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Editorial 
While the EU seems to be in a mood about ‘more 
regulation’, these magical words still await 
implementation and fail to fundamentally tackle the 
risky financial sector. Worse, important reforms are 
being delayed. Decisions on a European level are 
swiftly made that undermine democracy in EU member 
states on how they can decide about their own public 
budgets. At the same time, severe cuts in public 
spending are imposed after huge money was spent to 
save the unregulated financial sector. So far, changes 
in decision-making processes on financial reforms 
have not been made, leaving the financial sector free 
to organize an aggressive lobby.

This newsletter reports about several financial reforms 
that are ongoing. The reform regarding credit rating 
agencies is already decided upon, as explained in this 
newsletter. The new EU directive however, leaves out 
the fundamental reforms that were called for. This is of 
importance not only to EU member states, but also to 
developing countries since CRAs affect 
creditworthiness of developing countries.
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New proposals and discussions are plenty, 
e.g about shadow banking. An important 
discussion about the issue that many banks 
are too big to fail, and about the structure of 
banks, was stimulated by the report of a 
group of experts, chaired by the Finnish 
central bank governor Liikanen. This 
newsletter reveals what the ‘Liikanen report’ 
proposes, and what is still lacking, leaving 

societies still vulnerable to many financial 
stability risks. 

Finally a discussion has started in Brussels 
about how free trade agreements, that 
include agreements on financial services, are 
being negotiated by the EU. These 
agreements lead to limitation of regulatory 
power and can contradict, and even 
undermine, crucial financial reforms.

Summaries of the articles in this newsletter

R e g u l a t i o n o f f o o d 
speculation delayed
The European Decision Makers have not 
made any real progress in regulating food 
speculation and high-speed trading in the 
MiFID review. The European Parliament’s 
plenary approved the position proposed by 
its responsible committee. However, the 
Council of Ministers did not manage to make 
a decision. Therefore, a delay until at least 
February 2013 is likely and the end of the 
whole process might not be reached before 
Summer 2013. Meanwhile, the 
implementation of the Regulation covering 
over-the-counter derivatives trading (EMIR), 
which came into force in August this year, 
moves forward. The EU’s responsible 
authority ESMA has released its draft 
technical standards which will now have to 
be approved by the European Commission.

For the full detailed article see below.

EU institutions agree on 
c r e d i t r a t i n g a g e n c y 
regulation
The European Institutions have agreed on a 
political compromise involving a new EU law 
on credit rating agencies (CRAs), after 
previous reforms were being criticised of 

being too weak and unduly worsening the 
credit status of countries. The presently 
agreed compromise for a new Directive will 
bring some important changes to the 
business of the agencies. However, many 
really strong measures have not survived the 
EU law making process. The political 
compromise between the Council and 
members of the European Parliament (EP) 
will have to be finalised on the technical level  
before being voted on during the 
Parliament’s plenary in January 2013.

For the full detailed article see below.

Shadow banking: $ 67 trillion 
coming out of the shadows
Shadow banking, which contains all bank-
like activities not fully covered by banking 
rules, remains high on the political agenda. 
The European Parliament (EP) has now set 
its own position following the Green 
Paper published by the European 
Commission earlier this year (see also 
previous newsletter). In the meantime, on an 
international level, the G20’s Financial 
Stability Report has proceeded with its 
attempts to regulate shadow banks.

For the full detailed article see below.
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New free trade agreements 
threaten financial reforms
Promoting exports in financial services is 
considered as a way out of the financial 
crisis by the EC. Therefore, the EU is 
negotiating free trade agreements in the 
WTO and with different countries or regions 
around the world that liberalise financial 
services. However, there is no consideration 
whether sufficient regulation and supervision 
is in place. Nor is there a revision of the free 
trade rules that restrict financial regulation 
and contradict current and future financial 
reforms. Worse, the EU is expanding its 
mandate and requires that prudential 
measures that undermine the protection of 
foreign investors in financial services can be 
disputed by investors and can be made 
subject to investor-to-state dispute 
settlement.

For the full detailed article see below.

Liikanen Report: Half-hearted 
attempt to solve the “too big 
to fail” problem
Proposals how to deal with banks that are 
“too big to fail” were presented by an expert 
group, appointed by the European 
Commission (EC) and lead by the president 
of the Finnish central bank, Mr. Liikanen, 
who submitted a report in October 2012. The 
report’s core proposal is that there should be 
a mandatory separation in banks between 
their major risky activities and their 
commercial banking activities, while being 
allowed to stick to the European model of 
universal banking. However, these proposals 
are not really capable of solving the problem 
but are a step towards more stability, writes 
Peter Wahl. A consultation by the EC on the 
‘Liikanen report’, in which criticism could be 
expressed, was closed on 13 November 
2012. At the same time, many bank reforms 
are being delayed.

For the full detailed article see below.
 

R e g u l a t i o n o f f o o d 
speculation delayed
By Markus Henn, WEED

The European Parliament (EP) and the EU 
Council of Ministers of Finance (ECOFIN) 
are still in the process of co-decision on the 
review of theMarkets in Financial 
Instruments Directive (MiFID). As reported in 

the last newsletter, the responsible 
parliamentary committee on Economic and 
Monetary Affairs (ECON) already proposed a 
position. The plenary of the EP basically 
approved the compromise drafted by the 
ECON committee, at least with regards to 
the use of commodity derivatives and high-
speed trading. A last attempt to get even 
stronger position limits for financial 
speculators, brought in by Green MEP Sven 
Giegold, was thwarted by the plenary. 
However, a considerable number of MEPs 
voted for this amendment, amongst them 
also numerous Social Democrats and even 
Conservatives - opposing the compromised 
position from the ECON committee by their 
own group’s rapporteurs. This sends a 
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strong signal to the conservative rapporteur 
Markus Ferber that he can, at the very least, 
not weaken the current compromise at a 
later stage of the process. 

Hence, the EP is now ready to start the 
trilogue negotiations with the Council of 
Ministers and the European Commission. 
However, the Council has not yet managed 
to reach a joint position. Despite intensive 
negotiations in the last months, there were 
too many controversial issues left on the 
agenda, amongst them the issue of how to 
pay for banking services. This means that 
the final decision will be taken in 2013, 
probably not even in January but in 
February, given the change to Irish 
presidency next year.

The issue of position limits for commodity 
speculation was controversial in the Council, 
too. However, it appears that a binding rule 
to set limits is included in the latest draft of a 
Council proposal, in addition to other 
management controls. The Council also 
seems to have picked up concerns by NGOs 
(see e.g. an open letter by 12 German 
organisations to finance minister Schäuble) 
and others that the limits should also cover 
over-the-counter trading in commodity 
derivatives and be set by the authorities 
directly instead of the trading venues. 
A recent research paper by SOMO also 
draws attention to the challenges for 
regulators and the importance of setting ex-
ante position limits with regard to new and 
complex financial players like exchange 
traded funds (ETFs). However, there are 
some caveats regarding the wording of the 
latest Council’s proposal. The Council, in this 
respect, is now even more regulation-friendly 
than the EP. But in some other respects it is 
still weaker, such as the application to both 
physically and cash settled contracts, the 
justification for the limits or the reporting, and 

thus also has not taken into account criticism 
regarding the strength of the latest proposal.

Beyond such details, the application of 
position limits is still under threat in general 
terms as well. This became clear after a US 
court rule that stopped implementation of the 
reinforced US limits two months ago. British 
civil servants and liberal MEPs have 
allegedly used this rule in the EP and 
Council negotiations to question the setting 
of position limits at all. However, the US 
regulator CFTC has recently decided to 
appeal this US court rule. The rule was also 
heavily criticised by the US NGO and 
business alliance “Commodity Markets 
Oversight Coalition”.

Another law, in a much later stage in the 
negotiation process than the MiFID, is the 
European Market Infrastructure Regulation 
(EMIR), regulating over-the-counter (OTC) 
derivatives (for details see March 
newsletter). After the law was finalised in 
August 2012, the draft technical 
standards composed by the responsible 
European Securities and Markets Authority 
(ESMA) quickly appeared at the end of 
September 2012. They will now have to be 
approved by the Commission, but it is likely 
that they will constitute more or less the final 
regulations for the trading of OTC derivatives 
in the EU.

A comprehensive analysis of these EMIR 
draft standards cannot be given here. One 
crucial issue, however, shall be quickly 
looked at: the exemptions from clearing 
requirements for non-financial companies. 
The EMIR foresaw a threshold which now is 
set at 3 billion gross notional value. This is 
quite a lot of money. However, the bigger 
problem with this threshold is that in 
calculating the relevant positions, all 
positions shall be exempted that objectively 
reduce risks relating to the commercial 
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activity and treasury financing of the 
company. The draft standard now makes 
pretty vague provisions on what these 
activities include. This might create big 
loopholes in the coverage of the clearing. 
Furthermore, given the exemption of the 
positions that bear a kind of hedging 
function, it is difficult to understand why there 
will be still a threshold at all. We will see 
when Europe will face its Enron debacle. 

EU institutions agree on 
c r e d i t r a t i n g a g e n c y 
regulation
By Markus Henn (WEED)

The European Institutions have agreed on a 
political compromise involving a new EU law 
on credit rating agencies (CRA), after 
previous reforms were being criticised of 
being too weak and unduly worsening the 
credit status of countries. The presently 
agreed compromise for a new Directive will 
bring some important changes to the 
business of the agencies. However, many 
really strong measures have not survived the 
EU law making process. The political 
compromise between the Council and 
members of the European Parliament (EP) 
will have to be finalised on the technical level  
before being voted on during the 
Parliament’s plenary in January 2013.

The negotiations regarding the review of the 
Directive on credit rating agencies have been 
going on throughout the year (see February 
newsletter). About one year after the 
European Commission had released its 
proposal, on 27 November, the EP, the 
Council of Ministers and the European 
Commission have finally reached a political 
compromise in their trilogue negotiations. 
However, it is not clear yet what the final text 
will be exactly. The different institutions only 
released press statements with the core 
elements of the compromise. The European 
Parliament, and other sources described it 
as follows:

1. Transparency and sovereign debt 
ratings: Ratings about the 
creditworthiness of a country shall 
not come "out of the blue", at the 
most inappropriate times, but by 
fixing three set dates per year when 
credit rating agencies may issue 
them and with “due consideration for 
the specific circumstances of each 
member state”. The agencies must 
also reveal the “research and 
assumptions” underlying the rating. 
Moreover, new refined rating grades 
shall be added to the current letter-
based system.

2. End automatic reliance on ratings: 
To reduce reliance by lenders and 
investors on credit ratings to make 
decisions, all references to "external 
ratings" in EU law will be checked to 
see whether they trigger automatic 
reactions to ratings (e.g. when a 
lower grade is given by a rating 
agency to a country, particular 
investors have to sell the bonds they 
hold from that country). All such 
references are to be deleted by 
2020, subject to appropriate 
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alternatives to credit risk assessment 
being identified and implemented.

3. Conflicts of interest: To prevent 
conflicts between the interest of the 
rating agency (wanting to earn 
money from ratings) and the interest 
of the client (wanting to have a high 
rating), there shall be limits on cross-
shareholdings. Where an investor 
simultaneously holds shares in more 
than one credit rating agency, these 
shares must not exceed 5% and 
must be disclosed to the public. 
Furthermore, agencies must not hold 
a stake of more than 10% in any 
entity that they rate.

4. Civil liability: Where a rating 
agency has committed, intentionally 
or with gross negligence, any 
infringements with a damaging 
impact on a credit rating, an investor 
or issuer may sue the agency. In the 
case of issuing shares, however, the 
issuer will have to first establish that 
the infringement was not caused by 
misleading and inaccurate 
information supplied by the share 
issuer to the credit rating agency.

The Cypriot Council Presidency as well as 
Commissioner Barnier welcomed the result 
of the legislative process. This is not a big 
surprise as the compromise draft legislation 
seems not very different from the 
Commission’s initial proposal.

Before releasing the draft new legislation, the 
Commission itself had taken out any really 
strong and potentially controversial 
proposals. More progressive proposals that 
had been suggested are, for example, the 
creation of a public agency, long-term 
prohibitions of take-overs by the three largest 
rating agencies, or prohibitions to rate an 
issuer and its issued papers at the same 

time. Strong liability clauses to sanction 
wrong doing by rating agencies, as they 
were part of the US Dodd-Frank-Act (even 
though later on cancelled) also have not 
been part of the Commission’s proposal for a 
draft directive.

Some of the final compromise elements 
seem to be pretty weak, particularly the 2020 
timeline for reducing the overreliance on 
ratings and the necessity to find alternatives. 
The Green Group in the EP also criticised 
that the compromise did not totally prevent 
the crossholding of shares in rated entities. 
Anyway, in the last year it became more and 
more evident that the former power of rating 
agencies is on the decline and that investors 
do not take ratings that seriously anymore. 
However, particularly the binding use of 
ratings will remain an important issue, for 
western countries, but also increasingly for 
emerging and developing countries.

Shadow banking: $ 67 trillion 
coming out of the shadows
By Markus Henn, WEED, with contribution 
by Indra Römgens, SOMO

Photo by Eadaoin O'Sullivan

Shadow banking contains all bank-like 
activities not fully covered by banking rules. 
It has come high on the political agenda this 
year because more banking activities are 
flowing to this unregulated sector to escape 
the new stricter regulations for banks.
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The European Commission published a so-
called Green Paper earlier this year (see 
also previous newsletter). Following this 
paper, the European Parliament (EP) 
underlined the importance of regulating the 
continuously growing shadow banking 
system, by adopting a resolution on 20 
November 2012. Members of the EP make 
an attempt to define shadow banking 
appropriately. They point to the danger of 
systemic risks caused by the innovative 
nature and complexity of shadow banking 
entities, as well as to the problems inherent 
to the weak regulatory regimes. The EP also 
states that the interconnectedness between 
the banking sector and shadow banking 
entities is excessive. More transparency is 
needed, which is why the EP calls for a 
coherent approach to collecting more and 
better data on shadow banking entities and 
their transactions. The EP also asks for 
better monitoring of the system, so as to 
identify the difference between “the aspects 
of the shadow banking system which have 
beneficial effects for the real economy and 
those posing systemic risk or regulatory 
arbitrage concerns”. 

One particular measure proposed by the EP 
is to limit the risks for various markets from 
lending any collateral (which can consist of 
securities) that is deposited e.g. by someone 
borrowing, by ensuring that a minimum level 
of collateral is not lent. The EP stresses that 
it is important to “clearly determin[e] the 
ownership of securities and ensuring its 
protection”. It remains to be seen what the 
Commission will pick up from the EP’s 
resolution in a potential law proposal to 
regulate shadow banking. 

The Commission is currently assessing the 
responses to the consultation of its Green 
Paper (see for example SOMO’s response to 
this public consultation) and conducting 

informal consultation talks with relevant 
players in the industry. It is expected that the 
Commission will publish its next document 
early in 2013 (this will not necessarily be a 
law proposal but could very well be a 
communication or road map).

The Financial Stability Board (FSB), a task 
force from the world’s top 20 economies 
(G20), published its second monitoring report 
on shadow banking on 18 November 2012. 
The report shows that the shadow banking 
system has been growing steadily, even after 
the financial crisis in 2008. The shadow 
banking system in the total monitored area 
(the euro zone and 25 other jurisdictions, 
together covering 86% of worldwide GDP) 
amounts to $67 trillion in assets at the end of 
2011 (which equals the total assets of central 
banks, and investment and pension funds 
combined).  The report recognises the 
following main objectives:

i. To mitigate the spill-over effect 
between the regular banking system 
and the shadow banking system.

ii. To reduce the vulnerability of money 
market funds (MMFs: lend money to 
banks) to “runs”, i.e. clients 
massively withdrawing their money 
form the MMFs.

iii. To assess and mitigate systemic 
risks posed by all shadow banking 
entities.

iv. To assess and align the incentives 
associated with securitisation.

v. To dampen risks and pro-cyclical 
incentives associated for instance 
with securities lending, which may 
exacerbate funding and borrowing 
problems in times of “runs”.

To achieve these objectives, the FSB 
suggests a long list of possible measures 
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that can be taken by authorities There should 
be improved monitoring and management of 
risks. They also suggest numerous 
restrictions that would be useful, such as on 
the use of assets, on maturity and liquidity 
transformation, on exposures to banks/other 
financial entities, or even on the scale and 
scope of business. Further limits on leverage 
(borrowing), asset concentration and 
investments in illiquid assets are proposed. 
Finally, measures familiar from ongoing 
banking reforms, such as on capital 
requirements or liquidity buffers, are also 
proposed.

New free trade agreements 
threaten financial reforms
By Myriam Vander Stichele, SOMO

International Financial Services Centre (IFSC) in 
Dublin

While financial reforms are ongoing in the 
EU and many other countries, little attention 
is paid to free trade agreements that 
continue to liberalise financial services as 
well as restrict regulatory freedom (‘policy 
space’) and controls on capital movements.

Exporting EU financial services to fight 
the crisis
The EU continues to consider financial 
services as one of its key export industries 
and as part of its aggressive trade strategies. 

‘Trade in financial services’ does not only 
mean trans-border movements of financial 
services (e.g. internet banking with foreign 
customers) but also the establishment of 
foreign banks or insurance companies, etc. 
abroad (i.e. foreign direct investment) and 
movement of high level personnel. In 2011, 
the EU’s export surplus of financial services, 
including insurance services, was € 36.5 bn 
( € 40.4 bn in 2010), almost 30% of the total 
EU services trade surplus of € 121 bn in 
2011. The European Commission’s 
directorate general responsible for trade 
issued a document explaining that 
aggressive trade negotiations were needed 
because “the contribution of trade to GDP in 
2012 (+0.7 percentage points) should enable 
the EU economy to avoid falling back into 
recession” in 2012 since EU domestic 
demand is expected to be negative in 2012, 
and 90% of the world’s growth will be outside 
the EU by 2015. 

Especially the City of London is keen to 
continue its export surplus and retain its 
competitiveness through an extensive 
institutionalised lobby programme on 
regulations and market opening abroad, 
especially in profitable emerging markets. 
The UK’s financial services trade surplus 
was £46.7 bn in 2011, of which £10 bn 
resulted from UK banks’ export earnings on 
international derivatives trading.

Free trade agreements contradict 
financial reforms
New free trade agreements that cover 
financial services and are negotiated after 
the financial crisis of 2008, are all based on 
the GATS agreement and its financial 
services provisions. However, the GATS 
agreement has a pre-crisis model which 
promotes ‘light touch’ regulation in the 
financial sector, proposing that regulation 
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should be minimal and not undermine 
profitability and innovation -- however risky. 
Also, due to a well-organised lobby, the 
liberalisation of financial services and 
financial services providers has been far 
reaching, and this is especially visible in 
some GATS rules and the “GATS 
Understanding on commitments in financial 
services”, which includes a prohibition 
against future regulatory measures that are 
more restrictive.

During current and recent negotiations, as in 
the past, there is no guarantee or 
mechanism to ensure that sufficient 
regulation and (cross-border) supervision is 
in place. This contrasts with the EU’s 
recognition that creating a free market in 
financial services without sufficient common 
regulation and joint or overarching 
supervision, is a recipe for a crisis and, 
moreover, leaves supervisors and 
governments without sufficient means to 
tackle a crisis.

The free trade agreements impose 
disciplines on regulators that are tantamount 
to deregulation. For instance, the signatory 
countries of GATS and FTA, which have 
liberalised financial services without 
exceptions, are forbidden to take measures 
that limit the total of financial services’ 
operations or output, or to take measures 
that require specific types of legal entities. 
These rules are contrary to measures that, 
for example, can stop banks to become too 
big to fail or to impose position limits. 
However, GATS and FTA have a special 
clause that allows countries to take 
prudential financial measures for the integrity 
and stability of the financial system and 
protect investors and consumers, as long as 
those measures are not considered as a way 
to not implement the rules and liberalisation 
commitments under the agreements. In other 

words, this so-called prudential has many 
grey areas, so that prudential financial 
regulations could end up for arbitration by a 
GATS or FTA dispute panel even if this has 
not happened so far. 

NGOs like SOMO, some WTO member 
countries and several academics have 
warned that GATS and FTA rules might 
undermine financial reforms to prevent a 
financial crisis as well as measures to handle 
a financial crisis. Particularly the EU, the US 
and the WTO secretariat have always 
strongly denied that there is any problem. 
They have blocked discussions on potential 
contradictions and problems by GATS rules 
in the WTO Committee on Trade in Financial 
Services. This blockage was only halted after 
years of NGO campaigning and an NGO 
open letter in September 2012 requiring 
support for Ecuador’s modest proposal to 
discuss in that Committee whether GATS 
rules provide sufficient policy space to 
respect macro-prudential regulations 
promoted by other financial institutions. 
However, in a reply to the NGO letter, the 
European Commission (EC) continues to 
deny that GATS rules can undermine 
financial regulation and considers the 
prudential carve-out a "flexible instrument to 
safeguard WTO members' right to regulate 
the financial sector". However, informally EC 
staff admit that regulators and supervisors 
are limited in how prescriptive they can be. 
NGOs dispute that the GATS' prudential 
carve-out totally excludes legal challenges to 
financial prudential measures (e.g. in case of 
a dispute whether a measure is prudential). 
At least the EC recognizes that a prudential 
carve-out is needed to prevent financial 
reforms from being contrary to GATS rules.

New negotiations to liberalise financial 
services and restrict regulation
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New negotiations on financial services are 
under way at the international level. Since 
the GATS negotiations on services in the 
context of the WTO’s Doha Round are not 
progressing, the EU, Australia, the US, 
Canada, and 16 other WTO member 
countries have been preparing how to 
negotiate an International Services 
Agreement (ISA) from 2013 onwards. Of 
course, financial services would be part of it, 
but no information is available about if they 
would be covered by special clauses. The 
ISA agreement would not include all WTO 
members and not even formally be a WTO 
‘plurilateral agreement’. The EU, however, 
has insisted that WTO members who are not 
part of ISA would be able to join later, and 
that the agreement should be able to be 
integrated in the WTO system at a later 
stage. The European Commission, which is 
the negotiator for the EU, still needs to get a 
mandate for these stand-alone negotiations 
from the EU member states.

Apart from negotiating commitments for 
more market opening in many sectors, the 
most controversial ISA elements, which 
should also apply to financial services, are:

■ National treatment for all foreign 
services and their providers, even if 
no liberalisation commitments were 
made.

■ Any unilateral and bilateral/regional 
liberalisation of services already 
undertaken by a country that signs 
ISA should constitute market 
opening for other signatory countries 
of ISA.

■ Through a ‘ratchet’ mechanism, any 
future unilateral liberalisation and 
relaxation of regulations 
automatically applies to ISA 
signatory countries.

■ A ‘standstill’ obligation so that 
regulations that are not compatible 
with GATS rules cannot become 
more trade restrictive nor can 
services market liberalisation be 
rolled back. 

The EU has been and still is negotiating free 
trade agreements (FTAs) that include 
financial services in more or less the same 
way as the GATS model, with many 
countries and regions around the world, 
some of which have important financial 
centres, or even tax havens, such as South 
Korea, India, Singapore, and Central 
America (including Panama, Costa Rica). A 
recent report by the GUE fraction of the 
European Parliament warned that the FTA 
with Colombia and Peru will increase illicit 
flows and money laundering.

In 2012, the EU has been expanding its FTA 
negotiation mandate to include specific 
measures that protect foreign investors, 
including in the financial sector, against 
regulatory or other measures by the host 
state – notwithstanding protests by NGOs. 

The problems from such an expanded 
mandate for financial services already 
become apparent during the final 
negotiations between the EU and Canada for 
a free trade agreement during which some 
hurdles remained, in November 2012. 
Canada is an important financial services 
market to get more access for the EU 
financial industry. According to a leaked 
negotiation paper, the EU is pushing during 
the negotiations to restrict policy space by 
Canada, and the EU, on financial regulation. 
The most worrying statement from the 
leaked EC negotiation text is where the EC 
states that "there are no sound reasons why 
investors in the financial sector should be 
treated differently compared to other 
investors when regulators adopt measures 
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for prudential reasons". However, Canada 
does not want an investor to be able to sue 
the state over a prudential financial measure 
that affects protection of an investor, 
resulting in a dispute settlement system. 
Canada has so far treated financial services 
as a special case in its FTAs because of 
Canada’s high level of regulation and 
supervision that is praised worldwide and 
recognised by the EU!

Liikanen Report: Half-hearted 
attempt to solve the “too big 
to fail” problem
By Peter Wahl, WEED

Photo by Peter Forret

With the release of the “Liikanen Report” in 
October 2012, the EU is trying to address a 
white spot in its map for financial reforms: 
the issue of banks being too big to fail. This 
issue is not only about the sheer size of 
banks but includes also the 
interconnectedness and complexity of banks 
and financial conglomerates, and their 
business models. For instance, some 
German Saving Banks (Sparkassen) are 
quite big but their business model is 
traditional – payment, deposit, credit for 
small and medium enterprises - and simple, 
so that they would not fall under the “too big 
to fail” criteria.

At the request of Commissioner Barnier, the 
president of the Finnish Central Bank and 
former social-democratic politician, Erkki 
Liikanen, presented on 2 October 2012 the 
report of his “High-level Expert Group on 
reforming the structure of the banking 
sector”. Eleven of the twelve members of the 
group had worked in the banking sector 
(Deutsche Bank, Rabobank, Morgan Stanley, 
Lloyds, Credit Suisse), in international 
financial institutions, governments and 
academia. One member represented 
European consumer associations.

Barnier’s motive behind ordering the report 
was to prepare the ground for EU legislation 
on the structure of the banks.

No more bail outs
The basic goal of the report is to propose 
mechanisms that allow a bank to go into 
bankruptcy instead of forcing the state, and 
hence the tax payers, to rescue a bank in 
severe problems in order to avoid a domino 
effect that could result in the collapse of the 
entire financial system. The bankruptcy of 
Lehman in 2008, with its disastrous 
consequences, remains a shocking lesson. 
However, until today there are not yet 
effective measures in place to prevent a 
repetition of a bank going bankrupt or of 
bank rescues at great expense of the tax 
payer, although the risk is still there. The 
European Parliament and the Council of 
Ministers are now negotiating a legal 
proposal on how banks, as they are currently 
structured, can be prevented from going into 
bankruptcy and how a bankrupt bank can be 
dissolved while safeguarding the basic 
financial services it provides to citizens. The 
European Commission (EC) proposed this 
draft Bank Recovery and Resolution 
Directive in June 2012.

The ‘Liikanen report’ gives impressive figures 
showing why a lot of EU banks are too big to 
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fail: the 15 biggest European banks, which 
are listed by the Financial Stability Board as 
global Systemically Important Financial 
Institutions (gSIFIS) hold assets which equal 
159,7% of the EU’s GDP. Even the smallest 
of them, the German Commerzbank still 
holds assets of € 660 bn. The biggest gSIFI, 
Deutsche Bank, holds € 2,1 trillion, which 
corresponds to 85% of German GDP. The 
assets of the two Dutch banks among the 
gSIFIs, ING and Rabobank Group, equal 
284,4% of Dutch GDP, and the four UK 
gSIFIs even reach 414% of the British GDP. 
The volumes have grown considerably in the 
years before the crisis, and are still growing 
after a short interruption in 2009/2010. 

The ‘Liikanen report’ also gives a 
comprehensive overview of the structure and 
the evolution of the EU banking sector. After 
an assessment of the banking reforms in the 
post-crisis era, the report provides a whole 
range of proposals to remedy deficits in the 
reforms, such as improving of already 
existing regulations in the area of the risk 
management under the Basel III rules, 
corporate governance, compensation rules 
for bank staff, bank resolution mechanisms, 
and the management and strengthening of 
supervision. 

Separation of investment banking from 
commercial banking
The most interesting and core idea of the 
‘Liikanen report’ is the mandatory separation 
of particularly risky business activities into a 
legally separate entity, e.g. an investment 
firm, while keeping both the investment firm 
entity and the entity for basic financial 
services under the same roof of the universal 
bank. Proprietary trading, i.e. speculation of 
the bank on its own account, the trading of 
assets and derivatives, etc. should take 
place in the separate entity. Also loans to 
hedge funds, special investment vehicles 

(SIVs) and other institutions designed for 
risky speculation, have to be done by the 
separate entity. Risk transfer from one entity 
to the other entity is prohibited. The 
separated entity can do any (risky) business, 
except taking deposits and retail banking. 

However, the separation would only enter in 
effect after certain thresholds are reached, 
namely if more than 15% - 25% of total bank 
assets are used for speculative business. 
Furthermore, the use of derivatives for the 
bank’s own purposes would still be allowed, 
as well as hedging services for (small) non-
bank clients.
Each of the entities would have to meet 
capital requirements and regulatory 
requirements individually.

The overall purpose of the ‘Liikanen report’s 
core proposal is to make commercial 
banking safer and to reduce contagion. Also, 
the reduction of complexity and 
interconnectedness would make it easier for 
supervisors to control the system.

Universal banking - a holy cow of 
European banks to be slaughtered?
Separating investment banking from 
commercial banking is not new. It has been a 
centrepiece of the famous Glass Steagall 
Act, that regulated US financial markets after 
the Great Depression until it was dismantled 
by the Clinton administration. For more than 
60 years it was an important pillar of financial 
stability in the US. In Europe, however, the 
model of universal banking was maintained.
After the crash in 2008, the idea of 
separating was reintroduced in Europe but 
quickly criticised and suppressed. Under the 
name of the Volcker Rule, separation was re-
introduced in US regulation (section 618 
Dodd Frank Act). However, in contrast with 
the strict Glass Steagall Act, the lobby of 
Wall Street has managed to obtain many 
exemptions under the new regulation.
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The approach to stick to the European 
tradition of universal banking is justified in 
the ‘Liikanen report’ by saying that it has 
been functioning so well that its advantages 
should be kept. One of those advantages is 
the possibility to offer a wide range of 
services in one bank (“one stop shop”), using 
the same marketing organisation. However, 
the reason why the banks themselves liked 
the universal model so much, is exactly what 
now should be prevented, namely the use of 
the capital and the deposits of the 
commercial part of the business for 
speculative purposes. This ’advantage’ of 
universal banking was also a competitive 
advantage for the universal banks in 
speculative activities. In so far, the Liikanen 
proposal keeps the universal banking model, 
but this is very much a façade.  In fact, the 
report is a step towards reducing the risks of 
speculative banking via the (mis)use of 
universal banking.

The ‘Liikanen report’ has met harsh 
opposition from the financial industry. The 
president of the European Banking 
Federation, the head of the Swedish bank 
Nordea, calls the proposal “unnecessary” 
and “completely wrong.” The German bank 
lobby claimed this would ruin Germany’s 
reputation as a location for finance. Of 
course, this opposition is not surprising. If 
you want to dry a swamp, you must not ask 
the frogs what to do. 

A half-hearted solution
Even the full implementation of the Liikanen 
report proposals is not a panacea. Leaving 
aside loopholes as a result of the exemptions 
made in the proposals, the report does not 
draw the most obvious conclusions from its 
own analysis, i.e. to split the big banks in 
such small entities that a default cannot 
affect the entire sector and the economy. A 
simple calculation demonstrates what the 

problem is: if only half of the activities of the 
Dutch universal bank ING would qualify for a 
mandatory separation, in case of default the 
’rest’ could still incur losses of up to 80% of 
Dutch GDP. In the case of the British HSBC, 
its separated non-speculative entity could 
incur losses of 60% of UK GDP, and in the 
case of the above mentioned Swedish 
Nordea the figure is almost 100% of the 
country’s GDP. These potential losses could 
be mitigated by additional regulation, such as 
insolvency procedures. Nevertheless, huge 
losses would be made and there is no 
resolution fund in the world, which could 
absorb such bankruptcies. 

A major problem is that the separate entities 
will officially be given the green light for 
speculation and can be expected to attract a 
lot of capital. Given the logics of the 
maximum profit, aggressive and risky 
behaviour of these new banks or investment 
companies can be expected. Indeed, at an 
EC organised conference about the state of 
play of financial reform on 19 November 
2012, the general picture was that more 
financial market activity was the solution to 
the loss of bank lending and profitability due 
to restrictions imposed on banks. Systemic 
stability will undoubtedly be confronted with 
new risks.

Current bank reforms delayed and 
blocked by the financial industry
At the same time, current proposals for 
reforming the banks are having serious 
problems to be agreed upon. The ‘banking 
union’ proposal to improve the supervision of 
European banks by giving authority to the 
European Central Bank (ECB) has met with 
opposition at the Council of Ministers of 4 
December 2012 (see next Newsletter). Also, 
the Ministers delayed the final decision-
making on the EU’s legislation to implement 
Basel III, the major EU bank reform called 
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CRD IV/CRR (see earlier newsletters). This 
follows a decision in November by the US 
regulators to postpone the implementation of 
Basel III. Worse, the financial industry in the 
US is blocking financial reforms by suing the 
US authorities in the courts.

Conclusion
The separation of a part of the casino from 
‘retail’ or commercial banking will not be the 
solution of the too big to fail problem and 
leaves many financial stability problems to 
be resolved. As UNCTADhas put it: „Nothing 
short of closing down the big casino will 
provide a lasting solution.“ In so far, the 
‘Liikanen Report’ is far from what is required 
to deal with the range and the depth of the 
crisis, which is being addressed in more and 
more publications and civil society 
discussions (reflected in the responses to the 
EC consultation on the Liikanen report). A 
group of UN independent experts responded 
to the ‘Liikanen Report’ with a reminder that 
economic reforms must be crafted in line 
with the human rights obligations of States.

Calendar of official events
For more background to the official agenda 
of European institutions, see the following 
websites:

The European Commission (EC)

The Economic and Financial Affairs Council 
(ECOFIN)

The Economics and Monetary Affairs 
Committee (ECON) of the European 
Parliament

December
• 7, Paris (ESMA): Consultation 

closes on Guidelines on 
remuneration policies and practices 
(MiFID)

• 11-12, Moscow (G8 and G20): 
CSO/NGO strategy meeting

• 10-13, Brussels (EP): Plenary 
meeting, with vote on the EU-
Colombia/Peru trade agreement and 
EU-Central America association 
agreement.

• 13-14, Brussels (European 
Council): Summit meeting of heads 
of state

• 13-14, Brussels (NGOs): Strategy 
meeting ALTER-SUMMIT 
(info@altersummit.eu)

• 15, Brussels (NGOs): preparing 
action ALTER SUMMIT 
(kenneth@attac.dk)

• 17-18, Brussels (ECON): Meeting
• 20, Frankfurt (ECB): Governing 

Council and General Council 
meeting

• 28, Brussels (EC, DG Internal 
market): consultation closes on a 
possible framework for the recovery 
and resolution of nonbank financial 
institutions

2012
January

• 1, Brussels (EU): Irish presidency 
starts

• 4, Brussels (EC, DG Taxation): 
Consultation closes on review of 
existing legislation on VAT reduced 
rates

• 10, Brussels (ECON): Meeting
• 14-17, Brussels (EP): Plenary 

meeting, expected vote on CRD IV 
and CRAs

• 21-22, Brussels (ECON): Meeting
• 22, Brussels (ECOFIN): Meeting
• 30-2 (Feb), Davos (Switzerland): 

World Economic Forum Annual 
Meeting
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February
• 7,8, Brussels (European Council): 

Summit meeting of heads of state
• 12, Brussels (ECOFIN): 

Meeting (potential agreement on 
MiFD)

• 18-19, Brussels (ECON): Meeting
• 25-26, Brussels (ECON): Meeting

March
• 5, Brussels (ECOFIN): Meeting
• 11-14, Brussels (EP): Plenary 

meeting, expected vote on MiFID 
report

• 14,15, Brussels (European 
Council): Summit meeting of heads 
of state

• ca. 15, (NGOs): ALTER Summit
• 20-21, Brussels (ECON): Meeting
• 21, Frankfurt (ECB): Governing 

Council and General Council 
meeting

• 26, Brussels (ECON): Meeting
• 26-30, Tunis (World Social Forum): 

Annual meeting
• 30, South Africa (BRICS): The 5th 

BRICS Summit

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  
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Foundation. The contents of this newsletter are the sole responsibility of SOMO and WEED and can under no 
circumstances be regarded as reflecting the position of the European Union or the Ford Foundation.

This newsletter is produced by SOMO and WEED and is intended for wide circulation to interested 
parties. We appreciate receiving feedback as well as announcements of research reports, campaign 
actions, and meetings, which can be sent to m.vander.stichele@somo.nl. 
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