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Executive Summary

Since the 2007-08 financial crisis, global
regulators have engaged in a lengthy struggle
to reshape the international financial system
to make it more resilient under stress. The pur-
pose of this paper is to evaluate two recent and
transformative proposals: the “Foreign Bank-
ing Organization” proposal of the U.S. Board of
Governors of the Federal Reserve System and the
United Kingdom’s “ring-fencing” plan. Both of
these proposals are intended to protect national
financial systems from the risks posed by a fail-
ure of one or more global, interconnected bank-
ing organizations operating within national
borders.

We analyze whether the proposals are likely
to meet their own stated objectives and consider
their likely effect on the global financial system.
We argue that these measures amount to little
more than a mandatory, inefficient shuffling of

corporate entities and business units that will
not help ward off future financial crises. At the
macro level, both proposals interfere with the
ability of global banks to allocate capital and li-
quidity in the manner they determine to be most
efficient. We find that the proposals, therefore,
threaten to increase financial instability and
dampen economic growth and signal an unfor-
tunate step in the wrong direction.

These proposals underscore the problems
with national regulators adopting a parochial,
protectionist, or “home country first” approach
to regulation. We argue that even poorer out-
comes would have resulted from the prior crisis
had these proposals been in place at the time.
We contend that regulators should instead fo-
cus their attention on creating a credible, coordi-
nated resolution process for globally significant
firms.

Louise C. Bennetts is associate director of financial regulatory studies at the Cato Institute. Arthur S. Long is a
partner in the New York office of the law firm of Gibson, Dunn, and Crutcher LLP, where he is member of the
financial institutions and securities regulation practice groups.
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Both the U.S. and
UK proposals
evince a common
theme: the belief
that the corporate
structures of
large banking
groups are
themselves a
threat to financial

stability.

Introduction

The five or six years since the outbreak
of the financial crisis have seen signs
of a reversal of some aspects of the
greater openness we had seen in the
1980s and 1990s. And probably none
more so than the decline in cross-bor-
der bank lending . . . . International
wholesale banking is . . . an important
part of maintaining and developing
the world economy, just as it was
in the 19th century. Yet, we have to
recognize that . . . [since] the crisis we
have gone backwards.

So lamented Andrew Bailey, the deputy
governor of the United Kingdom’s new Pru-
dential Regulatory Authority, in a recent
speech to the British Bankers Association.!
And he is not alone in his concerns.? Since
2008, commentators, industry professionals,
regulators, and elected officials have made
numerous, often contradictory, suggestions
about how to deal with, or avoid, large bank
failures. These suggestions range from “bail-
ing in” creditors (explained below), to mak-
ing banks smaller (whether through size
caps or limitations on acquisitions), to limit-
ing the activities that banks undertake (the
“Volcker Rule” and similar initiatives), to im-
posing increasingly stringent regulations on
larger organizations. Increasingly, however,
regulators across the globe are looking in-
ward, trying to insulate their domestic bank-
ing sectors from external shocks.3

This policy report does not purport to
assess the costs and benefits of the multi-
tude of rules and regulations that have been
imposed on global banks in the wake of the
2008 financial crisis. Rather, we have chosen
to focus on two specific proposals that we
believe are indicative of the general trend
described above. Both of the proposals dis-
cussed in this paper—the United States’
“Foreign Banking Organization” (FBO) pro-
posal and the United Kingdom’s “ring-fenc-
ing” plan—are intended to protect national
financial systems from the risks posed by a

failure of one or more global, interconnected
banking organizations operating within na-
tional borders. Because neither proposal has
yet been implemented, it is difficult to mea-
sure the attendant costs, so we have instead
focused on the likely outcomes and whether
each proposal can reasonably be expected to
meet its stated aims as well as some of the
potential downfalls that are suggested by
parallel examples from history.

The FBO proposal is the Federal Reserve’s
suggested implementation of Sections 165
and 166 of the Dodd-Frank Wall Street Re-
form and Consumer Protection Act of 2010
for foreign banks.# Sections 165 and 166
require the Federal Reserve to impose en-
hanced prudential standards and early reme-
diation requirements on “systemically sig-
nificant” firms.> The FBO proposal would
cover foreign banking organizations that ei-
ther operate a branch or agency office in the
United States or own a U.S. bank or “com-
mercial lending company” subsidiary.

The UK’s ring-fencing plan grew out of
the recommendations of its Independent
Commission of Banking,® which was consti-
tuted in the wake of the effective national-
ization of the Royal Bank of Scotland Group
(RBS) and Lloyds Banking Group.” Under
the proposal, UK banks would handle tra-
ditional retail banking activities such as de-
posits and overdrafts in separate subsidiar-
ies. Those subsidiaries would be ring-fenced
from the investment banking divisions and
would have their own independent corpo-
rate boards and be required to meet higher
capital requirements.

Both the U.S. and UK proposals evince
a common theme: the belief that the cur-
rent structures of large banking groups are
themselves a threat to financial stability,
and those structures are required to be fun-
damentally altered to enhance financial sta-
bility.8

The Federal Reserve’s FBO proposal rep-
resents a seismic shift in the regulation of
U.S.-based subsidiaries and operations of
foreign banks. Since the passage of the Inter-
national Banking Act of 1978, foreign banks



seeking to operate in the United States have
been afforded considerable flexibility in
selecting the structure of their U.S. opera-
tions. Such banks may establish branch or
agency offices.? They may also control bank
subsidiaries insured by the Federal Deposit
Insurance Corporation (FDIC), subject to
certain conditions.!? In addition, they may
control subsidiaries engaged in a wide range
of nonbanking activities (such as securities
brokerage, underwriting, and dealing) either
inside or outside a bank-holding company
chain.! The Federal Reserve itself notes
that this framework historically has allowed
foreign banking organizations to structure
their U.S. operations “in ways that promote
maximum efficiency of capital and liquidity
management at the consolidated level.”12

In addition, since 2001, a U.S. bank hold-
ing company that is a subsidiary of a foreign
bank!3 has not been required to comply with
the Federal Reserve’s capital adequacy re-
quirements if the foreign bank is deemed
“well-capitalized” and “well-managed.”!* This
exception is justified on the basis that a well-
capitalized and well-managed foreign parent
is an appropriate source of financial and man-
agerial strength for the U.S. subsidiary.!s

The Federal Reserve would now change
this approach for important market players.
Those affected are foreign banks with $50
billion or more in total global consolidated
assets and $10 billion or more in total con-
solidated non-branch or agency assets in the
United States. Foreign banks meeting these
thresholds—26 in the Federal Reserve’s es-
timation—will need to organize all of their
U.S. non-branch and agency operations un-
der a single intermediate holding company
(IHC). This would require foreign banks to
transfer their U.S.-based operations to an
existing holding company or to a newly cre-
ated one.!® Once this transfer is complete,
the IHC would be required to comply with
U.S. capital and liquidity standards as well
as U.S.-specific requirements such as single
counterparty credit limits, enhanced risk
management practices, and early remedia-
tion requirements.!”

The Federal Reserve offered several jus-
tifications for this change. First, it argued
that during the financial crisis, large intra-
firm, cross-border funding flows created
vulnerabilities for the U.S. operations of for-
eign banks. Foreign banks that relied heav-
ily on short-term dollar funding were forced
to deleverage their dollar assets rapidly or
to rely too heavily on currency swaps.!8 Sec-
ond, although no foreign bank with U.S. op-
erations failed in a destabilizing manner, the
Federal Reserve provided temporary liquid-
ity to branches, agencies, and broker-dealer
subsidiaries of foreign banks.!® Third, in
some international failures, capital and li-
quidity were trapped in the home country
entity, with foreign depositors and other for-
eign creditors shouldering the risk of loss.?%
Fourth, in the Federal Reserve’s view, “reso-
lution regimes and powers remain nation-
ally based,” complicating the resolution of
firms with large cross-border operations.?!
In addition, the Federal Reserve notes that
certain other jurisdictions are considering
proposals to safeguard home country credi-
tors at the expense of foreign creditors.??

In the UK, the Coalition Government
has followed the recommendations of the
Final Report of the Independent Commission on
Banking (nicknamed the “Vickers Report”)
by introducing draft ring-fencing legisla-
tion.?3 Although the legislation is still being
considered by Parliament, the Final Report
recommended a “structural separation” of
domestic retail banking services from global
wholesale and investment banking opera-
tions. So while all entities could still form
part of the same corporate group, domestic
retail subsidiaries would be “legally, eco-
nomically and operationally separate from
the rest of the banking groups to which they
belonged.”?4

The ring fence would seek to isolate bank-
ing services that policymakers deem “imper-
ative” and for which “customers ha[d] no
ready alternative.”?> Such services include
most traditional retail banking functions
such as deposit-taking and overdraft facili-
ties provided to individuals and small and

Foreign banks
have traditionally
been afforded
considerable
flexibility when
structuring their
U.S. operations.



Both proposals
interfere with
the ability of
global banks to
allocate capital
and liquidity in
the manner they
determine to be
most efficient.

medium-sized entities (SMEs). These ser-
vices would be distinguished from activities
that would “directly increase the exposure
of the ring-fenced bank to global financial
markets, or . . . significantly complicate its
resolution or otherwise threaten its objec-
tive.”?6 To the extent such activities took
place in a ring-fenced entity, they would have
to be reassigned to the investment banking
or wholesale entity.?” Examples of such ac-
tivities are services to customers outside the
European Economic Area, “trading book”
activities, services related to secondary mar-
kets activity, and derivatives trading (except
as necessary for the retail bank to manage its
own risk prudently).?8 The ring-fenced entity
would then be required to meet standalone
regulatory requirements for capital, liquid-
ity, funding, and large group exposures.?
The Independent Commission also rec-
ommended that the ring-fenced bank have
independent corporate governance to en-
force the arm’s length relationship.3% The
parent or other non-ring-fenced affiliates
could, however, move capital into the retail
entity as a source of financial strength.3!
According to the Independent Commis-
sion, ring fencing brings advantages that
outweigh any attendant costs. The Final Re-
port noted that structural separation should
make it easier and less costly to impose an
orderly resolution or liquidation process on
banks that fail. This “orderly” resolution
should avert contagion and avoid taxpayer
liability while ensuring the provision of nec-
essary retail banking services.3? Central to
this argument is the premise that structural
separation would make it easier to allow the
wholesale or investment-banking subsid-
iary to fail, reducing the need for taxpayer
support.33 The Independent Commission
also argued that separation would insu-
late retail banking from external financial
shocks, particularly from large and complex
international exposures.3* In addition, sepa-
ration would allow heightened UK capital
standards to be imposed on the retail bank,
while the international wholesale opera-
tions could conform to global standards.??

Finally, separation would allow for better
“targeting of macro-prudential regulation”
because it would “assist the monitoring of
banking activities by both market partici-
pants and the authorities.”3°

A Leap in the
Wrong Direction

As policy initiatives, the FBO and ring-
fencing proposals suffer from many of the
same flaws as well as each having some
unique failings.

At the macro level, both interfere with
the ability of global banks to allocate capi-
tal and liquidity in the manner they deter-
mine to be most efficient. The FBO propos-
al would trap a material amount of capital
and liquidity inside the U.S. subsidiary, ren-
dering it unusable for the rest of the insti-
tution. A horizontal liquidity trap is also
created under the UK scheme because the
ring-fenced retail banking operations would
need to meet standalone capital and liquid-
ity requirements. Ironically, the Federal Re-
serve itself noted the benefits of its tradi-
tional approach to foreign bank supervision
in the preamble to the FBO proposal: “[T]he
structural diversity and consolidated man-
agement of capital and liquidity permitted
under th[is] approach has facilitated cross-
border banking and increased global flows
of capital and liquidity.”3”

But the corollary is also true. If such flows
stimulate economic growth, any reduction
in those flows is likely to inhibit growth and
prolong recessionary or sluggish tenden-
cies. This seems a major drawback to a pro-
posal introduced at a time when both the
Federal Reserve and the Bank of England
are engaged in unprecedented expansion-
ary monetary policies to stimulate growth.
Both proposals’ respective approaches to
the regulation of global banks are highly
likely to constrict the availability of credit by
requiring multiple tranches of capital and
liquidity to be maintained throughout such
institutions. At the very least, therefore, the



proposals will impose a drag on the overall
economy.

In addition, at a time when much of the
global economy is suffering from stagnant
growth and high long-term unemployment,
externally imposed artificial constraints on
the availability of credit raise financial sta-
bility risks by delaying recoveries and exac-
erbating downturns. Despite the monetary
policies of the Federal Reserve and Bank of
England, the economic growth rate in the
first two quarters of 2013 continued to be
sluggish, with growth rates negative in the
Eurozone in the first quarter.3® Poor eco-
nomic performance, in turn, results in rising
numbers of nonperforming loans and the
weakening of bank balance sheets, each a de-
stabilizing factor. One observer, for example,
has estimated that in the Eurozone, total
nonperforming loans as a percentage of to-
tal loans will have increased from 5.6 percent
in 2011 to 6.8 percent in 2012 to 7.6 percent
in 2013, reaching a Euro-era high of €932 bil-
lion.3? By restraining credit growth in the UK
and the United States, the proposals threat-
en to prolong economic weakness, leading in
turn to weaker bank balance sheets.*0

In the case of the FBO proposal, trapping
capital and liquidity in particular jurisdic-
tions or corporate entities is also likely to
make large banks less resilient in times of
crisis. It is precisely when markets are threat-
ening to collapse that it is most important
for such financial institutions to be able to
deploy capital and liquidity to troubled en-
tities. The Federal Reserve seems to recog-
nize this, noting that certain foreign banks
were helped—not harmed—“by their ability
to move liquidity freely during the [financial
crisis].”*

Although the Federal Reserve’s proposal
may protect creditors of the U.S. operations
of foreign banks in resolution, it will also de-
prive foreign banks of resources that could
be used to ward off resolution in the first
place. Surely it is better policy to allow global
banks to avoid resolution where possible,
provided they are not relying on taxpayer
support.

A similar criticism may be leveled at the
ring-fencing plan. The proposal assumes
thatinvestment banking affiliates are a more
likely source of weakness during a financial
crisis. Yet, in the UK itself, two of the earliest
victims of the financial crisis were, in fact, re-
tail institutions—Northern Rock and Brad-
ford and Bingley—whose respective demises
were caused, in part, by poor underwriting
of home mortgages.*? Retail mortgage expo-
sures also severely harmed the banking and
insurance firm HBOS before the UK govern-
ment orchestrated its merger with Lloyds.*3
And just this summer, poor retail lending
decisions and other managerial weaknesses
that had nothing to do with “casino bank-
ing” resulted in substantial losses and a
government-mandated recapitalization of
the UK’s Co-operative Bank.*# Indeed, retail
banks’ capital has frequently been depleted
by poor lending decisions, and if the whole-
sale bank is required to comply with its own
capital requirements, a financial group will
be limited in making that capital available
to the retail bank should the need arise.

The same problem arises even if it is the
investment banking operations that run
into trouble. Even if the retail bank remains
strong, the ring fence precludes the use of its
capital and liquidity to shore up the whole-
sale operations. Because wholesale operations
are ineligible to accept core deposits, they are
generally more dependent on other forms of
volatile short-term funding. Preventing the
retail bank from providing temporary liquid-
ity would be destabilizing in a time of crisis
and may result in an otherwise avoidable fail-
ure of the investment banking operations.

Under the ring-fencing plan, investment
and retail banking operations would still
form part of the same banking group. A large
investment bank failure would affect market
perceptions of the affiliated retail banking
operations, especially in the case of publicly
traded financial groups that report losses on
a consolidated basis. Substantial losses at the
wholesale bank therefore may well precipi-
tate a run on retail deposits—precisely the
situation the ring fence is designed to avoid.

Trapping capital
and liquidity

in particular
jurisdictions or
corporate entities
is likely to make
large banks less
resilient in times
of crisis.



The FBO
proposal
questions the
principle of
international
cooperation that
has been at

the heart of
cross-border
bank supervision
for decades.

Traditionally, the UK has not given any
statutory, legal, or regulatory preference
to depositors when a retail bank fails. That
means that a significant drop in the share
price of a consolidated entity is likely to re-
sult in significant depositor withdrawals at
the bank level, a fact pattern that was borne
out in the financial crisis. But the correlation
between dropping share prices and deposit
withdrawals has also held true in the United
States, where authorities do give preference
to depositors in the event of bank insol-
vency. The 2008 “silent” runs on Wachovia
and Washington Mutual are cases in point.
Therefore the introduction of a UK deposi-
tor preference regime would not necessarily
mitigate this tendency.

Indeed, in the case of a large, global UK
bank subject to both the Federal Reserve’s
FBO proposal and the ring fence, capital
and liquidity would be trapped in two enti-
ties, the UK retail bank and the U.S. inter-
mediate holding company, making it doubly
difficult for such banks to respond during a
crisis.*> We believe it is more sensible policy
to allow capital and liquidity resources to
move freely within the global banking group
at the onset of a crisis with a view to avoid
insolvency and contagion.

Both proposals are also troubling be-
cause they signify a move toward domestic
capital protectionism in financial services.
In justifying the FBO proposal, the Federal
Reserve took the position that it was merely
responding to international developments
that signal a move toward protecting home
country creditors at the expense of creditors
in other jurisdictions. It even cited the UK
ring-fencing plan as an example of these new
protectionist measures,*® with some justifi-
cation. Because certain UK banks control
large U.S. broker-dealer subsidiaries as part
of their wholesale operations, a scheme that
protects the UK domestic retail operations
while making the liquidation of the whole-
sale arm more likely makes it easier for the
UK government to protect domestic opera-
tions and depositors at the expense of U.S.
operations, creditors, and employees.

The Federal Reserve, however, ignores the
likely effect of its own proposal. Using the
same reasoning, the FBO proposal would
likely further encourage additional pro-
tectionist measures to be taken by foreign
regulators. These measures could include
retaliatory actions against U.S. banking or-
ganizations with significant international
operations. Many foreign supervisors have
raised concerns about the Federal Reserve’s
proposal during the public comment pro-
cess, and they may well take more drastic
actions if the FBO proposal is retained.*’
Indeed, if the United States’ principal “sys-
temic” regulator takes the position that ex
ante ring-fencing of the U.S. operations of
foreign banks is necessary to safeguard the
U.S. financial system, why would other home
country regulators not follow suit? And if
they do, we will see a domino effect where
host countries impose inefficient individual
capital and liquidity requirements or move
to required full subsidiarization.*®

In fact, on this score, the FBO proposal
is far more troubling than the UK one. The
ring-fencing plan is, essentially, a reaction
to domestic developments in the UK dur-
ing the financial crisis. In particular, it is
a reaction to the use of significant public
funds to keep the banking sector afloat. It
affects cross-border banking only second-
arily (through the implication that the UK
authorities would give domestic retail op-
erations special treatment in the event of a
bank failure). By contrast, the Federal Re-
serve’s FBO proposal explicitly questions the
principle of international cooperation that
has been at the heart of cross-border bank
supervision and regulation for decades:

Actions by a home country to con-
strain a banking organization’s abil-
ity to provide support to its foreign
operations, as well as the diminished
likelihood that home-country govern-
ments of large banking organizations
would provide a backstop to their
banks’ foreign operations, have called
into question one of the fundamental



elements of the [Federal Reserve’s]
current approach to supervising for-
eign banking organizations—the abil-
ity of the [Federal Reserve], as a host
supervisor, to rely on a foreign bank-
ing organization to act as a source of
strength to its U.S. operations.*

Following the financial crisis, certain
national regulators may have taken a more
parochial view and adopted a “home coun-
try first” approach to regulation. But they
have almost certainly harmed their domestic
banking markets in the process. In addition,
the situation represents the classic “prison-
er’s dilemma”: the more countries that adopt
this protectionist view, the greater the incen-
tive for others to join them. The cumulative
impact of these measures is to reduce signifi-
cantly the chance of reaching a globally opti-
mal solution in the event that a large bank-
ing organization runs into trouble.

The other likely effect of growing protec-
tionism is a retreat by internationally active
banks to their home markets. By requiring
additional capital and liquidity to be main-
tained in the United States, the Federal
Reserve’s FBO proposal will raise the cost
of doing business in the United States for
those foreign banks that are required to re-
structure. Given the restructuring costs, the
costs of trapping capital and liquidity in the
U.S. subsidiary, and the costs of complying
with Dodd-Frank,>® debanking from the
United States or reducing the size of opera-
tions could well be a preferable economic
alternative for a number of internationally
active foreign banks.>!

A reduction in the number of significant
banking and broker-dealer entities in the
United States will almost certainly lead to
reduced competition. This comes on top of
the already significant barriers to entry into
the U.S. banking market. Any gaps created by
the downsizing of the U.S. operations of for-
eign banks therefore will not likely be filled
by new domestic entrants, but rather by the
existing large U.S. institutions—institutions
that have been criticized loudly (albeit un-

fairly) for having increased in size following
the financial crisis.>? The resulting market
concentration will mean fewer choices avail-
able to the consumers of financial products,
higher costs for businesses, and arguably
more restricted access to credit. This, in turn,
has a chilling effect on growth.

If other countries adopt the Federal Re-
serve’s approach, large U.S. banking orga-
nizations that have substantial operations
abroad may retreat from certain jurisdic-
tions in the same manner as foreign banks
retreat from the United States, resulting in
less geographically diversified—and there-
fore weaker—operations.>3 This may be the
source, though inadvertent, of significant
systemic risk within the U.S. banking sec-
tor. Large organizations, in the absence of a
vibrant internationally competitive market,
will have a larger share of the home market,
but may arguably be operationally weaker
and less diversified. Ironically, this makes
them more susceptible to failure. The end
result will be a global decrease in competi-
tion for financial services, weaker institu-
tions, and higher prices paid by financial
services consumers worldwide.

There is a further concern. The FBO pro-
posal will substantially increase the cost of
foreign banks’ maintaining a U.S. presence.
In doing so, it may indirectly reduce the
number of potential institutions that could
come to the aid of a U.S. institution should
such an institution experience a future cri-
sis. Foreign banks provided crucial support
to U.S. financial institutions during the
2007-08 financial crisis, thereby strength-
ening the U.S. financial system and avoid-
ing further concentration in the market for
banking services.>*

In addition, both the FBO and ring-fenc-
ing proposals conflict in principle—if not
yet in practice—with the United States’ pro-
posed approach to resolving large banks that
fail. This “single point of entry” (SPE) ap-
proach has been developed by the FDIC and
recently endorsed by senior staff at the Bank
of England.>> Under this approach, the top-
level or holding company of a banking group
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protectionism
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active banks

to their home
markets.



Under the
ring-fencing
approach, there
would be no
way to maximize
going-concern
value for the
wholesale bank.

would be placed into receivership. A shell or
“bridge” bank would be created to acquire
the operating subsidiaries of the group (such
as banks, asset managers, and broker-deal-
ers). This would preserve the going-concern
value of those subsidiaries while the hold-
ing company’s shareholders would likely be
wiped out and its unsecured bondholders
would be “bailed-in”; that is, they would be-
come shareholders in the bridge bank once
necessary haircuts to their interests had been
applied.>® In theory, this would minimize
the need for taxpayer support to maintain
essential bank functions.

In the case of a foreign bank with substan-
tial U.S. operations, those operating subsid-
iaries would likely be valuable commercial
banking or broker-dealer subsidiaries that
the home country regulator would wish to
preserve as subsidiaries of a bridge bank. Un-
der the FBO proposal, however, it would be
possible for a large U.S. IHC of a failing for-
eign bank to be placed into “orderly liquida-
tion” under Title IT of Dodd-Frank and thus
be seized by the FDIC. Such an action would
conflict with the resolution process of the
foreign bank in its home country and would
impair the ability of the home country regu-
lator to maximize the going concern value of
the failed institution.’” This undermines the
concept of comity (legal reciprocity between
jurisdictions) and could well result in retali-
ation that would hamper the success of the
SPE approach when applied to a U.S. bank
with significant global operations.>®

The ring-fencing plan allows for the in-
solvency of the wholesale or investment-
banking arm of a UK banking group. This
approach is in direct conflict with the con-
cept of resolution at the group or holding
company level. It is worth noting that the
drafters of the Final Report did not have the
benefit of considering the SPE scheme as a
means of minimizing systemic risk, whether
operational or contagious. SPE was devel-
oped only after the Independent Commis-
sion released its findings and had not been
widely publicized as a possible option to
keep retail functions afloat.

One may legitimately question the im-
plicit assumption that retail banking is
somehow “safer” than wholesale banking,
when the retail operations of so many UK
banks were clearly troubled during the crisis.
That aside, the clear goal of UK authorities
is to liquidate the wholesale banking arm
of a large banking group while maintaining
the group’s retail operations. In contrast to
the SPE approach, the government would
not place the top-tier holding company of
the group into receivership. Only the non-
retail operations would be liquidated, while
the ring fence of separate capital, liquid-
ity, and governance would preserve the re-
tail operations. It follows that there would
then be no way to maximize going-concern
value for the wholesale bank, and resolution
will be costlier than in the absence of a ring
fence. Therefore, as with the FBO proposal,
the ring-fencing plan threatens to diminish
enterprise value in the event of a failure. As
noted previously, this “wholesale liquida-
tion” approach clearly conflicts with more
recent statements by senior Bank of Eng-
land officials suggesting that “single point
of entry” will be the preferred approach to
resolution.>®

Both the Federal Reserve’s FBO and the
UK ring-fencing proposals impose addition-
al onerous restructuring requirements on
an industry already overburdened by cum-
bersome new regulations. The cumulative
effects of all these proposals have yet to be
measured or fully understood.

In the United States, a foreign bank that
has more than $50 billion in assets glob-
ally and more than $10 billion in U.S. non-
branch/agency assets will be subject to a
multitude of new bank regulations even in
the absence of the corporate restructuring
that the FBO proposal would impose. These
include

e Branches and agencies will be subject
to heightened liquidity standards and
single-counterparty credit limits un-
der Section 165 of Dodd-Frank as well
as early remediation under Section



166 of Dodd-Frank.

e U.S. subsidiaries, branches, and agen-
cies will be subject to the Volcker
Rule’s limitations on proprietary trad-
ing and sponsoring and investing in
hedge funds and private equity funds.

e U.S. bank subsidiaries, branches, and
agencies will be subject to the “swaps
push-out” rule contained in Section
716 of Dodd-Frank.

e The foreign bank itself will be sub-
ject to “living will” requirements in
its home jurisdiction and the United
States.

® The foreign parent will itself be sub-
ject to the heightened capital require-
ments of Basel III as implemented by
its home country regulator, as well as
a new liquidity coverage ratio and net
stable funding ratio.

e If the U.S. subsidiary is a bank hold-
ing company that has more than $50
billion in assets, this entity will be sub-
ject to U.S. Basel III capital require-
ments (including the so-called “Collins
Amendment,” which phases out capi-
tal instruments like trust-preferred
securities, or TruPS). The bank hold-
ing company will also be subject to the
aforementioned increased liquidity
and early remediation requirements,
single counterparty credit limits,
Dodd-Frank’s Title I capital planning
and stress testing requirements, and
the Volcker Rule.®®

Similarly in the UK, the ring-fencing plan
is only a component of the Independent
Commission’s recommendations for mak-
ing the UK financial system sounder. Other
requirements and proposals include

e The Basel III capital requirements
and, for retail institutions, UK capi-
tal requirements above international
norms. They include tightened risk-
weights and a leverage ratio, plus a
surcharge for “globally systemically
important banks” (G-SIBS).

® The new liquidity coverage ratio and
net stable funding ratio.

® Greater loss absorbency in the form of
increased equity capital, plus bail-in
bonds or contingent capital.

® Resolution planning.

® A new depositor preference regime.6!

The ring-fencing plan would also impose
restrictions on certain transactions among
ring-fenced and non-ring-fenced entities
in the same corporate group. These restric-
tions are comparable to the United States’
restrictions on transactions between insured
depository institutions and their investment
banking affiliates.®? Among the restrictions:

e Transactions should be “arm’s-
length,” i.e., on terms no less favorable
to the ring-fenced entity as transac-
tions with a third party.

e The ring-fenced entity’s exposures to
the rest of the group should be subject
to large exposure limits, and no waiv-
ers should be granted.

® There would be restrictions on the
ability of the ring-fenced entity to
make dividend payments to its parent
company.

e Additional limits and high-quality col-
lateral requirements should be placed
on secured exposures of the ring-
fenced entity to the rest of the group.

e Guarantees and similar commitments
by the ring-fenced entity to the rest
of the group should be subject to the
large exposure limits.

e Limits will be placed on the total
amount of intraday exposures be-
tween the ring-fenced entity and the
rest of the corporate group.%3

The discussion above lists only the rele-
vant bank regulatory initiatives. In both the
UK and the United States, there are a host
of new proposed rules relating to derivatives
trading and banker compensation.®4

In our view, imposing mandatory and
burdensome corporate restructuring re-
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quirements, in addition to the heightened
“safety and soundness” regulation, threat-
ens to make financial firms—and their regu-
lators—more inefficient and less capable of
speedy adjustments during crisis periods.
New corporate structures and new corpo-
rate governance regimes are not built over-
night and raise complicated tax and other
business issues. Resolving these issues will
require significant institutional resources at
a time when both banking institutions and
their regulators are suffering from post-fi-
nancial crisis burnout.

Each proposal also has its own unique
flaws. The ring-fencing plan has three prin-
cipal objectives:

® To make it easier to liquidate or re-
solve “both ring-fenced banks and
non-ring-fenced-banks which get into
trouble, without the provision of tax-
payer-funded solvency support.”®>

e To “insulate vital banking services on
which households and small business-
es depend from problems elsewhere in
the financial system.”®®

e To “curtail government guarantees, re-
ducing the risk to the public finances
and making it less likely that banks
will run excessive risks in the first
place.”®”

Our view is that the proposal’s required
structural separation does not achieve these
desired ends.

Globally, there is no identifiable con-
nection between structural separation and
the absence of taxpayer-funded bailouts of
financial institutions. In the United States,
structural separation remains a dominant
feature of the marketplace even after the
partial repeal of Glass-Steagall. Yet, in the fi-
nancial crisis, authorities argued that taxpay-
er-funded programs such as the Troubled
Asset Relief Program were necessary to avoid
a contagious panic among shareholders,
bondholders, depositors, and other creditors
of financial firms. Policymakers feared that
this panic would bring down many other sig-
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nificant financial institutions, either because
of those institutions’ exposures to the failed
firm (interconnectedness)®® or because of
panic spreading through the market (conta-
gion). The ring-fencing plan does not address
these risks, as it focuses entirely on relations
between ring-fenced and non-ring-fenced en-
tities (retail and wholesale businesses) in the
same corporate group. In concept, it seeks to
safeguard the retail businesses from losses at
the wholesale level, but it does not address
the effects on other similarly situated whole-
sale institutions in the UK.

Proponents of ring fencing argue thatifa
large UK banking firm runs into trouble, the
ring-fencing plan would protect UK banks
with similar portfolios and funding models
from a loss of depositor and investor con-
fidence.®® Thus the authorities would not
need to bail out the wholesale arm of the
failed firm, reducing reliance on the tax-
payer. The links underpinning this argu-
ment seem tenuous at best. If the authori-
ties preserve the ring-fenced bank but leave
the wholesale bank to fail, it does not follow
that this will reduce panic in either the retail
arm or at other institutions. In fact, as noted
above, it may well precipitate a run on de-
posits in the retail arm of the troubled bank
itself and a short-term funding crisis in the
wholesale arms of other, similar institu-
tions. Additionally, by restricting the ability
of banks to channel liquidity to the subsid-
iaries that need it, the plan would seem to
increase the likelihood of a bank failure and,
consequently, the need for taxpayer support.

If the ultimate policy goal of reform is the
elimination of public support in the event of
a bank failure, there are more effective ways
to achieve it. The most obvious is a legislative
prohibition on the use of taxpayer funds and
a limitation on government borrowing abil-
ity for resolution purposes—that is, a stron-
ger version of the public support limitations
contained in Title IT of Dodd-Frank.”0

On the second stated aim, insulating
vital financial services from problems else-
where in the financial system, the ring-
fencing plan does have an intuitive appeal.



That said, it is questionable how effective
it will be in practice. The proposal focuses
on protecting only the “vital” services per-
formed by the retail bank. It ignores that the
problems underpinning the recent failure or
near-failure of many financial institutions
have frequently had their roots in the retail
parts of the business, as was the case in the
2007-08 financial crisis. In the UK, the first
victim of the crisis was Northern Rock, a
retail mortgage lender, and the retail bank-
ing operations of both HBOS (bought by
Lloyds) and RBS suffered significant losses
in 2008. In the United States, many thrifts
and community and retail banks failed be-
cause of loans to small- and mid-sized busi-
nesses engaged in real estate development,
and larger institutions collapsed because of
imprudent mortgage lending.”! The ring-
fencing plan runs counter to this history.
The proposal also overlooks that there are
other ways to maintain the essential func-
tions of a large depository bank without
requiring complete structural separation,
including through resolution planning and
creditor “bail-in” mechanisms.

In addition, there is no proven correlation
between structural separation and eliminat-
ing excessive risk taking. Indeed, recent stud-
ies have indicated little or no correlation ex-
ists between “nontraditional” (or nonretail)
activities and excessive risk taking.”? The
proposal suggests that structural separa-
tion will lead to better risk management by
eliminating the perception that large finan-
cial institutions will receive public support
when they falter. As we have argued, however,
it is unlikely that the ring-fencing plan will
prevent authorities from channeling public
funds to a failing institution in a crisis. In
addition, most banks affected by the ring-
fencing plan are part of corporate groups
that report their results on a consolidated
basis. Under the ring-fencing plan, the retail
arm would be required to maintain higher
levels of capital.”? The consolidated group,
however, would still have every incentive to
maximize its return on capital. If the consoli-
dated group is subject to higher costs than
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international peers because of constraints on
the retail side of the ring fence, management
on the wholesale side may well be pressured
to balance the outcomes by taking on exces-
sive risk in order to generate higher returns.
Again, therefore, the ring-fencing plan un-
dermines rather than addresses the policy
goal it seeks to achieve.

The argument that the ring-fencing plan
is, at best, a very indirect means of achiev-
ing the prescribed outcomes is borne out in
the Independent Commission’s own analy-
sis, in particular its findings on the failures
or near-failures of HBOS, Lehman Brothers,
Northern Rock, and RBS.

The Independent Commission notes that
HBOS relied too heavily on wholesale short-
term funding and had a very thin layer of eq-
uity capital. When the crisis hit, the bank was
unable to replace maturing funding.”* The
Independent Commission concludes, “Li-
quidity reforms would have made [HBOS]
more resilient to a liquidity crisis.””> The Fi-
nal Report also notes that a ring fence would
have “complemented this” with wholesale
funding restrictions, as well as by restricting
the activities of HBOS’s treasury function
and requiring more equity.”® But the equity
and liquidity requirements are separate rec-
ommendations in the Final Report and can
be imposed without using a ring fence. The
Independent Commission also makes no
attempt to show that HBOS’s retail arm
suffered because of a connection to an in-
vestment bank or because of its nonretail
activities.”” Rather, the underlying problems
at HBOS were poor capitalization and over-
exposure to the property bubble, both issues
that would have occurred on the retail side
of a ring fence.

The causes of Northern Rock’s sad de-
mise was similar to HBOS’s: the majority of
its balance sheet was funded on a wholesale
basis by securitizations and covered bonds.”®
When the crisis hit, the bank struggled to
raise short-term funding, causing a panic
among ordinary depositors and resulting in
an old-fashioned bank run, the United King-
dom’s first since 1866.7° As in the case of
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HBOS, the Independent Commission states
only that “[t]he ring-fence would have com-
plemented” the report’s other recommended
reforms with wholesale funding restrictions
and greater equity capital requirements,°
again without noting that such require-
ments can be, and are being, imposed inde-
pendent of structural separation.

In contrast, Lehman Brothers is a prime
example of the ring-fence ideal: a standalone
wholesale bank with no material retail op-
erations. In the commission’s view, it failed
because “[i]t was heavily exposed to US sub-
prime mortgages and over 30 times lever-
aged—a combination which led creditors to
stop providing funds as large losses began to
materialize.”8! The commission then states
that “in the UK, the ring-fence would have
insulated vital banking services of universal
banks from contagion through their global
banking and markets operations.”? We do
not believe that this conclusion necessarily
follows. As noted before, if a large wholesale
failure like Lehman results in a loss of confi-
dence in other banks’ wholesale operations,
that would put pressure on any retail affili-
ate, with or without a ring fence.

Only at RBS, therefore, does the com-
mission arguably make a case for the ring
fence: “|A fence| would have isolated [UK
and European Economic Area] banking
operations from its global markets activi-
ties where most of its losses arose.”83 But
this conclusion too is open to question, as
RBS’s near-failure was the result of a num-
ber of poor decisions that went far beyond
losses in its global markets activities. As with
Northern Rock and HBOS, RBS had relied
too heavily on short-term funding markets,
and its capital position was far weaker than
its published regulatory capital ratios sug-
gested. In addition, it acted as the leader
of a consortium of banks that acquired the
troubled Dutch bank ABN AMRO, based on
due diligence that was inadequate in scope
and depth given the scale of the acquisition
and the major risks involved, and it bor-
rowed heavily on the short-term markets to
finance the acquisition.8 The view that a

12

ring fence would have prevented RBS’s col-
lapse is therefore not persuasive.

A key concern with the FBO proposal,
if implemented, is that it will lead to risk-
ier banking practices. Currently, foreign
banks are not required to comply with a
separate leverage ratio for their U.S. opera-
tions. However, once an intermediate hold-
ing company is established, this entity must
maintain the U.S.-mandated leverage ratio
for bank holding companies to avoid trig-
gering Dodd-Frank Section 166’s early re-
mediation requirements.8% This would be
in addition to the foreign parent meeting
any applicable leverage requirements in its
home jurisdiction. Yet subjecting an institu-
tion to multiple leverage ratios may provide
an incentive for the institution to increase
balance sheet risk because assets that do not
draw a risk-based capital charge as a result of
their relative safety do incur a capital cost.8
Since there is an increased cost to holding
significant amounts of cash and other cash-
substitutes, which do not provide robust re-
turns particularly in a period of low interest
rates, management has an incentive to shift
the institution’s holdings to higher-yielding
but riskier assets. For foreign banks operat-
ing in the United States, therefore, the FBO
proposal may well lead to an increase in the
riskiness of their U.S. operations.

In addition, the FBO proposal’s require-
ment that foreign banks establish an inter-
mediate holding company is at odds with
the Federal Reserve’s own position on devel-
opments in the structure of the U.S. opera-
tions of foreign banks and the global regula-
tory environment. The Federal Reserve has
claimed that the proposal responds to five
developments:

e Originally, the U.S. operations of
foreign banks were net recipients of
funding from their home operations
and confined their business to tradi-
tional lending activities. But over time
their key role developed into raising
dollar funding (often short-term dol-
lar funding) to be used for activities



abroad. Those activities included in-
vesting in risky U.S. asset-backed se-
curities, which resulted in financial
instability when the sources of dollar
funding evaporated.8”

® The increasing complexity of foreign
bank operations led to the totality of
the risk profile of their U.S. operations
being obscured.88

e U.S. operations of many foreign banks
have focused on capital markets activi-
ties, with five of the top 10 U.S. broker-
dealers being currently owned by a for-
eign bank.8%

e Some home country supervisors have
engaged in pro-cyclical ring-fencing,
trapping capital and liquidity at the
home entity.?°

e Since the crisis, some jurisdictions have
modified or are considering modifying
their regulatory regimes in ways that
constrain the ability of foreign banks
to provide support to their U.S. opera-
tions.?!

We believe that none of these develop-
ments justify the imposition of an interme-
diate holding company structure on foreign
banks present in the United States. Assume
that foreign banks continue to use their U.S.
operations primarily as vehicles for chan-
neling dollar funding to operations abroad.
Requiring a holding company structure is, at
best, an indirect way to address the risks to
financial stability this may create, if any. And
forcing all banks to adopt the same struc-
ture when there is no evidence that the bank
holding company model is superior to other
forms of bank organization may itself be a
source of long-term systemic weakness.”?
An THC requirement does not impose any
limitations on the amount of dollar fund-
ing that may be provided to a foreign bank’s
non-U.S. operations. Nor does it affect the
activities of a foreign bank’s U.S. branches
or agencies (the most likely entities to bor-
row U.S. dollars). It also does not preclude
an over-reliance on short-term funding (the
Federal Reserve identified this phenomenon
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as a significant “destabilizing” pre-financial
crisis practice by the U.S. operations of for-
eign banks).?

Indeed, Section 165 of Dodd-Frank re-
fers specifically to “short-term debt limits”
as an “enhanced” standard that the Federal
Reserve is authorized to establish for foreign
banks.®* It is curious that the FBO proposal
does not contain a standard that (1) directly
addresses the foreign regulatory practice that
the Federal Reserve has identified as most
destabilizing, and (2) is expressly authorized
by Dodd-Frank. This “oversight” suggests
that the overreliance on short-term dollar
funding by foreign banks is not in fact the
motivating force behind the FBO proposal.

There is also no correlation between the
structure of a foreign bank’s U.S. opera-
tions and the ability of supervisors to obtain
greater clarity on the “risk profile” of those
operations. According to the Federal Re-
serve, the factor obscuring such risk profiles
in recent years was the practice of foreign
banks using their U.S. operations to fund
activities outside the United States (such as
purchases of U.S. dollar-denominated asset-
backed securities and international project
finance).?> Rolling up a foreign bank’s U.S.
operations under an IHC structure does not
necessarily allow for greater transparency
at the global level. Indeed, given the state-
ments of home country regulators since the
release of the FBO proposal, it appears that
the FBO proposal may, in fact, undermine
the Federal Reserve’s ability to receive timely
information on the global operations of for-
eign banks.%®

Further, the FBO proposal is not an ap-
propriate policy response to the growth in
the size and scope of foreign banks’ U.S.-
based broker-dealer activities. The Federal
Reserve did not cite any evidence that broker-
dealers owned by foreign banks pose greater
risks to U.S. financial stability than those
owned by U.S. bank holding companies.®” A
U.S. broker-dealer owned by a foreign bank
would benefit from the foreign bank’s con-
solidated capital and liquidity. Similarly, a
broker-dealer owned by a U.S. bank holding
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company benefits from the company’s con-
solidated capital and liquidity.”® Therefore
there is no valid policy justification for treat-
ing foreign banks differently.

The FBO proposal is also a counterpro-
ductive answer to the “pro-cyclical ring fenc-
ing” that the Federal Reserve identified as
likely to occur in certain jurisdictions. The
intention of the proposal seems to be to
create a standalone U.S. group that may be
put into resolution in the event of a foreign
bank’s insolvency. This would insulate the
U.S. subsidiary in the United States from
ring-fencing actions by the home country
bank or regulator that would cut off its li-
quidity support. However, the likely effect
of this ex ante ring fencing will be to encour-
age the home country regulators of foreign
banks to “plac[e] restrictions on the cross-
border movement of assets at the moment of
a crisis.”®® This is because foreign regulators
may reasonably anticipate that the United
States will be the first jurisdiction to pull the
resolution trigger. The FBO proposal, there-
fore, could increase pro-cyclicality in future
crises, not reduce it.100

As a factual matter, many foreign banks,
especially those whose failure would mate-
rially affect the U.S. economy, consider the
United States a significant—if not the most
significant—market outside their home ju-
risdictions. One would assume that the aim
of any reasonable foreign regulator would
be to maximize the value of the failed bank’s
assets. Such a regulator would not seek to
alienate U.S. investors and market partici-
pants or cut loose one of the brightest jewels
in a foreign bank’s crown. For this reason,
the Federal Reserve should not so easily
doubt the willingness of home country reg-
ulators to provide support to U.S. opera-
tions in times of trouble.

Finally, the Federal Reserve makes no at-
tempt to quantify the effects of its proposal
on the subset of those foreign banks subject
to the proposal or the economy as a whole.
Rather, the Fed leaves the heavy-lifting on
this score to public comment. Specifically,
the proposal asks:
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What, if any, tax consequences, inter-
national or otherwise, could present
challenges to a foreign bank . . . seeking
to (1) reorganize its U.S. subsidiaries
under a U.S. [IHC], and (2) operate on
an ongoing basis in the United States
through a U.S. [IHC]. . . . What other
costs would be associated with form-
ing a US. [IHC]? Please be specific
and describe accounting or operating
costs.101

This implies that the Federal Reserve staff
did not carry out even a basic analysis of the
likely economic impact of the proposal, de-
spite staff comments to the contrary. This is
surprising given the likely costs associated
with such large-scale restructuring exercises.

By contrast and to its credit, the UK’s In-
dependent Commission engaged in lengthy
economic analysis of its proposals. The com-
mission attempted to quantify not only the
costs likely to be imposed on banks if the
proposals were adopted, but also the effect
of the proposals on credit spreads and gross
domestic product.!0? The Commission indi-
cated that a significant restructuring of bank
groups would be worthwhile only if the ben-
efits of doing so outweighed the attendant
costs.193 We hope that, as the Federal Reserve
considers comments on its proposal, it will
undertake an economic analysis similar to
that of the Independent Commission and
also consider the impact of the proposal on
global capital flows both during and outside
of a crisis situation. It should also consider
the effect on U.S. institutions of the poten-
tial (and likely) retaliatory measures by non-
U.S. host country regulators.

A Lesson from the Past:
Revisiting the1930s

As we noted, several commentators and
industry experts have drawn a parallel be-
tween the current climate in global financial
regulation and the relations that character-
ized trade politics among the world’s largest



economies in the early 1930s, with Deputy
Governor Bailey the most recent.l%4 Par-
ticular attention has been paid to measures
that have protectionist implications or serve
to encourage the further Balkanization of
financial services, such as the ring-fencing
and FBO proposals. Despite some regula-
tors downplaying this risk,!0> we believe the
comparison is well made.

In June 1930, Congress passed the Tariff
Act, colloquially known as “Smoot-Hawley”
after its two Republican sponsors. Smoot-
Hawley raised tariffs on approximately 20,000
imported products to unprecedentedly high
levels.19¢ Ostensibly, the act’s purpose was to
protect U.S. industries, workers, and prices in
the wake of the stock market crash of 1929,
but its medium- and long-term effects were
dire. Although imports accounted for only 4
percent of U.S. gross domestic product at the
time, Smoot-Hawley had significant, if con-
centrated, regional effects and in particular
served to further weaken the United States’
already-struggling banking system.!0”

Dartmouth economist Douglas Irwin
notes that in the two years following the
passage of Smoot-Hawley, the volume of
U.S. imports fell 40 percent. This was due in
part to a decline in domestic demand, but
Irwin estimates that at least a quarter of
this decline can be directly attributable to
the act itself.108 In addition, retaliatory ac-
tions against the United States resulted in a
decline of 60 percent in U.S. exports in the
1930s, and Irwin notes this discrimination
against U.S. products persisted for decades.

In addition, Smoot-Hawley encouraged
other countries—most notably Germany—
to institute retaliatory measures, leading to
a worldwide trade freeze that exacerbated
hardships for local consumers and almost
certainly contributed to the increasingly
Balkanized international environment in
the period leading up to World War I

Following a crisis, the natural inclination
for any regional authority is to attempt to
erect walls around local industries and op-
erations to make it easier—at least theoreti-
cally—to address problems at a local level.
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Usually this also serves to meet the demands
of local interest groups harmed by the crisis.
But for U.S. and UK regulators, the lesson
from the Smoot-Hawley experience should
be clear: this approach “works” only in the
immediate term, if at all, and is far out-
weighed by the negative effects of retaliation.
As the world’s two leading financial services
economies, the United States and UK have
a disproportionate effect on the global fi-
nancial sector and are likely to spur retalia-
tory actions elsewhere in the world. When
it comes to the regulatory “marketplace,”
these two countries are “price-setters” and
ought to lead by example.

Indeed, our great fear is that the response
to the 2007-08 financial crisis in the United
States and the UK may be a classic example
of regulators throwing the baby out with
the bathwater. In this case it is global capi-
tal flows—as with global trade flows in the
1930s—that could potentially suffer a steep
decline in the wake of the measures adopted
to address the perceived problems in the fi-
nancial services industry. Although the in-
creased size, depth, liquidity, and complexity
of financial markets have received widespread
criticism, including being labeled as a “cause”
of the crisis, in our view this criticism is mis-
placed. It overlooks the significant global
benefits that fluid and highly developed capi-
tal markets have accrued—benefits that have
not come close to being wiped out even in the
wake of the financial crisis.!0?

In the only detailed study released to date
on the effect of post-crisis reforms on global
capital flows, the McKinsey Global Institute
(a division of the consulting firm McKinsey
and Co.) found that since 2008, cross-bor-
der capital flows have fallen dramatically as
banks and borrowers deleverage.!19 The firm
estimates that cross-border capital flows
have declined 60 percent since 2007.111 Fi-
nancial assets had been increasing by close to
8 percent per annum since the early 1990s,
but they are now growing at under 2 per-
cent.''? At the same time, government debt
securities have increased by more than $15.4
trillion worldwide. The authors note:
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For three decades, capital markets
and banking systems rapidly expand-
ed and diversified, but now that pro-
cess—called financial deepening—has
largely ground to a halt. . . . Today,
global financial markets are at an
inflection point. One path leads to a
more balkanized structure that relies
primarily on domestic capital forma-
tion and concentrates risks within
local banking systems.!13

In Europe, the situation is particularly
dire. The study demonstrates that financing
from the European Central Bank (and other
public institutions) now accounts for more
than 50 percent of capital flows within Eu-
rope (a gap that has not been filled by banks
in other parts of the developed world) and
notes that facing new regulations on capi-
tal and liquidity as well as pressures from
shareholders and regulators to reduce risk,
many banks in advanced economies are win-
nowing down the geographies and business
lines in which they operate. Since early 2007,
commercial banks have sold off more than
$722 billion in assets and operations, with
foreign operations accounting for almost
half of this total. Regulators in many coun-
tries are moving to exert more control over
the foreign banks that remain active in their
jurisdictions, in some cases requesting that
banks operate as subsidiaries rather than
branches.!14

Although the FBO and ring-fencing
proposals may stop short of requiring full
subsidiarization, the likely chilling effect
on global capital is the same. The McKin-
sey Global Institute study concludes with
the warning that regional differences in the
availability of capital could emerge and that
regions with high savings rates could find
themselves with surplus capital and a short-
age of good investment opportunities, while
other countries could find themselves short
of capital and facing lower growth.115

Undoubtedly, there are many factors
contributing to the collapse of global capi-
tal flows post-2008, not least the European
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public debt crisis, the weaknesses in the
Chinese financial sector, and a general lack
of investor confidence worldwide. None-
theless, any measures on the part of U.S. or
UK regulators that have the effect—whether
intentional or incidental—of hastening the
decline of such flows should be approached
with extreme caution. This is especially true
when it is unclear whether the measures will
deliver their promised benefits.116

A Better Path Forward?

We have discussed what we consider to
be the principal weaknesses of the FBO and
ring-fencing proposals. At this point we think
it is worthwhile to describe an alternative
method of addressing the perceived lingering
policy challenges raised by the failure of large
globally active banks. The principal challenge
remaining in both the United States and the
UK is how to allow large institutions to fail
in a way that does not compromise overall
financial stability, all while avoiding or mini-
mizing the use of taxpayer funds in the pro-
cess. Even if they agree on nothing else, home
and host country regulators need to come
to an agreement on the bankruptcy, liquida-
tion, or other resolution methods they intend
to use in the event of the failure of a global
bank, and on their respective powers and re-
sponsibilities. Focusing attention on this is-
sue would be a far better use of scarce regula-
tory resources than using them to mandate
and monitor expensive and speculative cor-
porate restructuring exercises.

In the United States, the large banks are
ahead of their regulators on forging solu-
tions to the problems raised by cross-border
insolvency. The largest institutions are in
their second year of “resolution planning”
and are attempting to address the challeng-
es posed by cross-border insolvency.!” The
FDIC has entered into several memoranda
of understanding with foreign regulators re-
lating to the resolution of firms with cross-
border operations.!8 This is a promising
start, but similar “supervisor” agreements



will need to be implemented in other ju-
risdictions to give creditors, investors, and
other market participants more certainty
on how these issues will be addressed. That
way, these constituencies can price their risk
and will be less likely to panic in times of cri-
sis. Such agreements will also enhance cer-
tainty on the unresolved legal issues raised
by a global bank’s failure—issues such as the
treatment of multi-branch derivative con-
tracts and their attendant collateral.

Conclusion

In his speech, Deputy Governor Bailey
noted that we should “not design the world
as if fragmentation and balkanization are
inevitably always likely to be with us.”119 In
our view, however, that is exactly what the
ring-fencing and FBO proposals do. Unlike
capital and liquidity standards, which can
be adjusted on an ongoing basis, large-scale
corporate restructuring is costly and time-
consuming. If it fails to meet its objectives,
it cannot be easily undone. In the end, we be-
lieve that the Federal Reserve and the UK Par-
liament, responding to loudly voiced public
concerns over the costs of the financial cri-
sis, are succumbing to the politician’s logic
of choosing to “do something” because of
the perceived need that “something must be
done.”120 Given the clear adverse effects on
the availability of credit, global capital flows,
and the world economy that will flow from
the FBO proposal and the ring-fencing plan,
we believe it to be far better policy to heed
the contrarian advice that “doing the wrong
thing is worse than doing nothing.”12!
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