Understanding Basel II Operational
and Strategic Implications

By MaRrRkuUS KRALL

In 2004/05 McKinsey and Company conducted a major international research project
to understand the operational and strategic implications of Basel II for credit institutions
and capital markets. In this paper, which is a condensed summary of the findings of this
effort, Krall foresees a number of interacting developments influencing banks operational
and strategic choices as well as the overall level of systemic risk in the global credit markets.

I. EXECUTIVE SUMMARY

In short: we anticipate Basel II to trigger a range of operational and strategic
challenges and opportunities for the entire financial services industry. To date
most of the attention Basel II received and still draws circles around regulatory
compliance and the infrastructural requirements of risk measurement and capital
calculation, especially ratings and LGD measurement across the whole spectrum
of credit exposures. Since credit exposure consumes roughly two third of a typical
commercial banks capital this focus is logic given the importance of regulatory
risk allocation.

We foresee a number of interacting developments influencing banks opera-
tional and strategic choices as well as the overall level of systemic risk in the
global credit markets. Elements of the heightened level of specific systemic risks
have already materialized since the presentation of this paper in April 2006 at
the LSE Conference on Risk and Regulation in the form of recent credit markets
disturbances, however we will not focus on the specifics of these developments on
the following pages.

Operational opportunities arise

¢ around improved risk discrimination,

* better risk pricing and use of covenants,

* process optimization through rating automation and

* new applications in lean processes based on Basel II infrastructure as well as
* better capital and funding/treasury management.

Most of these opportunities require a disciplined and prudent approach to credit
origination and portfolio management.
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The strategic impact areas in our view are likely to evolve around three main
effects:

* increased cyclicality in regulatory as well as rating capital requirements
putting traditional portfolio management concepts and frameworks to a test

* A substantial new regulatory arbitrage resulting from inconsistent treatment
of assets within the three approaches offered by the Basel II framework (stan-
dardized vs. IRB-Foundation vs. IRB-Advanced).

* Anaccelerated consolidation in the retail sector as a result of arbitrage induced
portfolio shifts and increasing importance of economies of scale also triggered
by Basel II infrastructure requirements.

We strongly believe these strategic developments to have a profound impact
on the strategic risk landscape, the choices banks and capital markets investors
are facing in the near future and the oversight required from regulators to avoid
accumulation of systemic risk.

II. OPERATIONAL CHALLENGES FOR THE BANKING INDUSTRY

In a coordinated effort across the European Union plus Switzerland we surveyed
most of Europe’s largest credit institutions (see map) and a number of smaller
players covering roughly 40% of all credit assets in the market. Specifically in one
of the most important credit markets, the U.K., our coverage exceeded 60%.
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In this survey we gained a comprehensive perspective on the state of the art of
risk management. The results confirmed as well as challenged a number of beliefs
held in the industry, namely

All major institutions are planning to adopt the IRB advanced approach for
competitive and reputation reasons, less so for regulatory capital savings,
which are nevertheless expected to materialize, especially for large players.
Most industry players see the adoption of the advanced approach as an oppor-
tunity to address hitherto untapped resources of value in the credit business
An overwhelming majority identify best in class risk management as the future
competitive battleground and

Last not least Basel II has triggered a substantial wave of investment in risk
management capabilities

Banks also anticipate a shift in the way the conduct their credit business and
customer relationship management:

The availability and use of more and new competitive levers in the operational
credit process ranging from improved risk selection at origination point to bet-
ter risk adjusted pricing and higher process efficiency (lean by new means)
with the use of automated ratings and automated allocation of credit applica-
tions into processes of optimized differentiation and analysis relative to the
size of the risk taken.

Improved cross selling through rating advisory, better capital management
and changes in product design and mix, like covenants, alternatives to pure
credit, mezzanine finance, etc.

Higher transparency of the total risk in existing portfolios and their impact
on future external ratings banks get from credit rating agencies like S&P,
Moody’s and Fitch.
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These trends are highlighted by the answers the 40 large banks participating
across Europe have given regarding specific questions regarding their future con-
duct of credit allocation and origination:

One of the most striking results is the determination of loan providers to finally
adjust the price curve of their business. Roughly two thirds expect (and promote)
a shift of the pricing curve as indicated in the graph below. This will put an end
to cross subsidization between loans of different quality and diminish the role of
credit as the customer relationship “door opener” for future cross selling.
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risk mitigation products, like FX and IR hedges and thus achieve cross selling
while optimizing the advise they provide to their commercial clients.

III. STRATEGIC IMPLICATIONS

Basel II has a number of behavioral implications for banks propensity to structure
their portfolios in very specific ways depending on assumptions how banks op-
timize their value creation, or, in other words: which theory they assume how to
achieve a maximized shareholder value. As we will elaborate in some more details,
we anticipate several strategic and systemic risk challenges emanating from these
behavioral hypotheses:

* an increasing cyclicality of both, required regulatory and rating capital with
substantial implications for

* the management of a banks agency ratings and hence funding costs

* necessity for a more comprehensive portfolio management and through the
cycle risk and revenue management approach

* We foresee a substantial concentration of credit risk in smaller institutions

* triggered by a new form of regulatory arbitrage and

* supported by a capability gap in risk measurement and management between
large and small players in the industry

* This in turn will lead to a wave of consolidation targeting small and retail
banks resulting from

* A demand pull based on growing importance of economies of scale in retail
banking and

* A supply push based on asymmetric credit losses hitting smaller and more
unsophisticated banks in a credit cycle downturn as a result of the above
mentioned arbitrage mechanisms

Although from a regulatory perspective a majority of European banks has a capital
buffer, the comfort zone regarding other stakeholders, namely the rating agencies,
is much less reason for relaxation.

For the event of a credit downturn, which the market is currently experiencing,
our simulation based analysis predicted that 25% to 60% of banks would face
massive downgrading pressure, with different level of impact on AA and A-rated
banks.

For banks value creation and capital profitability this is a double blow since not
only will they need substantially more capital to defend themselves against such
downgrades, but also revenue losses impact their P&L because a range of banking
products face rating thresholds:

Without certain minimum ratings to secure competitive funding costs some
business models fail completely, a problem that some public banks faced with
unprecedented pressure after the removal of state guarantees which had secured
cheap funding. Banks therefore have a strong incentive to define rating floors for
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Majority of European banks have a capital buffer from a regulatory

perspective
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In credit downturn 25% - 60% of banks face downgrading pressure SimOLaTIoN
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themselves in order to stay in the business at all. Downgrading below this floor can
trigger a vicious circle of increased funding costs, capital erosion, revenue losses
and deterioration of key performance indicators leading to further downgrading
pressure and so on.

Also minimum ratings are required to secure competitive funding costs
depending on the business model
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Given what we know about the restrictions under which banks are operating
we have analyzed the question what kind of regulatory arbitrage we expect from
Basel II and how this will impact portfolio structures. Our findings are clear as
demonstrated in the graph below:

* The largestrisks, i.e., ratings below BB+ appear more attractive for banks run-
ning a standardized approach if the optimize capital usage based on regulatory
RoE.

* If banks seek to minimize overall regulatory capital consumption while op-
timizing RoE, banks using the standardized approach will therefore tend to
accumulate more risky portfolios

The same picture materializes across different segments of the loan business,
where we can identify the risk weight differential between standardized and ad-
vanced approach using a simulation:

The McKinsey team used these insights to create a simulation approach to fore-
cast how banks using different approaches will accumulate different risk portfolios
over time. The results indicate that while standardized approach banks will increase
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Significant differences in regulatory capital requirements between
standardized and advanced Basel Il approach
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their risk weighted assets slightly, the share of non investment grade assets in their
portfolios will expand from 50% now to more then 90% post arbitrage. At the
same time advanced banks will reduce their risk weighted assets by tow thirds and
their exposure in non investment grade loans from 50% now less then 20%.
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Simulation 1: Minimizing overall regulatory capital requirements will lead to
a concentration of lower than average credit quality at standardized banks
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It is quite obvious that this must be concern from a regulatory perspective since
it means a risk accumulation in the hands of the less sophisticated players in the
markets of unprecedented scale. For sophisticated players and investment banks
this arbitrage creates also new business opportunities of course.

This arbitrage mechanism prepares the ground of what we see as a major wave
of consolidation in retail banking. There is a dual rationale facilitating this trend.
Both are to a degree linked to the developments triggered by Basel II:

There will be an increasing demand for consolidation among small banks: In-
vestments in retail banking and relationship based commercial banking are more
attractive than highly wholesale banking which rapidly turns into a commodity for
most loan products. However banks are positioned differently to capitalize on this
opportunity mainly for scale reasons:

» Basel II changes the relative attractiveness of asset classes due to reductions
in risk weights of high quality credit

* Profitable, aggressive internal growth in retail banking is not a feasible option
for short and medium term strategies

* High level of fixed investments depressing margins for small players lead to
a new focus on cost management through economies of scale

* The level of fragmentation of retail banking is some countries is still high, so
there is room for consolidation
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The supply for consolidation will originate mainly in the regulatory arbitrage

mechanisms investigated above:

* Higher risks are more attractive for standardized compared to advanced ap-
proach banks, assuming regulatory RoE optimization (which is reasonable
since economic capital optimization would require the level of sophistication

assumed by advanced banks).

* This will lead to a concentration of credit risks with small banks who cannot
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afford the large investments necessary to achieve advanced approach recog-
nition

* Smaller banks at the same time command fewer skills to asses risks and
combine this with a more limited risk taking capacity in economic terms
as opposed to regulatory terms based on the lower level of diversification
opportunity

* Resulting losses in a credit cycle downturn make smaller banks takeover
targets for retail growth hungry larger competitors.

IV. CONCLUSION

Basel II was born out of the concern that “old style” regulatory arbitrage might
destabilize the financial system in the medium term. Simulation based approaches
conducted in the mid 90ies indicated the necessity to act on the regulatory frame-
work and modernize the Basel I concept in order to bring it more in line with
economic realities. Substantially the industry views the result as a progress and
step in the right direction. At the same time we can anticipate new arbitrage mecha-
nisms and strategic challenges for banks and regulators alike. It will require careful
gauging by the central banks and close observation of credit portfolio quality as
part of the third pillar of regulation in the future to avoid the very disruptions Basel
IT was supposed to address, while at the same time regulatory restraint will be
necessary in order to let markets explore opportunities and allow banks to play
their strategic strengths in the market.
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