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FROM : The Rt Hon. The Lord Joseph CH

The Rt Hon. Mrs Margaret Thatcher MP A April 1990
The Prime Minister

10 Downing Street PRIVATE AND
SWla 2An CONFIDENTIAL

$ns Masjaet

After Alan Walters had spoken to me abpout covert
exchange controls I had a word with Gordon Pepper and
Gordon recommended me to consult Grahdm Bishop of
Salomon's who follows the subject closely. Just in
case it may be useful to you and vour advieers I
anclose a batech of relevant recent papers by Graham
Bisheop together with a copy of a letter from him to me
dated 25th April.

I have also sent coples of all this material to
Nicholas Ridley and to Ralph Harris.

No need whatscever to reply o me.
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1992 and Beyond

Higher Bank Capital =
Securitisation

by
Uraham Bishop
fol ) 721-3921 (Lendeon)
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European Business Analysis




I'he suthor wishes to thank Bruce Brittain and many other colleagues in
and outside of Salomon Brothers; 1o addition 1o Ann O'Kelly, who carried

ot inatial research and final production,

Based on a speech given in Pans on January 29, 1990, at the Busincss
Research International conference *Securitization in Europe.™
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Ciraham Bishop
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Higher Bank Capital = Securitisation

by
Ciraham Bishop
(01 ) 721-3921 [ Londan)

Introduction and Semmary

Five years dpo, unidorm inlerpabional capelal adeguacy requirements for
banks seemed a remote possibility. However, in July 1983, the Bank for
Interpational Settlements (BIS) published capital adeguacy guidelines, and
in December 1989, the European Community (EC) finance ministers signed
the Solvency Ratio Directive that, ultimately, gives the BIS standards legal
force throughout the EC from January 199],

The capital adequacy standards will take effect in a financial environmen
radically altered by the drive towards & single European market, We believe
that the interaction of these forees will canse spectacular change in the
banking eavironment over the next five years:

® Financial liberalisation and the creation of a “level playing fGeld™ for all
financial services will benefit European consumers, both as savers and as
horrowers, in the form of lower costs and inereased choioe.

® Ranks will face increased competition on their loan assets, while growing
depositor sophistication will increase the cost of their deposit labilities
Thus, there will be a poweriul squeeze on profit margins as costs rise and
revenues Fall.

® Hut bank shareholders are already dissatisfied with the return on equity.
Because of the capital adequacy requircments, they are contnbuting new
equity — either in cash or higher dividends foregone, They wish 1o see the
return on equity rising, not falling because of shrinking margins.

& Banks will have 1o respond to investor concerns by unbundiing their
balance shegts and selling off their prime loan asseis, Therefore,
securnitisation will play the kev role mm both providing betier and cheaper
financal services (o consumers and in solving the banking system's stratepic
problem.

& Banks, overcapitalised on the basis of shrunken balance sheets, may
repurehase significant chunks of their equity - boosting shareholder value
substantially.

The first section of this report discusses the capital adequacy requirements
and their imphicatons for bank profiability, The second section considers
how banks can maximise the efficiency of thewr capital structure. The third
scotion analyses the dramatic transformation of the financial environment
resulting from the drive to create a “level playing ficld” for all financial
itermedianes.

Bank Capital Adequacy Heguirements

Banks have been {orced 1o increase their capital sharply in recent years,
From January 1991, EC banks will have to comply with the legal
requirements on capital adequacy contained in the Solvency Ratio
Diarective




Thie Hackground fo
Mk Regudwiion

Banking regulation is usually a product of specific banking crises, rather
than of analysis from first principles ,
® The Barings Crisis of 1890 established the pnociphe that the central bank
would be the “lender of last resort,” This removes the nsk of a domino
citect within the [inancial svstem, undermiming the working of the physical
CCONOTLY.

® Bevween 1930 and 1935, 9,000 banks failed in the US — out of a total of
24.000. The Federal Deposit Insurance Law, passed in 1933, required the
national Government not only to supervise banks, but also to guaraniee
small deposits. The general public became assured of the safety of their
bank deposits, ruling outl contagions panic when a bank ran into trouble.
Thus, “maoral hazard™ was abohished Tor small savers.

Puring the | 960s, the “cult of the equity” gathered [arce. Bank stock prices
responded to earnings growth, so management accelerated the twin
processes of “leveraging the balance sheet™ and increasing the vield on
assets. In todays jargon, they reduced capital ratios and hought nskier
assets, secure in the knowledge that depositors would not suffer, due to the
lender of last resart and deposit insurance,

Inevitably, the results of these policies emerged: in Britain, the “secondary
banks” collapsed in 1974; in Wesi Germany, Herstatlt Bank disappeared
overnight; and the long-running less-developed-country [LDC) debi crisis
started in 1982 with Mexico. The magnitude of the problem unfolded
gradually, creating concern {or the health of banks.

Banking regulations were imposed, s first mecemeal and then in a more
coordinated manner. However, the abolition of moral hazard had led 1o a
general public presumption that the “"competent n'.:uih::nrit:.-"' wonld bail out
all sorts of investors not merely small, and therefore presumed
unsophisticated, depositors, The US led the way, rescuing Continental
[Hingis ind the Federal National Morigage Association { Fanme M ag),

The current thrft industry bail-out mn the US has produced a gigantic bill,
The linal cost s ikely to exceed 5200 billion — some estimateés put it at
3400 ballion or nearly $2,000 for every person in the US. Regulators are
now taking a new look at the probiem. In Europe, the discussions on
economic and monetary union within the EC seem to be moving towards
an agreement that count ries running excessive budget deficits will not be
bailed owt. This 15 likely to toughen the attitude towards rescuing financial
instilutions,

However, regulators belizve that seciety will not let them withdraw free
deposit insurance. I {axpayers arg becomuing restless about the cost of this

free insurance, then banks must be reguired to have sulficient resources Lo
remove the rsk of fulure. Hence, the capital adeguacy requirements.

The Cooke Commiifee Rules

I'he major ceniral banks, through the Cooke Commitiee of the BIS, have
agresd that banks should have a muinimum capital ratio of 8% of risk-
weighted assets. Thev have defined both capital and a system for weighting
the assets 1o allow for apparent riskiness. These standards have been
adopted well beyond the Cooke Committee countries and seem likely to
bevome plobal standards. The EC has adopted them in the Own Funds and
Solvency Ratio Directives,

Existemy Lapraf
Munfara

| here is virtually no chance of a relaxauon of these standards for hanks,
heretore any Muture development of the Dinancal system must take them
a8 @ starling poinl — no matter what competitive inequalities may appear
Lo result.

Figure 1. Definition ol Bank Capital According to the Cooke Commitiee Rules
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I'he “tier™ structure makes it abundantly clear that the regulators have
tocused on capital that 5 “freely and immediately available to meet

unioresecen future losses,”

Fier 1 and Ther 11 capital combined must amount Lo at least 8955 of nsk-
weighted assets — assets are assigned nsk-weightmgs of 005, 200, 50% or
)%, according to catégory. The repulators have imposed tough standards
of gapital adequacy on banks specifically to ensure that the laxpaver is
protected against further calls on deposit insurance. { This approach may be
oo harsh. For example, we are not aware of residential morigage loss rates
reaching even 1% annuwally in recent times. Yet mortgage banks in West
Germany are still required to have at least 4% capital to back their
morigage business — aithough i substantial portion of that 18 commercial
rather than reswdential.]

Although the miimum capital ratio has been set at 8%, most banks will
win Lo — or will be obliged to stay well above that minimum. Figure 2
sels out existing ratios {or several countries.

Figure 2. Bank Capilal Ratios, End-1588
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| his suggests that a capital rato of 105 or more will become 2 benchmark,
Competitive pressure will lead banks to emphasise the safety of money
I.ll.'|'|1.|=:.l|i\'..'-!] with them and thus will Tocus pui'll]:_':il'_r an the amoont of ther
“excess” capital. This is already happening i the US and UK. Al the other
end of the spectrum, French banks. for example, are likely to be hovering
chose 1o the minimum capital requirements. The French enabling lemslation
for securiisation [firivation] may well |'|r|'-1|1:|-.:' the salulion oy -;.hr|nb;|n3_
the balance sheet.

The Implications for Profitability

Because Tier 1l capital cannot exceed Tier | equity, a 105 capital ratio

implies a minimum shareholder equity of 5%, Sharehalders will demand a
return on this eapital and, even more importantly, on their eguity




proportion. Begulators should be concerned that banks, armed with [ree
deposit insurance, will ke ever-greater risks to produce an adcqua[c.
return o these exira resources,

Figure 3. Comparizon of Return on Equity® for Banks by Country, 1985-88
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Lhe data highlight vwo points: first, the volatility of returns, This is most
pronounced 1n the UK and US — where heavy provisions against LDC
debis have caused overall losses, Shareholders cannol now regard banking
as @ low nisk, stable business, Secomd, average returns range widely between
countries — [tom Spamsh banks al the top to Swiss banks at the bottom.

{ However, the Swiss banks® position may owe more (o accounting
convenlions than trwe proftahibity.

How do the banks compare with the other opporunites available to
uvestors m Lhe equity markets? Figure 4 shows return on equety for some
major markeis.

Flgure 4. Return on Equity — Total Market, 1985-88
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Source. DatrESoIem.

The lower volaulity of returns within esch country is striking. Moreover, in
three of four countries, the total market’s rate of return is higher than that
ol banks, Taking a simple average of these four murkets, the rate of reiurn
i 12%, while that of their banks is only 10.5%. In sum, banks produced
lower returns and had higher earnings volatihity

Although compansons across markets are always difficult, shareholder
pressure will lorce banks at least o mamtsm thewr return on equity and,
more likely, ook for some increase. This does not i well with the
regulatory requirement Lo increase the amount of capital for a given level of
business. These diametrically opposed requirements will inevitably produce
strains, Figure 5 shows some ssmple consequéences,

After paying all the expenses of being in business, including the cost of Tier
Il capital, 2 well-capitalised and profitable bank will need 1o enrn 75-100
basis points on IS loan assets simply to earn the accessary refurn on
shareholder equity. 1he precise size of that spread will depend critically on
e chosen relationship between Ticr | and Tier 1l capital. 1 wall also
depend on the turgel return on equity: many bankers talk of a |55 warget

- which seems 4 reasonable premium over the 1otal market to allow for
the evident risks.

Figura 5. Spreads and Return on Eguity
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Maximising the Efficiency of the Capital Struciure

In many countries there are still no clear oflicial guidelines on the detasled
rules to be apphied. This is becoming urgenl because the Solvency Ratio
Directive, and therefore the Own Funds Directive, 15 scheduled to become
effecuve on January 1, 1991 - now only nine manths away.

lier | capital is the ultmate loss absorber, so the regulators have drawn the
definition tightly, The only qualifying secunbies are "issued and fully pad
erdinary shares common stock and noncumulative parpetual preferred
stock {but excluding cumulative preferred stock).™

Preferred Stock Issues

woncumulative perpetual preferred stock 1s therefore the only '_‘n!.Jm:quj[].-“
route to rasse extra Tier | capital. Dunng 1989, just under 52 ballion was
issued, of which nearly kall was by EC banks {see Figure &),

Figure &. Tier | Capital — Noncumulstive Perpetual Preferred-5tock Issues, 1988
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[he Cooke Committes miles permil two Lypes of mstrument for nosing Lier
11 eapital from the market — hybrid and subordinated debt. As shown in
Figure |, suhordinated debt must be less than 30% of Tier | capital, due to
the “fixed maturity and inability to absorh losses except i hguidaton.™
Moreover, the original maturty must be over five vears and muost be




amortised out of the capital over the last live vears of its life. | he
restrictions on proportion and maturity of this “lower” Tier 11 debt h.
fncussed attention on the ereation of “upper™ Tier 11 capital,

Fariehle-Rate Nofey

Variable-rate notes (VREN:) have been issusd wadely and the amount
outstanding now exceeds $4.5 billion equivalent, UK banks and building
socicties dominate the list of issuers — principally because the UK
supervisors have made detailed rutes on cligibility, UK building societies
account [or nearly #F§ of the dated, sterling issucs: VRNs enable mutual
organisations, such as building societies, to raise upper Ticr 11 capital. This
has implications for other mutual banks throughout Europe that need
additional capital,

Figure 7. Tier Il Capital — Yarlable-Rate Nole lssues
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A vanable-rate note 15 a flosting-rate note where the coupon is sct at a
margin over LIBOR that is agreed anew on cach quarierly reset date via a
Dutch avction mechanism. 1f that margin is unacceptable 1o a specilic
uvestor, he ¢an put the bonds back to the underwnter st par. If, in limited
circumstances, the remarketing agent cannot agree with the issuer on the
coupon resel margin, then the coupon 15 set at & maximum spread — at the
Alternative Coupon Reset Margin. This is typically LIBOR plus 100 basis
points or more, and there 15 ne put option in this circumstance. This
mechanism ensures that the investor is always assured of a return
commensurate with the credit standing of the issuing bank — even if some

future problems arige, The difference between the launch margin and 1% cap
represents the investor’s cushion against Tulure problems. Onee that
cushion s used up, the investor loses the right to put the bonds at par and
will then share any incremenial credit problems via a decline in the bond s
price. Maturally, the issuing bank cannot also be the underwriter, or the
effect would be to repurchase its capital.

These comments merely touch upon a substantial topie. The appropriate
lewel, and 1ype. of Tier 1 capital will be one of the principal determinants
of a bank's return on its Tier I equity (see box on page |3 where the
impications for Duteh banks are nsed as an example). This is the key
meusure Lor shareholders when evaluating investiment alternatives.

Fhe Coniequences

supcriicially, the direct effects of the new capital adequacy reguirsments
are simple: the shareholders have contributed new equity — in cash or
higher dividends loregone — and they want a higher rate of return on all
their equity. The obvious solution is to widen margins, But this is more
easily said than done, hecause the provision of eredir is a fiercely
compelitive business. The ability to provide a sufficient volume of Tier 11
capital will thos he 4 erueial ingredient in satisfying shareholders’ demand
tor adequate returns on the Tier | equity at the top of the pyramid.

Another component o the solution is the pursuil of fee-genéraling business
- lle mnsurance sales, lor example, Originating and then securitising exira
Iy s omly another method of geperating feg income.

An alternative spproach tor o bank with inadequate capital resoorees s to
shrink the balance sheet. Securilisanon may have a role m this, bot the
mitlural ambiion of bankers s (o maintain a large balanee sheet. | hat
undoubtedly means that securitisation will not be the preferred route.

L heretore, the conclusion must be that the new capital adeguacy standirds:
tor banks will not — B rhemselives — Créate a peneral need [or asset-
hacked sEcUritits MHFEES

A Level Playing Field for All Financial Services

The EC's single marketl programme — 192" for shont  set the ullimate
objective of liberalisation; *The mternal market shall comprise an area
without mternal frontiers in which the fiee movement of goods, persuns,
services, and capital 5 ensured” (Article 13 of the Single European Act).
Stage One of the Delors Commitiee Report on Economic and Monetary
Union s a powerful restatement of the single market objectives, It invalves
the ereation of 4 single financial area free of all barrers to financiul
integration, "where banking, securities and [nancial mstruments are offered
undiormly.” he implementation of Delors Stage One has been agreed by
the EC Heads of State and 15 due to commence on July 1, 1990, Whaever
the status ol discussions on a single European currency, and everything that
that implies for monctary policy, a single market lor financial services has
become mevitable and irreversible.

| ke European Commission’s aim is to provide complete freedom of chaice
tor the consumer, To this end, the Commission is working on a set of
Dhirectives affecting every aspect ol financial services. Consumer protection
and prudential regulation are being balanced against the risk of stifling
mnovalion and competition tosuch an oxient thal the consumer pays







