZD\ WKH FRVW RI IXQC
RI WKH FRPPHUFLDO EDQN DQG WKH LQYH\DWRHHGQIVQED QN Z
WKH EHQHAW RI WKH JRYHUQPHQW JXDUDRWME @R \WRPH H
UHAHFWHG LQ WKH IXQGLQJ FRVW Rl WKH LQYHVWPHQW ED(

'PS FYBNQMF TFF TFDUJPOT 7 BOE 7* PG JORJIF GBRRSS5bAF RAMEFQPBWFBM XJUI
#BOLT %Pw IlUUQ XXX PFDE PSBLRFOBODF mOBO®JIJBM NB

Finance Watch/Bank structure 9



Making the case for separation

A8JUI B /0)$ TUSVDUVSF UFDIOPMPHZ QWBWIEFPROSINIDBRPYMEBD I
TUJMM CF TIBSFE QFSNJUUJOH TZOFSHIJBP@BOE BRSPBPNJIFT

A4VDI B USBOTQBSFOU TUSVDUVSF XPVME NBISERBU @BBXFS G
7TUDQVSDUHQW VWUXFSNHF XUPHTFF QPUFOUJBM XFBLOFTTFT 0&%$%

Furthermore this transparent structure would make crisis managemen t simpler. Only that
which must be rescued would be rescued, investment banks would be allowed to f ail or
continue separately depending on circumstances.

%XW GRQ<W WKH SURAWYV IURP WUDGLQJOVKNERDRIPYH OH
/P JUJT UIF PUIFS XBZ BSPVOE 1SPMWMGESPN° USBE XYHUBEFRSB
protection for essential banking services. 6 HSDUDWLRQ LV SDUW RI D JHQHUDC
FDQ UHVWRUH OHQGLQJ WR WKH "UHDO HRR GRRAW RMUCHVKH D L

Myth that trading is worth noting in this regard that today, European banks allocate on average o nly 28% of

VXSSRUWYV OHQGL é@r assets to lending).
The implicit but unwarranted guarantee lowers the funding cost of tradi ng

BDUJWJUJFT NBLJOH QSPmUBCMF NBOECWIBEGEG TU KH 4 DX FXSH
not guaranteed.

2. Other regulatory measures, such as capital requirements, have been slo w to
SFBDU UP imOBODJBM JOOPWBUJP OwJ SSAFNNFVOAUT GIF I @ 3/BEC
activities. Changing these incentives will result in more balanced bank be haviour.

Finance Watch/Bank structure



Making the case for separation

& +RZ WR HQG WRR ELJ WRR IDLO"

%DQNV VKRXOG QRW EH VR ELJ WKDW WKHLU |
SUREOHPV IRU WKH ZKROH HFRQRP\ DQG WKHL
JRYHUQPHQW WR UHVFXH WKHP

Action
Put an end to too-big-too-fail. A whole range of measures might be considered,
including but not limited to:
T implement a strict bail-in regime that will see all creditors bear the risk
of absorbing banks’ losses whilst respecting creditors hierarchy an d
deposit guarantees

put a cap on bank leverage,

— =

empower recovery and resolution plans and authorities to tackle tbtf,

—)

separate commercial and investment banking activities,

—)

consider caps on size.

The fact that many

EDONV DUH GHHPHSXWWLAFDWLRQ
"WRR ELJ WR IDLOJ F t)Bven thope\@ctivities which might be interrupted may require a governme nt rescue

PRUDO KD]DUG if the bank is so big (and / or so connected) that its failure will cause a systemic
problem e.g. if credit losses through the economy would cause contagion.
t Separation can be one amongst many tools that are used to put an end to too-big-
to-fail.
t If banks are prevented from being too-big-to-fail there is more chance thatt hey
can fail via normal insolvency proceedings without causing problems for the w ider
FDPOPNZ JF MJLF BOZ PUIFS mSN B®EXJUIPVU HPWFSON

‘RQ«<W VHSDUDWLRQ SURGXFH WZR V\VWHPLF EDQNYV LQ
This line of argument does not hold: it indeed suggests that we would, in fact, be sa fer by
NFSHJOH UPP CJH UP GBJM CBOLT JOUW BPF GBHND JOBFOMDH NVDI
t Separation, sensibly approached and in conjunction with other measure s, will
create two or more smaller banks where before there was one bigger one.
t 4FQBSBUJPO XJMM EFDSFBTF DPOWFBHJIPES R RVIU CRWMXFRFT
commercial and investment banking activities in the same group.
t Separation will decrease interconnection, as the separated commerci al bank will
mostly rely on its deposit-base for its funding needs, being therefore less e xposed
to market funding/liquidity risk.

Finance Watch/Bank structure



Making the case for separation

6RPH O\WKV DURXQG 6HSDUDW' RQ

Any gains in stability from separa N
WLRQ PXVW EH ZHLJK
increased cost for the real economy.

51JT BSHYVNFOU FGGFDUJWFMZ BD
GVOEJOH TVCTJEZ FYJTUT *U HPH

UIF GVOEJOH TVCTJEZ CBOLT XPV BOZ FUIFS NZUIT BSF B GPSN PG Ul
IJHIFS DPTUT UP UIF iISFBMw FDPO TPNF FYBNQMFT BSF

SHEXWWDO 7KH WUDGH RIlI SUHV
t  Such an argument ignores the current state of
Europe’s banks: European banking remains
in dire shape (partly in public hands and often

DOVH

,QYHVWPHQW EDQNLQJ V
the real economy.

in receipt of central bank liquidity provision).
Measures to stabilise the sector and bring a
SFUVSO PG DPOmMEFODF BSF NP
bank funding costs (i.e. without government /
central bank support) than to increase them.
Such an argument ignores the cost that the
current banking system has imposed on the
“real economy”: the current banking system
has cost Europe very dear: in direct bail-outs,
in increasing indebtedness of sovereigns as a
result and in the effects of the continuing credit
crunch. It is scarcely plausible that a reformed
banking sector could possibly cost more.

A false comparison between today’s banking
system after separation and a purely
hypothetical healthy banking system operating
in well-functioning economies serves no

J LSFHMEZX\l/JVE’NE DSFBTE
8IJMF DBQJUBM NBSLFUT DBO-CF
OBODJBM mSNT UP SBJTF MBSHF
percentage of investment banking activity relates to
OPO mOBODJBM mSNT -FTT UIBO
JTTVFE MFTT UIBO PG 05% EFS
than 5% of foreign exchange trading is used by the
real economy.
Furthermore, it is not clear at all that this small
percentage of investment banking activity would
become more expensive. For example, investment
banks might choose to reduce their margins, and
B EFDSFBTF JO UIF SJTL QSPmMF
combined with more transparent operations could
lead to cheaper funding.

purpose in assessing our current options.
In fact, lending might even get cheaper: lending
to the real economy is likely to be considered

BHSDUDWLRQ ZLOO FDXV
JRYHUQPHQW ERQG \LHO{

less risky and therefore be less costly than

trading activities. In addition lending to the real
FDPOPNZ JT MJLFMZ UP CF GSP
from a government guarantee of deposits.

Lastly, increased clarity and transparency on

the operation of banks is likely to lower, not
increase, funding costs.

5HEXWWDO

F@{;grﬂezeSéq{]E’?Lar%tiw’tﬁeali#e making markets
in government bonds, funding of inventory is not
dependent on the funding rate of the bank, funding
is achieved via collateralised borrowing against the
inventory of bonds held (using repo agreements).
There is therefore no relationship between the cost
of state funding and the structure of banks.

Finance Watch/Bank structure



Making the case for separation

'H QHHG D UHVW 2 DOO
UHIRUP LV H[KDXVWL
SDXVH DQG VHH ZKDW ZH

4PNF IBWF BSHVFE UIBU XF IBWF
SFGPSN GPS OPX BOE UIBU XF TIP

XIBU XF IBWF BDIJFWFE
7KH FUDVK ZDV FDXVH

residential lending and has
QRWKLQJ WR GR ZLWK VH

5\|7VE x&/ WDO
q TlTe experts appointed by the European
Commission found exactly the opposite. The

FT UIFSF XBT B IPVTJOH CVCCMF I IEUBI’OSD anP(%m%%s'éionappointedaHighLevel

DSJTJT CVUy Expert Group containing many bankers and

central bankers and headed by an eminent
central banker, Erkii Liikanen, to see what
remained to be done in the bank reform
process. The result of their deliberations,
amongst other things, was no, we have not yet
done enough and, yes, bank separation is a

) _ _ very important and missing piece of legislation.
with & heavy impact on employment and public t  Separation is complementary to the other

mOBODFT SIJT MBUFTU IPVTJO PN Blgg%|a%(}ll’l-[h%t is being considered so far and
was more serious than previous ones largely .
not an alternative.

t Infact legislation so far has not gone as far as
it might, the prime example being the failure to
impose meaningful leverage caps on banks.

SHEXWWDO

t  This housing bust, unlike most before it,
threatened to become a Great Global
Depression and if Depression was averted
in many countries the cost is set to be a
prolonged period of recession or zero growth

because of the interaction of commercial

and investment banking and the immediate
transformation of loans into tradable assets
that created a housing boom of unprecedented
proportions, the explosion of which affected
JOTUBOUBOFPVTMZ UIF XIPMF
hence the global economy.

This housing bust, unlike most before it,
imperilled sovereigns because governments
were obliged to bail out not only deposit banks
but also banking activities that they should not
have had to. This was because commercial
banking activities were not easily separated
from trading activities.

Separation will strengthen reforms already
proposed, and in particular the reform on bank
recovery and resolution: by separating certain
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t  Finance Watch agrees that changing the
culture in banks is important and that culture
stems directly from activities and incentives.
Commercial banking typically involves
long-term lending relations, trading typically
involves a short-term perspective. The nature

functions we can be sure that the reform will be

applicable.
of the activities drives the culture.

Separation would separate the cultures and

would avoid a situation where the short-term
oriented, deal-based, investment banking
DVMUVSF DBO OFHBUJWFMZ JO
relationship-based culture of commercial

banking.
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component of regaining the sovereignty of public interest over banks.
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banking and investment banking activities, are critical ways to reduce t he possibility of

taxpayers footing the bill when a potential bank failure threatens the whole e conomic

system.

This separation must split those activities which cannot be interrupte d, and which a bank

failure would interrupt, from those which either could be interrupted or w hich a bank

failure would notinterrupt. ,Q VKRUW LW PXVW VHSDUDWH GHSRVLWYV DQ
IURP AQDQFLDO PDUNHW.WUDGLQJ DFWLYLWLHYV

This separation must be affected prior to crisis as the only way to reduce moral hazard

and the implicit funding subsidy that trading arms of large universal banks t oday

CFOFmMU GSPN 4FRIBISB ULIPYHXWNMMY D FOHDU DQlktRdd®D QLQJIIXO
commercial banks and investment banks.
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therefore the rest of the economy, structural separation offers Europe an banking a lifeline
UISPVHI B SFUVSO UP TUBCJMJUZ BOE DPOmMEFODF

,Q VKRUW DQDO\VLV VKRZV WKDW Q RIRZLIWKLAD D QROLMR HXKYRIU
VWUXFWXUDO VHSDUDWLRQ LV WKH HQG WDIP\H D RUR(QX FHR SWKIHQ Z
IRU (XURSHDQ EDQNLQJ WR JHW EDFN RQ ION¥ RZWHHHWW QO/®
UHJDLQ VRYHUHLJQW\ RYHU EDQNYV
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Making the case for separation
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Capital Requirements Directive and Regulation

Bank Recovery and Resolution

Deposit Guarantee Scheme

Non-operating Holding Company

Over The Counter

Systemically Important Financial Institution

too big to fail






