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A regulatory squeeze on
Europe’s banks?

Proposed Basel lll rules may protect the system, but at a
severe cost to returns on equity and lending capacity.

Philipp Harle, Sonja Pfetsch, and Thomas Poppensieker
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Most bankers would agree that the financial crisis has highlighted major
shortcomings in the regulatory framework governing minimum bank capital and liquidity.
New standards for regulatory capital and liquidity,' now under discussion at the Basel
Committee on Banking Supervision, will likely establish the rules for European banks at
least over the next decade and set the tone for local regulation in other parts of the world.
Not surprisingly, bankers have dubbed the new rules “Basel II1.”

Basel I1I could significantly change the composition of banks’ Tier 1 capital; risk weights,
especially in trading books; and capital ratios. New McKinsey research estimates that

the effect of these new rules on Europe’s banks would be a capital shortfall of about €700
billion. This sum would represent a 40 percent increase in the European banking system’s

core Tier 1 capital.

What’s more, Basel III’s proposed new standards for liquidity and funding management
would constrain funding severely. We estimate that European banks may be required
to hold an additional €2 trillion in highly liquid assets and to raise €3.5 trillion to €5.5
trillion in additional long-term funds. At present, European banks have only about €10

trillion in long-term unsecured debt outstanding.

In the absence of any mitigating action, the new costs for additional capital and funding
could lower the industry’s return on equity (ROE) in 2012 by five percentage points, or

“Strengthening the resilience of the banking sector” and “International framework for liquidity risk measurement, standards,

and monitoring,” www.bis.org.

Exhibit

Basel lll would reduce the banking industry’s return
on equity by 5 percentage points.
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*As some deductions in effect only shift capital from core Tier 1 to noncore Tier 1, Tier 1 ratio gap might be higher in

softened scenario than in base scenario.

2Assumes that all Tier 1 gaps are filled by equity. This is particularly relevant for the leverage ratio. In
an alternative scenario, banks might fill gaps with hybrid capital. Depending on its cost, this might have a lower

impact on ROE.
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one-third of the industry’s long-term-average 15 percent ROE (exhibit). Basel ITI may also
have some unintended consequences, such as impairing the interbank-lending market and
reducing lending capacity.

It is likely that the final Basel III rules will be softened in several areas. Nonetheless, an
examination of the range of proposals indicates that the final accord’s impact on banks will
be substantial across a range of activities.

Download the full report, Basel III: What the draft proposals might mean for European
banking, at mckinsey.com. 0
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