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 Teaching Note 

Synopsis

Banco Internacional (BITAL) was re-privatized by the Mexican government in 1992. At the end of 1993, its new management began implementing a strategy, which consisted of a new image, aggressive growth and providing better banking services in a fully automated and efficient way. The bank was focusing in three specific markets: retail banking, small-sized and medium-sized companies. The bank’s goals were to reduce expenses and start a healthy growth of the loan portfolio.

The devaluation of the Mexican peso at the end of 1994, and the economic recession that accompanied it caused increases in interest rates, foreign exchange losses, liquidity shortfalls, capital withdrawals and an overall deterioration of the bank loan portfolio. For Bital, the crisis highlighted many uncertainties about future value, growth and the overall outcome of its strategy. The essential question facing Bital’s shareholders and management is what was the impact of the devaluation on the bank’s value.
Pedagogical Objectives

This case is written for an introductory Emerging Market Corporate Finance course. The intended audiences are first-year MBA students, undergraduates or executives. The case has several main objectives.

1. It introduces the notion of risk, and demonstrates the prevalence and profound influence of the risk factors in emerging markets. The Mexican Peso Crisis in 1994 is a classic example of how susceptible the emerging market is to the change in political atmosphere and investor confidence.  The overview of Mexican Crisis and detailed discussion of BITAL’s experience will help the students appreciate the volatile nature of emerging market.

2. It illustrates the impact of economic crisis on the value of firms.  Specifically, it discusses how the performance of the loan portfolios and the change in the macro environment affected BITAL’s value in 1995.  

3. It will lead to a discussion of effective use of crisis control mechanism and how a firm can learn good lessons from bad experience.  The crisis actually prompted Mexico and BITAL to adopt stringent policy and sound business practice.  Handled appropriately, crisis can be turned into “creative destruction.”

4. It also demonstrates the technical difficulty of evaluating financial institutions in emerging markets. Students will learn how to make sensible assumptions and sound judgements in the valuation exercise when the desired information is not available. 

Although the case is full of country and firm specific information, the instructor and students should not be overwhelmed by the details. The case is written for the purpose of helping the students gain general understanding of emerging markets. Enough time should be spent on discussing questions of this kind: how could this case help us understand the crises in other emerging markets? As an investor in the developed world, how would you analyze a firm in an emerging market?  

Valuation of BITAL after the crisis

We valued the equity per share of BITAL after the crisis. Most of the assumptions changed drastically after the crisis. Our main assumptions, listed below, generated a value of BITAL’s equity per share of N$9.63 pesos.

· Interest income

Inflation increased dramatically from 7% in 1994 to around 52% in 1995. The increase in interest income from 1994 to 1995 was mainly due to the effect of inflation. We assumed that inflation would decrease in the next two years. Thus, interest income would decrease 10% in 1996 and 5% in 1997. Then, we assumed a gradual increase of 10% in the next two years, a 15% increase in the next three years, and a 10% increase in the final three years.

· Interest Expense

Interest expenses had historically remained constant at around 65% of interest income and we continued to see that trend even after the crisis. Therefore, we used the same percentage in our model.

· Loan Loss Provisions

In the last three years loan loss provisions have ranged between 1% and 2.4% of the total loan portfolio. After the crisis, we assumed a loan loss provision of 2.5% of the total portfolio. We anticipated a greater percentage of default after the crisis.

· Commissions and premiums earned/paid

Commissions and premiums earned remained almost constant after the crisis. Thus, we still used 4% of the loan portfolio. Commissions and premiums paid also remained constant after the crisis, but with respect to net interest income; so we used 33%.

· Personal Expenses, Administrative & Operational Expenses

After the crisis we expect the Personnel expenses as well as the Administrative and Operational Expenses to drop to 1.7% and 1.4% of the total assets, respectively. This decrease is mainly due to reduced pace of expansion after the crisis.

· Loan Portfolio

The loan portfolio will keep increasing in the following years, but its growth will be hampered by the crisis. Thus, we are assuming a two year 5% growth, then a three year 10% growth, and finally a five year 15% growth. We assumed that the initial years after the crisis, growth will be slow, but will regain momentum as BITAL recovers from crisis.

· Cost of Capital

To compute an appropriate cost of capital for Mexico, we used the Model suggested in the paper “The International Cost of Capital and Risk Calculator” of Campbell R. Harvey. The cost of equity ranged from 59.71% to 32.89% assuming that Mexico will increase its credit rating from post crisis rating of 41.6 to the pre crisis rating of 46.9 over the projected horizon (Institutional Investor Credit Rating). We did not make any beta adjustment to the model, because our estimate of Bital’s beta is close to one. We assumed that Bital would be paying an interbank interest rate on its long term debt, ranging from 36.7% in 1996 to gradually decreasing to 12% in 2005. The projected Debt to Value ratio also varied in the range of 32% to 37%. From all these values, we computed a weighted average cost of capital (WACC) varying from 54% to 27%%.

· Terminal Growth

We assumed that the inflation rate would reach a pre 94 level of 7% in the final years of the projection. Hence, a terminal growth rate of 10% seemed reasonable.

Crisis Management

During and shortly after the crisis, Mexican government took several steps to cope with the crisis and its aftermath.

· Foreign exchange loan

Mexico had regulations that limited foreign currency liabilities of commercial banks to 20% of total liabilities. In addition, their net open short or long foreign currency cannot exceed 15% of net capital. Despite these prudent regulatory limits, the banking system sustained foreign currency losses totaling more than 10% of equity in the system (N$4.6 billion) during the crisis. To mitigate the loss of confidence in foreign financial markets, the Central Bank lent foreign exchange to commercial banks. 

· Liquidity injection

After the crisis, many banks lacked sufficient liquidity and could not roll over certificates of deposit that were coming due. Interest rates increased and the value of the banks’ assets diminished. The Bank of Mexico responded to the crisis by creating a currency credit program through Mexico’s deposit insurance agency (FOBAPROA). The central bank provided short-term peso credit through credit auctions. In some cases this credit was provided without collateral simply because banks lacked viable collateral. Banks were using pesos to buy dollars to pay off maturing dollar denominated certificates of deposit. FOBAPROA provided short-term 28-day dollar liquidity at 25% annual interest rates. The commercial banks relied on this vehicle quite heavily, with up to US $4 billion outstanding at times. The drawings then declined to about $1.5 billion toward the end of June 1995 as market conditions improved and have generally been repaid since then. 

· Bank Capitalization Program  

In February 1995, Mexican government launched a temporary capitalization program called PROCAPTE to bolster the capitalization of the Mexican banking system. This program was designed to increase confidence in banks’ financial condition and avoid runs on deposits and a collapse of the system. Its purpose was to re-capitalize banks whose capital adequacy ratio fell below the regulatory requirement of 8% of risk-weighted assets. Banks with a ratio below 8% that opted for PROCAPTE were re-capitalized by FOBAPROA, whose capital injection took the form of subordinated convertible debentures that raised the net capital of each participating bank to 9% of its risk-weighted assets. The equivalent of the proceeds from the debentures was deposited in a designated account at the Central Bank, thus avoiding net liquidity creation. Banks operating under PROCAPTE were under strict supervision from National Banking and Securities Commission (CNBV). Dividend payments were discontinued and new loans were limited. FOBAPROA would make every effort not to exercise its right to conversion of debentures, but if it needed to, its ownership of corresponding shares would be sold to the public as soon as feasible. In keeping with its market oriented strategy, the government was eager to demonstrate to the markets that it did not wish to re-nationalize banks, however weak. The program had a positive effect on depositor confidence. All participating banks except one exited the PROCAPTE scheme by June 1995.

The Mexican government undertook another measure to increase the capitalization of Mexican banks by changing rules regarding foreign ownership of Mexican banks. The government amended its banking law to permit the aggregate market share of foreign institutions to be 25%. Consequently, foreign interests can acquire all but the three largest Mexican banks. Capital infusion from the acquiring foreign banks helped some troubled Mexican banks survive the crisis. 

· Effort to address asset quality problems
To deal with the deterioration of asset quality in the banking system, Mexican bank regulators implemented a more stringent system for maintaining adequate loan loss reserves. Banks were required to maintain either reserves for non-performing loans of at least 60%, or reserves equal to 4% of the total loan portfolio, whichever is larger. The government also created a new program to help banks restructure portions of their loan portfolios to increase the likelihood that loans will continue to perform in the face of high inflation and interest rates. This loan-restructuring program (UDI) allowed loan repayments to be stretched out and weighted more heavily toward the end of the loan.  

· Bank Restructuring
The restructuring of vulnerable banks was initiated with diagnostic studies conducted by independent auditors of the financial status and more importantly, the management and internal systems of the commercial banks under PROCAPTE. The immediate objective was to remove some or all non-performing assets from insolvent banks’ balance sheets, with the intent of making insolvent banks more attractive to prospective buyers. Performing assets would remain on the balance sheets of the restructured bank. FOBAPROA purchased poorly performing portfolios from insolvent banks, hence, helping to improve banks’ asset quality. The protections afforded to the bank depositors precluded a run on the bank during the crisis.  

· Enhancing banking supervision  

In 1995, CNBV launched a series of inspection of every commercial bank. They found virtually across the board deficiencies in internal controls, insufficient credit analysis, and unsatisfactory management of liquidity and risk.  

In mid 1996, improvements were introduced in prudential regulation of banks and brokerage houses with the latter being subject to similar capital adequacy requirements. The requirement for banks to take into account market risk for securities in capital adequacy calculations made Mexico’s banking supervision reform one of the most advanced amongst developing countries.

· Addressing borrowers’ needs 

In June 1995, the government provided direct interest subsidies to assist consumers and small debtors. The Agreement of Immediate Support of Bank Debtors (ADE) was available for personal consumer debt, mortgage loans, credit card balances, etc. The program enabled more than 75% of borrowers from Mexican banks to completely refinance their debts. Debtors were given loan extensions and even a reduction in the interest rate payable. This helped preclude a spate of borrower defaults.  

BITAL’s Responses to the Crisis

The devaluation of the peso led to panic situation in the first three months in 1995. Like other banks, BITAL saw past due loans grow disproportionately and margins of operation reduced. It took emergency measures to cope with the crisis.

· Taking advantage of government programs.  

In March of 1995, BITAL decided to participate in Temporary Capitalization Program (PROCAPTE). This was done by issuing N$700 million pesos in subordinated debentures convertible into shares, which were acquired by the Mexican Central Bank. BITAL also participated in the restructuring programs through the UDIs (investment units indexed by inflation rate) mechanism by December 1995. The amount of restructured loan was N$3,017 million pesos.

· Agreement with FOBAPROA
BITAL entered into agreement to sell N$4,379 million pesos of net loans to FOBAPROA in 1995. These loans were transferred into a trust that BITAL manages. The federal government provided as payment for these loans an interest-bearing long-term bond that the bank will collect in advance, as the sold loan portfolio is repaid. In the event that the total of these sold loans is not collected after a ten-year period, BITAL will incur 20% of the final risk. In 1996, BITAL sold another N$3,000,000 net loans to FOBAPROA, further improved the quality of its loan portfolio.

· Other means of restructuring loan portfolios.  

BITAL also explored other ways to improve asset quality and restructure poor quality loans. In 1995, they restructured loans totaling N$3,017 million pesos through the UDI programs offered by Banco the Mexico. Similarly, the bank restructured N$862 million pesos of other loans using the UDI scheme, and N$2,086 million pesos under the ADE program using its own funding sources. As of December 1995, the total loan portfolio amounted to N$35,653.1 million pesos, an increase of 25.1% compared to the previous year. The percentage of low risk loans also increased. This risk reduction was mainly due to the sale of loans. Loan loss provisions were increased from N$1,232 million pesos in December 1994 to N$2,166 millions in December 1995. The provision building effort provided an improved cover of past-due loans, which rose from 40.7% at year-end 1994 to 67.0% in 1995. The risk-rated loan portfolio indicates that the required reserves were N$1,756 million pesos, thus leaving the bank with excess reserves of N$410 million pesos. Loan ratings reflect a substantial improvement in the quality of the Bank’s loan portfolio.

What Happened

Much improved loan portfolio   

BITAL finished 1995 with modest gain. The capital was increased twofold. In absolute terms, the past due loan portfolio remained at the same levels as those reflected in December 1994. However, in percentage terms, past-due loans reduced from 10.6% to 9.1%.  

In 1996, BITAL completed its capitalization program initiated in 1995, adding N$119 million pesos in cash, and N$223 million pesos through the merger of other entities belonging to the group. The bank’s total assets increased by 34%. Past-due loans decreased by N$1,100 million pesos in absolute terms, and reduced from 9.1% to 5% in percentage terms. Provisions increased by 10.7%. The amount of reserves covered 112% of past due loans.  

The bank’s net accumulated income before provisions for 1996 reached N$1,361.3 million pesos, without taking into account loan loss provision created in the year and the income derived from the revaluation of Banxico-UDI loans. This result was 162.2% higher than that of the previous year. Net income, considering provisions, amounted to N$198.9 million, 3.4 times that generated in 1995. The bank’s total equity at year-end amounted to N$5,166.5 million pesos, representing an increase of N$1,593.4 million pesos over the previous year.

By the end of 1997, BITAL’s balance of loan portfolio was N$54,427.5 million pesos. Loan representing the lowest risk rated A & B accounted for 83.7% of the loan portfolio. Reserve to total past-due loans coverage was 53.7% and 7.4% against the overall portfolio. These reserve levels were well above the CNBV requirement of 45% and 4%. BITAL’s coverage was also above that required by the reserves based on risk-rated loan portfolio.

Better market position 

Following the crisis, BITAL achieved great success in increasing the market participation in core deposits, which grew from 4.8% in 1994 to 5.9% in 1995, and reached 8.5% by year-end 1996. The more than two percentage point increase in one year was the highest growth rate in the Mexican banking system, and this contributed to the bank having the lowest cost of funding amongst the banks in Mexico.

BITAL’s branch network also expanded rapidly. The bank ended 1996 with 1,016 branches compared to 575 in December 1995. Branch expansion, together with product innovation, extended hours of operation, and advertising campaign, have resulted in a 5% increase in market share and large increase in clients, particularly in areas involving core deposits. The number of accounts from December 1995 to December 1996 increased from N$1.2 million to N$2.8 million, representing a growth of 133% in the year. The account grew another 89% in 1997. In the meantime, the branch network continued to grow in 1997. With 1,502 branches, BITAL became the financial institution with the largest branch network in Mexico by year-end 1997. 

Recent Consolidation

Mexican banking industry experienced a new round of consolidation in 1997. In December, BITAL decided to merge with Banco Del Altantico. The merger took place in February of 1998. It represented a great advantage for BITAL because it reduced the percentage of past-due loans to total loans, substantially improved reserves, and increased the asset level by N$30 billion pesos. The merger made BITAL the fourth largest financial institution in Mexico.

Conclusion

To conclude the discussion, the instructor should summarize the key takeaways from this case, which we think include the following:

· In the emerging markets, economic crisis can be triggered unexpectedly by some seemingly isolated events (in Mexico, the assassination of a politician in March shook people’s confidence, which in turn set off the crisis in December). Therefore, being able to read the early warning signals will be the key to conduct business successfully in the emerging markets.  

· The value of a firm can be dramatically affected by the economic crisis. In just one year, the value of BITAL declined 46%. This serves as a reminder how susceptible the firms are to the macro environment in the emerging markets. Students and practitioners of international finance should be able to appreciate the close linkage between a firm’s value and its operating environment.   

· Depending upon how it is handled, economic crisis can destroy or rejuvenate a country and a firm. Effective crisis management can accomplish more than simply mitigating the damages: it can lead to some new ways of doing business. Thanks to the lessons learned in 1994, BITAL and the Mexican banking system are healthier after the crisis.  
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