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l. Introduction

In the context of the prudential regulation andesujsion of bankg,the term “ring-fencing”
has been used with a variety of meanings over tipm@r to the global financial crisis of
2007-9, it would be associated, first and foremast) a specific approach to the insolvency
resolution of financial institutions that formedrpaf larger cross-border group of banks or
financial companies more generally: Once a brarrcbubsidiary, or indeed the group as a
whole, became insolvent, host-country authoritiesba try to protect the branch’s or sub-
sidiary’s depositors, other clients or local creditas a whole by “ring-fencing” its assets
against inclusion in insolvency administration aguldation administered abroad, which
would usually have been initiated and administeredusively by home-country authorities.
In the case of branches, this would be accomplistyedonfiscating some or all assets held
within these branches that would otherwise becoare gf the insolvent estate administered
under foreign insolvency lafvin the case of subsidiaries, by contrast, hosktrglauthorities
would subject the subsidiaries to separate insclvgmoceedings, and prevent any foreign
regulator or insolvency administrator from intenfigr with these proceedings. In the same
context, in view of growing experience with the adistration of complex cross-border bank
insolvencies, and out of concern about the impbeat of the prevailing concept of home-
country supervision for local depositors and markébst-country authorities also adopted
another, preventive sort of ring-fencing, in thenfioof restrictions on upstream intra-group
payments from local subsidiaries (or even intrezfpayments from local branches) to (par-
ent) companies in another jurisdictidthroughout the present paper, both ékeanteandex
post form of ring-fencing in this sense will be refatréo as “jurisdiction-oriented” ring-
fencing?

Lately, ring-fencing has acquired even greater pnence as a catchphrase for the legal and
commercial isolation of certain banking activitideemed to be particularly important in
macro-economic terms within a banking group, witlview to protecting such activities
against the risks emanating from less economigaiportant functions (such as proprietary
trading and other investment banking business)s €ancept, developed in the United King-

! See also, discussing a broader range of meartiagstihose of relevance within the context of thespnt pa-
per, Steven L. Schwarcz, “Ring-Fencing”, 87Cal. L. Rew69 (2013) pp. 74-81, who differentiates between th
following concepts: “ring-fencing to make a firmrdauptcy remote,” “ring-fencing to help a firm opég on a
standalone basis,” “ring-fencing to preserve a 'Srimusiness and assets” and, finally, “ring-fenciadimit a
firm’s risky activities and investments”.

2 See furtheinfra, I1. A.

®Infra, Il. B.

* See also, employing a similar terminology, Kati#l@ister and Inci Otker-Robe, “Ring-fencing CrosssBer
Banks: An Effective Supervisory Response?” (20a4ailable at http://ssrn.com/abstract=2384687, {Jg@o-
graphical ring-fencing,” “territorial approaches”).
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dom under the auspices of the Independent Commigaaking (also known as the “Vickers
Commission” after its chairman, Sir John Vickemi)d recently enacted in law by the Finan-
cial Services (Banking Reform) Act 2013 (ch. 33),only one aspect of a global trend to-
wards the segregation of commercial and investrbanking for prudential reasons, which
could eventually trigger the demise of the very aapt of traditional universal bankifig.
Hereafter, this form will be referred to as “adiies-oriented” ring-fencing.

The present paper examines those different mearindssuggests a harmonised functional
definition of ring-fencing as a protective concepimployed eitheex anteor ex post(i.e.,
ahead of, or upon, insolvencyhffa, 1l.). On this basis, the rationale — as well ateptial
conceptual shortcomings — will then be discussetth avparticular emphasis on a comparison
between the UK approach and a recent Commissigmopab on an EU Regulation on struc-
tural banking reform in Europeénra, Ill.). The paper concludes with a summary of tee
spective merits and shortcomings of the differgmtraaches, and identifies key issues for
future research and analysis in this contaextd, 1V.).

II.  The evolution of ring-fencing as a regulatoryconcept — comparison and
consequences

A. “EX POST RING-FENCING AS ANINSTRUMENT FOR THEPROTECTION OFDOMESTIC
MARKETS AND MARKET PARTICIPANTS IN CROSSBORDERBANK INSOLVENCY

In what appears to be its oldest form in the cantéxbanking regulation, the term “ring-

fencing” has been used to describe a specific fofrthe treatment of branches of foreign
banks by host country authorities in insolvencynaely the strict treatment of such branches
as separate entities with assets and liabilitiggars¢e from those of the foreign institution.
The separation of “local” assets and their distidouto “local” creditorsj.e., the separation

of property and transactions conducted throughldbal branches from business activities
conducted in other parts of the firm or group, tfaglitates the preferential treatment of local

® See Independent Commission on Banking, “Final Rep&Recommendations* (September 2011, the “Vickers
Report”), available online at https://www.gov.ukigonment/policies/creating-stronger-and-safer-baast
visited 20 June 2014). And see id., ‘“Interim Report(April 2011), available at
http://webarchive.nationalarchives.gov.uk/2012120Wb4/http://www.hm-
treasury.gov.uk/d/icb_interim_report_full_documpdt.

% Infra, 1. C.

" Hereafter, the focus will be exclusively on a camigon of reforms implemented, or initiated, in thrited
States of America and Europe. While a number oémtstructurally different but functionally relatedncepts
are discussed in the international debate, suehnaltives are beyond the scope of the present papefurther
discussion of such models, e.g., those promotiagitbhation of “narrow,” or “utility” banks, see gaally Julian
T.S. Chow and Jay Surti, “Making Banks Safer. Caoicker and Vickers Do It?, IMF Working Paper
WP/11/236 (2011), available at https://www.imf.@gernal/pubs/ft/wp/2011/wpl11236.pdf.
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creditors over creditors of the same legal entibovihave contracted with the firm in other
jurisdictions® In practice, this essentially amounts to a sttenial of cooperation with home
country supervisory or resolution authorities, adistrators or liquidators appointed under
home country legislation, whatever powers suchragtay enjoy under that legislation. If the
home country regime provides for the entity-wideadreatment of all creditors, irrespective
of domicile and the law applicable to their indiva relationship to the insolvent firm, the
ring-fencing of assets located in a specific hasintry runs counter to that guiding principle.
This may come with potentially drastic economic sEguences for creditors of the company
elsewhere, and indeed for the management of insofvproceedings as a whole, if the re-
spective branch holds sizeable assets which, aasequence of ring-fencing, are no longer
available for distribution in the main insolvenappeedings run abroad.

The application of this approach first attracteok@ader attention among regulators and stan-
dard-setters world-wide in the context of the infaus collapse of the global operations of
Bank of Credit and Commerce International SA (BC@I)Luxemburg-based international
bank holding with operations, branches and sulbsédian 78 countries. The holding and
group became insolvent in 1991 and were liquid@teal globally coordinated but still inevi-
tably haphazard and protracted effbithe complexity of the global unwinding of the bank
operations, as well as the repercussions on relgaothglobal markets, brought to light not
just the absence of any form of universally agrlsghl standards and frameworks for the
cooperation of home and host country authoritiethaninsolvency of multinational banks.
More specifically, it also highlighted the conseqces of host countries applying the ring-
fencing approach in such contexts, which, for edempS regulatory authorities did with
regard to the local outfits &CCIin New York and California, making use of theiatsitory
powers under the New York Banking L¥hand the Californian Financial Coderespec-
tively.'? In a report on lessons learnt from BECI case released by the Basel Committee on
Banking Supervision, the broader implications a$ @ppproach was succinctly summarised as
follows:

8 Cf., e.g., Eva HiipkesThe Legal Aspects of Bank Insolver{2900), p. 143; see also Basel Committee on
Banking Supervision “The Insolvency Liquidation of a Multinational Bl* (December 1992), available from
http://www.bis.org/publ/bcbs10c.pdf; Basel Comn@ten Banking Supervision, “Report and Recommendatio
of the Cross-Border Bank Resolution Group” (20H¥gilable at www.bis.org/publ/bcbs169.pdf, at p. 16

° See generally, e.g., Basel Committmepran. 8; Brian Quinn, Robert M. Morgenthau and Lottbinas Bing-
ham, “Banking supervision after BCCI”, ithe Emerging Framework of Financial Regulati@@harles A. E.
Goodhart ed., 2000), p. 445. On the events leatdinige insolvency in this case, and on frictionsueen home
and host country supervisory authorities in thispeet, see “Return to an Address of the HonourtlgldHouse
of Commons dated 22 October 1992 for the Inquity the Supervision of The Bank of Credit and Conueer
International”, Cmnd. 198.

12 5ee N.Y. [Banking] Law § 606(4).

1 See Cal. [Financial] Code §§ 1810, 1811(g)-(h).

12 see, for further discussion, Hiipkeapran. 8, pp. 143-4.
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“The separate-entity doctrine is followed in theitdd States. Under this doctrine each
branch or agency (branch) of a foreign bank opegati the United States is treated as
a separately incorporated legal entity for somepses. In the event of a liquidation
of a foreign bank with a US branch, the branch wd# liquidated separately from
the entity as a whole. Creditors of a US branchld/dse paid from the assets of that
branch and other assets of the bank in the jutisdicThe US liquidator would mar-
shal not only the assets of the branch worldwidealitassets of the bank in the Uni-
ted States. If the assets of the branch were icgrif, the creditors of that branch
might be able to prove their claims in other juietdns. Creditors of other branches
could not participate in the US liquidatioh”

The doctrine is clearly motivated by concerns alibatposition of local creditors of foreign
banks, who might be confronted with legal and loggd problems when forced to file, and
potentially to defend, their claims in insolvenapgeedings abroad. At the same time, ring-
fencing in this sense also allows host country aifies to balance out potential weaknesses
of home country authorities in terms of both thegoimg supervision and their willingness to
act promptly and decisively in the event of finahg@roblems occurring within the firms un-
der their supervision. In particular, home courguwghorities may be found to adopt a lenient
approach in order not to compromise interests maigng in their home turf, and pay less re-
gard to interests of foreign stakeholders, to wtibay are neither directly nor indirectly ac-
countable®® In such cases, ring-fencing by host country aitiesrcan operate so as to reduce
the externalities for local constituents. In othards, the concept reflects — at least to some
extent, understandable and legitimate — reservatvaith regard to a lack of protection for
local constituents. These are directly attributablshortcomings of the prevailing concept of
home-country supervision as the internationallyepted standard for the delineation of regu-
latory and supervisory powers for local depositmd markets, which has been promoted as
international “best practice” on the initiative thie Basel Committee on Banking Supervision
since the 19805, and also has been implemented, by a series otcotige directives since

13 Basel Committeesupran. 8, p. 2.

4 Cft, e.g., Joseph D. Gatto, “Branches, Subsidiaridsrameign Bank Insolvency,“J. Comp. & Cap. Markets
L. 173 (1985) p. 182 (expressing characteristic corscthat the submission to a single-entity apprdaciuld
put U.S. depositors at the mercy of a potentiadigtite foreign receiver); and see Hupkagpran. 8, p. 144.

15 Starting with the first Basel “Concordat” in 198Be Basel Committee developed the concept andaads-
ingly complex set of recommendations on conditifursits effective implementation through a seriéslocu-
ments over time. See, e.g., Michael Gruson and §8aolf Feuring, “Convergence of Bank Prudential Super
sion Standards and Practices Within the Europeamn@mity”, in: Bank Regulation and Supervision in the
1990s(Joseph J. Norton, ed., 1991), pp. 45 et seq.phodeNortonDevising International Bank Supervisory
Standardg1995), pp. 122-46 (Europe); George A. Wallketernational Banking Regulation — Law, Policy and
Practice (2001), pp. 83-131; see also (recounting the naims within the Basel Committee that led uphe t
1983 Concordat) Charles Goodhdithe Basel Committee on Banking Supervision — AoHjistf the Early Years
1974-1997 (2011), pp. 96-126.

5



the Second Banking Law Directive of 1989, as a iggicrinciple for the allocation of re-
sponsibilities for the supervision of cross-bordetivities within Europé® Finally, ring-
fencing in this form has also been justified on gineunds that it fosters healthy competition
among the respective (home and host country) atiggrby improving incentives for on-
going effective monitoring of their respective giend reducing incentives for forbearance in
view of financial problemé’

While the BCCI case has illustrated the advantagesg-fencing for host country authori-
ties!® it has also highlighted significant drawbacks leé ttoncept, however. The separate
treatment of foreign-owned branches obviously reosnter to the smooth, coordinated
treatment of multinational banks in distress. Bykiag the economic interests of host country
creditors above those of creditors elsewhere, sb gdrovokes conflicts between different
groups of stakeholders in insolvency, which in taray have an adverse bearing both on the
smooth implementation of liquidation or administratand, to the extent that the resulting
unequal treatment of creditors in the same ranlksesawnanticipated losses, indeed on the
stability of local and global markets. Against theckdrop, regulatory ring-fencing of the sort

16 Second Council Directive 89/646/EEC of 15 Decemb@89 on the coordination of laws, regulations and
administrative provisions relating to the takingamm pursuit of the business of credit institutiansl amending
Directive 77/780/EEC, OJ L 386 p. 1. This instrutmems substituted by Directive 2000/12/EC of thedpgan
Parliament and of the Council of 20 March 2000the¢ato the taking up and pursuit of the businefssredit
institutions, OJ L 126 p. 1, which in turn was sigeeled by Directive 2006/48/EC of the Europeanidadnt
and of the Council of 14 June 2006 relating to tddeng up and pursuit of the business of credititinsons
(recast), OJ L 177 p. 1. The present regime has bstablished by Directive 2013/36/Ethe European Par-
liament and of the Council of 26 June 2013 on a&teshe activity of credit institutions and thaigential su-
pervision of credit institutions and investmentrf, amending Directive 2002/87/EC and repealing®ives
2006/48/EC and 2006/49/EC, OJ L 176 p. 338, andulrégn (EU) No 575/2013 of the European Parliament
and of the Council of 26 June 2013 on prudentiguirements for credit institutions and investmemh$ and
amending Regulation (EU) No 648/2012, OJ L 176 .pUdder this new frameworkhe principle of home-
country supervision is now stipulated by article @Directive 2013/36/EU, while the “European Passp
principle is set out by the provisions of Title ¥riicles 35-43) of that instrument. See generallg,, Lisa
Dragomir,European Prudential Banking Regulation and Sup@mi§2010), pp. 76-8, 165-81; Christos Gortsos,
Fundamentals of Public International Financial L42012), pp. 238-43; Roel Theissdfl) Banking Supervi-
sion (2013), pp. 32, 41, 200-3.

" Ernest T. Patrikis, “Role and Functions of Autties: Supervision, Insolvency Preventive and Liqtiich”,
in: International Bank Insolvencies: A Central Bank $mrctive283, 290 (M. Giovanoli and G. Heinrich, eds.,
1999); discussed critically by Hipkesipran. 8, p. 144.

18 See, e.g., Statement by Ernest T. Patrikis, thest Wice President, Federal Reserve Bank of NewkYim:
Group of Thirty,International Insolvencies in the Financial SectarStudy Group Repo(L998), p. 87:

“BCCI presented a complex cross-border insolveighat would you do if you were a host-country
supervisor facing such an event? | would wager ybatwould do your best to ensure that the branch
had sufficient assets to cover its liabilities twaffiliated persons. You would do this by requiritige
office subject to your jurisdiction to maintain atsexceeding liabilities in your jurisdiction. (.\\When

the bank closed, you would hope to have sufficéasets to pay creditors of local offices. Is thatXIn

a bank bankruptcy, not all liquidators will be inpasition to pay creditors of local offices. Isnibt
fairer to combine all assets and have a single,ehoountry liquidation? Perhaps, but the problem was
that BCCI had branches in some countries where bapkrvisory practices were lax and there would
be a substantial shortfall of assets. For the driiates, BCCI was the typical case. In recentsyear
failure of a foreign bank has resulted in lossesréalitors of the United States offices of the bank
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provided for under US American banking legislatfois even less cooperation-friendly than
ancillary insolvency proceedings, which, in the tesm of international insolvency law, have

come to be accepted if not as an optimal, buteet ieorkable concept, with established and,
by and large, universally agreed principles for umalitecognition and coordination with main

proceedings’

In view of these considerations, it is hardly sisipg that this emanation of jurisdiction-
oriented ring-fencing has met with severe criticisom academics, regulators and standard-
setters, who strongly advocated improved intermaficoordination along the principle of
single-entity home-country responsibility for ingehcy treatment, especially since the fallout
of BCCI had drastically exposed the shortcomings of thetdealist approach in the early
1990s*! Not surprisingly, such criticism turned out to particularly influential within the
European Union, where the First and Second Barlkéwg Directive$? had already paved the
way for formalised cooperation between home couatrgl host country authorities in the
context for the ongoing supervision of banks. Agsult, notwithstanding considerable con-
troversy on technical solutions for the delineatadnpowers and conflicts-of-laws rules in
cross-border insolvencies, Directive 2001/24/ECtlo@ winding-up and reorganisation of
credit institution$® was finally adopted as a corollary to the EC Imenty Regulatioff, and

as a functional substitute for the Regulation ia tontext of bank insolvenciésBy ex-
pressly allocating the responsibility for the remmggation and liquidation of credit institutions
to home country authoriti€s and by providing for the Community-wide immediaféect of
reorganisation and liquidation measutéthe Directive ruled out the application of the @ep
rate-entity treatment of branches by home counithaities, be it in the form of formal an-
cillary insolvency proceedings (as allowed by th@ BEsolvency Regulatidf) or indeed in

19 See agaisupra nn. 10 and 11.
2 Seesupra n. 16 and accompanying text.

2L See, characteristically, Group of 3Wpran. 17, p. 38; Hiipkesupran. 8, p. 144; see also Basel Committee
on Banking Supervisiorsupran. 8, at p. 9 (discussing the implications fololrency management and possible
remedies).

22 First Council Directive of 12 December 1977 on @wordination of Laws, Regulations and Administrati
Provisions Relating to the Taking up and Pursuithe&f Business of Credit Institutions (77/780/EEQ)] L
322/30 (1977); Second Council Directiweipran. 16.

% Directive 2001/24/EC of the European Parliament ahthe Council of 4 April 2001 on the reorganisat
and winding up of credit institutions, OJ L 125Vay 2001, p. 15.

24 Council Regulation (EC) No. 1346/2000 of 29 Map@®n insolvency proceedings OJ L 160/1 (2000).

% gee generally, e.g., Gabriel Moss and Bob Wegedis),EU Banking and Insurance Insolven@006); Ge-
orgina Peters, “Developments in the EU”, @ross-Border Bank InsolvengiRosa M. Lastra, ed., 2011), pp.
128-60.

% Directive 2001/24/ECsupran. 23, arts. 3(1) (on reorganisation measuresp&h{1) (on winding-up).
" Directive 2001/24/EGsupran. 23, arts. 3(2) and 9(1)(2), respectively.
2 Council Regulation (EC) No 1346/2000 of 29 May 2@®d0insolvency proceedings, OJ L 160 p. 1.
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the form of supervisory ring-fencing. Interestingtiie principle of mutual recognition was
prescribed without substantive harmonisation wattpard to the powers and procedures avail-
able to Member States’ authorit@sThe Directive thus left aside the question whether
established frameworks in the Member States woelddequate in terms of technical effec-
tiveness and of their capacity to sufficiently qardee the equal treatment of creditors in the
relevant home and host countries. In this respbet,Directive prescribed only a few safe-
guard$® that could be difficult to enforce especially iretcontext of non-court-administered,
exclusively supervisory-led reorganisation or wirgdup measures.

Arguably, given the lack of consensus both as ¢éopiblicy objectives to be pursued by bank
insolvency regimes, and as to the technical desighe framework (including mechanisms
for cross-border cooperation between competenbaitids and liquidators or administrators),
the concepts of universality and single-entity hason followed by Directive 2001/24/EC,
modified only by some exceptions with regard tolt#ve applicable to specific rights and con-
tractual relationship¥: certainly are not free from doufitEspecially in the absence of bind-
ing legal arrangements for the cross-border codiperaf authorities in bank insolvencies,
i.e., outside the territorial scope of the Direetia skeptical approach by host-country super-
visors preferring ring-fencing over reliance on thg and effective management by foreign
authorities could still be justified on the grourafspublic policy concerns, irrespective of the
potential systemic implications of the applicatizfithe separate-entity approattt remains

to be seen whether or not the reluctance to sutanfibreign-run insolvency resolution will
decrease over time, in view of recent significaeps towards a greater substantive harmoni-
sation of national bank resolution regimes thatehasen accomplished on the initiative of the
Basel Committe¥ and the Financial Stability Boardwhich have also influenced the har-

29 Cf. Directive 2001/24/ECsupran. 23, preamble, recital 6: “The administrativejudicial authorities of the
home Member State must have sole power to decida apd to implement the reorganisation measures pro
vided for in the law and practices in force in tMgmber State. Owing to the difficulty of harmonigiMember
States' laws and practices, it is necessary tblegtanutual recognition by the Member States ef ieasures
taken by each of them to restore to viability thedit institutions which it has authorised.”

%0 See Directive 2001/24/E@upran. 23, articles 7 and 16 (right of creditors tdde claims in reorganisation
and winding-up measures, respectively); see ihlisb, preamble, recitals 12 and 16 (stressing the |eoest-
ment of creditors as a key objective of the Dinegl}i

31 See Directive 2001/24/E@upran. 23, Title IV.

32 For further discussion, see Jens-Hinrich Bindgankeninsolvenzen im Spannungsfeld zwischen Bankauf
sichts- und Insolvenzrecf005) (in German), pp. 697-711.

% For a similar conclusion, see also Rosa M. Lastraernational Law Principles Applicable to CroBsrder
Bank Insolvency,* in:Cross-Border Bank Insolvencgupra n. 25, p. 161, at pp. 170-1; D’Hulster &ter-
Robe,supran. 4, pp. 4-5 (same).

3 See, in particular, Basel Committee on BankingeBuipion “Report and Recommendations of the Cross-
border Bank Resolution Group” (March 2010), avdéadt www.bis.org/publ/bcbs169.pdf.

% See Financial Stability Board, “Key Attributes Bffective Resolution Regimes for Financial Insiitus”
(October 2011), available at www.financialstabbitard.org/publications/r_111104cc.pdf.
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monisation of national regimes in Europe by thently adopted Bank Recovery and Resolu-
tion Directive (BRRD)*®

To be sure, within Europe, the BRRD has not jusbtiuced a consistent set of resolution
tools for application in all Member States, bubasggnificantly reinforced the framework for
cross-border cooperation both within the EU andobey’ Within Europe, group resolution
efforts, as a rule, are to be coordinated by thesalidated group-level resolution authority,
with only limited scope for independent resolutamtion by national resolution authorities for
individual group companie®.Within this frameworkad hocring-fencing of assets by host
authoritiesex postare hardly conceivable. However, whether this Wl sufficient so as to
remove incentives for host authorities locatedon-&U Third countries to protect their con-
stituents by ring-fencing the domestic operatiohdm@nches or subsidiaries of EU banks
probably will depend on their assessment of themg@l implications of foreign insolvencies
on their domestic markets. Representatives of UBoaties have indicated that they may,
over time, adjust past policies in this respéqipssibly reflecting a greater trust in the will-
ingness, and ability, of foreign (home country)rauities to apply the same standards to US
branches and their relationships to counterpagsethey would vis-a-vis their regulatees in
their home turf. On the other hand the Federal Res8ystem, on the basis of § 165 of the
Dodd-Frank Act of 2016° has just established a highly comprehensive sapetific re-
guirements for large foreign banks, including teguirement to concentrate all US operations
under the roof of a domestic intermediate holdingqpany, which clearly reflects the desire
to secure full autonomy over resolution action amttbpendence from policy choices made by
the home authorities with regard to these operafibAt any rate, with substantial technical

% Directive 2014/59/EU of the European Parliament ahthe Council of 15 May 2014 establishing a feam
work for the recovery and resolution of credit ingtons and investment firms and amending CouDaiéctive
82/891/EEC, and Directives 2001/24/EC, 2002/47/R0@04/25/EC, 2005/56/EC, 2007/36/EC, 2011/35/EU,
2012/30/EU and 2013/36/EU, and Regulations (EU)1083/2010 and (EU) No 648/2012, of the European
Parliament and of the Council, OJ L 173 of 12 J20&4, p. 190.

37 See BRRD, Titles V (on “Cross-border Group Resohitwithin the EU) and VI (on “Relations with Thir
Countries”).

3 See generally BRRD, articles 87 (general prinsipl88 (resolution colleges), 91 and 92 (procedamal sub-
stantive requirements for resolution action intietato groups); specifically on the conditions fodependent
action by host authorities in this context, seelat 91(8) and 92(4).

% E.g., Remarks by William C. Dudley, President &tdef Executive Officer of the Federal Reserve Bahk
New York, at the 2013 Resolution Conference “Plagrfor the orderly resolution of a global systertican-
portant bank,” Washington DC, 18 October 2013 wwvisvdrg/review/r131021d.pdf (indicating that US arth
ties might be open to submit to greater internai@ooperation as a result of growing convergerigesolution
approaches); speech by Jerome H. Powell, MembifvedBoard of Governors of the Federal Reserve 8ysie
The University Club, New York, 2 July 2013, avallalht www.bis.org/review/r130703b.pdf (same).

40 Dodd-Frank Wall Street Reform and Consumer Priotecict of 2010, Pub. L. No. 111-203, 124 Stat. @37
(2010).

*1 Cf. Federal Reserve System, Enhanced Prudentiabitds for Bank Holding Companies and Foreign Bank
ing Organizations (amending 12 CFR Part 252), Fddregister vol. 79 no. 59, p. 17241 (27 March 2044
pp. 17268-17269 (stressing the need for indepemgdnd noting that the regime was not inconsistetit ef-
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problems ahead, the viable implementation of thve fnemework in the context of large, mul-
tinational banking groups presently seems far fguaranteed, howevét which again could
undermine efforts to do away with protectiee postring-fencing in insolvency for the time
being. In this regard, the recent international kvan harmonised requirements for total loss
absorbing capacity with a view to ensuring the if@bty of bail-ins even in large, interna-
tionally active groups could prove particularly pfel, in that they could help to ensure that
all group companies be funded in a way that woattlice the impact of insolvency on local
stakeholders and thereby reduce the incentivessifauthorities to resort to ring-fenciffy.

B. “EX ANTE” RING-FENCING AS APRUDENTIAL TOOL TOCONTROL RISK ALLOCATION IN
BANKING GROUPS

1. The concept in the light of US regulatory preeti

Ring-fencing upon insolvency works effectively metinterest of host-country creditors of a
branch of an insolvent bank only if the assets lidhat branch are sufficient to meet the
relevant claimsEx postring-fencing by host-country authorities will tleéore be preceded
frequently by efforts to force branches of foreigstitutions to hold, and retain, assets
deemed sufficient to meet the claims of the credlitd that branch, which effectively restricts
the ability of such branches to upstream finanaral other resources to their headquarters, or
indeed to other group companies, abr&fath the United States, for exampk antering-

forts for global coordination of bank resolutioifhe final rule (“Rule YY”) is set out from pp. 1731the re-
quirement for foreign banking organizations holdung. assets of USD 50 bn or more to establismemnmedi-
ate holding company is prescribed by 88 252.1502&424153.

“2 See, for further discussion, Jens-Hinrich BindBesolution Tools”, Ch. 3, inBBank Recovery and Resolution
in Europe: The BRRD in Contefdens-Hinrich Binder and Dalvinder Singh, edsthitoming 2015).

3 See Financial Stability Board, ‘Adequacy of logsarbing capacity of global systemically importhanks in
resolution. Consultative Document’, 10 November £04vailable at www.financialstabilityboard.org/wp-
content/uploads/TLAC-Condoc-6-Nov-2014-FINAL.pd&esalso Financial Stability Board, ‘Structural Bangk
Reforms. Cross-border consistencies and globahdiiaa stability implications. Report to G20 Leadéos the
November 2014 Summit’, 27 October 2014, available t a
www.financialstabilityboard.org/publications/r_1£1Qpdf, pp. 7-8.

“ For an early definition of ring-fencing that refte this approach, see Inwon Song, “Foreign Barpe8iision
and Challenges to Emerging Market Supervisors,” IMWorking Paper WP/04/82, available at
https://www.imf.org/external/pubs/ft/wp/2004/wp04paf, p. 19:

“Ring-fencing’ involves isolating the bank fromhar companies in the group by taking several ac-
tions, for instance by: (i) prohibiting or placisgvere limits on the financial exposure of the bagia-
vis other companies in the group; (ii) restrictihg volume of funding the bank receives from compa-
nies in the group; and (iii) ensuring that direstand management of the bank can operate the bank i
dependently of the group management.”
For a comparison of host country practices in tkigard, see Katia D’Hulster, “Ring-Fencing Crosgd&o
Banks: How is it Done and How Important is it?” {20, available at http://ssrn.com/abstract=2384%0%l
see, discussing bo#tx anteand ex postring-fencing, Basel Committee, “Report and Recomautagions of the
Cross-Border Bank Resolution Grouglpran. 8, p. 16.
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fencing to that end has been expressly recogniseathte regulation for foreign banfksand
reportedly has been practised on a regular basisder to prepare the grounds fox post
ring-fencing if the relevant institution became dhent at a later stad8.As discussed
above?’ the recent introduction of special prudential iegments and the need to create in-
termediate bank holding companies for the domegterations of large foreign-owned bank-
ing organisations in the United States is onlyl#test exemplare for the express recognition
of the concept in modern US regulation.

2. Ex-ante ring-fencing and the European frameviorianking regulation

Within Europe, by contrast, the picture is more pboated. Under existing EU banking regu-
lations, Member States are free to prohibit thevision of banking services through branches
only with regard to institutions from non-EU thioduntries, and to request such interested
institutions to carry out their activities througtibsidiaries instead, which would then have to
be licensed as a separate institution in accordantte the harmonised prudential frame-
work.*® There presently appears to be a wide-spread tepdenong Member States to make
use of this discretion, which may be attributabléhte lack of express ring-fencing provisions
in relation to third country branches in many EUigdictions?® Changes to existing group
structures may also be enforced as a result oé¥hkiation of recovery plans or the assess-
ment of the resolvability of institutions and greupnder the BRRE® With regard to EU
branches and subsidiaries of EU banks, by conttassituation is different. Conceptuallx
antering-fencing vis-a-vis branches or subsidiariegsfitutions domiciled in other Member
States is hard to defend on the grounds of thetyieé@edoms of Establishment and Free
Movement of Capital (articles 49 and 63 TFEU, resipely). When applied to branches of
EU credit institutions, it also runs counter to theding principle of European banking regu-
lation, namely the free pursuit of banking busineg<xredit institutions duly licensed in one

“SE.g., N.Y. [Banking] Law § 202-b; Cal. Financiab&® § 1810.
“6 See, agairsupra n. 17 and accompanying text.
“"Supra nn. 40 and 41 and accompanying text.

“8 Cf. Directive 2013/36/EUsupran. 16, article 47. See, generally, Theissampran. 16, p. 276; Tobias H.
Troger, “Effective Supervision of Transnational &cial Institutions”, 48ex. Int'l L.J.177 (2013), pp. 202-7.
* Theissenibid.

¥ See BRRD, articles 6(6)(2)(c), 7(2)-(4) (on reayvelans) and articles 17(5)(g) and (h) and 18owers to
address or remove impediments to resolvability)r fwmther discussion on these powers, see JenseHinr
Binder, Resolution Planning and Structural BankdR&f within the Banking Union, Working Paper (Decamb
2014), available at http://ssrn.com/abstract=258003
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Member State through branches operating in all roMember States (“European Pass-
port”).51

Consequently, the present Union law framework fodpntial requirements does not provide
for powers for host country authorities to requranches operating under a European Pass-
port within their country to retain specific assdts fact, article 17 of the new Capital Re-
guirements Directive, or “CRD IV” (just as its pesmkssors) expressly prohibits the applica-
tion of endowment capital charges to branches dpgrander the European Passport. Like-
wise, article 49(3) of the Directive expressly phofs supervisory measures by host country
authorities that would amount to a “discriminatoryrestrictive treatment on the basis that an
institution is authorised in another Member StatéSwever, host country authorities reserve
some information rightd and also retain the right to conduct independeseéssment of the
relevant credit institution’s compliance with amalble EU regulations. If they conclude that
the relevant institution is in breach of applicaldes,, however, they may not act independ-
ently but are required to collaborate with hostrdop authorities in order to remedy the defi-
ciencies’® Only in exceptional circumstances, and only agjlas, and to the extent that,

home country authorities do not react in orderetsptve the problems themselves, host coun
try authorities have the power to impose precaatipmmeasures in order “to protect against
financial instability that would seriously threatthre collective interests of depositors, inves-
tors and clients in the host Member State.*

Pending further cooperation with regard to liquidiatios, host country authorities to date
also retain the power to supervise the liquiditgipon of branches of EU institutions domi-
ciled within their territory>> While this may not be used in a discriminative wagrely on the
grounds that the institution is located in anotklember Stat&® it appears that such powers
could nonetheless be used, for the time being, laga basis for a limited form @x ante
ring-fencing®’ Under CRD IV, however, such powers have only bgemted until the new
harmonised framework on liquidity requirements viilve been adopted pursuant to article
460 of the Capital Requirements Regulation (EU) 5166/2013, or “CRR," by 1 January

> Directive 2013/36/EUsupran. 16, articles 35-43; for further discussion, sepra nn. 15 and 16 and accom-
panying text.
*2 Directive 2013/36/EUsupran. 16, article 40.
%% |bid., article 41.
**Ibid., article 43.
% |bid., article 156(1).
%% |bid., article 156(3).
" Cf. Theissensupran. 16, p. 591 (on the previous EU law framework).
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2015, from which time the normal delineation of gosvbetween home and host country au-
thorities will apply also to this fielef

In sum, the EU framework for the prudential regolatof credit institutions leaves only lim-
ited space for thex antering-fencing of assets in branches that are noticited in the home
country. It is difficult to determine to what extahhas actually been practised by host coun-
try authorities, e.g., on the basis of the emerggwvers for host countries under article 43
or the powers for liquidity supervision under ddid56 of Directive 2013/36/EU, as there
appears to be no empirical data on the applicaifauch powers, and on host country poli-
cies to branches of foreign EU banks generélly.

3. Ring-fencing of subsidiaries and informal “suliafiisation”

By comparison with host authorities’ control ofdéagn-owned branches, national supervisory
authorities generally enjoy a much higher degreautbnomy with regard to foreign-owned
subsidiaries, which by definition are separate llegdities and thus require an individual
banking licence to be issued by the competent ("hasithorities in the country of registra-
tion of the respective company. With regard to glihges, “host” country authorities there-
fore have to make an independent assessment stibisediary’s financial position and other
prudential criteria anyhow, and are responsibletti@ on-going control of the subsidiary’s
business under their domestic regulatory framewlorlarinciple, this also applies within the
European Union, where the harmonised European frankeprovides for the consolidated
application of capital (and in the future liquidityequirements to the group as a whole, and
where group supervisory responsibility is concdatiaon the authorities responsible for the
administration of the head institution of a groplead supervisdf. In the absence of estab-
lished rules on the treatment of group insolvenaisch could prevent the separate liquida-
tion or reorganization of the subsidiary and fodoenestic authorities to coordinate their ef-
forts with the authorities responsible for the pam@nd/or other group companféssubsidiar-
ies can be dealt with separately from the remairudethe group upon insolvency, which
would give host country authorities full responbippiand control also at this stage.

%8 See Directive 2013/36/Eldppran. 16, article 151(1).

% For further discussion, see Trogempran. 48, p. 204.

% For details, see Directive 2013/36/Ed&lipran. 16, Ch. 3, and Regulation (EU) No. 575/20d®pran. 14,
Ch. 2. See generally, Theissen, n. 16, pp. 248-58.

®1 On the status of global and European initiativestie development of a legal framework for theinational
coordination of group insolvencies, see generally,, Horst Eidenmiiller and Tilmann Frobenius, “AWNAp-
proach to Regulating Group Insolvencies: 'Procddhoasolidation’ in the Context of National andeimtational
Reform Proposals” (2013), available at http://sssm/abstract=2258874.
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Given their independent legal and regulatory stahesprovision of banking services through
subsidiaries could thus provide domestic stakemsledth a similar level of protection as
would be achieved bgx anteandex postring-fencing of assets of foreign-owned branches.
For reasons discussed further beféwpwever, this should not be misinterpreted asrdiifig
anything resembling full coverage against risksiag out of the subsidiaries’ legal and/or
commercial ties with the parent and/or other groompanies. In fact, due to intra-group or-
ganisational and/or financial ties, even a solglipervised subsidiary can victim to contagion
spreading from problems in other group companiemdtheless, the comparative advantages
of subsidiaries over branches from a host coundrgpective have not escaped the attention
of academics and policymakers in recent years. Wéndiranches or subsidiaries are more
attractive commercially, is certainly debatabled amay depend on a number of factors that
differ from case to cas€.Notwithstanding potential costs for institutionedagroups in terms
of reduced profitability, however, both internat@brstandards and policy-oriented academic
analyses have advocated the forced transformatibnanches into subsidiaries on the initia-
tive of host country authorities as a possible teagontain the impact of failures on domestic
stakeholders, and to expand domestic powers incpkat with regard to entities whose ac-
tivities are considered to be of significance fbe tstability of the domestic market as a
whole® In this light, the “subsidiarisation” of existifanches on the initiative of host coun-
try authorities thus can be qualified as a funclaquivalent to botlkx anteandex postring-
fencing of branches. The recent move towards mangaitermediate bank holding compa-
nies in the United States, discussed aliyeovides yet another example in this respect.

In the context of European banking regulation, haavethe Treaty Rights of Establishment

and the Freedom of Movement of Capital certainstreen host authorities’ power to interfere

with the organisational choices of banks and bangiroups whose parent company is domi-
ciled and duly licensed by another Member Statst dsl its predecessor, the new framework
for prudential supervision established by CRD I\d &RR does not provide a basis for the
mandatory transformation of branches into subsghaon the initiative of either home or host

countries. For branches considered by host cognaige“significant” given their position in

®2|nfra, text accompanying nn. 87, 88.

% See generally Jonathan Fiechter et al., “Subsigiar Branches: Does One Size Fit AlINIF Staff Discus-
sion Note7 March 2011, available at www.imf.org/external/plitisdn/2011/sdn1104.pdf.

% E.g., Markus Brunnermeier et alhe Fundamental Principles of Financial Regulati@eneva Reports on
the World Economy 1(R009), pp. 28-9, 65. See also D’Hulster and O®Rkebe,supran. 4, pp. 9-14; Fiechter et
al., supran. 63, p. 16; Trogersupran. 48, pp. 198-9 (all discussing advantages td boasntries in terms of
more effective supervisory control, the protectagminst adverse external shocks, but also poterigied of
greater fiscal exposure in the event of failureaafystemically important foreign-owned subsidiatyew com-
pared to the failure of foreign-owned branchesg &soinfra, n. 174 and accompanying text.

% Supra nn. 40 and 41 and accompanying text.
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the domestic market, a series of provisions in ARES merely provide for increased coop-
eration between home and host countries, with\algged access to information by the latter,
but do not allow for any interference with the k@et institution’s right to choose its own
corporate structure and business model.

Neither can such power be derived from other legsttuments that have yet to enter into
force. Whereas the BRRD expressly provides a manatequire supervised institutions to
remove obstacles to an effective resolution, wiuchld also arise from complex corporate
structure$, this power is reserved for competent home couattorities and may only be
used with a view to improving the “resolvability? mstitutions, not in order to protect stake-
holders in host Member States by way of segregatimijisolating the activities carried out
and the assets held in these jurisdictions. Likewtise recent Commission proposal for an EU
regulation on matters of structural bank reforns smit a harmonised approach to the struc-
tural segregation of core and investment bankirityiies in sizeable, systemically relevant
banks and financial institutions for preventives@as® but again will not provide host coun-
tries with a power to require the restructurindaafal activities in the form of subsidiaries on
their own initiative.

Especially in the light of these recently reformredulatory powers to interfere with the cor-
porate structure of banks and banking groups, #se ¢or allowing additional, autonomous
initiatives by Member States designed to accompigh subsidiarisation of foreign-owned
banking activities seems weak in relation to insins domiciled in other EU Member
States. Thus, the observation that “the main rélthe EU treaties and the CRD is and re-
mains that the bank can choose the format in whiglants to access other markets (either
through services, branches or subsidiarfé=ntinues to apply also under the renewed legal
framework established by CRD IV and CRR. While ramsintry authorities could be tempted
to nudge foreign banks into subsidiary structueghar than branches on an informal basis,
such initiatives would conflict with the Treaty Rigof Establishment and would therefore be
difficult to defend legally?

% See CRD IV, articles 51, 114(1), 116(6), 117(1)gLand 158.

®” BRRD, supran. 36, article 17. The provision is embedded @ [Ffirective’s requirements on “recovery plan-
ning“ by institutions and groups (articles 5-9) dnekolution planning” by resolution authoritiest{eles 10-14,
see also article 15 which requires resolution aitibe to carry out an assessment of each ingiitigiresolv-
ability). For further discussion, see Dalvinder@in“Crisis Prevention”, Ch. 3, ilBank Recovery and Resolu-
tion in Europe: The BRRD in Contestipra n. 42; Bindegupran. 50.

% As to which, seénfra, C. 2. c).

% Theissensupran. 15, p. 247.

0 bid.
15



Similar considerations also apply to less intrudimens of supervisory interference with in-
tra-group financial relations. For example, in @s®e to growing alertness as to the risks
involved in cross-border failures of financial imgtions and groups, some regulators appear
to have turned to restricting upstream flows ofitzpn recent years, even if the transfer of
liquid funds did not violate applicable capital wéagions, including restrictions on intra-group
loans. In Germany, for example, this reportedlydesqed in the case of upstream loans from
Hypovereinsbank AGa wholly owned subsidiary of Italiddnicredito SA In this case, the
EU Commission has initiated investigations agaBeftin, the German authority responsible
for the supervision oHypovereinsbankfor an alleged infringement of the Treaty Riglfit o
Free Movement of Capitdt.Even in the absence of explicit rules prohibitiugh treatment

in the existing legal framework for the regulatiminforeign-owned subsidiaries whose parent
company is domiciled in another EU Member Statelegitimacy would appear questionable
in the light of the Treaty Freedoms for exactly fane reasons developed above with regard
to mandatory “subsidiarisation.” From an economiinp of view, both types of regulatory
action serve similar purposes and therefore musvbkiated against the same legal standard.

C. “RING-FENCING” AS ATOOL FORSTRUCTURAL BANKING REFORM

1. Activities-oriented ring-fencing of core bankifumctions: the UK approach

The most recent use of the term “ring-fencing”,,itee mandatory segregation and isolation
of specific business activities, has been coinegraposals released by the UK Independent
Commission on Banking (the “Vickers Commission”)September 201% which were re-
cently enacted in law by the Financial Servicesn{idag Reform) Act of 2013 The objec-
tives for the move towards a comprehensive stratteform of the UK banking system were
defined as follows: to “reduce the probability amngpact of systemic financial crises,” to
“maintain the efficient flow of credit to the reatonomy,” and “to preserve the functioning of
the payment system and guaranteed capital cert@mtyiquidity for small savers'*

Against this background, the Vickers Commissioronemended the separation of specific
“retail” banking activities, namely selected barkiactivities for individuals and small and

L Cf., e.g., “EU-Kommission kritisiert BaFinHandelsblatt 3 January 2013, p. 32.

2 See, for a brief analysis of the Report, Claira@hers-Jones, “The Vickers Repoys. L. Rev(2011), p.
280, and for in-depth discussion, John Armour,u8tiuiral Regulation of Banking’, chaptl of the present
volume.

3 Seesupra supran. 5 and accompanying text.

" Vickers Reportsupran. 5, p. 20; for a detailed analysis of these ather objectives see Armowupran. 72,
at parasl; see also Alan Bainbridge et al., ‘The Banking dRef Act 2013’, Compliance Officer Bulletin
(2014), 1.
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medium-sized enterprises, from other banking aetsj and their transfer into a legally and
economically separate subsididfyThe subsidiary would be prohibited from pursuirgen
business, in particular wholesale and investmenkibg services, which might expose it to
the risk of losse& Moreover, the report recommended that all transastbetween the ring-
fenced entity and the remainder of the group balgoted on an arm’s length basis, so as to
protect the entity against contagion from risk effifeg other parts of the grodpln particular,
the ring-fenced bank was recommended to be orgamsa way that would facilitate the ef-
fective isolation from the remainder of the groupbioth legal and organisational ways and
without intra-group solvency support, so as to emghe continuity of its activities even if
other parts of the group became insolvé&nt.

The statutory framework for the implementationled tecommendations made by the Vickers
Commission is now set out by Part 9B of the UK Rimal Services and Markets Act 2000
(“FSMA 20007), as introduced by the Financial Seed (Banking Reform) Act 2013 and
specified further by statutory instrumeflsnstead of “retail” banking activities, as recom-
mended by the Vickers Commission, the framework posvides for the isolation of “core”
banking activities from other banking business. r&Cservices,” which are to be singled out
and to be conducted through “ring-fenced bodies"defined by sections 142C(2) and 142A
FSMA 2000, respectively, now include “(a) facilgidor the accepting of deposits or other
payments into an account which is provided in tberse of carrying on the core activity of
accepting deposits; (b) facilities for withdrawingpney or making payments from such ac-
count; [and] (c) overdraft facilities in connectimith such an account.” Specifically, the new
framework applies to ‘core deposits’ as definedthmy relevant statutory instruméfitCon-
ceptually in line with the Vickers Report’s recommdations, ring-fenced bodies will be pro-
hibited from pursuing banking activities other tiaare” activities and services, respectively,
which has been specified further by delegated letips ' These restrictions apply only to

S bid., pp. 9-11, and, for detailed discussion, Par| & pp. 35-41.

®Ibid., pp. 9-11 and, for detailed discussion, Part | &pp. 41-62.

bid., pp. 9-11 and, for detailed discussion, Part | &pp. 62-76.

8 bid., pp. 9-11, and, for detailed discussion, Pat & p. 67.

" See, in particular, The Financial Services andKei@r Act 2000 (Ring-fenced Bodies and Core Actsi

Order 2014, S.I. 2014 No. 1960, and The Financ@iBes and Markets Act 2000 (Excluded Activitiesla

Prohibitions) Order 2014.

8 The Financial Services and Markets Act 2000 (Riemped Bodies and Core Activities) Order 208dpra

n. 79, paras 2(2), 9 and 10: accounts by indivliraim EEA countries with less than GBP 250,0008arporate

persons with less than GBP 6.5 m annual turnover.discussion of these criteria, see Armaupran. 72,

paral}

8 See, for details, sections 142D-J FSMA 2000, tisduiced by the Financial Services (Banking RefoAm)

2013 and The Financial Services and Markets AcO2@Xcluded Activities and Prohibitions) Ordsypran.

79. For a detailed discussion, see, e.g., Armsupran. 72, para.; Alan Bainbridge et al., “The Banking Re-
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large institutions, i.e., institutions with moreathGPB 25 bn. of “core deposit§"As noted

by John Armour, the UK approach is, in principlergly entity-oriented in that it applies to
ring-fenced bodies, which will be subject to redions on intra-group transactions pursuant
to section 142H of the FMSA 2000, while the remamdf the group will be free to pursue
the prohibited activitie®

Irrespective of its technical implications, which dot have to be explored any further for the
purposes of the present paper, the concept undgriyie reform is comparatively simple,
especially when contrasted with the implementatibthe US “Volcker Rule” and some as-
pects of the recent Commission proposal on strachanking reform in Europe which will
be discussed below: Conceptually, ring-fencinchis tespect is “entity basetf"aims at pro-
tecting selected economic functions of banks tredlaemed to be of particular importance to
the economy from risks associated with other, fggsificant activities that used to be pur-
sued by the same legal entity. By forcing banksraasfer these activities to separate legal
entities and prohibiting these from pursuing mas&y business, the reform is designed so as
to limit that entity’s risky activities and invesémts, and thereby to shield the entity against
excessive risk takinfy.

This approach has been criticiseder alia, on the grounds of the resulting increase in trans
actional and operational costs and concentrateks ihat may follow from the restriction on
diversification into markets other than the Unitéidgdom®® While these concerns relate to
the potential economic costs of the new approduh,concept as such appears sufficiently
clear cut so as to facilitate smooth implementatidonetheless, it yet remains to be seen
whether the ring-fence can be established and dphed manner that ultimately succeeds in
curbing the risk of intra-group contagion. It isméonoting, in this context, that the nature and
dimension of such risk has been the subject ofrsiderable body of academic research on
the risk profile of different types of organisatariorms already prior to the global financial
crisis®” Such research has at least highlighted some paitefannels of contagion which

form Act 2013, Compliance Officer Bulletif2014), 1; Alastair Hudson, “Banking regulationdatie ring-
fence”,Compliance Officer Bulletii2013), 1.

82 The Financial Services and Markets Act 2000 (Renzed Bodies and Core Activities) Order 204dpra
n. 79, paras. 11 and 12.

% See Armoursupran. 72, pard}

8 cf. Armour, ibid.

8 Cf. Schwarczsupran. 1, p. 79.

8 Cf. Charles A. E. Goodhart, “The Vickers Report:assessmentl,aw and Fin. Markets L. Re{2012), 32;
Armour, supran. 72, para.; see also Laurence J. Kotlikoff, ‘The Vickers Coission’s failure’, VoxEU (26
October 2012), available at www.voxeu.org/artidigéers-commission-s-failure.

87 See, for reviews of the legal and economic liteeatn this respect, Leonardo Gambacorta and Adrian

Rixtel, “Structural bank regulation initiatives: @paches and implicationsBIS Working Papers Nd.12 (April
2013), pp. 8-9, and, from a legal perspective, Bimtia K. Staikouras, “Universal Banks, Universaiggs?
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may be difficult to address by any form of struaetureform short of the outright prohibition
to pursue commercial and investment banking ams/itrom within the same group of com-
panies. Irrespective of existitggal barriers between the different group companiessjrec-
tive of separate funding arrangements, and irrésfgeaf the prohibition of intra-group trans-
actions other than on an arm’s length basis (whitimay be difficult enough to prescribe
and enforce), a separate legal entity within a gnmay still be depending on its reputational
links with the remainder of the group. Assuming, dgample, that the ring-fenced entity op-
erates under the same or similar brand names god knd marketing channels as other firms
of the group, it may be difficult to isolate it @glless of separate funding arrangements be-
cause of reputational losses following financialpems in other parts of the firm or grotip.
These concerns have, of course, been addressé@ Miakers Report, but, on balance, were
not considered as sufficiently strong as to justifiyeven stricter separation of business activi-
ties®

It is certainly too early at the present stagedonctude with a comprehensive analysis of the
more technical problems associated with ring-femafong the lines recommended by the
Vickers Commission and adopted by the reform AQ@it3. Likewise, the potential implica-
tions for both the ring-fenced entities and the agmer of the relevant groups in terms of
long-term profitability, which in turn will direcyl affect the long-term sustainability of the
reformed banking system as a whole, can hardlyviakuated on the basis of available evi-
dence. In an impact assessment published alontfgdgraft Bill, the UK Treasury estimated
the costs associated with the implementation oh#we approach for the regulated industry to
be in the area between GPB 2 and 5 bn. p.a. ictdiasts, which would be followed by an
expected reduction of the long-run GDP level ofnssn 0.04% and 0.1% (equivalent to an
average annual GDP cost of between GPB 0.4 bn aAnbdnlp.a.f° Given the dimension of
the reform and its impact on existing firms andugp® of firms, and given, further, the com-
plex trade-offs between implications for fundinglgrofitability, such estimations obviously
amount to little more than informed guesses. Withia paper, they certainly cannot be veri-
fied or falsified in substance, but the very exist of such uncertainties casts doubt on the
underlying policy objectives.

Disentangling Myths from Realities in Quest of awN&egulatory and Supervisory Landscape”, (2011) 11
JCLS 139, pp. 152-6.

8 bid., p. 155.
8 Vickers Reportsupran. 5, pp. 63-4.

% HM Treasury, Department for Business Innovatiod 8kills, “Banking reform: A new structure for sty
and growth”, CM 8545 (February 2013), Annex A.l1, 81, available at www.official-
documents.gov.uk/document/cm85/8545/8545.pdf.
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2. Ring-fencing of certain investment banking ateg: USA and Continental Europe
a) USA: § 619 Dodd-Frank Act

As part of the comprehensive legislative respongeetceived lessons learnt from the finan-
cial meltdown between 2007 and 2008, § 619 of tbeddFrank Act of 2018 essentially
takes up a proposal for the segregation of retall @rtain investment banking activities that
had been formulated by former Federal Reserve @laairPaul Volcker befor& The so-
called “Volcker Rule”, which has been implementbebtigh secondary legislation agreed by
various regulatory authorities in early 20%4specifically aims at reducing contagion risk
arising out of proprietary trading and banks’ expesto hedge funds or private equity
funds® In this respect, it takes up some features ofet®n more restrictive institutional
separation between financial institutions involwea¢ommercial banking and others engaged
in investment banking and securities trading whield been in force until the US Banking
Act of 1933 (known as the “Glass-Steagall Att'\vas repealed by the 1999 Gramm-Leach-
Bliley Act.’® In general terms and subject to qualifications exemptions, the Volcker Rule
as adopted by Dodd-Frank prohibits any “bankingtgnfrom engaging in proprietary trad-

L Supran. 40.

92 See www.nytimes.com/2010/01/31/opinion/31volckiEnlf?pagewanted=all; and seRrohibiting Certain
High-Risk Investment Activities by Banks and Baaoldiig Companies before the S. Comm. on BankingsHo
ing & Urban Affairs 11in» Cong. 2 (February 2, 2010) (testimony of the Hohta@aul Volcker, Chairman,
President's Economic Recovery Advisory Board). Ttusicept was elaborated already by a G-30 committee
under the chairmanship of Paul Volcker as earlyasuary 2009, see Group of Thirty, Working GroupFon
nancial Reform,Financial Reform: A Framework for Financial Stabjli p. 28 (2009), available at
http://www.group30.org/rpt_03.shtml. For a briefalission of this background, see Julie A.D. Mané&Sfjs-
temic Risk and Dodd-Frank’s Volcker Rule”Wm. & Mary Bus. L. ReW81 (2013), pp. 196-7.

% See “Prohibitions and Restrictions on Proprieffrgding and Certain Interests in, and Relationshifith,
Hedge Funds and Private Equity Funds; Final Ruetdafter: “Final Rule”), Federal Register Vol. N©. 21,

31 January 2014, pp. 5535-6076. The final versiah® rule has been prepared on the basis of atregieased
by the Financial Stability Oversight Council [FSO@]j 18 January 2011, see FSOC, “Study & Recommenda-
tions on Prohibitions on Proprietary Trading & @émt Relationships with Hedge Funds & Private Equity
Funds”, available at
www.treasury.gov/initiatives/Documents/Volcker%2€%e0%20619%20study%20final%201%2018%2011%2
Org.pdf.

% See 12 U.S.C. § 1851(h)(4) (prohibition of profaig trading) and § 1851(a)(1)(B) (prohibition on-a
quir[ing] or retain[ing] any equity, partnershigp;, ather ownership interest in or sponsor[ing] adesfund or a
private equity fund). And see Final Ruseipran. 93, Subpart B — “Proprietary Trading Restrictor-or a brief
summary of the rule, see Patrick Doyle et al., “N¥wicker Rule’ to Impose Significant Restrictions Bank-

ing Entities, Other Significant Financial Serviceripanies”, 12Banking L.J.686 (2010); see also, for an ex-
tensive analysis, Charles K. Whitehead, “The ValdRele and Evolving Financial Markets”,Harv. Bus. L.
Rev.39 (2011).

% Banking Act of 1933 (Glass-Steagall Act), PubNo. 73-66, 48 Stat. 162 (1933).

% Financial Services Modernization Act of 1999 (Grasheach-Bliley Act), Pub. L. 106-102, 113 Stat. 833
(1999). On the historical links between the Glats§all and Dodd-Frank legislation, see, e.g., Mansupra
n. 92, pp. 207-8; Charles A. Piasio, “It's compla Why the Volcker Rule is Unworkablet3 Seton Hall L.
Rev.737 (2013), pp. 741-4.
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ing and from maintaining affiliations with privaeguity funds and hedge funifsThe term is
defined so as to include FDIC-insured deposit @kirstitutions and their affiliate®.Unlike
the UK approach, the Volcker Rule thus takes aggerspectivé’

Throughout the preparatory works and the academaussion of the Volcker Rule, the pro-
hibition of proprietary trading has attracted parar attention, as a possible instrument to
reduce prevailing incentives for banks to maxintfear trading activities in the expection of
profits that, if successful, would exceed tradiibeources of income (e.g., fees or interest),
and to reduce the corresponding direct exposutbetdull economic risk of loss associated
with such transaction'S? In order to adequately capture those risks, peteny trading has
been defined rather comprehensiviéfyThe range of application of the Volcker Rule thus
defined has been found problematic from the stiaasmuch as it evidently includes not just
“bright line” proprietary trading but also actiwe8 considered to be neither inherently risky
nor otherwise harmful from a prudential point odwi including,inter alia, the acquisition or
sale of securities or related instruments in theexd of market-making activities on behalf of
clients. For that reason, the Volcker Rule, by waexemptions from the general rule, ex-
pressly designates a number of “permitted actitt* including activities related to market-
making!®®

The scope of such exemptions has been criticised faumber of reasons, including alleged
capture of policy-makers by interest groups from tiagulated industri€§? One of the most
problematic aspects, however, has turned out tthéexact delineation of transactions that

% See 12 U.S.C. § 1851(a).
%12 U.S.C. § 1851(h)(1).
% Armour, supran. 72, pard}.
10 see generally, e.g., Onnig H. Dombalagian, “Petpry Trading: Of Scourges, Scapegoats, and Sedfla
81 U. Cin. L. Rev387 (2012), pp. 391-8 (discussing various concbatb from a firm-oriented and a systemic
perspective); Manasfsupran. 93, pp. 195-7 (analysing the rationale of thdcker Rule against this back-
ground); Piasiosupran. 96, pp. 746-53 (same).
10112 U.S.C. § 1851(h)(4), defining the term as idisig
“engaging as a principal for the trading accourthe [entity] in any transaction to purchase d, s&
otherwise acquire or dispose of, any security,darwative, any contract of sale of a commodityffor

ture delivery, any option on any such securityjwdgive, or contract, or any other security or final
instrument that the appropriate [authority] mayyrble [...] determine.”

A trading account, in this context, is defined I1.S.C. § 1851(h)(6) as

“any account used for acquiring or taking positiomgrelevant securities and instruments] for the-p
pose of selling in the near term (or otherwise wlih intent to resell in order to profit from shigtm
price movements), and any such other accountsdatithority] may, by rule [...] determine.”

192 gee generally, 12 U.S.C. § 1851(d) and, for furttiscussion, Dombalagiasypran. 100, pp. 401-2; FSOC,
n. 93, at 18-25.

10312 U.S.C. § 1851(d)(1)(B).

104 See generally, Alison K. Gary, “Creating a FutBmnimic Crisis: Political Failure and the Loopl®lsf the
Volcker Rule”, 900r. L. Rev.1339 (2012).
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have to be qualified as “proprietary trading” profem exempted “permitted activities”. By
their very nature, at least some of the activiteferred to in the general definition quoted
above have to be qualified as “polyfunctional” hretsense that, depending largely on the
bank’s motives in each particular case, the sape ¢f purchase or sale or related transaction
can serveeither (a) exclusively the relevant bank’s interest, érlusively the interest of a
client on behalf of whom the bank engages in mamkaking transactiompr (c) both the in-
terest of the bank and the client, e.g., when marlaking transactions are entered into and
executed in a way that generates profits in addiiothe fee paid by the client. Thus, a given
type of transaction as such may not conclusiveppett the determination whether or not a
specific sale or purchase has to be treated asigtayy trading (prohibited), or rather as mar-
ket-making (permitted)®® These inherent difficulties have led the regulatauthorities to
allow the development of quantitative metrics bg thgulated institutions, which have to be
designed so as to measure, in particular, theivelaize and risk of market-making activities
in comparison to proprietary trading proper. Onltlsis of these metrics, to be reported regu-
larly by the industry in accordance with criter@lie defined by the competent regulatory
authorities, the authorities are then requiredatoycout their own assessment for the purposes
of the application of the Volcker Rut&®

Compared with the different forms of ring-fencingamined thus far, the concept of a manda-
tory segregation of certain types of investmentkivapactivities implemented by the Volcker
Rule stands out as far more complicated and, thexetonsiderably more difficult to cali-
brate. Unlike the more traditional formse{ anteandex posting fencing of domestic assets,
but also in contrast to the modern UK-style ringee of a few selected activities, the separa-
tion of a broader range of activities from bankssimess portfolios requires a careful defini-
tion of the relevant criteria that delineate prateith from permissible activities. In this regard,
polyfunctionality of certain types of transactiotgat are characteristically executedth in

the context of proprietary trading propand as part of legitimate market-making may pose
insurmountable technical difficulties both for tlegislative design and the enforcement of the
new regime. Ultimately, this could have a negabearing on the effectiveness of the entire
concept?’ These technical difficulties to differentiate beem transactions are also reflective
of a lack of empirical data on the relevance ofppietary trading in US banks and other fi-

105 ., for further discussion, FSO6uypran. 93, pp. 17-25; Chow and Susijpran. 7, pp. 20-1; Piasisupra
n. 96, pp. 761-6.

1% See Final Rule, supra n. 93, § .4(b) and eapday notes, p. 5544; FSOC, supra n. 93, pp. 2, 36-43;
see also (for a discussion of merits and shortcgsnaf this approach) Chow and Surti, supra n. 72pgl.

197 See, for a more detailed analysis and review efitlicy discussion in this respect, Piasio, n(@B/ocating
a more flexible, principles-based approach to catibn as an alternative to the prevailing methased con-
cept).
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nancial institutions, which in turn has fuelledticism of the very concept of ring-fencing
proprietary trading activities in generaf.

In conclusion, the success of the Volcker Rule esgalatory tool to protect certain banking
functions from the risk associated with more spaiivg activities appears to be even less
certain than the prospects for effective ring-fagaof “core” banking activities in the United
Kingdom. Both concepts are certainly related andindeed be classified as functional sub-
stitutes, as both essentially aim at the proteadiosystemically important banking functions,
thereby reducing the need for costly, taxpayer-&ahbail-outs in the event of a cridf§.Just

as in the UK, it remains to be seen whether otm®tule will have a positive impact in terms
of greater sustainability of the business modelthefrelevant institutions. Given the lack of
reliable data on the systemic implications of pregary trading, however, the Volcker Rule
rests on an even weaker conceptual basis. In #sis, ¢he uncertainties start already at the
design level, with a highly complex combinationbobadly defined legal categories and tech-
nical specifications in the form of metrics deveddgointly by banks and regulators, whose
reliability as a basis for a sound assessmenskfamd for a clear-cut application of the rule is
yet to be tested.

b) European Union

On the European Continent, the debate on the deparE banking functions has been trig-
gered by recommendations of a panel of expertsiafgabin 2009 by the European Commis-
sion, which were promulgated in October 261%The panel, known as the “Liikanen Com-
mission” after its chairman, Bank of Finland Gowarrerkki Liikanen, examined in detail
structural developments in the European bankingetarin the run-up to the global financial
crisis, as well as shortcomings in the regulatoayniework in this context:* Comparing their
findings,inter alia, with the approaches adopted by the Volcker Rulaé United States and
recommended by the Vickers Commission in the Uritiedjdom*? the group advocated the
structural separation of certain banking activifresn deposit-taking, including, in particular,
proprietary trading and the extension of credihéolge funds, structured investment vehicles,

and private equity funds, and the mandatory transffsuch activities to a separate “trading

198 |hid., pp. 746-50; see also Manasfijpran. 92, pp. 208-11; but see, supporting the poligjectives, Dom-
balagian, n. 95, p. 388.

199 5ee also Schwarcgypran. 1, pp. 78-81 (discussing both as emanationseo§ame principle).

110 High-Level Expert Group on Reforming the Structafethe EU Banking Sector, “Final Report” (2012),
available at http://ec.europa.eu/internal_markettidocs/high-level_expert_group/report_en.pdf (Kainen
Report”).

1 bid., pp. 88-91.

H21bid., pp. 83-6.
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entity” within the respective group. Both measunesse to be made subject to quantitative
thresholds, intended to focus the application tetesyically important institutions, with
smaller institutions to be exemptEd.The recommendations were based on a broad analysis
of large European banks’ business activities inrtimeup to the global financial crisis, with a
focus on changes in the size and structure of basisets-** Among other findings, this re-
vealed a significant increase in trading activipesr to the crisi¢® The report also reviewed
differences in post-crisis firm structures, busiasd funding modef<? highlighting, inter

alia, developments with regard to the balance-sheetigo®f “assets held for trading” and
derivatives positions over tinte’

The recommendations formulated by the Liikanen Repave been taken up, in part, by a
Commission proposal for a Regulation “on structuraasures improving the resilience of
EU credit institutions, released on 29 January481 on which political negotiations are
still underway. Specifically, the proposal providesthe prohibition of proprietary tradifig
and specific transactions vis-a-vis certain typieswestment funds, including hedge furtds,
for credit institutions and group companies. Thighgbition, as well as other restrictions en-
visaged by the proposal, shall apply exclusivelyinstitutions that are either qualified as
global systemically important institutions undeticke 131 of Directive 2013/36/E\¥, or to
institutions which exceed specific quantitativeegirolds defined on the basis of the Liikanen

Report'?> Under the proposed Regulation, market-making iietivare differentiated from

113 bid., pp. 101-3.
" bid., pp. 11-9.
15 bid., p. 15.

118 bid., pp. 33-57.

7 bid., pp. 44-5. Note that these findings do not reweebnsistent trend across the sample, but poidiffer-

ent developments in many banks.

18 Commission, Proposal for a Regulation of the EaempParliament and the Council on structural messur
improving the resilience of EU credit institutiorSOM(2014) 43 final. For an introduction (in Germpasee
Matthias Lehmann and Johannes Rehahn, ‘Trennban&eln Brisseler Art: Der Kommissionsvorschlag vor
dem Hintergrund nationaler Modell&yM Wertpapiermitteilungen — Zeitschrift fir Wirtséts- und Bankrecht
68 (2014), 1793.

119bid., article 6(1)(a).
1201hid., article 6(1)(b), pursuant to which a relevantitntion shall not:

“with its own capital or borrowed money and for t@e purpose of making a profit for own account:
(i) acquire or retain units or shares of AlFs afindel by Article 4(1)(a) of Directive 2011/61/EUij)(
invest in derivatives, certificates, indices or antlger financial instrument the performance of whie
linked to shares or units of AlFs; (iii) hold anpits or shares in an entity that engages in prigsie
trading or acquires units or shares in AlFs."

Note that this does not include the extension afrguntees and similar instruments in relation toftimeling of
such vehicles. This falls short of the restrictitaid down in a similar provision in § 3(2) senter&zno. 2 of the
German Banking AdiKreditwesengesetzpn which see further below text accompanyingldri-145.

121 Commission proposasupran. 118, article 3(1)(a); for Directive 2013/36/Ed¢esupran. 16.
122 5eeibid., article 3(1)(b), referring to
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“proprietary trading.*?®> Along with other “trading activities*** however, market-making
activities will be subject to review by competenitteorities. Using a rather complex set of
metrics?® the authorities may then require the relevanitirtains to separate these activities
from core banking functions as well, and to trangfeem to a separate entity within the
group, which itself will be suject to a set of (tatlve criteria designed so as to prevent intra-
group contagiort?® Strikingly, the methodology on which relevant iraglactivities shall be
calculated is not defined by the proposed Regulatself. Instead, the proposal suggests that

they be specified by way of technical regulatoanstards developed by the European Bank-

“any of the following entities that for a period thiree consecutive years has total assets amouaiting
least to EUR 30 billion and has trading activitsasounting at least to EUR 70 billion or 10 per ogfnt
its total assets: (i) any credit institution esistiéd in the Union which is neither a parent uraleng
nor a subsidiary, including all its branches irexgfve of where they are located; (ii) an EU paramt
cluding all branches and subsidiaries irrespeaifvehere they are located, where one of the graup e
tities is a credit institution established in thei&h; (iii) EU branches of credit institutions dsiahed in
third countries.”

12 pid., p. 8:

“It is difficult to define proprietary trading ardistinguish it from market-making. According to &ie
5(4), which defines proprietary trading narrowlgs#és’, units’, divisions’ or individual traders’ tag-
ties specifically dedicated to taking positions faaking a profit for own account, without any coone
tion to client activity or hedging the entity’s kisvould be prohibited.”

See also similar considerations expresgédl, preamble, recital 16, arttie proposed technical definition for
market-making in article 5 no. 12, whereby “manketking” is defined as

“a financial institution's commitment to provide rket liquidity on a regular and on-going basis, by
posting two-way quotes with regard to a certaimficial instrument, or as part of its usual businegs
fulfilling orders initiated by clients or in respeato clients’ requests to trade, but in both casds®ut
being exposed to material market risk.”

By contrast, “proprietary trading” is defined byiele 5 no. 4 as

“using own capital or borrowed money to take posiiin any type of transaction to purchase, sell or
otherwise acquire or dispose of any financial inskent or commodities for the sole purpose of making
a profit for own account, and without any connettio actual or anticipated client activity or fdvet
purpose of hedging the entity’s risk as result@tial or anticipated client activity, through thgeuof
desks, units, divisions or individual traders sfieaily dedicated to such position taking and prafa-
king, including through dedicated web-based praanetrading platforms.*

124 As definedbid., article 8(1).

125 bid., article 9(2):
“When performing the assessment referred to ingraph 1, the competent authority shall use the fol-
lowing metrics: (a) the relative size of tradingets, as measured by trading assets divided Hya®ta
sets; (b) the leverage of trading assets as mahbyr&ading assets divided by core Tier 1 cap(@!;
the relative importance of counterparty credit rigk measured by the fair value of derivativesddidi
by total trading assets; (d) the relative compiegif trading derivatives, as measured by level @ an
trading derivatives assets divided by trading agdiwes and by trading assets; (e) the relativeitatmf-
ity of trading income, as measured by trading ineahvided by total net income; (f) the relative ionp
tance of market risk, as measured by computinglifierence between trading assets and liabilitres i
absolute value and dividing it by the simple averhgtween trading assets and trading liabilitigs; (
the interconnectedness, as measured by the metiyydotferred to in Article 131(18) of Directive
2013/36/EU; (h) credit and liquidity risk arisingpin commitments and guarantees provided by the core
credit institution.”

126 Eor details, seibid., articles 10-21.
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ing Authority*” which is questionable given the relevance fordagnition of the scope of

application of the entire Regulation.

As has been rightly observed, the concept effelgtiounts to “ring-fencing to limit firms —

in this case, deposit-taking institutions — frong&ging in risky activities and making risky
investments, similar to the goals of the VolckedeRand the Vickers Report?® Conceptu-
ally, it is much closer to the Volcker rule. Jugelthe US model (as adopted by the Dodd-
Frank Act), the proposed Regulation aims at theegggion of risky activities, in particular,
proprietary trading, at the group level rather tipaotecting specific “core” functions by iso-
lating these from the remaining portfolio. It is@lclearly based on the assumption that “pro-
prietary trading” and “market-making” are suffictgndistinguishable so as to permit effec-
tive implementation and enforcement of the regimeractice. As discussed above, this may
prove rather optimistic given the necessity to etglusively onsubjectivecriteria’?® Again,
just as the Volcker rule in the context of the U&rket, the development of workable criteria
in this respect, which under the Commission propeasald fall largely to technical regula-
tory standards that shall be drafted by the Eunofenking Authority and submitted to the
Commission:** will be complicated further by the absence ofafalé empirical data on the
relative importance of proprietary trading and ned¢nkaking activities of relevant institutions
in Europe. This is acknowledged explicitly by then@mission proposal itself, which is based
on purely anecdotal evidence in this respéct.

Significantly, the concept is structurally incomipé with the recent UK reform. This has, in
fact, led the Commission to provide for the exprdesogation from all provisions on the
separation of trading activities under Chapterofiithe proposed Regulation, which will be
granted,

“[a]t the request of a Member State (...) to a crewbtitution taking deposits from in-
dividuals and SMEs that are subject to nationahpry legislation adopted before 29

27 |pid., article 23.
128 gchwarczsupran. 1, p. 81.

129 See the wording of the definition of “proprietanading” as set out by article 5 no. 4 of the Cossitin

proposal, citednfra, n. 123 (requiring that relevant transactions tered into “for thesole purposef making

a profit for own account” [emphasis added]).

%0 Seeibid., article 23.

13 1bid., p. 7:
“While consistent data at Union level with regaodspecific banking activity is scarce, availablé-ev
dence suggests that proprietary trading represelntsted part of banks’ balance sheets. [However,
the same evidence also highlights that such tradamg significant prior to the crisis and, in theahce
of regulatory intervention, there is no guarantes it may not increase again in the future.”
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January 2014 when the national legislation comphéhk the following [qualitative
«l132

criteria].
While neither the proposed wording nor the explamnatexpressly refer to the United King-
dom, it is obvious both from the catalogue of cpa#ilve criteria set out in article 21(1) and
from the reference to 29 January 2014 as a deadhaé the provision is designed so as to
facilitate the carve-out of UK banks from the cofethe Regulation. If ultimately adopted,
this would inevitably trigger regulatory competitibetween the United Kingdom on the one
hand and the rest of Europe on the other. Wittpthigical negotiations in a very early stage,
however, it is far from certain if this will beconneality. Considerable opposition from other
Member States, including France and Germany, orgthaends of an alleged distortion of
competition, suggest that this may not be accegtabl

Such concerns are at leasima faciesupported by obvious differences in the economait ¢
sequences associated with the respective approaldieese would indeed trigger significantly
different implications on existing group structusesd business models, which in turn could
trigger significant differences in terms of implemeion costs, funding models and, ulti-
mately, the profitability of relevant institutioms groups. Should this scenario turn out to be
true in the medium and long term, the resultingadi®ons would be hardly reconcilable with
the need to ensure a level playing field for allrkea participants operating across the Euro-
pean Union, an objective which is enshrined inTheaty provisions on the internal market
and expressly recognised by the Commission Projissdl'** Whether that will be the case
is impossible to predict at the present stage,ghpwhich again is attributable to the absence
of reliable empirical data on the relevance of piepry trading, market-making and the
trade-off between different group structures, besshmodels and profitability.

C) Autonomous structural banking reform in Belgitirgnce and Germany

Should the Regulation be eventually adopted, islementation across Europe will not be
made easier by the fact that a number of Contih&nteopean jurisdictions have already im-
plemented autonomous versions of structural refamtise meantime. Unlike the UK model,
these are based broadly on the recommendatiome dfikanen commission, but nonetheless
differ from the Commission proposal in a numberasipects.

Belgium

132 Commission proposasupran. 118, article 21(1).

133 bid., article 1(d) (stressing the objective “to conttib to undistorted conditions of competition farakdit
institutions within the internal market").
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In Belgium, the developments leading to the adaptd statutory provisions on the separa-
tion of certain banking activities started with@sultation process in the course of 2012, in
which the Belgian central bank was commissionedhleygovernment to develop recommen-
dations for a structural banking reform within teuntry. Based on a comparative of events
leading up to the global financial crisis, as vesllof individual insolvencies in this contéX,
the central bank published its final report ancoremendations in July 20£%° This process
finally led to the adoption of certain provisions the separation of deposit-taking and related
activities from proprietary trading as part of tieformed Banking Law in 2014, which will
enter into force on 1 January 2015. Under the negime, subject to certain quantitative
thresholds, activities prohibited for credit ingtibns and their subsidiaries will have to be
transferred to a legally separate entity outsigdesitope of consolidation of the credit institu-
tion 1%

France

In France, a reform project aiming at the strudtteorm of domestic credit institutions was
initiated also in the course of 2012, and registdoemally as a legislative project in Decem-
ber 2012"*" The proposals were finally enacted in July 26F3yith the transfer of specific
trading activities to separate entities within greup to be completed by 1 July 208In
principle just as under the new Belgian regimehpnited trading activities, subject to quanti-
tative thresholds to be specified by way of deledadegislation, will have to be transferred to
separate trading entities within the same grougpaipanies?®

Germany

134 See Banque Nationale de Belgique, “Rapport intdiren Réformes bancaires structurelles en Belgique”
(June 2012), available at www.bnb.be/doc/ts/Putiioa/NBBreport/2012/StructureleHervormingen_Fr.pdf

135 Banque Nationale de Belgique, “Réformes bancaitascturelles en Belgique: rapport final” (July 301
available at www.bnb.be/doc/ts/publications/NBBRef2®13/StructuralBankingReformsFR.pdf.

138 | oi relative au statut et au codiee des établissements de crédit, 25 April 2014, idon Belge Ed. 2, 7 June
2014, p. 36794, articles 117 (definitions), 119l prohibition), 120-125 (qualifications and ey#ions),
126-127 (transfer to other entities).

137 See Assemblée nationale, No. 566, “Projet de keoséparation et de régulation des activités bagm;aim-
registré a la Présidence de I'’Assemblée natiomaldldécembre 2012". The legislative file, acconguiby a
detailed impact assessment, is available via wvagrablee-
nationale.fr/14/dossiers/separation_regulationvéiei bancaires.asp.

138 | oi no. 2013-672 du 26 juillet 2013 de séparatibule régulation des activités bancaires, Jourffai€ de
la République Frangaise no. 0173 du 27 juillet 2@ 32530. For a short introduction, see Edouamh&dez-
Bollo, ‘Structural reform and supervision of thenkimg sector in FranceQECD Journal: Financial Market
Trends(2013), available at http://dx.doi.org/10.1787Hat1 3-5k41z8t3mrhg.

1391bid., articles 2 and 5.

140 Code monétaire et financier, articles L511-47 eaf. sas introduced by Loi no. 2013-67&2ifra n. 138),
article 2.
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In Germany, legislation providing for the sepanatmf commercial and investment banking
activities was introduced as a government bill gbfaary 201%#* and enacted in August
20132 Under the new framework, credit institutions opieg above specific quantitative
thresholds are prohibited from engaging in proprietrading (except with regard tmter
alia, transactions qualifying as market making or heddransactions) and funding, through
equity positions or by way of loans or guarantéesige funds and other alternative invest-
ment funds-** Below these thresholds, the supervisory authoeityins the power to impose
similar restrictions** Prohibited transactions may instead be carriedrootigh a legally and
economically separate trading entity within the sagroup**®

Common features and differences

Comparing the Belgian, French and German reforrmpgsals, a number of common features
can be identified:

First, all three initiatives clearly reflect the Liikamg@roposals and anticipate the concept of
segregation of a specified range of higher-riskideations that could become mandatory
across Europe by virtue of the proposed Reguldfidiiheir focus is entity-oriented in prin-
ciple, but prohibited activities may only be purdumit of group entities subject to specific
requirements intended to insulate the remaindé¢h@fgroup from the relevant business risk.
In this regard, they are clearly motivated by tloditigal desire to preserve as many features
of a universal banking system as possible, and riéflesct a broad consensus as to the com-
parative advantages of universal over narrow bankirContinental Europ"’

141 Bundesregierung, “Entwurf eines Gesetzes zur Abseing von Risiken und zur Planung der Sanierurd) un
Abwicklung von Kreditinstituten und FinanzgruppeBUndesrats-Drucksache 94/13 of 8 February 2013.

142 Gesetz zur Abschirmung von Risiken und zur PlandeigSanierung und Abwicklung von Kreditinstituten
und Finanzgruppen, 7 August 2013, BundesgesetzBhatt I, p. 3090. For discussion, see, e.g., TivedI
Brandi and Konrad Gieseler, ‘Entwurf des TrennbawgesetzesDer Betrieb(2013), 741, 744-746; Sven Sche-
lo and Andreas Steck, ‘Das Trennbankengesetz: Riiavedurch Bankentestamente und Risikoabschirmung’
ZBB Zeitschrift fur Bankrecht und Bankbetri@®13), 227, 236-244; Florian Mdslein, ‘Grundsatrd Anwen-
dungsfragen zur Spartentrennung nach dem sog. BaekengesetzBKR Zeitschrift fir Bank- und Kapital-
marktrecht(2013), 397.

143 Kreditwesengesetz [Banking Act], § 3(2) as amended
144 |bid., § 3(4).
15 bid., §§ 3(4), 25f.

146 ct., for Belgium, Banque Nationale de Belgigeepran. 135, at pp. 1-2, 7-8; for France, Assemblé®nat
ale,supran. 137, pp. 10-2; for Germany, government Bilipran. 141, p. 2.

147 See, pointedly, the French bill, Assemblée natmrsapran. 137, p. 8 (arguing that the crisis as suchndid
undermine confidence in the merits of universaldirag). And see the in-depth discussion of the icatibns of
structural reform on existing business models basethe universal banking concept in Banque Nateoda
Belgique,supran. 135, pp. 11-2.
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Secondlyall three reforms are, as a result, largely cdibfgawith the concept underlying the
Commission proposal, but a number of technicakdiffices nonetheless exist. Whether such
institutions could benefit from a carve-out undsicke 21 of the Commission propo§élis

at least questionable given the present wordintpatf provision. This would depend on a de-
tailed analysis of both the definition of prohilditactivities and the technical requirements for
the regulation of relevant trading entities under applicable national law, which is beyond
the scope of the present article. If they do nalifin this respect, however, credit institu-
tions which will become subject to one of the aotoous national regimes in the course of
2014 and 2015 could have to restructure some of dperations again once the proposed EU
Regulation comes into force. This could expose duosthtutions to significant competitive
disadvantages vis-a-vis their peers in other Menfitetes which had not implemented struc-
tural reforms ahead of the enactment of the Reigunlat

In particular, the three reform initiatives diffeom the Commission proposal with regard to
the delineation of proprietary trading and marketking activities. Just as the Commission
proposal, all three reform initiatives acknowledige need to facilitate the on-going provision
of market-making by credit institutions as beneifigh macro-economic terms, and all three
exempt market-making from the general prohibitidowever, under the Belgian, French and
German frameworks, the prohibition of proprietaigding is formulated in such terms as es-
sentially qualify market-making, at least in pa$, a sub-category to proprietary tradifiy.
Notwithstanding the general exemption, the competathorities in all three jurisdictions are
then empowered also to prohibit the pursuit of rarkaking activities, if these are consid-
ered to be too significant given their relative oripnce within the relevant institution’s over-
all portfolio.**® While the Commission proposal, as discussed abious,based on a seem-

148 As to which sesupra text accompanying n. 132.

149 cf., for Belgium, Loi relative au statut et au tofe des établissements de créditpran. 136, article 121

8§ 1:
“(...), linterdiction prévue a Il'article 119 [on ppoietary trading] ne s’applique pas aux opératisums
instruments financiers qui font partie des actigbivantes (...): 2. les activités de tenue de néarch
(...)."

For France, cf. Code monétaire et financier, aticl511-47 (as amended by Loi no. 2013-&{fran. 138):

“I. (...) il est interdit aux établissements de ctédbmpagnies financiéres et compagnies financieres
holding mixtes (...) d’effectuer autrement que pamtérmediaire de filiales dédiées a ces activigss |
operations suivantes: 1. Les activités de négariasiur instruments financiers faisant intervenurle
compte proprea I'exception des activités relatives:.) d) a la tenue de marcti§emphasis added)

And see, for Germany, Kreditwesengesetz, suprd3.. 8 3(2)(2):

“Nach MaRgabe von Satz 1 verbotene Geschafte(sin®. der Eigenhandel iSd § 1 Abs. 1a Satz 2 Nr.
4 Buchst. dnit Ausnahme der Market-Making-Téatigkei{en).” (emphasis added).

130 see, for details, Loi relative au statut et autdde des établissements de crédit [Belgiusjpran. 136,
article 123 (quantitative thresholds to be deteediin delegated legislation); Code monétaire erfoier as
amended by Loi no. 2013-672 [France{ipran. 138, article L. 511-47 al. V; Kreditwesengesg&@zrmany],
supra n. 143, § 3(4).
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ingly clear-cut definition of both categories whigtay be difficult to implement and enforce
in practice, the alternative developed for the BelgFrench and German frameworks appears
to be more flexible. While less rigourous concefwyuat first sight, this could facilitate an
evolutionary calibration of the general prohibitiomer time, which could be refined with
growing understanding of the relevant portfoliostioa basis of information that will be made
available to the competent authorities in the cewfsmplementation.

Thirdly, while all autonomous initiatives were associatgith the implementation of preven-
tive resolution planning requirements ahead oBR&D°? they fail to take into account that
the mandatory restructuring of existing groups andiness models ideally should address
both the containment of commercial risks associati certain investment banking activi-
ties and problems of resolvability associated with opaqgue for group structures. To date,
both objectives — enhanced resilience againstrigadsk on the one hand and improved re-
solvability on the other — have only insufficientbgen coordinated and harmonised. Notably
the French and the German legislative projectsemdeid resolution planning as a separate
objective in addition to the preventive ring-fergiof certain types of investment banking
activities, with little if any connection betweehettwo aspectS® Both aspects were ad-
dressed in a more integrated way in the Belgiatrakbank’s preparatory study’ but even
the Belgian legislation fails to fully integrateethwo aspects. In sum, none of the three initia-
tives have adopted a coordinated approach thatdwregbncile the containment of risks aris-
ing out of specific trading activities with the peation of risks associated with complex or
otherwise opaque group structures, whose remowuakigey objective of preventive resolu-
tion planning prescribed by the BRRD.

This may also be attributable to thmurth feature common to all three initiatives, namely,
again, the absence of reliable empirical evideme tould provide the basis for a sound
analysis of costs and benefits of the individualgcts. With the exception of the preparatory
study presented by the Belgian central bank, wprelsents a more detailed breakdown of the
relevant banks’ balance she&tsthe evidential basis for the reform proposals appéo be

*1Supra n. 122 and accompanying text.

152 As to which sesupra text accompanying n. 67. This context is cleaefjected in both the preparatory leg-
islative work in all three jurisdictions, see, Belgium, Banque Nationale de Belgiqwepran. 135, pp. 8, 13-
6; for France, see Assemblée nationalgran. 137, 19-23; for Germany, government kslipran. 142, pp. 1-
3

153 |bid.
134 Banque Nationale de Belgiqubid.
1% Banque Nationale de Belgique, interim repsupran. 134, pp. 37-41.
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weak’® Some impact studies also suggest specific prige i@ terms of implementation
costs and on-going cost¥. However, given the far-reaching implications orisé®g group
structures and ensuing potential implications asividual groups’ and firms’ profitability
and, ultimately, financial stability as a whole|atdations that focus exclusively on a narrow
range of microeconomic costs, e.g. implementatimstscmeasured by the cost of setting up
new trading entities within existing groups, argyainderstate the impact.

D. COMPARISON ANDCONSEQUENCES

At first sight, jurisdiction-oriented and activisi@riented concepts of ring-fencing have little
in common: as little, indeed, as to cast doubttmn rationale for the denomination by the
same term. Discussing all of them under the samadihgprima faciecould be criticised as
confusing rather than convincing. In this lightyen the obvious differences between con-
cepts for the separation of assets along jurismieti borders in insolvency on the one hand
and the functional, economic and legal segregatiobusiness activities for prudential rea-
sons on the other, it is understandable that tbeudsion of “modern” forms of ring-fencing,
aimed at the segregation of business activitiaglpaefers to the earlier forms, i.e. the forced
ex antepooling of assets and tlex postseparation of insolvency liquidation along jurisdic
tional borders. In fact, with the academic debatecentrating increasingly on the various
options for structural banking reform, and with \ghog international convergence on tools
for the forced restructuring and resolution of tmakd banking groups, traditional, jurisdic-
tion-oriented rather than acitivity-oriented formisring-fencing, with few exceptioris® ap-
pear to be all but forgotten in the modern debatstouctural banking reform.

However, the case for re-inclusion of such tradaioemanations into the ongoing debate on
regulatory reforms after the global financial gig@ stronger than would appear at first sight.
There are, in fact, more features common to ath®of ring-fencing examined above besides
merely the use as instruments to “reallocate addae risk more optimally, such as by pro-
tecting the firm’s assets and operations and maiimgiits internal and affiliate risk'2® and

136 Neither the French nor the German proposaipiig nn. 137 and 142, respectively) disclose releeampiri-

cal data.

157 See, e.g., the German legislative propaaabran. 141, p. 6 (quantifying costs for the creatibmew trading
entities in the amount of some 19.1 mio. Euro anspecified on-going costs in the amount of 28.70[Eufor

the UK proposals, semipra text accompanying n. 90. The French reform bifiressly declares estimations of
costs to be impossible for the time being, see Wbd&e nationalesupran. 137, p. 17.

158 But see, for a broader perspective, again Schwargran. 1. See also UK Independent Commission on
Banking, Interim Reportsupran. 5, p. 80 (discussing the move towards mandatabsidiarisation as func-
tional alternative to activities-oriented ring-fémg).

159 schwarcz, supra n. 1, p. 82 (footnote omitted).
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besides their qualification as a “subset of ecomamgulation.*®® To be sure, in all different
emanations, ring-fencing is employed in order totam risks: risks associated with the eco-
nomic implications of cross-border bank failureghe case of the more traditional forms of
ex anteandex posting-fencing along territorial lines, and risks @siated with specific types
of investment banking activities, broadly defined“proprietary trading,” in the case of the
more modern forms of comprehensive structural ne$oof the banking systems of the United
States and the European Union.

In addition, notwithstanding significant differerscbetween the older forms of jurisdiction-
oriented ring-fencing and modern activities-oriehteodels, all different concepts are closely
related in functional terms, which is highlightegdcomparison of the traditional forms with
the approach adopted in the United Kingdom: In hmatbes, the focus is on the protection of
depositors’ asset§! which are to be shielded, in the first case, agaisk arising out of for-
eign-administered insolvency proceedings and, endbcond case, against risks associated
with specific forms of investment banking activitiandertaken by their bank. In both cases,
the risks that are addressed can be ultimatelgdraack to the relevant bank’s own perform-
ance. Moreover, despite significant conceptualedéiices, all forms of ring-fencing seek to
accomplish this objective through regulatory infigments of the relevant institutions’ free-
dom of choice of corporate structure and businesdets. As a consequence, all forms of
ring-fencing also need to address trade-offs batwmesiness organisation and profitability,
and thus have to be evaluated against a commoruneeas

From an analytical point of view, the identicaln@nology therefore cannot be dismissed as
purely accidental but is justified by functionamgiarities that indeed call for a broader con-
ceptual approach and comprehensive anal{%iall different emanations of the underlying
concept, the segregation of bundles of busineasioBkhips along territorial borders as well
as the segregation of specific types of activiksg business lines, reflect regulatory con-
cerns about the complexity of modern, cross-bobdeking groups and their possible reper-
cussions on financial stability in the relevant keds. Against this backdrop, the discussion
on ring-fencing generally ought to bear in mindgmdially conflicting national interests with
respect to multinational groups — an issue which leen addressed by the literature on the

180 bid., p. 83.

181 cf. also Schwarcz, supra n. 1, p. 88 (analysirth flrms as instruments to protect the interestagfositors).
162 gee also Testimony by Mr Daniel K Tarullo, Membéthe Board of Governors of the Federal Reseng Sy
tem, before the Committee on Financial ServiceS. Blouse of Representatives, Washington DC, 5 Bepru
2014, available at http://www.bis.org/review/r146B(Qdf (discussing the similarity between the mtveali-
tional forms of separate treatment of branchesoodifin banks and the modern concepts for the stparaf
business activities).
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older forms ofex anteandex postring-fencing along territorial liné® but has not yet fully
been acknowledged by the recent reform discus#iera welcome step into the right direc-
tion, however, the Financial Stability Board, irreport on “Structural Banking Reforms”,
addressed to the November 2014 G 20 summit, foirdtedime expressly recognises the need
for greater consistency in this respect and cali$uture work towards this objectivé*

In this light, “ring-fencing”, for the purposes tife present paper, can be defined as a generic
concept that involves the segregation of assetbilities, and/or business activities against
specific risks, with a view to protecting marketsdacounterparties either directly or indi-
rectly. From this functional perspective, the diffieces in scope reflect different levels of
complexity in the design of the respective moddteathan fundamental conceptual discrep-
ancies. More specifically, the different models ag#ective of a continuum of complexity in
terms of (a) the underlying assessment of the tissare to be addressed, (b) the degree of
technical sophistication in design and, finally) (ee (only partly foreseeable) implications
and repercussions for the relevant banking systenaswhole.

Any analysis of ring-fencing thus ought to takeviatcount potential trade-offs between com-
plexity (of any of the categories thus specified)tbe one hand and both the effectiveness of
the respective regulatory strategy and the longrienplications for the industry and financial
stability on the other hand. In this context, cgutoal simplicity can facilitate the assessment
of potential consequences, as it may be easienalyse a concept that rests on a small num-
ber of assumptions and preconditions than a comptex with numerous, potentially interde-
pendent, requirements. However, technical simplidibes not necessarily correspond with
reduced complexity in terms of long-term economitcomes. For example, as has been dis-
cussed above, ring-fencing of “core” banking atig in the way recommended by the Vick-
ers Commission and adopted by Parliament in théedriKingdom is less complex in terms
of technical design than its counterparts in thé@ddhStates of America and on the European
continent. Nonetheless, in view of its drastic ilwgions on existing market structures, the
impact on long-term profitability of the UK bankirsgctor as a whole could ultimately equal
or even exceed the long-term implications of theev@ammplex reforms adopted elsewh&re.
On the other hand, a higher degree of sophistica®such does by no means guarantee a
more precise calibration of long-term implicatiofrsfact, the commercial implications asso-

183 Seesuprg sections II. A. and B.

184 Financial Stability Board, ‘Structural Banking Refs. Cross-border consistencies and global fiarsta-
bility implications. Report to G20 Leaders for thimvember 2014 Summit’, 27 October 2014, availalile a
www.financialstabilityboard.org/publications/r_1410pdf.

185 See sources citetlipra n. 86. See also Chow and Sustipran. 7, pp. 27-30 (discussing the complex policy
considerations to be considered in the context@fing-fencing of “core” banking functions).
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ciated with the more nuanced approaches to stalatefiorm adopted in the United States and
Continental Europe may, in the long run, turn @aubé similarly far-reaching as the ones as-
sociated with the UK model, e.g. with regard toeimiives for banks to transfer certain types
of banking activities into the less regulated shadh@anking sector, to which the ring-fenced
banks may continue to be exposed through credif$isAs has been argued with respect to
the US Volcker Rule, but could well apply in gengtiais could include the provision of mar-
ket-making services which, as a result of the ctetaion to prohibited activity of proprietary
trading, could potentially become less profitaldetiie extent “polyfunctional” activities in
the sense mentioned above will no longer be adbiessif this came true, the implications
would probably not fall on the banking sector, betfelt as a burden on corporate finance
more generally®’ On the basis of available evidence, these diffeseanarios can neither be
verified nor dismissed, but their very existencehgct of concerns is certainly revealing of
underlying weaknesses in terms of policy design.

As a matter of fact, the effective implementatidnriag-fencing strategies by (national or
supranational) regulatory authorities, like anyeotform of regulatory interference with mar-
kets by way of economic regulatioff,can work effectively only if the regulator haslaar-
cut understanding of (a) the risks to be addregised the objectives to be pursued) and (b)
the (unintended) side-effects that could be trigdefeven involuntarily) by the proposed
regulation. In this light, both thex anteandex posting-fencing of assets located in domestic
branches (or subsidiaries) of foreign-owned bamskshe characterised not just as simple and,
therefore, easy to implement, but also as compatgtstraightforward in terms of the as-
sessment of the costs involved. Past precederisciefly in the context of insolvencies of
foreign banks dealt with under US American bankewjslation, suggest that the key objec-
tive, i.e., the protection of local creditors frdosses in connection with foreign-administered

16 See, e.g., Roel J. Theisséxre EU Banks Safe®013), pp. 170-5 (reaching a similar conclusiof}ite-
headsupran. 94, at p. 46 (same).

187 see Douglas J. Elliott and Christian Rauch, “Lessipom the Implementation of the Volcker Rule Bank-
ing Structural Reform in the European Union”, SAF&licy Center White Paper Series No. 13 (2014)ilavia
at http://safe-frankfurt.de/uploads/media/ElliotauRh_Volcker_Rule_Lessons.pdf, pp. 6-7, arguing tha

“(...) banks are believed likely to retreat from metrknaking activities. (...) they will be unable t@ape
profits through speculative positions as part ef tharket making business. [This] can make an other-
wise attractive business unprofitable, causing baokgive it up or drastically reduce their actest
therein. This will lead to lower market liquiditgausing higher transaction costs, mispricing agthdni
risk premia which result in higher costs of capitalcorporations. Market volatility will most like in-
crease as well.”

See also, reaching similar conclusions, Darrellfieuf‘Market Making Under the Proposed Volcker Rule

Rock Center for Corporate Governance at Stanfortvddsity Working Paper No. 106 (2012), available at

http://ssrn.com/abstract=1990472.

1%8 On the need of a sound information basis as aopdétion for effective regulation, see generally tfie con-

text of corporate law) Jens-Hinrich Bind&egulierungsinstrumente und Regulierungsstrategieiapitalge-

sellschaftsrech{2012) (in German), pp. 290-3.
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insolvency proceedings abroad, can be accomplisfiedtively, albeit at the price of disrup-
tive effects on these proceedings. These may m ¢ome with repercussions on systemic
stability, which may not be confined exclusivelytt® home markets of the relevant institu-
tion but affect other relevant markets {G0.

To a lesser extent, similar considerations alsdyapptheex antering-fencing of systemically
important “core” banking functions along the linexommended by the Vickers Commis-
sion. Unlike the more complex approach to ring-fieg@dopted in the United States and by
incoming legislation on the European Continent,itlentification of those activities that are
considered to be worthy of special protection then straightforward, in that it does not re-
quire the legislator or regulator to make progn@set the risk associated with other banking
activities. By contrast, if a structural reform airat apositiveprohibition of certain types of
activities that are considered to be risky, andeesly if such prohibition is calibrated by
way of references to quantitative thresholds, ttiecBveness of the entire concept clearly
rests on a precise assessment of the relevantwisk$, given the apparent lack of empirical
information mentioned above, may not realisticéléy feasible at least on the basis of avail-
able empirical evidence. In this respect, as has Ineentioned before, the empirical findings
that have been cited as supporting the more reeérim initiatives in both the United States
and Europe are incomplete and do not fully appeéetar out the assumption that the transac-
tion costs involved in sector-wide restructurings actually merited by the expected gains in
terms of enhanced resilience at the institutioougrand system-wide levels. While there are
ways to deal with the ensuing uncertainties in diesign of regulatory responseS,such
technical solutions can improve the practical maahgity of the respective models and fa-
cilitate more consistent enforcement, but they doremove the uncertainty with regard to
the economic rationale and policy foundations a$fisu

lll. Rationale, shortcomings and open questions: anenu of policy
considerations
A. “EX POST RING-FENCING

To sum up the analysis, ring-fencing of assetscgeographical and jurisdictional borders
on anex postbasis presents the simplest case. As has beaiediabové’ the separation

189 See, for further discussiosupra Section I1. A.

170 Contrast, again, the approach adopted by Contih&uropean jurisdictions with regard to the deditien of
market-making from proprietary trading (discussegra text accompanying n. 149) with the concept prestid
by the Commission proposal in this respecipfa text accompanying n. 122).

"1 Supra section I1. A.
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of foreign-owned branches or subsidiaries from Ivesacy proceedings initiated and adminis-
tered from the firm’s, or parent company’s, homgspliction, can be qualified as a legitimate
and indeed useful tool for host country authoritresettings where a reliable framework for
the coordination of international insolvency proaess for credit institutions does not exist.
Again as discussed before, the benefits in termeffettive protection for local constituents
are as clearly established as the potentially metntal repercussions on systemic stability
which, in the case of branches of large institigjarught to be considered also by host juris-
dictions, as they could potentially backfire in floem of regional or indeed world-wide con-
tagious effects. Within Europex postring-fencing is, as a rule, feasible only with aed) to
branches of Non-EU third countries and, pendingnioaiisation of the legal frameworks for
group insolvencies, also for subsidiaries of EUKag or financial groups. With these re-
strictions in mind, it should be considered, in @ppiate circumstances, as a “second best”
(compared with the ideal of reliable, full coordioa of home and host country measures),
but nonetheless potentially viable policy optidh.

B. “EX ANTE” RING-FENCING

With regard to the various forms ek antering-fencing, the assessment is considerably more
complicated. In this regard, the two basic modelngned abové’® i.e., ring-fencing of as-
sets along geographical and jurisdictional linegt@one hand and ring-fencing of business
activities on the other, clearly have to be différated.

For similar reasons to the ones developed abovexf@ostring-fencing along jurisdictional
borders, the imposition of a requirement on foreagmed branches or subsidiaries to hold
and retain specified amounts of assets can resjolegjitimate concerns about the legal and
commercial position of such local constituentsnsalvency proceedings initiated and admin-
istered by foreign (home country) authorities.dttlherefore hardly surprising that interna-
tional standard-setting bodies have expressly eagedex antering-fencing in this sensé?
although other papers released by the same ackmmewhat inconsistently — have expressed

172 For further discussion, ssepra text accompanying n. 33.
13 Supra section I1. B.

174 E g., Basel Committee on Banking Supervision/JBmium on Financial Conglomerates, “The Supervision
of Financial Conglomerates” (1999), available atwvais.org/publ/bcbs47.pdf, p. 36; Basel CommittaeBan-
king Supervision, “Supervisory Guidance on Dealivih Weak Banks”, Report of the Task Force on Duenli
with Weak Banks (2002), available at www.bis.ordpilocbs88.pdf, pp. 38-40, 51; Basel Committee onk3a
ing Supervision, “Parallel-owned Banking Structtir€003), available at www.bis.org/publ/bcbs94.palb,. 4-

6; but see, reflecting conflicting positions amastgmembers and presenting a more balanced assas®8uasel
Committee on Banking Supervision, “Report and Rememdations of the Cross-Border Bank Resolution
Group”,supran. 8, at pp. 5, 18-9, 30.
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more reserved views with regard to the ring-fenadfidocal branchegx post’ In fact, as
indicated abové’® ex anteandex postring-fencing will often operate virtually hand frand

in the relevant settings, inasmuch as the prevestinelding of assets located within the reach
of host authoritiegx antewill facilitate the effective application ax postring-fencing once
the relevant branch (or subsidiary) has reachedtdge of insolvency.

As mentioned before, however, these advantageg ahtering-fencing ought to be assessed
in light of evident drawback€x postring-fencing violates the principle pfari-passutreat-
ment of creditors in insolvency and could, if notieipated by affected stakeholders in the
relevant jurisdictions, wreak havoc to the ordeclyprdinated unwinding of the operations of
a multi-national banking business. Similafy antering-fencing comes with potential costs
in terms of reduced intra-group funding and ensuedyctions in the overall profitability of
the firm or group’’

For jurisdictions differing in terms of regulatopglicies and effectiveness of supervisien,
antering-fencing of capital and liquidity may thus conte to be an option. For the Eurozone,
by contrast, the advent of the Banking Union, with transfer of supervisory powers to the

k,178

Single Supervisory Mechanism to the European CeBaa may mark the end of it, as

the ECB will strive to apply and enforce a trulyegrated, supra-national approach to the
allocation of resources within banks and bankinougs'’® This may facilitate a more effi-
cient use of the financial resources within thepeesive firms and group%? but it clearly
also removes a rather effective regulatory todl, ihaised wisely, has the potential to contain
the impact of insolvency in cases where neitherrdloés nor the administration of the crisis
can be controlled by host country authorities. iAlkll, jurisdictional ex ante ring-fencing of
foreign-owned banking operations may ultimately doperseded by more cooperative ap-

proaches if and to the extent that the adversei¢atpins of insolvencies on host countries in

175 Seesupra, text accompanying n. 21.
178 See agailsupra,text accompanying n. 44.

1" See also (analysing the economic implicationsudégliction-orientied ex ante ring-fencing) Eugeferutti
et al., ‘Bankers Without Borders? Implications o Fencing for European Cross- Border Banks’, IWBrk-
ing Paper WP/10/247 (2010), available at www.ingflexternal/pubs/ft/wp/2010/wp10247.pdf.

178 See, generally, Council Regulation (EU) No. 10242 of 15 October 2013 conferring specific taskghmn
European Central Bank concerning policies relatinthe prudential supervision of credit instituso®J L 287
p. 63.

179 Cf. speech by Mario Draghi, President of the Europ@entral Bank, at the conference for the 20th amnive
sary of the establishment of the European Monetasfitute, Brussels, 12 February 2014, available at
http://www.bis.org/review/r140213a.htm.

180 Cf. ibid.: “Another benefit of the SSM — and perhaps a momgoirtant one — will be the lack of ‘hidden barri-
ers’ to cross-border activity linked to nationaéfarences. With a European supervisor, bordersnatlimatter.
Issues such as protecting national champions arsgigory ring-fencing of liquidity will not be relant. This
means that banks will be in a better position toiee the economies of scale that were promisetthégingle
financial market — and that they also need to epaiitive at the global level.”

38



cross-border groups are ultimately overcome. Whhile too early to predict success in this
regard, the recent progress in the developmentobially agreed standards for total loss ab-
sorbing capacity in banks and banking grdfipmay bring all stakeholders closer to a solu-
tion in this regard.

By contrast, the case for business-oriergedntering-fencing, i.e. the segregation of “core”
banking functions from a specified range of investirbanking activities, is considerably less
clear-cut for the time being. Given the weak enggirbasis, a reliable assessment of expected
benefits and costs associated with the structwaaking reforms that have been initiated in
the United States, the United Kingdom, some ContaleEuropean Member States and at the
EU level does not appear to be feasible at theeptestage. To be sure, the findings of the
Liikanen Report have revealed strikingly large pntions of “total assets held for trading” in
relation to the amount of total assets for systaftyigelevant European bank&. This high-
lights a potential source of risk that could halve tapacity to undermine the stability of the
relevant institution and thus to jeopardise banKumgctions whose on-going provision are
vital in macro-economic terms. To quantify thiskrilowever, and thus to estimate the ex-
pected benefits of activities-oriented structuefiorm would require additional analyses of
the respective firm and group structures and bgsineodels, all of which influence the pos-
sible channels of intra-firm or intra-group contagibetween commercial and investment
banking activities. Moreover, as explained abtehe absence of sufficiently granular em-
pirical evidence also hampers the technical desigring-fencing regulations, in particular
with regard to the delineation of prohibited prepary trading from exempted market-making
transactions.

C. To RING-FENCE ORNOT, AND HOW? THE AGENDA AS OF MID2014

Starting from these considerations, it is hardlggdole, at the present point in time, to present
a consistent assessment of the different refortraiivies, let alone policy recommendations
that could assist the improvement of existing dme design of future structural reform pro-
jects. First and foremost, the findings reachedvalmall for further research. More extensive
and more granular data would be necessary to @ealinaa meaningful way, the merits of the
different concepts, and to discuss possible alteg®min terms of both regulatory objectives
and technical solutions. As the various regulatariatives towards structural banking re-

181 Seesupra n. 43 and accompanying text.

182 5ee, again, Liikanen repostipran. 110, p. 44 and, for further discussisapra text accompanying nn. 114-
117. And see Chow and Surfiupran. 7, pp. 14-6 (discussing the empirical evidefroen a comparative
US/EU perspective).

183 Supra section I. D.
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form examined above have been initiated withoupergreparation in this respett there is
an urgent need to remedy this deficiency by acatiey interdisciplinary analysis of a num-
ber of key aspects identified throughout the prepaper.

This should, in particular, include the followinJ: (a) research into the structure of banks’
trading activities, with a view to an improved urgtanding both of their relative size and the
composition of relevant portfolios, which would il#ate a more precise calibration of the
prohibition of specific types of activities and mesponding exemptions; (b) research into the
sources of intra-firm and intra-group contagiorking into account existing differences in
corporate structures and business models, as sveltiating legal and regulatory restraints on
intra-group funding arrangements; (c) research theomerits and deficiencies of different
forms of intra-group “insulation” against contagi¢e.g., restrictions on funding arrange-
ments, corporate governance-oriented restrictionthe exercise of control by parent compa-
nies) in relation to risk arising out of reputatbtinks between group compani&s and fi-
nally (d) research into the immediate and long-teosts of the different forms of structural
reform available in terms of funding and reduceddime@- and long-term profitability as a
result from reduced diversification. If at all, tbemplex trade-offs that are likely to exist be-
tween those different determinants can only beaegd, and quantified, on the basis of com-
plex empirical research into the relevant instin§’ balance sheets and off-balance sheet
trading activities, which would depend on informatithat presently does not appear to be
available with regard to any of the jurisdictiohstt have moved towards fundamental struc-
tural reforms of their banking systems. To be sgieen present restraints on available data,
such research amounts to no less than a Hercudsknand, given the sensitive nature of the
relevant information, in all likelihood will be psible only through joint efforts of national
central banks. Absent such a foundation, howevereaningful analysis of costs and benefits
associated with the existing reform initiativesicg possible.

Irrespective of the prevailing uncertainty in terofsboth policy objectives and technical de-
sign of regulatory frameworks, the findings develdpin the present paper suggest that
greater attention should be devoted, in this cdntexthe potential of jurisdiction-oriented
ring-fencing as an alternative that would avoid tdoenplexities inevitably associated with
activities-oriented structural reform. Jurisdictionented ring-fencing certainly has been
demonstrated to conflict both with existing tretolwards further coordination of supervisory

184 For a similar conclusion, see Florian Méslein, éDirennung von Wertpapier- und sonstigem Bankgéscha
Trennbankensystem, ring-fencing und Volcker-Ruke Mittel zur Eindammung systemischer Gefahren &g d
Finanzsystem”, ORDO Jahrbuch fur die Ordnung vornt&bdhaft und Gesellschaft 64 (2013), 349, at p.,369

18 For a partly similar list of unresolved issuess &mbacorta and van Rixteljpran. 87, pp. 4-5.
186 As to which, sesupra text accompanying n. 88.
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powers and, indeed, the Treaty Right of Establisiinaad the Freedom of Movement of
Capital'®” However, the analysis of traditional jurisdictioriented approaches bogix ante
and ex postinsolvency nonetheless reveals the potential afidatory “regionalisation” of
multi-national operations as a means to simplifyugr structures, which could facilitate an
improved burden-sharing between home and hostjatisns and, in turn, contain the impact
of insolvencies on regional and indeed global folalnstability.

In this light, the notion that smaller, independeegionalised entities could be supervised
and, ultimately, resolved more effectively thanyfuhtegrated multi-national groups should
not be dismissed lightly in the on-going debatestmctural bank reform. Despite growing
international convergence in terms of substantatonal legislation and procedural coordi-
nation of national resolution measures in recetrgjethe complexities associated with the
resolution of large multi-national financial grougsntinue to be daunting® given prevailing
conflicts of economic interests between home anst lvountries as well as insufficient
agreement on technical issues at least outsidEuhmpean Union. At the least, such apparent
advantages can be interpreted as advocating timeltesion of the more traditional forms of
ring-fencing in the present debafé.It has been noted above that the existing reforitiai
tives both at the Member State and the EU levethhus far failed to dedicate sufficient at-
tention to the coordination of activities-basedistural reform with the move towards manda-
tory restructuring of firms and groups in the comtef preventive recovery and resolution
planning™®® In the on-going debate on the proposed EU Regulatioth aspects should be
addressed in a coordinated, integrated approach.

Just as with activities-oriented ring-fencing, hee® the possible advantages of increased
regionalisation must be balanced against drawbeckerms of long-term costs on the regu-
lated industry and ensuing implications for longwiestability. As has been observed with
regard to the mandatory subsidiarisation on thigainie of host-country authorities, region-
alisation will come with costs in this respét These findings reinforce the need for further

187 Supra section II. B. 2.

188 See agaisupra text accompanying n. 33.

189 For a similar conclusion, see Schwamspran. 1, p. 96 (advocating the use of ring-fencinguasnstrument
to foster “modularity”, i.e., the reduction of colegity in terms of group structures and businessleig) in the
public interest).

190 Seesupra section 1. D. While the Vickers Commission haflected on these issues (see Independent Com-
mission on Banking, Interim Repodupran. 5, at p. 80), the considerations presentedigrégard hardly re-
flect the relation to structural impediments to thesolvability” of credit institutions.

191 For similar considerations, cf. D'Hulster and Gtiobe,supran. 4, pp. 10-3 (noting possible lines of future
research in this regard).

192 Eor further discussion, see Fiechter etalpran. 63, p. 16; Trégesupran. 48, pp. 178-80, 197-9 (discuss-
ing trade-offs between the organizational structfrdéirms and groups and profitability); cf. alsdafkouras,
supran. 87, at pp. 156-61 (same).
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interdisciplinary research that should include ghss from corporate finance theory, corpo-
rate (group) law, insolvency law and conflicts aivk issues, all of which have a bearing on
the risk profile associated with individual groupustures, business models and funding ar-
rangements both for the on-going prudential supewiand the resolution of multi-national
banking groups.

IV. Conclusions

Starting from a historical comparison of the diéfier concepts which have come to be re-
ferred to by the term over the years, the preseitieahas developed a generic definition of
ring-fencing as a regulatory strategy that involtles segregation of assets, liabilities, and/or
business activities against specific risks, withieav to protecting markets and counterparties
either directly or indirectly. Against this backg@rat argues that differences between the vari-
ous models exist with regard to their respectiveglexity rather than the underlying concep-
tual foundations. In this respect, the more redenelopments examined in the present paper,
unlike the earlier forms of ring-fencing, certairdgnnot claim to be based on sound analyses
of costs and benefits, and the benefits that abe texpected from their implementation are, at
the present stage, far from clear. This is notagpthat structural banking reform based on a
segregation of “core” banking functions and ceriavestment banking activities, deemed to
be both risky and socially less beneficial, coubd Ipe justified upon a more intensive analysis
of the facts, which has not been presented sd3i@en the significant costs associated with
the implementation of the present initiatives anebig the potential implications for the long-
term profitability of the relevant markets, howewveot just the banking industry itself may be
forgiven to find this rather alarming.
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