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What exactly is ring-fencing, how will banks be impacted and what measures can 
banks take? In this article, the authors examine the process of ring-fencing, its po-
tential impacts on operations and profits, and what pricers in the banking industry 
can do to protect margins. This example from Banking in the UK demonstrates what 
pricers in other industries can do when faced with government regulations that affect 
their businesses. Enrico Trevisan is Managing Partner in the Banking division (enrico.
trevisan@simon-kucher.com), Gianluca Corradi is Director in the Corporate Banking 
practice (gianluca.corradi@simon-kucher.com) and Abhimanyu Julaniya is a Senior 
Consultant (Abhimanyu.julaniya@simon-kucher.com) at Simon-Kucher & Partners.

Ring-Fencing of Banking Activities 
in the UK
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Executive Summary

Regulation
By 1st of January 2019, ring-fencing is to be implemented by all 
financial institutions that have retail and small business deposits 
of more than £25 billion. Ring-fencing requires the separation 
of retail/small business deposit activity from the riskier activities 
undertaken by banks. 6 banks (HSBC, Barclays, RBS, Lloyds, 
Santander and the Co-operative bank) are expected to imple-
ment ring-fencing.

Ring-fencing reflects the belief that protecting retail and small 
business deposits is critical to financial and economic stability. It 
specifically prohibits ring-fenced bodies (RFBs) from undertaking 
certain activities (such as proprietary trading) that are considered 
inherently risky. Ring-fencing relies on two pillars:

 � resilience: protecting the retail banking activity from risks 
unrelated to it;

 � resolution: allowing banking groups to fail in an orderly man-
ner in case of trouble. 

The Prudential Regulatory Authority (PRA), the agency respon-
sible, aims to effectively carry out ring-fencing through regulations 
on (i) legal structure, (ii) governance, (iii) fair use of resources and 
continuity of services, and (iv) prudential requirements.

Impact
The direct impact of these regulations on banking groups will 
be a squeeze in profits through an increase in costs. The one-
off costs to create ring-fencing compliant structures will be fol-
lowed by recurrent costs to maintain the activity under these 
structures. The majority of the increase in recurrent costs will 
come from two factors:

 � higher cost of capital due to: 
 � up to 3% additional capital buffer on the RFB depending 

on the RWA;
 � increase in capital requirements of operating under separate 

legal structures without intra-group concessions;
 � higher cost of raising capital due to an increase in risk 

profile. 

 � increased liquidity costs from:
 � inability to utilise internal liquidity positions at preferential 

rates;
 � increase in premiums for raising liquidity on non-RFB busi-

ness;
 � drop in returns on the RFB’s excess liquidity in return for 

safer placements and requirement that wholesale funding 
not be a function of RFB. 

Solutions
Banks are currently focusing on organisational changes to abide 
by the ring-fencing requirements. However, the squeeze on profits 
will, as a next step, naturally draw attention to revenue generation 
strategies, which have significant upside. 

Banks can utilise four strategic levers to enhance profitability by 
augmenting revenues:

 � pricing revamp: creating pricing models and structures that
 � reflect the capital and liquidity implications of ring-fencing;
 � allow passing on of increases in costs to clients;

 � offer rationalisation: developing a product / service offer 
that focuses on products / services that generate attractive 
returns on the resources invested while shelving off those 
that don’t;

 � relationship review: devoting resources to client-relation-
ships that have potential while divesting from those that de-
stroy value;

 � sales excellence: putting in place an effective sales program 
that ensures long lasting relationships by building trust and 
providing customised value adding service.
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Figure 3. Bank’s revenue generation strategies for increasing profits  
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Summary of the ring-fencing regulation

Overview
The Prudential Regulation Authority (PRA) under the Financial 
Services (Banking Reform) Act 2013, is required to implement 
the ring-fencing of core UK financial services and activities from 
1st of January 2019. Ring-fencing reflects the belief that some 
activities are so important that any disruption to the provision of 
these activities would adversely affect financial stability and the 
wider economy. 

These core activities relate to the business of deposits for indi-
viduals and small businesses:

 � accepting deposits;

 � payments and withdrawals from these accounts;

 � overdraft on these accounts.

Ring-fencing will be applicable to all financial institutions with 
deposits – from individuals and small businesses – greater than 
£25 billion. Building societies, credit unions and industrial and 
provident societies are exempt. 

The 6 banks that are expected to be impacted are: Barclays, 
HSBC, Lloyds Bank, RBS/NatWest, Santander and The co-
operative bank. 

Objective
Ring-fencing, by enhancing protection of deposits, aims to re-
duce the disruption to the economy from failure of banks and the 
need for taxpayer’s money. Resilience and Resolution are the two 
pillars underpinning this objective. 

Pillar I: Resilience
Protecting retail banking from risks unrelated to provision of 
those services. 

Resilience is intended to be achieved by: 
 � restricting the business of RFBs (ring-fenced body) to ex-
clude the activities below and excluding the holding of capital 
instrument in entities carrying out these activities:

 � investment of own principal (proprietary trading);
 � commodity trading;
 � market making in securities and derivatives;

Consequently, the primary activity of a RFB will be limited to 
deposit taking, lending and payments.

 � limiting the exposure to certain types of risks:
 � financial and non-financial resource requirements (e.g. 

prudential ratios);
 � operations outside the European Economic Area (EEA) 

not allowed;
 � requiring direct participation to inter-bank payment sys-

tems, CCP (clearing houses) and CSD (Central Securi-
ties Depositary);

Access to CCP and CSD via an intermediary may be allowed 

but will require separate accounts to ensure sufficient degree 
of separation of RFB’s assets from those of intermediary and 
intermediary’s clients.

 � not allowed to have exposures to other Financial Institutions;

There are minor exemptions - permission for dealing with 
certain FIs (e.g. building societies); for transactions to 
cover RFB’s risks; transactions at an arm’s length with 
another group entity. 

 � restrictions on capital transfers from RFB to non-sub-group 
entities: payments permitted only when sufficient notice is 
provided to PRA and when RFB’s meeting regulatory capi-
tal requirements is not affected;

 � prevention of RFB and entities in its sub-group from becom-
ing dependent on income generated from group members 
outside the sub-group.

 � protecting RFB from shocks that do not originate from 
its own operations:

 � simplification of group structure by aligning business lines 
with legal entities;

 � double leverage –i.e. parent funding regulatory capital in-
vested in RFB or its sub-group by issuing fresh capital or 
other funding instruments of lower quality - not permitted 
or may necessitate additional requirements on the RFB;

 � netting arrangements are not allowed – intention being that 
entities on either side of the ring-fence should manage and 
settle their exposures separately.

Pillar II: Resolution
Ensuring that RFBs and banking groups containing RFBs be 
resolved in an orderly manner when they are in trouble.

Ring-fencing complements existing policies to embolden the 
resolution process for banks.

 � FSB’s1 Key Attributes of Effective Resolution Regimes for 
Financial Institutions

It is the international standard for resolution regimes. It sets 
out the elements of resolution regimes that authorities can 
use to resolve financial institutions in an orderly manner with-
out exposing taxpayers to solvency support while maintaining 
critical economic functions.

 � EU’s Bank Recovery and Resolution Directive (BRRD) 

Ring-fencing, by enhancing protec-
tion of deposits, aims to reduce the 
disruption to the economy from failure 
of banks and the need for taxpayer’s 
money.
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Provides a common legislative framework for the recovery and 
resolution of banks and large investment firms within the EU.

The preferred resolution strategy is likely to be a bail-in, wherein 
the holding company would recapitalise the troubled subsidiary 
by taking on the losses. Doing so would stabilise the Group and 
allow the RFB to continue providing the critical services while 
the necessary restructuring takes place.

Means for attaining objectives

Legal structure
Banking groups are expected but not obliged to take on a sibling 
structure2 so that they neither own nor are owned by entities that 
conduct excluded / prohibited activities. Such a structure would 
(i) prevent losses from unrelated operations from being passed on 
to the RFB, (ii) prevent RFB from becoming financially dependent 
on unrelated activities and (iii) facilitate resolution by making more 
resolution tools available and increasing restructuring options.

RFB’s will be allowed to apply to form sub-groups with other 
group entities that do not perform excluded / prohibited activities. 
PRA may on a case by case basis allow RFBs to own entities 
that conduct non-excluded activities and permit parent entities 
of RFB themselves to carry out non-excluded activities.

While it is possible for a PRA-authorised entity to be a part of 
the RFB sub-group, PRA expects that such a scenario unlikely 
to occur. Furthermore, PRA expects RFB to head its sub-group 
though other scenarios (such as an intermediate holding com-
pany taking lead) are possible and will be considered by PRA 

on a case by case basis.

Governance
It is expected that a RFB makes its decisions and strategy inde-
pendent of the other group members. To this end, PRA has cer-
tain specificities (see Figure 1) on governance topics and also 
requires RFB’s to periodically demonstrate to their FCA supervi-
sors how the RFB is meeting the ring-fencing rules.

 � Conflict of interest: it is expected that a RFB identify and 
manage conflicts of interest with other group members and of 
RFB’s senior management and their other duties.

 � Board members and Board committees: that there be 
certain portion of members that are independent of RFB’s 
Group and of the RFB and are non-executive members.

 � Risk management and internal audit: RFB must have its 
own and independent resources to carry out these functions.

 � Remuneration: rewards be in line with the full long term costs 
and benefits of risks undertaken.

 � HR: RFB’s employees should not cease to be available in case 
of insolvency of another group entity and vacancies of non-ex-
ecutive directors on RFB Boards must be advertised publicly.

 � Individual accountability in RFBs: the ring-fencing re-
sponsibility be allocated to Senior Managers in the RFB. PRA 
expects it to be split among all senior managers on the board 

Figure 1: Illustrative example of the structure of a Banking group following ring-fencing
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Figure 1. Illustrative example of the structure of a 
Banking group following ring-fencing
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and majority of RFB’s other senior managers.

Fair use of resources and continuity of services
All transactions of the RFB and its sub-group with its group’s 
other entities are to be carried out at arm’s length. The key con-
siderations implied are:

 � establishment of policies and procedures to carry out intra-
group transactions at arm’s length;

 � appropriate pricing to prevent inappropriate transfer of re-
sources / value within the group;

 � on terms, which could be more readily substituted with a third 
party;

 � financial position and performance is transparent.

RFB may receive shared services and facilities from other group 
entities only when such entities form part of the RFB’s sub-group 
or are dedicated intragroup service entities. In addition, RFB’s 
are required to have a business continuity plan for their core 
services in case of a failure on the part of the service / facility 
provider whether it be another 
group entity or a 3rd party. This 
is done to ensure that execution 
of RFB’s core activities are not 
adversely affected by the acts 
or insolvency of other group 
members.

Prudential requirements
In addition to the RFB meet-
ing its own prudential require-
ments, a RFB must ensure that 
its sub-group meets prudential 
ratios at its sub-group level.3 
Similarly, non-RFB sub-groups 
will be required to meet the respective prudential ratios. This is 
done to ensure that the RFB, its sub-group entities and non-sub-
group entities all have sufficient resources to tide them over in 
times of distress without drawing out the resources of the RFB.

In specific relation to liquidity, RFB needs to manage it indepen-
dently, on an individual basis and on a sub-group level as well 
when a sub-group exists. Preferential treatment of non-sub-group 
transactions in the calculation of LCR is not expected. RFBs (for 
liquidity facilities and insurance) are required to access Bank of 
England’s Sterling Monetary Framework (SMF) either by being a 
direct member to SMF or through an entity within its sub-group. 
Non-RFB sub-group entities eligible for SMF are also required 
to be a direct member of SMF or have access via a non-RFB 
sub-group entity.

Furthermore, RFB must have stress testing capabilities and re-
sources to (i) understand the impact of stresses on itself and 
other entities of the sub-group (ii) determine the associated 
capital implications and (iii) provide data to the regulators to as-
sess/perform stress tests. 

Multiple changes are also envisaged in the prudential standards 

to enhance the resilience:

 � intragroup exposure limit to be at 25% i.e. same as for 3rd 
parties and without the previous concession to 10%;

 � exposures to Group entities outside the RFB sub-group are to 
be treated the same way as for 3rd parties i.e. no 0% or pref-
erential risk weight on capital to be held. This will feed directly 
into concentration risk for single name, sector and geography;

 � collateral requirements for intra-group transactions with non-
RFB sub-group entities are to be the same as those for 3rd 
party transactions;

 � increase in capital through a systemic risk buffer (SRB) of up 
to 3% of the RWA. This will be applicable at the sub-group 
level when the structure exists and at the RFB level when a 
RFB sub-group does not exist.

Impact of ring-fencing on banks
The primary impact of ring-fencing will be a downward pres-
sure on profit margins of banking groups through an increase 
in costs. One-off setup costs to move to ring-fenced structures 

will be followed by significant 
additional recurring costs to 
abide by the ring-fencing re-
quirements.

The removal of intra-group 
concessions is expected to 
level the playing field for com-
petitors.

One-off costs
The majority of the setup 
costs will be incurred in cre-
ating the new legal struc-
tures, separating the ac-

tivities and resources, and joining the payments and financial 
networks. Banks have already started making changes to con-
form to the ring-fencing requirements. The extent of restructur-
ing required will determine the magnitude of a bank’s respective 
one-off setup costs.

Recurring costs
Increase in cost of capital and of liquidity will drive costs up for 
the banking groups.

Higher cost of capital
 � Additional capital needs:

 � to meet the up to 3% sub-buffer on the RFB;
 � to meet the prudential requirements at RFB, RFB-sub group 

and non-RFB sub-group level;
PRA estimates additional £2.1 billion of capital to meet the 
impact of Pillar 2A on all RFB sub-groups. Requirement 
of regulatory capital ratios at each of the respective levels 
takes away the benefits that would otherwise be available 
from pooling excess and deficit positions.  

 � removal of concessions on intra-group transactions and 
exposures.

CONTINUED ON NEXT PAGE �

Banks have already started mak-
ing changes to conform to the ring-
fencing requirements. The extent of 
restructuring required will determine 
the magnitude of a bank’s respective 
one-off setup costs.
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PRA estimates that a RFB sub-group will need between 
£0.1 and £1.2 billion of additional capital.

 � Increase in cost of raising capital

Non-RFB entities are expected to have a higher risk profile 
due to removal of low risk retail / small-business deposits. This 
higher risk profile will demand sufficient premiums that will not 
be compensated by the expected small reduction in premiums 
for the RFB entity.

Increased liquidity costs
 � Inability to utilise internal liquidity positions at preferential rates.

Excess liquidity from small business and retail operations provid-
ers is generally channelled to fuel Corporate transactions (credits 
and Investment Banking). Restrictions on liquidity transfers would 
on the one hand saddle the RFB entities with excess liquidity and 
on the other hand, leave the non-RFB entities seeking liquidity.

 � Higher cost of managing liquidity due to a scissor effect:
 � non-RFB businesses will be required to pay a higher liquid-

ity premium from a mix of greater liquidity gap and operating 
without the cushion of the RFB entities;

 � RFB entities’ returns on excess liquidity will go down with 
liquidity from multiple RFB’s chasing safer options to pro-
tect the core RFB business.

Operating costs
Additional operating costs, expected to be relatively minor in 
comparison to capital and liquidity costs, will primarily be from:

 � supplementary reporting requirements;

 � participation to financial market infrastructure networks;

 � additional infrastructure and resources;

 � oversight costs.

Banks can combat the pressure on profits by 
leveraging on revenue generation strategies

Faced with the unfavourable pressure on profits, banks that fo-
cus only on cutting costs will quickly hit limitations due to the 
large increase in costs. Banks that prioritise revenue generation 
strategies will therefore have a significant competitive advantage. 

There are four key levers that banks can work on to increase 
revenues:

Pricing revamp
 � Banks will have to create new models and structures for prod-
uct prices by taking into account the capital and liquidity im-
plications of the ring-fencing regulation. 

Attention must be given to the individual product, the associ-
ated cross-sales, the RFB sub-group and the overall banking 
group. The implications of pricing are particularly felt in long 
term financing (MLT and structured finance), where the negative 
consequences of mispricing will have implications for years to 
come. For short term financing, corrections can be undertaken 
fairly quickly but inefficient models will result in large unrealised 
revenues.

 � Equally, important will be passing on the increased costs to 
customers while minimising customer loss. Price elasticity and 
product use will play a key role in identifying which products 
prices can be increased and to what extent. There are multiple 
strategies for executing price increases.

For instance, strategies for retail and SME clients should con-
sider:

 � behavioural biases that lead customers to overlook non-
CONTINUED ON NEXT PAGE �

Figure 2: Majority of the recurring costs will stem from higher cost of capital and liquidity costs
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Figure 2. Majority of the recurring costs will stem from 
higher cost of capital and liquidity costs
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prominent fees and add-on charges;
 � customers not necessarily switching at the end of promo-

tional rates;
 � switching rates on certain entry products being low – e.g. 

3-4% switching rate for SMEs on deposit accounts, which 
are a harbinger of loan sales.

For Corporate clients, a dynamic relationship based pricing 
that takes into consideration the individuality of the client would 
achieve the objective. Such an approach allows charging clients 
based on their capability to pay and also makes up for any lost 
revenues through cross sales.

Offer rationalisation
A separate operating structure with increased capital and liquid-
ity costs will require shelving off low value products / services. 
This would be achieved by prioritising the products / services 
based on the strategic fit and value added. Particular attention 
would have to be paid to how clients, depending on their size 
and industry, value and use products differently.

On the product development front, changes would be required 
to ensure relevance to clients while enhancing competitiveness.

 � Products that strengthen relationships: product offer will 
need to ensure that products are capable of generating value 
on their own or bringing in returns through remunerative cross 
sales. This requires due attention to how the products are 
configured and presented with other products.

 � Products that require less capital and liquidity: scarcity of 
resources requires greater attention towards using products 
to smartly manoeuvre bank’s capital and liquidity positions. 

This involves developing and pushing products that meet cli-
ent needs while being less resource intensive (e.g. Supply 
Chain Finance).

 � Focus on services: the ability to customise products and of-
fer financial advisory services on product use and client needs 
will distinguish banks from the increasing commoditisation of 
purely financial products.

Relationship review
Amid the already tough environment, the ring-fencing puts further 
impetus on maximising profitability through efficient resource al-
location. Consequently, determining which clients create value 
and which clients destroy value becomes paramount in deciding 
how to best allocate the increasingly scarce resources.

Doing this requires assessing, for every client, at a granularity that 
can vary from product, desk, and industry to overall relationship:

 � current performance: How do the clients rate in the use of 
products and what has been the return on the resources in-
vested on the client?

 � overall potential: How much revenues can banks generate 
from the client?

 � attainability: How much effort and resources will be required 
in realising the remaining potential?

Once the value-resource relationship has been mapped, clients 
can be segmented for their strategic fit depending on whether 
the relationship with them should be increased (additional invest-

Figure 3: Bank’s revenue generation strategies for increasing profits
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ment), maintained (current level of investment) or reduced (low-
ering investment). Such a categorisation is then to be followed 
with dedicated strategies that allow reaching the intended rela-
tionship goal. With such an approach, resources are dedicated 
where they are merited and waste is minimised.

Banks need to pick their battles wisely to navigate the increas-
ingly tough environment – they cannot be present everywhere, 
offer all products, and serve all client segments. 

Sales excellence
The centrepiece of bank’s commercial strategy will be to create 
a highly effective sales program. A successful approach to long 
lasting relationship requires building trust with clients in addition 
to providing customised value adding services. 

Underpinning all initiatives is a robust sales setup that encom-
passes four key components (see Figure 3).

 � Precision targeting: Clients with overall positive value for 
the bank (invest and maintain segments) need to be further 
segmented to provide customised services. Such a sub-
segmentation allows for precision targeting by considering 
the potential on each product and the likely need of associ-
ated products.

 � Segment specific strategies: Dedicated strategy, right from 
overall objectives down to client contact for each client seg-
ment and associated sub-segments leads to strong relations 
and judicious use of resources.

 � Aligned sales incentives: The sales incentives need to be 
aligned not only to the internal objectives of the bank but also 
to the client needs. The objective is to help clients optimise 
their financing requirements rather than just selling them prod-
ucts they might not even need.

 � Monetising all value drivers: Sales team should leverage 
all competitive advantages and disadvantages during nego-
tiations with clients instead of simply offering price discounts.
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