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Abstract

After the financial crisis of 2008, global capital market banks
have been the focus of a battery of new regulatory initiatives
coming from international organizations and national regula-
tors. Assertive supervision, limitations on permissible activi-
ties, higher capital, and improved liquidity standards were in-
tended to reduced systemic risk to the global financial system
and make it far less likely that banks will need to be assisted
by governments in the future. As a result of these changes,
stability has returned to the global banking industry. But the
regulatory measures combined with the slow global economic
recovery have led to a prolonged decline in the performance
of the capital markets business. Indeed, the increased regu-
latory burden has rendered the banks themselves economi-
cally unviable and, therefore, considerably less safe than they
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were. Capital market banks, therefore, face the painful task of
changing their business strategies and component configura-
tions, a task that most have avoided addressing meaningfully.
This paper discusses the evolution of bank regulation through
the financial crisis and demonstrates how it has affected the
market leaders that have been unable for several years to
achieve returns on equity equal to the cost of that equity, and
whose stock prices currently average only 77 percent of book
value. It also discusses the strategic change options available
to the banks.

1 Brad Hintz was until 2015 Senior Banking Industry Analyst at Sanford Bernstein.
Roy C. Smith is a former General Partner of Goldman, Sachs & Co.
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INTRODUCTION

After the great crash of 1929, Wall Street was pilloried for its
excesses and blamed for the Great Depression that followed,
despite plenty of evidence that missteps by the Federal Re-
serve were at least partly responsible. But the blame brought
with it the most extensive financial reforms ever enacted by
any country. These included the omnibus Banking Act of 1933,
which reformed and fortified the Federal Reserve System, in-
troduced federal deposit insurance, and prohibited commer-
cial banks from participating in most capital market activities
through its Glass Steagall provisions.

Glass Steagall remained in place for sixty-six years. For the
first fifty of those years, it helped to keep the U.S. banking
system safe and sound, and there were very few bank failures.
Most banks were content to follow the rules, to pay decent
dividends, and to grow only at about the same rate as the
economy.

But this cautious operating policy changed in the 1970s. Wal-
ter Wriston, CEO from 1967-1984 of First National City Bank
of NY (later Citicorp) introduced the idea that banks too could
be “growth stocks” if they were well managed and captured
opportunities to expand overseas and beyond traditional reg-
ulatory limitations in the U.S. Growth stocks were then thought
to be companies that could generate annual profit growths of
15% or more indefinitely.

Growth became the mantra of Citicorp and its many banking
competitors. Lending rapidly expanded into recycling “petro-
dollars” into large loans to less developed countries, and to
commercial real estate and oil and gas production across the
U.S., invigorating a boundary dispute between banks, thrifts,
securities firms, and insurance companies as the largest banks
attempted to expand their business footprint.

A FORGOTTEN BANKING CRISIS

Continental Illinois Bank and Trust, the seventh largest bank
in the US, aggressively followed the Citicorp model. For it to
grow at 15% per year, however, it would have to double earn-
ings every five years, which meant doubling the size of the
balance sheet that the bank had taken almost a hundred years
to assemble. To do this, the bank would have to waive tradi-
tional credit concerns in the interest of booking the new loans.
Soon, the bank’s capabilities to manage and control credit risk
went by the board. “Our systems broke down. It was a terrible
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mistake,” said Roger Anderson, Continental lllinois’ chairman,
when describing the extraordinary growth of the bank’s ex-
posure to failing energy loans in 1984 that ultimately led to
a run on its institutional funding sources and its takeover by
the Federal Deposit Insurance Corp. and the Federal Reserve
[Lascelles (1982)]. After its collapse, it soon became apparent
that dozens of other important commercial banks had similar
loan portfolio problems and had to be shored up, merged with
others, or subjected to special regulatory attention in order to
avoid failure [Smith (1993)].

For the next decade, U.S. commercial banks were in the penal-
ty box, unable to grow their balance sheets and losing market
share to investment banks that had devised a number of prod-
ucts to enable corporations to bypass the bank’s wholesale
lending business and finance in capital markets. The SEC’s
Rule 415 (shelf registration) considerably eased the issuance
of corporate bonds; commercial paper (short term promisso-
ry notes) displaced bank working capital loans; medium term
notes replaced bank term loans; and “securitization” enabled
the sale of long-term bonds backed by packages of mortgag-
es or other assets [Smith (1993)].

REPEAL OF GLASS-STEAGALL

By the early 1990s, the banks claimed that they had reformed
and returned to the basics of “good” banking. They were fi-
nancially solid once again, they said, but capital market dis-
intermediation and competition from investment banks and
foreign banks not subject to Glass-Steagall were killing their
businesses, and they needed relief. They wanted Glass-Stea-
gall to be repealed so that they could freely compete in capital
markets with the others.

Opposition to repeal gradually melted away as regulatory
policy shifts occurred. In 1987, the Federal Reserve allowed
limited underwriting activity by banks under provisions of
the Glass Steagall (Section 20) that allowed for exceptions.
By 1988, Alan Greenspan, Chairman of the Federal Reserve,
was supporting the call for deregulation, stating that the “...
near-complete repeal of the Glass-Steagall Act allows for a
market-driven evolution of financial services and products”
[Berry (1988)]. Greenspan and others believed that repeal
would increase competition in financial services and that mar-
ket forces would carefully monitor banks and punish any un-
wise or unsafe activity.

Over the next decade, banks gained support for repeal within
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the Executive branch and in Congress. In 1995, U.S. Treasury
Secretary Robert Rubin announced his support for the end of
Glass Steagall [Roberts (2014)]. The catalyst for final removal
came from the announcement in 1998 that Travelers Insurance
(which had previously acquired Smith Barney, a broker, and
Salomon Brothers, a major investment bank) would merge
with Citicorp. The transaction was prohibited by Glass Stea-
gall, but the parties structured their deal so that it would be
undone if the law was not repealed, which, it was.

The Citicorp/Travelers merger created Citigroup, the world’s
largest “diversified financial services company,” one that was
active in banking, insurance, capital markets, and asset man-
agement, at both retail and wholesale levels, in the U.S. and
overseas.

The merger triggered a number of similar cross-industry com-
binations in the U.S. and in Europe. One by one the leading
banks decided to deemphasize the stodgy ways of commer-
cial banking and to recreate themselves as capital markets fi-
nancial “conglomerates.”

THE CAPITAL MARKETS EXPANSION

As regulations relaxed, the large banking institutions expand-
ed their nascent capital markets franchises through aggressive
pricing and cross selling of new investment banking products
to corporate “relationship” clients. By conditioning the contin-
uation of long established credit relationships on the achieve-
ment of a bank’s profitability target, clients were encouraged
to include banks as co-managers of mergers or stock and
bond issues, despite the fact that doing so was technically
prohibited by existing regulations.?

This strategy was successful. By the end of the 1990s, com-
mercial banks had joined the ranks of leading U.S. debt and
equity underwriters and were successfully competing with in-
vestment banks around the world.

The technology market collapse of 2000-2002, which resulted
in three years of record bankruptcies and a multitude of credit
losses and underwriters’ liability claims, did not change the
goals of the largest banks. The lure of capital markets reve-
nue and market share growth remained a strategic imperative.
CEOs, corporate strategy departments, consultants, and eqg-
uity analysts all believed that the growing capital markets were
the future of banking and that quantitative risk management
techniques combined with the “great moderation” brought
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about by modern central banking policies supported this busi-
ness shift.

The most aggressive banks were characterized as “flow mon-
ster,” able to sit astride and closely monitor market orders
(flows) around the world, and to position themselves accord-
ingly. They were also able to leverage their trading books con-
siderably, even within the context of the Basel | minimum cap-
ital adequacy rules imposed in 1992. Thus, these firms were
able to capture substantial trading profits that accounted for
more than half of total revenues for some.

In the period leading up to the financial crisis of 2007-2008,
banks pursued a capital markets strategy based on massive
balance sheet commitments to support trading, the manufac-
turing of innumerable structured and synthetic securities us-
ing derivatives, and positioning investment banking coverage
teams globally in order to serve clients anywhere in the world.
By 2008, after several investment banks had been acquired by
large banks, eight of the top ten capital market firms (ranked
by origination of transactions) were diversified financial ser-
vices companies.®

THE 2008 CRASH AND ITS CONSEQUENGES

The financial crisis of 2008 caught the banks largely unaware:
liquidity disappeared as markets seized up and risk models
proved inadequate. By the end of that year, AlG, Bear Stearns,
Fannie Mae, Lehman Brothers, Merrill Lynch, and Washington
Mutual were no longer independent firms, and Goldman Sachs
and Morgan Stanley, who were, were no longer investment
banks but bank holding companies (BHCs). Many of the bank-
ing conglomerates, both American and European, had to be
bailed out with taxpayer funds to avoid failure. The 2008 cri-
sis led to an economic recession and slowdown that reduced
world economic output by 3.6%, and from an annual growth
rate of 5.3% in 2006 to 3.3% in 2015 [IMF (2010, 2015)].

2 Provision prohibiting credit tying arrangements by national banks are part of
section 106 in the Bank Holding Company Act Amendments of 1970.

3 The authors have ranked the banks by the total value of transactions originated
(ranked by full-credit to “book-runners”) in four categories reported by Thomson
Reuters: global bonds, global stocks, global M&A, and global syndicated bank
loans. In 2008, the rankings were as follows: 1) J.P. Morgan/Bear Stearns, 2)
Goldman Sachs, 3) Citigroup/Salomon/Smith Barney, 4) Bank of America/Merrill
Lynch, 5) Morgan Stanley, 6) UBS/SG Warburg, 7) Deutsche Bank/Morgan
Grenfell/Bankers Trust, 8) Credit Suisse/Donaldson Lufkin Jenrette, 9) Barclays/
Lehman Brothers, and 10) BNP/Paribas. All but Goldman Sachs and Morgan
Stanley were diversified financial service companies.
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A consequence of this recession and slowdown was a 25%
reduction in capital market new issue volume, from a peak of
U.S.$10.2 trillion in 2006 to an average of U.S.$7.7 trillion over
the next ten years, and a 16% reduction in completed merger
and acquisition transactions, from U.S.$2.1 trillion in 2006 to
a ten-year average of U.S.$1.7 trillion.* New issues and merg-
er transactions represent a substantial portion of investment
banking revenues for the major firms.

The 2008 crisis was also followed by the most extensive reg-
ulatory reform and tightening since 1933. This was achieved
by a substantial modification of the Basel minimum bank cap-
ital adequacy accord (to “Basel Ill”), the passage of the Dodd
Frank Wall Street Reform Act (2010), the creation of the Finan-
cial Stability Board of the G-20 group of countries and the Eu-
ropean Banking Commission, and a series of new regulatory
powers being ceded to the European Central Bank.

COMPLEXITIES AND CONSEQUENGES OF LARGE BANK
RE-REGULATION

As a result, thirty designated “global systemically important
banks” (G-SIBs), including all of the global capital market
banks, have been the focus of a battery of new regulatory ini-
tiatives coming from international organizations and national
regulators. Assertive supervision, limitations on permissible
activities, higher capital, and improved liquidity standards
were intended to reduced systemic risk to the global financial
system and make it far less likely that banks will need to be
assisted by governments in the future.

As a result of these changes, stability has returned to the global
banking industry: the banks’ credit default spreads, which soared
during the crisis, have returned to near pre-crisis levels, and the
“betas” (stock price volatility) of the largest banks have declined
from peak levels. But the regulatory measures combined with
the slow global economic recovery have led to a prolonged de-
cline in the performance of the capital markets business.

The new regulatory rules form a labyrinth of constraints on the
capital markets banks. They materially restrict the amount,
type, and the riskiness of assets that a bank may hold for a
given amount of capital, and thus narrow potential business
strategies that a bank may pursue. Nevertheless, within the
many regulatory constraints there is presumed to be a “safe
harbor” — an area that is allowed under the regulatory stan-
dards in which a bank can operate freely and base its future
activities upon.®
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Logically, a bank should be able to choose a business strategy
that optimizes its balance sheet and maximizes its return on
equity (RoE) under existing regulations. Such an optimal mix,
or the RoE “sweet spot,” will typically exist along the edges of
the regulatory constraints that form the safe harbor.

But that sweet spot has proven to be elusive for G-SIB banks.
The safe harbor is too small to support an RoE that can pro-
vide long-term economic viability for them.

In addition to well-defined capital constraints, risk weightings
and “prudential” cushions, banks face a set of annual “stress-
tests” that form the true binding constraint on their business
activities. These derive from annual stress-tests required by
the U.S. Federal Reserve, the U.K., and European authorities.

The U.S. test, the Comprehensive Capital Analysis and Re-
view, or CCAR, is different from past quantitative measures
because the regulators now adjust stress assumptions and
measure outcomes based on qualitative policy and risk sce-
narios that are not communicated to banks in advance. The
tests, therefore, are more than just a test of bank capital, and
can be difficult to predict. The regulators also use the tests to
ensure that there is no gaming of capital rules by banks (as
happened extensively before 2008) and that potential financial
bubbles can be addressed.®

The consequences of failing to pass an annual stress-test can
be severe. In the U.S., dividend payouts and stock buyback
plans, and a variety of other issues in which regulatory consent
may be sought, can be denied.

The uncertain frontiers of the stress-tests in effect reduce the
size of the safe-harbor further, and that obstructs banks’ abil-
ity to fully maximize opportunities under the official regulatory
constraints to reach an optimal RoE sweet spot. To be certain
that an institution will pass the test, a bank must maintain a
safety cushion well above the published minimums (Figure 1).

And the stress-tests continue to tighten. The Federal Re-
serve has proposed increasing the minimum capital limit by
including the G-SIB surcharge, a further capital cushion that
ranges from 1% to 3.5 percent, a “stress capital” buffer, and

4 Data from Thompson Reuters.

5 “Safe Harbor” is a legal term used by the SEC, but not as yet by bank regulators.

6 Some observers assert that the CCAR is in violation of the Administrative
Procedures Act of 1946 that requires government agencies to be transparent and
publicly accountable [see Scott and Gulliver (2016)).
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The figure illustrates the situation facing a capital market bank. The vertical
axis is the risk of a banking portfolio and the horizontal axis is the size of
the portfolio. Given a fixed amount of capital and core funding, there are
three constraints that limit a portfolio: a liquidity constraint, a Basel Il risk-
weighted assets limit, and a leverage limit. These three constraints form

a frontier along which a bank is employing all its capital while meeting all
regulatory requirements. Along this frontier, there is a point that defines an
optimal portfolio that will maximize a bank’s RoE. But the CCAR process
makes it impossible for a bank to reach this optimality. Moreover, the bank
cannot move to another RoE optimality along the CCAR frontier because
the CCAR test is dynamic and thus the frontier is constantly changing. This
forces banks to maintain business portfolios well inside the limits of any
CCAR test. Furthermore, it traps unused banking capital between the annual
CCAR stress-test frontier and the regulatory minimum targets of core tier-1
capital ratio (CET1), liquidity, and leverage. This is a prescription for weak
equity returns.

Figure 1 — Operating constraints of banks

a “countercyclical capital” buffer. These would further narrow
the safe harbor of large bank corporate strategies and compli-
cate defining an optimal balance sheet mix.

Adding to this operating problem is the fact that new, prescrip-
tive regulatory rules continue to be introduced by regulators
that require changed business procedures, additional regula-
tory capital, increased liquidity reserves, and expanding com-
pliance and control systems.

In the U.S., the Federal Reserve is expected to soon adopt
Basel/G-20 rules on a liquidity measure called the “net stable
funding ratio.” This will impose on BHCs four interrelated re-
quirements consisting of a liquidity coverage ratio, a net stable
funding ratio, a further G-SIB capital buffer, and a comprehen-
sive liquidity assessment.

1 .

Further, regulators are continuing to boost large banks’ “total
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loss-absorbing capital” by insisting that banks increase their
issuance of long-term debt (so as protect balance sheets
from overdependence on short-term bank deposits), and that
long-term debt investors understand that they will be expect-
ed to participate in any losses resulting from any future bank
restructuring efforts. This emphasis, of course, further affects
the banks’ debt ratings and interest rates paid on the debt and
their regulatory and compliance costs have increased marked-
ly as a result of these continuing changes.

In addition, there are unknown regulatory changes that may be
on the horizon. Neel Kashkari, the President of the Minneapo-
lis Federal Reserve Bank, is calling for the legal conversion of
large banks into public utilities. And American politicians on
both sides of the political spectrum support the system-wide
breakup of large banks so that they can no longer be consid-
ered “too big to fail.”

FALLING DOMINOS: LITIGATION, LIQUIDITY, TALENT,
AND COMPETITION

Other changes have also occurred that were not foreseen
when the new regulations were introduced. Key among these
was an enormous wave of litigation that held the banks to
be responsible for the economic harm imposed by the crisis,
settlements of which further depleted their capital by approx-
imately U.S.$200 billion by 2015 and which further increased
during the following year as the U.S. Justice Department
worked through its list of banks yet to settle charges of missel-
ling mortgage-backed securities before and during the crisis
of 2007-2008.7

Competitive changes also occurred — first was a migration
of talent from G-SIBs to unregulated alternative asset man-
agers, such as hedge funds (for traders) and private equity
firms (for deal makers). Next was an increase in the number

7 These settlements resulted from litigation from regulators or other government
agencies, predominantly in the U.S., and from some smaller class action
settlements. They involved only about twenty banks. In the 2002-2005 period,
following the failures of Enron, WorldCom, and many other technology firms,
similar bank settlements of litigation totaled less than about U.S.$30 billion. The
size of settlements in the recent period reflects the frustration by government
officials and much of the public in the U.S. and Europe that banks should be
punished, and their officials held responsible for their contribution to the economic
hardship associated with the Great Recession. To date, many banking officials
were investigated, but no one who was an officer or director of a bank during
2007-2010 was charged with an offence.



THE GAPCO INSTITUTE JOURNAL OF FINANCIAL TRANSFORMATION
The Troubled Future of Global Banking

of independent investment banking “boutiques” set up by star
bankers able to attract corporate clients and avoid the regu-
latory burden of the big banks. Since 2008, boutiques have
doubled their share of the merger advisory business, to about
18% of deals, according to Dealogic.

Finally, other large banks, such as HSBC, Wells Fargo, and
Royal Bank of Canada (RBC) that had previously not been
considered capital markets leaders, increased their shares of
the market for capital market activity. By 2014, Wells Fargo and
HSBC ranked ninth and tenth among originators, respectively,
and RBC had built strong franchises in North America and the
E.U. These new participants did not attempt to duplicate the
global strategies of the conglomerate banks, but rather chose
to pursue a strategy of selective competition. They offered lim-
ited high margin capital markets services to particular clients
in targeted regions and industries.

Beginning in 2010, it was clear that the capital market banks
would have a hard time earning an appropriate return on
their equity capital. By 2015, it was also clear that the top ten
originators of capital market transactions were losing market
share. Together, the top ten accounted for an 81% market
share in 2009, but this share was reduced to 67% in 2015.2
On the basis of revenues from investment banking activities
Dealogic reported a similar loss of market share among the
top ten ranked banks.

Further, secondary market trading in fixed income, currencies
and commodities, and in equities declined considerably as
banks withdrew capital from this activity in order to reduce
risk-weighted-assets that were subject to greatly increased
capital requirements. Markets, thus, were deprived of import-
ant liquidity. The previously prized, leveraged trading business
model, characterized by former Morgan Stanley CEO John
Mack, as “credit was free and you were paid to take risk” is
gone [Mack (2009)].

DOUBTFUL ECONOMIC VIABILITY

Nearly a decade after the crisis, the large conglomerate banks
are still standing, but investors do not believe that they are
capable of delivering adequate returns over the next five years
[Broadridge and Institutional Investor (2015)].

As aresult, these banks face a grim future of forced restructur-
ing and change. Capital requirements have depleted much of
the value in large balance sheets dedicated to trading and flow
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monster business models. Banks will have to be smaller and
more manageable, at least until they settle in to a new eco-
nomic model that works. They will also be less leveraged, less
dependent on trading, and are prohibited from making large
acquisitions to achieve growth targets.

After a one-year RoE rebound in 2009, the major capital mar-
ket origination banks have been unable to consistently earn
a return on their equity capital greater than the cost of that
capital. And, while the large capital market banks are certainly
financially stronger because of capital increases and required
risk-reduction efforts, it is arguable that the massive integrated
global capital markets business that was built over twenty-five
years is no longer viable, and its leading firms are no longer
safe.

We judge this through a simple calculation of “economic value
added” (EVA),® the difference between reported RoE and the
cost of equity capital.”® The average EVA for the top ten capital
markets banks ranked by origination and advisory volume'
for the eight-year period 2008-2015 was -8.6%. The average
EVA was -23.6% in 2008, the worst year, but was still -9.2%
in 2015 (Figure 2).

As Figure 2 illustrates, the banks have suffered from unusually
high costs of equity capital, largely because of the high volatil-
ity of the bank’s stock (its beta), a measure of the riskiness of
future earnings. Despite a clear reduction in balance sheet risk
as a result of the regulatory changes, and presumably because
of strategic and other uncertainties of the future, these betas
rose after the crisis to levels close to 2.0. In the past, it was
thought that a regulated bank’s stock beta ought to be close
to 1.0, or about the same as the volatility of the entire market.
The average beta for the top ten capital market originators in
2015 was 1.8 (Morgan Stanley’s was 2.3, Citigroup’s was 1.9).

8 Based on Global Capital Market originations in 2009 and 2015, prepared by the
authors.

9 EVAs a registered service mark of Stern Value Management, an affiliate of Stern

Stewart & Co.

For our purposes, RoE is the reported return on all equity capital, and the cost of

equity capital is determined by the Capital Assets Pricing Model (i.e., the “risk free

rate” plus the product of the equity risk premium of the market and the banks’

own beta).

The capital markets banks that originated and advised on the largest dollar value

of transactions over the period 2008-2015, based on Dealogic data, were Barclays,

Bank of America, BNP-Paribas, Credit Suisse, Citigroup, Deutsche Bank, Goldman

Sachs, J.P. Morgan, UBS, and Morgan Stanley. On an annual basis, this ranking is

different. On a revenue basis, the top ten ranking is also somewhat different.

1
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Concern over strategic uncertainties is justified. Changed cap-
ital requirements and business prohibitions have turned the
large balance sheets dedicated to trading into stranded as-
sets. Proprietary trading has been banned. The model of mar-
ket making in which liquidity was provided to clients to capture
flow for positioning is largely gone. Leverage limitations and

15.00%
10.00%

5.00%

0.00%

2008 2009 2010 2011 2012 2013 2014 2015

-5.00%

-10.00%

Average return on equity Average CAPM cost of equity

Source: Mergent, Inc. Data: Summary financial data and ratios for the period
2008-2015 (2016). Mergent Online database. University of Arizona Library, 4
August. 2016. Analysis by Hintz.

Figure 2 - Average RoE of top 10 global capital market banks as ranked
by origination and advisory activity level

2008-2015 2015
origination  origination
and and
advisory advisory 8-year 2015
activity activity average EVA® EVA° spread
rank rank spread (%) (%)
J.P. Morgan 1 2 -0.9% -2.3%
Bank of America 2 1 11.2% -6.3%
Goldman Sachs 3 3 -0.9% -5.4%
Citigroup 4 6 -13.7% -6.2%
Morgan Stanley 5 4 -6.6% -7.9%
Barclays 6 5 -13.7% -13.5%
Deutsche Bank 7 7 -12.7% -23.1%
Credit Suisse 8 8 -7.5% -18.9%
UBS 9 10 -13.3% -1.0%
BNP Paribas 10 11 -5.6% -6.3%
Average of top 10 -8.6% -8.9%

Source: Thomson, Dealogic, Mergent, YCharts, Aswath Damodaran, and
analysis by Hintz and Smith.

Table 1 - Capital efficiency of the top 10 global capital markets banks as
ranked by origination and advisory activity level
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regulatory oversight have scaled back prime brokerage and
matched-book repo customer lending. The move to central
clearing of derivatives has compressed profits that previously
flowed from the natural turnover and modification of bilateral
swaps books-of-business. And, “skin in the game” rules and
continuing customer skepticism about opaque product struc-
tures has constrained securitization volumes. These factors
together suggest that longstanding business models in the
industry need to be changed (Table 1). The uncertainties are
no longer over whether to do this, but how and to what extent.

With cost of capital still high and RoEs still low, the banks have
also suffered from low price-to-book value ratios;' the stocks
of the top ten capital market banks have averaged a 0.77
price-to-book ratio for 2015, with half below 0.70 (The average
was 0.78 in November 2016). Banks sell at less than book val-
ue because investors either doubt the value of their assets or
the future efficacy of their strategy. That is, if the bank’s basic
business strategy is in doubt, then investors will not want to
pay full liquidation value for it.

RETHINKING BUSINESS STRATEGIES

Thus, the global banks are caught in a global regulatory dilem-
ma that has limited their freedom and undermined their busi-
ness performance. Today, many bankers believe their “’num-
ber 1 client is the government,” [Wall Street Journal (2013)]
and this seems unlikely to change.

This fact makes the choice of a new business strategy that
will generate reasonable long-term returns for a global capital
markets bank a challenging task. The inherent volatility of the
capital markets business, the differing impact of new regula-
tion on each sector of the business, the strengths and weak-
nesses of product-line market shares, and the geographic
strengths and shortcomings of each firm preclude a standard-
ized approach to strategy. Still, there are several observations
regarding strategies and change that external observers of the
industry can make.

Capital markets mix
Banks that have higher-margin businesses within capital mar-
kets have an advantage. That is, banks with a greater portion

12 Book value is the accounting estimate of the liquidation value of the bank — its
assets are recorded at either market value or values reflecting reserves for losses,
and its liabilities are at face value.
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of equity underwriting, high margin fixed income underwrit-
ing, and mergers and acquisitions advisory revenues have the
flexibility to improve performance by adjusting their capital
markets business mix and constraining the growth of trading.
Goldman Sachs and Morgan Stanley have the industry’s high-
est percentage of high-margin banking businesses relative to
total capital markets revenues.

Reliance on trading revenues

Banks that have relied more on sales and trading revenues,
and particularly on lower margin fixed income revenues, are
at a disadvantage. The capital rules implemented over the last
eight years have reduced the RoE that is achievable from trad-
ing to single digits.

The operating prohibitions of the Volker anti-proprietary trad-
ing rule has changed the business model of trading, sharply
curtailing the risk taking previously employed in the business.
Leverage and liquidity rules have constrained balance sheets,
increased funding costs, and reduced the ability of the banks
to provide customer financing. Essentially, every new regula-
tion that has been implemented since 2008 is telling the global
capital market banks to constrain or shrink their trading units.

Diversification

With the sole exception of Goldman Sachs, over-reliance on
capital markets remains a weakness for any bank. Banks with
profitable revenue sources outside of capital markets are now
able either to deliver better RoE and/or to weather what is like-
ly to be a prolonged period of adjustments in the market mak-
ing business until profitability is returned.

Among the global capital markets leaders, J.P. Morgan, Citi-
group, HSBC, and RBC have capital markets units that now
represent 25% or less of total revenue.

Those banks most exposed to trading, notably to fixed income
trading, may not have the flexibility to wait for the eventual
re-pricing and restructuring of the trading businesses and may
need to exit before any restoration of market making profitabil-
ity fully occurs. Moreover, several of these banks have highly
profitable businesses that still generate reasonable returns,
such as credit cards, mortgage origination, retail deposit, and
middle market lending that may allow the bank to continue a
war of attrition or last-man-standing strategy in their capital
markets franchises.

Among capital markets banks, Goldman Sachs, Credit Suisse,
and Barclays are most reliant on capital markets activities, with
nearly 60% of revenue generated from trading and investment
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Figure 3 - Reliance on capital markets and RoE (price-to-book ratio
versus 5-year average RoE/cost of equity ratio)

banking. Barclays and Deutsche Bank are most reliant on fixed
income, currencies and commodities (FICC) businesses, with
over 35% of total revenues from this source.

Execution market share

Trading is currently a significant drag on capital markets per-
formance but it is difficult for any capital market bank to totally
exit the business. Superior market share within trading units en-
hances operating leverage, allowing banks to efficiently spread
the cost of trade execution technology and risk management
systems across multiple trading desks and geographies.

Clients still demand secondary liquidity, consequently many
executives within the industry believe that pricing in both fixed
income and the institutional equity business will eventually ad-
just to absorb the cost of balance sheet constraints and regu-
latory changes on the market makers.

But the repricing of liquidity has not happened yet, partly be-
cause of the number of banks still seeking to maintain market
share despite a limited future for them in the business.

And, it’s not for everybody. Those banks with smaller market
shares (and particularly those banks that have not invested
in electronic execution systems and front-to-back office pro-
cessing) run the risk of negative operating leverage as they
attempt to adjust their revenue mix in capital markets.

There is a “just-right” level of market share in trading. If it is too
large, the necessary large balance sheet commitment to a low
return business will pull down total returns. But negative operat-
ing leverage can also be costly to players with too small a share.
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J.P. Morgan, Citigroup, Barclays, and Deutsche Bank have the
largest market shares in FICC. Those banks with large com-
bined market positions in both equities and fixed income will
have the option of sharing technology between trading units.
Goldman Sachs and J.P. Morgan have the highest combined
market share in fixed income and equities.

Geography

Capital market revenues are closely correlated with both
global wealth and the global GDP. The most rapidly growing
economies in the world are in the emerging markets, while the
world’s wealth is still largely located in the developed markets.

Banks with strong regional market shares will continue to profit
from the growth of the emerging markets by capturing new
issue flows and by participating in the maturation of Asian
and other markets. But the new resolution rules and subsidi-
ary capitalization and liquidity standards around the world are
making it costlier and operationally challenging to maintain a
global platform. A strategy of fully global banking no longer
works for most capital markets banks. For many, a strategy
of better-than-average market share in targeted high growth
markets will likely be an acceptable alternative, particularly if
the bank has some important legacy associations with these
markets.

In developed markets, banks with strong wealth management
or asset management franchises will be able to capture and
retain profitable client relationships. These franchises can
generate asset management revenues, incremental execution
volume, and risk management services from capital markets
units.

Itis also useful to note that the large lending banks, with power-
ful syndicated loan market shares and those banks with strong
operational businesses, such as wire transfer, cash manage-
ment, and trade finance, can leverage these relationships with
corporate clients to capture capital markets mandates.

Goldman Sachs and Morgan Stanley have the strongest global
capital markets franchises. Deutsche, Barclays, and J.P. Morgan
have powerful global fixed income franchises. The largest global
loan syndicators are J.P. Morgan, Bank of America, Deutsche
Banks, BNP-Paribas, Barclays, and Wells Fargo. Banks also
have different strengths in regional markets — in the end they
need to trade off market share, achievable margins, and regional
comparative advantages to their best advantage. But that best
advantage may be elusive for some, and the banks may be bet-
ter off closing down operations in areas or product markets in
which they won’t be able to achieve satisfactory returns.
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Expense control

Expense control remains key to achieving reasonable returns
from capital markets. In the last eight years, banks have re-
duced head count significantly. Managing director pay has
been reduced. Trading desks have been resized. But a “meat
ax” approach to cost control is no longer effective. Despite
success in controlling compensation ratios, non-compensa-
tion expenses remain stubbornly high. RoEs are still not ad-
equate and there is little fat that is left to cut in front-office
compensation.

In a survey of European investors, over seventy percent of
respondents believed that banks have not been aggressive
enough in reengineering their processes and two-thirds be-
lieve that banks have not invested enough in new technology
[Broadridge and Institutional Investor (2015)].

This should not be a surprise to industry insiders. Few large
banks have focused management attention on business unit
redesign or back office rethinking. Expense allocations are ne-
gotiated between units rather than quantitatively determined.
And in technology, costly legacy systems are allowed to run
long past their expected lifespan, while a “not invented here”
mentality frequently lead units to build rather than buy new
applications.

The successful banks will focus on bottom line performance
and count pennies. Industrial engineers, cost accountants, and
technologists must rethink the business models and support
systems of capital markets. While management teams need to
consider participation in industry utilities and outsourcing of
generic business activities.

Culture

Historically, the common idea of the culture of a commercial
bank was that of a colorless, bureaucratic, risk-averse, hier-
archal institution that was committed to reproducing in the
future all that had worked in the past. The common portrait
of an investment bank was of a small, flexible, opportunis-
tic enterprise dedicated to making money for its owners by
taking short-term risks and pursuing innovative products and
solutions. Over time these two cultures were brought togeth-
er through the many mergers that formed the large banks of
today.

The sheer size of these organizations and their periodic need
for large-scale layoffs over time weakened the loyalty employ-
ees have felt to their firms. A bureaucratic mindset led to weak
risk management and financial controls, and performance
expectations from the top to generate revenue led to an “eat



THE GAPCO INSTITUTE JOURNAL OF FINANCIAL TRANSFORMATION
The Troubled Future of Global Banking

what you kill” culture at some organizations. And it was culture
drift that facilitated the overaggressive activities that had to be
paid for by loan write-offs, penalties, or litigation since the end
of the financial crisis.

Regulators in the U.S. and Europe seem now to regard manag-
ers and employees of large banks as untrustworthy remnants
of a corrupted subculture of big business. This view appears
to be widely shared by the general public, and even among
corporate and institutional clients and counterparties of large
banks. This loss of reputation for integrity has been expensive
to the banks in many ways, including loss of political support
and weakened, less loyal and trusting client relationships.

According to Charles D. Ellis, a financial writer with a life-
time interest in what makes great firms what they are, those
firms that rise to the top of their fields have distinctive cultur-
al characteristics that stand out. These characteristics vary,
but seem to share some important values that are inculcated
down through their organizations by a chain of leaders that
have devised and supported the values over a long period.
These include a commitment to excellence in whatever they
do, comparative disinterest in size per se, the importance of
teamwork, and a mutual exchange of loyalty to employees by
the firm, and to the firm by employees.

To return to a normal, sustainable business will require that
banks get the economic model right, but it will also require a
major cultural transformation. In global banking, this begins
with a reputation for competence, excellence in service, and
reliability. Much of this relates to the bank’s ability to process
transactions efficiently, legally, and by the rules, with high im-
portance devoted to enforcing ethical standards. For such a
business, teamwork and organizational integrity is more im-
portant than the contributions of a few star individuals, no
matter how entitled to stardom they may be. But individuals
are important as team leaders, and need to be trained and
motivated to be the best managers they can be. Good manag-
ers act as on-the-scene referees, spotting and stopping infrac-
tions before they occur.

RIGHT-SIZING

The search for a different business strategy must begin with
the recognition that all banks will have to change and many will
have to make massive changes. Rethinking the future has to
start will realistic assessments of their upward potential from
where they are.

173

One obstacle to many is size. Many banks have proven to
be too big or complex to manage. Shrinking and simplify-
ing seems a simple solution, but banks have been reluctant
to pursue such a course, despite its obvious appeal. So far,
markets have punished banks for their lack of effort with ex-
tremely low stock prices and EVAs. These performance factors
will ultimately force boards of directors, or activist investors to
consider more severe restructuring approaches.

So far only two banks have undertaken significant strategic
moves to change their business mix:

In 2012, Morgan Stanley acquired the brokerage business of
Citigroup (Smith Barney) as a strategic move that would divide
the firm into two approximately equal parts, one a large, low-
risk broker-dealer and other a leading investment bank subject
to capital market volatility. However, Morgan Stanley has con-
tinued to struggle to demonstrate that this strategy is viable: in
2015 its price-to-book ratio was 0.73 and EVA -7.9%."®

UBS has sharply reduced its reliance on trading businesses
while retaining a portion of its high margin investment banking
revenues. The bank announced in 2014 that it was abandon-
ing FICC proprietary trading and would limit market-making
activities to the needs of its core clients, and would shift the
bank’s strategic emphasis to asset management and wealth
management. This was an easy call because UBS’ wealth
management franchise was so vast, and it has paid off. In
2015, UBS stock was trading at 1.34 times book value, with
a dividend yield of 3.6% that would increase further when the
bank reached its near-term goal of a 50% dividend payout. Its
EVA was +1.0% in 2015, though in 2014 it had fallen out of the
top ten originators.

Some other European capital market banks have also said they
would significantly shrink their trading businesses, though they
do not have the extensive and profitable nonbanking business
that UBS has to fall back on.

Citigroup has also followed this approach, having reduced its
balance sheet assets by more than 20% since 2007, but so far
without convincing the markets that its basic commitment to
capital markets has changed meaningfully.

So far only UBS has convinced the markets that it has moved
on to a more viable long-term strategy. The market leaders,

13 In July 2016, ValueAct, an activist hedge fund, acquired a 2% interest in Morgan
Stanley with the idea of “working with management” to improve performance.
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J.P. Morgan and Goldman Sachs continue to struggle to trade
above book value and to post positive EVAs. As Exhibit 3 il-
lustrates, all the rest have settled into price-to-book and EVA
levels that are too low to be acceptable.

Some have considered selling their investment banking units,
but there appears to be few willing buyers of such risky and
constrained businesses, and, in any event, bank buyers would
have to be approved by regulators, which may not be some-
thing they could count on.

SPIN-OFFS

The step that none of the banks have been prepared to take
so far is to separate their businesses into commercial and in-
vestment banking units through a spin off operation in which
present shareholders would own a stake in each business.
Such an operation would be complicated, and almost certainly
involve recapitalizing the investment bank so it could access
credit markets on its own (probably requiring at least a Baa
level bond rating). In 1994, American Express spun off its Leh-
man Brothers investment banking unit to its shareholders, af-
ter which the share prices of both units increased significantly.
We believe that such an exercise could be successful for large
capital market banks trading well below book value.

Investors would see the main, commercial banking activity be-
ing liberated from the hazards of risky capital market activities,
and made more manageable as a single purpose enterprise.
The capital markets unit, on the other hand, would be free to
return to the more opportunistic and flexible ways of an invest-
ment bank. Each could perform according to its comparative
advantages.

Regulators should also prefer the separate version of the two
units: it would self-effect a breaking up of the banks that many
regulators have preferred. In the case of Barclays, U.K. bank-
ing rules already require that it separate its U.K. retail busi-
ness from its non-U.K. and wholesale activities in 2019." The
two units would be separately capitalized and have separate
boards of directors. The further transition into two separately
owned companies by spinning off shares of the investment
bank to the present shareholders of Barclays does not seem
to be a large step.

When large, complex companies appear to languish for a time
in a business strategy that seems to be falling short, investors
lose confidence in management and the board to make any
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sort of radical change. The companies don’t like to admit that
their longstanding business strategy has failed, or necessari-
ly want to break up the business into smaller, less important
units. Such changes may be what are needed but they can be
risky and difficult to execute, so they get deferred.

For many years, General Electric struggled with the weight of
an underperforming GE Capital Corp., its large finance sub-
sidiary that was significantly affected by the crisis of 2008.
Efforts at a gradual adjustment of the size and influence of
GE Capital on GE by spinning off its consumer financing busi-
ness (now called Synchrony, which it did in 2013), and selling
a substantial portion of its real estate holdings and some oth-
er businesses (which it did in 2014 and subsequently), made
little difference to GE’s stock price. The message did not get
through to investors until the announcement by chief execu-
tive Jeffrey Immelt on April 10, 2015 that GE would get rid of all
but a few necessary customer-financing parts of GE Capital.
The GE Capital share price quickly gained 10%, and outper-
formed both Honeywell and the S&P 500 over the following
year. Clearly the market liked the idea of getting out of the dan-
gerous finance businesses that contributed more problems
than value for most of the prior eight years, and avoiding the
slow, piecemeal approach management had earlier indicated
it preferred.

In October 2016, Metropolitan Life, the largest U.S. life in-
surance company, announced that it would spin off to its
shareholders 80% of its retail life insurance business, Bright-
house Financial, for strategic reason. Brighthouse is not only
the firm’s original whole life underwriting and sales business
formed in 1868, it still represents about a third of MetLife’s
total assets under management.™

14 “Ringfencing” is a U.K. requirement for dividing the bank into two separately
capitalized units, a domestic bank and a global and wholesale one, with significant
restrictions on funding the global one with resources of the deposit insurance-
protected domestic one.

Earlier in the year, MetLife won a lawsuit in federal court that reversed a

Financial Stability Oversight Council ruling that it should be designated one of
four “systemically important non-banks,” making it subject to capital adequacy
and other regulation by the Federal Reserve. The U.S. government has said it will
appeal the ruling.
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FACING REALITIES

No large capital market bank wants to renounce its integrated
business model of operating in banking and financial markets.
To spin off or rid itself of one of their primary revenue produc-
ing units is thought to be a step backward from where modern
finance is headed. And, to separate a unit for spin off would in-
volve a painful process of allocating debt, capital and person-
nel between existing units, and being sure that both the spun
off unit and its former parent would be adequately capitalized
and equipped with technology and other resources.

The reality is that the increased (and not yet fully applied) reg-
ulatory burden for G-SIBs may be too great for some banks to
manage while attempting to remain an economically viable en-
terprise. The EVAs of the industry demonstrate the point; but it
is really the markets’ reaction to years of work-around efforts
to return to “normal” that indicates the extent to which confi-
dence has been lost in the integrated banking business model.

A few banks may be able to manage their way back to normal
— by further reducing RWA and related exposures to a modest
portion of the balance sheet, but others that trade at prices
reflecting exceptionally low levels of market confidence will
not be able to. In September 2016, the price-to-book ratio of
Deutsche Bank had sunk to 0.31, Barclays’ was at 0.43, Credit
Suisse’s was at 0.59, and Citigroup’s and Bank of America’s
were just a little higher. At these levels a break up valuation of
the banks’ separate parts would surely indicate a post-spin
off combined market value far greater than the banks’ present
market values.

In the case of Barclays, for example, its UK business (based
on RWA) is only about one-third the size of its global capi-
tal markets unit. If we applied the price-to-book ratios of the
peers of the two units proportionately (e.g., Lloyds and Royal
Bank of Scotland in the U.K., and, say, Morgan Stanley glob-
ally) we get an estimate of what the combined market value of
the two units might be. Using 1.1 for the U.K. unit and 80%
of Morgan Stanley’s price-to-book ratio, instead of Barclays’
0.43 ratio, the new combined market capitalization is more
than doubled. From this amount must be subtracted some
transactional expenses and provisions for additional capital-
ization of the capital markets unit, but the net result should
still represent a potential increase in shareholder value from a
spin-off of 50% to 70%. Such a potential increase in market
value should appeal to shareholders (and activist investors), to
regulators, and to credit rating agencies.

Some banks may be hoping that some substantial regulatory
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relief will result from the election of Donald Trump as President
of the U.S. It might. Mr. Trump said during his campaign that
we “have to get rid of Dodd-Frank,” it was holding back lend-
ing necessary for economic recovery because “the regulators
are running the banks” [Schlesinger (2016)]. There is an argu-
ment for repealing Dodd-Frank based on the fact that capital
and other requirements of Basel lll and the Financial Stability
Board, together with the stress-tests and other requirements
of the Federal Reserve, provide adequately for bank safety,
and that Dodd-Frank (passed before these other measures
were in place) only extends the burden and cost of regulation
to such an extent as to threaten the long-term viability of the
banks. Whether Mr. Trump could garner enough votes in the
Senate to repeal the law is questionable, however. If not, he
might be able to amend the law significantly and to replace
members of the board of the Federal Reserve with others more
amenable to a lighter touch. It will probably take a year or more
before we know what the outcome is, but even if Dodd-Frank
were repealed, the ensuing regulatory relief may still not be
enough to allow banks to escape having to address the strate-
gic realities we have discussed.

Indeed, financial historians know that the current state of the
global banking industry is the fourth major wave of transition
since the 1930s. These transitions have been caused by regu-
latory actions and the market forces resulting from them. Not
all of the regulatory changes have been wise or efficient, but
nevertheless they have forced an element of Schumpeter’s
“creative destruction” on the industry. After Glass Steagall,
firms like Morgan Stanley were formed by spin offs from pow-
erful commercial banks. In the 1980s, regulators intervened to
prevent banks from failing after a competitive lending binge,
forcing many mergers among large players. After the repeal of
Glass Steagall in 1999, many more mergers occurred as banks
sought to keep up with Citigroup, the new colossus of the cap-
ital markets. The present wave of reorganization, forced after
2008 by the globally concerted effort to de-risk the banking
industry, is only in its beginning stage.

What historians also know is that through each of these transi-
tional waves, the leading players change almost totally. Of the
top 80 banks and investment banks in business in 1990, all
but two or three have disappeared into mergers or have failed.
During this period, however, the market capitalization of the
world’s tradable debt and equity securities grew from U.S.$54
trillion to U.S.$300 trillion [McKinsey Global Institute (2016)].
Capital markets continue to grow and expand globally, but the
principal competitors in the market turn over continually.

The current transition will take several years to complete.
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During this time different ideas and structures for the industry
may be tested but the markets themselves will determine the
winners and thus the next world order in the global banking
industry.
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