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 On Sunday the Irish government announced details of the recapitalisation of Allied Irish Bank (AIB), Bank of Ireland (BoI) and Anglo Irish 
Bank (Anglo). Under the terms of the deal the Government will initially inject €5.5bn into the three banks. The Government also indicated that 
it has a substantial pool of additional capital available to underwrite and otherwise support the issuance of core tier 1 capital by the relevant 
institutions. In relation to further capital raisings, the Government has indicated that it need not be the principal source of this additional capi-
tal and is encouraging each institution to access private sources of capital. The Government said that it is prepared to underwrite further 
issuance of core tier 1 capital. Both AIB and BoI have indicated an interest in an underwritten issuance of up to €1bn each. Irish Life & Per-
manent was not mentioned in the deal. However, the group issued a statement yesterday indicating that their capital position remains strong. 
Press reports have suggested that they may take €500m in additional capital. Details of the deal are laid out as follows:  

 Allied Irish Bank & Bank of Ireland 
 The Government has agreed with AIB and BoI that both banks will each issue €2bn of perpetual preference shares to the state with a fixed 
 annual dividend of 8%. These shares will have voting rights in respect of change of control and any changes in the capital structure. 
 The shares will also include 25% of the voting rights in respect of appointments of directors and 25% of the directors on the board, currently 
 including any directors to be appointed in connection with the Government’s guarantee scheme. The capital injection is expected to take 
 place for AIB and BoI by the end of the first quarter of 2009.   

 Anglo Irish Bank 
 Anglo is to receive an initial investment of €1.5bn of core tier 1 capital. The investment will be in the form of €1.5bn of perpetual preference 
 shares with a fixed annual dividend of 10%. The Government also indicated that it will make further capital available to the bank if required. 
 The capital injection for Anglo is due to take place following an EGM in mid-January. The preference shares carry 75% of the voting rights of 
 Anglo and are non-transferable.   
 Under the terms of the deal, all of the institutions may redeem the preference shares within 5-years at the issue price or after 5-years at 

125% of the issue price. The preference shares are non-convertible and will be treated as core tier 1 capital by the financial regulator and are 
replaceable only with other core/equity tier 1 capital. 

 

 Preference shares are a type of equity that gives priority to holders over ordinary shares. This priority usually relates to the payment of divi-
dends which must be paid before ordinary share dividends. In the event of liquidation of a company, preference shares will rank above ordi-
nary shares in terms of losses, but in the shares the Irish Government are purchasing from Anglo, AIB and BOI this liquidation condition has 
been waived. They will rank the same as ordinary shares except in the case of dividends where the Government’s preference share coupon 
will rank higher than ordinary share dividends. 

 

 The injection of this form of preference capital into three Irish banks needs to be examined in how it will work in a period of excess bad debts.  
 

 Banks hold capital to provide a buffer in the event of excessive bad debts. Regulators force banks to put aside a certain amount of capital for 
each loan, and banks historically held capital levels well above the regulatory minimum. 

 

 If the level of bad debts a bank experiences is greater than its profits in a given year, the retained earnings of the bank will be lowered by the 
amount of the actual loss or expected loss on the loan. Once retained earnings are fully eroded, the share premium account is next in line. 
The share premium account is the amount of cash raised above the nominal value of each share when issued. If the nominal value of each 
share is €1 and the bank issues a new share at €2, the share premium account will have a balance of €1.  

 

 After the share premium account has been eroded all that is left is ordinary share capital and the Government’s preference share. Before the 
ordinary share capital and Government preference shares are lowered by actual losses or expected loan losses, extra capital raising would 
be required by the market to ensure the bank as a business remains viable.   
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Tuesday 23rd December 2008 

Preference Shares & Capital explained 

 While the Irish Government’s preference shares rank the 
same as ordinary equity in liquidation, the preference shares 
loss absorption ability is significantly weaker compared to 
ordinary share capital.  The reason for this can be seen in the 
table to the left as ordinary share capital is a small part of a 
bank’s capital structure with retained earnings having the 
greatest loss absorption ability followed by share premium.  

 
 
 
 
*estimated figures, before impairment provisions over the next two 
years 
**estimated impairments over the next two years 
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 The recapitalisation of BoI and AIB does benefit shareholders due to the reduced dilution. Indeed surprisingly on a conference call today, BoI 
has stated that the extra €1Bn of capital raising, which is to be underwritten by the Irish Government, may be done through additional prefer-
ence shares, avoiding dilution. 

 

 The future of Anglo Irish Bank is still uncertain with the Government now controlling the bank and a restructuring plan to be presented by the 
bank in 6-months time. It is unlikely that any such strategy will result in an independent bank.   

 

 Irish taxpayers have given a loan to the three Irish banks and will not benefit from any upside from recovery in the share prices of these 
banks. 

 

 In return for these “loans”, guarantees have been given by the banks to lend to the SME sector and to the mortgage market. No detail has 
been given as to how this will be achieved, and in the UK and US the ability of the relevant Governments to force the banks to lend even with 
large shareholdings has been limited. 

 

 The repayment terms of the preference shares actually provide an incentive to the three banks to limit lending and conserve capital to re-
deem the shares by year five. This will avoid repaying the face value of the shares plus a 25% premium. 

 

 Despite the Government injecting €5.5bn into the three banks, a large level of uncertainty still exists on the level of bad debts they will face 
over the next 2-years, and what, if any, profits they will generate over that period. This recapitalisation plan is the start of solving the prob-
lems with the Irish banks, but further capital will in our view be needed before the problems are resolved. The problems are not just capital 
availability, but equally strategic focus and necessary management change, which in our view have yet to be addressed. In regards of capital 
availability however we would have to have to regard the current partial solution as a potential impediment to future provision of capital by 
investment institutions. The lack of strategic solution and absence of commercial return does not bode well for the Irish Taxpayer and would 
concern investment institutions of a less than clear government agenda. The proposed solution will, ceteris paribus, ultimately widen Irish 
government spreads which makes likely funding of both the banks and government deficit more expensive. Relief rallies may turn to con-
cerns of postponing some or all of the inevitable. 

 

 As we anticipated, Irish Life & Permanent are not participating in this scheme, and stated this morning that they have adequate capital levels 
for the anticipated bad debt levels on their loan book. As the Irish Life & Permanent loan book is primarily residential mortgages, it is a lower 
risk book compared to the other three listed Irish banks. 

 

 This supports our choice of Irish Life & Permanent as our preferred pick in the Irish banking sector and we remain cautious on the other 
banks. 
 

 
 
 
 
 
 
 

 

Impact on key Stakeholders 

Dolmen view of Recapitalisation 

Advantages Disadvantages
Banks will pay coupons of 8-10% for the capital No incentive to renew lending
The capital injections increases the security of the banking system May be a disincentive to private investors forcing the Government to invest

further funds, in turn reducing Government spending and increased taxes 
in the future. 

Advantages Disadvantages
The capital injection increases the security of the banking system The Pension Reserve will be severely reduced due to this investment
Banks will pay coupons of 8-10% for the capital The Government will receive a debt investment return from an equity injection
The Government gains voting rights, along with its investment The Government gains only limited voting rights in BOI & AIB 
The perpetuities issued to BOI & AIB are transferable The ability of the Government to force lending is uncertain
The perpetuities occupy a senior position in the capital structure There is no way to accurately ascertain future losses on loan books
The perpurtuities simply reduce the exisiting potential Government The Government may have to follow with further capital on the assumption
liability that the Government is the only investor

Advantages Disadvantages
Ordinary shareholders will not be unduly diluted, by the perpetuities The market may not view the investments as equity
AIB and BOI surrender just 25% of voting rights on certain issues The investments may lead to future government interference
None of the banks are required to make management changes The coupons on the perpetuities are not tax deductible
The investments are closer to debt, than equity The ability of the banks to pay ordinary dividends will be limited

The attractiveness to private equity investors has decreased

Tax-Payers

Government

Banks
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