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ABSTRACT

With the coronavirus crisis, we anticipate an aggravation of the inefficiency of the
allocation of financial resources in the Belgian economy, with excess idle savings from
households and an increasing shortfall of equity for many companies impacted by the
economic downturn. We discuss the conditions under which, on the one hand, the
savings surplus could be mobilized, and on the other hand, the corporate world could
accept the infusion of outside equity capital. The proposed solution, following standard
Asset & Liabilities Management (ALM) principles, is the setup of a private equity fund
offering callable, convertible and cumulative preferred shares, funded through the
issuance of either (i) a popular bond with floating coupon assorted with the government
guarantee, or (ii) an asset backed security with a senior fixed coupon and a junior equity
tranche, with the collaboration of the financial sector.
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INTRODUCTION

Following the eruption of the Covid-19 crisis, the rather structurally clumsy financial
resource allocation situation in the Belgian economy has suddenly worsened. On the one
hand, many companies of all sizes will suffer from a deterioration of their net worth, and
the rescue solutions proposed in the immediate reactions have addressed their liquidity,
but not their solvency position. On the other hand, wealth inequalities amongst
households have increased, with a significant fraction of the population having kept similar
levels of income as before but without the possibility or the willingness to sustain their
previous consumption levels due to the lockdown and its consequences.

In this paper, we discuss the conditions under which a change in the financial resource
allocation system could successfully channel the households’ surplus towards a suitable
financing source for a large majority of companies. We also analyze the key difficulty that
the system might potentially meet, namely the adequacy between the structure of the
assets (equity investment in companies) and liabilities (bond issuance towards the
population) of the transmission structure. Some solutions are discussed, involving or not
the public authorities around a guarantee of capital for the household investors.

THE RESOURCE ALLOCATION ISSUE AT TIMES OF THE CRISIS

The burst of the coronavirus crisis has worsened an imbalance in the financial circuit that is
particularly acute in the Belgian economy.

On the supply side of financial resources, the Belgian citizens were already heavy savers
before, with more than EUR 275 billion stuck in savings accounts prior to the crisis. A
number of unfortunate economic victims of the lockdown may have had to withdraw
significant amounts from their accounts in order to stay afloat or simply to survive, but
evidence gathered from the banking sector indicates that the net flows to sight and savings
accounts of individuals remain positive in aggregate. Logically, thanks to the heavy weight
of the public sector in the Belgian economy, the effectiveness of automatic or ad-hoc
stabilizers, and the lack of perspectives for immediate consumption, many households
have withessed a net increase in their financial resources. At the same time, the sudden
panic in financial markets and the sharp rise in uncertainty about the future have resulted
in a generalized decrease in the citizens’ appetite for financial risk. Thus, this extra money
flows to banks but, unfortunately, this simply feeds an already existing bottleneck. For a
long time, commercial banks in Belgium have appreciated savings from individuals for
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liquidity reasons, especially after their disastrous experience of the global financial crisis.

But in the current interest rate and legal environment, savings are a curse for their
profitability. With rates on savings accounts floored to 11 basis points (bps), a negative
opportunity cost of ECB savings at 50 bps, and a tax on accounts of 13 bps, each new euro
deposited on a bank account incurs an immediate loss for the credit institution. The longer
the money stays “un-lent” by a bank, the more it costs. But financial intermediaries must
also remain cautious and proportionate in their lending activities, and therefore cannot
dump their credits in order to get rid of this excess money. The crisis has obviously created
new borrowing needs, but the demand is not unlimited: if banks were to transmit all the
resources that they gather on savings and sight accounts is a “flow-based” swing, the
economy would simply be over-indebted. This is why some of the excess saving has to fall
in the black hole of the ECB’s balance sheet. This is the aggravated bottleneck on the
“surplus of funds” side.

On the demand side, we witness a sharp increase in the financing needs of many entities:
households, independent workers, the social and cultural sector, public authorities, and
companies. All are important, but the situation of the latter group is specific, because their
capital structure features a mix of equity and debt in a balanced fashion. Currently, what
governments and financial institutions offer are subsidies or debt facilities. This does not
solve a key concern for the corporate world: after having obtained resources from
additional borrowing or deferred repayments — which essentially results in an increase of
their liabilities, how to restore the balance between debt and equity in the capital
structure? This is not an acute short-term issue, but it is a crucial question for the
sustainable character of the potential economic recovery. An artificially fragile corporate
sector is exposed to unnecessary defaults and bankruptcies, leading to a potential vicious
circle for the whole society. Given that the coronavirus crisis makes it necessary to
temporarily, but sometimes significantly, increase the debt level of many companies, the
durable answer to this problem is to foresee a solidification of their equity through a form
of capital increase. Unfortunately, the groups of current shareholders of such companies
are not likely to be the same persons whose financial situation has become more
comfortable with the crisis. A solution might to look for external investors, but any CEO or
CFO would immediately notice that, in the current situation, equity valuations are under
stress and companies would have to dump their shares. Such a solution is probably not
adequate, both for the motivation of the management and the creation of agency conflicts
between the different categories of shareholders, especially in family-owned businesses.
Thus, companies need capital but the timing is exactly wrong. This is the aggravated
bottleneck on the “shortage of funds” side.

This situation can be summarized in a “Finance 1.01 class” type of simplified
representation of the financial circuit, with the identification on the potential bottlenecks:
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Figure 1: Coronavirus-related bottlenecks in the financial circuit
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The thick arrows correspond to the excess supply (in blue) and excess demand (in green) of
funding that is not met by the allocation channels in the financial circuit. The bottlenecks
arise for different reasons: banks literally receive excess resources compared to what they
are able and willing to lend, but companies demand additional equity resources that the
market is not ready to fulfill at acceptable conditions, leading to a mismatch between
supply and demand of capital.

It is important to note that a “simple” redirection of savings to equity stakes (the grey
vertical arrow crossed in the middle of the graph) cannot be seriously considered because
of the discouraging treatment of such investments in terms of banks’ risk-weighted assets
since the advent of the Basel Il Accord, and unchanged in Basel lll. Insurance companies,
whose investments in company shares is less disadvantageous under the Solvency 2
framework, could be more effective in channeling the households’ surpluses towards
companies, but they have not benefited from the same rally towards life insurance
contracts as did banks with their savings accounts. The current situation is thus showing an
imbalance, that has become severe and with adverse consequences for the economy, in
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the financial resource allocation system. Currently, this imbalance seems to be stuck in a
dead-end.

In front of a disequilibrium such as the one shown in Figure 1, our perspective is to adopt a
two-stage process: (i) diagnose what could be adapted financial vehicles to re-channel the
surplus offering to the types of securities that match the needs of corporations; and (ii)
perform and Asset & Liabilities Management (ALM) analysis of the junction between these
products.

ADAPTED ALTERNATIVE FINANCIAL VEHICLES

Potential suitable alternative to savings accounts for households

The underlying motives for excess household savings are probably numerous, but many of
them are unrelated to the rational economic motivation to save money on a bank account.
For a number of years, many investors have voluntarily decided to “park” their surplus
cash on their savings accounts, way beyond what would be necessary in relation with their
precautionary motives, with a long-term intended horizon (typically above 3 years). There
are many potential reasons for this seemingly irrational behavior: the perceived lack of
acceptable alternative investment products, anxiety about the future personal situation,
“liquidity trap” following the monetary policy of negative interest rates... The result is
economically devastating: with a close-to-zero fixed interest, savers erode their purchasing
power and cannot even seek consolation by hoping that their money fuels the economy,
since most of it remains idle and weighs on the banks’ balance sheets.

This uncomfortable feeling is presumable reinforced at times of the Covid-19 crisis: for the
people whose income has remained stable, without any possibility to consume more or
even as much as before, and with the cancellation of many projects related to
entertainment, tourism, or other projects, cash has started to accumulate on their
accounts. At the same time, many other persons experience a personal economic drama,
with a significant loss of income and capital. It is foreseeable that the persons with a
surplus want to show their solidarity by reallocating their resources towards those persons
with a shortfall. This can be done by philanthropy and donations, of course, but this
approach has limits since the predominant anxiety in the population calls for a margin of
safety that, in a nutshell, justifies the savings on non-maturing accounts. Thus, to make
sense both from an economic and a societal points of view, the financial vehicle that would
be suitable to re-channel the excess savings must be (i) safe, (ii) liquid, (iii) non-loss-
making, and (iv) solidary.
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As we will see later, there are different way to engineer a financial product that respects
these four conditions. The most obvious solution is a state-guaranteed popular loan
whose proceeds would be reinvested in the Belgian economy. But other vectors can
achieve a similar objective with another structure, like the senior tranche of an asset-
backed security collateralized by the value of the participations in the Belgian economy.

Potential suitable alternative to common equity for companies

Many companies find themselves in a fuzzy situation in which the pure financing securities,
namely common equity and straight debt, are not able to match their medium-term needs
engendered by the coronavirus crisis. For many of them, the sudden and sharp drop of
their revenues first created an intense liquidity issue. Many of those that were considered
as “viable” before the onset of the crisis will have hopefully received immediate help
though the moratorium on interest payments, the state-guaranteed short-term credit
envelope of EUR 50 billion, the recourse to ad-hoc automatic stabilizers, diverse regional
aids, and other subsidies. But the joint effect of the loss of income and the increase in
liabilities is inevitably the degradation of the solvency position of these otherwise
potentially profitable companies.

As stated above, while debt is not anymore a favorite funding option for the medium to
long term, raising new equity from outside investors has many adverse consequences.
Considering the market timing approach of capital structure decisions, it can be said that
the coronavirus crisis period is a “cold issue period” in which most companies are reluctant
to increase their capital by attracting new investors. The lower equity valuations under
market stress mechanically trigger economic and control dilution. We can reasonably
anticipate that the dominant feeling of entrepreneurs and managers would then be the
frustration of not being responsible for their situation. Some belong to sectors that are
hardly hit by the crisis, others simply witness a collapse of the demand, but all certainly
feel that this is a “deus ex machina” on which they have absolutely no control. Thus,
common equity issuance outside the circle of the existing shareholders might be felt very
badly. Furthermore, this operation of increase in long-term financing is generally neither
voluntary nor planned. Many companies would probably appreciate a temporary aid in
their solvency, but would not appreciate to keep an intruder in their capital structure
forever. For all these reasons, we claim that the preferred financing vehicle for most firms
must be (i) equity-like, (ii) non-voting, (iii) non-diluting, and (iv) self-destructing.

Fortunately, in the zoo of hybrid financing securities, there exist a category that fulfills
relatively easily and in a simple fashion these four conditions: the callable convertible
preferred stock. This security is part of the company’s equity, and is thus not part of its
liabilities. It is non-voting and non-diluting by construction, but the price to pay is a



Belgian
Financial
Forum

seniority with respect to common stock regarding the (capped) dividend payment and the
redemption of the face value in case of capital reduction or liquidation. The cost of capital,
which is typically equal to the capped dividend rate, lies somewhere between the costs of
common equity and of straight debt; probably in the neighborhood of 3 to 5% for most
companies nowadays. It looks close to subordinated debt, but with the important
advantage — in this particular case — of not legally weighing on the liabilities part of the
company.

The callability (i.e. the right given to the company to buyback the security at a pre-specified
strike price) and convertibility (i.e. the right given to the holder to convert the security into
common stock at a pre-specified conversion ratio) features of the preferred stock are
meant to organize its self-destruction. If the company fares well and wishes to get rid of
this safety cushion, it redeems it. If the company is successful but does not have a treasury
position that is comfortable enough to serve the preferred dividend or to buyback the
security, the investor converts it. Unlike the conventional ordering of the exercise decisions
(typically the right to convert dominates the right to call), it is probably useful to foresee
that the right to call is predominant over the right to convert: the company first decides
whether it exercises its call or not, then, conditionally on the no-exercise of the call, the
investor decides whether to strike the right to convert or not. Furthermore, to be fully
effective, the preferred stock should have a conversion protection period of several years,
i.e. the right to convert would only be open after a certain deadline, while the right to call
is immediately active. Both options can be Bermudean, i.e. they can only be struck at the
security’s anniversary date. Finally, to avoid any moral hazard issue, the preferred stock
should also be cumulative, i.e. no ordinary dividend can be paid out before all past due
preferred dividends are paid.

AN ALM APPROACH TO MATCH SUPPLY AND DEMAND

The mechanism of the allocation structure

The major principle of Assets & Liabilities Management is to ensure that the risks on the
asset and on the liabilities side of a balance sheet are tightly controlled within a desired
level of risk tolerance. Looking at the four conditions that must be filled by the investment
vehicle offered to households, there are two first necessary condition for a potential match
with the preferred stock structure:

1. Afeasibility condition. The expected return of the preferred stock must be positive.
This condition must be satisfied in order to ensure that, in the absence of a
subsidiary mechanism (for instance a public subsidy), the allocation of excess




Belgian
Financial
Forum

savings to company capital is possible. E(Rpref) > (0 This entails, in particular, that
there exists a sound selection process of the companies that can benefit from the
mechanism.

2. A participation condition. Households would be willing to participate to the
mechanism to the extent that they receive a guarantee of capital preservation
(including all perceived coupons) from a third party that is considered trustworthy.
It can be a bank, an insurer, or a public authority (government), for instance. The
cost of the guarantee Cg4, represented by a CDS premium paid to a credit insurer,
should be sufficient to cover the expected loss. There should also be a liquidity
provider, through an exchange or the intervention of a financial institution, which is
remunerated at a fair price ¢;. Altogether, it must be that ¢, + ¢; < E(Rpref).

If, on the liabilities side, we consider that households who provide the resources of funds,
they receive in exchange a bond with a guaranteed capital and a fixed stated maturity. On
the asset side, a closed-end private equity fund, whose maturity matches that of the bond,
invests in the preferred shares of firms that are willing to obtain this source of financing. At
the maturity of the fund, either the guarantor or a third-party (for instance a secondary
fund sponsored by professional private equity fund investors) agrees to buy-back the
remaining preferred or ordinary (if converted) shares. This repurchase can be done either
at the market price or at a floored price (in case of a remuneration through a fee
corresponding to the fair value of the repurchase option, which is a put option held by the
fund).

For the ALM match to be valid, the cash flows received by the bondholders are equal to (i)
the preferred dividends paid out by the companies during the lifetime of the fund, and (ii)
the maximum of the guaranteed capital (floor) and the net asset value of the fund at
maturity. This means that the investors have a floating rate note with a guaranteed floored
yield at 0%. An illustration of the mechanism is provided in the following graph, with the
following assumptions:

e Fund size = Par value of the bond = 100€

e Fund lifetime = Bond maturity = 5 years

e Fund net management fee = 0.4%

e Cost of guarantee and liquidity = 0.6%

e Preferred dividend rate = 5%

e Proportion of total paid-out dividends = 60%

e Proportion of early calls = 75%

e Proportion of calls at maturity = 10%

e Cumulative default rate = 5%

e Proportion of conversions at maturity = 7%

e Proportion of no calls and no conversion = 3%

e Net asset value of the fund at maturity = 12€.
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Figure 2: ALM Mechanism between the PE Fund and the Bond
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The graph also features various incentives that could be foreseen by the public (tax)
authorities in order to enhance the probability of success of the structure. For each of
them, the remuneration can be included in the fee structure (direct income) or reflected in
the positive externality that results from a sounder economic landscape that, in the long

return, will generate more taxes, less unemployment and, ultimately, more growth
(indirect income).

The burden of the guarantee

The natural way of issuing a popular loan is the associate a guarantee of the State for the
preservation of capital. This guarantee, which represents a put option on the loan, is
funded by a commission ¢, paid out by the fund to the government, which is similar to a
Credit Default Swap (CDS) premium. Considering (generically) a five-year maturity of the
bond and of the fund, and ignoring discounting effects (since interest rates are
insignificantly different from 0), the fair price of this guarantee must be equal to the
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expected payoff of the put option, which is the maximum of 0 or the face value minus the
sum of all net coupons paid out minus the liquidation value of the fund. On a yearly basis,
this is equal to c;;=§EQ[max(0;1—d><(g><5+a><15)+f><5—a><5—(1—(a+p)><5)><
(y x T+ M))], where Ej, is the risk-neutral expectation operator; d, g, a, f and p are the

yearly rates of, respectively, the preferred dividend, the proportion of companies that pay
the dividend but never call, the proportion of early calls, the management fee, and default
losses; and y, Il and u are, respectively, the proportion of shares converted at maturity,
the economic value of the converted shares, and the economic value of the shares
unconverted at maturity. The crucial input of this equation is the expected yearly default
rate p. Some numerical simulations show that, with a value of ¢, around 40 bps, the break-
even yearly default rate (assuming a loss given default of 100%) would be around 2.5%,
which would already correspond to a very seriously hit economy. Thus, with reasonable
assumptions, the burden of the guarantee could be affordable if properly remunerated by
the credit insurance premium.

This natural channel would essentially result in a direct link between households and

companies, with financial intermediaries serving essentially as a facilitator of the
mechanism, as shown in Figure 3a.

Figure 3a: Governement-guaranteed popular bond as a resource allocation mechanism
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Nevertheless, the public authorities might be reluctant to directly participate in the
system, for two reasons. The first one, which in our view is a fallacy, is the wrong
impression that the structure would be detrimental to the government, because it has to
provide a guarantee, while it could itself fund the structure by “simply” issuing more OLOs
and digging further the budget deficit. The rationale is that the current state of the
sovereign bond markets would enable the Belgian government to issue medium-term
bonds at a negative yield, and therefore the opportunity cost of having the fund financed
by popular savings would be negative. This is an odd argument, of course, for two reasons:
(i) it denies the ALM structure of the mechanism, and eventually leads to financing an
equity mechanism through fixed-rate debt, and (ii) the additional state borrowing on the
OLO market will have an immediate effect on the cost of existing debt, plus it increases the
risk of an increase in the future cost of borrowing. Furthermore, we have to remember
that the initial diagnosis is that the coronavirus crisis has aggravated the issue of resource
allocation in the economy, and the solution of the government bond would not contribute
to solving this problem at all.

The second reason for the potential reluctance of politicians is the bitter failure of the Arco
case in 2008, in which the Belgian government gave its guarantee to the Arco cooperators
during the recapitalization of Dexia. After the failure of the Dexia group in 2011, the
European Commission considered that the guarantee was similar to a state aid and was
void, leading the cooperators who had thought that they had essentially a bond to realize
that they were in fact investing in risky equities. Issuing a popular bond in order to invest in
the equity of risky companies, with a floating coupon payment depending on the paid-out
dividends, and associating a state aid to this structure, may seem very similar to the Arco
case in many aspects. Even though the ALM basis of the structure, the fair pricing of the
guarantee option, and the ring-fencing of the fund are all essentially different from the
Dexia recapitalization scheme, the perception of the similarity by the public authorities
might lead them to abandon this track and favor another route.

Actually, an alternative re-channeling of excess savings towards companies that are in
need of fresh equity investment may be given by the financial sector itself. Considering
that banks already dispose of the clients’ savings, they may themselves propose asset-
backed financial products that would be similar to the popular bond above, but with a
fixed coupon and the association of their own (remunerated) guarantee on the structure.
In order to make sure that the large equity risk of the fund would not weigh on the banks’
creditworthiness, the funding of the structure would then be split in two parts: a senior
tranche held by the household investors, possibly wrapped by a bank’s guarantee, and an
equity tranche held by institutional investors attracted by the private equity structure. This
would essentially lead to the alternative circuit below.

11
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Figure 3b: Asset-backed security as a resource allocation mechanism
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CONCLUSION: SHARING THE BENEFITS OF A POSITIVE SUM GAME

Exitus acta probat. The unprecedented Covid-19 crisis has made it necessary to find create
ways of quickly and efficiently solve the potential systemic problem of a generalized
degradation of the solvency position of a majority of companies of all sizes, sectors and
regions. This paper has provided some ideas, fueled by reasonable principles of corporate
finance (hybrid financing) and risk management (ALM approach), in order to
simultaneously provide potential solutions for the reallocation of financial resources in a
more efficient way than the situation prevailing during the crisis.

There might be many drawbacks to the proposed mechanism. It might not stand the test of
operationalization. There must also be a large adoption of its principles by the key
stakeholders — politicians, financial institutions, households, companies — in order to
reduce the viscosity of the transmission channel. There might also be moral hazard and
adverse selection issues that hinder the effectiveness of the approach. Last but not least,

12
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the market is always right: if there appears to be no or limited appetite on either side of
the financial circuit, the initiative will lose much of its appeal. It takes two to tango: if not
enough money is activated to help companies, or if corporate managers find the preferred
shares (which usually require a change in company statutes) inadequate, the objectives
will not be reached.

But there is one thing that must be clear from the discussion: it one believes in a positive
expected value creation of the large tissue of companies that could be helped with such a
mechanism, this is a positive sum game. Offering the opportunity to households who can
afford it to redirect their savings towards the corporate world and sharing part of this
potential economic added value is fairer than condemning these people to freeze their
financial surplus in idle savings accounts that provide no satisfaction to anyone. Probably,
those companies that currently look at the future with anxiety would be very happy to
share the value that they could create thanks to a sound and non-diluting capital infusion
with those who will have shown their solidarity. Whatever will be the tool that will
simultaneously help citizens and companies, be it the one proposed in this paper or
anything else, something much be done. The sooner the better.
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