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Day of reckoning”? New regulation
and its Impact on capital-markets

businesses

Executive summary

= Thecapital-markets businesses of bankswill be
materially affected by regulatory reformsin Europe and
the US. Using 2010 data as the baseline, we estimate that
the postcrisis average return on equity (ROE) of about
20 percentacross the top 13 global firms will be reduced
toabout 7 percent, before any mitigation actions. Those

actionsare likely to push ROE up to about 11to 12 percent.

Some expected changes in pricing and business models
will likely boost ROE further, to about 12 to 14 percent,
well below recent levels.

= Thekeydriver ofimpactis the new market-risk framework

issued by the Basel Committee on Banking Supervision,
which raises capital requirements in many businesses
by a factor of two to three. Other significant effects

are increased counterparty-credit-risk charges, new
minimum capital ratios, and liquidity and funding
requirements.

= |Impactwill vary widely across businesses. Structured-
creditand rates businesses are most adversely affected;
their ROEs may fall by 80 to 85 percent, and could
potentially fall below the cost of equity, even after
mitigation actions. Foreign exchange (FX) and cash

equities, with capital-light products of short duration, will

likely remain quite profitable, after arelatively moderate
decline in ROE of 40 to 45 percent. The profitability and
viability of a business, after cost of capital, will be driven
by its capacity to be capital efficient.

= Banksthatdeployafull menu ofimmediate mitigation
actionscanrebuild ROEs, butonly if they can organize a
concerted response among several functions, including
business, risk management, finance and treasury, I T,
and operations. We see four categories of mitigation

happeninginthe industry, two directly addressing
capital-markets businesses and two that will help lift the
entire bank: optimizing the trading portfolio; improving
risk and capital models, and raising the bar for data
quality; improving financial efficiency; and boosting
operational efficiency.

After mitigation, average ROEs across businesses will
likely be 11to 12 percent—but with considerable variation.
Some of the worst-hit businesses with ROEs below the cost
of capital may have to be disposed of, especially at banks
with weak franchises.

Out of necessity, in some cases, and to restore profits,
bankswill likely reprice and pursue more significant
business changes:

— Insome businesses, a portion of the higher regulatory
costs may successfully be passed on to customers.
Bankswill need to investigate price elasticity and
decide the right time to move.

— Some banks might consider further changes to the
business model, such as transforming the front office,
adjusting the productand services mix, reviewing
their geographical and legal structure, and spinning
itoff or building partnershipswith less regulated
participantsinthe “shadow” banking system.

We expect long-term structural changes to the capital-
markets industry asaresult of regulation. To compete
successfully in the future, banks must build their capital-
markets businesses around core competencies such as
scale and operational strength, innovation skillsand
sophisticated product and structuring capabilities, or
geographic reach and customer relationships.



INntroduction

The financial crisis of 2008—09 has prompted awave of
banking reform. Massive new regulatory packages have been
agreed upon in Europe and the United States, and regulators
and bankers are now rolling up their sleeves to prepare for
the next phase of compliance and implementation. Banking
leaders are keen to understand the complexities of proposed
reformsand theirimpacton different businesses. They are
especially interested to know the effects on those businesses
thatare the subject of the stiffest reforms.

This paper seeks to answer these questionsin relation to the
capital-markets business. We studied trading and services

in foreign exchange, rates, credit, and commodities (also
called FICC, or fixed income, currencies, and commodities);
cash equities and equity derivatives; prime services; and
proprietary trading (Exhibit1).! Our dataset is the capital-
markets businesses of the world’s 13 largest investment banks
and investment-banking divisions of universal banks, as
measured by revenue.?

The regulations considered include Basel 11.5, Basel 111,

the Dodd-Frank Act,and other regional regulations. (See
“Summary of new regulations,” pp. 22—25, for alist of

these regulations; “A closer look at new market and
counterparty-credit-risk rules” on pp. 26—29 describes these
in more detail.) We measure impact in terms of post-tax
return on equity (ROE). “Methodology” on p. 21 explains our
approach to calculating ROE.

Our analysis builds on earlier McKinsey research, namely
assessments of the broad impact of Basel |11 and Dodd-
Frank,’and McKinsey’s annual Global Capital Markets
Survey and Global Banking Pools.* We have drawn on

our experience, gained from several projects designed to
implement the changes required by Basel 111 and Dodd-Frank
attop investment banks and some next-tier banks, and on

the insights we have obtained from participating in industry
discussions and regulatory debates.

We assess the full impact of regulation, including new capital,
liquidity, and funding requirements; product-specific

restrictions; and structural changes to markets, for example,
insecuritizations, over-the-counter (OTC) derivatives, and
proprietary trading. Several of the new rules will be phased in
over time through 2019, but for the sake of simplicity we have
calculated theirimpactas if they went into immediate effect.

We include in our model those requirements that have
material and broadly similarimpact on capital-markets
businesses’ profitability inany part of the world. We
exclude from our quantitative analysis the impact of new
rulesthat will have widely different effects on banks (such
as capital deductions, whose impact depends heavily

on the composition of the balance sheet, and changes to
compensation, which vary considerably from bank to bank).
Likewise, we do not focus on rules that pertain to specific
regions (such as the Volcker rule in the US, and taxes and
levies like those adopted in the UK and Germany).

Further financial reformisin process or under discussion.
For example, the Basel Committee on Banking Supervision
launched its consultation process on capital surcharges

for systemically important financial institutions (SIFIs) in
July of thisyear; moreover, the details of many new rules,
especially those in the Dodd-Frank Act, have yet to be written.
Because of the inherent uncertainty, we did not include

the effects of any potential new regulation that could put
further pressure on ROEs, but we discuss these new rulesin
“Summary of new regulations.”

To better understand the total impact of the new ruleson
capital markets, we distinguish between first-, second-,
and third-order effects, each of whichisdiscussed in
subsequent chapters:

= First-order effectsare the directimpact of regulation on
business due to increases in capital required and expected
effects on revenues (thatis, declines in margins for
products that must shiftto central clearing, and increased
liquidity and funding costs). We express these effectsin
terms of reduction in ROE.

1 We break down rates, credit, and equity derivatives further, into flow and structured businesses. Investment-banking advisory services and
primary businesses such as equity capital markets and debt capital markets are not in the scope of this paper, as these represent only 20
percent of the broader capital markets and investment banking (CMIB) business, are not capital intensive, and are much less affected by
regulatory reform. Similarly, corporate-banking businesses, such as specialized finance, lending, and transaction banking are not in scope.

2 Bank of America/Merrill Lynch, Barclays Capital, BNP Paribas, Citibank, Credit Suisse, Deutsche Bank, Goldman Sachs, HSBC, JPMorgan

Chase, Morgan Stanley, RBS, Société Générale, and UBS.

3 McKinsey Working Papers on Risk, No. 26: “Basel 111 and European banking: Its impact, how banks might respond, and the challenges of
implementation,” November 2010; McKinsey Working Papers on Risk, No. 25: “Assessing and addressing the implications of new financial
regulations for the US banking industry,” March 2011, www.mckinsey.com.

4 https://solutions.mckinsey.com/globalbankingpools/cms/.
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Products and services

Spot FX, forward FX, FX swaps, FX options, exotic FX derivatives, eg, digitals,
barriers, baskets, knock-ins, knock-outs

Exhibit 1 Business
We studied these Foreign exchange (FX)
capital-markets

: Flow rates
businesses.

Structured rates

Short-term interest rate and money market (eg, time deposits, interest-rate swaps, forward-
rate agreements, commercial paper, asset-backed commercial paper), benchmark bonds
(eg, government, agency), covered bonds, flow derivatives (eg, vanilla swaps and options)

Structured interest-rate swaps, correlation swaps, flow-inflation swaps, long-dated and
structured FX, interest-rate hybrids

Flow credit

Structured credit

Corporate bonds, credit-default swaps, total-return swaps, credit-linked notes,
corporate-bond futures and options, asset-backed securities, corporate and residential
mortgage-backed securities, par loans, syndicated loans

Cash-collateralized debt obligations, synthetic collaterized debt obligations, baskets,
tranche options, index tranches, correlation transactions

Commodities

Trading of flow commodities derivatives and swaps of structured products, trading of
structured commodities derivatives, structuring of complex hedges (eg, formula
hedges, spread hedging), commodities origination, complex-investment products (eg,
turbos linked to commodity prices, index products, baskets), asset-backed trading

Cash equities

Full-service brokerage/secondary trading of single stocks, direct market access,
portfolio trading

Flow equity derivatives

Structured equity derivatives

Delta 1 swaps, Delta 1 certificates, warrants

Structured swaps/options, certificates, hybrid derivatives, convertibles

Prime services

Security lending, ie, lending of equity or fixed-income securities; security financing, ie,
borrowing equity and fixed income to provide client with cash for financing securities

Proprietary trading

Trading on institution’s account rather than carrying out client business

Source: McKinsey Global Capital Markets Survey

m  Second-order effects are banks’ short-term responses:
the impact on revenues, costs, and capital resulting
from banks’ likely mitigation actions, which are mostly
efficiency and effectiveness gainsin current businesses.
We measure these asincreasesin ROE.

= Third-order effects are longer-term structural shifts,
including changesin margins (repricing) and business
models. We estimate the potential for repricing in each
businessand discuss other shifts in qualitative terms.

General notes

We assume in our assessment that trading volumesvary

in line with historical precedents. We would like to note,
however, that some industry observers expect unusual
changesintrading volumes over the next few yearsasathird-
order effect of new regulation. Our own recent research®
(focused on the developed European and US sector) suggests
that trading volumes may increase or decrease by 20 to 30
percent from 2010 to 2013, depending on which of several

scenarios takes hold. Current market sentiment suggests
stagnantgrowth or aslight decline. Specifically, we expect
adeclinein FICC, asecular shiftthatisalready apparentin
banks’ Q2 2011 results. Thistrend will be exacerbated by
regulation, especially in structured credit and rates, where
higher capital requirements will drive down trading volume.
Indeed some markets, such as those for resecuritizations,
collateralized debt obligations (CDOs), or credit default swap
(CDS) indexes, may even cease to exist.

The effect of new regulation will differ significantly by
region. US banks, for example, will need to address Dodd-
Frankaswell asBasel I1.5and I11. Asian banks may not be
directly affected for the next few years, depending on the
timetable that Asian governments adopt for implementation
of Basel I11. National discretions such as the higher capital
requirements that Switzerland has already implemented and
the UK isconsidering and the differences in timing and depth
of implementation of Basel 111 among countries will resultin
significantly differing impact. This may well create an unlevel
playingfield, which we discuss further in the final chapter.

5 “New but not yet normal: Corporate and investment banking in transition,” June 2010, www.mckinsey.com.



The impact of new regulation

Inour last paper on Basel 11 and itsimpact on European
banking,®we estimated that universal bankswould see a
significant decline in ROE of four to five percentage points,
whichwould take them from a historical average ROE of 15
percenttoalevel near their cost of equity. We argued that
capital-markets businesses would be much more adversely
affected than retail or corporate banking businesses.

Inthis chapter we provide detail on this assessment. We
quantify the first-order effects on capital-markets activity,
outline the specific effects of each piece of regulation, and
estimate the effects on specific businesses and products. We
also provide a perspective on the impact on next-tier firms.

ROE impact

We calculate that the first-order effects of the new regulation
we modeled will be to lower ROE of global investment banks
from the baseline level of 20 percent to about 7 percent. (See
“Methodology” on p. 21 for the calculation of the baseline.)
Most of this dramatic drop of about 65 percentis driven by the
new requirementto more than double Tier 1 capital intoday’s
capital-market businesses. To be sure, an industry ROE of 7
percentisahypothetical figure, as we discuss below. Banks
have already begun to carry out mitigating actions to restore
profitability and will continue to do more.

For the top 13 investment banks, this 65 percentdrop in ROE
isthe resultofadeclinein profitafter tax to $30 billion from
about $40 billion (25 percent) and anincrease in Tier 1 capital
requirements to more than $400 billion from $200 billion.
The decline in profitis driven mainly by the higher costs

for liquidity and funding that we expect to see asa result of
regulation.

Drivers of impact

We estimate that about 75 percent of the ROE impact
across all capital-markets businesses (10 points of the
13-percentage-point decrease) is driven by the new capital
requirements for market and counterparty risk (Exhibit 2):

= New ruleson marketrisk will lower ROEs by slightly more
than seven percentage points.

= Counterparty-risk chargeswill fall heavilyon OTC
derivatives, driving ROEs down by about three percentage

points. OTC derivatives will come in for two other effects:
an increase of ROE as many OTC derivatives are shifted to
central counterparties, all buteliminating counterparty
risk; and adecline in ROE as spreads narrow on the
shifted derivatives and trading revenues fall. The net first-
order effect of all three derivatives rulesis aloss of more
than two percentage points of ROE.

The four new ratios (capital, liquidity, funding, and
leverage) account for the remaining impact of about three
percentage points.

The regulations that we modeled, which will have by far the
greatestimpact on capital-markets businesses, are:

= Thenew market-risk frameworkwill more than
double the current capital requirement to support market-
risk RWAs (or RWA equivalents). The increase in RWAs
comes from additional capital charges for stressed value
atrisk (VAR) for all products, as well as the incremental-
risk charge (IRC), anew securitization charge, and the
comprehensive-risk measure (CRM) for creditand rates
productsand proprietary trading. Some of these products,
such asstructured credit, may see as much as asixfold
increase in capital requirements. (See pp. 26—29 for more
details on the market-risk framework.)

= Thecurrentcounterparty-credit-risk charge
will increase by a factor ofabout 2.5, driven by the
additional credit-valuation adjustment (CVVA) charge for
OTCderivativesthatare not centrally cleared, and an
increase in asset-value-correlation multipliers for large
financial counterparties. The CVA considers the extent of
collateralization and the maturity and creditworthiness
of the counterparty, resulting in higher charges for long-
term contracts and low-quality counterparties (asare
oftenfound in structured rates, credit, and proprietary
trading). (See more details on the new counterparty-
credit-risk requirements on pp. 26—29.)

= Themandatoryshiftof OTC derivativestocentral
counterparty (CCP) clearingwill have two major
effects. Onthe one hand, the capital requirements for
counterparty-creditrisk and the new CVA charge are
“transferred” to the CCP, increasing ROE. On the other
hand, margins for centrally cleared products are generally
about 40 to 50 percent lower. Thiswill weaken revenues

6 McKinsey Working Papers on Risk, No. 26: “Basel 11l and European banking: Its impact, how banks might respond, and the challenges of

implementation,” November 2010, McKinsey & Company.
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Impact on return on equity across all capital-markets businesses

Exhibit 2 %

The decline inreturn

Profitability impact®

D

escription

on equity is driven by
several new rules.

Preregulation

Market-risk
framework

Basel I1.5

Basel IlI Counterparty-credit
and other risk: CVA? charge
regulations

OTCS shift:
RWA* reduction

OTC shift:
revenue impact

o

Capital ratios

Leverage ratio

Liquidity and
funding costs

Postregulation

[

Average for the top 13 banks

Stressed VAR® and additional risk charge on default
risk-related products

Additional CVA charge for noncentrally cleared OTC
derivatives

Shift of standard contracts to central counterparty
clearing with offsetting effect to total CCR® RWA

Lower margins for centrally cleared deals

Increase of Tier 1 capital ratio from target 10%
preregulation to target 12% postregulation

New minimum leverage ratio 3% (multiplier 33) at
product level plus cushion (target 3.3%/30)

Short-term liquidity and long-term funding
requirements

1 The relative difference in the size of the effects in the chart is partly an artifact
of the manner of representation (that is, listing market risk first makes it appear

larger).

and reduce ROE. The net effect is slightly positive across
capital-markets businesses, and higher for businesses

such as flow rates and commodities whose products carry
substantial counterparty risk and are likely to be included

in the shiftto central clearing. (Note, however, that with

the CVA charge on noncentrally cleared products, the OTC

derivatives business asawhole will see its ROE decline.)

®m  Thetargetcapital ratioswill affect the entire bank and
will have the most impact on risk-heavy businesses (such

ascredit, rates, and proprietary trading). We assumed an

increase intarget Tier 1 capital ratio, to 10 to 12 percent,
reflecting a buffer above the minimum requirement, as

istypically held by most banks. (New SIFI regulations, as
discussed on p. 24, may drive the target Tier 1 ratio higher,
to 1510 16 percent, and core Tier 1 to about 9 to 10 percent.)

= Weassumealeverage ratioof 30:1 (thatis, a capital
requirement of 3.33 percent of assets)” across products.
For capital-intensive products, the leverage ratiowill be
automatically fulfilled through the new target capital

5 Value at risk.
6 Counterparty-credit risk.

2 Credit-valuation adjustment.
3 Over the counter.
4 Risk-weighted assets.

ratios. We estimate that only for prime services will the
leverage ratio have material effects.

= Thenew liquidity coverage ratio (LCR) establishes
requirements to ensure adequate short-term liquidity.
Thecriteriafor inclusion in the liquidity buffer exclude
cash FXand cash-equities products. Only cash and
governmentbondsare fully included; to a lesser extent,
high-quality corporate and covered bonds are also
eligible. On the other hand, some considerable net
cash outflow is to be covered, especially for longer-term
products. We assume that banks will be prudentand
exceed the requirements of the LCR by asmall margin;
we assessed the impact of the LCR atatarget level of

105 percent.

= Similarly, the new net stable funding ratio (NSFR)
seeksto ensure adequate long-term funding. To comply
with the NSFR, bankswill need to shiftfrom the current
focus onshort-term funding and raise more long-
term funding. Short-term products such as FX and

In the US, the Dodd-Frank Act may require an even tighter 15:1 debt-to-equity ratio—that is, approximately 6.67 percent capital per asset

ratio, on top of ordinary capital requirements, for systemically risky bank holding companies with assets over $50 billion and for designated

nonbank financial companies.



cash equities are much less affected by the NSFR than
businesses with longer-term products, such as structured
credit, structured rates, and proprietary trading. Here,
too, we assume that banks will be prudent and exceed the
minimum NSFR of 100 percent, granting themselves a
cushion of 5 percent.

First-order effects on businesses

Directimpactwill vary widely across businesses. Some
products implicated in the financial crisis, such as
securitizations and resecuritizations, OTC derivatives, and
subprime products, are the subjects of specific regulation.
Thus businesses that deal in these products will be most
affected. We see three big stories:

FICC will seeamore significantdecline in ROE than
equities businesses. Thisis especially important,as FICC
has historically accounted for as much as 70 percent of
industry revenues.

Structured creditand structured rateswill
be hardest hit, especially by the new market- and
counterparty-risk requirements. Before second- and

Exhibit 3

All businesses are
affected, especially
structured credit and

Return on equity before and
after regulation

third-order effects, ROEswill fall to the low single
digits. Insome cases, itis conceivable that some of these
businesses will not continue in their current form.

FXand cash equitieswill, inour estimation, be least
affected and will likely remain quite profitable.

Exhibit 3 summarizes ROEs for each business before

and after regulation; the discussion below reviews the
drivers ofimpact for each business. It should be noted that
inalmostevery case, the first-order effects on ROE that
we detail here can be substantially remediated by banks,
through the actions described in the next chapter.

FX isone of the least affected businesses; we calculate a
postregulation ROE of about 16 percent, down from about
30 percent. To be sure, adecline of 14 percentage points
issubstantial but represents only a45 percentdecline,
lower than for most other businesses. FX isacapital-light
business characterized by quick turnaround and little
overnightrisk taking. However, it will still be affected

by the market-risk framework and capital and liquidity
ratios. Itcurrently represents 15 percent of revenues
(onaverage).

ESTIMATE

Market-risk framework (4] capital ratio
Counterparty-credit risk Leverage ratio

OTC shift: RWA! reduction @ Liquidity and funding costs
OTC shift: revenue impact

[ ] Most significant impact

rates.

Basel 1.5 Basel lll and other regulations

Percentage points

Post-

Preregulation regulation Delta
Businesses % @ % %
Foreign exchange k) -8 0 0 0 -4 0 -2 —45
Flow rates I:I 19 =6 -5 ‘ 4 ‘ -1 =9 0 -1 —60
Structured rates I:I 15 4 -6 1 -1 =il 0 =l —80
Flow credit L . 0 0 a a 0 _1 65
Structured credit I:I 17 9 = 1 -1 -1 0 RS -85
Commodities I:I 20 6 e 1 -1 =9 0 25 —60
Cash equities | es 5 o 0 0 3 0 D) -40
Flow EQD? 25 -8 o ‘ 2 ‘ ‘ 5 ‘ - 0 -2 65
Structured EQD? I:I 27 -10 = 1 -1 =9 0 =) -70
Prime services I:I 15 0 0 0 0 -3 =1 —45
Proprietary trading :I 35 -22 =il 0 =il =2 0 ) -80
Total capital markets I:I 20 -7 -3 ‘ ‘ 2 ‘ -1 -2 0 = —65

1 Risk-weighted asset.
2 Equity derivatives.
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= Ratesproductsare affected both by increased
counterparty-risk charges as well as new market-
riskcharges.

— Flow rateswill be substantially affected by both
market risk and counterparty-creditrisk (CCR). We
estimate that the ROE for flow rates will decline from
19 percentto 8 percent (a 60 percentdecline). CCR

chargeswill be modulated by a significant shift of OTC
derivativesto central counterparties; we estimate that

50to 60 percentof OTC derivatives will move to CCP

clearinghouses. While severe, the impact on flow rates

islessthanstructuredrates, asitrelies on higher-
quality securitiesand simpler products with shorter
maturities. The flow-rates business accounts for 20
percent of revenues, making itan important capital-
markets business.

— Thestructured-rates business is substantially
affected by the CVA charge as well as the market-
risk rules. Because structured-rates products are
rarely standardized, fewwill shift to central clearing.
In total, we estimate that ROE will decrease from
about 15 percentto 4 percent (an 80 percentdrop).
Structured rates account for approximately 5 percent
of industry revenues.

= Credit productsare mostcritically affected by the new
market-risk framework.

— Flowcreditislessaffected than structured credit;
flow businesses rely on more standardized products
with shorter maturities than their structured
equivalents. We estimate the ROE for flow credit to
decline from 18 to 6 percent (a 65 percent decline). As
flow credit accounts for approximately 20 percent of
revenues, thisdecline isstill critical.

— Asnoted above, structured creditisthe most
affected of all products. We estimate adrop in ROE

from 17 percent to 3 percent (an 85 percent fall). It will

take the full blow of the new market-risk framework,

coming infor stressed VAR charges, the incremental-

riskcharge (IRC), the securitization charge, and
new requirements for correlation trading. Although
structured creditonly accounts for approximately 5
percent of revenues, material structural changes are
expected inresponse to regulatory impact.

ROEs in the highly volatile commodities businesses are
expected to decline from 20 percent to about 8 percent
(a60 percent decrease on approximately 5 percent of
revenues), again, mainly from new market-risk charges
and counterparty-credit risk.

Cash equitiesisone of the least affected businesses; we
estimate that its ROE will decline from 25 percent to about
15 percent (a 40 percent ROE decline on approximately 10
percent of revenues), mainly driven by its market risk.

We estimate that equity-derivatives businesses will be
more significantly affected by regulation than is generally
acknowledged. Like other derivatives businesses, they
will come infor the new CVA charge.

— Flow-equity-derivatives businesses can partially
offset the CCR charges through the shift to central
clearing. We estimate a net ROE decrease from 25
percentto about 9 percent (a 65 percent declineon 5
percent of revenues).

— Structured-equity-derivativescontractsare
usually bespoke and noteligible for central clearing;
we estimate an ROE decrease from 27 percent to
about 9 percent (a 70 percent decline on 5 percent
of revenues).

Prime serviceswill likely continue to provide stable
profitability, though atamuch-reduced level; returnswill
fall from 15 percent to about 8 percent (a 45 percent ROE
decrease on 5 percent of revenues). The business is not
subject to market or major counterparty-risk charges but
will be affected by capital and leverage ratios.

Proprietary tradingenjoyed an average preregulation
ROE of 35 percent; it will be severely affected by market-
risk requirements. ROE is estimated to fall to 7 percent (an
80 percent ROE decrease on 5 percent of revenues).®

Impact on next-tier firms

Our datasetcomprises the 13 largest capital-markets firms
inthe world. These firms represent about 60 percent of the
market (approximately $165 billion of the total $280 billion

in 2010 industry revenues). Hundreds of next-tier firms make
up the rest of the market, and they are a highly diverse group,
ranging fromvery small boutiques to full-service firmswith

8 As mentioned before, this does not reflect the Volcker rule in the Dodd-Frank Act, which, in the final interpretation, might require banks to

completely shut down their proprietary-trading businesses.



multiregional reach. While itis difficult to generalize about
such agroup, inour experience, we can putarange to our
expectations and say that the next-tier players typically have a
lower baseline ROE, of about 13 to 18 percent, mainly because
of the absence of scale effects. In equities, forexample, the
top 13 firms are more profitable than next-tier firms. Higher
volumes are one factor; a business mix thatemphasizes cash
over derivativesisanother; different geographiesisathird.
We expect that the first-order effects described above will be
roughly similar for these firms, though with much greater
variation. Some of the next-tier firms, for example, will be
less affected because of their more conservative portfolio
mix. Such firms focus on capital-light, highly standardized
products, with lessemphasis on structured products. (For
example, McKinsey’s annual Global Capital Markets Survey

and global banking research estimate that smaller firms
derive about 40 percent of revenues from FX and cash
equities, asopposed to about 25 percent for global banks.)

In contrast, some of the biggest next-tier firmswill likely be
more affected because they do corporate business and more
derivatives with second-tier financial institutions, driving
high CCR charges. Some boutique firms may be much more
adversely affected: afirm that specializes in structured credit
mighteven be forced out of existence.

Asarough estimate, first-order effects for next-tier firms

will lead to a decline in ROE of about six to eight percentage
points—serious and substantial (a 45 to 50 percent decline),
but not as bad as the 65 percent decline we estimate for the top
13firms.



Theresponse:

Banks’ mitigating actions

What must banks do to remain profitable? We see two
imperatives: conserve capital and boost efficiency. All

top players have already set up a program both to ensure
compliance with the new rules and—the second-order effect
of regulation—to make tactical changes to adapt capital-
markets businesses to the new rules.

Inthis chapter, we outline the tactical responses we have seen
from leading banks, in four categories:

= Optimizing portfolios, including improved hedging,
sale of capital-intensive portfolios, and restructuring or
unwinding of positions.

= |Improvingriskand capital models and elevating data
quality, includingamendments to the VAR model to
calculate stressed VAR, and new modules to calculate the
IRC, CRM, CVA, and expected positive exposure (EPE), a
counterparty-risk measurement required by Basel I11.

= |Improving financial efficiency, including balance-sheet
optimization and enhancements to current capital,
liquidity, and funding stocks.

= Boosting operational efficiency, including both traditional
cost-efficiency measures (reducing head count, shrinking
IT costs) and driving greater use of electronic trading.

Thefirsttwo dimensions are direct remedies: they are both
highly specific to capital-markets businesses and can be
implemented quickly. Improving financial efficiency is less
direct: itisclearly abank-wide effort with both short- and
medium-term levers. Operational enhancements are usually
medium- to longer-term efforts and include both bank-wide
improvements as well as measures specific to capital markets.

Considered asawhole, itis clear that developing the

bank’s response will require a joint effort across the bank,
involving business, risk management, finance, treasury, I T,
and operations. These units are natural leaders of the four
categories of mitigation actions. Both for this mitigation
effortand for future stewardship inamore highly regulated
industry, business strategy and risk strategy will need to

be more closely connected. Banks whose organizational
structures are heavily siloed will have difficulty with this
mitigation agenda.

We estimate that implementing the full set of mitigation
actions mightrestore four to five percentage points to ROE, to
aprofitable level of 11to 12 percent:

= Portfolio-optimization measures address capital
efficiency and will potentially boost ROE by 1.5t0 2
percentage points, making these the best source of gains,
butwill require significant changes in the bank’s portfolio
and processes.

= Model and data-quality improvements can help save
capitaland mightadd 1to 1.5 percentage points; data-
quality measureswill have especially material impact.

= Financial efficiency focuses on conserving capital,
liquidity, and funding; ROE increases of about 1
percentage point might be possible.

= QOperational enhancementswill reduce costs and
potentially increase the ROE by about halfapercentage
point (as cost-reduction measures are usually less direct
and less effective than capital-reduction levers).

Notall mitigation actions are relevant or even applicable to all
businesses. Model improvements and portfolio optimization
are highly relevant to rates and credit businesses. Operational
enhancements are broadly relevant but will be less effective
for businesses that have already been worked on extensively,
such as cash equitiesand flow credit. Other cash and flow
businesses that thrive onscale, such as FX and flow rates,

can benefit from further electronification and improvements
in processes.

Exhibit4 shows our calculation of the improvement in ROE
that each business can expect from the mitigation actions
described inthis chapter. The jointimpact of regulation
and mitigation actions will likely bring the ROEs of most
businesses closer together, around an average of 11to 12
percent. FX and cash equities will have higher returns than
average, and structured creditand rates will have lower.

Portfolio optimization

Ingeneral, thisis the most effective measure for reducing
capital wastage. The effortis usually jointly led by divisional
risk managementand the business and aligned with
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Exhibit 4 %

The potential for
mitigation is varied.

Businesses

Return on equity (ROE)

Preregulation

Most affected — = Cost of equity about . Critical ROE level below
businesses 10.5% or around cost of equity

Postregulation Postmitigation

Foreign exchange 30 : 16 : ~19
Flow rates 19 - 58 :ﬂ 11-12
Structured rates 15 l 4 i - i 7-8
1 1
Flow credit 18 M - Jion
1 1
Structured credit 17 I 3 E - i 7-8
[}
Commodities 20 - 58 :§~11
Cash equities 25 ' |15 ' |~18
1 1
Flow EQD! 25 ] i 9 : ~11
Structured EQD? 27 -E 9 1112-13
Prime services 15 N i 8 [11-12
Proprietary trading 35 - E 7 511—12
1 1
Total capital markets 20 ‘- : 7 1|11-12

1 Equity derivatives.

the corporate strategy. Broadly speaking, businesses
should consider the sale, restructuring, or rebooking of
disadvantaged positions; some improvements to hedging;
and administrative levers.

Onetypical quickwinisthe sale of capital-intensive
positions, especially innoncore assets. The bank may have
torecordaloss, depending onthe marketand the price it

canachieve. But the capital savings may well make the sale
worthwhile. Such savings can be achieved quickly, but selling
assets may raise the more profound question of future trading
focus. Adiscussion of the bank’s business model and targeted
portfolio mixisthe natural next step to pursue this question;
see the next chapter for more on this.

Restructuring or unwinding positionsisanother
option. For example, it may be more capital intensive to
hold certain securitizations than it would be to unwind
the securitization and place the underlying securitieson
the book. There are further options to restructure the
securitization or underlying securities in adifferent way

with very similar economics and a more beneficial
regulatory treatment.

Under Basel 11, the treatment of securitizations was more
favorable when they were carried on the trading book rather
than the banking book. Basel 111 reverses that. Rebooking
asset-backed securities (ABS) portfoliosintothe
banking bookwill avoid VAR and stressed VAR charges;
only the banking-book equivalent of the MRSA will apply.
Banks must be cautious, however. Accounting restrictions
must be considered; any rebooking must follow clearly
defined criteria. Here, too, the decision on what to hold, and
whereto hold it, leads inevitably to a larger discussion of the
business model.

Another set of effective measures concerns the optimization
of hedging:

= Atmany banks, current hedging strategies reflectan
economic and accounting perspective but do not consider
the regulatory perspective on eligibility of hedges.
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Abook that the business views as risk neutral might

still bear high capital charges. For example, long and
short positionsin derivatives of the same asset can be
completely offset only if they share the same maturity
and currency; hedges must pass the liquidity test to be
included inthe CRM model; CDOs can be netted only if
their structures (pool, maturity, currency, and soon) are
identical. Banks should revisit their hedging strategy,
incorporating insights on key drivers and sensitivities
from their capital models.

= Appropriate timing of the hedgeisof increased
importance, as adelay in executing a hedge will incur
capital charges. Businesses should try to avoid holding
unwanted open positions for too long (overnight for some
short-term business).

®  Acomprehensive approach to hedgingacrossthe
bank can help reduce capital charges. For example, some
large banks are centralizing the function of monitoring
the CVA books to ensure optimal hedging of counterparty-
creditrisk. Centralized hedging usually leads toacertain
level of “overhedging,” given the technical challengesin
synchronizing the hedge and front-office books. Many
banksare aware of the increased hedging costs and
are mostly willing to pay themin light of the reduced
capital charges. Similarly, market risk can be monitored
centrally, and risk groups can provide guidance to
businesses on further hedging opportunities.

Finally, banks should consider two administrative levers.
Businesses can make a point of preferring counterparties
withwhich strong collateral and nettingagreements
for derivatives are already in place; thiswill reduce the
counterparty riskand CVA charge. And increased use of
CCPswill likewise help to reduce counterparty-creditrisk.
Inaddition to the mandatory shift of financial-institutions
derivativesto central clearing, banks can also decide to
move some standardized derivatives contracts with
corporates to CCPs. In the extreme case, we are seeing
some smaller banks planning to clear their complete
derivatives businessvia CCPs.

Portfolio-optimization levers are widely seen as the most
effective measures and are communicated as such. For
instance, only recently alarge bank committed to its investors
toreduce the anticipated 100 percentincrease in marketand
CCRRWAs by 40 percent by 2013, mainly through sales,
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unwind and roll-off, and hedging. It expects further RWA
relief from the exit and roll-off of other capital-intensive
assets, which will mitigate another 30 percent of the
anticipated increase over the next few years.

For these portfolio optimizations to be effective ona
sustained basis, itis essential that they be derived from
astrategic decision on the bank’s overall portfolio and
supported by changes in business processes.

Model and data-quality
improvements

Each of the new calculations of market and counterparty risk
has several starting points for optimization.

For stressed VAR, for example, a systematic analysis of the
historical drivers of VAR across inventories is crucial. Banks
need to isolate the most importantdrivers, exclude outliers,
and identify opportunities for hedging. Businesses may want
tosellall or part of some positions to smooth their profile and
eventually reduce stressed VAR; increasing the transparency
and granularity of VAR results and conducting analyses of
the impactonindividual positions can support that decision-
making process. The optimization of VAR models has always
been aboutimproving capital measurement, butitis now
even more focused on supporting trading decisions in order to
reduce capital requirements.

The IRC isbased on an internal model that calculates the
defaultand rating-migration risk of portfolios. The IRC
isdriven by correlation and concentration effects in the
portfolio; as correlations and concentrations increase,
sodoesthe IRC. Gaining transparency into potential
diversification effects and the optimal portfolio composition
can supportthe business in managing the portfolioinan IRC-
conscious way. Developing asensible level of detail at which
to model each asset class isanother optimization lever; many
banks may be hindered in this by the unavailability of data,
especially in low-default portfolios such as sovereigns.

For securitizations, mitigation is achieved more by ensuring
that the datarequired for input parameters are available,
rather than refining the methodology. The market-risk
standard approach (MRSA) isapplied, featuring
standard formulae with clear input parameters. Inthe
ratings-based approach, external ratings of the securitization
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are used to derive capital weights; if external ratings

are notavailable, they caninstead use the supervisory
formulaapproach, which requires risk assessment of all
underlying securities. Data quality is critical for the MRSA;
most important, banks must ensure the availability and
timeliness of external ratings for the securitization of the risk
parameters of all the underlying securities. If the data cannot
be obtained or are outdated, the securitization is treated

with capital deduction, which is tantamount to a 100 percent
capital weight.

Asimple diagnostic of the bank’s top 50 RWA consumers
canreveal these gaps. For example, at one bank, several
securitization positions were treated with capital deductions,
asexternal ratings did not feed through from external data
sources—even though they were publicly available. Applying
the actual ratings (AA, which has about 1 percent capital
weight) immediately saved €100 million capital.

The CRM can be applied to portfolios of correlation trading
securitizations and “nth-to-default” baskets as well as their
hedges, if they fulfill the eligibility criteria—especially with
respectto liquidity. A systematic, automated liquidity test
ensurestimely and correcteligibility for CRM. Banks should
also develop acomprehensive set of models to cover all
products that can be treated under the CRM. Thisiscritical;
ifapositionisnot CRMeligible or the bank has not yet
developed an adequate model for the specific product class,
itistreated with the MRSA, which might increase the capital
charge as much as tenfold. Special focus should be given to
hedges; the risk teams should identify the eligible hedges and
communicate them to the business.

For the CVVA charge, banks must choose the optimal
calculation approach, advanced or standard, for their
particular circumstances. The advanced approach usually
leads to lower capital charges but requires banks to maintain
internal models for both interest-rate market risk (measured
in VAR) and counterparty-credit-risk exposure (measured
in EPE). The advanced approach is suited to banks with a
low or negative exposure; moreover, it allows cross-product
hedging. On the other hand, the standard CVA approach is
less sensitive to some drivers. For example, market volatility
isnotconsidered, nor is the duration of the portfolio. In both
approaches, collateral can be used to lower the charge.

Inall these new modules, as well as in the ongoing calculation
of other established requirements, risk and capital models
should ideally encompassall the bank’s positions. As noted,

data quality isessential to realizing this vision. Models

are usually fed by disparate front-office systems and must

be able to cope with high volumes and frequent changes.
Availability, quality, and timeliness of parameters are
essential to minimize capital charges, especially parameters
suchasunique productand instrument identifiers, links
between trades and their hedges, current external ratings for
securitizations, timely liquidity tests, and so on.

Bankswill also have to become more diligent about the
classification of trading products and apply the correct
approach to each trade (for example, correctly identifying
anassetasasecuritization to apply the MRSA, rather than
the IRC, which would be the wrong approach in this case;
meanwhile, other assets should be classified as eligible for
CRM instead of the more capital-consuming MRSA). This
will require the business to know and use the regulatory
product categories, aswell aschangesto IT toreflect these
categories. Current books of business must be cleaned and
classified, and robust controls for future classification
installed. Banks are well aware of the significance of data
guality and many have undertaken numerous initiatives to
improve it.

Financial efficiency

Basel I11 establishes strong links among capital, liquidity
and funding. Bankswill need to adjust their current capital-
planning process to account for the new capital ratios and to
optimize as much as possible the triangle of capital, liquidity,
and funding. Banks should consider the following short-and
medium-term levers:

= Netoffsetting positions. Banks can optimize their
netting to be more comprehensive, and inclusive of all
possible offsetting positions. This should include netting
across geographies, products, and currencies, where
possible. Difficulties that arise from inconsistent
dataarchitecture or differences among systems,
regions, and legal entities in the calculation of capital
should be addressed.

m  Optimizecapital usage. Capital management must
be refined to account for the new requirements on capital
deductionsand quality. A review of the portfolio should
reveal opportunities to minimize deductionsand improve
capital quality, for example, by reducing unconsolidated
investments below the regulatory thresholds defined by
the regulator or by buying out minority stakes. Banks



Banking and Securities
Day of reckoning? New regulation and its impact on capital-markets businesses

should also consider both the economic and accounting
implications of some moves to steer capital (such as
reclassifying financial instruments according to the
new rules or switching the hedge accounting model from
currentvalue to fair value). Finally, banks should replace
current mezzanine capital instruments that might not
be recognizedinthe futureas Tier 1 capital with new
and innovative securities that require a lower return (for
example, contingent convertible securities, or CoCos,
though the July 2011 consultation document of the Basel
Committee on SIFIs suggests that CoCos may not be
accepted as regulatory capital; they may continue to be
relevantincertain jurisdictions, such as Switzerland).

m  Usestockofliquid assets efficiently. Assetseligible
for the liquidity buffer, acore component of the LCR,
include government bonds and high-quality corporate
and covered bonds (AA-and above). Financial-institution
bonds, by contrast, are noteligible. Centralizing liquidity
managementisakey lever; monitoring liquidity risk
acrossthe bank and coordinating access to the market will
help to utilize liquidity more efficiently.

= Useeligible fundingefficiently. Along-term debt
and deposits of more than one year as well as retail and
smalland medium enterprise (SME) deposits of less than
oneyear are counted as stable funding for purposes of the
NSFR. Funding from financial institutions, however, does
not count toward the NSFR. Best-practice banks have
centralized funding management, closely monitoring
alternative funding plans and quickly reacting to changes
and opportunities for saving costs.

m  Utilize excess capital. Bankshave raised considerable
capital inthe past two years, both in reaction to the crisis
and inview of upcoming regulation. They are engaged in
adelicate process of raising capital while and when they
can, while also funding normal business growth. Banks
should put to work any excess capital that they may have
accumulated for the future or that may be clogging up
balance sheets in some subsidiaries, sometimeseven as
other entities are looking to add capital. All such moves
should be made with an eye to ensuring that target capital
ratiosare achieved.

Inour experience, itiscritical to understand the impact of any

of these actions on the bank’s capital, liquidity, and funding
positions and to identify the mix of levers that will optimize
the bank’s portfolio of these three vital elements.
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Operational enhancements

Banks should consider several improvements to processes
andrisk I'T systems. Some examplesinclude:

= Adjustfront-and back-office head count.
Especially for businesses with crisis- or regulation-
induced declines in volumes and revenues, banks can
adjustresources in both front- and back-office functions.
Weak markets have prompted awave of job cutsinthe
bankingindustry, including at Credit Suisse, Goldman
Sachs, and UBS, which have announced plans to reduce
their workforces by between 3and 8 percent.

= Improve efficiency inexecution. Especiallyin
high-volume businesses, banks need to improve
process execution and realize efficiencies to further
reduce operational costs. Thiswill be a key advantage
for banksthatare building scale in flow businesses. A
bank can achieve even greater scale by processing other
firms’ business, such as by offering CCP services to
smaller banks.

= Revise compensation framework. Peopleare
often the biggest cost in capital-markets businesses. As
regulators lay out new compensation rules, the time seems
rightto review the compensation framework generally.
Risk-adjusted compensation sets the right incentives and
compensates to some extent for increased capital costs.
Retention of talentis the binding constraint for revisions
to the framework.

= |ncrease use of electronic trading. Electronic
trading, already dominantin some businesses, such as
FXand cash equities, continues to spread. E-tradingin
FXisexpected to grow from about 60 percent of total
flowsin 2010 to 80 percent by 2013; similar growth is
expected in government bonds and interest-rate swaps.
Other businesses, such as CDS and many commodities,
areonlystarting to adopt e-trading. E-trading changes
the economics of products by increasing efficiency and
price transparency; spreads are narrowed by increased
competition. Asvarious businesses shift to e-trading,
banksshould investin the appropriate infrastructure.

= Improve risk systems. Toensure data quality, as
mentioned in the discussion of model improvements,
robust risk systems must supportan optimal capital
calculation. Some steps that banks can consider include
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| EXAMPLES: NOT COMPREHENSIVE

Model and data-quality improvements

Exhibit 5

Four elements must Portfolio optimization

come together for

acomprehensive = Sell capital-intensive positions
program of mitigation. = Restructure or unwind positions

= Rebook ABS! portfolios into banking book .
= Optimize hedging (eligibility, timing,

comprehensiveness) = Enhance CRM? model
= |mprove collateral and netting agreements = Develop internal CCR® models (EPE,® CVAL%)
= Increase use of central counterparties = Increase data quality in the trading book

* Revise internal stressed VARZ model
= Optimize IRC3 model

Enable more beneficial MRSA* approaches
(RBA,5 SFA®)

Operational enhancements

Financial efficiency

= Improve efficiency in execution

= Improve risk systems
= Optimize IT investments

= Adjust front- and back-office head count .

= Revise compensation framework
= Increase use of electronic trading

Net offsetting positions where possible
= Optimize capital usage

= Use stock of liquid assets efficiently

= Use eligible funding efficiently

= Utilize excess capital

1 Asset-backed securities.
2 Value at risk.
3 Incremental-risk charge.

consolidating trading systems across front offices,
geographies, and legal entities; enhancing feeds from
various source systems or external providers; establishing
aconsistent data taxonomy of trades, instruments, and
products; and so on. These steps and otherswill help
capital-markets businesses reduce or eliminate manual
reconciliations, asore pointwith regulators. They will also
allow the bank to generate faster internal RWA reports;
these can help the bank to timely, risk-sensitive steering
and quick reactions to exogenous change. I T change
programs at most banks are substantial affairs. For
example, programs under way today include major front-
office IT consolidation and the design and development

of central clearing and collateral-management platforms.
Insome areas we also see atrend toward greater use of
vendor solutions.

9

4 Market-risk standard approach.
5 Ratings-based approach.
6 Supervisory-formula approach.

7 Comprehensive-risk measure.
8 Counterparty-credit risk.
9 Expected positive exposure.

10 Credit-valuation adjustment.

® OptimizelTinvestments. Toaddressall IT
infrastructure changes in the most capital-efficient way,
banksshould set up both aclear action planand a schedule
that prioritizes core businesses, enables flexibility in their
business model, and articulates the impact on capital.

We have analyzed industry best practices across these topics.
In June 2011, McKinsey published jointly with the Institute of
International Finance areporton the status and future of risk
IT and operations.® Three main findings emerged from the
survey of 44 banks around the world: first, after addressing
the most serious shortcomings exposed by the crisis, firms
now have amuch more detailed understanding of the risks
they incurand are better able to manage them. Second, firms
agree thatthe jobisfar from done, and there are significant
opportunities to improve risk IT/ops, inwhich they are

“Risk IT and operations: Strengthening capabilities,” June 2011, Institute of International Finance and McKinsey & Company, www.iif.com.



already investing. Third, firms believe that risk IT/ops
needs sustained organizational focus, including the active
engagement of the chief risk officer, the chief information
officer, and the board, as well as stronger capabilities.

Summary and anote on
next-tier firms

Exhibit5 provides asummary of the potential moves banks
can take to lessen the impact of regulation in each of the four
dimensionsdiscussed above.

Mitigation actions and their potential impact have to be
considered in light of the potential for significantly reduced
volumes (as isalready happening in the most affected
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businesses). Sinking volumes and pressure on profitability
will likely be the trigger for some consolidation of business, as
some of the smaller players refocus their activities.

The options for next-tier firms, especially the smaller ones,
areslightly more limited than the options for global banks.
Smaller firmswill have less flexibility to restructure the
portfolio or to optimize the balance sheet; they cannot use
scale effects and have limited capacity to invest in model
development. We estimate that, with immediate mitigation
actions, next-tier firms mightonly be able to achieve ROE
around the cost of equity (@about 9 to 11 percent). Accordingly,
these firms may be more dependent than their larger cousins
on positive market developments to retain profitability; they
may be at risk of more severe changes to their business.
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Implications for market structure

The mitigation actions discussed earlier can help retain
most capital-markets businesses’ ROEs at a level above the
cost ofequity. Butitwill not be enough to save all businesses:
even after mitigation, structured creditand structured rates
will likely have ROEs below the cost of equity. Several other
businesses, notably flow credit, would appear to be only on
the cusp of returning their cost of equity. Proprietary trading
isalsoin jeopardy, but for slightly different reasons; in light
of the Volcker rule, many US banks have already made moves
to shutdown proprietary-trading units (Goldman Sachs), or
spin them off as independent firms (as planned by Morgan
Stanley). It may also be the case that some proprietary
activity isdrifting to client desks.

In businesses whose economics have been rendered
marginal, bankswill pursue additional, more material
actions—what we call the third-order effects of regulation.
Two of these are of particular interest: the transfer of higher
costs to banks’ customersviarepricing and shifts in business
models that will lower regulatory costs. How feasible and
effective are these options, and how will they reshape the
capital-markets landscape?

Exhibit 6

Significant repricing
would be required to

) ) ROE! post-
restore medium-to-high

Business mitigation, %

Repricing

Onthe face of it, pushing some of the regulatory burden on

to the customer would be an easy step. Butbanksare unsure
about how much the customer iswilling to take on and about
the competitive dynamics that might result fromaprice hike.
Hence we consider repricing a third-order effectand notan
immediate mitigating action.

Exhibit 6 shows the potential impact of regulatory costson
currentaverage price margins paid by the customer. We
calculate these breakeven rates as if the bank were to assume
atarget ROE, absorb and mitigate costs up to that threshold,
and shift any excess regulatory costs to the customer. The
analysis assumes no change in revenues; if revenues were

to decline (which we believe likely, in many cases), these
breakeven rates would move higher.

For structured creditand structured rates, the hardest-hit
businesses, to reach atarget profitability level of 12 percent
ROE, thiswould mean aprice increase of 30 to 50 percent.
Asthe margins for these products are already wide and their
pricing generally opaque, customers might be willing to

ROUGH ESTIMATE

‘Levelofmargin increase .>50 .20—50 D<20 ‘

Increase in client margin? needed to achieve target ROE, %
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2 Increased margin to compensate for all regulatory costs (but after mitigation effects).

3 Equity derivative.
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acceptthese higher prices. On the other hand, for products
with tight margins such as those sold in FX, cash equities,
and flow-equity-derivatives businesses, price rises would
likely be rejected by customers. In these businesses, banks
will need to carry the entire burden, making the thorough
mitigation described earlier even more important.

Before raising prices, banks should seek to build adeeper
understanding of customers and their price sensitivity.

Banks should already have in place a customer strategy that
distinguishesvarious segments and designs appropriate sales
and support for each; that strategy should be reviewed in light
ofthe findings of the pricing-sensitivity review. Banks may
find, forexample, that it might be more profitable to raise
prices and lose some less essential customers than to keep
prices flatand attempt to retain everyone.

When isthe right time for banks to reprice? Inview of the
current fierce competition for customers and market share,
we anticipate that banks are more likely to move once they
feel the pinch of regulation, beginning in 2012 and 2013

with the introduction of market and counterparty risk
charges. Eventhen, successin repricingwill depend to some
extentonanincrease indemand or adecrease in supply (that
is, some capacity leaving the industry), neither of which is
observable in the current market. Accordingly we believe that
repricingwill be only apartial success and will take several
yearstoachieve.

Business-model changes

Besides tactical improvements and repricing, afurther option
forabank to recover profitability is a change in business
scope or business model. For some bankswith franchisesin
the hardest-hit businesses, such changes will be necessary.
Others might not have to move from necessity but will do so
from choice, seeing an opportunity to increase profits further.
Already we see some moves along these lines, such as the
proposed spinoff of proprietary-trading groups.

We see several potential moves:

®  Transformingthe frontoffice canbean effective
step. Several banks are reviewing how their front-office
activities can be optimized for increased productivity
and agility inan environment of high uncertainty. Such
projects require adetailed review of full front-to-back
costs, aswell asa qualitative assessment of teams’
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functioning. Sales and coverage teams are a particular
focus for transformation. Typical improvements are
inspired by those used in operational transformations
and include enhancing performance-management

tools, upgrading the team manager’s coaching skills,

and working on team mind-setand behaviors. These
measures are considered quite effective—some firms are
targeting around 10 percentage points of improvement to
the relevant cost-income ratio (C/1).1°

Adjusting the productand service mixto reflect
new realities mightinclude, for example, asenior-
management decision to shift toward more standardized
flow products and higher-quality securitizations or
stepping back from some parts of the business system,
such asdistribution, while committing to others, such as
structuring. Transparency into the financial performance
of businesses, products, and client relationshipsis the
basis for afocused portfolio strategy. The strategy should
reflect the bank’s core competencies (as we discuss below
in “Developing a strategic agenda”). Such a strategy might
include some “loss leading” products whose returnsfall
short of cost of equity butare useful as anchor products for
cross-selling.

Atransparent categorization of the portfolio into core
and noncore assets can be combined with the customer
strategy to help make choices; the customer strategy
would be based on acomprehensive analysis of regulatory
impactand profitability from a customer perspective
acrossall products (including capital-markets products,
investment-banking businesses such as debtissuance,
and corporate-banking products such as deposits

and cash management). Banks should also develop
mechanisms to enforce their choices, such as changes

to business processes, lest businesses drift back into

old habits.

Development of new substitution products is another
option toaddress high capital charges on the current
portfolio. For example, companies might now find it
cheaper to hold more interest-rate risk rather than hedge
the first-loss piece with the banks, which will likely want
to charge more to cover their new capital requirements.
Another example would be the introduction of new deal
structures, with economics similar to those for products
most affected by regulation, but which are not captured by
the regulatory definition.

10 McKinsey has launched a survey that aims to establish detailed cost benchmarks and other measures that firms can use to conduct a front-

office-excellence diagnostic and develop a qualitative assessment of teams.
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Reviewingthe geographical and legal structure
tounderstand any differences in the application of new
regulation, and to build advantageous partnerships:

— Geographical shifts: the differences in national
adoption of Basel 111 requirements and the additional
country-specific regulations create an unlevel playing
field. Multiregional and global banks are currently
exploring differencesin capital, liquidity, and funding
requirements and might want to consider shifting
business, assets, and capital among their legal entities.
However, the home-regulator principle, the Pillar 11
requirement to conductan Internal Capital Adequacy
Assessment Process for every local entity,'* and the
willingness of business leaders and staff to change
location are limiting constraints.

Anunlevel playing field seemsto be agiven in many
cases, suchasamong Europe, the US, and Asia, where
Basel 11 will be implemented at different times and
indifferentforms. Evenwithin Europe, there are
different national transpositions of EU legislation,
with some countries going beyond the requirements of
EU directives or global standards. Such “gold plating”
canbeseeninthe UK, whichisapplyingstricter capital
and liquidity requirements to UK-domiciled banks.
Inanother example, non-US banks with US business
fall under their home country’s regulation butare
alsosubjectto certain Dodd-Frank requirements,
including, potentially, new requirements for
systemically importantinstitutions (enhanced
supervision by the Federal Reserve and higher capital
requirements), and the Volcker rule.

— Shiftsin legal structures: banks might also spin off
activities into the “shadow” banking system (to asset
managers, hedge funds, and so on) to retain access
to these profit pools while avoiding bank-specific
regulation. Many firms are doubtful that repricing
can make certain structured products profitable again
and believe that clients might turn to the shadow
banking system for solutions. Similarly, new ruleson
compensation mightalso drive more talentand client
activity to hedge funds and the like. Capital-markets
bankswill likely seek to develop partners from the
shadow banking system with whom to coordinate a

comprehensive client offering. For example, Morgan
Stanley intends to spin off its vaunted Process Driven
Trading unitasanindependentadvisory firm; the
bankwill be allowed to buy preferred sharesin the
spinoffso that itcan continue to reap some earnings
with greatly lowered risk.

Other shiftsare also possible. For example, in

recent months, two major banks altered their
corporate structure by deregistering the bank holding
companies through which they conduct much of their
US business. We expect, however, that regulators will
seek to close any loopholes left open in the recent phase
of regulation, through greater international alignment
ofbankingrules.

— Informal partnerships: athird optionisto develop
informal business relationshipswith less regulated
partners—thatis, institutionsin less regulated
geographies or nonbanks. Both sides of the
partnership stand to gain from their joint business.
Toallow for flexibility, banks are aiming to put these
informal partnersatarm’slength rather than forma
fixed alliance.

= Exitingabusinesscompletely, throughsaleora
wind-down of all assets, is the most severe measure
but may be reasonable if regulatory costs cannot be
adequately mitigated or shared with customers, if the
business’s market position is weak, or if the business is not
among the group’s core competencies. For some smaller
banks, structured-credit businesses may meet these
criteria. Inthe worst case, the whole market might dry
up for acertain product, such as CDOs, CDO-squared, or
CDS indexes. Inanother example, several smaller banks
arewithdrawing from the cash-equities business; though
ithas not been hittoo badly by new regulation, demand
has fallen steeply. The global market for cash equities
has fallen by 30 percent from 2007 to 2010; with its high
C/I ratios of up to 90 percent, the business now appears
unattractive to these smaller firms.

Naturally, each bank must develop its own specific business
strategy, typically drawing from the various moves laid out
above. Such astrategy mustaddress some tricky questions.
For example, can the bank still maintain the suite of products

11 For more, see McKinsey Working Papers on Risk, No. 27: “Mastering ICAAP: Achieving excellence in the new world of scarce capital,” May

2011, www.mckinsey.com.
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itneeds to deliver on its customer value propositionifit
concludes that it must shrink the capital-markets business
and exit some businesses? How can it adjust the fixed part of
the cost base to cope with both shrinking revenues and higher
capital costs?

Not everyone will be heading for the exits; some brave

banks that believe strongly in a strategy based on scale and
efficiency might even choose to invest heavily in some of their
businesses. Todo sorequiresarapid buildup of market share
and the confidence that few competitors will follow the same
strategy. Otherwise, such amove will destroy margins and
leave the bank with a large unprofitable business.

Developing a strategic agenda

Bankswill reprice and make changes to the models of

their most affected businesses, depending on their core
competencies and competitive advantages. After regulation,
we expect four major and more strongly differentiated
business models to dominate. Each model will follow a
different strategic thrustdrawing from one of three sources

Exhibit 7
New business

model

Source of

Capital-markets value
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of value creation (Exhibit 7). Those sources of value, and the
business models they drive, are:

=  Scale. Flow-driven universal bankswith true scale and
operational and technological strengths will exploit their
advantage to provide high liquidity at low prices. These
firmswill continue to provide a broad offering with,
most likely, an even greater focus on flow business and
electronic trading. They may seek to adjust the product
mix in some businesses even further toward capital-light,
short-term products. In 2010, the top 13 global banks
already accounted for 50 percent of global flow-rates
revenues, a degree of consolidation thatis likely to rise. To
achieve this, bankswill continue to invest in technology
while expanding their client franchises among top-tier
institutional investors, in particular hedge fundsand
asset managers. Integrated offerings of prime services,
clearing, and collateral managementwill help secure
clientflows. Bankssuch asthese can also utilize their
extensive structure of legal entities.

= Franchise. Bankswithamore regional footprintwill
likely opt out of the race for scale and instead focus on deep

Initiatives

business models will
likely move in these
directions.

Scale Flow-driven
universal

bank

Improve business economics through platform scale

Provide broad product offering for clients, with aspiration to a
top position in flow products

Expand and leverage Tier 1 institutional client franchise

Franchise
bank

Franchise

New corporate
bank

Develop deep corporate and institutional (Tier 2/Tier 3) client
franchise in large home or multilocal markets

Penetrate client franchise with standardized but comprehensive
product set (with some white labeling)

Develop selected lighthouse product offering for

Tier 1 institutional clients based on local expertise

(eg, local credit)

Provide product offering based on corporate client needs

Increasingly leverage infrastructure provided by industry
utilities or global banks

Risk New
investment

bank

Differentiate through risk-management capabilities and offer
innovative, tailored solutions

Build leading-edge risk-management/product-structuring
capabilities

Target top global institutional clients
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customer relationships with astrong regional and sector
competence. Franchise banks, with their wide geographic
reach and prototypical franchise structure, will continue
to offerabroad product range and full services and will
likely leverage the depth and quality of those relationships
togain greater share of wallet. In addition, these
houseswill use their access to local products and their
information advantage to position themselves among
certain top-tier institutional investors.

We expect that bankswith amore local presenceand a
greater contribution from corporate-client business (“new
corporate banks”) will be even more selective about the
breadth of their capital-markets offering. They will likely
focus on products that meet the core needs of their clients
(flow rates, FX, and so on). For these banks, we expect
some more disruptive changes along the value chain.

For instance, many local banks are currently evaluating
whether to build their own derivative clearingand
collateral-management offering or to purchase one froma
vendor or aglobal bank.

= Risk. Finally, we expectasmall number of banks with a
strong risk-management profile and highly sophisticated
product offering to continue to develop these strengths.
Structured products, the core capability of the “new
investment bank,” can be made profitable again through
innovation to maximize the profitability of these products

within the new regulatory regimes, and by repricing to
push margins higher. To be successful in this model will
require astrong appetite for market risk and superior
accessto institutional investors. Note, however, that while
several firms cansucceed at this model, asizable part of
this business will move off balance sheet to specialist, less
regulated institutions.

Thisdifferentiation in strategy is not necessarily all
encompassing but rather business specific: abank can
actasaflow-driven universal in its flow businesses while
maintaining its sophistication asarisk-driven “new
investmentbank” in structured credit. However, to follow
each of these major strategic thrusts, acomprehensive change
in business model, operations, and culture will be required.*?

O oo

Irrespective of which strategies banks pursue, aclear view

of the core competencies and strategic options, astrong
managementaction plan, and timely planning of mitigation
and repricing will be key success factors. The industry is
inaperiod of change and renewal; business dynamics and
developments in the next few months could very well define
the market structure for years to come. Accordingly, for every
potential move, banks must consider the implications for
profitability under the new wave of regulation.

Markus Bohme is a principal in McKinsey’s Munich office. Daniele Chiarellais a director in the Frankfurt office. Philipp Harleis
adirector in the London office. Max Neukirchen is a principal in the New York office. Thomas Poppensieker is a director in the
Munich office. Anke Raufussis arisk expert in the Frankfurt office.

The authors gratefully acknowledge the contributions of colleagues Atul Bansal, Francois Jurd de Girancourt, Daniel Klier,
Andreas Kremer, Davide Monguzzi, and Mark Williams to this paper; and the editorial support of Mark Staples.

Contact for distribution: Julie Lovelock
Phone: +44 (20) 7961 5573
Email: julie_lovelock@mckinsey.com
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Appendix

Methodology

We define baseline return on equity (ROE) for the 13 banks analyzed as:

revenues — operati ng expenses —taxes

allocated Tier 1 capital

Revenuesare for 2010, as determined by McKinsey’s Global Capital Markets Survey and
Global Banking Pools, which draw on publicly available information and industry interviews.
We analyze the top 13 banks because they provide consistent and precise breakdowns of
revenues by product, region, and client type. We estimate capital-markets revenues for the 13
firms atapproximately $165 billion (out of $280 billion for all banks).! Industry revenues in
2010 were well down from 2009 but were in line with historical trends for the years leading up
tothecrisis.

®=  Operating expensesare derived from typical cost-income ratios (C/1) for each business,
ranging between 55 and 90 percent. We estimated the ratios based on interviews with
industry and McKinsey experts and several recentanalysts’ reports. At the highend,
cash equitiesand prime brokerage services have a C/1 of about 90 percent; at the low end,
businesses such as rates and equity derivatives have a C/1 of 55 to 60 percent.

= Thetaxrateissetat30 percentacrossall businesses.

= Todeterminethe Tier 1 capital allocated to each business, we used typical revenues to
risk-weighted asset (RWA) ratios of between 5 and 15 percent for fixed income, currencies,
and commodities (FICC), and 10 to 30 percent for equities businesses, prime services,
and proprietary trading. RWAs per business were multiplied by a cross-bank target Tier
1 capital ratio of 10 percent, preregulation, reflecting a buffer or cushion usually held by
banks above the minimum ratio. Precrisis, Tier 1 capital reserves at most institutions
ranged from 7 to 10 percent. As banks have already adjusted their Tier 1 capital postcrisis
and expanded their cushion in anticipation of regulatory change, we use 10 percentin
our calculation. Using this method, we estimate allocated regulatory Tier 1 capital at
approximately $200 billion.2

We estimate a baseline ROE for capital-markets businesses of 20 percent. As noted, 2010
costsand revenueswere in line with historical averages prior to the crisis, so we consider this
baseline ROE representative of the top 13 banks’ performance both pre-and postcrisis. Some
businesses such as foreign exchange (FX) and proprietary trading have higher ROEs, 30
percent or more; some, such as flow rates and credit, are lower, at 15 to 20 percent. Next-tier
banksthat deal mainly in standardized, lower-margin products and operate at less than scale
have a lower baseline ROE that we estimate at 13 to 18 percent.

These baseline ROEs describe industry averages and can vary significantly among banks,
given differencesinsize, geography, portfolio mix, risk appetite, productivity, and so on. The
extent of regulatory impact will similarly vary according to these characteristics. However,
these industry averages provide meaningful guidance in their own right, and our methodology
can be used with knowledge of abank’s individual situation to provide more precise insight.

1 Revenues do not include credit-value adjustments (CVAs) or debt-value adjustments (DVAS).

2 We use Tier 1 capital in our model, in line with common industry practice. With core Tier 1 capital
becoming the more important resource, we also calculated the allocated core Tier 1 capital at
approximately $160 billion, using a target ratio of 8 percent preregulation.
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Summary

of new

regulations

Regulations included in the model are the new market-risk framework (Basel 11.5); capital target
ratios, leverage ratios, liquidity and funding requirements, and counterparty-credit risk (Basel
111); and the mandatory shift of over-the-counter (OTC) derivatives to central clearing (Dodd-
Frankand EMIR).

Additional regulations relevant for capital-markets business that we did not include in the model
but that will have an additional negative effect on return on equity (ROE) are fourfold: (i) bank-
specific effects such as capital deductions and compensation rules; (ii) geography-specific effects
such asthe Volcker rule, taxes, and bank levies; (iii) indirect effects such as the securitization-
retention requirement for new issuances;®and (iv) regulation still in process or in discussion, such
assystemically important financial institution (SIFI) capital surcharges (which now appear very
likely, after the release of the July 2011 consultation paper of the Basel Committee on Banking
Supervision (BCBS)#), and subsidiarization requirements.

Basel Il.5

We use the term “Basel 11.5” to describe two papers published by the BCBS: Proposed
enhancements to the Basel Il framework (January 2009) and Revisions to the Basel || market-
risk framework (July 2009; revised December 2010).° These papers describe changes to the
market-risk framework that will take effect by December 31, 2011. Changes include an
increase in capital requirements for trading-book positions through the introduction of a new
“stressed value at risk (VAR)” charge (on top of the current VAR), and new capital charges for
products with default and migration risks (the incremental-risk charge, or IRC); anew charge for
securitizations by means of the market-risk standard approach (MRSA); and acharge associated
with the comprehensive-risk measure (CRM) approach. (See “Acloser look at new market and
counterparty-credit-risk rules” on pp. 26—29 for more details.) Italso includes increased capital
charges for resecuritizations in the banking book.

Basel lll

Basel 111 comprises the regulations introduced in the BCBS papers Basel I11: Aglobal regulatory
framework for more resilient banks and banking systems (December 2010; revised June

2011) and Basel 111: International framework for liquidity risk measurement, standards

and monitoring (December 2010). These documents amend the earlier Basel capital accords

and introduce several new elements. Here are the most significant rules for capital-markets
businesses:

Basel I11 specifies new capital target ratios, beginning with acore Tier 1 requirement of

7 percent (further specified asaminimum of 4.5 percent of core Tier 1 capital and a capital-
conservation buffer of 2.5 percent). The broader requirement for all Tier 1 capital issetat 8.5
percent; thisincludes the core Tier 1 minimum of 7 percentand a minimum of additional noncore
Tier 1 capital of 1.5 percent. The total capital ratio is set at a minimum of 10.5 percent. All capital
ratios will be introduced stepwise from 2013 until full implementation in 2019.

3 This will have a direct capital effect on investment-banking-origination business and thus an indirect effect
on capital-markets businesses, likely through increased margins and potentially decreased volumes and
investment opportunities.

4 “Global systemically important banks: Assessment methodology and the additional loss absorbency
requirement — consultative document,” July 2011, www.bis.org.

5 www.bis.org.



Banking and Securities

Day of reckoning? New regulation and its impact on capital-markets businesses

Summary
of new

regulations

(continued)

Basel I1I'srules for capital quality deduct a number of forms of capital, such as capital held
by insurance subsidiaries, defined-benefit pension fund assets, investments in unconsolidated
financial institutions, and deferred-tax assets.

Basel I11 introduces a leverage ratio as asupplementary measure to the Basel I risk-based
framework. The committee agreed onaTier 1 leverage ratio of 3 percent, which effectively limits
banksto lending 33 times their capital. Thiswill only be introduced in 2018, but banks will need
to monitor and report their leverage to the regulator beginning in 2013 and disclose their leverage
ratios to the market beginning in 2015.

Basel I11also sets new standards for short-term funding and sketches out requirements for long-
term funding, embedded in two regulatory metrics.

= Theliquidity coverage ratio (LCR) isthe stock of highly liquid assets, divided by net cash
outflow over a 30-day period. The LCR must be greater than 100 percent. The LCR is designed
to ensure that sufficient high-quality liquid assets are available to meet short-term needs.

= The netstable funding ratio (NSFR) is the available amount of stable funding (capital,
long-term debt, some deposits, and so on, all assigned various weights) divided by the
requirements (receivables, loans, bonds, and other assets, again variously weighted). The
NSFR mustalso be greater than 100 percent. The NSFR is designed to promote more medium-
and long-term funding of assets.

For counterparty-credit risk (CCR), the three main changes in the Basel 111 framework

are: (@) increased assumptions of correlations among “systemically important” financial
intermediaries, (b) increased risk weightings of CCR for banks using an internal model (expected
positive exposure, or EPE), and (c) an additional new Pillar I capital charge, which captures the
potential increase in credit-valuation adjustments (CVAs) during one year due to the widening

of counterparties’ credit spreads (CVA charge). “A closer look at new market and counterparty-
credit-risk rules” on pp. 26—29 provides additional detail.

Dodd-Frank

The Dodd-Frank Wall Street Reform and Consumer Protection Act consists of more than 200
new regulations, which fall into five broad categories: expanded regulatory oversight of financial
firms; new operating restrictions on some financial activities (including proprietary trading);
increased mandates for firm governance; higher prudential regulatory standards; and greater
firm contributions to regulatory costs. The act applies broadly to financial activities conducted
inthe US, whether by domestic or international firms; foreign firms’ US activities will be subject
to Federal Reserve oversight of the domestic bank holding company or “designated” nonbank
financial institution.® A good many of the new rules have yet to be detailed; that processis
ongoing and may take some time. The new rules that are most relevant for capital-markets
businessesare:

= Amandatory shift of certain over-the-counter (OTC) derivatives with financial
counterparties to exchanges or central clearinghouses. For deals struck with nonfinancial
counterparties, there is an end-user exemption for derivatives used for hedging or mitigating
commercial risk. For swaps and other derivatives that remain bilateral (that is, those that are

6  The Federal Reserve will have the ability to terminate the US activities of any foreign financial

institution “that presents a risk to the stability of the United States financial system.”
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not shifted to aclearing facility), the act raises reporting requirements and sets higher margin
and capital requirements for swap dealers and major swap participants.

= The Volcker rule prohibiting purely proprietary trading activities for banks, with
significant exceptions for facilitating client business. The rule also stipulates that private-
equity and hedge fund stakes cannot be larger than 3 percent of the bank’s Tier 1 capital;
further, banks cannot hold a controlling stake or a board seat. Exceptions have been proposed
todraw broader support for implementation, such as proprietary dealing in US obligations or
assets issued by quasi-government agencies (Ginnie Mae, etal.).

= Theretention requirementfor securitizationsinthe Dodd-Frank Act requires issuers
of new securitizations to retain 5 percent of the issue, to keep some “skin in the game.”

Other regional regulations

The requirements in the European Commission’s European Market Infrastructure
Regulation (EMIR) for OTC derivatives, currently being finalized, are similar to the Dodd-
Frank rulesfor OTC derivatives. EMIR will require more derivatives to use central clearing, new
exchanges, and swap execution facilities, and will set higher reporting requirements.

Inthe Capital Requirements Directive 2 (CRD2), the EU Parliament and Council have
introduced a 5 percent retention requirement for securitizations. CRD2 came into effect on
January 1, 2011, after European nations transposed it into national law. In contrast to the similar
Dodd-Frank requirement, the European version puts the burden on investors to check the
retention of the 5 percent by the originator or sponsor prior to investing. The laws also vary with
respect to timelines and various exclusions, which in our view will create an unlevel playing field.

Several countries have introduced bank levies, mostly in the form of taxes based on the bank’s
balance sheet, to create an insurance fund, which can bail them out in any future crisis. The UK
and Germany, for example, introduced bank levies effective January 2011; the levies are expected
toraise about £2.5 billionand €1 billion annually.

New compensation rulesare presented in CRD3 and are also set at a national level. Some

of the new rules include requirements that part of the bonus must be deferred over time (for
example, three years), and that part of the nondeferred bonus must be paid in shares or securities
linked to the banks’ performance. Asaresult, cash bonuses are capped.

Regulations in discussion or in the process of being finalized

Inaddition to the Basel reform, the Dodd-Frank Act, and further country-specific rules, which
are now mostly fixed, politicians, regulators, and the industry continue to debate further
regulations. Over the past year, two of the most intensively discussed “known unknowns” that
might have an effect on capital-markets businesses are:

m  Capital surchargesfor SIFIs. These surcharges for systemically important financial
institutions are about to be introduced in major markets around the world. In July 2011,
the BCBS released a consultation paper that spelled out staged capital surcharges for SIFIs
ranging from 1to 3.5 percentage points (depending on the category to which the bank is
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assigned), on top of the regulatory minimum.” Some countries may enact even higher
capital requirements for SIFIs. Switzerland has already moved to require SIFIsto hold a
capital conservation buffer of 8.5 percent (in addition to the Basel I11 core Tier 1 minimum
of 4.5 percent), and a 6 percent progressive systemic surcharge, resulting in total capital
requirements for these institutions of 19 percent of RWAs.

Recovery and resolution plans for SIFIs are increasingly likely. The Financial Stability

Board has also released a consultation document (“Effective resolution of systemically
importantfinancial institutions,” July 2011). Some countries, such as the UK, Germany, and
Switzerland, have already enacted or are in the process of enacting national bank resolution
regimes. International harmonization of SIFI rules thus appears unlikely, leaving substantial
deviations from jurisdiction to jurisdiction.®

Subsidiarization. Proponents of subsidiarization see a need for rules to restrict risky
activities towell-defined parts of the bank (for example, separating capital markets from
retail) and within national boundaries as well. Foreign offices would be made to function
assubsidiaries, with their own pools of capital and funding; the idea is that when risk
materializes, the damage will be contained. The trend is not new; already many jurisdictions
have raised their capital and liquidity requirements for foreign banks, using the Internal
Capital Adequacy Assessment Process (ICAAP) and Individual Liquidity Adequacy
Standards. In this context, the Independent Commission on Banking (ICB) in the UK should
be mentioned. The ICB will deliver its final reportin September. Initsinterim report,® it
suggested that some form of “ring fence” separating the retail bank from other banking
activities may be asolution.

At present, no bank is subject to a surcharge of more than 2.5 percentage points. The highest
surcharge, of 3.5 percentage points, is intended to deter banks from growing and becoming
more systemically important.

The most likely scenario is that the Financial Stability Board will come up with minimum
recommendations, which will leave substantial degrees of freedom for individual jurisdictions.
“Interim report: Consultation on reform options,” April 2011, bankingcommission.independent.
gov.uk.
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Exhibit 1

These are the risk-
weighted-asset
requirements in new
regulation.

Exhibit1providesan overview of the calculation of risk-weighted assets (RWAs) under Basel
I1and the new requirementsunder Basel 11.5and I11. Regulatory capital requirements under
Pillar I are driven by three kinds of risk: market, counterparty-credit, and operational risk.
Thefirsttwo are specifically addressed by the new rules; no changes have been made for the
calculation of operational risk.

In many capital-markets businesses, such as foreign exchange, flow credit, and equity
derivatives, products carry mainly market risk; counterparty-credit risk can be easily hedged
for standardized underlying of derivative contracts. Thisis not the case for bespoke products
such asthose used in structured rates and credit; hence, the main risk in these businesses tends
to be counterparty-credit risk. Exhibit 2 shows a typical breakdown of the risks that drive
RWAs in each capital-markets business.

The new market-risk framework has two major objectives, both representing key “lessons
learned” from the financial crisis: to strengthen the trading book for times of stress, and to
account for some previously unaddressed default risks inherent in some asset classes.

Changesinclude:

= Stressedvalue at risk (VAR): this new calculation, overlaid on top of Basel I1I’'sordinary
VAR, iscalculated as VAR of the current portfolio (10-day, 99t percentile, one-tailed
confidence interval), with parameters calibrated to historical data from a continuous
12-month period of significant financial stress relevant to the bank’s portfolio. The stressed
time period should adequately reflect a continuous period of financial stress, for example,
al2-month period covering the 2008—09 financial crisis. The stressed VAR capital charge

ILLUSTRATIVE
Basel Il
requirements Additional Basel II.5 and Ill requirements
! For all
Market-risk
M RWA VAR? 9 Stressed VAR trad_ir)g-book
positions
s iti- For default
9 IRC? @ z:t(i:gr:l : @ CRM* risk-related
positions
Total
capital- | | -
markets c
RWA? UL IMMS or standard For OTC?
[ i 6
2:%\(;{/3\(‘”- approach 9 CVA® charge derivatives
|| Operational- AMAS or standard N/A
risk RWA approach

7 Over the counter.
8 Advanced modeling approach.

5 Internal Model Method.
6 Credit-valuation adjustment.

1 Risk-weighted asset or equivalent. | 3 Incremental-risk charge.
2 Value at risk. 4 Comprehensive-risk measure.
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Exhibit 2

Market risk is usually
dominantin risk-
weighted-asset split
for capital markets.

Share of total capital-markets RWAs? per business (preregulation) ~ Market risk ESTIMATE
% gg CCR2
Businesses Comment SReRtcnalisk
Foreign exchange 10-20 = FX as short-term product highly sensitive to
(FX) volatility (market risk)
Flow rates 50-60 10-20 = Rates with longer maturities with higher counterparty
risk; flow with lower CCR2 due to significant level of
Structured rates 60-80 ~10 clearing (~40%)
Flow credit 10-20 = Flow credit with high share of cash business, thus
low CCR; structured credit with longer maturities
SEne @il ~10 and no central clearing showing higher CCR
Commodities 30-50 10-20 . Cor'nmlodmes yolat|lelsubject to market risk, but 99%
derivatives business also CCR driven

= Cash equities as short-term product highly
sensitive to volatility (market risk)

Cash equities

Flow EQD3 (=10] ~10 = Equity derivatives depend on volatile equities
market, so more affected by market, limited
Structured EQD 50-60 10-20 clearing for structured

No market risk in prime services, only some
counterparty risk for financing

Proprietary trading usually focused on rates and credit

Prime services

Proprietary trading =700 10-20

Market risk usually dominant on total capital-

Total capital markets 30-40 10-20
markets level

Split is highly dependent on business strategy

1 Risk-weighted assets. 3 Equity derivative.
2 Counterparty-credit risk.

iscalculated as the maximum of either (i) the average of the preceding 60-day stressed
VAR times aregulatory multiplier, or (ii) the most recently calculated stressed VAR.
Theregulatory multiplier is setataminimum of 3, but could rise to 4 if the back-testing
performance of the VAR model is deemed of insufficient quality.

Incremental-risk charge (IRC): the IRC estimates the default and migration risk for
unsecuritized credit products over aone-year horizon, ata 99.9 percent confidence level.
The model must appropriately reflect issuer and market concentration and can include
hedging and diversification effects, but it must also reflect mismatches, such as maturity
mismatches.

Securitization charge: the market-risk standard approach (MRSA) is applied to
noncorrelation trade securitizations and nth-to-default baskets. Securitizationisa
financial technique to pool contractual debt such as mortgages or loans, divide the complete
structure into tranches that behave like bonds (with regular repayments of principal and
interest), and then to sell these tranches to investors. To be classified as asecuritization in
the regulatory sense, a transaction must consist of at least two tranches that are exclusively
linked to the counterparty-credit risk of the portfolio, where payment and loss allocation
are governed by asubordination “waterfall,” and where the senior tranche survives loss
allocation toajunior tranche. Nth-to-default baskets are credit derivatives in which the
payoutis linked to one in aseries of defaults (such as first, second, or third to default), with
the contract terminating at that point.
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The capital charges are the same as the banking-book-securitization charges, which
include increased requirements for resecuritizations. In case of an available external
rating, banks can apply the ratings-based approach (RBA), where a capital weight is
derived from the external rating, the granularity of the underlying pool, the status as
resecuritization, and the seniority of the tranche. If external ratings are not available or not
eligible, banks caninstead use the supervisory-formulaapproach (SFA), which requires
ratings and loss given default of all underlying securities as input parameters (along with
the effective number of exposures of the underlying assets, the credit-enhancement level,
and the “thickness” of the tranche). If the SFA cannot be applied (because the bank has

no approved model or parameters cannot be sourced, for example), the securitization is
treated with capital deduction.

Comprehensive-risk measure (CRM): subject to regulatory approval, banks can
include their correlation portfolio in an internal model that captures not only incremental
changesin the risk of defaultand migration (thatis, the risk that a counterparty’s rating
will “migrate” to another, typically lower level) but also price risks. If abank does not have
an approved model, the correlation trading portfolio will be treated under the MRSA and
therefore be subject to asignificantly higher charge. Ifa CRM model is available, the capital
charge is based on the maximum of either (i) the CRM or (ii) a floor, which is 8 percent of the
relevant MRSA charge. This maximum is calculated over several time intervals. The final
capital charge is calculated as either the average of this value over the past 12 weeks or the
most recentvalue, whichever is higher.

Stressed VAR, the IRC, and the CRM and floor should be calculated weekly. The securitization
charge must be calculated quarterly.

Therevised counterparty-credit-risk framework that will take effect on
January 1, 2013, includes changes to expected-positive-exposure (EPE) calculations
and anew CVA charge:

EPE isthe average expected exposure of a position or portfolio to a counterparty over
aperiod of time, weighted for the proportion the chosen period represents of the entire
timeinterval. Thisapproach is supposed to capture “wrong way” risk, which occurs

when exposure to acounterparty is adversely correlated with the credit quality of that
counterparty. Basel Il mirrors the concept of stressed VAR, discussed earlier in relation to
market risk, in its treatment of counterparty-credit risk. Banks that use the Internal Model
Method (IMM) must calculate the potential exposure amount of a derivative—the EPE—
using data thatincludes a period of stressed market conditions.

Credit-valuation adjustment (CVA) is the difference between the hypothetical value
of an over-the-counter derivatives portfolio with no credit risk and the true portfolio value
that takes into account the possibility of the counterparty’s default (that is, the expected
counterparty risk). Basel 11 requires banks to hold capital in reserve for the CVA, which
issubject to mark-to-market losses. Depending on the methodology used for interest-rate
risk and counterparty-credit-risk assessment (the Internal Model Method, the standard
approach, or currentexposure), the CVA charge is calculated with either the advanced or
standardized approach.
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— The advanced approach is used if both interest-rate and counterparty risks are assessed
with specific internal models. The advanced approach is based on an internal VAR bond
model and treats CVA asabond.

— The standardized approach is appliedin all other cases and consists of simplified
formulas provided by the regulator; these formulas use input parameters such as
exposure atdefaultand maturity and regulatory coefficients.
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