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The central role played by the banks in the global financial crisis has dramatically reengaged 

the banking and regulatory sectors. Bank capital and liquidity decisions are forthcoming 

under the rubric of the Basel III agreement. Central banks have taken a significant role in 

banking affairs, moving beyond interest rate management to direct support of the 

banking system. For their part, Western sovereign balance sheets are now linked to their 

banking systems in critical new ways. Banks will operate under the bright lights of 

regulatory and political scrutiny for some time, as policy solutions evolve with the 

ambition (if not reality) of avoiding another financial meltdown.

As these relationships evolve, we believe the business of banking will change in important 

ways. Bank reactions will appear in various forms; financial institutions will modify their 

businesses models and reassess competitive opportunities. In the process, they will 

affect the outlook for other asset classes and trend growth rates overall. In this paper, 

we explore the repercussions of forthcoming changes on global bank performance and 

financial business models.

What Is Changing?

The global banking system has already experienced significant changes since the onset 

of the banking crisis in late 2007. Some of the changes — higher asset quality, smaller 

repurchase (repo) financing books and higher reserve ratios — have been instituted by the 

banks themselves. Banks have also voluntarily boosted capital levels, especially in the 

United States, and have increased the proportion of liquid assets on their balance sheets.

Other changes will be imposed externally by regulators and lawmakers. The comprehensive 

legislative changes encompassed in the Dodd-Frank Wall Street Reform and Consumer 

Protection Act of 2010 are expected to dramatically change the nature of the US banking 

business. As part of this reform act, investors can expect US banks to operate under: lower 

fee revenue structures, more restricted business lines, more standardized and regulated 

derivatives businesses and more highly regulated mortgage market activities. In Europe, 

legislative changes have been more lightly felt, but more urgent solvency issues mean 

that national regulators are stepping up rulemaking and reorganizing their supervisory 

efforts. In the United Kingdom, for example, the Financial Services Authority will likely be 

dissolved in favor of a hopefully more coordinated regulatory process that will operate 

under the auspices of the Bank of England. Transparency is also on the rise, with mandated 

stress tests becoming a fixture in the supervisory firmament of North America and Europe.

Importantly, the new global standard for bank capital adequacy, the Basel III accord,  

was agreed to at the end of 2010. The specific implementation details are still being 

discussed, and once they are complete, local regulators will have to decide how they wish 

to adopt and codify the rules in their home countries. Among the principles envisioned 

in the accord, Basel III proposes that banks hold more capital, with higher minimums, 

and of a better quality, than prior to the crisis. The accord also calls for enhanced liquidity 

and funding metrics for banks, and increased supervision and reporting. Basel III begins 

to take effect at the beginning of 2013, with full implementation expected by 2019, 

although many institutions will move in advance of the regulatory timetable as a matter 

of competitive advantage.
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The Links Between Sovereigns, Politics and 
Banking Systems

After two decades of “hands-off” supervision, active deregulation, 

and global regulatory fragmentation, banking system oversight  

is poised to reverse course radically. As it does, the relationship 

between governments and banks will be central to the performance 

and functioning of the sector. Moreover, it is now clear that the 

financial crisis has brought politics into the center of banking 

system operations, where we believe it will remain for quite some 

time. This trend represents more than mere populism, but rather 

the natural aversion of regulators and politicians to again be in  

a position where taxpayer money is used for a systemic bailout  

of the banking sector. Although we expect a period of robust 

reregulation and attempts at global coordination, in our view 

these efforts at standardizing regulatory rules could still result  

in a fragmented framework, as rules are implemented differently 

by country and region.

Variations in country banking sector regulatory regimes exist for 

many reasons, but a key factor to consider is the ratio of bank 
assets to GDP, whereby those countries with lower levels are 

likely to take a relatively more moderate view on required bank 

capital levels, for example, than those countries that are highly 

leveraged to their banking sector. This variation makes sense 

despite the cross-national nature of banking assets, given that it 

is ultimately national taxpayers who act as the sector’s backers 

of last resort. It is not surprising, therefore, to see Switzerland 

propose the most stringent capital levels for its banking sector (a 

19% total capital ratio), and we think several other nations will 

follow this path (see Figure 1 for more on bank assets/GDP). Of 

course, once the rules are settled, we believe it is very likely that 

national differences will result in banking institutions engaging in 

regulatory arbitrage, or indeed after a time, in national governments 

deregulating again to attract and retain a greater financial sector 

job base. Until that time though, as we see in the Basel III proposals, 

there will be a much greater emphasis on banks holding considerably 

higher amounts of loss-absorbing capital than had been the case 

under Basel I rules (see Figure 2 for Basel III Anticipated Ratios).

Moreover, the types and quality of capital requirements are 

expected to change as well, as bank-domiciled sovereign debt  

will likely play an increasingly central role in capital requirements, 

magnifying systemic risk in some cases. In fact, as we recently 

argued in the BlackRock Investment Institute’s first white paper, 

Sovereign Bonds: Reassessing The Risk-Free Rate, the linkages 

between states and banks should continue to be strong for years 

and the bank-sovereign-bank credit continuum is unlikely to be 

broken as investors differentiate among banks by the sovereigns 

they belong to and between sovereigns by the proportional size and 

economic importance of their banking systems. In the short and 

medium term, banking and sovereign headline risk will be almost 

interchangeable. This is all the more the case as regulatory changes 

will likely require a greater degree of sovereign debt assets held 

on bank balance sheets, in a process we dub captive capital policy 

that reinforces the interconnectedness of governments and the 

financial sectors they oversee.

A primary concern of BlackRock is the capital adequacy risk 

embedded in the banking/sovereign relationship, as the bulk of 

banks’ sovereign debt holdings are on their banking rather than 
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Figure 1: Bank Assets/GDP

Figure 2: More Capital Required Under Basel III
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trading books. This implies that banking institutions tend to carry these assets at par and 

assume that they are a fully “money good,” an assumption used for regulatory capital 

purposes and stress testing. As long as secondary market pricing does not gap down (or 

threaten to do so), this arrangement works fine, but the problems of over-leverage and 

insufficient capital become acute in the event of a secondary market price decline, and 

even more so if the debt is restructured. Of course, since these bonds are in the banking 

book they are technically not subject to mark-to-market accounting rules, and thus are 

formally insulated from such secondary market price movements, but an increased gap 

(between amortized book and market values) would undermine confidence and place 

significant pressure on banks and governments to address the problem. For example, we 

believe soft default rescheduling and restructuring is a high possibility for the sovereign 

debt of Greece and is a reasonable likelihood in the cases of Portugal and Ireland as well. 

This possibility is clearly presenting problems for European Monetary Union authorities, 

as peripheral sovereign debt is held in significant amounts across the European banking 

sector (see Figure 3), underscoring our concerns on this issue. European banks and other 

financial institutions are ill placed in capital terms to absorb the consequences of debt 

restructuring and renegotiation.

Banks Adapt Business Models to the New Regulatory Environment

Despite heavy regulatory involvement in the business of banking, we believe that banks 

will likely only behave in a utility-like fashion if they have no other choice. While regulators 

may hope for a quiescent banking sector, politicians with an interest in maintaining economic 

growth rates may encourage banks to lower the cost of capital by diluting regulations. 

Interestingly, in a March 29 opinion article published in the Financial Times, former Federal 

Reserve Chairman Alan Greenspan noted the tendency for advanced economies to exhibit 

a greater share of their overall GDP devoted to financial sector activity, a rate which tends 

to increase as an economy develops. That raises a fascinating chicken/egg problem, as 

“the vexing question confronting regulators is whether this rising share of finance has 

been a necessary condition of growth in the past half century, or coincidence.” However, 
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Figure 3: Bank Claims on Peripheral Economic and Monetary Union Countries (as % of bank capital/reserves)
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while it is very difficult to model the impact of regulatory changes 

on real economic growth, both industry and political interests will 

work hard to avoid the most restrictive forms of regulation.

The new regulatory model imposed on banks can be characterized 

as a trend toward “self-insurance.” In the wake of 2008, many 

developed market sovereigns discovered that the extreme risk 

embedded within their financial sectors was far greater than they 

had previously thought, and indeed that they were essentially 

providing a backstop to risk takers for free. From social, political 

and fiscal perspectives, this situation is not seen as one that can 

easily occur again: therefore, we are shifting to a regulatory regime 

based on the notion of self-insurance. We can expect much greater 

capital requirements than seen in the past, and indeed the Basel 

III proposals illustrate this trend well. For instance, loss-absorbing 

common equity capital requirements are expected to fall within 

the 7% to 9.5% range under Basel III, which is an extraordinary 

increase from the 2% rate set by the Basel I accord. Moreover, 

Basel III proposals also involve more than doubling Tier 1 Capital 

from Basel I levels, and a number of innovative “capital buffer” 

levels of protection are also being proposed. Bank balance sheets 

are being regulated to become less pro-cyclical thereby reducing 

the macroeconomic impact of balance sheet fluctuation. Beyond 

bank capital levels, several other regulatory developments will 

constrain banks’ room to maneuver; these include the “living will” 

wind-down plan concept and constraints on liquidity and funding 

methods, all of which reinforce the trend toward a self-insurance 

model and away from the collectivization of risk. 

To function effectively under the new constraints that will be 

imposed upon them, banking institutions may seek to diversify 

revenue streams (within regulatory constraints) to better balance 

business cycle volatility. Banks, in our view, will seek to engage  

in a broad and varied set of business lines that can perform 

throughout the credit cycle, which will increasingly be seen as a 

driver of fundamental valuation. Additionally, as the diversified 

institutions begin to consolidate, and correspondingly monoline 

businesses struggle, the difference between top and bottom tier 

performers will grow starker, which also has implications for market 

cap biases (in other words, large global banks will likely hold a 

decided advantage over regional players). As a result, we expect 

to see further consolidation and acquisitions (banks trying to buy 

asset managers, for example) in an attempt to achieve greater 

revenue diversification and flexibility.

Counterbalancing the goal of stable and diversified business models 

is the incentive to reduce the size of capital-intensive activities. 

We expect to see a banking sector business mix shift, continued 

“right sizing,” and disintermediation. Increasingly, there should be 

an incentive to focus on certain business segments at the expense 

of others. For instance, impending Basel III regulatory implementation 

is likely to have a heavy negative impact on structured credit, 

securitization, structured rates, commodities and emerging markets 

trading costs. That said, other business lines, such as trading in 

foreign exchange, flow credit and cash equities, should not be 

overly impacted. Overall, it seems that the majority of industry 

revenues are reasonably well prepared for upcoming regulatory 

change, yet funding pressures will shape business area changes 

across the industry, resulting in some degree of disintermediation 

(particularly in segments like fixed income prime brokerage and 

structured derivatives), providing an opportunity for competitors. 

Also, banks may be quicker to cut costs than jettison business 

lines, and further industry layoffs should be expected.

Notwithstanding the impulse to cut costs, there will be some 

businesses that banks are forced to exit. The so-called “Volcker 

Rule” in the Dodd-Frank Act explicitly limits US banking institutions 

from extensive involvement in the alternatives investment space 

in an effort to reduce potential institutional conflicts of interest. 

Specifically, the provision restricts banks from acquiring or retaining 

ownership interests in hedge funds or private equity funds,  

and while banking units are permitted to act as an investment 

advisors and to co-invest, the aggregate amount is limited to 3% 

of firm capital. In response to these regulatory changes, many 

banking entities have begun to restructure their businesses. For 

example, some have sold, spun out or substantially reduced their 

proprietary interests in certain investments, while others have 

simply eliminated proprietary trading jobs.

As regulators continue to grapple with the changes they seek to 

impose, and what implications that may hold for the sector (both 

in terms of profitability and lending activity), transparency will be 

rewarded by the market. An important aspect of transparency, 

and a vital item in the regulatory toolkit, is bank stress testing, 

which marked a turning point in how banks were perceived in the 

United States as the financial crisis unfolded. That said, eventually 

we think that even the bank stress tests will be arbitraged, which 

could potentially cause misallocation of capital, and that investors 

should focus on the assumptions implied in stress tests more 

than the mere existence of the tests.
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Investment Implications Across  
The Capital Structure

One conclusion emerging from our outlook is that the prospects 

for bank equities are arguably worse than those for bank bonds. 

In simple terms, higher capital requirements generally mean 

dilution, as new capital is raised and leverage lowered (potentially 

driving down returns on equity, ROE, rates to between 7% and 

9%, considerably lower than current rates). However, effective 

management responses to the rules, and generous interpretations by 

local regulators, could reduce the profitability drag to around 5%. 

Winners and losers will be sharply differentiated by management 

action and franchise strength. Consolidators will benefit from 

economies of scale while sub-scale legacy businesses erode 

returns, capital efficiency and valuations.

Debt-holders, on the other hand, are likely to experience enhanced 

capital cushions and increased banking oversight, making defaults 

less likely. To the extent that debt risk premia drop enough based 

on the improved credit quality of debt, declining leverage ratios 

that hurt equity holders may be partially compensated by a lower 

credit risk premium on issued liabilities. We believe debt-holders 

are also likely to be better treated than equity investors in any of 

the “bail-in” mechanisms currently under debate, which involve 

significant preemptive dilution of existing equity investors on 

preferential terms for new subscribers.

It has been widely argued by regulators, and in the academic 

community, that “lower” returns for equity holders, if correspondingly 

less volatile, should not result in lower returns for investors. There 

is little to argue with this in theory; however, we suspect that 

return-seeking investors will only pay low prices for low returns  

if government involvement in regulation and governance will be  

a factor influencing the level of those returns.

Despite the very different outlooks for bank debt and equity, there 

is less dispersion of valuations in equities than in bonds and credit 

default swaps, which suggests greater mispricing in equities (see 

Figures 4 and 5). While the direct comparisons of dispersion are 

difficult to make, analyzing ROE figures against measures of 

valuation such as price-to-book or credit default swap spreads 

can yield interesting insights. The lack of dispersion to date in 

equities may be explained by a strong “too big to fail” technical, 

as all banks benefit indiscriminately from government support. To 

the extent blanket guarantees are supplanted by self-insurance 

schemes and resolution mechanisms, and designated systemically 

important financial institutions (SIFIs) begin to deal with more 

customized regulatory oversight, we may observe single-security 

valuations moving about more actively. This offers significant 

opportunity for alpha generation and long/short strategies as 

valuation and performance divergence increase.

From a secular perspective, we believe the global cost of capital 

is likely going to rise in nominal and real terms, which would 

represent a drag on global production growth. Credit supply 

should be constrained by capital levels and a desire on the part 

of banks to maintain high levels of asset quality. The implications 

are particularly important for corporate credits looking to refinance 

or roll loans, or those using highly customized derivatives to hedge 

business or pension risk. The cost of credit will also fluctuate as 

business lines shift and certain banks get out of entire lending 

markets altogether. Balance-sheet heavy activities like prime 

brokerage will affect repo line sizes and prices, leading to a higher 

liquidity premium on financed assets of all types. Overall, the 

credit growth rates have accompanied expansions over the past 

30 years should be slower over the next decade if regulators 

successfully implement their goals. Furthermore, capital markets 

are expected to play a greater role in credit creation in regions 

like Europe where disintermediation has been at lower levels  

than in the United States.

Figure 4: RoE vs P/BV

Figure 5: RoE vs CDS Spreads
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Specific sectors will be affected more than others. Flow business 

in liquid sectors like equities will gain at the expense of long-dated 

“storage” activities in areas like fixed income, proprietary trading, 

municipal finance and infrastructure. Advisory business will be 

sought-after. Inventory-intensive activities in less-liquid businesses 

like emerging market local debt or high-yield will absorb a substantial 

amount of capital, again suggesting that liquidity will drop. Long-

dated over-the-counter interest rate derivatives will also become 

substantially less attractive from a capital perspective, likely 

leading to changes in the liability-driven investments market and, 

all things being equal, a widening of the 30-year swap spread. 

The capital treatment of mortgage servicing rights portfolios  

on the balance-sheets of large originators will change as well, 

making banks less prone to hedging the convexity of mortgage 

portfolios and, in the process, driving a secular drop in the 

volatility of the interest rate options market.

We would also expect to see less developed asset markets develop 

further. Contingent convertible bonds (CoCos) could be a popular 

new capital security, albeit highly dilutive to existing equity investors. 

CoCos represent a new generation of bank hybrid instruments 

that unambiguously absorb losses in times of stress. These 

instruments were conceived in part as a means to broaden the 

base of stakeholders who share in the costs of a bank’s financial 

distress, thereby preventing a taxpayer-funded bailout. The key 

difference between CoCos and traditional hybrid securities is 

that CoCos automatically generate capital (i.e., they convert from 

bonds to equity) at preset trigger levels and prices in the event of 

a deterioration in the issuing entity’s financial health. Issuance to 

date has been limited to a handful of European banks, but this is 

likely to change as the Basel committee clarifies the treatment of 

these securities from a capital-charge perspective.

Financing of asset portfolios through covered bonds is also liable 

to accelerate, and despite its maligned role in the Great Recession, 

securitization (a capital-efficient financing tool in a world of 

scarce and expensive unsecured funding) could hopefully 

reemerge in time as a key source of capital.

Global banking sector recovery will not be a rapid process, 

particularly in the areas of increased lending/positive loan 

growth data, a factor that markets may not fully appreciate at 

present. It is important to remember that bank performance  

is still overwhelmingly a macroeconomic play — we believe 

the credit cycle should trump changes in regulations, market 

structure and business models. To the extent the credit cycle 

becomes more volatile than during the Great Moderation, expect 

to see bank equity valuations swing around and bank capital 

regulations delayed.

Concluding Considerations

While it is difficult not to conclude that regulators are constantly 

“fighting the last battle” in their approach to systemic risk, the 

new regulatory capital ratios imposed on banks, more rigorous 

and consistent stress testing and the strong desire to avoid a 

repeat of 2008’s bailout fallout should maintain greater vigilance 

on banking activity for some time. Banking institutions, as risk-

taking economic entities, will certainly attempt to creatively 

navigate new rules, but it may take some time for new policies  

to be arbitraged.

It is also clear that the competitive landscape has altered for banks 

as a result of the financial crisis and its aftermath. The presence 

of politicians and regulators at the heart of the banking capital 

allocation and management process is wholly understandable, given 

the enormous bill and back stop provided by taxpayers. We believe 

that the winning banks in this environment will be those that 

maximize the benefits of a diversified business base and effectively 

utilize high class management skills and an innovative application 

of technology. Geography and the attitude of local regulators will 

also play a key role in sorting out leaders from laggards. These 

skills, different in some degree from the pre-crisis opportunities 

provided by leverage and relative funding costs, will form the 

base for successful decision making in this critical sector. In 

short, banking has decidedly become an alpha rather than  

beta sector, which takes into account relative pricing across  

the capital structure in determining the outcome for investors.

Finally, from a macroeconomic perspective, while it is difficult to 

arrive at an assessment of the economic cost to the implementation 

of these regulatory changes, it is likely there will be some price to 

be paid for stability gained. For instance, the Fed’s own estimates 

suggest that (with or without monetary policy being taken into 

account) the impact of a 1% increase in banks target capital ratios 

on GDP over a little more than four years can be between -0.31% 

to -0.89% in lost economic production. Others have suggested 

that the impact might be greater, and clearly politicians, regulators, 

and bank officials will all contend with this issue in the years ahead 

as they struggle to generate growth within new structural limits.
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