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ABSTRACT
Although important reforms have been undertaken in the United States and the European Union in the aftermath of 
the Great Financial Crisis of 2007-2009, major areas still need to be addressed. The Vickers Commission proposes a set 
of measures to solve the problem of too big to fail in the United Kingdom. 

The proposal centers around the idea of ring fencing commercial banks and defining capital requirements separately 
for this compound. This paper discusses the pros and cons of the Vickers Commission proposal, comparing it with 
the Volcker rule, and problems of implementation. Complementary policies yet to be studied are also proposed.
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It has now been about four years since the eruption of 
the Financial Crisis of 2007. Major reforms of the banking 
system have been achieved in the United States with the 
enactment of the Dodd-Frank Act in 20101,  and several 
legislative initiatives in the European Union are to be 
completed by the end of 2012. Much has been achieved, 
but there are still areas that need further refinement 
and operationalization. Other areas have not yet been 
addressed at all. Although times of great disasters are 
times for major fixings of the system, we need to be 
aware that our present errors and omissions will seed the 
next financial crisis.

There are huge costs with financial crisis. The Basel 
Committee on Banking Supervision puts the median of 
the discounted cumulative costs of those crises at 63 
percent of Gross Domestic Product (“GDP”).2 Andrew 
Haldane, Executive Director for Financial Stability at the 
Bank of England, estimates the costs of the 2007-2009 
crises at a minimum of 90 percent of 2009 world GDP, 
and puts the average estimate at 220 percent of world 
GDP.3

The Independent Commission on Banking was set up 
in June 2010 and headed by Sir John Vickers. The main 
object of this paper is to comment on the Interim Report 
issued by the Commission in April 2011 (hereinafter 
“Report”).4 The Independent Commission on Banking is 
entrusted to formulate policy recommendations with a 
view to: (i) reducing systemic risk in the banking sector; 
(ii) mitigating moral hazard; (iii) reducing both the 
likelihood and impact of firm failure; and (iv) promoting 
competition in both retail and investment banking. 
In particular, the Commission is entrusted in making 
recommendations covering: “(a) [s]tructural measures to 
reform the banking system and promote stability and 
competition, including the complex issue of separating 
retail and investment banking functions; and (b) [r]
elated non-structural measures to promote stability and 
competition in banking for the benefit of consumers 
and businesses.”5 The Terms of Reference explicitly state 
that the Commission, when making recommendations, 
should take into consideration the competitiveness of 
the UK financial and professional services sector.

The Report restates as its objective proposing reforms: 
(a) to reduce the probability of failure of systemically 
important banks by improving their resilience; and (b) 
to reduce the impact of failure of systemically important 
banks, both by providing for the orderly resolution of any 
institutions that fail, and by reducing levels of risk in the 
financial system as a whole, without disproportionately 

affecting the financial system’s ability to provide critical 
financial services.6

There is a large consensus among the publications 
produced by academics and several institutions on the 
reforms required to strengthen financial regulation, 
especially in the United States and the European Union, 
after the 2007-2009 financial crisis. But few economists 
agree that those proposals have been fully translated 
into legislation. Although the reforms addressed in 
the Report are restricted to the areas indicated above, 
there are some reforms so interconnected that they 
need to be discussed in a compact. We will also use the 
opportunity to address some major areas related to the 
mission of the Basel Committee that need further work.

Section II confronts the problem of identifying systemic 
risky institutions, the basis for any discussion about this 
type of risk. We would not expect the Report to address 
a largely theoretical issue related to methodologies, 
but we think that without a theory to clearly identify 
systemic institutions, it is difficult to provide a policy 
addressed at them. We also discuss proposals for revising 
the regulation of capital and other own funds that is 
the most widely-known proposal for solving this risk. 
In contrast, both the Dodd-Frank Act and the Report 
make some “structural reform” proposals for solving the 
problem of too-big-to-fail. The proposal of the Report 
is discussed in Section III, along with the problems of 
implementation and the Volcker Rule of the Dodd-Frank 
Act. The Report concentrates on depository institutions. 

This focus can be justified on the basis of the minimum 
required for bailout, both in terms of liquidity and in 
terms of the importance of the banks funding for the 
economy. However, most of the economists blame the 
so-called “shadow banking” not only for the source of the 
2007-2009 crisis, but also for the propagation of the crisis 
to the overall financial system. In Section IV we discuss 
to what extent these institutions could undermine the 
banking sector, including the depository institutions, 
and require government intervention for preserving the 
stability of the financial system. In Section V we also raise 
the issue of governance in general, both of regulatory 
institutions and the regulated firms, an issue that has 
been completely ignored by the Report and most of 
the current reforms under way, and yet is at the core of 
the functioning of the financial system. Section VI refers 
to some competition issues covered by the Report, 
and Section VII concludes our discussion on banking 
regulatory reform.
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II. SYSTEMIC RISK AND 
CURRENT RESPONSE TO 
REGULATION AFTER THE CRISIS: 
A HUGE MORAL-HAZARD 
PROBLEM 

The large bailout programs undertaken by the U.S. 
and European governments in the aftermath of the 
2007 crisis, either through recapitalization of banks, 
nationalization, blank deposit or credit guarantees in 
the order of trillions of dollars, have created a huge 
moral hazard problem for the future of banking.7 Recent 
financial history has clearly established that if a large or

systemically important institution is in trouble the 
government will come to her rescue. Taxpayers have 
footed the bill, leaving very little cost for shareholders, 
investors and bondholders to bear. Thus, we have four 
important problems to solve to lower the enormous 
moral hazard created by bailouts: (i) identifying systemic 
institutions, (ii) reducing structurally systemic risk by 
putting limits on size or building ring-fences, (iii) putting 
in place regimes and incentives so those institutions 
do not take inordinate risk, and (iv) putting in place 
resolution mechanisms that have a more equal burden 
sharing between taxpayer-shareholder-investor. To 
approach these four problems, the following diagram 
illustrates the broad tasks that need to be undertaken in 
any meaningful banking reform.

• Limitations on size and 
organizational structure

• Restrictions on scope of
activities

• Size
• Interconnectedness
• Complexity
• Lack of substitutability
• Global activity

• Capital/liquidity
surcharges
• Intensive supervision
• CoCos/Bail-in
• Disclosure
• Recovery plans
• Compensation

• Effective resolution
regimes
• Resolution plans
• CoCos/Bail-in
• Strengthened market
infrastructure
• Levies, fees or taxes

Measures to
reduce cost of
failure

Measures to
reduce 
likelihood of 
failure

Measures to
directly reduce
systemic
importance

Identifying
Systemically
Important
Institutions

Dealing with the Risks Posed by Systemically Important Financial Institutions Beyond Basel III

The basis for any discussion of systemic risk is the 
characterization of what is an institution that is 
systemically risky (or too-big-to-fail).9 There has been 
a substantial amount of theoretical work done in this 
field in the aftermath of the crisis. Most of the regulators 
that have been working with these concepts have used 
“stress tests” to evaluate systemic risk, although it is not 
clear to outsiders how the assumptions or scenarios 
given to banks for those tests are derived. 

Most of the large banks, using Basel II, rely heavily on 
Internal Ratings-Based (IRB) risk models based on Value

at Risk (VaR) calculations, considering only the bank or 
the banking group. The current regulatory regimes are 
still based in pro-cyclical capital requirements, haircuts 
and ratings. They focus on the asset side of the balance 
sheets of banks without taking into consideration 
the liability side and mismatches between liabilities 
and assets, with large implicit subsidies to short-term 
funding. Finally, as we will see below, the current regime 
has largely ignored the shadow banking system. As a 
result, the response by banks to current regulation is: 
“take positions that drag others down when you are in 
trouble (i.e. maximize bailout probability), become big, 
interconnected and/or hold similar positions.” 

24 Vol. 7, No. 2, Autumn 2011



Any analysis of systemic risk focuses on the 
contribution of externalities. The analysis should 
internalize externalities, and in terms of policy, build 
a fire protection wall. This requires that the analysis 
be translated into precise and rigorous capital 
requirements  Only recently have there been rigorous 
theoretical characterizations of systemic risk. One of 
the major contributions is by Tobias Adrian and Markus 
Brunnermeier and their concept of CoVaR,10 which is 
the covariance between Value at Risk of each institution 
vis-à-vis all the other institutions. CoVaR captures the 
institutions that are so large and interconnected that 
they can cause a negative spillover effect on the system. 
It also captures a subset of similar institutions that acting 
together can cause that negative spillover (“systemic as 
part of a herd”).

Darrell Duffie proposes an alternative with his “10-by-
10-by-10 Rule,” which analyzes the results of stress tests 
among financial institutions.11 A regulator would collect 
and analyze information concerning the exposures of 
N significant entities to M defined stress tests. For each 
stress, an entity would report its gain or loss, in total, and 
with respect to its contractual positions with each of 
the K entities for which the exposure, for that scenario, 
is among the K greatest in magnitude relative to all 
counterparties. Systemic counterparties would then be 
identified, stress by stress.

In addition to measuring the conditional CoVaRs, we 
have to eliminate the pro-cyclicality of the present ratios 
and build up a cushion to prevent a crisis in the future. 
Adrian and Brunnermeier propose to eliminate the pro-
cyclicality by estimating the impact of state variables like 
the slope of the yield curve, the aggregate credit spread 
and the implied equity market volatility on tail risk. 
Then these time-varying CoVaRs are related to specific 
measures of each institution like maturity mismatch, 
leverage, market-to-book, size and market beta. The 
regression coefficients indicate how one should weigh 
the different firm characteristics in determining a 
systemic capital surcharge or Pigouvian tax.

The regulator can then establish a capital surcharge 
based on (forward) systemic risk contribution. It clearly 
changes ex-ante incentives to conduct activities that 
generate systemic risk. In addition, it increases the capital 
buffer of systemically important financial institutions, 
thus protecting the financial system against the risk 
spillovers and externalities from systemic institutions.
This proposed methodology may sound complicated, 
but the authors have illustrated its application to major

banking institutions in the United States and generated 
reasonable results. It shows a more complex web of 
interconnections than just a simple division between 
depository banks and the rest of the system, which is 
a warning sign for proposals based on the fault line 
proposed by the Report.

The rules proposed by the Basel Committee for Basel 
III have always aimed to establish minimum levels for 
solvability ratios, but those minimum levels are uniform. 
The present round of negotiations by Basel establishes 
a buffer capital of up to 2 percent for systemically 
important institutions. However, these proposed 
methodologies indicate that those ratios should not be 
uniform, but should be computed for each institution by 
the regulator. The same argument can be used against 
the proposal of the Report for what seems again a 
uniform solvability ratio by a depository institution. 

Yet most of the studies eschew a phenomenon that 
deserves closer scrutiny: the fallacy of the composition. 
These situations may be more critical at the time of 
requiring an institution to improve its capital ratios. 
What is micro-prudent may not be macro-prudent. For 
example, suppose the regulator requires fire sales for 
resolving the problems of some large banks. It makes 
perfect sense at the level of the institution, but in 
the aggregate it will depress prices of the assets and 
deteriorate the balance sheets of even more banks. 
Other policies like ordering troubled institutions to 
stop giving more credit or take additional assets may 
force others to fire-sell or cause a credit crunch, again 
deteriorating the macro situation. The only policy where 
there is no clear conflict is when a bank is required to 
raise more equity.

It is quite clear that large banks that are individually 
systemic should be subject to both micro- and macro-
regulation. However, the CoVaRs indicate that other 
sets of institutions also need to be regulated, even if 
they do not require both micro- and macro-regulation. 
Institutions that are systemic as part of a herd, such as 
leveraged hedge funds, should be subject to macro-
prudential regulation but do not need micro-regulation. 
On the other hand, non-systemic but large institutions, 
like pension funds, need to be subject to micro-
prudential regulation but not to macro-regulation.

Still related to the solvability ratios are two other 
problems. The first problem is that several rules 
established by Basel need an urgent revision. 
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Public securities continue to have a zero weight 
for Organisation for Economic Co-operation and 
Development  (“OECD”) countries when we have 
witnessed several of those states falling into 
unsustainable debt paths. In general, Basel has to 
grapple with a major conflict of interest by banks. Ratios 
computed based on VaRs and internal models, without 
proper regulatory supervision, constitute self-regulation 
and self-assessment of risk that has already led to major 
financial crisis. The problem of the ratings used in the 
calculation of solvability ratios has not yet been solved. 
Self-assessment is not an option, as some proposals have 
advanced, and rating agencies are still plagued by the 
problem of conflict of interest derived from the rule that 
the issuer pays.

The second problem is crucial for macro-regulation. In 
the past, a number of asset bubbles have accumulated 
in the stock market. To prevent the build-up beyond a 
certain level of such bubbles it does not make sense to 
increase the capital requirements for banks. Moreover, 
increasing the interest rate by the central bank can 
precipitate a recession.12 A solution that has not yet been 
implemented is to use another policy instrument that 
could influence the stock market more directly, namely 
margin requirements by all institutions trading in stocks, 
an instrument only rarely used in the past.13

II. THE TOO-BIG-TO-FAIL 
PROBLEM: THE VICKERS 
REPORT AND CONFLICTS 
OF INTEREST BETWEEN 
DEPOSITORY VERSUS 
INVESTMENT INSTITUTIONS 

Despite the added risks they pose to financial stability, 
large financial institutions have important competitive 
advantages compared to systemically less important 
institutions. Large institutions possess the funding 
advantage of implicit or explicit government backing. 
Given their size and importance to their domestic 
economies, these institutions may enjoy strong political 
ties and hence may be in a position to influence policy 
via regulatory capture. In fact, logit analysis shows that 
the higher the probability of a rescue, the higher the 
share of the bank’s assets to GDP and the higher the 
interconnectedness (and if it is a retail-oriented bank).

The relevance of these arguments has only increased 
over the past decade, as the institutions that could be 
considered as potentially systemic doubled their market 
share (see Figure 2).

The main recommendation of the Report relates to 
the problem of the too-big-to-fail. It starts by focusing 
the analysis on depository banks or commercial banks. 
But are these the institutions on which to concentrate 
and restrict the analysis for financial stability? There 
are certainly very good arguments for answering 
in the affirmative. Deposit insurance is restricted to 
these institutions. Public insurance creates moral 
hazard problems. Bank runs are usually concentrated 
on depository institutions. Access to central banks is 
usually restricted to these institutions in order to provide 
funding as a lender of last resort, and they themselves 
have been a major provider of liquidity to the rest of the 
financial system. However, shadow banking cannot be 
ignored when dealing with financial stability today (see 
infra Section IV).

The Report starts to study two structural measures that 
are alternatives to solving the too-big-to-fail problem: 
break up banking groups in a depository bank and the 
rest of the bank, or build a ring-fence among them. 
These measures intend to solve three problems: (a) high 
impact of failure, (b) increased risk of system failure, and 
(c) increased risk taking.
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The United Kingdom clearly opts for ring-fencing 
retail banking businesses from wholesale/investment 
banking activities through firewalls in a banking group. 
The Report makes a persuasive case for this solution 
by presenting a detailed cost-benefit analysis of each 
alternative. A retail ring-fence would allow for the 
continuation of universal banking, a form assumed 
by a large number of banks in Europe and  the United 
Kingdom, with its attendant efficiency benefits of 
making the system more capable of absorbing shocks 
and reducing the perceived government guarantees. 
The operations to be ring-fenced are the provision 
of deposit-taking, payment and lending services to 
households and small and medium enterprises (“SMEs”). 
For the U.K. major banks it represents grossly 30 to 
40 percent of their balance sheets. The ring-fencing 
serves the purposes of assigning a specific solvability 
ratio to the retail operations of the banking group and 
facilitating resolution in case of crisis.

To protect a bank holding company seeking riskier assets 
to compensate for higher capital requirements,

In the United States the question of too-
big-to-fail has been dealt with in several 
ways that diverge from the U.K. approach.

The Report considers the steps taken by the United 
States and assesses their feasibility in the United 
Kingdom. First, the United States abolished the Glass-
Steagall Act of 193315 to separate commercial from 
investment banking.16 The high costs and London’s 
possible loss of competitiveness militate against such 
a measure in the United Kingdom, according to the 
Report. Second, the Volcker Rule contained in the Dodd-
Frank Act restricts (with exceptions) banks’ proprietary 
trading and investment in, or sponsorship of, hedge 
and private equity funds. The Report argues that these 
activities are small within the U.K. large banks and 
that it is difficult to separate proprietary trading from 
client-based trade. Furthermore, these activities in the 
ring-fence would be outside of the protected retail 
operations. Third, the Swap Pushout Rule in the Dodd-
Frank Act requires certain entities relying on federal 
assistance and with significant swap business to move 
such activity to separately-capitalized nonbank affiliates. 

But, as the Report recognizes, there are still important 
issues to be further clarified regarding (i) the 
implementation of the borderline between commercial 
and other activities, (ii) how to create stand-alone 
entities, and (iii) how to avoid cross-funding and funds 
transfer.

Such rules prevent it from ultimately behaving like 
an investment bank in retail clothing. The example 
of Lehman Brothers’ failure shows a major increase in 
overall systemic risk that started in an investment bank 
and then spread to retail banking.

The Report recognizes the need to study some problems 
of implementation of the ring-fencing. We think that 
there are important technicalities and legal definitions. 
First, there is a need to define carefully the bail-in 
mechanisms—in particular, contingent capital—and 
the mechanisms to reinforce capital should clearly 
subordinate the claims of other senior unsecured 
creditors to those of depositors. Second, the 10 percent 
Core Tier I ratio requirement for retail banks by the 
Report should only be a benchmark. Relying on the 
theory expressed in Section II, supra, there is a need to 
use forward CoVaRs to establish the required amount 
by a regulator. Third, provided universal banks maintain 
minimum capital ratios and loss-absorbing debt for their 
U.K. retail operations, capital could be switched from the 
U.K. retail subsidiaries to other banking activities, which 
raises other concerns. Fourth, the current lack of a robust 
cross-border resolution mechanism, even within the 
European Union, is problematic. Fifth, assuming all the 
reforms are implemented, 

We know that at the origin of the recent financial crisis 
there were certain practices in the mortgage lending 
market. 

Two important measures that should be enacted are 
prudential ratios in mortgage lending—like limiting 
loan-to-value ratio (70 to 80 percent), especially when 
a real estate bubble is on the making—and a reform in 
the governance of real estate valuations. Valuations need 
to be done by independent appraisers, avoiding the 
conflict of interest with the lending institutions. Other 
micro-regulatory reforms are proposed below regarding 
securitization.

it is necessary to have rules on 
what bets a retail subsidiary can 
make.

there nevertheless continues to 
be a need for complementary 
micro-regulatory measures.
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IV. THE RISE OF SHADOW 
BANKING: TOO-SPARSE 
REFORM 

Since the 1970s, there has been a major shift in the 
source of transaction media away from demand deposits 
toward money market mutual funds (“MMMFs”). MMMFs 
reached a peak of $3.8 trillion in 2008. Money market 
funds are registered investment companies that are 
regulated by the Securities and Exchange Commission 
(SEC) in accordance with Rule 2a-7 adopted pursuant to 
the Investment Company Act of 1940. 17

Securitization also experienced a tremendous expansion. 
Securitization is the process by which traditionally 
illiquid loans are sold into capital markets. They are sold 
as large portfolios of loans to special purpose vehicles 
(“SPVs”), legal entities that issue rated securities in the 
capital markets. Total non-agency asset-backed security 
issuance reached $1.65 trillion on the eve of 2007.

Large use of repurchase agreements (“repos”), as money 
under management by institutional investors (pension 
funds, mutual funds, states and municipalities, and 
nonfinancial firms) also expanded. Today they handle as 
many assets as banks: the repo market is about $5 trillion 
in the United States and $5 trillion in Europe.

Figure 3 shows the dramatic fall in the share of banks 
and the rise of shadow banking.

While banks had a share of 70 
percent of total financial assets 
in the mid-1970s, it has dropped 
today to about 40 percent,
with a large part of this share being taken by mutual 
funds and other financial assets.
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In the financial crisis of 2007-2009, problems arose 
in investment (shadow) banking and spread to retail 
banking. Investment banks transformed themselves 
into bank holding companies in order to have access 
to Federal Reserve funding and deposit insurance. The 
lender-of-last-resort role played by central banks saved 
depository banks around the world. These are simple 
facts usually forgotten.

A full analysis of the problems of shadow banking, 
including derivatives, is beyond the scope of the 
Report. We are going to mention just two issues more 
closely related with retail banking: the problem of 
money market funds (that are in fact quasi-banks), and 
securitization that has been widely used by banks to 
pass-on risk and acquire further liquidity.

The Group of Thirty (“G30”) puts forth interesting 
proposals for the regulation of MMMFs.19 G30 
recommends the partition of MMMFs into two 
categories:

And, as the figure below reveals, this rise has occurred in all large developed countries.18

0

50

100

150

200

250
19

80

19
82

19
84

19
86

19
88

19
90

19
92

19
94

19
96

19
98

20
00

20
02

20
04

20
06

Pe
rc

en
t

France

Germany

Netherlands

United Kingdom

United States

Financial Assets of Institutional Investors as a Percent of GDP

Under this system, Type 1 funds are clearly within the 
safety net of explicit insurance and should be regulated 
as banks, while Type 2 funds should be clearly advertised 
as non-insured funds. G30 also proposes chartering 
narrow funding banks as vehicles to control and monitor 
securitization, combined with regulatory oversight of 
acceptable collateral and minimum haircuts for repos.

Regulation of securitization is certainly a major topic 
for reducing risk creation and subsequent spread. 
Securitization of mortgages lay at the center of the 
2007-2009 crises, but securitization is now moving 
into SMEs, consumer credit, and additional areas. One 
of the problems of securitization oversight was the 
originator-to-distribution model. It is now recognized 
that the originator needs to retain a larger share of 
the risk (mainly equity risk) to avoid lax monitoring 
of debtors; the 5 percent imposed by the Dodd-
Frank Act is insufficient. Moreover, slicing of packages 
should not dilute the incentive to monitor and enforce 
lending. Regulation of covered bonds, a new trend in 
securitization, is also inadequate, and forms yet another 
reminder that regulation usually lags behind market 
innovation. It is our opinion that covered bonds have 
a low weight (20 percent) accounting for the risk of 
the underwriter. Lastly, the problem of ratings of these 
packages has not yet been solved, see supra Section II.

Type 1 Type 2
“Narrow Savings Banks” with a stable 
net asset values

Conservative investment funds with 
floating net asset values and no 
guaranteed return
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V. A BASIC MISSING 
FRAMEWORK: GOVERNANCE 
REFORM 

One of the most neglected areas in the reforms being 
discussed globally regards the governance of both the 
regulators and the regulated. No number of detailed 
new rules will succeed if the incentives on both sides are
not properly aligned with the public interest of a stable 
and efficient financial system. To begin, regulators 
and supervision authorities need clear objectives and 
accountability to some democratic institution,

Beyond mechanisms within the financial institution, 
prompt court action should always be required in 
cases of fraud, which has not been the case in several 
European countries. Most of the recommendations in 
the area of governance of regulated firms address staff 
compensation, which, despite the Basel rules on micro-
supervision, should be left largely to the institution.20

V. SOME COMPETITION ISSUES
The Report concludes that any limitation on the market 
shares of financial institutions is a blunt instrument, 
and that competition authorities are well-equipped to 
understand that it relates to abuses of dominance and 
mergers. We are much less confident.

regulators and supervision 
authorities need clear objectives 
and accountability to some 
democratic institution
whether it is to the Executive or Parliament. If the bodies 
are remiss in their responsibilities, they should face 
serious consequences. Another major issue is to enact 
protections against regulatory capture. The firewalls 
erected between the different areas of regulatory bodies, 
and the activities conducted within them, need to be 
better defined. So do the firewalls between regulators 
and the government. Similarly, conflicts of interest that 
arise in the nominations for the regulators need to be 
avoided. 

Regulatory bodies also need to identify and shape 
the incentives of their staff to maximize efficiency 
and productivity. A final problem is that of the thorny 
dilemma between transparency and confidentiality, in 
order to prevent false rumours or panic, those situations 
that hinder orderly resolutions of an institution. 
Publishing reports on failed institutions ex post, as 
audits, is only a partial solution, for such reports do not 
fully address consequences and responsibilities. More 
contentious is the publication of reports on troubled 
institutions in order to exert market discipline.

Turning now to governance of financial institutions, 
one of the most important issues is establishing rules 
for board nomination as controls on competence. 
There have been few recommendations on incentive 
mechanisms for board members. Bank executive pay 
remains substantially linked to an inappropriate metric 
of return on equity, which encourages executives to 
increase leverage. 

Management has not been held fully 
responsible in more than a few cases of 
bailed-out institutions. 

The Dodd-Frank Act finally has it right after a hundred 
years of antitrust law in the United States. A simple 
limit of 10 percent market share in the European Union 
overall market should be established by European 
legislation, even if there is not yet any institution 
threatened by that restriction, which is not the case in 
the United States.

Methodologies for assessing bank mergers and intensity 
of competition are well-developed by the various E.U. 
competition authorities, but they seldom intervene 
and there have been instances where they have been 
overruled–most notably, by the U.K. Office of Fair Trading 
(“OFT”) for the Lloyds TSB-HBOS merger. 

The Report recognizes that banking markets are 
complex and subject to switching costs in current 
accounts for households and SMEs. The Report also 
recognizes that the OFT has done an excellent work in 
identifying those costs and taken some measures to 
improve competition. 

Market shares may be blunt instruments, 
but they establish bright lines that are 
easy to implement.
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We merely note that consumer protection is not 
enough: lowering barriers to switch may entail additional 
regulation, like imposing mandated reductions in those 
costs.

VI. CONCLUSIONS
We have surveyed in a previous paper the major reforms 
needed in the aftermath of the 2007-2009 financial 
crisis.21

Among the reforms required at the macro-level, the main 
ones are: (i) a systemic risk regulator with “teeth” that can 
control and reduce the systemic risk and the associated 
moral hazard, in particular the problem of too-big-to-fail, 
(ii) rationalization and coordination among regulators that 
are especially geared toward major financial institutions, 
to conduct consolidated analysis and regulatory 
measures, (iii) new instruments of the central bank to fight 
speculative bubbles, (iv) systems to resolve and maintain 
financial stability, including liquidity provision, and (v) 
regulation of over-the-counter derivative exchange 
markets.

The reforms required at the micro-level are mainly: 
(vi) strengthening the capital requirements of banks, 
correcting its cyclicality and its prudential role, with 
mark-to-market accounting systems, (vii) correcting the 
incentive problem of rating agencies, (viii) preventing 
problems of predatory lending and non-transparency 
of consumer products, (ix) establishing a speedy and 
effective resolution system for troubled institutions, (x) 
reducing the problem of originating and distributing 
in the process of securitization, and (xi) correcting the 
remuneration system in financial systems that gives an 
incentive to accumulate large risks.

The Report mainly addresses points (i), (iv) and (vi), 
explicitly leaving the other areas of reform to other 
national and international working groups, such as 
the Financial Stability Forum and the European Union 
Institutions. We are less optimistic in this appraisal.

Despite the limitations we refer to, the Report is excellent; 
its main proposals are well-grounded and can hardly been 
improved. Our suggestions address some of the points 
left open in the Report, in terms of implementation, and 
complementary policies and measures that need further 
analysis, either by the Independent Commission on 
Banking or other institutions.
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