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Abstract
This paper is about events where one or more banks face difficulty ruling over their short-term liabilities and
perhaps fail. It is natural to think of these events as occurring where some agents have some benefits from
creating the risk of these kinds of events, and perhaps do not bear all the societal costs. It is natural to think
of these as inefficient outcomes, such as a straightforward way of thinking about that is coming from implicit
bank guarantees, for example. What is surprising is that they may happen. This article is about challenging this
view. The goal is to try to persuade the reader that there may be some, not just private values but judiciary
values to set up a financial system that is subject to these kinds of events where multiple banks will fail at the
same time and face difficulty ruling over their debt. In that sense, this article is not trying to convince someone
that financial crises may have some efficiency problems. So, it leads very naturally to the question that has been
studied already. And this article is going to try to contribute to the understanding of why individual banks per se
find an optimal to finance themselves in a fragile way where they are subject to these inefficient terminations.
And more generally, why might there be an optimal to have a system that is subject to these kinds of shocks? It

is that kind of a question that is under discussion here in this article.
Keywords: optimal financial crises, banking system, bank solvency, information friction, Pareto improvement,

renegotiation contract, optimal capital incentives
JEL Classification: F37
© Mikhail Zharikov, 2020

Introduction to the Optimal Capital
Structure in a Bank

The topic is motivated by an observation which
is banks, and other financial institutions seem to
rely very heavily on short-term debt to finance
their assets. It is the debt that has to be reviewed
or repaid in very short-time horizons. And very
naturally this exposes them to roll over risk or
possible events that resemble bankrupts, where
they are officially terminated or liquidated in
some way. These financial crises are pervasive.
It is known from Reinhart and Rogoff, who said
that that is a common occurrence in advanced
economies (Reinhart, Rogoff, 2011). It is believed
that there are important events in understand-
ing that kind of large depressions in economic
activity. Perhaps they played an important role
in the most recent recession (Schenk, 2002).

Here is an attempt to develop a theory of
the optimal capital structure of banks. And me-
chanically here is an idea about this as a large
number of depositors who have to finance an
investment project which offered by a bank. And
it will be run by a bank manager or a banker. And
these depositors are going to have to design
compensation contracts to provide the banker
with incentives. In some sense, there must be a
resolution to some agency friction within this
bank (Lin, Sun, Jiang, 2009). The key result of
the research is that one optimal capital struc-
ture is fragile. Specifically, there will be events
when banks earn low returns, and which bank
will be inefficiently terminated or liquidated.
This situation resembles a bank run. These de-
positors will be giving up future profits from
a continuing operation, but they are going to

*The article has been prepared as a result of the research granted at the budget expense to the Financial University under the Govern-

ment of the Russian Federation.
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try to find a way to commit to this kind of inef-
ficiency (Chen, Milesi-Ferretti, Tressel, 2012).

In particular, it is shown that implementing
this fragile capital structure necessarily requires
contracts that resemble short-term debt. In that
way, the short-term debt will be essential for a
fragile capital structure. We will see the role that
short-term debt will play. These first three bullet
points are really in a model with a single bank,
in a single group of depositors. And it is clear in
this model what happens in a banking system
with multiple banks. This model will imply that
systemic crises are optimal, in a sense that eco-
nomic agents are all better off when all banks face
difficulty at the same time (Legg, Harris, 2009).

There is also a bit of a flavour of these results be-
fore getting into the model. Let us start with think-
ing about the mechanism with a single bank. And
here is an idea by Colliners and Kon and Diamond
Roger, where bank runs, or a threat of bank runs
can be a useful discipline device in resolving agency
frictions. When you think about these depositors
designing compensation schemes for the banker,
and in a world with their full commitment to long-
term stay-contingent contracts providing incentives
will require them to commit to ex-post inefficient
liquidations. That will be optimal for them; this will
be the optimal way for them to provide incentives
to the banker (Dorrucci, McKay, 2011).

It introduces a natural time and consistency
problem. When they get to a day where they are
trying to commit to these ex-post inefficient liq-
uidation, given the opportunity to renegotiate
and reap off the contract, they would love to do
s0. So, in a world with limited commitment, the
optimal contracts would have no ex-post inef-
ficiencies, but, of course, they will provide worse
incentives to the banker. So, there’s going to be a
cost of limited commitment in this environment
(Gourinchas, Obstfeld, 2012).

What is argued here is when there is a limited
commitment with additional private information
friction, depositors are subject to private discount
factor shocks. They can attain their commitment
outcomes. They can effectively get around the
limited commitment constraint. To replicate com-
mitment, to get around it, they will have to use
contracts that resemble short-term debt (Jorda,
Schularick, Taylor, 2011).

And the idea here is they are going to create
something that resembles a public goods problem.

At time zero, they are going to choose contracts

at such a time run when they would want to re-
negotiate. The renegotiation problem will be very
difficult. Short-term debt and private informa-
tion will make it very hard for them, even if they
coordinate, renegotiate and rollover their debt.
And that will let them get back to kind of the first
bullet point, i.e. the commitment outcomes where

they are providing optimal incentives with these

ex-post inefficiencies (Lane, Milesi-Ferretti, 2011).

So, the whole game is how to obtain the com-
mitment and how it translates to a world with
multiple banks. What does it say about the finan-
cial system? There must be a consensus about the
world where the returns are independent across
banks. It is a one-bank model to replicate. And
the banks are effectively completely separate.
What can be seen is that short-term debt will no
longer entail its commitment to outcomes. And
a simple way to think about that is that if there
is a rich bank and a poor bank, and they receive
independent shocks, for commitment reasons the
central bank will still like to liquidate the poor
bank, the bank that earns low returns, but now
the depositors of both banks can get together
and kind of share the future returns in their cur-
rent resources and make themselves better off by
financing both of the banks. With independent
returns, they are no longer going to face the same
renegotiation problems in a world of limited com-
mitment. Though there must be a way to continue
both banks, that is going to worsen incentives of
the banker and yield worse outcomes. How to get
around this?

If returns are correlated across banks, and
one bank is doing poorly, the other bank is doing
poorly as well. A client might face the same hard
renegotiation problems he/she will meet with the
single bank. And that is what it is argued here.
What this means is an obvious strict preference to
live in an economy where returns across banks are
perfectly correlated. The optimal financial system
will feature banks that earn perfectly correlated
returns. When both banks are in high returns,
the system looks fine. Everything gets ruled over.
Banks continue their projects (Ostry, 2012).

When both banks are in low returns, they will
end up liquidating all of their business. The sys-
temic risk here is going to come from X-any in-
vestment choices, and it will be optimal. The value
of having this financial system subject to systemic

7
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crises comes from obtaining a commitment to
provide optimal incentives to bank managers.
Mechanically, it can be seen the problem is going
to be solved in a mechanism-design framework. A
planner subject to the same constraints is the de-
positor, so to speak. It will not be able to improve
its outcomes, and thus, this will be a financial
system with systemic crises that are going to be
efficient (Lee, Rhee, 2012).

Single-bank Model of Optimal Bank
Capital Structure

Let us again start with the single-bank model
and a large group of depositors. And effectively,
what the researchers try to show here is those
few results. And in a full commitment, it is pos-
sible to liquidate the bank after low output is
realized. With limited commitment, a bank will
face a timing consistency problem. With a lim-
ited commitment in private information, it can
somehow get around that. The key ingredients
in the model include, first of all, one that must
be paid attention to. It is just a repeated moral
hazard environment by Alan Holmstrom. Here it
should be thought of a banker who has to exert
some unobservable effort. And this effort will
affect the distribution of future returns to the
bank (Pisani-Ferry, Sapir, 2010).

The crucial thing of all this will be a constraint
on what kind of contracts that can be written
down, which will be limited commitment. And
there will be a version of renegotiation improve-
ments. And then the last element which is also
very important is this kind of classic moral hazard
problem, something that makes this look like a
Diamond-Dibbing bank.

This project will be financed by a large group
of depositors, each subject to idiosyncratic and
private discount factor shocks. They will affect
how much they enjoy the future. And so, this fric-
tion means a kind of contracts that will have to
satisfy incentive constraint which induces these
depositors to report their types truthfully. These
discount factor shocks are truthful. So, those are
the three key ingredients in this model. The model
itself is fairly compact.

Writing down contracts is where things get
complicated. So, let us try to focus on what are the
key things in this model, and then there will be a
few words on the results. We have got A+ agents.
This is the easiest way to think of this. We shall

8

call the first N of them depositors because it is
known at the end that they are going to look like
short-term debt depositors and set of investors.
And there will be the N+ banker. That is a three-
period model, dates zero, one and two. Although it
is believed the model generalizes that an arbitrary
number of periods, there is production technol-
ogy here. Investment in period zero is I, the one
that will require a fixed scale of resources I. We
can also talk afterwards about the importance of
that assumption, and investment will also require
an effort of the banker (Robleh, Haldane, Nahai-
Williamson, 2012).

So, how do investment and effort turn into
future output? All efforts denote is that we want
to think of the banker just directly choosing a
probability over future outcomes. It can be a low
probability 7 or low probability 1, . Manager suf-
fers, or the banker suffers disutility of effort de-
noted by q. So, we will set the cost so to speak of
the high effort for the banker q (bar) and the cost
of low effort all normalized to zero. And so, let us
start in time zero. If I resources are put into this
production technology, and the banker exerts ef-
fort e, then in period 1 the output is i+y,, where y,
is stochastic. And y, is high, y, with probability e,
and at 0 with probability (1 — e). So, if the banker
exerts high effort, he/she will likely get high out-
put. The banker is likely to get high output. In this
example, all the risk is over the net output. So, the
crucial thing that is worth remembering for later
here is getting lower output, whereas aggregate
resources are still I. A bank under consideration
has just enough funds to finance the project to
gain the kind of a client wants to choose. If rein-
vestment is required in period 1, it is necessary to
put I in again, and the manager’s effort would be
e,. And when we get (i+a), this, in turn, depends
on period 1, which is an output for moments to be
supposed at zero. That means the result of (i+z,).
So, it is exactly a repeated version of this game.

What is worth introducing here is a bit of per-
sistence into these projects. One condition which
is unseen here is high output projects that look a
little bit better than conditional hidden low output.
Let us introduce that persistence is not dependent
on the previous effort level of the banker. This
period 2 has a moral hazard problem. The only
role it is playing is conditioning continuation
utilities of the banker and nothing else. It could
be almost ignored. All of the action is going to
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depend on how the banker is to exert high effort in
period 0. And the concern here is about outcomes
in period 1. That is the situation focus on in this
moral hazard problem. Just to finish roughly the
model it is worth thinking of this as having a large
number of small depositors.

What is meant by small? Each of the depositors
is initially endowed with I over N resources. So, at
time zero all of them will need to know that they
are willing to participate in financing this project.
And though they have nothing in periods 1 and
2, in terms of preferences this banker has linear
preferences over consumption streams c,, c,, C,.
Then the disutility of effort again is indexed by
g- And this banker discounts last period utility or
consumption which is rated later. In terms of the
depositors, they again have linear consumption.
And in period 1 they will learn their discount factor
shock is v,, again in period 1 they will know how
much they discount is period 2 consumption. It
should be assumed this v -s is independent across
depositors. They are distributed according to some
distribution G, which will be identical.

The support is actually critical here. They go
from some range v (lower bar) to v (upper bar).
The most impatient depositor v (lower bar) is
critical. What also should be assumed is with
all the linearity after pinned on the timing the
payments between the banker and the block of
depositors are to be pinned down, which means
that the banker is more impatient than the most
impatient depositor.

These counter shocks are private. For nota-
tional v there is just the vector of all discount
factor shocks across the agents. And then there
is a limited liability constraint. For the deposi-
tors, this is important. That means that each de-
positor is small. They cannot bring in the outside
resources. For the banker, this is also important,
because it is a limited liability constraint. It will
even say something about continuation utility of
the banker. That is the content of that assumption.

So, that is the model in three periods. It is es-
sential to think about designing optimal compen-
sation schemes for the banker and the optimal
payments between all of the depositors. The analy-
sis should be focused on direct mechanisms. It is
important to think about an investment contract.
What is a long term investment contract? It is
just specifying recommended effort levels of the
banker, transfers out of the returning remaining

resources to the banker and all of the depositors
and the continuation rule. Should the project be
continued in period 1? All of these functions are
in real history and realisations of the stochastic
shocks Y. This is simplified a bit relative to the
research so that here there is no answer on nota-
tions in the model. But it should be clear that a
p, is a payment to depositor I. What is meant to
say is they can only make payments in period 1
conditional on'Y .

It is because they paid before they realised
their discount factor shocks. It will be a result that
the optimal contract has that feature. So, it is not
incorrect to abstract from being able to make pay-
ments after they were included in their discount
factor shocks. And then payments in period 2 the
depositor again is a function of the output his-
tory, and the whole vector of the discount vector
shocks is v, which says that the project must be
continued.

There are, of course, payments to the banker
that are similar. And then there is a continuation
rule — here it depends on the discount factors, but
again that is not critical in terms of the optimal
long-term investment contract and recommended
effort. So, it needs a work-through. The results
in characterising the optimal contract are got by
slowly bringing in additional friction. It should be
started with full commitment and full informa-
tion of the depositors’ types. There is the optimal
contract which is maximising X-any depositor’s
welfare subject to these constraints.

There are resource constraints, non-negativity
constraints and the banker’s incentive constraints.
The goal is to show why it is optimal to liquidate
this project inefficiently after a low output. This
shows up in lots of optimal contracts. Optimal
provision of X-any incentives requires ex-post
inefficiencies. It should be governed by the intui-
tion here. What is the idea behind all this? As in
most moral hazard problems, there is a spread in
the utility of the banker in period one following
high and low output to provide the banker incen-
tives to exert effort in period zero.

There are two ways to create a spread. The
payment could just be changed to the banker
in period one or the continuation utility to the
banker could be changed in period one. As it is a
dynamic model, the project continues in period
one, or the mechanism calls for continuation from
one to two periods. The banker has to get strictly
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positive utility in continuation. That is effectively
the incentive rent the banker is getting from the
combination of moral hazard and limited liability
(Rousseau, Wachtel, 2011).

Any continuation contract yields strictly posi-
tive continuation utility to the banker. What this
means that if it is a promise, or the mechanism
promises to liquidate after low outputs have been
realised, the banker can be deprived of that con-
tinuation utility (The Economist, 2009). More
spreads could be effectively created this way.
Stricter punishments are exerted by promising
or committing to liquidate the project. That could
be beneficial in relaxing the incentive constraints.
That means the banker could be paid less after a
high output has been realised.

It should be assumed that this promise to
liquidate this is costly in a sense that it is ex-
post inefficient. Knowing all of the depositors’
discounter factors, it could be strictly better for
depositors and the banker to continue the project.
This promise must be somehow committed to.
One problem is that it can be optimal when this
promise to liquidate relaxing incentives dominates
the cost associated with foregone profits from the
project. It is when the moral hazards are severe.

Optimal Renegotiation Contracts
Going forward, what happens in this state is to
realise low output in the optimal contract which
should be liquidated repaying out whatever is
left, which is I in that state. Paying the banker
nothing, I must paid out over each of the deposi-
tors. It is as if anyone starts period one exactly
like in period zero. But now, they all are going to
have these private discount factor shocks. They
look different. What happens if a limited en-
forcement constraint is added? This is the con-
straint not to renegotiate the contract in period
one. Mechanically, after they learn discount fac-
tors, let them renegotiate. So, renegotiated con-
tracts have to satisfy some constraints.

The resource constraints, non-negativity con-
straints again have to provide the banker incen-
tives to exert effort. And the investment contract
is enforceable if all parties cannot gain from re-
negotiation. In the paper, this is a bit more saddle
because there are richer sets of contracts in the
market, but it must be thought of as whether there
is an operating improvement or not. Not surpris-
ingly, under an assumption that liquidations are
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ex-post inefficient, the commitment outcomes are
not enforceable. It would just be renegotiated that
away. And this is the classic time and consistency
problem. Strictly speaking, this model is worse off
in a world without commitment. Why does adding
private information fixe this somehow? We have
additional constraints. After these depositors are
included in the report, their type is truthful. And
here is one more important question to ask: Could
anyone actually enforce a liquidation contract?
There is low output.

Can anyone design a renegotiation contract
that gets all to participate and roll over a debt so
to speak? What do renegotiation contracts have
to satisfy? There should be picked an arbitrary
one: X-hat and P-hat. So, someone is going to
roll over some probability X-hat. There happens
a pay-out according to the reports of the type p-
hat. These renegotiation contracts have to satisfy
the incentive constraint of the depositors. They
have to be Pareto improved, and they have to be
resource-feasible. The total payments in period
two have to be less than what can be earned, the
net of what could be paid to the banker.

What is the incentive constraint? This top line
is what a depositor gets in expectation if they
report their type v, truthfully. The bottom line
is what they get if they misreport and report at
different discount factor v-hat. They are taking
an expectation over the other depositors’ truthful
reports. Now, what do they get? With probabil-
ity X the depositor continues to get p, which he
discounts at v.. With (1-X) he gets a status quo
I over N. If he lies, what does he affect? He affects
the probability that the project continues, and he
affects the payments he receives. What is Pareto
Improvement? Itis this top line which is bigger
than equal to I over N. So, there’s a constraint
there. The incentives have to be satisfied. These
Pareto improvement constraints in the resource
constraints are in any renegotiated contract.

So, now, it is the heart of the paper in terms of
the single-bank model. The time can be resolved
and consistency problem as well in this setting.
For example, suppose a depositor of the most
impatient type is sufficiently impatient affectively.
Then for N there is sufficiently large incentive
feasible renegotiation contracts. The set of all
possible renegotiation contracts is considered to
converge to the set with the probability of con-
tinuations going to zero. What it is saying is when
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N is large, it is difficult to construct mechanisms
which satisfy the constraints which get ever into
agreed and put them I over N back in this project
and role over the bank. Mechanically one is apply-
ing the results that came out of a theory on the
literature on public goods provision from Robin,
Mailath and Postlewaite. So, this debt role over
a problem is looking like a public goods problem.

It is not a rule over the problem. They are al-
lowed to coordinate and design the best renegotia-
tion contract, and the outcome is they do not roll
over anything as N gets large. The consequence of
this is that they resolve the time and consistency.
This is all said of renegotiation contracts that
do not have to be rolled over the project. So, the
project can effectively be committed to liquidation.
How does this result work mechanically? What
is the economics behind all this? It is assumed
that the most impatient type would not want to
participate, given a Pareto share. Suppose, the
returns to the bank are just split up in period two
evenly. What is assumed here again is that the
most impatient type would not put up their I over
N for just a Pareto share? But this most impatient
type should be motivated to participate. How is
it done? There is a larger share of future returns
than ever and anything else. But now, concerning
the incentives of patient types, by misreport-
ing or underreporting their type, they can get a
larger share of the future returns. There is also a
private benefit which is really their incentive rent.
What is the cost? They might lower the probability
the banks rollover. If they stay all impatient, the
mechanism is going to run all over again, because
it would be inefficient in that state. So, there is a
trade-off for a fixed N.

A larger share of future returns can also be gen-
erated, but there might be a lower probability of
the roll-over. Now, as N gets large, the probability
or pivotal are converging to zero, the effect on the
probability of roll-over is disappearing. But this
positive gain can always be captured off-line, and
this is going to misreport the type. So, because
their benefits do not go to zero, the renegotiation
contracts cannot be constructed. In that sense,
when N is sufficiently large, liquidation is actu-
ally time consistent. But of course, it is ex-post
inefficient by assumption. Under full information,
this is known to be a bad outcome. And that is
why it must be said that these events resemble
runs or panics.

A planner looking at this world or a government
will say, “I know I can make you all better off if
we can just roll over.” It looks kind of crazy the
way a sun’s bet type banker does. But it is much
more severe in terms of a coordination problem.
It is worth introducing these ex-post public goods
problems, actually resolving the time and consist-
ency problem that is faced under full information.
This optimal contract does resemble short-term
debt. These depositors put I over N (I/N) in period
0. They get a right to effectively withdraw I/N in
period 1. And if not enough of them agree the bank
is liquidated. Now, in this talk, it is quite good to
consider a much richer contract base where there
is a choice when to give out of these rates, and
when not to give out these rates. And it must be
shown that contracts that do not give depositors
the right to demand I/N in period 1, they do not
commit to liquidate the bank.

Effectively, if there are more slack participa-
tion constraints in the renegotiation problem,
the liquidation is renegotiated right away. These
contracts provide worse incentives than short-
term debt does, and it is sensible to argue these
contracts resemble long-term debt. That is the
result of the model. It is worth thinking of them
as just saying the depositors are going to leave
all the money in the firm, knowing that it is the
individual right to withdraw something which is
promised to liquidate, but when someone gets
there, they know they can all be made better off.
And it is possible to design better contracts and
do so. This is the sense in which short-term debt
is not only sufficient but also possibly necessary.
Release contracts will give out the same rights
in short-term debt or if that is necessary (Kose,
Prasad, Rogoff, Wie, 2009).

The Multi-bank Model of Optimal
Capital Structure
So far, that is all about one bank. And these
claims have been made that crises are efficient.
And crises or in a model, there are all the val-
ues of how the commitment has been gotten to
provide optimal incentives. So, let us see how
it works in a model with multiple banks. What
should be done here is compare two stark econo-
mies. The first is going to be a replica of all that
was just seen. Think about 2N banks and two N
depositors. And they are completely independ-
ent. Income across banks is uncorrelated, and
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individual banker’s effort only affects a return
at their own bank. And if that kind of an econ-
omy is considered for a minute, it is as if there
are two separable problems. In all the commit-
ment outcomes, any bank to be liquidated when
they earn low output, or they are going to be the
same. And it is necessary to compare that to an
outcome where returns have perfectly corre-
lated the risk in returns increases. Two things
are going to be changed here: correlated risk
across banks and risk in the returns. And they
both play an important role. Formerly what was
done, when there were correlated risk and effort,
banks might be worried about moral hazard in
terms of type problems. And actually, it is worth
abstracting away from all that with the produc-
tion structure.

What needs to be assumed is the probability
that both banks realise the same income in one of
these two economies. Either both banks get higher,
both banks get low. It has been said that there is
an increase in risk. What should be kept in mind
is low output for a single bank in a perfectly cor-
related economy that will now be negative instead
of zero. And the high output will be higher than it
was in the replica economy. And then what is the
probability of either bank that has a high output,
it is good to assume it is the minimum of the ef-
forts of the two bankers.

This production structure so to speak means
a banker has to provide the same incentives, or a
planner has to provide the same incentives to an
individual banker, to both of them, because they
have to make something to exert effort. What that
means is under full commitment a planner would
be completely indifferent between these two cases.
There are no incentive benefits from using a cor-
relation structure in the production structure, in
the production function to get the advantage of
the incentive constraints. What should be argued
is the limited commitment economy which implies
that there is a strict preference for the correlated
risky return economy.

Agents are all the better off when they live in a
perfectly correlated world versus the independent
world. And in that sense that will imply the opti-
mality of crises. What is the basic idea behind all
this? Here is an example of an independent case.
And there are really two problems here. There
must be an enforced liquidation for either bank
when they earn low returns. The first problem is
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simple. Suppose both banks get low outputs. That
means both banks are to be liquidated. What are
the aggregate resources when both banks earn
low output? They have 2I resources. And what
should be claimed here is it is possible to make
at least N depositors better off by continuing one
of the banks. What should be done effectively is
take the N most patient depositors and, say, give
enough resources to roll over one bank. So, deposi-
tors should be coordinated in one of the banks.
When can that be done? As long as the medium
depositor is happy to take a Pareto share for one
bank, then N is sufficiently large to just call out
Vilfredo Pareto shares that the banks will get N
people to sign them (Kiyotaki, Wright, 1989). If
there is a banker who contemplates whether he/
she shall exert high or low effort, if they exert low
effort, they are likely to get low output. And the
other banker is assumed to exert high effort to
get high output. But if they both get low output,
that is okay with the probability of a half they are
going to coordinate and rollover. So, the incen-
tives are stricter there. Increasing the riskiness
of returns can fix that. Suppose when they both
are in low output, there is only I-resources left.
The only I-resources that are needed to all 2N
depositors to finance even a single bank, and then
a public goods problem shows up again. So, it is
impossible to roll over even a single bank if there
is an increase in risk. It is, of course, a preliminary
result. What happens when there are high and
low outputs? So, say, bank A earns high returns
and bank B earns low returns. It is argued now
that 2N depositors, all of the depositors can be
made better off with the private information by
continuing both banks. And the idea now is they
both have more resources because they got the
high amount of resources from bank A that did
well, although you have low resources from bank
B. So, you can combine all of those, but you can
also share the future returns. It is as if these two
banks can aggregated.

And if there is enough surplus, and in some
sense, the average depositors are very different
from the most patient one, that will Pareto im-
prove. So, even with these constraints if there
are independent returns, this commitment to
liquidate can be renegotiated away. Correlation
can result in that time consistency. Those states
of the world should just be eliminated by hav-
ing them taken any correlated risk. And this is a
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proposition when returns are perfectly correlated
and sufficiently risky. Commitment outcomes can
once again be attained with short-term debt. While
there are strictly higher and perfectly correlated
banks, this happens because obviously there is
no real insurance motive here. So, it suggests
it is robust, introducing some insurance motive.
And just to be clear, there must be kind of the
equilibrium outcome in that world of the optimal
contracts as when all banks earn low returns they
are all liquidated.

So, this optimal financial system features ‘sys-
temic crises’. In conclusion, it must be said that
there is a model which was developed in condi-
tions under which a fragile capital structure of
debts is not only privately but socially optimal.
Along the equilibrium path, bank runs do actu-
ally occur, along with the equilibrium path of the
optimal contract. The short-term debt is essential
to allowing a commitment to these exposed inef-
ficient runs as they are called in the model. And
that long-term debt or equity may not attain that
same level. And lastly, the same limited commit-
ment frictions imply correlated risky outcomes
in the financial sector or the financial sector is
going to be subject to systemic crises and may
be efficient.

It must be argued, though, that there is a lit-
tle bit bias in the idea that these things are of a
commitment device. It was never thought of that
systemic crises could be a good thing before this
model was developed. However, there are a lot of
questions to be asked here. So, financial crises
are part of the ex-ante optimum. It is just like
Franklin Allen and Douglas Gale who have a paper
that argues something like this. This goes a lit-
tle bit further. A short-debt commitment device
is on board for that one. And through a slightly
different mechanism, it must be said about the
different staff. It is a totally new part of the paper.

The systemic, the system-wide, systemic crises
are important to implement under efficient alloca-
tion. The highly correlated risks lead to systemic-
wide crises which are a good thing ex-ante. It
must be taken a while, taken till the very end of
the discussion to talk about exactly how that gets
into the model because it must be understood
what is going on along the way first. These are all
of the good things. This is why short-term debt
is used here, and things like that. And so, this is
a model where the only role that the short-term

debt and financial crises have is that this commit-
ment device provides the punishment. And there
is nothing really too bad about them. They just
provide an efficient punishment, and financial
crises are nothing, they are ex-post inefficient, but
they are not that bad. So, there is long-term debt
or equity because there is no unanimous consent
about what happens simultaneously. There should
be some time for renegotiation. They are prone
to do ex-post efficient things which people in the
banking industry do not like.

Once it is clear that there is a world where
things are exposed in an efficient way, that takes
commitment away, and the time consistency of
the punishment goes away. And then, effort in-
centives are reduced. So, this is obviously related
to the staff that is done on runs as a commit-
ment device. But it also strikes one that it is re-
ally close to a paper that essentially makes the
same point in a different setting. It is the paper
by Chari and Kehoe Bail-outs, time consistency
and optimal regulation. It is not exactly the same
model. They have a model there where there are
right private contracts. It is like towns and crosses
stated for a vacation that can be essentially com-
mitted to having the court inefficiently intervene
and verify the state and then give essentially a
zero continuation to the agent. And that private
contract which does not have to be short-term in
their model is what short-term debt is here. And
then they have this thing called the government
who likes to do bail-outs. And they cannot stand
things that are ex-post inefficient, so they step
because of limited commitment at the government
level. They step in and provide the bailout. And
so, this model is almost the same model, but it
has a different name.

It is worth thinking about the possibility that
there might be a government in this model that
could cause some problems for this story. The
basic idea of the model is a very nice job pre-
senting it. It is worth going through it again, just
so that there can be a focus on the part that is
quite important here. There is a standard moral
hazard effort problem, and the optimal contract
imposes a zero pay-off after a poor performance
in a two-state three-day model. There must be
inefficient liquidation after a poor performance
in its middle state because it is good to keep the
agent around for incentive purposes. The agent
should be given a rent in that continuation. So,
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even though the agent is kept ex-post around,
if it is known he/she is going to get there rent,
punishment is like not so bad because they keep
getting profits. They do not get a ten million dol-
lar bonus, but they get a five million dollar bonus.
So, early liquidation again at the middle date is
not in the ex-post interest of the principles. The
lenders require some commitment. So, how does
this mechanism work?

What can be seen here is a contract that re-
quires the unanimous consent of all of the lend-
ers. In the US, there is a law on bonds called the
Federal Trust Indenture Act that says if the issuer
is going to change principle interest to maturity
in a bond, they do need unanimous consent. It
is not a crazy thing. And the lenders are ex-post
heterogeneous in their impatience. So, some
people get preference shocks; some do not. And
they vary in their intensity. The ability to misre-
port that they are highly impatient, and launch
their money today is the way they get the com-
mitment in here. And the way it actually works
here is through something that can be called an
aggregate liquidity shortage. There is nobody
around that that has funds to inject to the outside
of the original set of the depositors. There is no
specificity of assets or relationship. There must
be somebody to inject the money to implement a
supplement that is ex-post efficient. They would
be able to do it, and the whole goal of designing
a contract is to make sure there is nobody out
there on the outside who is sufficiently patient,
who can inject this money. That is the particular
reason that systemic financial crises are good
because everybody will be broken in the end. So,
they are to be liquidated.

Unanimous consent in this assumption that im-
patience is private information leads to a problem
that is very standard in sort of the bank work-out
of bankruptcy, work-out of debt-default outside
the bankruptcy; the thing called the hold-out
problem that the people who hold out sometimes
do better than the people who make concessions.
If someone of punishes them, if someone rewards
the people for holding out, then they will hold
out. Holding out here is essentially misreport-
ing the impatience as high. And it is important;
there are actually no runs in this research. This is
just simultaneous, the people report about their
impatience, and then if enough people report
that they are impatient, the government goes
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ahead and liquidates. So, there are people who

implement runs or implement the commitment of
short-term debt which is done through something
where there is either some lottery simulation or
no simulation, either a lottery or literal real-time

first come, first served, which rewards the people

who report that they want to get paid. There are

multiple equilibria, things like that, all kinds of
bad stuff happens sometimes. Here nothing re-
ally bad happens. There is nearly no rollover risk.
There is something which is like rollover risk, and

it is worth thinking this has the good but not the

bad side of commitment here.

The Outcomes of Debt Contracts
Providing Optimal Capital Incentives
Whatever one says something is optimal, it does
not really matter since nobody knows when a
bank is supposed to be closed down. It is a simi-
lar kind of wanting to commit to close the bank
down. Nobody knows. It is not verifiable, but if
someone sets up first a runnable deposit, when
the time comes to close the bank, people will
run to the bank, and then it can be found out
it is time to close them down. This story can be
believed. But there is still something good about
these runs, these crises, and if something bad
happens to the bank, and the people need to
know something, they learn something that they

would not learn otherwise.

The basics of the model here is that debt con-
tracts provide optimal incentives. This is a non-
robust part of the model, because there are two
realizations to the state or nature. It can be seen
if there are more than two realizations; there is
nobody to get debt contracts. And there is a lot
of evidence in that model in the paper comparing
the capital structure of firms with banks. Firms do
not issue much; corporations do not issue much
short-term debt; banks do. It is still needed to see
whether this model can explain that. The results
are interesting. There are several papers on the
subject. In one of them effectively, loans are hard
to collect financial assets. There is an ex-post
hold-up problem because only the banker can
collect the asset. So, people need to commit the
banker not to renegotiate down the loan. If then
there is the threat of a run, they ask first come,
first served, but it could be done exactly the way
they did it, committing the banker not to do that
(Financial Times, 2011). The other paper published
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in 2004, which takes that mechanism to a corpo-
rate setting. And then there is no liquidation, but
there is a commitment device called a court, that
if someone goes to court and says, they defaulted
on one’s contract, now they the right to liquidate.
The court is a commitment device.

The commitment problem is getting the deposi-
tors to report to the court that now is the time they
want liquidation. And the first come first served
element of this thing basically builds in commit-
ment to do that. So, in this sense, neither of these
things explicitly do this as a mechanism design
problem. There is built in this institutional thing
called court here or called first come, first served
which present both of them. And that becomes
a little bit messy here. It is as if there are very
clean and no distracting details. Standard effort
problem under the staff of the bank means loan
specificity. It can be seen on a very clean basis
that this is really what the stuff is about. It is
trying to commit to preventing something here
from happening. Here it is shocking, followed by
renegotiation continuation. It is an interesting
and different take on this kind of stuff.

There are two points of view. One, from the
financial intermediation banking literature point
of view, the banking set of ideas, and second, from
corporate finance. From the point of view of bank-
ing, there is really under the banking model, be-
cause there are no firms in this. That is the last
thing people think it is hard to be a banker and
easier to be an entrepreneur. There is an effort
problem here. That this does not much explain
the difference between them. In fact, this should
be treated as saying if someone looked at this
evidence that that does not seem to apply to firms
unless they would think well, the banks would
diversify. They are the only ones which could have
just systematic or systemic risk in them. They
could say they should better have conglomer-
ates then or something like that. So, really, what
is missing in this — if someone is really going to
take this seriously about banks, about systems like
financial crises is thinking about the difference
between firms and banks, and then from just as
a minor little detail, from the corporate finance
point of view, debt contracts are not the optimal
way to provide an incentive to a risk-neutral agent.

Basically, what is the general point? The regu-
lators want to punish low outcomes and reward
high outcomes. But that is not debt contracts. They

give everything to the principle for low outcomes,
and they give everything to the agent for high
outcomes, and that has a jump in it. And then it
makes the principle’s contract not monitor, and
because of the jump. So, that is not a big deal. But
in any case in some sense, the way this is set up to
deliver short-term debt as opposed to short-term
weird staff requires two outcomes.

Let us get back to the key thing here. What is
giving the people the commitment here? It is the
key element of the model. So, again, it is what is
called the aggregate liquidity shortage. The inabil-
ity for any outsider to inject funds to buy assets
of the banker or deposit in the bank to remove
the need for unanimous consent to continue in
the bad state. It, in a certain sense, requires that
there is the only bank in the world, or this is the
whole financial system. That is sort of a reason
that this thing pushes to start thinking about
system-wide crises. If there is one particular bank
failing, one tiny little bank failing, probably there
would be plenty of patient people out there who
would be willing to pick up these assets at, below,
utter below their fair market value, if it is effi-
cient to continue them, they will continue them
here. So, whether this sort of aggregate budget
constraint is the right way to motivate the stuff
is very suspicious.

The way this thing works like again all banks
are in trouble, and the losses are huge, that is an
important thing, their end losses are huge, the
people see how that is coming in. There is no-
body else to lend to any bank, and this provides
commitment. Perfectly correlated risks are good
because it makes it more likely to get into this sort
of circumstance where they cannot afford to say
even one bank. Then if the regulators can commit
banks to take actions that are either all good or
all like this, that will prevent from shocking. If
only a few banks were in trouble, obviously this
would not happen.

What about the details of how it gets modelled?
So, what is the case that all of the banks in the
world that everybody is in deep trouble, that is
exactly the time they would think the government
is going to step in. So, there is no president in this
model because there is nothing particularly bad
that everybody is in trouble versus one bank in
trouble. They are just doing this. Everybody is risk-
neutral here. They are just doing this inefficient
liquidation several times over. And it is all linear
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utility, so it is done once, but they do it twice. It
is like twice as bad if someone does it two times.

So, if someone believes that maybe it is actually
not great to liquidate the entire financial system
as a whole and there might be bigger costs, in that
sense if there is no financial system at all, then it
is not even obvious that if everything else were
right, that if there is a government, the banks
could commit to doing this because there is going
to be exactly one government that would come in.

What can be done to commit the government
to not intervene in this case? Things might play
differently. And lender of last resort is a very bad
idea because systemic crises are exactly what the
central bank wants to make sure that other banks
have (Sachs, 1995). But nobody thinks like this.
This is like there are people who say while the
only reason they have so many financial crises is
because of anticipated bailouts. And the reason
that Lehman did these things because they knew
that they are going to get bailed out. Well, clearly
they did not get bailed out. They somewhat made
a mistake there. But this would be a micro-foun-
dation for this view that financial crises and bad
stuff are caused by anticipated bail-outs. And if
they just knew the punishment would be so bad,
the banks would work hard, and this would not
happen very often.

There is the last comment to make here. It is
definitely worth thinking. It is definitely empiri-
cally possible, possibly true, and it is a really in-
teresting idea. But the way that the result that
systemic crises are good in this model, there are
complications with this. What is the basic idea?
Suppose there are one or two projects that are
doing well, then the banks are randomly going to
continue one of them. That is not good. And when
they both do poorly in the original set-up in the
model, then if both do poorly that is fine. They
continue one of them. But if losses were bigger,
then depositors are let both fail. It is not when
they are going to more correlated risks and less
correlated risks; they do not just change in the
correlation, they are saying, if they choose the
more correlated risk, the loss per project is bigger.

Then if the banks can get it so, the maximum
loss per project is so big that they cannot afford
to continue even one of them, then they get this
commitment to let the stuff go on. There are situ-
ations when that is true, and when it is not true.
It is not positive if the model can be changed a
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little bit, just having lots of projects that would
otherwise be of the same scale of losses if the
banks just made them all good down at the same
time. It can be believed it could be very hard to
refinance them all. So, this is needed. So, this
paper, all of a sudden, gets way less general than
everything else.

The other thing is one can just think about this
in terms of implementation. The banks would each
prefer to have independent projects. So, if they
happen to do poorly, they get refinanced and do
not get punished. This is exactly the opposite of
the stuff that is an interest rate, illiquidity interest
rate policy paper (People’s Bank of China, 2014).
In both of those papers if a lot of people get in
trouble, then they get bailed out. Therefore they
want to take correlated risks. This is sort of the
opposite because if everybody gets in trouble, you
are not going to get bailed out, then they want to
take independent risks. If there is also in addition
an effort choice, they could privately choose the
correlation. This would not decentralise because
the last thing they want to do is be in trouble
when they get punished for getting in trouble.
This is the point that could be addressed, as well.
So, overall, a bunch of very interesting and new
ideas are in here. Without further development
or thinking about the type of data to look at or
to see if these were relevant or not. They can be
trustworthy. They are very creative.

The main point of the systemic crisis issue
is understanding if it is really a response to a
lot of people who view this all as a result of bad
government policy, who think if people could
just somehow commit the government not to act,
they would not see these outcomes, which even
just thinking about banking history it seems it
is hard to think many earlier episodes, they are
all predicting implicit bail-outs to the national
government, and people still see systemic crises.
There are efficiency properties here. They can
be taken seriously in the same way as saying, it
is hard to say that because there are no external
costs to these crises, nothing else is going on.
There are still losses. They are giving up future
values. It is not like everything is free to shut down
these banks, and those costs can be significant.
People still choose them as long as these events
are rare enough. It is hesitant to say the losses
are peanuts, but it also suggests there are forces
pushing these banks to do this independent, which
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is a bad policy in the view of some people. And
that is relevant here.

Understanding that at least the banking sys-
tem’s incentives go in this direction, what would
they do in an equilibrium gain if they choose their
projects? It is absolutely right. It is quite clear
which mechanism is better. And there is an agree-
ment depending on how the modelling goes. It is
fairly certain that there could be a model where
they also choose correlated risks. It is not obvious,
but they can privately choose these projects and
knew then all that is better off. But there is sure
this project selection — correlated or not cor-
related. They are observable; then the banks can
write down a standard game form and equilibrium
as they choose a correlated risk outcome. It is
positive that can be expanded on, but it is right
that some of these results are coming in, and they
can be figured out.

In terms of debt being sensitive to just two
states, it is absolutely right. That is a point taken.
As can be seen, the model is a complicated mess
already. And so, the idea is that maybe literally
debt is probably too severe. And as might be said,
the idea is to allocate the right to ensure commit-
ment. How is it done that is going to be sensitive
to the environment, this can be trustworthy in
terms of the aggregate liquidity shortage (Sales,
Barroso, 2012). In some sense, it was the whole
purpose of writing a model with multiple banks.
And that led to these ideas. It is the first path to
think of that as just having Warren Buffett in the
model in period one. There is someone with deep
pockets. And this comes back to the assumption
of a fixed scale in terms of the project.

The question is, how many people can be
brought in, and how patient are they? If there is
an approximation of this fixed scale with a come’s
back production function, then it is a horse race
between how fast the returns are going up, and
how many impatient types there are to pull in.
In that sense, there is the model it that way. The
results would go through. It is just different as-
sumptions in terms of having the most impatient
person not to value it or the medium person. It
is meant by saying to get into the order statistics
of it, and as a theoretical point it is robust in that
case, but it becomes messier (People’s Bank of
China, 2012b). It would not be interesting to take
this data on how patient people are, and what is
their wealth in these different events. It can be

thought of as helping people think about what is
driving these crises. Can it be really believed that
there is a loss in wealth in those states? That is
a useful suggestion on those margins. Dealing
with internalising effects of policy what happens
in the private sector, and clearly, there is no role
for policy here (People’s Bank of China, 2012a).
Almost in some sense, this is because that is the
point that can be made very strongly that deposit
insurance may be a bad idea, and these models
were committed to disciple. But the point is that
in earlier versions of this paper what is largely
missing is this difference between financial and
non-financial firms — it is one of those striking
facts in the data of how different they are. And
there is some more work to be done to try to tease
out because just looking at short-term versus
long-term is a bit crude because there are wor-
ries about deposit insurance, and how much is
uninsured long-term, but these differences still
exist. And this is absolutely right that this model
of face value just does not speak to those differ-
ences. Except on one margin really which is N,
how many people there are to finance a project.
Clearly, none of this is going to work if there is
a small firm that one person can always finance.

So, at a minimum, it is going to tell something
that these effects are important for large-sized
firms. Those banks are firms; that is an interesting
question. Earlier versions of this paper try to take
attack similar to other works. Is the moral hazard
problem different for banks versus firms? Is there
a sense that one should think of it as being more
severe for banks and less severe for firms? And
there are ways to write that in a model, and it
comes right out that there is something to commit
to these costly liquidations ex-post. It depends on
how much the firms are saving on the incentive
rent, and how much the ex-post losses are. Maybe
that points away from data to think about that of
as a way to try to tease that out. There are earlier
versions of that model, and there are people who
modelled it but cannot be convincing so that it can
be scrapped because that is not what this model
is going to help understand. But there is a lot of
challenges for a lot of this literature because they
are so different on these margins. There is not
the same variation in maturity that is seen for
corporate firms. That is like two starkly different
sets of firms that are in very different businesses,
and it is kind of an avenue for the future to try to

17



Financial Crises’ Optimization

figure that out because it is important to under-
stand whether these moral hazard problems are
more severe if this story can be believed.

There are still the questions what is going on
here? Are banks investing in the housing stock?
Or they are investing in corporate equity? Right,
that is observable what they are invested in, where
they can see their assets are holding. The idea is
if depositors can get a niche in their loans on the
kind of assets the banks are holding, then they can
provide incentives in a way in terms of the loans,
the kind of rate on the loans that will actually be
different. They will get better terms. Even if there
is an outcome they are getting driven down from
outside options where they could change exactly
which point on parade often tiers are selecting.

There is no need in changing the feature of a
contract. To some extent, their assets are observ-
able. But it can be seen in the lens of a model that
if that is observable and the types of investments
they are doing, then there is conjecture. It can be
understood as being able to get them in a condi-
tion of their loans on that. It is the same thing
here. The simplest way of modelling it, which is
in a paper on short-term debt, and when there is a
decentralisation, it is non-contingent short-term

debt implements the optimal contract, where it
is just the banker issuing short-term debt claims.
Here effectively, a way can be assumed of some
sun-spot-like events. And if there is the discre-
tionary model here, these sun-spots are still in
existence. So, there again can be added some
kind of escrow accounts where an account sits in
escrow until enough people put in, then it goes,
just like a kick-starter campaign (Jeanne, Subra-
manian, Williamson, 2012). So, that is what is said
here which can be written down in a game form,
that is going to yield some of these outcomes. It
will all work if there is an assumption that these
investments are observable if they are private,
all that is off. That is an interesting problem to
think about.

When there is a worry about these ex-post in-
centives plus their private incentives to choose a
different margin of moral hazard, that is a calling,
but it is interesting. And in terms of countries, in
terms of the details of how the law should apply
or not, it still remains an interesting question. So,
finally, there is a question of whether it is possible
to use variation in maturities either in terms of
aggregates or across countries. It is worth think-
ing about in a future research paper.

References
Chen, R., Milesi-Ferretti, G. M., Tressel, T. (2012). Euro Area Debtor Countries: External Imbalances in the Euro Area.

IMF Working Paper, 2012, 12(236), 1-22.

Dorrucci, E., & McKay, J. (2011). The international monetary system after the financial crisis. European Central Bank

Occasional Paper Series, 123, 10.

Gourinchas, P.-O., & Obstfeld, M. (2012). Stories of the Twentieth Century for the Twenty-First. American Economic

Journal: Macroeconomics, 4(1), 226—-265.

Finance and Economics: Promises, Promises: The IMF’s Search for Funds. The Economist, 13.06.2009, 79.
Jeanne, O., Subramanian, A., Williamson, J. (2012). Who Needs to Open the Capital Account. Washington, DC: Peterson

Institute for International Economics.

Jorda, O., Schularick, M., Taylor, A. M. (2011). Financial crises, credit booms, and external imbalances: 140 years of

lessons. IMF Economic Review, 59(2), 340-378.

Kiyotaki, N., Wright, R. (1989). On Money as a Medium of Exchange. Journal of Political Economy, 4, 927-954.
Kose, M. A., Prasad, E., Rogoff, K., Wie, S.-]. (2009). Financial globalization: A reappraisal. IMF Staff Papers, 1(56),

8-62.

Lane, P. R., & Milesi-Ferretti, G. M. (2011). External Adjustment and the Global Crisis. IMF Working Paper, 11(197),

3-18.

Lee, H., & Rhee, C. (2012). Lessons from the 1997 and the 2008 Crises in Korea. Asian Economic Policy Review, 1,

47-64.

Legg, M., & Harris, J. (2009) How the American Dream Became a Global Nightmare: An Analysis of the Causes of the

Global Financial Crisis. UNSW Law Journal, 32, 369.

Lin,]. Y., Sun, X., Jiang, Y. (2009). Toward a theory of optimal financial structure. World Bank Policy Research Working

Paper, 5038.

Ostry, J. (2012). Managing Capital Flows: What Tools to Use? Asian Development Review, 82-88.

18



Financial Crises’ Optimization

People’s Bank of China (2012a). Financial Statistics, H1 2012. Beijing: PBoC.

People’s Bank of China (2012b). China Monetary Policy Report, Quarter Two (2.08.2012). Beijing: Monetary policy
Analysis Group of PBoC.

People’s Bank of China (2014). The People’s Bank of China Annual Report 2014. Beijing: Monetary Policy Analysis
Group of PBoC.

Pisani-Ferry, J., & Sapir, A. (2010). Banking Crisis Management in the EU: An Early Assessment. Economic Policy, 25,
341-373.

Reinhart, C. M., & Rogoff, K. S. (2011). From Financial Crash to Debt Crisis. American Economic Review, 101(5),
1676-1706.

Renminbi threat to dollar could be stalling. Financial Times. 23.11.11.

Robleh, D. A., Haldane, A. G., Nahai-Williamson, P. (2012). Towards a Common Financial Language. Bank of England
Speeches, 552, 5.

Rousseau, P. L., & Wachtel, P. (2011). What is happening to the impact of financial deepening on economic growth?
Economic Inquiry, 49(1), 276-288.

Sachs, J. D. (1995). Do We Need an International Lender of Last Resort? Frank Graham Memorial Lecture, Princeton
University, 2.

Sales, A., & Barroso, J. B. (2012). Coping with a Complex Global Environment: A Brazilian Perspective on Emerging
Market Issues. Central Bank of Brazil Working Paper, 292.

Schenk, C.R. (2002). Banks and the Emergence of Hong Kong as An International Financial Center. Journal of Inter-
national Financial Markets, Institutions and Money, 12, 321-340.

OnTMMM3aLMs GUHAHCOBbLIX KPU3UCOB

Mwuxaun Xapwkos
[IOKTOp 3KOHOMMYECKMX HayK, fAoLeHT, npodeccop [lenaptaMeHTa MMPOBOM 3KOHOMUKM M MUPOBbIX PUHAHCOB,
®uHaHCcoBbIV YHMBepcuTeT, MockBa, Poccus; michaelzharikoff@gmail.com; http://orcid.org/0000-0002-2162-5056
JEL Classification: F37
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Introduction
What management style, approach or system
should be applied in order to adjust to dynamic
changes in the business environment?

The interim management is a new phenomenon,
frequently interpreted in different ways by potential
clients as well as by interim managers themselves.
The matter is getting even more complex owing
to deeply rooted standards of work and manage-
ment, employed in the organisations where many-
year commitment to one company is regarded as
an asset!. Nowadays, working within the scope of
project management is becoming more and more
popular. Interim management involves employing
a highly skilled manager for a determined period
to solve a complicated problem in the company.
The interim management was established in the
1970s in the Netherlands where managers, be-
ing self-confident about their value in the labour
market, agreed to work for higher salaries during
determined periods, resigning at the same time
from the employee protection as outlined in the

! Buchajska-Wrébel M., Wenddt R., Rytka E., Gasparski J., Ga-
jda K. Menedzer do zadan specjalnych. Czasowe zarzgdzanie
przedsiebiorstwem. Helion, Gliwice, 2011, p. 17.
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provisions of law. They obtained greater salaries
for their high competencies and participation in
the business risk which their employer had to face?.

The author can boast his many-year experi-
ence in managing large and medium-sized compa-
nies. He received a prize at the Polish Nationwide
Competition for the best-managed companies in
Poland. The author’s scientific interests focus on
management- and reorganisation-related issues,
and particularly those problems and aspects of the
reorganisation process, whose extrapolation, in the
broad sense, allows to improve the organisations’
performance. The author highlighted herein the
significance of employing interim managers under
the conditions of change in the business environ-
ment. In the article, the author also tried to present
his own experiences and findings acquired from
projects he had carried out as an interim manager.

Managing Companies of the Future
Designing an organisational model of the com-
pany of the future requires from each employee,

? Buchajska-Wrébel M., Wenddt R., Rytka E., Gasparski J., Ga-
jda K. Menedzer do zadan specjalnych. Czasowe zarzgdzanie
przedsiebiorstwem. Helion, Gliwice, 2011, p. 21.
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task-related teams or the entire organisation
to be able to re-create themselves. Companies
of the future should change their approach and
ways of thinking about the future, both rooted in
the reality of the previous century. The activity
of the company should be based on short-term
undertakings, often arising in a new form from
accumulated capitals, and making use of external
resources and tasks performed preferably by ex-
ternal entities than by the company’s employees>.

The emergence of a new economic reality trig-
gers the creation of a model organisation of the fu-
ture, boasting its abilities to learn, think creatively
and manage to utilize lean organisational struc-
tures. The ability to cope with changes brought
about by the future depends on one’s willingness
to attempt to develop new ways of perceiving the
future of management*.

It should be highlighted that transformations
in the management science occurred as a result
of the application of certain paradigms, namely:

e process thinking: it refers to resigning
from structural thinking, which used to be tra-
ditionally employed throughout decades, and
shifting to process thinking which resulted in the
development of a new management philosophy
manifesting itself, in particular, in the ability to
change’,

¢ creative processes of the mind: in this
aspect, creativity refers to a single employee, a
team or the entire organisation, viewed as a col-
lective mind. Within the scope of the human
mind, the role of these corresponding similari-
ties — creating the homogeneous entirety along
with the creative mind — is played be paradigms
of awareness and intelligence®.

The integration of intelligence and awareness
does not just mean achieving new opportunities;
it also refers to implementing them into a new
context of the mind’s creative processes. Their
development can be an essential element of trans-

3 Dzwigot H., Unternehmensmanagement im 21. Jahrhundert.
Edition Winterwork Borsdorf, Niemcy 2014.

4 Brzezinski M. Innowacyjne dylematy przysztosci, [in:] Idem
(eds.): Zarzadzanie innowacjami technicznymi i organiza-
cyjnymi. Difin, Warszawa 2001, p. 221; Grudzewski W.M., He-
jduk I.K. (eds.): Przedsiebiorstwo przysztosci..., p. 137.

5 Durlik I. Reengineering i technologia informatyczna w re-
strukturyzacji proceséw gospodarczych. WNT, Warszawa 2002,
p.78.

¢ Brzezinski M. Kreatywno$¢ w nowoczesnej organizacji.
Ekonomika i Organizacja Przedsiebiorstwa, no. 8, 2003.

formations related to this modern philosophy of
company management. In this context, one can
regard the knowledge management as a set of
“processes which allow to create, disseminate and
use knowledge to meet the organisation’s goals™’.
The knowledge management system should be
viewed as a systematic process of creating, or-
ganising and disseminating the enterprise’s intel-
lectual capital®.

The knowledge area within the organisation
cannot be overburdened with information of little
usefulness. Thus, the main tasks of the execu-
tives involve assessing qualitative knowledge. An
intelligent, i.e. learning organisation is an idea
of the knowledge-based management, while the
knowledge in question is enriched and made avail-
able to the enterprise’. The model of integrated
common imagination process also reflects the
already mentioned concept of the organisation
of the future perceived as an integrated mind,
involving creative processes of minds of individual
employees and entire teams. The phenomenon of
transferring and integrating individual processes
of the mind into collective processes of the higher
level brings about the creation of informative
fields of the team and the entire organisation.
This model of organisation is characterised by
interactions between teams and the environment
in the form of informative processes. In this case,
particular process channels will connect informa-
tion flows, giving thus rise to the evolution of
specific teams and forms of the whole organisa-
tion. Information flows in the systems in question
develop informative fields which are created and
organised by task-related teams at specific levels
of the management'©.

Modern management should take into account
a proprietary and organisational nature of the
enterprise and its market-related behaviour. It
should determine current conditions in which
the enterprise is forced to operate within a given
period. Selecting a manager and his/her manage-

" Murray P., Meyers A. The Facts about Knowledge. Special re-
port, www.info-strategy.com. Accessed 31.11.1997].

8 Grudzewski W.M., Hejduk I.K. Dlaczego nalezy zarzadzac
wiedzg? In Hejduk I.K., (Eds.). Teoria i praktyka modelowania
systemdw logistycznych. Politechnika Koszaliniska, Koszalin
2004, p. 13.

° Grudzewski W.M., Hejduk I.K. Przedsiebiorstwo wirtualne.
Difin, Warszawa 2002, p. 59.

10 DZwigot H. Bussiness Management. Alpha Science Interna-
tional Ltd. Oxford, U.K, 2015.
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ment style is one of the fundamental problems of
the companies’ owners!l.

Managers of Modern Companies
Due to changes currently taking place in the
business environment, managers have to face
new challenges. Thus, it is necessary to find an
answer to fundamental questions about a new
way of working and thinking.

A. Grove, the President of Intel and one of the
top managers, says that both directors and man-
agers of the enterprises should currently devote
most of their attention to what the future holds for
them. He believes that this is the highest time to
activate one element of human nature — people’s
tendency to become paranoid. This feature has
already been and will be the best motivational
drive. Managers need some hazard (e.g. of los-
ing their key employees or customers) more than
having optimistic plans on becoming successful.
K. Dron, A. Jacaszek, S. Kolarz and K. Nowakowski
describe the company of the future using the fol-
lowing words: apprehensive, afraid of disasters,
but also decisive and ready to make use of a given
opportunity. Owing to the said paranoid behaviour,
the line responsible for alertness is always as tight
as possible. The enterprise whose underlying es-
sence embraces fear can feel safe'?, provided that
it maintains its ordinary sense and ability not to
be panic-stricken. Thus, quick adaptation is en-
hanced. Concerning the preceding, the contem-
porary manager is obliged to relentlessly put into
practice new concepts and management methods,
e.g., the transformation of the enterprise from
functions into processes, or development of key
skills for knowledge management. New concepts
and management methods allow the manager to
help his/her enterprise to achieve competition
edge, mainly because the concepts arrange and
facilitate the execution of the business activity?s.

Nowadays, there occurs the necessity to develop
a new dynamic approach to strategic and opera-
tional management, which approach would allow
shifting from the industrial era into the knowledge

" Dzwigot H. Unternehmensmanagement im 21. Jahrhundert.
Edition Winterwork Borsdorf, Germany 2014.

12 Ploszajski P., (Ed.). Przerazony kameleon. Eseje o przysztosci
zarzgdzania. Fundacja Rozwoju Edukacji Menedzerskiej SGH,
Warszawa 2005, pp. 12-18.

15 Morawski M. Metody zarzgdzania. In Morawski M., Niemc-
zyk J., Perechuda K., Stanczyk-Hugiet E., (Eds.). Zarzadzanie.
Kanony i trendy. C.H. Beck, Warszawa, 2010, p. 229.
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era where strategies are formulated in line with op-
portunities and innovations'*. The current concept
of strategic planning needs to be supplemented by
processes to achieve and maintain a competitive
advantage. Effective fulfilment of the adopted
strategy requires to unite three main elements: the
organisation’s strategy, its employees and manage-
ment systems. It is possible to reach complete har-
monisation as a result of strong leadership. Each of
the elements mentioned above is a necessary but
insufficient condition which determines whether
a given strategy is fulfilled effectively. Combined,
they form a kind of a basis which enables to create
an effective management process'®.

New development and the organisational trend
is to be created, covering the rules shared by sci-
entists and managers. The rules are to pertain
to recognising and defining the organisational
reality, to formulating cognitive and pragmatic
methods and principles designed to shape manag-
ers’ competencies.

However, it does not change the fact that in
the worldwide economy, one may find respected
concepts connected with the management of the
company, among which one can distinguish®:

» Sustainable development and sustainable
enterprise

» Responsible business

 Partnership

« Flexibility, adaptability of behaviours and
organisational solutions

« Intellectual capital and knowledge

» Entrepreneurship.

Continuous changes occurring in the environ-
ment, the fixed and hierarchical management sys-
tem oblige us to create a new paradigm based on
new guidelines, principles and operating rules of
the enterprise. To construct an enterprise of the
future, one needs to remodel the management
structure, principles of data gathering, and more

14 Rokita J. Dylematy stojace przed zarzgdzaniem strategicz-
nym. In Rokita J., Grudzewski W.M., (Eds.). Strategie korporacji

dziatajgcych w skali ponadnarodowej. Gérnoslaska Wyzsza

Szkota Handlowa, Katowice 2006, pp. 93-103.

15 Kaplan R.S., Norton D.P. Dopasowanie w biznesie. Jak

stosowac strategiczng karte wynikéw. ALIGNMENT. Gdariskie

Wydawnictwo Psychologiczne, Gdansk 2011, p. 343.

16 Nogalski B., Rutka R. Kluczowe kwestie wspdtczesnego ro-
zwoju nauk o zarzgdzaniu w Polsce. Wspotczesne kierunki nauk

o zarzadzaniu. Ksiega jubileuszowa z okazji 50-lecia pracy nau-
kowej i dydaktycznej profesora Jerzego Rokity. Gérnoslgska

Wyzsza Szkota Handlowa, Katowice 2007, pp. 47-48.



Interim Management as a New Approach to the Company Management

and more effective use of resources'’. It is also
necessary to employ managers having defined
competencies and explicitly determined tasks in or-
der to meet the set targets. Nowadays, enterprises’
survival and development are determined by!8:

* Ability to stay ahead of changes

 Focus on function processes

e Adjustment of management methods to
new fulfilment conditions

» Effective management of the process of
change, focus on creating effective attitudes or
behaviours of employees

» Focus on creating effective processes.

Enjoying the status of the modern enter-
prise equals achieving skills to operate in the
world of uncertainty and continuous, dynam-
ic, and leap changes. What does the notion of
a ‘modern enterprise’ means nowadays? What is
now perceived as a tradition, used to be viewed
as a novelty'" The management of the enterprise,
some techniques, methods or concepts are subject,
within the scope of ‘modernity’, to certain popular
trends. By yielding to them, both scientists and
practitioners give proof of their lack of foresight2°.

Interim Management as a New Concept
of the Company Management
Interim management is an answer to changes
taking place in the business environment. The
following are the reasons underlying the occur-

rence of the said approach or concept?!:

» More and more cut-throat competition,
arising from the globalisation of markets, com-
bined with the removal of entry barriers — e.g. in
the European Union, to name just one

» An aggravating uncertainty of tomorrow,
being a consequence of the increased risks: op-
erational, financial, political risks, etc. A loss of
economic security in the business

» Growing influence and role of consumers —
access to information employing the internet

7 Malara Z. Przedsigbiorstwo w globalnej gospodarce. Wy-
zwania wspoétczesnosci. PWN, Warszawa 2006, p. 11.

18 Nogalski B., Rutka R. Kluczowe..., pp. 43-44.

19 Zieniewicz K. Od Taylora do postmodernizmu. ,,Wspdtczesne
Zarzadzanie”, no. 1, 2007, p. 25.

2 Dzwigot H. Zarzadzanie przedsiebiorstwem w warunkach
XXI wieku. Wydawnictwo Politechniki Slgskiej. Gliwice 2013.

21 Rytka E. Nowos$¢ w zarzadzaniu. In Buchajska-Wrdbel M.,
Wenddt R., Rytka E., Gasparski J., Gajda K., Menedzer do zadan
specjalnych. Czasowe zarzadzanie przedsiebiorstwem. Helion,
Gliwice, 2011, p. 22.

« A more and more essential role of innova-
tiveness and flexibility of economic processes

» Dynamic changes occurring in the compa-
nies’ economic and business environments.

The interim management is a notion having
numerous interpretations and definitions, e.g?%.:

« It is to make use of the top executives to
achieve considerable results in particular areas
or within the scope of the fulfilment of defined
goals, for fixed remunerations and based on a
fixed-term contract

« Itis a temporary provision of the manage-
ment-related resources and skills. The manage-
ment is also treated as supporting an experi-
enced interim manager in managing during a
transition period, crisis or a change inside the
company

It is a form of the application of manage-
rial competencies; it involves the permanent
employment of top managers to deal with a par-
ticular problem

e It is temporary management of the compa-
ny or its part by a selected interim manager

It is a temporary activity within the com-
pany, defined as to its purpose and scope, car-
ried out by a natural person, destined to achieve
defined and determined business results, and
based on the co-operation and participation in
risks and profits concerning the achievement of
desired results?

« It is a temporary handing-over of the com-
pany or its part to be managed by a selected in-
terim manager, to introduce changes in particu-
lar or all areas of its activity — Henryk DZwigot.

The interim management makes use of the tools
elaborated within the scope of the project man-
agement, i.e. the project’s duration and budget, as
well as the company’s resources.

That is why the entrepreneurs have more and
more frequent recourse to the solution in ques-
tion. One can enumerate some factors, namely:?*

» Focus on key competencies

22 Buchajska-Wrdbel M., Wenddt R., Rytka E., Gasparski J., Ga-
jda K., Menedzer do zadan specjalnych. Czasowe zarzgdzanie

przedsiebiorstwem. Helion, Gliwice, 2011, pp. 18-19.

23 Wendt R. Zrozumie¢ interim management. In Bucha-
jska-Wrébel M., Wenddt R., Rytka E., Gasparski J., Gajda

K., Menedzer do zadan specjalnych. Czasowe zarzadzanie

przedsiebiorstwem. Helion, Gliwice, 2011, p. 19.

2 Buchajska-Wrobel M., Wenddt R., Rytka E., Gasparski J., Ga-
jda K., Menedzer do zadan specjalnych. Czasowe zarzgdzanie

przedsiebiorstwem. Helion, Gliwice, 2011, p. 22.
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» Growing demand for efficiency and effec-
tiveness of actions being taken

e A drive to reduce risks connected to the
achieved profits

* An emphasis on innovativeness.

The interim managers can boast their many-
year, proven experience in the chosen sector and
selected area of their professional activity. The
company hires an interim manager to conclude a
given project in a given time. The interim manag-
ers are held accountable for a potential success or
failure of the project, as well as the achievement of
anticipated results. The interim management is a
solution found useful in critical situations where
difficult decisions, mainly about the reorganisa-
tion of the company, need to be made.

It should be highlighted that interim manag-
ers assume direct responsibility for the effects of
works being carried out. Furthermore, they take
risk related to the fulfilment of the anticipated
goals, as their remuneration depends on the goal
achievement.

However, there may occur some factors on
which the interim manager will have no influ-
ence. Therefore, his/her agreement with the
employer has to provide for some flexibility in
that respect.

Experience has shown that a lack of co-opera-
tion or incoherent actions taken by the company’s
management board is the greatest threat to the
successful completion of the project by the interim
manager. This problem may be solved by providing
the interim manager with respective authorisations
as to the management of the company. Indeed,
it is not a sheer consultancy service provided by
a hired entity; it is but purchasing a person and
his/her knowledge and experience to obtain an
added value.

It needs to be highlighted that to operate as an
interim manager; one should not focus only on
carrying out management-related projects. One
should re-evaluate one’s approach to a profes-
sional career, conducted tasks and one’s employer
who, from now on, play the role of one’s client. It
is also necessary to be financially independent, to
be able to support one’s family and oneself. Not
everyone can act as an interim manager, due to, at
least, the risks to be taken. Everyone knows that
the profit made on risk avoidance is often smaller
than the profit that might be achieved, provided
that a person is willing to accept the risks. Bear
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in mind: it is better not to achieve your goal than
never leave your home?,

The interim managers should be characterised
by the following features and achievements:?¢

e Have relevant experience, which allows
them to make use of proven methods when deal-
ing with clients

» Lead a stable life, which guarantees that
they are less prone to be influenced by various
behaviours

 Seek challenges since interim managers are
hired where competences of an ordinary man-
ager do not suffice

» Are open to new tasks and goals, which al-
lows improving their performance

« Are proud of achieved effects, hold posi-
tions not just because they seek power

» Have been successful in their professional life.

Desired qualities of interim managers (the Au-
thor’s enumerated the qualities according to their
importance):?’

« Communication skills

 Belief in themselves and their abilities

 Resistance to stress

« Ability to embrace changes
Self-discipline

 Project-based approach

« Knowledge and expertise

« Effectiveness in action.

In needs to be underlined that the market of
interim management in Poland has been devel-
oping slowly. This situation has been caused, in
particular, by:2®

« Potential clients are unaware that such a
service exists

» Alack of standards determining the princi-
ples for co-operation, as well as expectations of
both the interim manager and the principal

% Rytka E. Nowos$¢ w zarzadzaniu. In Buchajska-Wrébel M.,
Wenddt R., Rytka E., Gasparski J., Gajda K., Menedzer do zadan

specjalnych. Czasowe zarzgdzanie przedsiebiorstwem. Helion,
Gliwice, 2011, p. 23.

26 Wendt R. Zrozumie¢ interim management. In Bucha-
jska-Wrébel M., Wenddt R., Rytka E., Gasparski J., Gajda

K., Menedzer do zadan specjalnych. Czasowe zarzadzanie

przedsiebiorstwem. Helion, Gliwice, 2011, pp. 32-35.

2 Opracowanie wlasne na podstawie: Wendt R. Zrozumie(¢ inter-
im management. In Buchajska-Wrébel M., Wenddt R., Rytka E.,
Gasparski J., Gajda K., Menedzer do zadan specjalnych. Czasowe

zarzadzanie przedsiebiorstwem. Helion, Gliwice, 2011, p. 36.
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Interim Management as a New Approach to the Company Management

» A lack of interim managers offering high-
quality services.

Due to the economic development of the coun-
try, the said type of service has started to develop,
mainly as a result of:*

 Structural economic changes

« Strict labour law

» Heavy fiscal burdens

» A growing interest in project-based work
among employees and employers.

The following are some factors that hinder the
development of the interim management: lack
of information and lack of awareness that such a
service exists, lack of readiness to accept an in-
novative product, a complex legal system, unclear
tax provisions, high risk that needs to be accepted
by both sides.

The experience and knowledge of the interim
managers allow them to evaluate the employees’
competencies, and chances whether the company
can complete the project on its own. The interim
manager’s wide competencies as to project man-
agement, controlling, cost budgeting, finances
and cash flows allow to adopt a more flexible ap-
proach and guarantee that needs arising from
new tasks will be anticipated more quickly. The
project management is strictly connected with the
management of an interim project. A permanent
monitoring of the performance of the project is
an important part of interim management.

Will the interim managers be appreciated in the
company? They will, provided that they are duly
authorised, regarding the nature of a given project.
Interim managers are usually employed based on
civil-law agreements, i.e. mandate contracts. An
interim manager is a person who does the “dirty
work”; thus, the company’s management board can
shift on him/her some responsibility for unpopular
decisions, such as, for instance, staff reduction. It is
extremely important, within the scope of projects
being executed, to train a successor. Training the

2 Rytka E. Nowo$¢ w zarzgdzaniu. In Buchajska-Wrébel M.,
Wenddt R., Rytka E., Gasparski J., Gajda K., Menedzer do zadan
specjalnych. Czasowe zarzgdzanie przedsiebiorstwem. Helion,
Gliwice, 2011, pp. 40-42.

successor guarantees that the chosen direction will
be maintained; especially because the successor
poses no threat to the interim manager, since the
latter’s role is but temporary. Hence, the interim
manager may simultaneously bridge a competence
gap in the company*’.

Conclusion
Interim management focuses on innovativeness.
It creates value innovation — a strategy that en-
compasses the entire system of companies’ ac-
tivities, whereas any improvements might also
be introduced in particular areas of the activity.

The interim management of the company is
based on the project management method that
involves perceiving the company as a set of “au-
tonomous” projects, enjoying full effectiveness.

A modern approach to the company manage-
ment should be based on short-term enterprises,
recreating themselves in other forms from accu-
mulated capitals, making use of external resources
and activities performed by persons from the com-
pany’s environment and not from the inside of the
company in question.

It is becoming necessary to seek a sort of more
dynamic management. Present circumstances, laid
with factors of highly uncertain character, result
in the fact that strategic planning, especially in
its scenario version, has become of significant
importance3!.

Achieving a competitive edge will be dependent
on sound knowledge management and a selection
of information critical for a company. The success
of a company is nowadays determined by outstand-
ing individuals, able to make use of opportunities,
and skilled at managing resources.

50 Rytka E., Nowos¢ w zarzadzaniu. In Buchajska-Wrébel M.,
Wenddt R., Rytka E., Gasparski J., Gajda K., Menedzer do zadan
specjalnych. Czasowe zarzgdzanie przedsiebiorstwem. Helion,
Gliwice, 2011, pp. 46-55.
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owadays, all companies need to operate
N and run their business in uncertainties. As

far as the financial stability of an entity is
concerned, it is essential for a company and its
creditors. It is a vital aspect of any enterprise since
it has a considerable impact on the ability of an
entity to pay off its debt. The higher the level of
financial stability, the higher the probability that
a particular company will meet its obligations, for
example, a bank loan. If an enterprise is not able
to pay back its bank loan, it may lead to nega-
tive consequences. Firstly, such a company might
go bankrupt. Secondly, a bank which provided a
loan for a company may not receive the principal
amount and interest on a loan. As a result, such
a bank may incur losses in this case. That is why
financial stability plays a great role for a company
and a creditor as well. As for the profitability of
a company, this aspect is primarily important
because it exists and conducts its activities with a
view to generating profit. Furthermore, the profit-

ability of an entity is crucially important for its
potential investors and creditors [Eskindarov, 2018,
p. 245]. Investors are interested in the profitability
of a company as they need to be sure that they
will get a return on their investments, for instance,
when putting money into shares of a company or
implementing any mutual project with a particular
company. The profitability of a particular com-
pany also may mean a lot for creditors [Corazza,
2016, p. 18]. This aspect might be considered as a
sign of the ability of a company to pay off a bank
loan. Taking into account these facts, there arises
the need to regularly monitor, check and control
financial indicators characterizing a particular
company from the point of view of its financial
stability and profitability. Economic agents have
an opportunity to make more reasonable decisions
concerning whether it is expedient to collaborate
with a particular entity or not, depending on the
results of this analysis. In other words, such an
analysis is of great importance since a company
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and all of its stakeholders, especially creditors,
are interested in it.

We will analyze the financial stability and prof-
itability of the company called BP. It will be pos-
sible to make detailed and objective conclusions
regarding its financial stability and profitability
based on this analysis.

The analysis of financial stability and profit-
ability of a company has its own goal for the sake
of which it is implemented. This analysis may be
regarded as a systemized set of analytical proce-
dures with the help of which we can obtain some
conclusions in respect of the aspects aforemen-
tioned. Subsequently, specific recommendations
are supposed to be developed with the aim of
increasing levels of financial stability and profit-
ability of the enterprise under study.

Taking into consideration the fact that the
given research paper is devoted to the analysis of
financial stability and profitability of the company,
namely, BP, we will calculate the main indicators
characterizing the company’s aspects in question.

We will start from the coefficients reflecting
short-term solvency of BP for the period from 2014
to 2019. As we know, the short-term solvency of a
company is characterized by liquidity ratios. We
commence with this aspect as there is no point
in analyzing long-term solvency of a company if
it is not solvent in the short run.

As can be seen, the values of all liquidity ratios
were acceptable during this period. The current
ratio was higher than 1 that means that the com-
pany’s current assets exceeded its current liabili-
ties. In other words, the company was able to meet
its short-term liabilities with current assets. The
value of this ratio changed in the range of from
1.05 to 1.37. It should be noted that we observe
a negative trend of changes in the current ratio.
This might happen because BP’s current assets
decreased a little bit from 2014 to 2019, while
current liabilities increased over the period. How-
ever, the value of this ratio started to grow after
2018. Speaking about the quick ratio, the values
of this coefficient were about 0.8-1.1 within the
given period. This ratio shows that the entity had
enough current assets, not including inventories
to cover its short-term obligations. The tendency
was also the same as in the case of the current
ratio. The third liquidity ratio shows that about
0.3-0.5 of all current liabilities could be covered
with the most liquid assets, namely, cash and cash
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equivalents. This indicator also had a negative
trend. It is possible to state that the enterprise
was solvent in the short term from 2014 to 2019.

Next, we will consider long-term solvency of
the enterprise under investigation for the analogi-
cal period. In addition to it, we have compared
some of the coefficients of BP with its competitors,
specifically, Shell, Lukoil and Rosneft.

We have collected the main coefficients re-
flecting the long-term solvency of a company. As
we can see from this table, most of the indica-
tors did not fluctuate in a considerable way that
might imply that the company in question strived
to develop its strategy of financial management
thoroughly to stick to this while managing its
financial resources. We have computed the debt/
equity ratio in two ways. The first variant is that
debt is based only financial borrowings, whereas
the second version of the calculation of this ratio
includes all liabilities of the company. As for the
debt/equity ratio including only financial borrow-
ings, the value of this coefficient was lower than
1 during the whole period under consideration
that means that the sum of short-term and long-
term debt of the entity was less than its equity.
The share of debt in the total equity was equal
to about 0.47-0.67 from 2014 to 2019. The ra-
tio of debt to equity can be expressed as follows:
32% to 68% in 2014, 35% to 65% in 2015, 38% to
62% in 2016, 39% to 61% in 2017, 39% to 61% in
2018 and 40% to 60% in 2019, respectively. It is
possible to observe increases in the debt/equity
ratio within the given period. The rising debt/
equity ratio does not necessarily mean that this
will have an unfavourable influence on a company.
In such a case, a lot may depend on whether ROE
is increased due to using additional borrowed
capital or not. We need to emphasize that bor-
rowing additional money may be a very effective
measure for increasing ROE of an entity [Garcia,
2013, p. 57]. As for our case, ROE grew from 2015
to 2019. It is possible to assume that using ad-
ditional borrowings contributed to an increase in
ROE to some extent. Furthermore, the ratio of debt
and equity was in an acceptable range from 2014
to 2019 as an acceptable ratio of debt to equity for
many companies should equal about 40% to 60%,
respectively. Debt approximately rose from 32%
to 40% while equity went down from 68% to 60%.

Having calculated and analyzed the D/E ratio
for BP, it might be very effective and informa-
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Table 1
Liquidity ratios of BP, 2014-2019

Period
Liquidity ratios
2014 2015 2016 2017 2018 2019
Current ratio 1.37 1.29 1.16 1.16 1.05 1.12
Quick ratio 1.08 1.03 0.86 0.86 0.78 0.83
Cash ratio 0.47 0.48 0.4 0.4 0.33 0.31
Source: Lozinskaia, 2017, p. 842.
Table 2
Long-term solvency indicators of BP, 2014-2019
Period
Coefficients
2014 2015 2016 2017 2018 2019
Debt/Equity Ratio (including only 0.47 0.54 0.6 0.63 0.65 0.67
financial borrowings)
Debt/Equity Ratio (including all 152 166 172 175 178 193
liabilities)
Debt/EBITDA Ratio 2.59 793 5.02 2.89 2.17 2.3
EBITDA/Debt Ratio 0.39 0.13 0.2 0.35 0.46 0.44
Interest Coverage Ratio (ICR) 17.76 498 6.93 10.56 11.99 8.45
Net debt/EBITDA Ratio 1.13 3.99 3 1.72 143 1.53

Source: Dmytryshyn, 2014, p. 57.

tive to compare this ratio for BP with its com-
petitors. It may give us an understanding of how
much debt and equity other similar companies
had from 2014 to 2019. We can state that BP and
Rosneft stand out among these companies by
the D/E ratio because these two companies had
a higher share of debt in the total capital than
others. Subsequently, their D/E ratios were quite
high. BP and Rosneft actively used both sources of
funding, unlike their competitors. It might mean
that these two companies were riskier, especially
for their shareholders.

On the other hand, they used an opportunity to
get additional profit from using borrowed capital.
BP’s D/E ratios changed from 0.47 to 0.67 while
Rosneft had 0.89 and even higher than 1, which
meant that debt equalled its equity or was higher
than its equity. As for other companies, we can
say that they had their D/E ratios equal to about
0.2, so it was not big, and perhaps companies lost
some possibility to earn additional money, but
their financial stability was not risky. We have
resorted to Damodaran database, which gives D/E

ratio equal to 14.25% for the oil and gas industry.
In most cases, the companies under study had
higher values.

Speaking about the second variant of calcu-
lating the debt/equity ratio, we can see that this
figure also increased during the period. It could
mainly arise from a significant increase in total li-
abilities, especially short-term and long-term debt.
The value of this coefficient changed from 1.5 to
1.9 over the period. The share of all liabilities in
the total capital rose from around 0.6 in 2014 to
0.66 in 2019 while that of equity fell from about
0.4 in 2014 to 0.34 in 2019.

As far as the debt/EBITDA ratio is concerned,
this indicator shows that it took about 2—-8 years
to pay off a debt of the company with the help
of EBITDA. We observe a positive trend as the
number of years decreased from 2015 to 2018.

The EBITDA/debt ratio is the opposite indicator
to the debt/EBITDA ratio. It can be interpreted
vice versa, that is, the higher the ratio, the better.
In general, this indicator shows to what extent a
company can cover its debt with EBITDA.
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Having analyzed the EBITDA/Debt ratio of BP,
it will be useful to compare this with its com-
petitors for six years. It is possible to state that
Lukoil had the biggest EBITDA/Debt ratio, since
this company did not have much debt, unlike its
rivals. Lukoil had ratios equal to more than 1 and
even 2. Other companies had lower ratios as they
had more debt. Their ratios were lower than 1. As
a result, it was difficult for these companies to
cover lots of debt with EBITDA.

Analyzing an interest coverage ratio, it is quite
evident that EBITDA of the company exceeded its
interest expenses. It implies that the enterprise
generated enough profit to cover its interest ex-
penses. This coefficient was subject to fluctuations
during the period. The figure rose stably from
2015 to 2018.

It was having analyzed the EBITDA/Int. expense
ratio, it is possible to say that this ratio is also
related to coverage ratios like the EBITDA/Debt
ratio. It should be noted that this ratio was much
higher than the EBITDA/Debt ratio since the debt
was higher than just interests. The lowest ratio
belonged to Rosneft, and it was about 4. In most
cases, this ratio was very high, namely, from 10
to 70. It meant that most companies were able to
pay off their interests very well.

The net debt/EBITDA ratio shows that it took
about 1-4 years to repay the debt of the com-
pany. In most periods, it took even fewer than two
years to do it. This figure was not high; that means
that the entity generated a sufficient amount of
EBITDA in order to cover its debt. The value of
this ratio did not change significantly during the
period. We can conclude that BP might be consid-
ered as a solvent in the long term for the reasons
mentioned above.

It is also crucially important to analyze some
additional coefficients connected with covering
expenses of the company, namely, capital ex-
penditure and dividends.

As can be seen, we have presented some addi-
tional main expenses that companies usually incur
in the course of their activities. The CAPEX cov-
erage ratio shows that the company had enough
cash from its operating activity to cover the capital
expenditure in all periods except for 2016. This
figure fluctuated in the range of from 1.1 to 1.7
within the period in question. This ratio increased
after 2016 in a stable way which may imply that
cash flows from an operating activity were in-
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creased from 2016 to 2019. As for the dividend
coverage ratio, we can see that the entity had
enough cash from its operating activity to cover
expenses linked with paying out dividends. The
value of this indicator changed from 2.3 to 5.6
during the period. Another financial coefficient
is connected with the ability of the company to
cover capital expenditure and expenses related
to paying out dividends with cash flows from its
operating activity. We can notice that the enter-
prise was able to meet its obligations concerning
capital expenditure and paying out dividends fully
in 2014 and 2019. As for other periods, the entity
did not have enough cash flows from its operat-
ing activity to cover both of these expenses in a
full amount. It should be stressed that the value
of this ratio started to grow stably from 2016 to
2019. Moreover, the given indicator reached the
same value as it was at the very beginning of the
period under consideration, that is, 2014. It might
be caused due to an increase in net cash flows
from BP’s operating activity.

The next aspect of the business of BP is related
to its profitability for the same period.

Having computed the main profitability indi-
cators of BP for the period from 2014 to 2019, we
can see that the company was profitable in most
periods in question. There were some losses in
2016 as expenses of the enterprise exceeded its
revenues to some extent. All of these indicators
rose from 2015 to 2018. The ratio characterizing
return on sales of the company shows that BP
generated profit by implementing its business in
all periods except for 2015. The maximum return
on sales was observed in 2018, and the figure ac-
counted for 3.21%. As for the return on equity, we
have calculated this ratio in two ways. The first
variant is a standard computation, that is, net
profit is divided by equity. The second version of
calculating ROE is based on the DuPont approach
[Patlasov, 2014, p. 496]. As it is known, we get the
same result in both cases. It is necessary to em-
phasize that one crucial advantage of the DuPont
approach is that it gives us an excellent opportu-
nity to determine what elements of the five-factor
model have the most considerable influence on
return on equity. In our case, components of the
model, specifically, the EBIT/Revenue ratio and
the Total assets/Equity ratio had the most con-
siderable impact on ROE as these ratios increased
more than others during the period under investi-
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Table 3

Additional ratios related to covering expenses of BP, 2014-2019

Period
Coefficients
2014 2015 2016 2017 2018 2019
CAPEX Coverage Ratio 1.45 1.03 0.64 1.14 1.37 1.67
Dividend Coverage Ratio 5.6 2.87 2.32 3.08 3.41 371
CAPEX + Dividends Coverage Ratio 1.15 0.76 0.5 0.83 0.98 1.15
Source: Coser, 2019, p. 151.
Table 4
Profitability indicators of BP, 2014-2019
Period
Coefficients
2014 2015 2016 2017 2018 2019
Return on sales (ROS), % 1.13 -2.87 0.09 1.44 3.21 1.5
ROE (a standard computation), % 3.55 -6.5 0.18 345 9.43 4.16
ROE (based on DuPont approach), % 3.55 -6.5 0.18 3.45 9.43 4.16
ROA, % 141 -2.44 0.07 1.25 3.39 142
Operating profit margin, % 1.81 -3.55 -0.23 3.94 6.49 4.2
Source: lvanickova, 2016, p. 389.
Table 5
Indicators of paying off the enterprise value of BP, 2014-2019
Period
Coefficient
2014 2015 2016 2017 2018 2019
EV/EBITDA 6.89 18.39 13.64 8.19 5.67 6.13
EV/NCFO 4.29 6.45 14.81 9.47 7.52 7.02
FCF/EV 0.07 0.004 -0.04 0.01 0.04 0.06

Source: Vrbka, 2019, p. 326.

gation. The maximum return on equity was equal
to 9.43% in 2018. Speaking about return on assets,
the tendency of changes in this ratio was the same
as for the previous coefficients mentioned above.
This indicator reached its maximum value in 2018.
As far as the operating profit margin is concerned,
we can state that this ratio increased after 2016
and changed in the range of between 3.94% and
6.49% from 2017 to 2019.

Also, we have presented some analytics con-
nected with BP’s enterprise value.

As we can see, the first coefficient is similar to
the second one since both of these ratios reflect
how many years it takes to pay off the enterprise
value of a particular company. The EV/EBITDA

ratio and the EV/NCFO ratio show the number
of years to pay off the enterprise value of a com-
pany with EBITDA and NCFO, respectively. We
can notice that these indicators oscillated to some
extent because EBITDA and NCFO were not as
stable as the enterprise value. Such a situation
is not extraordinary as EBITDA, and NCFO of an
entity may change substantially every year. We
can observe a positive tendency of changes in the
EV/EBITDA ratio and the EV/NCFO ratio as they
started to decrease after 2016. It could mainly
arise from increases in EBITDA and NCFO from
2016 to 2019. As for the FCF/EV ratio, this shows
that the business of the company brought about
4-7 cents of FCF on each dollar invested in its
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Source: BP’s website, 2020, p. 397.

enterprise value during the period. This ratio
also changed in a positive direction because the
value of this coefficient grew after 2016. It means
that the company generated more and more FCF
from 2016 to 2019.

It is also expedient to consider how cash flows
from operating, investing and financing activities
of BP changed from 2014 to 2019.

Analyzing this graph, reflecting changes in all
types of cash flows of the company for the period in
question, we can state that net cash flows from an
operating activity were positive within the whole
period. This fact means that the company had an
opportunity to use a particular amount of cash from
an operating activity to cover a specific amount of
its investments, especially capital expenditure from
2014 to 2019. Moreover, some amount of cash might
be directed to its financing activity for meeting its
obligations connected with paying out dividends
during the period. The value of net cash flows from
an operating activity changed in the range of from
10691 min $ to 32753 mIn $ during the period. We
can observe a significant decrease in net cash flows
from an operating activity in 2016. It might chiefly
arise out of decreasing revenue and net profit of
BP in 2015 and 2016. Despite the negative trend
observed up to 2016, the enterprise managed to
overcome the problematic situation and net cash
flows from an operating activity started to go up
from 2016 to 2019.

As for an investing activity, net cash flows from
this activity were negative in all periods under
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study. This situation may be considered usual
since BP spent a lot of money on its capital ex-
penditure within the overall period. The value of
net cash flows from an investing activity fluctu-
ated between -21571 mIn $ to —14077 mln $ over
the given period.

When we speak about a financing activity, we
can see that net cash flows from a financing activ-
ity were negative in most periods except for 2016
and 2019. An increase in capital expenditure in
2016 might result in borrowing more money, that
is, obtaining additional short-term and long-term
debt to finance an investing activity of the com-
pany. The value of net cash flows from a financing
activity changed from -5266 mIn $ to 8817 mln $
during the period under investigation.

As far as free cash flow is concerned, this indi-
cator was positive in most periods except for 2016.
The main reason why free cash flow declined and
became negative in 2016, was a decrease in net
cash flows from operating activity. Free cash flow
changed in the same direction as net cash flows
from an operating activity within the whole period.
It is quite logical as free cash flow directly depends
on the operating activity of a company. This indi-
cator oscillated in the range of from -6010 min $
to 10352 min $ during the overall period. Positive
free cash flow in most periods implies that there
was a particular amount of money available for
creditors and shareholders of BP in those periods.

All in all, having conducted the analysis of fi-
nancial stability and profitability of BP for the
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period from 2014 to 2019, we can conclude that
BP operated quite successfully for the period in
question. It was able to compete with other com-
panies from this industry. The company was sol-
vent in the short term and long term. The entity
generated profit with positive NCFO almost in
all periods under study. It actively used equity as
well as debt for supporting its activity. FCF was
positive in many periods, which means that the
company performed the business in a favourable
way for its shareholders and creditors.

Nevertheless, there were some problems and
drawbacks with this company. Although the entity
did not have too much financial debt, it should
control the share of its debt in the whole capi-
tal structure. Besides, it may need to change its
capital structure by decreasing the share of total
liabilities and increasing the share of its equity.
Moreover, BP should increase its EBITDA regularly.
Some problems were connected with generating
not enough profit and NCFO. These indicators
should be increased as well.
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Abstract
Measures, imposed on the Russian Federation in 2014 to isolate Russia from the world community, were
called sanctions. Their immediate goal is to deprive Russia of resources (financial, economic, technical and
technological, information, scientific, cultural) that are needed for its development. The sanctioning countries
suppose that the damage caused by their sanctions will weaken the socio-economic, military-political, scientific
and technological potential of Russia. Some results of the author’s analysis of the impact of sanctions on
the macroeconomic indicators of the Russian Federation | presented in this paper. The following indicators
were studied: the volume of financial resources provided to Russian organizations, individuals and credit
organizations; the volume and dynamics of capital investments and fixed assets; gross domestic product and
industrial output; labour and capital productivity, and some other indicators. The years in which anti-Russian
sanctions caused the most considerable damage have been identified. The author also shows that the negative
impact of sanctions on the economic development of the country is, in many ways, similar to the damage, caused
by the global financial and economic crises. The similarity of their impact is because both crises and sanctions
deprive the country of resources for economic development. First of all, we are talking about financial resources.
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Financial Restrictions
and Fixed Capital

Sanctions imposed on Russia in 2014, which
their initiators are consistently expanded and
tightened, isolate the Russian economic enti-
ties of the world’s financial markets. This goal
is clearly stated, for example, in the document
“Imposition of Additional Sanctions on Russia
under the Chemical and Biological Weapons
Control and Warfare Elimination Act of 1991”:

“The United States Government shall oppose,
following Section 701 of the International Fi-
nancial Institutions Act (22 U.S.C. 262d), the
extension of any loan or financial or technical
assistance to Russia by international financial
institutions. The United States Government shall
prohibit any United States bank from making any
loan or providing any credit to the government
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of Russia, except for loans or credits to purchase
food or other agricultural commodities or prod-
ucts” [Bureau, 2019].

Difficulties in obtaining cheaper foreign loans
than in the country (a refusal to grant them, pro-
hibitions, and restrictions), blocking and freezing
of accounts in foreign banks forced Russian indi-
viduals and legal entities to turn to the Russian
financial and credit institutions. Measured in
Russian roubles, the volume of loans, deposits,
and other placed funds in the foreign currency
provided to organizations, individuals and credit
organizations in the Russian Federation sharply
increased immediately after the introduction of
anti-Russian sanctions (Fig. 1).

Statistical analysis showed significant (with a
two-way level of significance a = 0,01) in 2007-
2018, the negative linear correlation between
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Figure 1. Increment of credits, deposits and other allocated funds made available to organizations, private
persons and credit institutions, 2013-2018 (beginning of year, Trn. Rubles)

Source: Compiled by the author based on Rosstat’s data: https://www.gks.ru/ (Accessed December 29, 2019).

Table 1

Linear (R?) and rank correlation coefficients of credits, deposits and other allocated funds made available to
organizations, private persons and credit institutions, with the volume of inward foreign direct investment in Russia,

2007-2018

Units of measurement

Incoming in Russia foreign direct investment

for the rows Total From sanctioning countries

of variables R? R? Spearman’s rank correlation coefficient
Roubles -0.7374 -07.1165 -0.692
The U.S. dollars -0.7521 -0.6893 -0.715

Source: Compiled by the author based on Central Bank of Russia’s data: https://www.cbr.ru (Accessed November 15, 2019).

credits, deposits and other allocated funds made
available to organizations, private persons and
credit institutions and the volume of inward
foreign direct investment in Russia, 2013-2017
(Table 1).

However, banks operating in Russia also faced
sanctions restrictions and had difficulties ob-
taining foreign currency from foreign banks as
well. It, in particular, contributed to the growth
of the exchange rate of the rouble against the
U.S. dollar.

So, if the dynamics of changes in credits, de-
posits and other allocated funds made available

to organizations, private persons and credit insti-
tutions, expressed in roubles (see Fig. 1), convert
to U.S. dollars, we will get a fall in 2015, not an
increase (Fig. 2).

The decrease in external and internal financ-
ing hurts the size and dynamics of production
investments, their specific and geographical
structure. Therefore, in the Russian economy, the
volumes of investment in fixed capital naturally
decreased after the introduction of anti-Russian
sanctions (Fig. 3).

During the global financial and economic cri-
sis of 2008-2010, their decline was less, but the
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Figure 2. Increment of credits, deposits and other allocated funds made available to organizations, private
persons and credit institutions, 2013-2018 (beginning of the year, Trn. US dollars)

Source: Compiled by the author based on Rosstat’s data: https://www.gks.ru/ (Accessed December 29, 2019).
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Figure 3. Average annual growth rates of investment in fixed capital in Russia, 2005-2018, %

Source: Compiled by the author based on Rosstat’s data: https://www.gks.ru/ (Accessed December 29, 2019).

reasons are the same — a lack of resources for Therefore, the drop in investment in fixed

investment. capital (fixed assets) in 2014-2015 could not
It is known that investments in fixed assets but lead to a decrease in the size of fixed capital

(I) replace the disposal of fixed assets (R), a fixed (Fig. 4).

capital gain (AF), they also increase an uncom-

pleted capital investment (g) (Kazantsev, 1980, Gross Output
pp. 101-103): A decrease in fixed assets (F) causes, other
things being equal, reduction in the capital-
[=R+AF +¢ (1) labour ratio: k =F/L. Here: k — is a capital-la-
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Source: Compiled by the author based on Rosstat’s data: https://www.gks.ru/ (Accessed December 29, 2019).

bour rate, L. — is a number of employed in the
economy. Usually, the smaller the funds (F), the
lower the number of employees employed by
them (L). However, in the Russian Federation
in 2001-2017, the volume of fixed assets was
steadily increasing (in comparable prices), and
the average annual number of people employed
in the economy decreased in the crisis of 2009
and 2013-2017"; as a result, the stock of labour
increased in all years of the period under re-
view.

Further, the reduction in the volume of in-
vestment in fixed assets leads to the moral and
physical obsolescence of the latter. It may reduce
their volume as a result of non (or partial reim-
bursement) retired due to physical depreciation
of capital assets. In any case, the share of new
funds in the total volume of funds will decrease
(see Fig. 4 and equation (1)). Since the output-
capital ratio (fixed assets output coefficient) of
old funds (BS) is generally lower than that of new
funds (bn), the average return on fixed assets
(b) will decrease. I showed (Kazantsev, 1980, pp.
123-127) that the formula expresses this relation:

b=b *[1-q] + b *q, 2)

! The reasons for the decline in the average annual number of
people employed in the economy require a particular analysis
that goes beyond the scope of this study.

where q — is a share of new (more productive)
funds in their total volume.
The quality of business management also has
a direct impact on the return on funds. It may
get worse with the departure of foreign direct
investment.
From the formal notion of the concepts “capi-
tal productivity” (output-capital rate) (b) and
“capital-labour rate” (k) follows that labour pro-
ductivity (p) (the rate of output (X) to the number
of employed in the economy (L)), appears as a
product of capital productivity and capital-labour
rate:
p = X/L = X/F* F/L = b*k. (3)
Expression (3) in other notations introduced
Grigorij Aleksandrovich Feldman (1884-1958)
in 1928 (Feldman, 1928)). He also formalized
the relationship between the volume of output
(according to G.A. Feldman, this is the national
income) and labor productivity, and between the
number of employed, the volume of fixed assets
and their productivity:
X = p*L =b*F. 4)
Later, these rates used Roy Harrod (1900-
1978) and Evsey Domar (1914-1997), and the
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relationship of investment to entrepreneur’s
income was presented by John Maynard Keynes
(1883-1946) in his investment multiplier (for
more information, see: Kazantsev, 1980). In
Russian literature, we find the analysis and
modeling of the considered connections in
the works A. Anchishkin, E. Ivanov, E. Kapus-
tin, Ya. Kvasha, V. Trapeznikov, A. Frenkel,
A. Xodzhaev, Yu. Yaryomenko and other authors.

The quality and structure of fixed assets large-
ly determine the level of material consumption
of products produced on them. The cost of raw
materials and the volume of products depends
on it. This relationship is explicitly represented
in the input-output balance equation:

X=AX+Y, (5)
where:

X — is a column vector of gross output

A — is an input-output matrix

Y — is a column vector of the final product.

All other things being equal, the final product
(Y) increases with an increase in the volume of
fixed assets (F) and an increase in capital pro-
ductivity (b).

But the increase in the share of material costs,
inventories and reserves change (without the
increase in unfinished capital investments) in
a gross product, i.e. materials-output ratio (m),
acts in the direction of reducing the volume of
the final product:

Y = b*F*[1 — m] — s + AM. (6)

Where AM — is an increase in material costs,
inventories and reserves (without the rise in
unfinished capital investments), AM > 0; s — is
foreign trade balance and losses; 0 < m < 1.

When considered in continuous time (with the
differentiability of equation (6)), that a change
in the parameter m has a stronger effect on the
size of the final product than a change in the
volume of funds and their returns, if the inequal-
ity is true:

|dm/(1-m) | > [dF/F+dbb|.  (7)

Otherwise, the impact of changes in m on
the final product does not exceed the combined
impact of the growth of funds and changes in
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the return on funds is shown (Kazantsev, 1980,
pp. 105-106).

An increase in the materials-output ratio leads,
other things being equal, to a decrease in the
volumes of output of industries that consume raw
materials, materials, and semi-finished products.
At the same time, the demand for raw materials,
materials, and semi-finished products stimulate
the expansion of production in the spheres of
economic activity that create them.

Bans on the supply of advanced technologies,
modern materials, new equipment, scientific
and technical information to the country also
cause an increase in the capital-output, mate-
rial-output, and labour-output rates. Different
types of these bans are included in the number
of anti-Russian sanctions.

The considered chain of connections is shown
in Fig. 5. The negative impact of anti-Russian
sanctions on the dynamics of investment in fixed
assets and fixed assets in the Russian Federation
was shown above. As shown in Fig. 5 in the chain
of links just discussed, we will trace the impact
of anti-Russian sanctions on labour productivity
and products produced in the Russian Federation.
The dynamics of changes in these indicators is
shown in Table 2.

From the data provided in Table 2, it can
be seen that the sanctions (anti-Russian and
counter-sanctions in response to them) had a
negative impact on the dynamics of GDP and
industrial output. L. Kudrin drew attention to
the decrease in their growth rates due to the
sanctions while increasing the volume of out-
put in some areas of economic activity: “Some
branches of domestic industry and agriculture
have benefited, but the economy as a whole has
not. We are losing growth rates, and several
industries are losing the opportunity to make
investments and acquire modern technolo-
gies. The psychological atmosphere caused by
restrictions also matters. As a result of such
measures, many foreign companies are now
working with companies in Russia with caution;
it hinders development. Therefore, the overall
balance of sanctions is negative” (Danilevich,
2020).

Our study showed that the most significant
negative impact of sanctions is presented in table
2, as in the case arrived in Russia and domestic
investment, had on 2014-2015. Data of this table
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Volume, structure and quality of fixed assets

The number Capital-output Capital-labor The raw

of employed ratio ratio materials

in economy to output ratio
Labor productivity

Volume, structure and quality of output P

Figure 5. Connection of fixed capital with labour productivity and the volume of output

Source: Compiled by the author.

Note: an unbroken line arrow indicates a positive influence, while the dotted line indicates a negative impact of the factor at
the beginning of the arrow on the value of the indicator at the end of this arrow.

Table 2

Rates of increment of Russia’s macroeconomic indicators, 2001-2018 (%)

IndicatorMokasaTens 2001- 2009- 2011- 2014- 2016-
2008 2010 2013 2015 2018
Annual average number of employed (L) 0.7 -0.7 0.2 -0.3 -04
Capital-labor ratio (k) 1.3 3.8 3.9 2.8 4.4
Output-capital ratio (b) 7.8 -4.8 -0.8 -4.2 -2.5
Labor productivity (p) 9.2 -11 31 -0.6 1.8
Gross domestic product (X) 9.9 -1.8 3.3 -0.9 14
Volume of industrial production 5.2 -13 2.9 0.4 2.4

Source: Compiled by the author based on Rosstat’s data: https://www.gks.ru/ (Accessed December 29, 2019).
Note: labour productivity was calculated according to mathematical expression (3).

also give reason to believe that occurred as a
result of imposed against Russia sanctions, the
worsening of the considered parameters, as they
fall due to the global financial and economic
crisis severely affected the Russian economy
in 2009-2010. Since global economic crises de-

prive a country not only of external resources
necessary for development but also of foreign
markets for goods and services, their negative
impact on the country’s development is in many
ways similar to the consequences of restrictive
measures and sanctions.
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AHHomauyus. Nencreytowme ¢ mapta 2014 r., nocnenoBaTenbHO pacliMpseMble U Y)KECTOYAEMbIE MepPbl U301ALUK
Poccuitckort Mepepaumm 0T MMPOBOrO COOOLLECTBA HA3BaAU CaHKLMAMU. X HEMOCPeACTBEHHOM LIeNbHo
BbICTyMNaeT nuwweHune Poccum pecypcoB pasBuTia — GUHAHCOBbIX, IKOHOMUYECKMX, TEXHUKO-TEXHOTOTUYECKMX,
MHOOPMALMOHHBIX, HaY4YHbIX, KyNbTYPHbIX. CTpaHbl-CaHKLMOHEPbI NOMATakT, YTO HAHOCUMbIN CAaHKLMUSAMU

yuep6 ocnabut coumManbHO-3KOHOMUYECKUI, BOEHHO-MONUTUYECKUIA, HAYYHO-TEXHONOTMYECKUIA MOTEHLMAN
Poccuun. B paHHOM paboTe npeacTaBneHbl HEKOTOPbIE pe3ynbTaTbhl ABTOPCKOrO aHaNM3a BAMSAHUE CaHKLUMIA Ha
MaKpO3KOHOMMYeckMe nokasaTtenu Poccunckon ®epgepaunn. B ux uncno BxopsaT cnepytowme nokasartenu. 06vem
(DWMHAHCOBbIX PeCypCoB, NPefoCTaBEHHbIX POCCUIACKMM OpraHU3aumam, U3nYeckuM NnLam U KpeauTHbIM
opraHusaumsam; obbeM n AMHaAMMKa NPOU3BOACTBEHHbBIX MHBECTULMIM U OCHOBHbIX GOHAOB, BaNIOBOW BHYTPEHHMUM
NPOAYKT M 06bEM MPOMbILWIEHHOTO NPOU3BOACTBA, MPOU3BOAMTENBHOCTD TPYAa M GOHL00AAYA U HEKOTOPbIE
npyrve uHamkatopsl. OnpeneneHbl rofbl, B KOTOPblE aHTUPOCCUIACKME CaHKLMKM HAaHeCM HanbonbLimii yuepb.
loka3aHo Takxe, YTO HEraTMBHOE BIMSIHWE CaHKLMIA HAa SKOHOMMUYECKOE pa3BUTHE CTPaHbl BO MHOFOM CXOAHO

€ ywepboM, HAaHOCUMbIM MUPOBbLIMU (DUHAHCOBO-IKOHOMUYECKMMUM KpU3ncamu. ix oaMHakoBoe BO3LeNCTBUE
00yCNOBNEHO TEM, UTO U KPU3UCHI, U CAHKLLMM NINLWIAKOT CTPAHY HEOOXOAUMBIX el pecypCcoB 3KOHOMUYECKOTO
pa3eutus. B nepsyto ovepenb — GMHAHCOBBIX PECYPCOB.

Kntouesbie c108a: aHTUPOCCUICKME CAHKLLMU; IKOHOMUYECKOE Pa3BUTUE; BaSIOBOM BHYTPEHHWIA NPOAYKT;
MHOCTPaHHble UHBECTULLMM; OCHOBHOWM Kanutan

CTaTbs NOArOTOB/EHA MO PE3YbTaTaM UCCIEA0BAHMIA, BbIMOMHEHHbIX 3@ CYET BIOAKETHbIX CPEACTB
Mno roCyAapCcTBEHHOMY 3aAaHu0 OUHAHCOBOMY YHUBEPCUTETY.
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Introduction

The unfavorable conditions in the world capital
markets and the tightening of banking legisla-
tion in Europe inevitably lead to a narrowing of
the scale of Bank credit operations. Many ana-
lysts of the banking market predict an increase
in the share of institutional investors in the to-
tal volume of investment financing, especially
when it comes to infrastructure facilities. At the
same time, banks remain the main suppliers of
borrowed funds in the field of investment and
project financing. Despite the fact that for banks
and borrower’s investment financing remains
clear, reliable and promising product, many
lenders are experiencing difficulties with liquid-
ity in the medium and long term and therefore
avoid participation in the financing of long-term
projects. In addition, the tightening of banking
legislation and the introduction of Basel II/III
standards do not allow us to expect that the sys-
tem-forming banks will soften their demands on
the quality of the loan portfolio and will pursue
a more aggressive lending policy.

Moreover, purposeful capital investment cre-
ates production and jobs, fills the state budget
with tax payments and allows, in general, im-

proving the life of the country. You can see the
impact of investment in the economy through
macroeconomic indicators such as GDP, unem-
ployment, inflation, the Central Bank’s key rate
and other indicators.

One of the important condition of capital in-
vestment is its expediency and validity, as well
as the form of investment that will best meet the
interests of investors, intermediaries and resource
owners. Today, to involve the diverted capital in
business, use two ways of financing — debt and
equity.

Debt financing in comparison with equity
has a number of advantages as a form of capital
investment: the emergence of a tax shield, the
preservation of control in the company by the
owners, the exact maturity of the debt, the order
of payments in the event of bankruptcy. Although
it is worth noting, the choice of debt financing is
always considered based on the planned objec-
tives of the project and the expectations of the
parties involved in the transaction.

On the example of the implemented project
in the field of construction and management of
commercial real estate in Nizhny Novgorod, an
analytical procedure will be given for the prepa-
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ration of the conclusion of the feasibility of debt
financing in the form of a Bank loan for a number
of purposes, including reconstruction, moderni-
zation of the shopping and entertainment center
(hereinafter the Mall), financing of current activi-
ties and refinancing of debt to another Bank.

The author studied the theoretical aspects of
some instruments of debt financing of investment
projects and to analyze the creditworthiness of a
potential borrower for PJSC Bank VTB based on
the developed financial model and structured
financial covenants.

The subject of the study is the retrospective
cash flows of companies included in the consoli-
dation perimeter in accordance with the rules of
PJSC Bank VTB, and the projected cash flows of
the investment project of the Lotus Plaza. Data
analysis was carried out by means of such research
methods as induction and deduction, modeling
and measurement, comparison and analysis of
documents.

Bottlenecks of Financing Design
and Operating Management of Funding
Programs

The main conditions for financing
investment projects

Group of companies A’bel is a reliable client,
whose main activity relates to the construc-
tion of commercial and residential real estate
in Nizhny Novgorod since 2000, as well as to
the management of some of the group’s prop-
erties. During the last five years of its coopera-
tion with the Bank, the client has not had any
overdue obligations, and the credit rating is es-
timated as B + +, i.e. the probability of timely
fulfilment of the Client’s current obligations
to the credit institution is estimated as moder-
ate. The probability of financial difficulties in
case of urgent obligations is estimated as high.
Repayment of liabilities is highly dependent
on the stability of macroeconomic and market
indicators as the main activity is related to the
construction and management of the real es-
tate. In the market, the client holds a share of
20-25% according to the estimates of the lead-
ing marketing Agency CBRE. The total number
of objects on the territory of Nizhny Novgorod
is about 25 buildings for commercial and resi-
dential purposes.

42

The strategy of the group is the construction of
the high-quality real estate. Recently, the Group
operates on the territories of promising and un-
developed areas of the city. Reasonable prices,
infrastructure support, accounting for innovations
and market dynamics forecast allow the company
to attract high-quality tenants to fill retail space
and ensure the rapid sale of other areas. Shop-
ping centre Lotus Plaza is a modern, high-quality
entertainment centre of new generation with
already large and well-established tenants: IKEA,
M. Video, ZARA, Marks & Spencer, Sportmaster,
other netizens and grocery hypermarket Lenta.
The total area of the shopping centre of 28,000
sq. m and 25 sq. m — lettable area.

Let us consider in more detail the non-financial
environment of the project, namely a brief de-
scription of the investment project, the charac-
teristics of the market situation and the expected
risks of the Client.

To assess the attractiveness of the project, will
help the marketing analysis of the industry and
the prospects for its development, the forecast
period, which best corresponds to the maturity
of new debt.

The commercial real estate market in Russia
is in a satisfactory state with clear prospects for
development and diversification into more in-
depth segments. The whole past year (2016) will
be remembered for the gradual stabilization of
the market, increased business activity of “players”
and investors. Of course, new projects practically
did not enter the market, the investor did not at-
tract investment in the construction of sites for
large centres, but the funds were allocated for
the modernization of the areas, their increase
and equipping with new spaces for social and
recreational purposes for all categories of citizens.

It is assumed that a small boost in economic
growth according to the Ministry of Finance of
the Russian Federation at the level of 0.8% — 2%
in 2018 from the second half of the year will start
a new cycle in the field of commercial real estate.
Against the background of such expectations, the
investor can consider the feasibility of investing
in objects of this type and expect a good return
potential on invested capital.

Note that for the start of new projects, the re-
duction of the key rate of the Central Bank of Russia
does not allow to start working with development
projects from scratch. The draft civil code has been
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built not so long ago (2014). Therefore, there is
no need for consideration and selection of con-
struction sites, coordination of the technical and
economic plan of the whole object and other docu-
mentation with a high time-consuming preparation.

These factors are a significant advantage for
lending to the project by the Bank because there
is an opportunity to win on the market and get
another part of the market in the region.

Today, commercial real estate is divided into
commercial, office and warehouse. The market
of trade and entertainment sector is quite mas-
tered in its usual sense. However, the inertia of
the market does not reduce turnover compared
to office real estate. In terms of investment, retail
properties received 18% of $ 300 billion, according
to CBRE. Thus, it is impossible to talk about the
braking of the industry and its stagnation, but the
most interesting factor for an already operating
object is not the macroeconomic prerequisites, but
the internal details of the industry: rates, security,
quality of tenants, occupancy and so on.

As a rule, the commercial real estate industry
significantly depends on the region in question. In
each region, there is always a leader and a leading
player who has the maximum location, a strong
pool of tenants and occupancy significantly close
to 100%. However, the average figures change the
picture, allowing you to look more soberly at the
situation.

The average provision in the regions is sig-
nificantly different, but significantly, average,
excluding Moscow, Saint Petersburg, is 200 sq.
m. per thousand residents. The total area of qual-
ity space is around 1.2 million square meters, of
which the increase over the past year amounted
to 719 thousand sq. m. Average rental rates defi-
nitely went in the ruble zone as a fixed share or a
percentage of turnover, and the average vacancy
rate is 7-8% in Metropolitan cities. Regions are
gaining momentum — Kursk, Arkhangelsk, Vladi-
vostok, Khabarovsk, Stavropol and some others.
Nizhny Novgorod is already sufficiently equipped
with high-quality retail space. However, it still
does not occupy a place in the top three and is
about 5-7 place along with cities such as Samara,
Krasnodar others.

The current situation in the Nizhny Novgorod
market is gradually stabilizing and comes to life
in terms of the interest of tenants both new and
experienced in this regional market to develop new

areas and/or adhere to the expansion strategy. It
can be noted that in the mood of the tenants there
is already a desire to sign long-term contracts, the
term of which will be from 3 to 5 years — is about
25% and 35% — are ready for even longer contracts,
but with floating conditions. This is a positive
wave because there is a stabilizing factor both the
tenant and the rate, which increasingly meets the
economic realities of the Russian economy and
take into account seasonality, crisis experiences,
growth and stagnation of the business and allows,
of course, to fix the minimum required part for
the tenant income. Rates of average prices are
relatively dynamic, racing is not comparable with
the abrupt deviations of a year of crisis, and it is
acceptable for the market of the region (Fig. 1).

The comparative dynamics of rental rates in
the districts of the city explains the relative de-
cline in the market of the trading segment as a
whole, as some areas, for example, Leninsky and
Moskovsky show good growth. The Autozavodsky
part of the city was distinguished by a decrease
in rates —1.3, which is not an emergency drop, it
is possible that in this area there is a revision of
contracts or a revision of the terms of calculation
of rental rates for tenants of commercial prem-
ises. Analysts expect the stabilization of prices for
rented premises in the “lagging” areas to date +
0.8% (Table 1).

The city provided quality retail space to a suf-
ficient degree — 619 sq. m./thousand people ahead
of Nizhniy Novgorod Ekaterinburg only with in-
dicators of 624 sq. m./thousand people. At the
regional division shows a uniform distribution of
the proposal except for the Nizhniy Novgorod area
(Fig. 2). The quality and equipment of shopping
and entertainment centres in the city are char-
acterized as high-class and modern facilities of
a new type. Only in some areas, there are centres
that can be attributed to the old class, the year of
construction of which ranges from 2000 until 2008.

Avtozavodskiy district of Nizhniy Novgorod is
situated in Zarechnaya part of the city and covers
an area of 9.4 thousand ha. Area economically
and culturally isolated saturated. The project un-
der consideration is located in the Central part
of the area. The population of the district as of
01.01.2016 is 300,436 people. The average salary
in the city is at the level of 26,000 roubles. The
overall economic picture of the region has been
improving since January 2017 after a sharp fall of
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Figure 1. Dynamics of the average price in the market of rent of trade premises

Source: The author.

the main macro indicators of the region in 2015
by 15-20%.

Analysis of the competitive environment (Table
2) shows that the GC has chosen the right strategy,
i.e. expansion of the shopping Mall and its addi-
tion to the new socio-cultural and entertainment
space. After all, the main successful competitors
have a large area and as a result, attract more
customers with a significant pastime on site.

The initial request for credit funds assumed
conditions (table 3), going slightly against the
Bank’s assessment. Thus, the initial investment
initially specified for 1.5 billion rubles, reduced to
1.2 billion rubles. The feasibility of changing the
amount of the investment program of the loan
agreement with the client will be set out below
based on the assessment of the financial activities
of the borrower, the financial model and its stress.

Description of the client, the marketing in-
dustry, the strategy of the management company
in relation to the development and expansion of
the Mall is clean, logical and interrelated. The
industry seems to be quite a promising market
for deepening its directions and modernization
in the near future. Working with a reliable and
experienced client allows you to minimize risks
and anticipate the most likely of them. Expert
opinion of marketers only confirms the possibility
of implementing new but well-developed projects.
From the point of view of the non-financial basis
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of the project, it is possible to emphasize its real-
ism, conceptuality and validity.

Diagnosis of a Business Model

in the Process of Financial Analysis
Consolidation of the group carried out by the
method of proportional consolidation of indi-
cators of all 6 companies included in the analy-
sis, allowed to conduct a full assessment of the
balance sheet and the report on financial re-
sults. The group of companies analyzed to de-
termine the amount of credit for the SPV com-
pany includes about 20 companies. Significant
organizations, whose share in the authorized
capital exceeds the parameters set by the Bank
for mutual participation in the capital, are the
previously mentioned six companies, which are
included in the credit analysis perimeter. The
main stages of the analysis were identified co-
efficient and settlement-analytical with a brief
conclusion on the key indicators of the financial
condition of the borrower.

Consolidated balance sheet showed that the
structure of the balance sheet corresponds to the
development activities in the field of construction
and management of the commercial and residen-
tial real estate. So most of the assets, namely 80%,
accounted for fixed assets, i.e. non-current assets
of the company at the three analyzed reporting
dates. The share of current assets is not more than
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Figure 2. The volume of supply in the rental market of commercial premises for April 2017 by district division
in Nizhny Novgorod

Source: The author.

20%, the structure of which is distributed between
cash and receivables for + (plus) — (minus) 5%
and 13%, respectively.

Liability of the group of companies in its struc-
ture, in the face of long-term capital, tends to
decrease. This decrease in the balance sheet long-
term debt is because the terms are suitable for the
payment of ball payments (balloon — payment) on
the main debt of early loans for the construction
of fixed assets. Thus, long-term liabilities have
an average weight in the balance sheet at 60%,
and at the last reporting date, the fourth section
of the balance sheet form was 57% of the total
balance sheet structure. The remaining share is
accounted for by the company’s equity capital,
where retained earnings have a significant weight,
increasing year-on-year.

Immobilized assets at the last date are about 8
million. RUB. Mobile assets, forming the second
section of the balance sheet, is much lower and
is not more than 1.7 million. RUB. Equity and
debt capital is correlated as 40:60 on 01.10.2018.

Expediency description of negative working and
working capital is not due to as such participation
of working capital in the current activities of the
group of companies in the main form.

Express assessment on the basis of good bal-
ance (Table 4) showed that the company’s ac-
tivities are consistently positive as over the last
three reporting dates there has been an increase
in the balance sheet currency, which is especially

important for development activities — there
is an increase in its presence as a key player in
the market through an increase in the share of
construction. The rate of growth of working and
non-working capital occurs as necessary and is
carried out not by sharp, but by a well-balanced
increase in assets. An identical trend is observed
in the ratio of equity and debt capital.

The company’s capital formation policy is
based on the expediency of increasing the bor-
rowed capital when new investment projects are
required, and the debt burden on the “old” obli-
gations is fully covered by the flows under this
project. There is no uncovered loss in the con-
solidated balance sheet, which also has a positive
impact on the valuation.

Assessment and analysis of the dynamics of
net assets is most relevant. Thus, the company’s
net assets increase while maintaining the size of
the authorized capital. Therefore, the group of
companies is not threatened with liquidation or
increase of the authorized capital unscheduled —
the risk of raising funds from business owners
is levelled, a good level of maintenance of the
authorized capital (Table 5).

The analysis of solvency of the group of com-
panies was carried out by dividing and grouping
the company’s assets by their liquidity and group-
ing liabilities by maturity, then the analysis of
solvency and liquidity through the coefficients
(Table 6).
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It was found that the group of companies has
no inappropriate distribution of assets and li-
abilities. From the table of correlation of groups
the obvious ability to cover fixed-term liabilities
and short-term loans, the purpose of which is
the financing of stocks and other working capital
(Table 7).

Another approach to assessing the liquidity
of the balance sheet is the functional approach,
which is the fairest in the assessment of Russian
companies. This technique reflects the functional
balance between assets and liabilities in their
main cycles: operational, investment, monetary.

The table below shows that to finance current
assets, i.e. stocks, the company will need to in-
crease accounts payable. Still, due to the specifics
of the activity, this is not necessary. Sufficiency
in the financing of non-current assets is present,
even a surplus is formed, in the extreme case, the
civil code can redirect it to investments, main-
tenance of existing facilities or finance reserves
taking into account possible risk. To assess the
creditworthiness of this fact is insignificant and
does not pose a threat to the solvency of the loan.
It also applies to the ability of the company to pay
its contractors (Table 8).

The analysis of absolute solvency by the degree
of liquidity and maturity of liabilities in dynamics
and at the reporting date showed a satisfactory
result. The Bank’s interests do not affect some
non-compliance with the rules of the methodol-
ogy of analysis. Now the stage of estimation of
coefficients.

The ratio analysis of the balance sheet liquidity
from the point of view of assessing the future cred-
itworthiness and forming the policy of distribution
of funds by types of assets is satisfactory. As of
the three reporting dates, the group of companies
has a sufficient level of relative liquidity indicators
for the consolidated balance sheet. The overall
solvency is more than 50%, and a small degree of
manoeuvrability of operating capital and security
of current assets does not pose a threat to the
issuance of credit funds and the establishment
of a limit (Table 9).

The financial condition of the group of com-
panies was estimated by five main factors, one of
which is the capitalization ratio, which charac-
terizes the rate of borrowed capital to equity. In
the case of financing of an existing project, when
the funds will be allocated largely for refinancing
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and the costs of current activities, the value of
1.57 at the last analyzed date was acceptable. If
the goal was to build from scratch, for the Bank
this is already a risky entry into the project since
a large degree. However, knowing the fact that at
the end of 2016 came the obligation to balloon-
payment for other loans, potentially the ratio may
decrease, then the Bank increases interest in the
issuance of funds.

Financial autonomy is optimal, fits into the
average indicators, the growing share of retained
earnings, balancing long-term funds and the terms
of their payments (Table 10), and provides finan-
cial stability.

The analysis of financial stability was contin-
ued by the method of the sufficiency of sources of
financing of reserves. According to calculations
(Table 11), it can be seen below that the company’s
policy on the residual principle forms reserves
based on long-term sources. Summary assessment
of strength: average, acceptable.

The final score on the method of class bounda-
ries is presented in Table 12. On the reporting,
three dates were awarded grade 3: this is the civil
code, the financial condition of which can be as-
sessed as average and stable. In the analysis of the
consolidated balance sheet visible to the weak-
ness of the individual financial indicators: non-
emergency precarious financial condition due to
the prevalence of borrowed sources of funding, but
there is some current capacity to pay, secured by
cash, accounts receivable, and a small number of
stocks. In business relations with such an organi-
zation, there is hardly a risk of loss of funds, but
the fulfilment of obligations on time is doubtful.
Therefore, control and sanctions are necessary to
maintain financial discipline (Table13).

The financial result of the company also shows
good dynamics in terms of revenue and net profit.
Ledger has a minimum cost, which refers to some
materials used in the construction of objects or
the cost of third-party property management ser-
vices. The group showed good profitability, which
is even slightly higher than the average industry
profitability (Table 13).

As mentioned earlier, the company shows good
profitability for the main activity. The profitability
of sales is the highest since there is practically no
cost in the process of managing the rental areas
of the shopping centre, and then the decrease in
accounting profitability is due to payments for
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management and administrative expenses. In gen-
eral, the profitability is higher than the industry
(20%) by 5-15%, depending on the period of entry
or renewal of the Group’s retail space. Largely, the
indicator is higher than the sectoral value in the
regions, depending on the market share of the
Civil Code and large-scale construction of the
commercial and residential real estate.

From the point of view of profit management
organization can be noted efficiency. The sus-
tainable growth rate shows that the company
manages to maintain and even increase its own
capital through a constant increase in cash and
maintain a return on equity of 35-25% (Fig. 3).

The Group shows the effectiveness of using
fixed assets and equity, so for each ruble invested
in the assets, the company receives from 30 to 51
kop. with an increase of 60%, and equity capital,
taking into account the effect of borrowed funds,
it can generate up to 100% repayment of funds. In
general, in terms of resource productivity, it can
be determined that the group of companies man-
ages to increase the effectiveness of its activities
by managing commercial areas with an increasing
effect (Table 14).

The conclusion after the financial analysis of
the Group is positive. Evaluation of the activities
of the Civil Code is entirely consistent with the
specifics in the field of construction and property
management. Financial performance is stable. The
key positive factors were the absence of losses, the
decrease in debt obligations, positive growing net
assets of the group. The operating activities of the

borrower are not related to the taxation of other
countries; it does not have any claims for the pay-
ment of any compensation. The main subsequent
crediting factor will be the assessment of the credit
rating and the ability to fulfil covenant conditions.

Algorithm of Investment Project Risk
Management

The management of the financing program after
conducting a financial analysis requires system-
atization of the main provisions/requirements
for the borrower to successfully implement the
project and obtain a sufficient flow.

In the practice of corporate lending by banks,
there are several provisions that, based on the
legislation of the Russian Federation and internal
regulations, describe key managerial and financial
aspects of the client’s activities to minimize credit
risks. These restrictive lending components after
the approval of the basic wishes of the terms and
amount of debt funds, the review and validation
of the forecast and stress models are covenants.
There is a list of the most commonly used man-
datory requirements for customer performance.
Their number does not exceed 15 requirements.
Some covenants were developed and assembled
into a single system for the project of graduation
qualification work, compliance with which will
allow monitoring the effectiveness of the invest-
ment project and significantly reducing the risks
of insufficient accumulation of CFADS flows.

First, we present several special conditions for
the borrower in terms of management activities:
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1. Maintaining top management throughout
the entire process of supporting an investment
project with credit funds.

2. The inability to attract additional credit
funds from other (other) banking institutions, at
least without a written agreement of the credited
bank to control the client’s debt load and its fi-
nancial stability.

3. Opening of bank accounts for 50 million
roubles.

4. By 2020, the closure of accounts in other
banks to control the operations with project funds.

5. Possibility without the acceptance of funds
from the client’s accounts in case of violation of
the terms of transfer of funds/in violation of the
financial discipline of the borrower.

6. The obligation to conduct normal operating
activities, based on which materials were previ-
ously provided for a comprehensive analysis.

7. In case of violation of the requirements by
the client, the possibility of immediate repayment
of the loan.

8. Provision of financial statements.

9. Providing a financial model.

10. Report on court cases and amounts to be
reclaimed.

11. Acquaintance with the policy of optimiza-
tion of the expenditure part of the main activity.

12. Carrying out and registration of all opera-
tions with counterparties strictly in law.

13. The possibility of introducing new restric-
tive and controlling conditions in the event of
major changes after the next semi-annual analysis.

This series of management covenants is aimed
at maintaining a stable and understandable type
of activity of the borrower. Financial covenants
focused on the effective risk management of the
project, whose action is triggered by the mutual
deterioration of all previously identified factors:

1. DSCR not less than 1, 00.

2. Indexation income can be reduced by no
more than 5% of the current indexation index.

3. The percentage of space loading specified
in the financial model should be at least 86%
before 2021, at least 91; subsequent years start-
ingin 2021.

4. The indicator of operating expenses cannot
be exceeded than 30% of revenue without VAT
based on the adjusted current financial model.

Financial covenants focused on the effective
risk management of the project, whose action is
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triggered by a single-factor deterioration of the
factor under consideration:

1. DSCR greater than 1.00.

2. Reflection of inflation expectations in the
forecast to a growth of 10% of the current figure.

3. Do not exceed the reduction in rental rates i.
per cent indexation of income from current activi-
ties in the model by more than 12%.

4. Excess OPEX should not exceed 12% of cur-
rent expenditure percentage.

5. Reducing the load area of the maximum pos-
sible level can reach — (minus) 12% of the current
load level.

The total financial covenants that must be en-
forced are TD/EBITDA less than or equal to 0.7
before 2019 and less than or equal to 0.5 after
2019; EBITDA/TD is greater than or equal to 1.

Security covenants of nature, the significance of
which is concentrated around the collateral object
and confirming the profitability of the industry:

1. Making a mortgage on the object.

2. The impossibility of laying the mortgage
object in other banks.

3. Providing annual marketing research by one
of the leading companies.

4. Providing a report of the appraiser of the
value of the collateral property.

Performing a covenant requires unconditional
control over the usual activities and conditions of
the loan agreement. In the extreme case, failure
to comply with the signed mandatory conditions
of the transaction imposes additional risks on the
bank. In connection with this fact, the decision
can be achieved through the penalties prescribed
and agreed with the client, which are imposed
immediately and progressively.

The number of penalties that can be applied
to the borrower in case of non-compliance with
the prescribed and approved covenants:

1. Payment of a fine as a percentage of the body
for a long time or in a predetermined amount. This
measure is advisable to use only for minor viola-
tions or as an alternative to an early collection.
In contrast to the increase in the interest rate on
loan is not enough stimulating act because most
often bears short-term and one-time nature, but
can be realized introduced.

2. Interest rate increase. The measure that most
likely will not be applied to this client, but it is
possible in emergency cases of violation of cov-
enants. This mechanism will increase significantly
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more pressure on the client as it stimulates the
speedy elimination of the violation.

3. Termination of funding.

4. Termination of the issuance of new trenches.

5. Early loan repayment is a measure indicated
as a covenant.

During the actual and final signing of the loan
agreement, subsequent questions may arise and
the company manages the concepts and narrow
moments. Mutual and mutual interest calls on
both parties to clarify and characterize all the
incomprehensible calculations and concepts of
a credit transaction.

However, the bank anticipates some incorrect ac-
tions of the borrower, which, in his opinion, due to
the interest of the company, can significantly distort
the current and subsequent financial position of
the company, and the ability to fulfil its obligations.
These features include the following items:

1. Do not transfer payments for the inflow of
funds that form revenues beyond the reporting
and agreed period from the base of contracts.

2. Do not make technical repayment of short-
term loans to reduce the indicator of the main
debt of the Civil Code.

3. Before and before signing the main financial
and other covenants, stipulate possible seasonal
fluctuations recorded earlier by the Civil Code, as
well as a decrease in operating indicators due to
the length of the production cycle, etc.

In the event of an unforeseen crisis and previ-
ously unrecorded emergency liquidity, financial
stability and other reasonable and real changes
in accordance with the legislation of the Russian
Federation, the client can work with the bank on
some possible measures to improve the terms of
the credit transaction on the following issues:

1. Reducing the basic interest rate on loan.

2. Reduction of issuance and maintenance fees.

3. Transition to a floating rate based on MIBOR
(relevant for larger borrowers)

4. Minimization of fees for related banking
operations.

5. Extension of crediting terms and change
of payment schedule for principal and interest
payments.

6. Mitigation of financial covenants, but not
the possibility of reducing financial covenants
below the minimum level for a bank.

7. Convenient receipt and redemption schedules,
levelling seasonal surges, if any, and so on.

The final step in working with project risks is
the need to finalize the text of the loan agree-
ment in accordance with the Civil Code of the
Russian Federation. Obligatory parameters will
indicate the subject of the agreement, the trans-
fer of borrowed funds, the interest payable, the
procedure and time for the return of credit, the
responsibility of the parties for violation of the
terms of the transaction. Thus, it can be stated
that the project will be safe from a legal point of
view, and therefore it is an interest to both the
owners and the bank.

Financing Optimization

Financial Model Application for Making

an Investment Decision

The initial forecast consolidated model of the
Client is presented the borrower’s vision of the
basic assumptions of the project, and its esti-
mated need for loan funds has three input pa-
rameters, one of which is inflation equal to 4%
annually according to the forecast of the Min-
istry of Economic Development of the Russian
Federation.

Other prerequisites are the percentage of rental
rate indexation for tenants of the shopping centre
at 3%, as well as transaction costs in the amount of
28.3% of the annual revenue of the forecast cash
flow model. The need for loan funds is estimated
by the client for 1500000 thousand rubles, under
the proposed 11.8%. The forecast step is ten years
with quarterly breakdown and summation of the
annual flow.

The original model contains a number of er-
rors and incorrect displays of the cash flow of GK
from the main activity. A clear discrepancy is the
lack of consideration of the workload of areas
of the rentable area of the object. After all, this
premise is very important for commercial real
estate. Consequently, the addition of the base
model was carried out.

The model provided by the client also failed
to withstand the process of stressing key indi-
cators it can be noted that both the initial and
the stressing are punched by the DSCR coverage
indicator of 0.96 and 0.92, respectively (Table 15).

Moreover, the LTV indicator exceeds 80% —
these are additional threats to the financial sta-
bility of the client and his creditworthiness in the
first three years. Consequently, three years of lend-
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ing is a significant time, which can significantly
change the overall picture of the transaction on
the committee on making a deal. Other credit
analysis indicators are positive. For example, the
debt is covered by an annual EBITDA indicator on
average three times, the interest payments on a
loan to the same indicators are covered on average
more than 20 times in the absence of changes in
the model. However, the economy of all indicators
is not always reasonable, realistic and meets the
requirements of the bank.

Thus, based on the above adjustments to the
financial model. Crediting is possible on the fol-
lowing general conditions (see Table 16).

Based on the modified and augmented calcu-
lations of the model, the indicators of the base
covenants were recalculated. Significant improve-
ments in DSCR and LTV provide a more robust, fi-
nancially sustainable lending program. The overall
economics of the project (Table 17) shows a good
result cumulatively over ten years. Therefore, the
company will be able to accumulate EBITDA for
25 billion roubles, to cover interest and the body
of the loan during the specified period.

Thus, you can testify financial bonitet and
sustainable reputation of the project. The bor-
rower’s credit rating was evaluated by evaluating
the performance of the baseline credit process and
determining the borrower’s alternative rating as
of the last reporting date.

Let us give the calculation of the alternative
calculation of the rating of a medium-sized busi-
ness client according to the method, which is in
the open-access of MSP-Bank.

The result of the calculation using the al-
ternative formula of MSP-Bank with weights of
0.35 for qualitative characteristics and 0.65 for
quantitative showed that a potential borrower
has 1 credit rating with a total score of 92 out
of 100 (Table 18).

The Bank’s calculated rating, as well as previ-
ous lending experience with absolute coverage
of the borrower’s previous obligations, do not
undermine customer reliability. According to the
internal automated system for assessing the bor-
rower’s rating, the B++ rating was obtained, which
is slightly lower than the alternative indicator.
Still, the internal rating is high and good.

The economic security of the client as a poten-
tial borrower took place in such areas as litigation
and arbitration cases of a group of companies, the
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presence of lawsuits in the company’s top man-
agement, the credit history of the company, A-bel

history, professionalism of the manager, business

reputation, and financial indicators stability and

ability to fulfil obligations. Identification of risks

to confirm the internal rating of the group and

its reasoning required the study of such materials

as a constituent and financial documents, docu-
mentary evidence of property and rent if such an

agreement exists, as well as management report-
ing and turnover balance sheets.

In addition to the estimated rating, the credit
rating is based on the calculation of the present
value of the flows to cover debt obligations to the
bank, i.e. cash flow CFADS. Two options are be-
ing considered: the first is for the base adjusted
bank model; the second is the same stress-based
model for the main bank scenario. From the table
values given below, you can see the adequacy of
the reduced flow in terms of LLCR for the period
of the project crediting (Table 19).

Similarly, to the base model of the bank, LLCR
indicator for this project is kept at a good level.
However, it should not be forgotten that this is
not covering the term on time, as it is prescribed
in the loan agreement. This accumulated and
reduced coverage of debt obligations in front of
the Bank of the Group, therefore, this indicator
can be used as a safety cushion or a guideline on
how many CFADS are not on an annualized basis
and will be able to cover liabilities on the date of
their conclusion. A kind of stress and risk gauge,
which, as you can see below, meets the require-
ments of the bank (Table 20).

The two-factor Altman model, which has a cor-
relation with the credit rating, showed that the
bankruptcy of this borrower is no more than 50%.
If we correlate the rating of the internal calcula-
tion with the calculated one in Table 20, it can
be noted that in principle, they are comparable.
The risk of bankruptcy should be feared only with
a larger increase in borrowed funds, the appear-
ance of losses and a decrease in the value of the
Group’s assets (Table 21).

Altman’s five-factor model in contrast to the
two-factor model, it is harder to assess the level of
a company’s bankruptcy, since highlights its high
debt burden with a minimum of its own working
capital. Other bankruptcy assessment models
were even more irrelevant. Firstly, the company
is not listed on the stock exchange — it is a me-
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dium and regional business focused on a narrow
segment; secondly, working capital is given a lot
of attention in assessment models, and for credit
analysis in the case of this project, this is not a
significant factor.

Stress Testing of Key Assumptions

and Financial Covenants

The scenario of deviation of some parameters
of the financial model, refined and mutually ap-
proved with the client, was conducted in two di-
rections:

1. Deviation of three factors (inflation, rental
rate, space loading, OPEX, i.e., operating costs)
of the financial model by + (plus),— (minus) 5%
of current values.

2. The alternate deviation of the same factors,
all other things being equal, from 2 to 12% of the
effective values in series.

Stress — scenario is an important and neces-
sary stage for drawing up and justifying the stop
factors in the process of crediting a client. The
alternate deviation of the factors is justified by
the methodological practices of the bank, which
provides loans to the client. The key rationale for
this range of deviations from the current value is
the peak and crisis average industry indicators.

Three-factor simultaneous change of drivers
and initial prerequisites of the adjusted banking

financial model within 5% decrease and increase
showed that this is the most aggravating scenario
of the development of the client’s activities.
The alternate deviation of factors in the range
from 2 to 12% and the impact on the total flow
CFADS and average DSCR (Tables 22-29).
Conducting an alternate analysis of the key
factor deviation for CFADS flow changes and the
average DSCR values over the entire project loan
period, it can be noted that no single factor, rang-
ing from 2 to 12% of the set value in the model,
has a significant effect on the project’s feasibility
according to the covenant and their changes. The
client can cover the body of debt and interest for a
fixed period of 10 years. However, this statement
without additional control is correct only with the
change of only one factor of the model.
The graph comparing the DCSR by EBITDA (Fig.
4) allows you to analyze the viability of the project
for one of the financial covenants in comparison
with its initial values of the client model and the
final value of the bank model. You may notice that
the reduction of the loan amount by 300 million
rubles allowed providing DSCR under the actual
scenario at a level of more than 1.0 and in a state
of risk a minimum decrease only in the first year
of the start of funding the Lotos Plaza program.
Financial covenants of a basic and obligatory
nature, which are beacons of the entire loan pro-
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gram, were also calculated for the model with
deviations from the fact. One can notice only one
significant deviation — this is a decrease in the
DCR of the indicator below the established ac-
ceptable minimum of 1.0. CFADS — the flow is not
enough at the end of 2017 to cover the borrower’s
company’s loan portfolio.

The lack of funds is about 50 million roubles.
However, from the second year of crediting of the
SEC project, the excess liquidity attributable to the
portfolio at the end of the year is 200 million rou-
bles. This gap arises in the conditions of the stress
of the client model for all previously selected key
parameters. It is important to emphasize that the
coverage gap does not detract from the insignifi-
cant amount of the LTV indicator, even if there
are deviations of the model. LTV (loan amount to
the market value of the collateral) is 67%.

Investment Project Attractiveness

and Ways to Improve the Company’s
Financing Structure

High debt load, an acute shortage of funds and,
as a result, no chance to pay off loans and cred-
its on time. This situation is familiar to many
Russian companies, and it is by no means hope-
less. Convince lenders to wait for money and not
lose the company can if you plan the upcoming
negotiations and work on debt restructuring in
advance.

Therefore, it is worth starting with determin-
ing the real state of affairs of a company, namely,
with an honest answer to the question of whether
a company can, in current conditions, be a timely
or minimum delay to service loans. If this is not
possible, it will be more than justifiable to hold
a meeting of all creditors. During such a meeting,
it is important to describe the current situation,
to inform them about plans for its improvement
and to agree on further. Steps. Do this before the
company is unable to pay its obligations. At such
a meeting, it is important to smooth the effect of
unpleasant news, to demonstrate openness and
readiness for dialogue.

It should not make a typical mistake at the very
first stage and try to negotiate separately with
each lender. Reaching agreement on anything in
this mode is extremely difficult because each of
them will have its point of view and often distrust
of all other interested parties. At the first meet-
ing, the lenders are likely to ask for information
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about the total amount of debts, available cash,
forecasts for future cash flows, and a vision for
the business. Of course, ideally, it would not be
superfluous to at least outline an anti-crisis ac-
tion plan. Nevertheless, even if some data is not
yet available, the cash flow projection is yet to be
developed, and some of the expected questions
from lenders it is not clear what to answer, you
still should not delay the beginning of the dia-
logue. In such cases, it is permissible, if during the
meeting specific issues of creditors are recorded,
which did not find an instant answer, as well as
the dates, in which the company will provide all
the missing information.

Restructuring is always associated with sub-
stantial expenditures not only of money but also
of time, as well as managerial resources. As a rule,
this aspect of management is greatly underesti-
mated, which sometimes leads to the breakdown
of all work.

According to experience, negotiations on debt
restructuring for a large company can last about a
year or more and take place under tight time pres-
sure, so the whole process should be streamlined
and planned from the very beginning. Namely to
appoint the employee (and in especially difficult
cases several) responsible for debt restructuring.
In a medium-sized business, a financial director
usually becomes such a specialist. In a large com-
pany, one of his deputies responsible for raising
funds, for example, the head of the treasury de-
partment. It should be the first working contact for
all creditors, coordinate the activities of various
services and consultants of the company, have
sufficient authority to make operational deci-
sions and regularly inform management about
the progress of negotiations, agreements reached
and problems encountered. Besides, you need
to realistically evaluate and reflect in financial
forecasts how much a company will be saved from
debts. In the case of a large business, the upcom-
ing costs can be in the hundreds of thousands of
dollars. This money will be spent on remuneration
to the coordinating committee of creditors, pay-
ment of services of attracted consultants, external
lawyers, etc.

Once a long-term financial model has been
created, it is necessary to proceed to agree on the
final terms of debt restructuring. For example, if a
company is not able to repay loans during the year,
according to forecasts, it would be wise to try to
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negotiate annual deferred payments in exchange
for additional collateral and (or) higher interest
payments paid after the restoration of solvency.

The borrowing company will have to take a
number of painful, but necessary measures, such
as the rejection of dividends, a sharp reduction in
capital investments, the provision of additional
guarantees and collateral, forced sale of individual
assets to make payments to creditors. Of course,
all the agreements reached will be completed with
a set of documents, namely: agreement on long-
term debt restructuring (there may be several for
different groups of creditors); agreement on the
nature and methods of monitoring the company’s
activities on the part of creditors; agreement on
additional guarantees and collateral provided by
the company; agreement on further cooperation of
creditors. After debt restructuring, the coordinat-
ing committee usually loses its powers; various
documents confirming that the company has met
the agreed pre-conditions for restructuring, and
much more.

When the papers are signed, the matter is
small — to strictly execute the agreed payment
schedules and implement the measures for in-
creasing cash flows foreseen in the forecasts, for
example, to increase business efficiency, improve
liquidity management, reduce costs, increase sales,
etc. In short, it remains to do all that was prom-
ised. By the way, lenders will be very careful to
observe how successful the company moves in
this direction and implements the announced
plans. Agreements with creditors usually provide
that until the full repayment of all restructured
debts, the company undertakes to regularly pro-
vide them with detailed information on the state
of affairs. Moreover, creditors will carefully check
the accuracy of the data. The standard reporting
package for lenders includes information about
cash in accounts, short-term cash flow projections,
updates to the financial model, etc.

To retain market position and minimize losses,
many companies have to go through significant
changes. Some markets are opening up; others
are shrinking. The staffing of enterprises is be-
coming more mobile — both quantitatively and
qualitatively: yesterday’s leading specialist may
take the position of financial director, and the
new accountant will replace the experienced ac-
countant. Instead of a clear development plan,
enterprises are working on several alternative

strategies, which can often directly contradict
each other.

Banks simply do not have time to track all
changes in the corporate market and are not al-
ways ready to offer customers the products and
services that match their real needs. The needs
of each particular company, in turn, will be easy
to predict if the bank will know which way the
company intends to continue its development
soon. Typically, a company will implement sev-
eral of the strategies listed below, one or two of
which will be key.

Improving and increasing the investment at-
tractiveness of a client from the segment as a cur-
rent borrower is a rather difficult process. Firstly,
a real hunt in large banks follows the clients of
this order with good financial stability, experience
and a strong modern development strategy. Sec-
ondly, of course, bank managers can advise how
to increase the attractiveness of the company, but
most likely, it will take a lot of time, and the client
will refuse the bank services. Indeed, improvement
can be from two sides, finance — changing the
perimeter of the Group, which means transferring
activities or other costs of opening a new legal
entity, qualitative — changing and revising the
company’s strategy and vision in the industry.
Both ways, in a global sense, unsuitable for the
Group, but local changes are possible if they are
mutual. First, we consider possible options for a
local strategy change, the importance of which
is described in the theoretical chapter. They are
presented below:

» Import Substitution — Production of Goods
and Services for B 2B or B 2C, allowing to replace
substantially expensive import.

« Export for hard currency — strengthening
positions due to exports of goods and services
that will ensure the best conditions for staff and
invest in production.

e Revolutionary cost reduction through au-
tomation, process reengineering, outsourcing,
appeals to the Russian counterparts of imported
components.

» Entering the mass market — focus on the
mass customer and offer him products/services
that meet his needs and financial capabilities.
This strategy allows you to save brand invest-
ments and use scale effect on production.

» Technological breakthrough — bringing the
unique to the market product or use of unique
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technology (for example, a significant reduction
in the cost of and production time due to full or
partial automation).

» Support instead of production — reori-
entation production with a t in a company for
accompanying, maintenance, repair and minor
improvements. With this, as a rule, the company
retains its previous customers and can also lure
customers from its competitors.

e Blue Ocean — with a fundamentally new
product, actually forming a new segment and
essentially different from the offers of competi-
tors. It allows creating an advantage and elimi-
nates competition even in the medium term.

» Strategic customer — key position a small
number of contractors (maybe one) sustainable
strategic customers.

» Strategic investor — the development of
the company through funds oriented strategic
investor in the medium or long term.

The following two strategies cannot be attrib-
uted to the winning strategies. However, they al-
low you to save the organization or protect the
interests of its owners that for Bank means sav-
ing the client and the possible continuation of
the relationship in perspective.

» Compression of business is a significant
reduction in the volume. Maintaining core busi-
ness and key competence.

» Freezing of business — termination of the
main type activities or significant change in
business processes (for example, the transition
from the pipeline to the project organization
work) while maintaining legal status and some
assets.

Having a full client profile, the bank will be
able to conduct a clear base segmentation and
offer companies those products, which they need
now. Usually, businesses are reluctant to share
information. Therefore, to get as much data about
the corporate client, you need to provide him with
useful data, which will help to win loyalty to your
bank. For this:

» Offer your customers information about
the state of the bank, the current grocery offer
and plans for the development of new products
and services. It will allow you to count on cus-
tomer interest. and getting the necessary infor-
mation from him for further interaction.

« Create a bank profile in an accessible lan-
guage for the client with a demonstration of the
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dynamics and position regarding competitors.
Becoming a source of state information your
bank (balance analysis, basic standards, etc.)
you can save potential time customers and keep
them from getting poor quality data from com-
petitors and non-specialists.

e Regularly inform the client about changes
in the product portfolio of the bank. Therefore,
you will demonstrate the ability to fulfil obliga-
tions to schedule a new contact and expect that
the client will contact you in case of receiving
an offer from another bank. At the same time,
it is important to bear in mind that when long
sales cycle conditions for a standard product or
individual offers are subject to change strikingly
and not in favour of the client.

Since it is impossible and irrational to provide
complete and up-to-date information for all cus-
tomers, it is advisable to establish a direct rela-
tionship: the more important the customer, the
complete information about it you should have.
To understand which client is of higher priority,
and which less so, segmentation by the following
parameters will help.

Client’s business dependence on the Bank:

» Assessment of client company depend-
ency from operational services, lending and
other banking services. In some cases, valid loan
agreements or technological services of the bank
can make the client so dependent that he can-
not in the medium prospect of abandoning bank
services.

e Number and variety of financial products
used by organisation (including services com-
petitors): only RKO and RBS; RCU and loan
products; RCU and various payment products
and services; RKO, loan products and payment
products and services.

Dependence of the Bank on the client:

 Client grouping by customer shares in as-
sets/liabilities bank.

e Client grouping by the share in the bank
and specific income branch/division.

 Client grouping by Non-financial impor-
tance of the client (political considerations ref-
erence client for a specific segment pilot client
for a particular segment/product).

Customer business dynamics:

» Evaluation of business dynamics by cus-
tomer turnover or reporting. It is advisable to
divide customers into groups and compare with
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the average indicator for the corresponding in-
dustry segment: dynamic developing, stagnating
or in crisis.

» Defining the main strategy, which the or-
ganization follows.

To reduce labour costs and avoid ineffective
negotiations with the client, save the parameters
in your CRM system client request and bank offers.
In this case, be sure to indicate at what current
rates and rates and at what point they were identi-
fied. For planning follow-up communication with
clients, an auxiliary report can be useful showing
all current sales processes for which key condi-
tions were defined quite a long time ago and have
changed a lot.

Please note that not only the fact of changing
conditions (which is sometimes unavoidable)
is important, but timely and honest communi-
cation with the client. To work more effectively
with a corporate client, the bank needs to build
a new product-segment matrix. At the same time,
managers should group existing and prospec-
tive banking products according to alternative
customer strategies described at the beginning
of the article.

Corporate products are not sold to corporations,
but to specific individuals who represent them.
The sales cycle for an enterprise can be accurately
achieved, up to several months; the sales cycle for
an individual is usually shorter.

Establish interaction between corporate and
retail divisions of the bank to offer and sell bank-
ing products natural individuals promptly — em-
ployees of the client company (not only at the
level of Private Banking and Affluent, but also in
retail). The main goal, in this case, is not to sell
to a retail customer, but to keep.

The traditional approach to planning concern-
ing last year’s indicators may not work in current
conditions due to uneven development (and often
fall) in various sectors of the economy and signifi-
cant devaluation. The effective transformation of
this approach directly depends on how clients are
distributed among managers: if there is a strict
sectoral division, each branch uses its own coef-
ficient relative to the previous period; if there is
no strict sectoral division, uniform indicators are
used for all client managers, determined on the
basis of the sectoral structure of the client base
of the bank itself. The forecast and plan for large
clients should be made separately for each client,

not based on industry trends. The reason for this is
that the client base with which it works a specific
manager may differ in its sectoral composition
and importance customers.

Conclusion

Corporate banking is a core activity for banks
and plays a pivotal role in the economies they
serve. Roughly, one-third of the total bank lend-
ing and 20% of the total asset base are dedicated
to corporate banking activities. Similarly, the
activities of corporate banks are a cornerstone
of the economies in which they operate. Lend-
ing from banks still represents the largest source
of debt funding in Europe and Asia; and even in
the predominantly market-oriented US, bank
lending still accounts for a significant 31% of all
debt funding.

Debt financing of investment projects is a com-
mon tool for raising funds, the arsenal of which
includes more than ten general financing schemes
for various types of investment programs of com-
panies. The use of debt financing provides the
company with many useful and effective measures,
namely: taking advantage of financial leverage,
risk sharing, auditing and conducting multidimen-
sional business audits, reducing the debt burden,
covering the lack of own funds in the investment
process and some other benefits.

Recently, one can observe how the business
community is growing and is seeking to implement
new initiatives of various projects. However, it is
clear that investment funds are no longer becom-
ing, competition is growing, the pursuit of super-
returns is underway, and the funds themselves are
not getting cheaper. Consequently, for a project that

“costs” attention, it is necessary to work out in detail
the scheme for financing investment resources, as
well as carefully select arguments from both the
financial and non-financial sides. Similarly, an
analysis was made of the presented project in the
final qualifying work. The aim of the project was
to expand the shopping and entertainment center
and cover its previous debt to another bank. The
complexity of the implementation of this project by
the method of debt financing through a corporate
lending scheme, namely project financing, was of an
average complexity because simultaneously treated
both a structured and unstructured transaction.

Thus, after a comprehensive analysis, the pro-
ject of the A’bel group of companies showed its

55



Corporate Banking: Analysis, Valuation and Financing Structure of the Company

viability, high probability of implementation and
economic efficiency for both sides of the credit
transaction. Initial potential conditions were in
doubt because of the substantial break in the key
resultant DSCR. The adjustment made it possible
to reduce the risk, improve the DSCR and devel-
op an adequate, fairly voluminous, but effective
system for managing cash flows and important
aspects of the Group’s activities to cover loan
commitments.

The project’s economy is well represented
through the key DCR coverage indicator (Table 30).

Summing up the project and assessing the at-
tractiveness of corporate lending for the current
client will be helped by the widely used Rule Six
C methodology (Table 31).

Prospects for the development of debt financ-
ing is an evolutionary path. Individual approach
to the project and its stakeholders, as well as to
the toolkit for attracting investment funds. Un-
dergo significant changes will also be industries
considered by investors, and in the banking sector

is a customer rating system. However, one thing
is obvious, the indicator of stability and civiliza-
tion of the debt capital market is an increase in
the term of “work” of borrowed funds (duration)
available for the corporate sector and the quality
of sources of covering obligations to the inves-
tor/lender. It is also undoubtedly an increase in
activity on the debt capital market itself and its
constant transformation in response to the de-
mands of the times and the requests of companies.

With corporate lending as a method of an un-
structured and non-securitized product, changes
are expected for the better with respect to the
improvement of methods and methodologies for
the assessment and analysis of legal activity, as
well as a rating system. The score will be compli-
cated and seriously inclined to the reputational
component with a share of more than 20-25% in
the overall rating.

Summing up, it is possible to note the prospects
of the debt borrowing market for both companies
and specialists in this field.
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KopnopaTuBHbI GaHKMHT: aHaNKU3, OLEeHKa U CTPYKTYpa PUHAHCMPOBAHUS KOMMNAHMK
Hapbs [pebeHbkoBa

MakynbTeT MeXAYHapoAHbIX GMHAHCOB, [lenapTaMeHT MUPOBOM 3KOHOMMKM U MUPOBbLIX GMHAHCOB, DUHAHCOBbIN
yHMBepcuTeT, MockBa, Poccus

AHHomayus. CeroaHs, B nepno Npoao/mHKaLLMXCS M3MEHEHUIM Ha GUHAHCOBOM pbiHKe, BaHKM CTaNKMBAtOTCS

C NpobneMamu CHUXeHUS U3epxek, nepecMoTpa NPOAYKTOBOW IMHENKM M Bonee YeTKOM CerMeHTaLMmn KIMEHTOB.
B cpefe KOpnopaTMBHbIX KIMEHTOB TakXKe HabNOAATCA CYLLECTBEHHbIE U3MEHEHMS: MPOUCXOAMUT poTaLms
Ka[pOB, MEHSAKOTCS CTpATErMM pa3BUTUS KOMMAHWUM, YTO BNieYeT 3a co60M HOoBble TpeboBaHMs K 6AHKOBCKUM
npoayktaM. MoryT nim 6aHKu BbICTPO afanTMPOBATLCS K HOBbIM PbIHOYHbBIM YC/I0BUSIM U OMTUMU3NPOBATD

paboTy C KOPNOPATUBHBIMU KIIMEHTAaMU, UCMONb3Y$ CYLLECTBYHOLLME TEXHONOTMU U MHDOPMALMOHHbIE CUCTEMBI?
Kak opraHu3aBaTb KOpMopaTUBHbIe NPOAaXn BAHKOBCKMX NMPOAYKTOB B TEKYLLMX YCI0BUAX? Ha 3T BONpoOChI
aBTOp NbITAeTCS OTBETUTb B CBOEN cTaTbe. (TaTUCTUUECKMiA MaTepman cobpaH aBTOPOM B X04e COOCTBEHHbIX
nccnenoBaHum.

Kntouessie c/108a: KOpNOpaTUBHbIN BAHKUHT; BAHKOBCKME NPOAYKTbI; CTpaTernyeckue uenn 6aHka; KopnopaTueHble
KNMeHTbl BaHKOBCKUX yCITyr
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Appendix

Table 1
The average price for March-April in Nizhny Novgorod in the rental market of commercial premises in the district
division, (RUB/m?)

Average demand Average demand Change +
price price in natural terms,
Area March April Change in %
RUB/sq.m
RUB./sq.m RUB./sq.m

Autozavodsky 725 715.5 -9.5 -1.3
Kanavinsky 655.5 641.8 -13.7 -2.1
Leninsky 687.9 709.2 21.3 3.1
Moskovsky 550.5 566.3 15.8 2.9
Nizhegorodsky 781.5 799.4 17.9 2.3
Prioksky 689.9 708.7 18.8 2.7
Sovetsky 700 710.6 10.6 1.5
Sormovsky 724.2 748 23.8 3.3

Source: The author.

Table 2
Competitive environment of the Lotus Plaza project

Name GBA, sq. m. GLA, sq. m. Project status Start date
Sky 131,000 68,000 Exist/work 2015
Olimp 19,800 16,700 Exist/work 2015
Fire-Bird 84,000 59,000 Exist/work 2015
Cremea 42,000 22,000 Exist/work 2015

Source: The author.

Table 3
Brief description of the client’s application for investment project financing

Criteria Description

Refinancing of debt to another Bank for the construction of an
additional building of the Mall

Aim - . .
Financing of current activities
Financing of the investment program (additional 10,000 sg.m.)
Summ RUB 1,500,000,000
Time-line 10 years
Loan an interest payments Quarterly accrual
Regress Mall

Source: The author based on the data received from the client.
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Table 4

Express assessment of the balance sheet of the group of companies based on good balance

Conditions 01.01.2018 01.10.2018
Growth of balance sheet v v
Growth current assets > Growth non -current assets % X
Good balance Equity > Loans; Growth Equity> Growth Loans v X
signs Growth receivables = Growth payables % X
Share of working capital >10% X X
No item uncovered loss % v
v -condition is met; x -condition is not met
Source: The author based on the financial analysis of the financial statements of the client.
Table 5
The ratio of net assets
Condition 01.10.2017 01.01.2018 01.10.2018

Comparison of Net
assets and company’s
authorized capital

Net assets > Capital Net assets > Capital

Net assets > Capital

Source: The author based on the financial analysis of the financial statements of the client.

Table 6

Correlation of groups of assets and liabilities to the solvency of the Group of companies

Criteria 01.10.2017 01.01.2018 01.10.2018
A>T done done done
A>T done done done
A>T, none none none
A<M, none none none

Source: The author based on the financial analysis of the financial statements of the client.
Table 7
Compliance with current liquidity ratios

Criteria 01.10.2017 01.01.2018 01.10.2018

(A1+A2) 1,547,736 1,627,106 1,624,821

(N1+M2) 113,567 126,147 378,240
A>T done done done

Source: The author, on the basis of the financial analysis of the financial statements of the client.
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Table 8

The functional approach to the analysis of balance sheet liquidity

Criteria 01.10.2017 S;;‘i’ilc‘::/ 01.01.2018 S;;';lc‘::/ 01.10.2017 S;;';lc‘::/
A4<MN3+M4 done 1,437,556 done 1,506,468 done 1,251,902
A3>T11 none -110,180 none -120,638 none -195,439
A2+A1>M1 done 1,547,736 done 1,627,106 done 1,447,341
Source: The author, based on the financial analysis of the financial statements of the client.
Table 9
Seven main liquidity ratios of the balance sheet
Coefficient 01.10.2017 01.01.2018 01.10.2018 Normative
Total solvency 0.64 0.71 0.68 >1
Absolute liquidity 9.82 8.82 2.939 0.2-0.7
Critical evaluation 13.63 12.90 4.30 0.7-0.8
Current liquidity 13.66 12.94 431 5 but better
Maneuverability of operating capital 0.00 0.00 0.00 Must decrease
Share of working capital in assets 0.18 0.19 0.16 >0.5
E:Fr):;e;lt assets security in working _3.33 -276 —277 0.1
Source: The author, based on the financial analysis of the financial statements of the client.
Table 10
Five key financial stability ratios on the balance sheet
Coefficient 01.10.2017 01.01.2018 01.10.2018 Base
Capitalization 3.86 2.36 1.57 Not higher 1.5
Security of current assets with own funds -3.33 -2.76 -2.77 limit 0.1
Financial independence 0.21 0.30 0.39 0.4-0.6
Financing ratio 0.26 0.42 0.64 >0.7
Financial stability 0.99 0.99 0.96 >0.6

Source: The author, based on the financial analysis of the financial statements of the client.
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Table 11
Analysis of the adequacy of sources of funding for the formation of stocks
Coefficient 01.10.2017 01.01.2018 01.10.2018

Inventory 3387 5509 5321
Working capital -5,167,933 -4,499,021 -4.516,587
Functional capital 1,437,556 1,506,468 1,251,902
Total major sources of funding 1,551,123 1,632,615 1,630,142
Financial stability (own) -5,164,546 -4,493,512 -4,511,266
Financial stability (current) 1,434,169 1,500,959 1,246,581
Financial stability (total) 1,547,736 1,627,106 1,624,821
Overall assessment of the adequacy 0;1;1 0;1;1 0;1;1

Source: The author, based on the financial analysis of the financial statements of the client.

Table 12
Score assessment of financial stability based on the boundary classes of the balance sheet
Criteria 01.10.2017 01.01.2018 01.10.2018
Absolute liquidity 14 14 14
Critical assessment 11 11 11
Current liquidity 20 20 20

The share of working capital in assets 0 0 0
Current assets security 0 0 0
Capitalization 0 0 0
Financial independence / autonomy 1 1 1
Financial stability 5 5 5
Final grade 51 51 51

Source: The author, on the basis of the financial analysis of the financial statements of the client.

Table 13
Calculation of profitability indicators of the Group
Indicator 01.10.2017 01.01.2018 01.10.2018
Return on sales 0.72 0.98 0.97
Accounting profitability by ordinary activity 0.55 0.49 0.40
Net profitability 0.35 0.35 0.25
Return on assets 0.09 0.10 0.10
Equity profitability 0.34 0.30 0.27
Gross margin 0.97 0.98 0.97
Cost performance 26.10 35.82 21.38
Return on permanent capital 0.09 0.11 0.11
Economic growth stability ratio 0.34 0.30 0.27
Modeling ROA, where 0.09 0.10 0.10
dil 0.24 0.29 0.42
R3 0.35 0.35 0.25

Source: The author, based on the financial analysis of the financial statements of the client.
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Table 14
General Group Turnover Indicators
Indicator 01.10.2017 01.01.2018 01.10.2018
Resource performance 0.24 0.29 0.42
Mobile asset turnover 1.31 1.69 2.62
Capital productivity 0.30 0.36 0.51
Return on equity 0.96 0.84 1.09

Source: The author, based on the financial analysis of the financial statements of the client.

Table 15
Baseline and Stressed DSCR Indicator by Customer Model
DSCR base 0.96 1.10 1.26 1.46 1.69 1.99 241 3.01 4.08 6.85
DSCR stressed 0.92 1.05 1.19 1.37 1.56 1.83 2.18 2.70 3.62 6.02

Source: The author, based on the financial analysis of the financial statements of the client.

Table 16
New and final terms of project financing

Refinancing of debt to another Bank for the construction of an
additional shopping center mall

Aim . . -
Financing of current activities
Financing of the investment program: construction of 10 000 sq.m
Amount RUB 1,200,000,000
Term 10 yaers
Credit rate with 11.8%
Interest and loan payments Quarterly accrual
Possibility of recourse Mall

Source: The author, based on the developed financial model.

Table 17
Cumulative Cash Flow for Credit Analysis

Indicator Amount (RUB)
EBITDA 12M. 25,365,376
DEBT 8,877,000
DEBT/EBITDA 3.60
INTEREST 12M. 1,046,160
CFADS based EBITDA 20,852,301
DEBT+INTEREST (LOAN PORTFOLIO) 9,923,160

Source: The author, based on the developed financial model.
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Table 18
Calculation of the score of a borrower according to the method of MSP-Bank for the Group

Quantitative characteristics

Factor Indicator Mark/Point
Capital adequacy ratio (autonomy ratio) 0.39 10
Total liquidity ratio 2.94 10
Net profit margin 0.25 5
Final calculation 8,75

Qualitative characteristics

Factor Mark/Point
The period of the company 10
Experience and qualifications 10
Final calculation 10

Source: The author, based on the PJSC MSP-Bank credit rating methodology.

Table 19
Calculation of additional financial covenants by bank model

Time-Line 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028

The present

:j:%%?;g:ADS 1,777535 1,701,286 1,621,210 1,456,802 1,308,450 1,255,050 1,127,649 1,012,954 909,909 820,791 12,991,636

(RUB)

Present Value
CFADS CF, RUB) 809,489 1,894,080 1,780,648 1,592,708 1,424,605 1,348,507 1,206,178 1,078,871 965,001 863,149 12,963,236

LLCR (by
caom Rug) 1048 9.79 9.10 8.26 753 684 5.96 499 494 494
LLCR (CF(RUB) 1045 1061 9.82 8.88 805 728 6.33 5.29 5.22 - 522

Source: The author, based on the developed financial model.

Table 20
Calculation of additional financial covenants for the bank stress model

Time-Line 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028

The present value

of CFADS for 1,427,304 1,368,440 1305982 1,174,845 1056253 1014433 912427 820448 737721 666,777 10484631
EBITDA (RUB)

Present Value
CFADS CF(RUB) 470,195 1,571,630 1,475,265 1,319,557 1,180,284 1,115,404 997678 892,377 798191 713945 10,534,524

HCR ((iyu';?'TDA) 846 791 736 668 609 554 483 405 401 - 401

LLCR (CF) (RUB) 8.50 8.79 813 7.35 6.66 6.02 5.23 4.37 432 - 432

Source: The author, based on the developed financial model.
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Table 21
Group bankruptcy analysis by Altman two-factor model.
Indicator Name 01.10.2017 01.01.2018 01.10.2018
1. Altman two-factor model
Current liquidity CR 13.66 12.94 431
ratio
Borrowed capital BC 6,719,056 6,131,636 6,146,729
Liabilities L 8,457,565 8,734,339 10,072,121
Z-score - -15.00516606 -14.24175923 -4.979375776
The probability of bankruptcy of the enterprise
- if Z=0 — approximately equal to 50%
- if Z< 0 — less than 50%, and decreases with decreasing Z
- if Z> 0 — more than 50%, and increases with increasing
Often contradicts the 5-factor method
The probability of - less than 50% less than 50% less than 50%
bankruptcy

Source: The author, based on a model for assessing bankruptcy by Altman.

Table 22
Calculation of the change in the CFADS Group in the event of a change in the inflation rate
Inflation
Indicator Amount 0,02 0,04 0,06 0,08 0,1 0,12

CFADS 20,852,301 20,868,554 20,884,808 20,901,061 20,917,314 20,933,567 20,949,821

Source: The author, based on the developed financial model.

Table 23
Averaged calculation of the change in the Group’s DSCR in the event of a change in CFADS

Loan portfolio 9,923,160 9,923,160 9,923,160 9,923,160 9,923,160 9,923,160
DSCR 2.103 2.105 2.106 2.108 2.110 2.111
Source: The author, based on the developed financial model.
Table 24
Calculation of the change in CFADS of the Group in case of a change in the rental rate indicator
Rental rate
Indicator Amount -0.02 -0.04 -0.06 -0.08 -0.1 -0.12
20,778,451

CFADS 20,852,301 20,839,993 20,827,684 20,815,376 20,803,068 20,790,760

Source: The author, based on the developed financial model.
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Table 25
Averaged calculation of the change in the Group’s DSCR in the event of a change in the CFADS indicator

Loan portfolio 9,923,160 9,923,160 9,923,160 9,923,160 9,923,160 9,923,160
DSCR 2.10 2.10 2.10 2.10 2.10 2.09

Source: The author, based on the developed financial model.

Table 26
Calculation of the change in CFADS of the Group in case of a change in the indicator of operating costs

OPEX

Indicator Amount 2% 4% 6% 8% 10% 12%

CFADS 20,852,301 20,685,507 20,518,713 20,351,918 20,185,124 20,018,330 19,851,536

Source: The author, based on the developed financial model.

Table 27
Averaged calculation of the change in the Group’s DSCR in the event of a change in CFADS

Loan portfolio 9,923,160 9,923,160 9,923,160 9,923,160 9,923,160 9,923,160

DSCR 2,085 2,068 2,051 2,034 2,017 2,001

Source: The author, based on the developed financial model.

Table 28
Calculation of the change in the CFADS Group in the event of a change in the load factor of the rentable area

% Space occupancy

Indicator Amount -2% -4% -6% -8% -10% -12%

CFADS 20,852,301 20,429,716 20,007,132 19,584,547 19,161,963 18,739,378 18,316,794

Source: The author, based on the developed financial model.

Table 29
Averaged calculation of the change in the Group’s DSCR in the event of a change in the CFADS indicator

Loan portfolio 9,923,160 9,923,160 9,923,160 9,923,160 9,923,160 9,923,160

DSCR 2.06 2.02 1.97 1.93 1.89 1.85

Source: The author, based on the developed financial model.

Table 30
Estimated indicator of debt coverage ratio to the bank

2018 2019 2020 2021 2022 2023 2024 2025 2026 2027
DSCR Bank’s Model
1.19 1.37 1.58 1.74 1.91 2.29 2.63 3.04 3.61 5.72

Source: The author, based on the developed financial model.
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Table 31

The final description of the client by the method 6 C

Criteria Description
Reliable borrower, bank customer for over 5 years
Character Works on the real estate market in Nizhny Novgorod for over 10 years
Market share is estimated at 20-23%
B++
. The client is solvent, but abrupt changes in economic indicators can significantly
Capacity

Capital/currency

Collateral

Conditions

Control

worsen the payments on the debt; a special control is applied, which allowed to
increase the rating from B to B++ (see Control)

Cash flows are stable in the absence of abrupt economic changes in the country.
Balance currency on the last reporting date 10 billion roubles
Cash flows in the GC do not have a complex structure of redistribution

The building of a shopping and entertainment center with a total cost for the
appraisal of an appraiser from a report provided by a client of 2,000,000 thousand
rubles

1,200,000 thousand roubles.
10 years

11.8%

Quarterly accrual

Lack of Balloon-payment

A number of covenants of a security, general and financial nature have been
established after analyzing the initial and stressed model

Source: The author, based on a final analysis of the feasibility of a credit transaction according to Method 6 C.
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