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Dear Mr. Chairman, Honourable Members of the ECON Committee, 

Thank you for your invitation. This is a very important topic for the stability of the EU financial system. 
My presentation will briefly address three questions regarding bank structural  reform: 

1. which social benefits can we expect from it? 

2. how should it be designed to achieve these benefits? 

3. which are its possible social costs, due to side-effects on growth and/or market liquidity? 

 

1. Social benefits of bank structural reform  

Bank structural reform consists mainly of imposing constraints on the structure of banks so as to 
isolate their “core” banking activities (such as retail deposit-taking, lending to firms and households, 
and payments) from potential losses arising in their investment banking and security trading activities 
(for brevity labeled “trading” hereafter).  

The main social benefits that can be expected from such constraints on banks’ structure are: 

(i) reduction of systemic risks undertaken by banks,  

(ii) reduction of the scope of the implicit government guarantee to too-big-to-fail (TBTF) banks, and 
of the associated taxpayers’ liabilities. 

These two benefits are closely intertwined, of course, for two reasons: (i) the systemic risk 
undertaken by banks often results in taxpayers’ liabilities, and (ii) ex ante, implicit government 
guarantees encourage banks to take on more risk, sometimes with systemic effects. 

Why we can expect these two benefits? 

• Absent structural reform, the trading losses of banks impact on their lending to their non-
bank clientele and to other financial intermediaries: hence, a broad-based and severe decline 
in security prices depresses economic activity and triggers domino effects (“contagion”) that 
can destabilize the whole financial system. Structural reform can reduce these amplification 
and contagion effects, hence increase financial stability. 
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• Absent structural reform, banks’ trading can be funded at interest rates that reflect the public 
subsidies given to their deposit-taking activity: this cross-subsidy raises banks’ incentive to 
take risk in securities markets. There is indeed evidence that government support correlates 
with risk-taking by banks.1 Structural reform should reduce banks’ incentives to take large 
bets in securities markets. 

These benefits are likely to be particularly sizeable if structural reform targets the largest banks: 
these tend to have the largest exposures in securities markets (chiefly derivatives), are more active in 
investment banking, and are the most connected to other financial intermediaries, so that their 
collapse is most likely to have systemic consequences. This is highlighted by evidence in ESRB (2014), 
which shows that a measure of banks’ systemic risk (SRISK) is positively  correlated with bank size, and 
more so for banks with substantial trading activity (“universal banks”) than for those that engage 
mostly in lending (“narrow banks”):  

Figure 1. Predicted SRISK of universal versus narrow banks (from ESRB, 2014) 

 

In the graph, “narrow banks” are defined as those whose loans exceed 40% of their total assets, while  
“universal banks” are those whose loans are below this threshold, and therefore predominantly active 
in securities markets.  The figure underlines that both size and business models are correlated with a 
bank’s contribution to systemic risk. First, both lines have a positive slope: predicted SRISK rises as 
size (as measured by the bank’s total liabilities) increases. Second, the black line (referring to 
“universal banks”) is steeper than the grey line (referring to “narrow banks”): being a universal bank 
does not entail substantially more systemic risk at relatively small sizes, but it does for really large 
banks.  Hence, if one  wants to mitigate systemic risk, separation must target the largest banks, and 
especially those that engage mainly in trading rather than lending.  

                                                           
1 Marques, Correa and Sapriza (2013) document that the intensity of government support is positively related to measures 
of bank risk taking, especially in 2009-10.The econometric analysis in Annex A4.2 of the Commission’s report on implicit 
state guarantees to EU banks (EU Commission 2014a) finds that the European banks that receive a larger implicit public 
subsidy are riskier. 
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2. How should bank structural reform be designed?  

To achieve its objectives, reform should effectively isolate (“ring-fence”) the “core” banking business 
from the liabilities that may arise from trading activity. The most effective way of achieving this 
objective is to require banks to split into two completely separate companies, as done by the 1932 
Glass-Steagall Act. However, all the current or proposed separation reforms (U.S. 2010 Dodd-Frank 
Act, U.K. 2013 Financial Reform Act,  EU draft directive) stop short of such complete separation.  They 
try to isolate the core banking business from security trading risks by relying on two approaches: 

(i) proprietary trading ban: forbidding the bank as a whole from engaging in proprietary trading or  
investing in speculative funds (U.S. Dodd-Frank Act), with the exception of market-making activity; 

(ii) separation of the business group in two entities: requiring that certain security trading activities 
be removed from the deposit-taking entity (subsidiary) and entrusted to another entity, distinct in 
legal, economic, governance and operational terms (U.K. 2013 Financial Reform Act).  

The reform outlined in the EU draft directive contain both elements: it requires separation between a 
core banking unit and a trading unit for banks of global systemic importance and/or beyond a certain 
size, and it also bans banks’ proprietary trading, in the narrow sense of trading specifically dedicated 
to taking positions for making a profit solely for the bank’s own account. 

Of these two approaches, that of the U.S. Dodd-Frank reform is greatly hindered by the hopelessly 
difficult task of distinguishing market-making activities from other proprietary trading of the bank. 
The approach of the U.K. and of the EU draft directive does not suffer from this problem, but its 
effectiveness depends on the extent of the ring-fencing of the core banking activity from the group’s 
trading activity, and therefore depends on the 

(i) thresholds above which trading must be entrusted to a separate entity in the group; 

(ii) exceptions made for certain trading activities; 

(iii) allowed size of intra- and extra-group exposures of the core credit institution. 

Clearly, the larger are the thresholds under (i), the exceptions under (ii) and the allowed exposures 
under (iii), the more “porous” will be the wall separating the core banking activity from the group’s 
trading activity, and therefore the less effective the reform.  

As an example of the exceptions under (ii), it is worth noticing that  all three of the above-mentioned 
structural banking reforms make an exception for the trading of domestic sovereign debt. This is an 
obvious concern, in light of the recent sovereign EU debt crisis in which banks’ exposures to sovereign 
credit risk played a central role. Hopefully this concern will be addressed separately by reforming the 
EU prudential regulation of banks’ sovereign exposures.  
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3. Possible social costs of structural bank reform 

For brevity, I focus only on two possible side effects of structural bank reform: those on growth and 
on liquidity, in the context of the EU. 

3.1. Possible effects on growth 

When imposing further regulatory constraints on banks, one should ask whether this will not reduce 
lending to firms and households , as well as the efficiency of  its allocation. While in principle 
appropriate, in the current circumstances of the EU this concern is unwarranted: 

First, there is evidence that Europe is overbanked (ESRB, 2014), in the sense that its banking sector 
has reached a size where it no longer makes a positive contribution to economic growth. Several 
studies document that beyond a threshold level of credit to GDP, the positive relationship between 
financial development and economic growth vanishes, and even turns negative,2 as exemplified by 
Figure 2 (based on the estimates of Arcand, Berkes and Panizza (2012):  

Figure 2. Private credit and growth (from Arcand et at., 2012) 

 

Second, ESRB (2014) also documents that the overbanking problem of the EU largely arises from the 
largest banks, which are precisely those that would be affected by separation according to the 
proposed EU directive. If the largest 20 banks’ assets had grown in line with nominal GDP since 1996 – 
and GDP growth had been the same – the size of the banking system (relative to GDP) in 2012 would 
have been roughly the same as in 1996: the near-doubling in its size relative to GDP is entirely 
accounted by the growth of the largest 20 banks! 

                                                           
2 See Rousseau and Wachtel (2011), Arcand, Berkes and Panizza (2012), Cecchetti and Kharroubi (2012), Barajas, Beck, 
Dabla-Norris and Yousefi (2013), Law and Singh (2014), Manganelli and Popov (2013), Ductor and Grechyna (2013), 
Cournède and Denk (2014), among others. 
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3.2. Possible effects on liquidity 

Another possible cost of structural bank reform is that it may induce the large banks that currently 
provide dealing services on securities markets to scale back their commitment to the provision of 
market-making services. The resulting reduction in market liquidity may result in a higher liquidity 
premium being required by investors on securities, and thus ultimately hurt the issuers of these 
securities. As a first indication of such problems, some observers point to the recent reduction in the 
market-making inventories of banks and the rise of bid-ask spreads in the corporate bond market. 
However, these concerns overstate the possible effects of the EU separation proposal on market 
liquidity, for the following reasons: 

First, the EU proposal forbids proprietary trading, but permits market-making, subject to certain 
conditions. 

Second, the recent drop in banks’ market-making inventories and liquidity is limited to the corporate 
bond market, while measures of liquidity in other markets point in the opposite direction, and in any 
event banking structural reform is still to be implemented, so that it cannot be held responsible for 
the drop in liquidity on the corporate bond market (BIS, 2014). 

Thirdly, even if banks were to reduce their market-making activity in securities markets, they could 
well be replaced by other liquidity providers, such as hedge funds and high-frequency traders, which 
are currently crowded out by the large banks’ ability to cross-subsidize their market-making activity 
owing to the implicit TBTF guarantee that they enjoy. This substitution of banks by other market-
making intermediaries could be facilitated by the transition from the opaque and fragmented OTC 
markets typically favored by large banks to transparent, centralized markets with electronic limit 
order books. 

Finally, it is difficult to determine which is the socially optimal level of market liquidity: in any event, if 
one were to conclude that market liquidity is to be subsidized (because market forces undersupply it), 
there are much more direct, transparent and efficient ways to enhance market liquidity than doing 
so indirectly by cross-subsidizing its provision by large banks via the TBTF guarantee. Apart from being 
a very roundabout way of subsidizing market liquidity, this implicit subsidy carries with it socially 
harmful consequences of increased systemic risk and large potential taxpayers’ liabilities. 

 

Thank you very much for your attention. I am looking forward to an open and fruitful discussion.  
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