BANKMANAGEMENIN ACRISIS

For more concepts click on:

2018

Corporate Finance Concepts
Christian Schopper

wwwwwwwwwwwwwwwwwwwwwwwww

CorpFinCE

www.christianschopper.com © Copyrightc Christian Schopper


https://christianschopper.com/on-finance/
https://christianschopper.com/on-finance/

Financial Criseg A History of Cycles

© Copyrightg Christian Schopper



When Banks Collapse
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What Makes a Bank so Different?

w Balance Sheet Structure

w Maturity Transformation
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Market Reaction in Banking Crises

w Regardless of origin, crises typically emerge laguadity problemin one, or
some, or all banks

w Liquidity problems andeposit withdrawalsare symptoms of underlying
problems

w Liquidity is rarely the driving factor, buto@ank runningout of liquidity forces
decision making

w Panic must be stopped
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Bank Balance Sheet Structures

Bank Balance Sheet Structures*
June 2013

% Composition of assets Composition of liabilities %

100 100
80 80
60 60
40 40
20 20

0 : : 0

Investment Universal Commercial Investment Universal Commercial

bank bank bank bank bank bank
¥ Reverse repo and trading B Repo and trading
B Securities W Other debt
¥ Loans B Deposits
B Other assets W Equity

* Data are for Morgan Stanley, JPMorgan and Wells Fargo
Source: SNL Financial
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Enhanced Capital Requirememnt3 owards Basel Ill

W 'tl)'he I?]aslekAccorld provufﬂesb K I Pile on the cushions
enchmark regu ations for banks Basel 3 capital requirements, %

worldwide . : .
B Common equity Bl Tier1 N Tier2

G _Common Eqm_ty Tie_r 1 Equ?t)./ W Conservation buffer G-SIB surcharge
instruments (discretionary dividends,

no maturity)

¢ Additional Tier 1: Subordinated to
most subordinated debt (no
maturity, dividends can be cancelled
at any time)

¢ Tier 2: Unsecured subordinated debt
(original maturity of at least five
years)

2013 14 15 16 7 18 19

Source: Bank for International Settlements

Economist.com
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Why Banks are Failing

orporate

www.christianschopper.com

The four underlying reasons for bank
failures have not changed from those
of years' past, which are:

w Animbalance of risk versus return
w Failure to diversify

w Offeringproductsand services that
management doesn't fully
understand

w Poor management of risks

CorpFinCE

Causes of bank failures as of BIS:

w Poorasset quality (9%)
w Poormanagement (9%)

C

C
C
S

Policy planning, and management
quality

Audits controls, andystems
Liquidityand fundsmanagement
Nonfunding expenses

w Weakeconomic environment (3%)
w Fraud(11%)

C

Insider abuse
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Failed Banks 19902009
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Quarters to Failure

This chart takes all of the failed banks from 1990 to 2009 and looks at their CAMELS ratings 14
quarters before failure. The ratings go from 1 to 5, with 1 and 2 considered healthy, 3 being the
threshold for deterioration and 5 being the worst. The earmmings component deteriorates first
because asset quality problems in banks lead to greater provisioning for loan losses — which have
a direct impact on a bank’s earnings.
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The Relevance of Trust

Trust in traditional

banking
/ AN
Sensitivity to hr,f"—____x Trust in internet
market risk banking
i Trust
/ I'-\I. I\-
Liquidity \ \ /
\ Trust in mobile
N '- banking
| SOUNDNESS . | L
Profit _
Capital adequecy
Management L c 3 + .
quality __|  Asset quality A ; W
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CorpFinCE Quarters to Failure
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Containment Measures

w Support the overaktrategy w Options available
¢ Emergencyiquidity assistance
Restore depositor and creditor
confidence
¢ Blanketguarantees Stop bank runs
caused by loss of depositor
w Measures aréemporary ¢ they confidence
cannot last forever ¢ Bankintervention: Contain the
collapse of a banking system
w Deposit freezes
w Deposit restructuring
w Capital and exchange controls

w Crediblepoliciesannounced and
immediately enacted

w If containment measures prove to
be ineffective, the adoption of
administrative measuresmay
become inevitable
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Emergency Liquidity Assistance

w Objective:Restore depositor and creditor confidence

w Gives rise to various risks

C

N N N N N

Increases monetary aggregates

Losses to the central bank

Moral hazard

Authorities may end up supporting insolvent banks
Prone to abuse

Dollarized/ Euroizedeconomies

w Policy options

C

C
C
C

Sterilizedliquidity injections

Introduce liquidity triggers

Enhanced supervision of recipient banks
Measures for dollarized economies

CorpFinCE
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Blanket Guarantees

w Objective:Stop bank runs caused by loss of depositor confidence

w Deployed by many countries facing systemic distress, but with mixed results

w Policy considerations

¢ Typically ineffective if used in isolatigprone to abuse, fosters complacency,
increases moral hazard

¢ Fiscal costs can be substantial
¢ Exit to be carefully managed

CorpFinCE
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Administrative Measures

w Objectiveandassumptions
¢ Containthe collapseof a banking system due to deposit runs and finarmigflows
¢ Los2 T O2yFARSYOS Ay (KS | dzil K@Ndtdlindsa W | 0 A
effectiveness of blankeguarantees
¢ Abilityto introduce and enforcéinancial sector regulations and capitabntrols

w Keysteps for the adoption of restrictions
¢ Preparationof relevantlaw(s), regulationsandimplementation modalitiesin secret

¢ Ascertainthat the central bank hagp-to-date information on liabilities including
those tonon-residents

¢ Developaclear communication strategyo foster understanding of theneasures

w Aim: Stopliquidity outflows when confidence is notestored
¢ Depositfreezes
¢ Depositrestructuring
¢ Capitalandexchangecontrols

CorpFinCE
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Administrative Measures (cortfd)

w To be used with caras administrative measures aggtremely disruptive to
¢ Payment systems

Economic activity

Private sector confidence

Exemptions

Unwinding process

D N N N

w Must be viewed as a final, desperate measure to stop runs if all other tools
have failed
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Bank Restructuring

w Institutional requirements
w Guiding principles

w Evaluating options

w Key resolution tools

w Resolution triggers

w Funding arrangements

CorpFinCE
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Bank Restructuring: Institutional Requirements

w Establishmenof asinglehighlevelauthority

w Highcredibilityagency responsible formplementation of restructuring
strategy

w Specializedkills

w Emergencyegislation

CorpFinCE
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Principles of Bank Restructuring

w Speedof intervention is essential w Recognize lossagfront

w Protection of depositordacilitates w Preserveviable, undercapitalized
the restructuring process banks

w Process should be fair amdles ¢ Request timebound
shouldequallyappliedto all banks recap/restructuring plans

w In diagnosisfocus on medium G Close oversight and prompt
term viability corrective actions

w Resolvansolvent, unviable banks
¢ Not all institutions to be rescued
¢ Close/merge and liquidate asset

w State intervention in capitalization
may be justified

CorpFinCE
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Financial System Safety Net

Normal times Crisis Times Aftermath

Regulatory and

Treasul* supervisory framework
| for banks & non-banks

w Traditionally consists of
¢ A lender of last resort (central bank)
¢ Prudential regulation (by a bank supervisor)
¢ Government department (Ministry of Finance or Treasury)
¢ Explicit deposit protection (insurance or other form of a limited guarantee)

w The recent financiarisisunderscored that the group of official safety net
players has become somewhat makastic

¢ Need to consider the respective roles as decisions that they take can have an
important impact and threaten financial system stability

¢ Compelling reasons toonsider other stakeholderand bring them into the dialogue
so that financial system stability can be addressed more effectively and efficiently
CorpFinCE
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Financial System Safety Net (c@gi)

Normal times Crisis Times Aftermath

Deposit
Insurance

Central

Bank/
Financial
Stability

Central Banl
Financial

Regulatory and
pervisory framework
o banks & non-banks

Treasu

Treasury

supervisory
framework for
banks & non-banks

Source: OECD / Developing a Framework for Effective Financial Crisis Management
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Stakeholders in the Financial Markets

w Intervention by the authorities during the crisis was partly a result of financial
AYUOSNYSRAFNASEAWY AyloAftAGe G2 NI AasS 7

w Innormal timesthe principal focus of managements is the interests of
shareholders and shareholder value

¢ The interests of depositors in such periods are not necessarily at the forefront of the
minds of the banks, albeit there is a general duty on the FSN to protect depositors and
to a lesser extent investors rather than owing a duty to the shareholders as a whole

w In times of crisighe priority placed on the interests of stakeholders changes

¢ During the crisis thjanterests of deposjtorswereye;y mucha} the forefrovnt of thve i
C{b LIXIeSNAWY YAYRa 0SOldzasS 2T O2YyOSNY)ya

Normal times Crisis Times Aftermath
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Stakeholders in the Financial Markets (C({d)

Normal times Crisis Times Aftermath

Source: OECD / Developing a Framework for Effective Financial Crisis Management
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Decision Tree Surrounding Financial Crisis Management

Seenanio
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Source: OECD / Developing a Framework for Effective Financial Crisis Management

© Copyrightg Christian Schopper



Common Challenges

w Inability to write down shareholder capital
w Limited legal authority to facilitate bank sales
w Weak mandate to restructure banks

w Ineffective procedures to implement Purchase & Assumption (P & A)
transaction

w Insufficient knowledge of judges on banking matters
w Lack of legal protection to staff and board members

CorpFinCE
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Which Option to Pursue?

=
) ) Yes | Restructuring
Diagnosis — — Plan —
2 4
No
No
Resolution
Yes
Least cost )
resolution — .
Yes No
No
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Key Resolution Tools

w BankNationalization
¢ Direct bankrecapitalization with

w Purchase% Assumption
¢ Acquiring institution absorbs assets

public funds YR fAFOATAGASE X
¢ X ¢gKAES 3JFLI Aa FALCE

w Bridge bank

¢ Operates a failed bankntil a buyer
can be found

¢ Assumes all or part of the assets and
liabilities of the failed bank within a
short period of time (i.e., 90 days or
less)

¢ Excludes nonperforming assets,
subsidiaries, assets in litigation or
fraud-related and contingent w Baikin
liabilities

P

Assets

Gap

guarantee scheme (receiving a claim
on the residual entity)

¢ Residual entity liquidatedeiing san

N

Liabilities

¢ Recapitalize a distressed bank by

converting and/or writing down its

unsecured debt

CorpFinCE
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Key Resolution Tools: Bank Nationalization

w Direct bankecapitalization with public funds

w Risks
¢ Significanstate ownershipof financial institutions
¢ Political interference

¢ ContingencieF 2 NJ 0 KS a2@SNBAIYyQa FAaOlt LIarada

9(
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Key Resolution Tools: Bridge Banks

w Establishment

¢ Bridge bankassumes all or part of the assets and liabilities of the failed bank witain
short period of time(i.e., 90 days or less)

¢ Excludes nonperforming assetsubsidiaries, assets in litigation or fraredated and
contingent liabilities

w Operation

¢ Regulators appoimiew managementand Board, wha together withexisting
employeest will continue operating the bank under a conservative approach

¢ The government may contribute additional resources to strengthen its balance sheet

w Termination
¢ Disposal over-3 years

CorpFinCE
. R © Copyrightc Christian Schopper 28
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Key Resolution Tools: Bridge Banks (coit

w Keyadvantages

C

Stabilizeghe institution (and thus maintains franchise value) while a thorough
assessment is performed, and the bank is marketed to prospeltiyers

May facilitate thesale to a buyethat has done due diligence butnst interested in
the entire failedinstitution

Usefulfor large and small institutions, or when resolving several institutions at the
sametime

It helps to leave in the bank under liquidatioantingencies

w Concerns

C

Possiblgperception by other banks amfair competition because of the state
ownership

Excessivéime in state hands, increasing riskpaflitical interference
Costoverrunswith respect to the origina¢stimate
Possiblereduction of the deposit basdeading to a potential loss in franchigalue

CorpFinCE
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Key Resolution Tools: Purchase& Assumption (P&A)

w Acquiring institutionabsorbs assets and liabilities, whgap is filled through
deposit guaranteescheme (which receives a claim on the residual entity)

w The residual entity liquidated

Selling Bank

4 N

Assets Liabilities

Gap

CorpFinCE
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Key Resolution Tools: Purchase& Assumption (P&A) (@)nt

w Resolution via P&A has distinct advantages
¢ Helpspreserve confidenceén the bankingsector
¢ Minimizes disruptionto bank customers
¢ Preservedinancial stabilityby minimizing likelihood of a bank run

w P&As provide depositors witirompt access to insured deposis g KA f S X

w X maintaining the value of performing assetsa the immediate transfer
thereof to healthy bank

CorpFinCE
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Key Resolution Tools: Bar

w Statutorypower torecapitalizea distressed banky convertingand / or writing
down its unsecureddebt while maintaining its legantity

w Rationale

¢ The crisis demonstrated the need éapand resolution powersand toolsthat permits
expeditious action tgreserve asset valuand financiaktability

¢ Thereis increasing recognition that general corporateolvency proceedings do not
provide appropriate toolsto manage the risks to financial stability, which can arise
from the failure ofa financial institution

¢ Systemidbanks are too expensive to be saved with publicnds

w Benefits
¢ Mitigation of moral hazard

¢ More speedy and efficientesolution mechanism for distressed bankile
supportingcontinuation of servicegritical for the economy and financistiability

¢ Avoidanceof complexitiesof transferring assets and liabilitiesr¢sso 2 NR S NJ X 0

¢ Theintended outcome is thainstitutions would beincentivized to raise capital or

restructured debt voluntarilybefore the triggering of the baiin power

CorpFinCE
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Key Resolution Tools: Bt (cont@)

w Implementation Issues

¢ Legal Requires a solid armbmprehensive legal framework as implies the
modification of contractual rights without the consent of counterparties

¢ Resolution tool To be used under conservatorship, official administration or special
resolution regimes

¢ Triggers There is need dflarity when and how the baiin tool will be used
w Early stage or relatively late stage of the financial decay of a bank?

¢ Size of losse<Capital needs must balidatedby third party

¢ Contagion risksMarket participants mighanticipate baikin at other banks antiedge
themselves by withdrawing deposits or selling securities

¢ Governance riskHow to ensurdormer creditorsbehaveas shareholder3
w What to do meanwhile the new shareholders get organized?

3
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The International Response to the Financial Crisis 22070

Nationalisation
Recapitalisation

Individual
guarantee

Guarantees-
based solutions
Special liquidity
schemes

Deposit
Guarantee/

. . . o
insurance

® E ® @8 2 % & = Z ¥ 2 B 2 8 S P S 8 2T O®F L ®m ®m £ £ E

£ 5§ £ § § B g 8¢ § 2 ¢ EEE % ¢ 8 § 3

2 3285 33 & &8 8 2oz 5 2 2= 4§ 2§ 5 5 s 2 2B

2 3 g g w i & = 5 % a 2 B » =

é 3 = B

& 5

Notes: Measures taken ( ) Blanket: Explicit(®) and Implicit () Increased: (+) and No change (-)

Source: OECD / Developing a Framework for Effective Financial Crisis Management
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Funding Arrangements

w Resolution authorities will requirinding at different stagesn the resolution
process

w Thebanking industry rather than the taxpayeshould, ultimately, shoulder
the burdenof resolution

¢ This is a widely accepted among international standards setters and senior policy
makers

w Options
¢ Exante resolution funds Financed via ex ante contributions from the industry
¢ Expostfundingy t dzof AO NBX &2dzNOSa | NE NBEO2ISNBR
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Use of Public Money for Recapitalization

w Last resorimeasure w Preferably, capitalneeds to be
¢ Only appropriate irsystemic crises provided byprivate resources
w Often citedconcerns ¢ Inability to attract fresh capital

¢ 5284 y20 LI aaasat St ad "HPRWGY viagldyeeneens
losses of problem banks are virtually @ . dzUprivéte solutionstypically

always underestimated scarceduring a systemic crisis

¢ Greater temptation and opportunity ¢ Systemwide capital needsmight
for asset stripping simply betoo large

¢ Gt 2dzNAy 3 3A22REY2Y Sec [(Peraehdt) bark Reaknesses reduce

c a2NFf KFTFNRZ a3FYof AYyHSRARNEQ NI Al | LI
NBE & dZNNBOU A2V € ¢ Swift balance sheet adjustments

¢ Political pressure cloudingood unfeasible or detrimental to
businesdecisions economic recovery

¢ Psychological entrapment,
AYONBIFaAy3Ite RAFFAOMzZ G G2 are ayz2é

CorpFinCE
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Use of Public Money for Recapitalization (cdh}

w Necessary safeguards

¢ Formershareholdersto absorbfirst loss be heavilydiluted or wiped out
¢ Simultaneousnjection of private capitalto further reduce outlays for the taxpayer
¢ Comprehensiveestructuring plans subject tostrict oversight
¢ Managementchange Fi Sy ySOSaal NB o6X |faz G2
investors)
hgy SNB KAL) I ino dubdlidviy@lverhest yh Bajdday management
Exit scenariallowing for full repayment within reasonable timeframe

© Copyrightg Christian Schopper
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Why Often Government?

1. Banks have kenple in facilitating and providinfguidity for economicgrowth
2. Depositinsuranceto provide capital support (in the interests of depositors)

w Types of Government Support

¢ Acquisition ofshares
wX 2NJ 20KSNJparacigdtion2 ¥ Slj dzA G &

¢ Acquisition ofsubordinateddebt and other forms of capital constituting regulatory
capitalissuedby banks

¢ Acquisitionof distressedor otherassetsowned by banks

¢ Continuingsupport
WX AY NBALISOU 2F RAAGNBAASR | aasharidgarangemer(sS T 21

andyieldguarantees

CorpFinCE
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Government Support The Recent Financial Crisis

Governmental support of the banking system — recapitalization
and funding support overview

Guarantees and
Government support Total support other indirect support
Percent of GDP € billions B Capitalization

i 507

Ireland 2657
UK
Sweden H—
Netherlands
Slovenia
Austria
Finland
Spain
Canada
Furozone
Germany
Norway
USA

France
Portugal
Switzerland®
Japan

Italy

1,059
146
240

100

288
259
1,995
480

1,044
344

161

52
1 €718 billion

* Including volume for government-supported SPV of UBS assets of USD 39.1 billion
Source: BNP Paribas, press search Source: McKinsey
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Loan Restructuring

w Resolution of debt overhangeededto restart supply and demand of credit

w Corporate and retail debt restructuring often neglected

w Issueswith institutional framework

C
C
C

Speedversusvalue
Centralizedrersusdecentralized

Legal reformaecessary (bankruptcy / foreclosuray tools are often outdatecand
not fit for dealing with largescale debt overhang

Out-of-court debt restructuring(London approach) to alleviate administrative burden

CorpFinCE
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Loan Restructuring StateFunded AMCs

w Purpose w Legal backing
¢ Remove troybjed assetfrqm,banks' S Stronglegal basis needefbr
oFtlryOS aKSSua I yR X transfers of titles
¢ X U K Sadiétie high ¢ Adequate powers tanaximize
uncertainty about the quality of recoveries

banks' assets which made accessto Funding

finance very difficult ¢ Adequate capitalizatiorby Treasury

w Mandate - ¢ Consider joint venturesvith private
¢ Fromnarrow: Minimize taxpayer investors

f2aasa X
¢ X br@ad: Minimize firesale effects
and value destruction

w Pricing
¢ Current market value

Be clear about costs and risks

w Governance

¢ Independentboard
Private sectorparticipation
Disclosure
Auditing
Reportsto Parliament

D N N N

CorpFinCE
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Loan Restructuring Dealing with Impaired Assets

w Dilemma

¢ Restructure NPLaside or outside
banks

w Size of impaired assets
¢ Sometimes too greator AMC or
other (single) state bailout
¢ Burden sharingwith creditors may
be necessary
w This would also reduce moral hazard

w Objectivesof broad mandate
AMCs, ambitious and long term

¢ Probably still too early to reach final
conclusions

CorpFinCE
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w Recent EU experience

C

+AlFOAfAGE 2F LI NIAO
WX AT NBOSAGS ! al/ o2yl

facto long maturity, illiquid, pay low

interest rate, and carry noaredible

state guarantee (even if Egible)
Ownership and funding structures
should not leave significant risk with
participating bank groups
w Will not insulate banks from the

problem assets (potentially defeating

AMC aim)
While much good practice from
previous crises learnt this time
(transparency, good governance, fair
value), more is required on active
restructuring and work out of loans

42
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