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Talking Point 
Who will bear the brunt of bank 
bailouts? 
by Peter Fullerton, Senior Credit Analyst - Fixed Income 
 
 
Banks used to be considered as relatively low risk investments, braced by a complex array of regulatory 
requirements and oversight, rating agency scrutiny, stress testing and the apparent willingness of Governments 
to bail out major banks if they ever got into trouble.  In hindsight, the significant trauma experienced by the US 
and European banking system during the GFC and more recently with the banking crisis in Cyprus, it is clear 
that certain banks were more risky and complex investments than was originally thought.  In this article, we 
provide some colour around why banks fail, what the implications are for investors when banks fail and how the 
Australian banks appear to be placed in the current environment. 
 
Why do banks fail? 
Looking at a bank from a simplistic point of view, they “borrow” money in the form of deposits or they issue 
bonds into institutional debt markets (both domestic and offshore), and then lend that money out in various 
forms of loans.  The bank makes a profit by charging the borrower a higher rate of interest than they are paying 
deposit or bond holders.  Any form of lending entails the expectation that a certain portion of the borrowers 
won’t be able to repay their loans and banks maintain provisions in an attempt to absorb expected levels of 
defaulters.   
 
Figure 1 – Capital/Liabilities vs Loan Assets for the Commonwealth Bank of Australia 

 
Source: CBA Annual Report 2012 
 
Figure 1 provides a stylised representation of CBA’s balance sheet, showing sources of funds in the left hand 
column and uses of funds on the right hand side.  At 31 December 2012, CBA maintained provisions for loan 
losses equal to 0.87% of total loans and the cost of this expected level of non-performing loans are essentially 
incorporated into the cost of lending, like an operating expense.  If the actual loan losses are above these 
provision levels then someone needs to bear those losses – the key question then becomes who bears these 
losses? 
 
What are the implications for investors and deposit holders when a bank fails? 
 
Before the GFC, markets expected that because major banks where so intrinsically important to an economy 
Governments would step in and support any bank in distress.  This would ensure all depositors and investors 
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Figure 2 highlights that leverage within the Australian economy, particularly households, now sits at materially 
higher levels than seen over the last 23 years, largely supported by increasing asset prices (particularly 
residential property).    Pressure would increase on the Australian banks if the economic environment was to 
turn, particularly if there was a sustained decline in residential house prices and forced de-leveraging of 
households. 
 
We have already seen one major offshore bank failure in 2013.   In January 2013, one of the four major banks 
in the Netherlands, SNS Reaal, was nationalised on concerns over high levels of loan losses and decline in the 
value of its property portfolio.  In this scenario all equity holdings were written off and most tier capital securities 
were also written off as well. 
 
Conclusion – what does it all mean? 
 
One key lesson we can learn from the GFC is that investing in banks can involve much higher investment risk 
than was previously anticipated.  The fact that credit markets are now offering the most attractive funding costs 
to more transparent and simple corporations like Microsoft, Johnson and Johnson and Nike and charge higher 
rates to banks in general reflects this change in risk assessment.  Almost all of the changes in banking 
regulation are geared at making it clear governments and central banks won’t bear the brunt of future bank 
failures.  The shareholders and providers of capital to the banks are now clearly designated as the bearers of 
bank failure in future years.   
 
Numerous entities, including rating agencies, investment banks and regulators  have performed various 
proprietary stress tests on the Australian banks and in many cases, the Australian banks have been considered 
to be well capitalised, relative to estimated losses in a stressed environment.  However, investors providing 
equity or regulatory tier capital need to be fully aware that the banks are considered to be in a sound position 
because they are providing the loss absorbing capital.  Essentially they are the shock absorbers required to 
ensure that banks as economic engines continue to motor along.  The banks’ ability to absorb a stressed 
situation and to continue to lend and meet deposit holders withdrawal demands is essentially predicated on 
these providers of capital bearing the losses!   Investors need to be aware of exactly what part of the capital 
structure they are investing in and ask themselves are they being appropriately compensated for the risk they 
are bearing.  
 
  
Disclaimer 

Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this article.  
They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 443 274, 
AFS Licence 226473 ("Schroders") or any member of the Schroders Group and are subject to change without notice.  In 
preparing this document, we have relied upon and assumed, without independent verification, the accuracy and 
completeness of all information available from public sources or which was otherwise reviewed by us.  Schroders does not 
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