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Letter of the Editor

Dear Financial E ecutive.

August 30 2012

YOll receive the lAFEI Quar1ed I pedal L!!lIe Tl"c!uQI')' 201 _

TIus is another issue of the electronic pm£es -jonal journal of IAFEI, the InternationaJ
As Oelation of . inancial Executives ]nstitutes, This journal, other than tbe LAFEI
Website, i the Lntemal ongoing information tool ofOl1r associatioll, destined to reach
the desk of each financial execU!ivc,or reach him, her otherwise at the discretion of
the auormJ lAF '.1 member inslilUte.~.

.'he cOlllo~te treasury function ha. been and i being, directly and immediateJy
impa'-1ed by tbe many diverse facets llJId consequences ofret-"¢Ilt and ongoing
financial enses ill 'everal world reg!ons.

This present 'pedal suereasu.-y 20U provide you with !w.O' nrcsentalipn., by
Banks, on the new banking rCi,'1Jlations in urop and orth America, witb spe<:ial
emphasi on Basel m and especially their impact Oll banks and on the financing of
corpomtions. As well, comparative data on banks in Europe, ort.h Americ.1, . sia,
Pacific are ghrell.

Thi is follo'WJ;ld by a Corporation nt' ·l,inlatigo. giving a view on!cG"y regulatory
changes &om a reasurer's perspective.

in addition, there is il presentation OIl Accessing the Opportunities for Growth in
ChiD!!. the macroeconomic Qutlook, the financial market structure. Here, in addition,
plenty of comparative data, with de eloped market economi ,developing market
economi ,and growth market economi~ are given, purtiug the 'ubject. irlto a lrn.ly
global pers-pective.

All presentations have been presented at the ACT Annual Conference, April 16 to 18,
2012, in Li crpool. nlted Kingdom. organised by ACT. the As ociation or
Corporate reaSUl"ers, nited Kingdom. To this association, eve:rallAFEI
member instltutes maintain gooo relationships, and through the! e IAFEI bas got
acces 10 these p~ entation.~,

Pkase tum (lVCJ



I [I is thankful fQr having received permission from th s ociation of
orporate rea UTers T, ali well as from aU indJ Idual presenting

corporations to include tbeir pr entations ill tbe original form in this

SIMdaJI I u Tr ury 20lZ.

Once a"a;n, I repeat our ongoing in. ilatlon to IAF 1member in titutes. and ro their
membe • 10 end us articles for inclusion in ful\lre IAFEI Quanerli· . and to also
end to us your suggestions for improvements.

With best per onal regard

r-~

Helmul c.bnabel
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Risky business, risky world 
The unintended consequences of Bank regulation on the 
Corporate market 
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2012 Bank Regulation Overview 

 The banking world has been turned upside down with potentially significant implications 

for the way Corporate Treasurers access funding, manage liquidity and hedge commercial 

risks in their business. 

 Key challenges facing banks 

 ECB LTROs significantly alleviated short and medium-term funding and liquidity concerns for European 

banks although longer-term markets evolution remains uncertain 

 New Capital Instruments emerge as tighter regulatory requirements put further pressure on banks’ 

capital – Liability management, debt conversion into equity and issuance of hybrids Basel lll compliant 

debt instruments  

 Deleveraging has been put on hold as LTRO removed immediate pressures on funding and as banks 

are no longer incentivised to sell assets while waiting for the coming EBA capital assessment in June 

2012 

 Moody’s rating review of 114 European banks and 17 Investment banks, after the recent S&P rating 

actions continue to create uncertainty 

 Rising counterparty risk across all entities as bank downgrades exacerbate market concerns 

 Crystallisation of new regulations with clearer implementation plans in terms of ratios and timeframe 

for the different jurisdictions – Basel lll, SIFIs, EBA Capital requirements, ICB Resolution and Mifid ll 
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Regulatory Discussion  
The building blocks of a robust system or reckless prudence? 

Global Capital Financing 

NOVEMBER 2011 

 

 

 

 

Bail-In / Resolution 
Authority 

(Living Wills) 

Investor 
Considerations 

(Burden 
Sharing) 

Structure of Banking 
(Ring-fencing  / 

Universal Banking) 

Basel III Capital 
Standards & 
Instrument 

Criteria 

Basel III Increased 
Risk-Weighting / 

Deductions 

Stable Funding 
and Minimum 

Liquidity 

EBA Stress 
Tests 

Rating 
Agencies 

Repositioning 

 Countercyclical 
measures & 

Reduced 
Systemic Risk 
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Timetable of Key Regulatory Events 

Liquidity Coverage Ratio 

EUCRD IV 

Net Stable Funding Ratio 

UK Liquidity Regime 

Swiss Liquidity Regime 

Leverage Ratio 

Higher Capital Requirements 

Bank Capital Requirements 

European Banking Authority 

Independent Commission on 
Banking 

Swiss Bank Capital 
Requirements 

 

         

2012 2013 2014 2015 2016 2017 2018 

Phased implementation from 2013 to 2019 

Basel lll 

 

Full compliance 

 

 

Development & Monitoring 

Development & Monitoring 

Development & Monitoring 

 

 

 

 

Moody’s 

Full compliance 

Full compliance 

European banks to comply with the 9% CT1 EBA requirement by 30 June 
2012 

Stress tests & 
Capital 
exercise   
Banks rating review & 
criteria changes Ratings are expected to fully factor the current environment following the 

implementation of criteria changes in the course of 2012 

Phased implementation  

Full compliance with Basel lll Compliance with FSA Liquidity rules since 2010 

Full compliance with Basel lll Compliance with FINMA Liquidity rules since 2010 

Phased implementation from 2013 to 2019 reflecting Basel lll 

Phased implementation from 2013 to 2019 reflecting Basel lll 

 Derivatives Legislation 

http://www.google.com/imgres?imgurl=http://2010fall.blog.ntu.edu.tw/files/2010/10/euro-flag.jpg&imgrefurl=http://2010fall.blog.ntu.edu.tw/2010/10/09/europa-impression-the-european-cities/&usg=__8rKayq4uEP1g7SmCNvkTr7d0gac=&h=987&w=1480&sz=72&hl=en&start=3&zoom=1&um=1&itbs=1&tbnid=jKrFOzC2YYEZpM:&tbnh=100&tbnw=150&prev=/images%3Fq%3Deuro%2Bflag%26um%3D1%26hl%3Den%26safe%3Dactive%26sa%3DN%26tbs%3Disch:1&ei=ZKmITeX9PI62hAfOlqm0DQ
http://www.google.com/imgres?imgurl=http://blogs.reuters.com/financial-regulatory-forum/files/2009/09/fsa_logo.jpeg&imgrefurl=http://blogs.reuters.com/financial-regulatory-forum/2009/09/02/uks-fsa-warns-on-stock-priceliquidity-misleading/&usg=__PVlSu9vAQRQ4F2svIgt45GEJCRI=&h=544&w=583&sz=34&hl=en&start=1&zoom=1&um=1&itbs=1&tbnid=9uheeYKk88_Y-M:&tbnh=125&tbnw=134&prev=/images%3Fq%3Duk%2Bfsa%2Blogo%26um%3D1%26hl%3Den%26safe%3Dactive%26sa%3DN%26tbs%3Disch:1&ei=BySKTYLCN9SahQeBirm9DQ
http://www.google.com/imgres?imgurl=http://taxhavenco.com/images/sfbc_logo.jpg&imgrefurl=http://taxhavenco.com/switzerland.html&usg=__e8m3DMRjjQ2-H6LrjB-iNIzE2iM=&h=80&w=80&sz=4&hl=en&start=3&zoom=0&um=1&itbs=1&tbnid=N7MaxwDcxDfonM:&tbnh=74&tbnw=74&prev=/images%3Fq%3Dsfbc%2Bswiss%26um%3D1%26hl%3Den%26safe%3Dactive%26sa%3DN%26tbs%3Disch:1&ei=QCeKTbW1N462hAfOlqm0DQ
http://www.bis.org/
http://www.google.com/imgres?imgurl=http://dodd-frank.com/wp-content/uploads/2010/08/Securities_and_Exchange_Commission__SEC-logo-23088CC87C-seeklogo.com_.gif&imgrefurl=http://dodd-frank.com/examples-of-dodd-frank-disclosures-in-sec-filings/&usg=__7TL47yCR4qjBqR8o4QL80qupF1M=&h=200&w=200&sz=9&hl=en&start=3&zoom=1&um=1&itbs=1&tbnid=_S_TxOkXH0rZtM:&tbnh=104&tbnw=104&prev=/images%3Fq%3Ddodd%2Bfrank%2Blogo%26um%3D1%26hl%3Den%26safe%3Dactive%26tbs%3Disch:1&ei=6WeLTYGbMsmXhQenuPXKDQ
http://bankingcommission.independent.gov.uk/home/


Risky business, risky world 
Bank capital 

 
Date: 17 April 2012 
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Capital Concerns 

GDP / LLP Correlation 

 
GDP growth, % 

 
LLP, bp (rhs) 
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Source: Company data, Thomson Financial Datastream, HSBC estimates 

 
EUR 1 to 1.5 trillion of European banks deleveraging estimated at 

the end of 2011 for the coming years 

LTROs 

Liquidity & funding costs of 
carrying assets have been 
reduced by the two ECB 3-
year long-term refinancing 
operations at 1% interest 

rate 

EBA Capital Requirements 

Banks are not incentivised to 
sell assets before complying 

with the EBA 9% CT1 
requirement by June 2012 

  

  

Immediate pressures on European banks deleveraging removed at 
least in the short term 
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Under Basel III, regulatory 

capital will become a much 

greater constraint on bank 

activities as focus is shifted 

away from Tier 1 and Tier 2 

capital towards more costly 

core Tier 1 capital 

 

 

 

 

The proposal makes several 

adjustments to the definition 

of core Tier 1 capital, for 

example, excluding all hybrid 

forms of capital which are 

viewed as equivalent to 

subordinated debt, and no 

longer considering minority 

interests 

 

 

 

 

It is important to note that 

local regulators may overlay 

more stringent requirements 

than those currently set out 

by the Basel Committee  

Basel III Implications for Capital Ratios 

 
Basel II versus Basel III – Minimum Capital Ratios & Additional Charges 

 

 

 

 

 

 

 

 

TOTAL CAPITAL REQUIREMENT 

  

 

 

 

 

 

 

 
NON COMMON 
EQUITY TIER 1 

TIER 2 
NON COMMON 
EQUITY TIER 1 

TIER 2 

COMMON 
EQUITY TIER 1 

COMMON 
EQUITY TIER 1 

CAPITAL 
CONSERVATION 

(2.5%) 

COUNTER 
CYCLICAL 
(0 - 2.5%) 

G-SIB 
REQUIREMENT 

(1 - 2.5%) 

NATIONAL SIFI 

 

2.0% 

4.0% 

4.5% 

6.0% 

10.5% 

8.0% 

13.0% 

15.5% 

 

Tier 2 
Hybrid T1 

Equity 

 

Hybrid T1 
Equity 

 

Equity 

Basel II Basel lll 

LOWER SURCHARGE 
BPCE - Commerz - Credit Agric - 

Danske - Dexia - ING - 
Mitsubishi - Mizuho - Nomura - 
Nordea - Santander - Soc Gen - 

Unicredit 

MEDIUM SURCHARGE 
Credit Suisse - Goldman 
Sachs - Morgan Stanley - 

UBS 

HIGH SURCHARGE 
Barclays - BNP - BoA - Citi - 

DB - HSBC - JPM - RBS 

 

ADDITIONAL CAPITAL SURCHARGE 

2.5% + 

2.0% AREA 

0.5% - 2.0%  

COUNTER CYCLICAL 

Additional buffer required during periods of 
strong growth which can be used to absorb 
losses in more distressed periods  

CAPITAL 
CONSERVATION 

Designed to ensure that banks build up capital 
buffers outside periods of stress which can be 
drawn down as losses are incurred 

G-SIB REQUIREMENT 

Capital requirement covering the largest 
global banks to reduce the risk of failure 
caused by contagion 

   Non-core capital releases CET1 for buffers 
− 6% (T1) and 8% (Total Capital) ratios must be met before CET1 is applied 

to buffers 
 

 Non-viability Loss Absorption 
– Required for all T2 and AT1 capital instruments  
– Lack of precise definition regarding non-viability is problematic 
– Challenge is to respect the insolvency hierarchy whilst achieving 

regulatory aims 
– Nature of final outcome has significant implications for shareholders 
 

 Contingent Capital… 
– All bank capital is now contingent – trigger and impact post-trigger will 

vary 
– CoCo:  potential to see development of instruments with ‘upside’ 

conversion features 
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European banks initially 

faced a Core Tier 1 capital 

shortfall of EUR 115 billion 

after including the required 

sovereign buffer 

 

 

 

 

After reviewing its 

assumption following the 

submission of European 

banks’ plans to meet the 9% 

requirement, the EBA 

removed from the exercise 3 

banks in a restructuring 

process * 

 

 

 

 

The final identified Core Tier 

1 capital shortfall for 

European banks is EUR78bn 

after removing Greek banks 

that will also be treated 

separately 

 

Bank Capital Positions Overview & EBA Shortfall 
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Pacific US / Canada Asia Europe 

Source: Company data as of 31/12/2011 except: ¹ 30/06/2011 - ² 30/09/2011 - ³ 31/10/2011 

9.0% EBA CT1 requirement 
by 30 June 2012 

 

5.125% CRD IV Contingent 
capital trigger 

 

4.5% Basel lll Common 
Equity requirement 

 

* Dexia, Oesterreichische Volksbank and WestLB 

EBA Capital Exercise 

How will European Banks Meet the EBA Requirements – Banks Recapitalization Plans 

New advances 

models

7%

Changing of existing 

advances models

2%

Other mitigating 

measures

4%

EU state aid 

deleveraging

2%

Other deleveraging 

measures

1%

Disposal of assets

7%

Other mitigating 

measures

7%

Conversion to equity 

of hybrids (2012)

22%

P&L H1 2012

16%

Issuing of private 

CoCos

6%

New capital + 

reserves

26%

Capita l  

impact of 

RWA 

measures

23%

Direct capita l  

impact 

measures

77%
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Basel lll Leverage Ratio (LR) 

 

LR 

Basel lll Definition of Tier 1 
Capital 

Total On and Off-Balance 
Sheet Assets 

  
= = 

Capital:  
Tier 1 Capital (i.e. Core / Additional Tier 1 

Capital) after deductions 

Assets: 
• On-balance sheet items based on accounting value 

• Collateral, guarantees and other risk mitigations not 
subtracted from assets 

• Derivatives: accounting measure of exposure plus add-on 
(exposure can be netted) 

 

Off-Balance Sheet Items: 
• Includes 100% of all Commitments, Guarantees, LCs 

≥ 3% 

 Minimum Tier 1 Leverage ratio of 3% 

 Non-risk based “backstop” measure based on gross exposure 

 A countercyclical measure 

 Constrains the build-up of leverage in the banking sector 

 Disclosure from 01-01-2015 



Risky business, risky world 
Bank funding and liquidity 
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The Funding Challenge Postponed Until 2015 

 European banks borrowed c. 1 trillion to the ECB through its two 3-years LTRO operations in December 2011 and February 2012  

 Most institution have covered their refinancing needs for 2012 and we saw a significant regain of market confidence in January 
with senior unsecured issuances including from peripheral borrowers 

 

 

 Although funding pressures have been released in the short term, the refinance risk has been deferred as European banks will 
face similar issue in 2014-2015 

   

LTRO EUR 1,018.5 billion 

redemption in 2014 and 2015 

   

0
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2012 2013

 Germany  Spain  United Kingdom  France  Italy  Netherlands  Sweden 

 Belgium  Switzerland  Greece  Austria  Norway  Denmark  Ireland 

 Portugal  Finland 3-year LTRO Column 18 Column 19

LTRO 1 

€589bl LTRO 2 

€429.5bl 

  

European Banks Redemptions 

Sources: Dealogic / Senior unsecured and covered bond for selected European countries 

2014 2015 

Total redemption of  
€1,188 billion 

Total redemption of  
€913 billion 

EUR Million 
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LTRO 

2012 
Financing 
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Basel lll Liquidity and Funding Ratio 

Liquidity Coverage ratio (LCR) 

 Short term  Long term 

LCR 
(Minimum 

100%) 

Stock of Eligible Assets * 

30 day stressed net 
cash outflows  

  
= = 

Stock of Eligible Assets 

Stressed Outflows of: 
• 5% Stable Retail Deposits 

• 10% Other Deposits 
• 75% corporate deposits due in 30 

days 
• 100% 30-day net wholesale 

redemptions  

NSFR 
(Minimum 

100%) 

Available Stable 
Funding 

Required Stable 
Funding 

  
= = 

Capital, Term Debt, Deposits 
(haircuts), Long term liabilities 

Weighted Assets Based on Tenor 
and Fundability 

 Additional incentives to access more 

stable sources of funding on an ongoing 

basis 

 

 

  
 Sufficient stock of high quality liquid 

assets to survive a 30-day acute liquidity 

crisis 

 

 

  

Net Stable Funding ratio (NSFR) 

* Stock of unencumbered high-quality liquid assets: 

 - “Level 1 assets” can be included without limit 

  Cash 

  Central bank reserves & Equivalent 

  AAA claims proven liable source of liquidity for the market 

 - “Level 2 assets” can only comprise up to 40% of the stock - a minimum haircut of 15% id applied to the current market value of each Level 2 asset 

  < AAA claims 

  Corporate & Covered bonds - not issued by a FI 

Non-exhaustive list  



13 

The Proposed NSFR Will Affect Banks’ Funding Costs 

RSF=Required Stable Funding 

ASF=Available Stable Funding 

* Each asset or liability is assigned a category and multiplied by a predefined factor 

EXAMPLE – Bank Net Stable Funding Mismatch (% Balance sheet) 

 Corporate banking is a larger “user” of banks’ stable funding resources: 

– Loan-to-deposits ratio over 100% will be financed with term debt 

– Even short term retail loans require mostly (50%) long term funding 

– Majority of Corporate loans are long term, requiring 100% stable funding; corporate deposits tend to be of short term, only 50% of its 
nominal amount is counted as “Stable Funding” 

– Undrawn committed liquidity facility need to be backed fully by liquid assets  
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AVAILABLE STABLE FUNDING :  45% REQUIRED STABLE FUNDING :  70% 

 

Potential term mismatch and funding needs equivalent 
to 25% of the balance sheet 

 
 

 
 

Assets requiring stable funding * 

Non-eligible assets for the required stable funding 

Stable funding available to cover the stable funding needs* 

Non-stable funding 



Risky business, risky world 

Bank ratings and regulatory stress testing 
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Rating Agencies’ Downgrades 

 

Moody’s Rating Review of 114 European banks    15-Feb-2012 

Sovereign Rating Actions   13-Feb-2012 Moody’s Rating Review of 17 Investment banks   15-Feb-2012 

Moody’s: “The 17th firm not on the chart is HSBC because its operating company ratings were 
not affected by this review. The guidance regarding its holding company is a downgrade of 
up to 2-notches to A1 from Aa2” 
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Moody’s 

S&P France, Austria and the UK (Aaa) were placed on Negative outlook by 
Moody’s while Belgium (AA), Estonia (AA-), Ireland (BBB+), Finland, 
Luxembourg and Netherlands (AAA) were place on Negative Outlook 
by S&P 

Source: Moody’s and S&P 

 Adverse and prolonged impact of the euro 
area crisis creating a difficult operating 
environment for European banks 

 Deteriorating creditworthiness of euro 
area sovereigns 

 Substantial challenges faced by firms with 
significant capital market activities 

 Mitigating factors such as the currently 
supportive stance of many governments 
towards their banking systems and 
accommodative monetary policies 

 

Potential downgrade of banks  by up to ‘x’ notches 

Notching is not assessed for Slovenian banks 

Spain

UK

Austria

Denmark

Belgium
Finland

Norway

Germany

Luxembourg

France

Italy

Slovenia

Switzerland

Sweden

Portugal

Netherlands

http://www.google.com/imgres?imgurl=http://www.olstars.com/images/flags/Big/si.gif&imgrefurl=http://www.olstars.com/en/flag/Slovenia&usg=__bLmrLj1_fuX2xYOiFg-BjBRt8lw=&h=788&w=1181&sz=18&hl=en&start=3&zoom=1&tbnid=-NYonlGAShXK3M:&tbnh=100&tbnw=150&ei=mcVET5_wBNKy8QOx_KHJBA&prev=/search%3Fq%3Dslovenia%2Bflag%26um%3D1%26hl%3Den%26safe%3Dactive%26sa%3DN%26tbm%3Disch&um=1&itbs=1
http://www.google.com/imgres?imgurl=http://unimaps.com/flags-europe/slovakia-flag.gif&imgrefurl=http://unimaps.com/flags-europe/slovakia-print2.html&usg=__feNOLx2Daahv1YMX030T6drICWc=&h=600&w=900&sz=16&hl=en&start=7&zoom=1&tbnid=l0hbU4WIwg6KnM:&tbnh=97&tbnw=146&ei=o8VET_KPLofe8QOIm-jZBA&prev=/search%3Fq%3Dslovakia%2Bflag%26um%3D1%26hl%3Den%26safe%3Dactive%26sa%3DN%26tbm%3Disch&um=1&itbs=1
http://www.google.co.uk/imgres?imgurl=http://www.spain-flag.eu/photos/spain-flag.gif&imgrefurl=http://www.spain-flag.eu/&usg=__KuBCFpLK9lxKPWBIyJ8mEv-IF5I=&h=484&w=738&sz=17&hl=en&start=1&zoom=1&tbnid=RWa2PSUP9-kgvM:&tbnh=92&tbnw=141&ei=3-rdTvjpDMrJsgbekeiECQ&prev=/search%3Fq%3Dspain%2Bflag%26hl%3Den%26safe%3Dactive%26sa%3DX%26gbv%3D2%26tbm%3Disch%26prmd%3Divns&itbs=1
http://www.google.co.uk/imgres?imgurl=http://daytranslations.com/images/italian_flag.gif&imgrefurl=http://daytranslations.com/italian_flag_meaning.aspx&usg=__9W23MN66dV4AFKf6e7iHP7KT3wE=&h=427&w=640&sz=12&hl=en&start=6&zoom=1&tbnid=b7IsQ0yX3YDT5M:&tbnh=91&tbnw=137&ei=i-vdToy1O4rDtAbs1LyOCQ&prev=/search%3Fq%3Ditaly%2Bflag%26hl%3Den%26safe%3Dactive%26sa%3DX%26gbv%3D2%26tbm%3Disch%26prmd%3Divns&itbs=1
http://www.google.com/imgres?imgurl=http://www.mapsofworld.com/images/world-countries-flags/malta-flag.gif&imgrefurl=http://www.mapsofworld.com/flags/malta-flag.html&usg=__mZT6o1cEw2Z2Cl3pUKjhTMAnUJE=&h=265&w=390&sz=6&hl=en&start=2&zoom=1&tbnid=ro8d0KuSJjQ_-M:&tbnh=84&tbnw=123&ei=iSZGT43xMYWD8gPE67SPDg&prev=/search%3Fq%3Dmalta%2BFLAG%26um%3D1%26hl%3Den%26safe%3Dactive%26sa%3DN%26tbm%3Disch&um=1&itbs=1
http://www.google.com/imgres?imgurl=http://www.olstars.com/images/flags/Big/pt.gif&imgrefurl=http://www.olstars.com/en/flag/Portugal&usg=__2XJOeqxGZN4yUvGehjYm9ORoO1o=&h=788&w=1181&sz=54&hl=en&start=2&zoom=1&tbnid=a8Xe0oYEv8GN0M:&tbnh=100&tbnw=150&ei=OPgrT7DNGcOw8QOT5rSKDw&prev=/search%3Fq%3DPORTUGAL%2BFLAG%26um%3D1%26hl%3Den%26safe%3Dactive%26sa%3DN%26tbm%3Disch&um=1&itbs=1
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http://www.google.co.uk/imgres?imgurl=http://www.worldatlas.com/webimage/flags/flags_database/Flag_of_France.png&imgrefurl=http://www.worldatlas.com/webimage/countrys/europe/france/frflags.htm&usg=__vvVLyvfVPMOazVucSEdIZ9il9pg=&h=213&w=320&sz=1&hl=en&start=5&zoom=1&tbnid=pG4SP_iP26KUfM:&tbnh=79&tbnw=118&ei=duvdTsziH4zEtAbkjsmICQ&prev=/search%3Fq%3DFrance%2Bflag%26hl%3Den%26safe%3Dactive%26sa%3DX%26gbv%3D2%26tbm%3Disch%26prmd%3Divns&itbs=1
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Creditors / Investors: How to Assess Risk 
Bank Capital Structure 

Increasing asset encumbrance 

• Almost a quarter of European 
bank assets encumbered excl. 
LTRO 

• ECB funding collateral 
requirements exacerbated by 
significant haircuts 

• Pledged assets in repo 
transactions 

Equity 

Tier 2 

Additional Tier 1 

Senior Unsecured 

Senior unsecured 
creditors were “bailed-

out” together with 
depositors during the 

recent crisis 

Senior Secured 
(Covered bonds + 

repurchase)  

Insured deposits  

 

Encumbrance level -  
Bail-in pressures 

Counterparties 
rating pressures 

Loss absorption pre-determined 
CET1 trigger ([5.125%] CET1 ratio) 

or non-viability 

Loss absorption at non-viability 

Provides cushion for senior 
issuance 

Potentially ranks ahead of AT1/T2 
in case of non-viability 

(depending on circumstances) 

 

 

 

 

Increasing pressure on senior unsecured debt holders going forward: 
− Depositor preference 

− Senior unsecured (together with equity and AT1 / T2) subject to bail-in 

 

 

 

 Senior unsecured:   

– In the pre-“Bail-in” world: risk assessment primarily on a PD (probability of default) basis  

– Going forwards: Focus on Loss Given Default (LGD) in addition to possibility of ‘loss prior to 
default’ 

– Expected loss is a direct function of the relative amounts of  (a) junior capital (regardless of 
form), (b) senior ranking creditors, and (c) encumbrance  

 Reduction of the amount available to unsecured bondholders in case of default 

Limit to funding cost reduction  

 

Regulatory Capital 
pressures 

Derivatives, short-
term obligations (CPs)  

(other deposits)  



Risky business, risky world 
Derivatives and bank capital 
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EC Proposals 
Tracking the EU issues that are critical for corporate end users – the “tangled web” 

Timeline 
Potential impact on corporate 

end users 
Content of proposals Issue 

Applicable 
end of 2012 
(E) 

Applicable 
end of 2012 

 Longer dated transactions lead to much 
higher charges 

 CVA hedging could lead to volatile 
CDS and funding spreads 

 Expected shift to use of bilateral CSAs 

 Increased costs due to higher 
transaction costs required to cover 
dealer-incurred expenses (execution, 
clearing, margin financing) 

 Reduced liquidity of non-standardized 
contracts, which may also impact ability 
of end-users to apply hedge-accounting 

 Fiduciary duties of dealers may impede 
ability to enter into trades - less supply 
& wider bid/offer spreads 

 Potential increases in margining and 
collateral 

 Must avoid “clearing shock” past 
threshold 

 Introduces capital charges related to a deterioration of a 
couterparty’s credit profile as well as it's default risk (CVA add-on) 

 Pricing of derivatives reflects more closely CDS markets 

 OTC derivatives trades to be reported to central trade repositories 
which regulators will have access to.  

 Mandated clearing of "standardized" OTC derivatives through 
central clearinghouses. 

 Contracts entered into by non-financial firms below a 'clearing 
threshold' will not have to be cleared through a CCP. Those 
thresholds were not defined in the proposals. 

 

CRD IV 

Applicable 
end of 2013 
(E) 

 Increase in capital if brought under 
scope of MiFID, e.g. commodities 

 Increased costs due to higher 
transaction costs required to cover 
trading venue incurred expenses of 
increased transparency. reporting 
requirements and conduct rules 

 Broader inclusion of alternative trading venues, specifically broker 
crossing networks and potentially high frequency trading 

 Further trade reporting and transparency requirements – 
tightening of existing waivers 

 Inclusion of equity-like instruments, e.g. depository receipts, 
exchange-traded funds and exchange traded commodities and 
energy certificates. 

Markets in 

Financial 

Instruments 

Directive (MiFID) – 

revision  

OTC Derivatives 

Regulation (EMIR) 
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CRD IV: Focusing on Counterparty Credit Risk 

1. Credit Valuation 

Adjustment (CVA) 

 New capital charge introduced on derivatives to cover mark-to-market volatility in counterparty 

credit spreads 

2. Stressed Parameters  Expected exposures on OTC derivatives calculated using stressed assumptions, including 

increased charges for “wrong way” risk 

Implications for Derivative Counterparties 

1. Pricing of derivative transactions should 

now reflect both: 

i) the cost of hedging CVA exposure (eg. CDS); 

and 

ii) banks’ required hurdle rate on incremental 

RWA under Basel 3 

 

2. Longer dated transaction tenors lead to 

higher CVA capital charges 

3. Higher volatility in CDS leads to higher 

CVA capital charges 

Two key changes to Credit RWAs in respect to end user derivatives 

Description 

Credit Valuation 

Adjustment (CVA) 

 Pre-Basel 3: Capital 

charges only for default 

risk (and ratings 

migration) 

 

 Basel 3: Introduces 

explicit capital charge 

add-on for CVA on all 

OTC derivatives 

transactions 

 CVA risk charge 

calculated using normal 

and stressed market 

assumptions 

 

 

Impact on OCT Derivatives 



Risky business, risky world 
The impact on the real economy and Corporate funding 
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Impact of Basel III: Theoretical RCF Pricing 

Basel Capital Proposal

Quantitative Example

$100M BBB-rated Undrawn Corporate Commitment
Summary of implied costs

Current Proposed Description

Tier 1 Capital
Total Capital $ $2.26 $2.61 Increased PD per Procyclicality proposal
Capital Cost % 8% 12% Narrowing definition of Tier 1 Capital
Tier 1 Capital Cost bps 18.1 31.4

Leverage Ratio
Add'l Capital for Undrawn Portion $ $0.00 $0.31 Undrawn amounts included in leverage ratio
Add'l Capital for HQ Assets $ $0.00 $3.18 HQ Assets from liquidity ratio hit leverage ratio
Total Add'l Capital $ (above Tier 1) $0.00 $3.49
Capital Cost % 8% 12%
Leverage Ratio Capital Cost bps 0.0 41.9

Liquidity Ratio
Liquidity Reserve above Tier 1 $ $7.74 $102.54 High Quality Assets required for 100% reserve
Cost of 1 yr Debt 0.50% 0.50%
Liquidity Ratio Debt Cost bps 3.9 51.3

Total Regulatory Cost of Lending 22 125
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No CSA 

 

10y Interest Rate Swap1 2y FX Forward 10y Cross Ccy Swap 

CVA Capital Charge2 N/A N/A N/A 

Counterparty Capital Charge2 7.2bps 4.8bps 10.6bps 

Funding3 0bps 0bps 0bps 

TOTAL4 7.2bps 4.8bps 10.6bps 

10y Interest Rate Swap 2y FX Forward 10y Cross Ccy Swap 

CVA Capital Charge2 9.7bps 10.7bps 23.3bps 

Counterparty Capital Charge2 7.2bps 4.8bps 10.6bps 

Funding3 0bps 0bps 0bps 

TOTAL4 16.9bps 15.5bps 33.9bps 

Pricing comparison for “BBB” rated client 

Bilateral 

CSA/CCP 

0bps 

0bps 

Uncertain 

Uncertain 

0bps 

0bps 

Uncertain 

Uncertain 

Basel 3 

Projections  

Current 

Market 

Practice 

1. Vanilla 10y USD IRS - Client receives Fixed, pays Floating; Client buys GBP, sells USD, 2yrs forward; 10y USD/GBP Cross Currency Swap – Client 

receives Fixed USD, pays floating GBP 

2. Counterparty Capital charges are based on the following: Return on Capital of 12% and Tier 1 Capital Ratio of 10% 

3. Expected cost of funding assuming symmetrical distribution of future potential exposure (ie. 50/50 probability of client posting/receiving funding 

through the derivative 

4. Excludes additional credit charges banks may impose for expected default risk 

Impact of Basel III: Theoretical Derivatives Pricing 
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Impact of Basel III  - Overview 

Bank impacts Banks mitigants Likely corporate impacts 

Capital • Absolute increase in quantum of bank capital 

• Higher capital charge for counterparty credit 

risk 

• Equity predominant form of capital (also 

deductions) 

• De-risking of bank balance sheet, focusing on 

most capital intensive business (e.g. risky 

exposure in trading books) 

   - Reduction of CASA’s ST debt: -26% (€45 bn) 

   - Reduction of BNPP’s b/s: -10% (€70 bn of weigheted 

assets)  

• Internal capital generation 

• Cost cutting 

 

• Pressure on pricing for corporate 

lending 

• Intensified competition for 

corporate deposits and global 

transactions business (custody, 

payment and cash management and 

clearing operations) 

• Increase of disintermediation  

• Change of loans structure, general-

purpose credit facilities (supposed to 

be fully drawn) may be replaced by 

dedicated credit facilities (drawn at 

10%) 

• Higher charge for derivatives 

transactions without collateral or not 

dealt through central clearing houses 

 

Leverage • Constraint on overall balance sheet 

• Constraint on off-balance sheet and 

contingent liabilities 

Funding / 

Liquidity 

• Better quality capital instruments and 

exclusion of certain forms of hybrid capital – 

higher cost 

• Net stable funding ratio aims to limit reliance 

on wholesale funding 

• Greater demand for retail deposits 

• More long-term funding 

• Establishment of large liquidity buffers 

• Demand for “sticky” deposits 

• Demand for highest quality assets 

• Life insurance cannibalize resources 

• Cancelling commitments, full drawdown on 

credit lines offered to other FI 

• Developing operation relationships with 

corporate depositors 

• Holding more government bonds  

• Term out funding, moving from a duration of 

less than 30 days to over 30 days 

• Reorientation of flows from life insurance to 

bank deposits 

 

 

Sources: HSBC analysis, LMA presentation (Feb11), Basel III and European banking, McKinsey & Company (Nov10), S&P (Sept 11) 

 

• For eurozone corporate borrowers, funding costs could increase in aggregate by between €30 bn and € 50bn 

• Between €9 bn and €14 bn for US corporate borrowers 

• Representing an increase of between 10% and 20% over current interest costs for corporate borrowers for Europe and the 

US, depending on banks’ return on equity targets of 8% to 15% 
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Disclaimer 

This document is issued by HSBC Bank plc (“HSBC”).  HSBC is authorised and regulated by the Financial Services Authority (“FSA”) and is a member of the HSBC Group of companies (“HSBC 
Group”).   

This document is for information and discussion purposes only and does not constitute (i) an invitation or inducement to engage in investment activity or (ii) an offer, solicitation or invitation by HSBC or 
any of its officers, employees or agents for the sale or purchase of securities or any of the assets, business or undertaking described therein. 

This document is directed only at, and made only to Professional Clients or Eligible Counterparties within the meaning of the Markets in Financial Instruments Directive 2004/39/EC (“MiFID”) (together, 
the “Relevant Clients“) and is not intended for distribution to, or use by Retail Clients. Any person who is not a Relevant Client should not act or rely on this document or any of its contents. This 
document also is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution would be contrary to law or regulation. 

HSBC has based this document on information obtained from sources it believes to be reliable but which have not been independently verified.  Any charts and graphs included in this document are 
from publicly available sources or proprietary data. HSBC does not make any representation or warranty (express or implied) of any nature or accept any responsibility or liability of any kind for the 
accuracy or sufficiency of any information, statement, assumption or projection in this document, or, except in the case of fraudulent misrepresentation, any loss or damage (whether direct, indirect, 
consequential or other) arising out of reliance upon this document. Any reference in this document to particular proposed terms of transaction is intended as a summary and not a complete description. 
Terms or characteristics of any proposed transaction are subject to change.  HSBC is under no obligation to keep current the information in this document.  You are solely responsible for making your 
own independent appraisal of and investigations into the products, investments and transactions referred to in this document and you should not rely on any information in this document as 
constituting investment advice.  Neither HSBC nor any of its affiliates are responsible for providing you with legal, tax, accounting or other specialist advice and you should make your own 
arrangements in respect of this accordingly.  The issuance of and details contained in this document, which is not for public circulation, does not constitute an offer or solicitation for, or advice that you 
should enter into, the purchase or sale of any security, commodity or other investment product or investment agreement, or any other contract, agreement or structure whatsoever.   

Investments can fluctuate in price or value and prices, values or income may fall against an investor’s interests. Changes in rates of exchange and rates of interest may have an adverse effect on the 
value, price or income of these investments. Past performance is not a guide to future performance. Investments, which are illiquid, may be difficult to sell or realise; it may also be difficult to obtain 
reliable information about their value or the extent of the risks to which they are exposed. Contingent liability transactions may result in the loss of all the amount originally invested or deposited, and 
may also require future payments to be made by the investor.  Any forward-looking information contained in this presentation has been prepared on the basis of a number of assumptions any of which 
may prove to be incorrect, and accordingly actual results may vary. 

Reproduction of this document, in whole or in part, or disclosure of any of its contents, without the prior consent of HSBC or any associate, is prohibited. Unless governing law permits otherwise, you 
must contact a HSBC Group member in your home jurisdiction if you wish to use HSBC Group services in effecting a transaction in any investment mentioned in this document.  

The foregoing does not exclude or restrict any obligation that HSBC may have under the rules of the FSA, or any liability that it may incur under the FSA Rules or the Financial Services and Markets 
Act 2000 (or any amendment thereof) for breach of any such obligation. 
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• OTC Derivatives: why are the regulators worried 

• OTC Derivatives: what is happening?

• Effects on the wider business environment

• What does the UK industry say?

Agenda



OTC DERIVATIVES: 
WHY ARE THE REGULATORS WORRIED?
… AND WHY IT SHOULD BE ON YOUR RADAR TOO!
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Driver for OTC Derivatives Regulation

G20 focused on the role that Derivatives played in the financial crisis – in 
particular AIG and Lehman Brothers

Source: Bank for International Settlements, Quarterly Review June 2009

614 AIG SAGA SHOWS 
DANGERS OF CREDIT 

DEFAULT SWAPS 
Financial Times, Mar 2009

TRANSPARENCY OF 

DERIVATIVES BECOMES KEY 

BATTLEGROUND

Financial Times, Mar 2010

LEHMAN EXPOSES RISKS IN CREDIT DEFAULT SWAPSFinancial Times, Oct 2008

Over-the-counter Derivatives Contracts (Notional amounts outstanding)
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66

• Global derivatives reform: EU Market Infrastructure Regulation (EMIR) 
and Dodd-Frank Act reforms 

• Basel III: new capital, leverage and liquidity regime plus G-SIB 
requirements 

• MiFID II

• Bank resolution regimes

• National initiatives :


 

Vickers report, 


 

Volcker rule (may affect all USD accounts and all banks doing business in the 
US)


 

Financial Transactions Tax, etc. 

A Permanent Structural Change in the Landscape



OTC DERIVATIVES: 
WHAT IS HAPPENING?
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EMIR: Central Clearing

Key Themes

• Standardisation of derivative contracts – focus on central clearing

• Central clearing – Exchange or OTFs/SEFs
- Likely corporate exemption
- De minimis threshold for non-hedges (anti-avoidance)

• Trade Reporting – all trades

Where are we in the process?

• Initial proposals left many issues up to regulators (CFTC, SEC, etc)

• Likely phased approach from early 2013, by type of counterparty and contract

• Temporary uneven landscape

• Contracts must be capable of being cleared – currently only vanilla contracts

• Clearing houses gearing up, e.g. NDFs, interest rate swaptions

Which Services Will Banks Provide?
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EMIR: Corporate End-User Impact

Derivative regulation will directly impact financial institutions, who must determine their 
response in the next  12-18 months. ‘Non Financials’ are largely exempt, but will be 
indirectly affected



 

Significant increase in capital cost for non- 
cleared OTC contracts under Basel III



 

The change from bilateral to central-clearing 
reduces counterparty risk and capital charges, 
but may lead to increased costs from collateral, 
clearing fees and infrastructure investment, as 
well as wider bid/offer spreads, especially for 
large trades



 

Significant incentive for Banks to reduce RWAs 
by moving OTC Derivative exposures to a 
collateralised or Cleared environment

DISADVANTAGESADVANTAGES



 

Largely exempt from regulations, but likely to 
be impacted indirectly by regulatory 
developments



 

FX (Spot, Forward and Swaps) most likely to 
be exempt, but even if not, the corporate 
exemption takes precedence.



 

Although not mandatory for corporates to 
exchange-trade (or centrally-clear derivatives), 
market dynamics may make this attractive in 
future:



 

Lower execution spreads


 

Reduced counterparty risk



 

Can continue to use derivatives on an OTC 
bilateral basis and not obliged to centrally-clear
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The Effect of the Basel Accord on Corporates

BASEL ACCORD

CAPITAL LIQUIDITY LEVERAGE

MACRO ECONOMY DERIVATIVES PRICING LENDING

Companies looking to 
raise funds overseas 
and swap it back into 
their home currency

Manufacturers who 
need to hedge 

commodity price 
fluctuations

Exporters who need to 
hedge foreign 
exchange risks 
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LCR: Liquidity Coverage Ratio

• Pool of liquid assets sufficient to meet expected net cash outflows over a stressed 30-day 
period: 

• 1 January 2015 … BUT equity and debt analysts already prepare pro-forma full compliance 
numbers

Liquidity Pool
• Must be run as a separate asset pool controlled by group treasury 
• Must generally be central bank eligible 
• At least 60% of the pool must be cash and sovereigns 
• Remainder may be: 


 

non-financial "plain vanilla" corporate bonds 


 

covered bonds rated AA- and above 


 

Both subject to 15% haircut 
• Bonds must have proven marketability and stability 

Stress Means 
• Partial loss of deposits 
• 3-notch ratings downgrade and resulting collateral calls 
• 100% calls on committed liquidity facilities 
• Loss of access to short-term money market 
• Loss of all secured funding secured by non-governments
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THIS IS WHY THE LIBOR CURVE IS SO STEEP (1M LIBOR LOW, VS 3M LIBOR HIGH)

LCR: Use of Deposits by Banks

£ RAISED FROM SHORT TERM (< 30 DAY 
RESIDUAL MATURITY)

CAN FUND 
BUSINESS UP TO:

MUST GO IN 
LIQUIDY POOL UP 

TO:

Retail or SME insured deposits £95 £5

Corporate Operational Account £75 £25

Corporate Treasury £25 £75

Interbank or Financial Institution Deposit £0 £100
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Net Stable Funding Ratio – Effect on Lending

Assets not monetisable within one year must be covered by stable funding : 1 January 2018… 
BUT equity and debt analysts already prepare pro-forma full compliance numbers

RESIDUAL MATURITY

ASSET LESS THAN 1 
YEAR

MORE THAN 1 
YEAR

Cash, money market instrument 0%

Bonds

Government bonds of AA and better with an active repo market 0% 5%

Corporate bonds of AA and better with an active repo market 0% 20%

Corporate bonds of AA- to A- with an active repo market 0% 50%

Other corporate bonds 0% 100%

Loans

Loans to financial institutions 0% 100%

Loans to non-financial institutions 50% 100%

Loans to retail borrowers 85% 100%

Retail mortgages 65%
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• Quality of capital: what qualifies and what does not?


 

£1 of B2 capital = £0.60 of B3 capital
• Increase in total % capital required: up from 8% to 13% (potentially more)



 

Proportion of core equity up from 3.5% to nearer 10%
• Additional risk weights for uncollateralised OTC derivatives

• Key factors impacting the cost


 

Counterparty credit quality (lower rating; counterparties with no liquid CDS 
market) - no benefit is given to seniority in capital structure


 

Maturity


 

Type of instrument (Rates / FX / Commodities)


 

Expected exposure (market movements and funding position)

Capital : Significant Increases in Requirements
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What can Treasurers do?

• Costs for corporate hedgers could be 
prohibitive – especially accessing 
foreign capital markets

• Discouraging hedging by corporates, 
who represent less than 10% of the 
market volume

• Posting collateral and exposure to 
unacceptable levels of cash flow risk 
– putting the real economy at risk, 
and increasing cost of capital (both 
debt and equity)

• Cease to hedge
• Greater use of natural hedges
• Greater use of purchased options e.g. 

Caps/ Swaptions /Limited Liability Swaps
• Pay-as-you-go structures (e.g. inflation 

swaps)
• Credit breaks
• Variable costs clause dependent upon 

regs
• Lobby politicians
• If all else fails, collateralise or clear 

centrally (if possible)

UNINTENDED 
CONSEQUENCES

POTENTIAL 
ACTIONS
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X-Currency 
Swap (5Y)

Interest 
Rate Swap 

(5Y)

FX 
Forward 

(1Y)

Fuel 
Hedge 
(1Y)

Trade Size £200m £100m £300m £100m

Initial Margin 10% 3% 5% 8%

OTC Credit 
Charge 0.25% 0.08% 0.05% 0.25%

Working capital £50m
Cash Yield 0.75%
Assets £1,000m

Total Debt £400m

Cost of 1Y Debt 2.0%

Cost of 5Y Debt 5.0%

Equity £600m
Cost of Equity 10%

Tax 20%

ROE 10%
PBT £60m

Undrawn Fee 0.50%

COMPANY ASSUMPTIONS

16

COST & CONTRACT ASSUMPTIONS

• Generic company with 40% debt to total assets

• 50% of debt is raised in foreign markets

• Remainder is 50% swapped to fixed

• Sizable FX exposure 

• Hedges fuel costs through oil derivatives

• Should it pay additional Basel III costs, or should it opt 
for central clearing?

To Clear or Not to Clear…
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BORROW EPE AT COST OF DEBT AND OBTAIN COMMITTED LINES FOR PFE

COST TO PLACE ON 
EXCHANGE

COST DUE TO OTC  
CREDIT CHARGES DIFFERENCE MULTIPLE

1Y £2.00m £0.98m £1.02m x2

2Y £2.14m £0.98m £1.16m x2

3Y £2.28m £0.98m £1.30m x2

4Y £2.33m £0.98m £1.35m x2

5Y £2.37m £0.98m £1.39m x2

• Initial margin and variation margin required in cash

• Assume margin is financed through term money for XCCY swap and IRS; but with 1yr money for 
FX and commodity hedges

• Does not include cost differential of secured clearing house versus unsecured bank counterparty 

• One can change the assumptions, but on balance clearing is likely to be more expensive 
financially:



 

Cost of carry of collateral, which must be readily available in case markets move



 

Potential higher financial risk may in itself push up the cost of equity and debt



 

… and non-financially through the lingering concern about cash flow disruption caused by 
market dislocation

To Clear or Not to Clear…



EFFECTS ON THE WIDER 
BUSINESS ENVIRONMENT
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How Can Banks Meet the New Requirements?

Capital
• Various alternatives
• Improving profitability
• Issuing equity is currently very costly
• Realigning balance sheet
• Pressure on banks’ balance sheet size 

Liquidity
• Various alternatives
• Improving cash flow
• Realigning balance sheet
• Pressure on banks’ balance sheet size

MEANS EFFECTIVE MONETARY TIGHTENING WHEN WE NEED THE OPPOSITE
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UK M4 Money Supply, % Change Y/Y

Source: Lloyds Bank WBM
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Underlying Credit Conditions Differ Significantly 
Across Major Western Economies

Source: Lloyds Bank WBM

Euro Area: Bank Lending to Business US and UK Bank Lending to Business



WHAT DOES UK INDUSTRY SAY?
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Regulation – A Key Concern for UK Business (1)

ISSUES FACING COMPANIES

What do you see as the most important issues facing your company today?

Base: British Captains of Industry (100), interviewed Sep-Dec 2011
Source: IPSOS MORI
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REGULATION

To what extent do you agree or disagree with the following statement:
‘The level of regulation in the UK is harming the British economy’

Base: British Captains of Industry 2011 (100), interviewed Sep-Dec 2011
Base: British Captains of Industry 2010 (102), interviewed Sep-Dec 2010
Source: IPSOS MORI

Regulation – A Key Concern for UK Business (2)
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Closing Remarks

• The new regulations are far reaching. They are game changers

• Those who try to wear blinkers will be found out

• There are two stages to responding: 

- while the regulations are being drafted – try to influence them for 
the better

- once they are set – be wise in your approach – do your homework 
and make sure you end up with a winning solution for both you and 
your service providers

• Fully cost the effect of central clearing before taking the plunge
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Turning Up the Heat – the New 
Regulatory Landscape 
 

ACT Annual Conference 2012 
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Agenda 

• Key regulatory changes from a Treasurer’s perspective 

• Resultant issues facing Treasurers 

• What is Virgin Media doing in response? 

• What might our industry as a whole do in response? 

 



Key regulatory changes 

• Increasing capital requirements/limits to leverage 

- $1.3 trillion additional Core Tier 1 capital needed by 2015 

• Insistence on higher percentage of highly liquid assets 

- Must survive acute short-term stress for 30-day period, retaining High Quality Liquid Assets 
(HQLA) to offset such potential outflows  

• OTC derivatives regulation 

- On average, more than doubling of risk-weighting for uncollateralised OTC derivatives 

• Prospect of transaction taxes 

- Schaeuble pessimistic for prospects but, if implemented, could undo global integration of 
capital markets 

- Further impairment to efficient movement of capital? 

• Increase in documentation burden 

- SOX writ large… 



A common theme… 

As a personal view, the changes on the previous slide run a high risk of once again 
proving The Law of Unintended Consequences 

• Represent an emphasis on the prescriptive, as opposed to demanding greater 
transparency, where investors can make individual, informed decisions as to the 
risk-reward balance they seek, and the associated consequences thereof 

• Net effect has been to reduce availability of debt funding, at increased cost, with 
the attendant misallocation of resources which inevitably results from such 
legislation – however well-intended 

• …And, despite government claims to the contrary, may be making the system 
riskier over the long-term 

 



US Treasury points to the ostensible success of 
TARP… 

http://www.treasury.gov/connect/blog/PublishingImages/USEcon7FinancialRescue.jpg


…even as the Fed suggests it increased the risk of 
loans made by large and medium-sized banks 



Treasurers face issues on both the macro-level… 

• Tighter fiscal policy – albeit with some relief in the form of looser monetary policy 

• Slower economic growth (0.5-2.5% knock to GDP growth; IIF September 2011) 

 



…And the industry level… 

• Shrinking balance sheets, especially for undrawn facilities 

- €1.6-3 trillion deleveraging in Europe across next couple of years, putting up to €1 trillion of 
funded loans at risk  

• ECB LTROs should enable continued lending to the ‘real economy’ but will banks 
do so, or continue to redeposit such funds with the ECB, when confronted with: 

- Regulatory uncertainty, including but not limited to charges by type of capital allocated 

- Interaction of individual pieces of regulation 

• Retrenchment to national borders  

• Ever-tighter linkage between balance sheet and ancillary income 

• Focus on defensive business models 



…Leading to the prospect of higher costs… 

• Lending Spreads 

- Estimated increases range from 15-500+ bps, with IIF mid-range estimate of ~250 bps 
US/330 bps EU  

• OTC/Credit Derivatives 

- S&P estimate 4-6x increase in credit-related charges for longer-dated trades  

• Trade Finance 

- Material cost increase expected over Basel II capital requirements 

• Hedge Funds 

- Prime brokerages ‘preparing to hit clients with across-the-board increases in the cost of 
trading’, possibly ‘killing’ trading in mortgage-backed securities, and causing convertible bond 
arbitrage ‘to suffer’ 

 



…With a few of those unintended consequences 
already present, in the form of higher spreads 



So, what is VMED Treasury doing in response to 
these changes? 

At a strategic level: 

• ‘Playing what’s in front of us’ – whatever one thinks of QE, it has made money 
cheaper, and we have sought to capitalise thereon 

• Remaining proactive – notwithstanding improvement in WAM and WACD over last 
few years, we continue further to improve our capital structure wherever it is 
economic to do so 

• Steady progress toward public target of ~3x Net Leverage by mid-2013/associated 
cultivation of Rating Agencies – prudent policies, combined with ‘no surprises’ 
approach, expands cost-effective access to markets for a variety of purposes, thus 
reducing WACC as a whole 

• Business model based on multiple sources of modest top-line growth, with 
relentless focus on ensuring high levels of conversion into robust FCF growth 



And at a more tactical level… 

Specific capital structure decisions also reflect these changes: 

• Have adopted ‘US model’, with ~80% of gross debt (including undrawn £450 million 
RCF) in non-bank form  

- Average US corporate 70/30 capital markets/bank per Lloyds Bank 

- Per Fitch, only 36% of EMEA corporate bonds are issued by industrial companies compared 
with 68% in the US 

• ‘Playing’ in wide range of debt capital markets – Bank, Finance Lease, SSB, HYD, 
and Convert; $ and £ 

• Next Senior Credit Agreement – how might it be the same/differ from now, 
assuming we maintain a bank facility? 

- Continued geographic dispersion across US/UK/Europe likely preferred  – but some 
European (and other?) banks seeking to retrench geographically? 

- Smaller number of banks? – to some extent, a function of changes in the industry; may also 
proactively seek to concentrate ancillary business with smaller group of lenders 

- High level of emphasis placed on areas of execution expertise aligned with predominant 
sources of expected non-bank funding likely continued 



…With a continued backdrop of evolving 
counterparty risk 

• Increased vigilance WRT counter-party risk – multiple methods; including 
dispersion of both cash balances and swap exposures across relatively strongest 
banks, evaluation of creditworthiness by varied metrics (CDSs, ratings), and ‘action 
triggers’ based on CDS levels 

• Mutual break clauses in derivatives 

• Allowing ourselves a degree of additional latitude in cash investments, seeking 
monthly average yields  in excess of that offered by clearing banks – increased 
deployment of cash in (e.g.) AAA-rated money market funds 

 



What might we do as an industry? 

• Urge careful consideration of all stakeholders before moving to regulate, including 
thorough assessment of possible consequences as well as benefits, in a dynamic 
environment 

• Seek to channel regulatory energies toward transparency, rather than 
prescriptiveness  

• Support – through both time and direct funding – enhancement of financial 
acumen, ideally in partnership with government: 

- The importance of international trade 

- An end to the entitlement culture – whether for individuals, or for corporates 

- Incentives for success, which in turn enhances competitiveness 



Selected sources 

• ‘Demystifying the Regulatory Landscape’, Johann Kruger, Lloyds Bank, 25th 
January 2012 

• ‘The Road to Basel 3’; Tom Joyce, Michael Dyadyuk, and Javier Guzman; 
Deutsche Bank Capital Markets and Treasury Solutions, January 2012 

• US Department of the Treasury, ‘The US Economy in Charts’, February 2012 

• Board of Governors of the Federal Reserve System, ‘The Effect of TARP on Bank 
Risk-Taking’, March 2012 

• Euroweek 2012 Outlook, Toby Fildes, ’12 for 2012: What to Watch Out for in the 
Coming Year’, January 2012 

• ‘Hedge Funds Face Higher Trading Costs’, Sam Jones, Financial Times, 25th 
March 2012 
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Setting the stage – the macro 

outlook for China 

Anna Stupnytska, Executive Director and Macro 

Economist, Office of the Chairman, GSAM 
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Country Classification  
by 2010 GDP Share 

Source: GSAM 
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Some countries are no longer emerging—we call them Growth Markets 
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Change in US$ Size of  
GDP from 2001 to 2010 
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Last decade China added more to global GDP than the US 



    5 

This information discusses general market activity, industry or sector trends, or other broad-based economic, market or political conditions and should not be construed as research or investment advice.   
Please see additional disclosures. Any reference to a specific company or security does not constitute a recommendation to buy, sell, hold or directly invest in the company or its securities.  

For The International Association of Financial Executives Institutes use only – not for further distribution 

Change in US$ Size of  
GDP from 2011 to 2020 
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In the current decade China’s contribution to global GDP could be larger than  

that of US and Euro area combined 
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China vs European Periphery 
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This year BRICs can create another Italy  
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Getting Conditions Right: The 
Growth Environment Score (GES) 

Source: GS Global ECS Research 

 

 Political Conditions: political stability, rule of law, corruption 

 Macroeconomic Stability: inflation, government deficit, 

external debt 

 Macroeconomic Conditions: investment rates, openness 

 Human Capital: schooling, life expectancy 

 Technological Capabilities: PC, mobiles, internet, servers 

 Microeconomic Environment: patents, R&D, cost to start a 

business, urbanisation 

 

 

The GES helps us assess countries’ abilities to realise their growth potential 
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BRICs & N-11 2011 Growth 
Environment Score (GES) 
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Source: GS Global ECS Research 
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GES for Growth Markets (and US) 

Source: GS Global ECS Research 

Korea China Brazil Mexico Russia Turkey Indonesia India United States

Headline 7.7 5.4 5.4 5.0 4.9 4.9 4.5 3.9 7.0

Rule of Law 7.0 4.3 5.0 3.9 3.4 5.2 3.7 4.9 8.2
Corruption 5.8 3.8 5.1 4.3 2.9 5.0 3.5 4.0 7.5
Political Stability 5.9 4.5 4.3 3.1 2.5 2.4 2.7 3.1 6.8
Government Deficit 5.8 3.8 3.6 2.8 3.2 3.6 4.4 0.8 0.0
Inflation 10.0 10.0 9.7 9.9 9.2 8.7 9.7 7.8 9.7
External Debt .. 9.3 8.6 8.4 7.5 6.3 7.5 8.5 ..
GFCF 5.7 9.1 3.7 4.0 4.4 3.7 6.4 5.9 2.9
Openness 4.7 3.6 1.8 3.7 2.3 2.6 2.8 2.7 2.0
Life Expectancy 9.1 7.6 7.6 8.3 6.7 7.7 6.7 6.0 8.6
Schooling 9.5 6.5 8.0 6.7 7.3 7.1 6.1 4.7 8.9
Mobiles 9.8 5.6 9.0 7.5 10.0 8.7 6.7 4.5 8.9
Computers 10.0 0.7 2.1 1.9 1.7 0.8 0.3 0.4 10.0
Internet 10.0 3.3 4.5 3.0 3.4 4.2 1.0 0.6 9.0
Servers 5.1 0.0 0.2 0.1 0.1 0.4 0.0 0.0 10.0
Patents 10.0 1.6 0.8 0.8 1.8 0.3 0.1 0.2 9.9
R and D 8.0 3.7 2.7 0.9 2.6 2.1 0.2 2.0 7.1
Cost of Business 8.5 9.6 9.3 8.8 9.7 8.3 7.9 4.4 9.9
Urbanization 9.1 5.0 9.6 8.6 8.1 7.7 6.0 3.3 9.1

China has already succeeded in a number of growth areas but more progress is needed 
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GDP Forecasts 

GSAM Consensus GSAM Consensus
US 3.0 1.7 2.5 2.3 2.5 2.6
UK 1.4 0.9 1.0 0.6 1.8 1.8
Canada 3.2 2.4 2.2 2.1 2.5 2.3
Euroland 1.8 1.6 -0.4 -0.4 1.0 0.8
Japan 4.0 -0.8 1.9 1.9 1.3 1.5
Brazil 7.5 3.0 3.6 3.3 5.0 4.4
China 10.3 9.2 8.2 8.4 8.0 8.6
India 10.1 6.9 7.2 6.8 8.0 7.2
Russia 4.0 4.2 4.0 3.7 5.0 3.8
Mexico 5.4 3.9 3.6 3.4 3.8 3.4
Korea 6.2 3.7 3.4 3.1 4.8 3.9
Indonesia 6.1 6.4 6.0 6.0 6.1 6.4
Turkey 8.9 8.5 3.0 2.0 5.0 4.8
Advanced 2.9 1.3 1.4 1.2 1.8 1.8
BRICs 8.9 7.5 7.0 7.0 7.4 7.3
Growth Markets 8.3 7.0 6.4 6.3 6.9 6.8
World 5.1 3.8 3.6 3.5 4.1 4.1
* Consensus Economics. Data as of March 2012.
Source: GSAM and Consensus Economics

2012
2010 2011*

2013

We expect a soft landing in China, with focus on quality rather than quantity of growth 
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Inflation Forecasts 

US 1.9 1.7 3.2 2.3 2.0
UK 2.1 3.4 5.3 3.1 2.6
Canada 0.8 2.2 2.9 2.0 1.9
Euroland 0.9 2.2 2.6 2.1 0.8
Japan -1.7 -0.4 -0.3 -0.2 0.0
Brazil 4.3 5.9 6.5 5.3 5.2
China 0.7 4.7 5.4 3.3 3.7
India 15.0 9.5 8.3 8.4 7.0
Russia 8.8 8.8 6.8 6.6 6.1
Mexico 3.6 4.4 3.2 3.8 3.7
Korea 2.8 3.5 4.4 3.2 3.1
Indonesia 2.8 7.0 5.4 5.2 5.3
Turkey 6.5 6.4 6.3 9.1 6.6
Advanced 1.1 1.7 2.7 1.9 1.4
BRICS 5.2 6.4 6.3 5.0 4.8
Growth Markets 4.9 6.1 6.0 5.0 4.7
World 2.6 3.5 4.1 3.3 2.9
* Consensus Economics March 2012
Source: IMF and Consensus Economics

2013*2011* 2012*2009 2010

Benign inflation environment globally creates scope for more proactive monetary policy easing 
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GDP Growth Drivers 

Source: Haver Analytics 
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A shift towards consumption in China has been pronounced since the crisis... 
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Change in Real Retail Sales 

Source: National Sources, GS Global ECS Research. 
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BRICs Real Consumption Could 
Double by the End of the Decade 

0

4,000

8,000

12,000

16,000

20,000

US Euro 
Area

Japan BRICs Growth 
Markets

N-11

2010 
US$ bn 2010

2020

2025

Source: GS Global ECS Research, and GSAM calculations

Source: National Sources, IMF, GS Global ECS Research, GSAM calculations 

China’s consumer is set to rise dramatically 
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Germany’s Exports  
to Key Destinations 
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China and other BRICs are becoming the major export destinations in the  

developed world, particularly Germany... 
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US Exports to Key Destinations 
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China Lead Indicators 
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China leading indicators point to soft landing 
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China Financial Conditions Index 
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The financial conditions are still tight, offering scope for meaningful easing  
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Fiscal Policy Options 

Source: IMF, Bloomberg, Haver Analytics and GSAM calculations 

0

20

40

60

80

100

120

140

-10

-8

-6

-4

-2

0

2

4
% GDP

Budget Deficit*

Primary Deficit*

Gross debt (RHS)

% 

*Cyclically Adjusted

Growth Markets have fiscal policy options 
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Challenges 

 

 Transition towards a new growth model and related 

reforms 

 

 Political transition and policy direction 

 

 RMB internationalisation and opening up of capital 

markets 

 

 
Source: GS Global ECS Research 

China’s challenges 
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Global debt outstanding 
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Source: Bank for International Settlement, as of Sep 2011.  
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Market size and growth rate 
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Source: WIND, as of March 2012. Source: WIND, as of Jan 2012 
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Yields in the CNY market 
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Goldman Sachs business principles 

 communities and cultures in which we operate. That means we must attract, 

retain and motivate people from many backgrounds and perspectives. Being 

diverse is not optional; it is what we must be. 

8. We stress teamwork in everything we do.  While individual creativity is 

always encouraged, we have found that team effort often produces the best 

results.  We have no room for those who put their personal interests ahead 

of the interests of the Firm and its clients. 

9. The dedication of our people to the Firm and the intense effort they give their 

jobs are greater than one finds in most other organizations.  We think that 

this is an important part of our success. 

10. We consider our size an asset that we try hard to preserve.  We want to be 

big enough to undertake the largest project that any of our clients could 

contemplate, yet small enough to maintain the loyalty, the intimacy and the 

esprit de corps that we all treasure and that contribute greatly to our success. 

11. We constantly strive to anticipate the rapidly changing needs of our clients 

and to develop new services to meet those needs.  We know that the world 

of finance will not stand still and that complacency can lead to extinction. 

12. We regularly receive confidential information as part of our normal client 

relationships.  To breach a confidence or to use confidential information 

improperly or carelessly would be unthinkable. 

13. Our business is highly competitive, and we aggressively seek to expand our 

client relationships.  However, we must always be fair competitors and must 

never denigrate other firms. 

14. Integrity and honesty are at the heart of our business.  We expect our people 

to maintain high ethical standards in everything they do, both in their work for 

the firm and in their personal lives. 

1. Our clients’ interests always come first.  Our  experience shows that if we 

serve our clients well, our own success will follow. 

2. Our assets are our people, capital and reputation.  If any of these is ever 

diminished, the last is the most difficult to restore.  We are dedicated to 

complying fully with the letter and spirit of the laws, rules and ethical 

principles that govern us.  Our continued success depends upon unswerving 

adherence to this standard. 

3. Our goal is to provide superior returns to our shareholders.  Profitability is 

critical to achieving superior returns, building our capital, and attracting and 

keeping our best people.  Significant employee stock ownership aligns the 

interests of our employees and our shareholders. 

4. We take great pride in the professional quality of our work.  We have an 

uncompromising determination to achieve excellence in everything we 

undertake.  Though we may be involved in a wide variety and heavy volume 

of activity, we would, if it came to a choice, rather be best than biggest. 

5. We stress creativity and imagination in everything we do.  While recognizing 

that the old way may still be the best way, we constantly strive to find a better 

solution to a client’s problems.  We pride ourselves on having pioneered 

many of the practices and techniques that have become standard in the 

industry. 

6. We make an unusual effort to identify and recruit the very best person for 

every job.  Although our activities are measured in billions of dollars, we 

select our people one by one.  In a service business, we know  that without 

the best people, we cannot be the best firm. 

7. We offer our people the opportunity to move ahead more rapidly than is 

possible at most other places. Advancement depends on merit and we have 

yet to find the limits to the responsibility our best people are able to assume. 

For us to be successful, our men and women must reflect the diversity of the  
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