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Static Problem Statement. You are a social planner who has to buy troubled assets from Irish banks, and you must

hold them for long enough to make either a net profit for the taxpayer or a zero net social loss. Therefore, your static

problem is to choose a price p  to minimise the exposure of the Irish taxpayer (I'll  define what I mean by 'exposure'

below), subject to the following constraints. 

1. Reduction in Uncertainty. Each Irish bank i requires a reduction in uncertainty, ui, associated with their balance

sheets to equalise their individual uncertainties with the market-level of uncertainty, i.e. such that ui § u. They need

this reduction because without it, the banks will not be able to borrow on the open markets, and will wind up being

insolvent anyway, forcing a nationalisation. Assume that if the correct level of funding is transferred to the banks, this

reduction in uncertainty will occur in lockstep. 

2. Avoid insolvency. Each bank requires a transfer of capital from the government for the assets they no longer wish

to hold. If the price is too low, the banks will need to be recapitalised. Thus the price of the assets paid by the govern-

ment must be greater than the minimum level required to keep the banks afloat, or p.Q ¥ pmin.Qmin. 

3.  What  Percentage  of  the  assets  are  bad  loans?  Q  here  is  actually  a  vector  of  assets  of  differential  and  largely

unknown riskiness. Assume we know the probability of default on all these assets for a moment. Now sort the vector

Q,  such that  the  riskier  assets  are  at  the  top.  Counting the  return  from the  top of  the  vector  to  the  bottom,  at  some

point  we  will  encounter  a  positive  return.  The  operational  question  for  NAMA is:  how far  down  this  vector  do  we

have to go until we see a positive return on an asset, and how large are the individual loss-making assets indexed by

this  vector?.  Removing the assumption that  we known with prob.  1 how risky these assets  are,  we must  assume an

upper bound on the default probabilities, and calculate this without reference to the assets themselves, but rather with

regard to the ability to repay of the debtors of each asset over time. Because the Irish taxpayer will be the sole owner

of  the  claim  on  these  assets  through  NAMA  once  the  ownership  of  the  loans  has  been  transferred,  the  chances  of

default are, I would argue, higher rather than lower, thus a higher assumption of the degree of default, Qbad, must be

included. Looking at international comparisons will not be useful in this case except as a rough guide, firstly because

the instituitional structures are different in different countries, and more importantly, because of the narrowness of the

Irish market, especially for commercial property development. Thus we need to set the amount the taxpayer might be

liable for, the default ratio, to be less than the tax liability the Irish taxpayer might be exposed to, which would be the

proportion  of  the  growth  of  disposable  income  (YDL  they  would  lose  in  the  future  through  higher  taxies  levied  to

recoup the debt, or p.JQbad
Q

N§ DT

YD
. This is the 'exposure' I referred to above.

4. How long do we hold the loans? 

The key objective of the social planner has to be the reduction, as far as possible, of the (potential) social loss NAMA

represents. The social planner must hold the assets through the current slump, and, as the eventual recovery begins,

must make a judgement call on when to sell the assets which command a non zero price. The choice of discount rate

must  contain an appreciation of  the macro-conditions 'recovery'  entails:  an economy tending once more toward full

employment, with the growth rate of employment at pre-2006 levels (say, 2-4%), and the level of GDP growth close

to trend. Setting a discount rate, d, close to this rate of recovery, gives us a true present price for the assets. The rate

of  return  on  these  individual  assets  must  be  higher  than  the  discount  rate  plus  the  servicing  on  the  national  debt

writing the bond to purchase the assets entails, D. If we allow a maximum holding period of 20 years, then the final

constraint might look something like Ÿ
1

20Hpi.QiL-dt „ t - Ÿ
1

20
D „ t.

This  defines  our  first  minimisation  problem,  where  the  superscript  ÑT  indicates  a  transposition  and  all  variables

greater than or equal to 0:
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There  is  a  second  programming problem,  however,  because  of  the  difficulty  of  estimating  this  program accurately.

Simply  put,  we  don't  know  the  numbers  just  yet,  so  the  best  one  can  do  is  to  define  a  range  of  estimates  for  the

appropriate price the government should pay for the assets. A second, dynamic minimisation needs to be specified to

refine  and  further  refine  the  range  of  prices,  using  new  information  as  it  becomes  available  to  refine  the  range  of

acceptable solutions, and to ensure that new infomation makes a contribution to narrowing the range. 

Example Calculation

Say we have 90 such assets, marked to market at !80bn, as at start of 2008. The question is to set 0 < p < 80, such

that the constraints are all satisfied, over time. 

Say  Qbad  is  30  after  a  number  of  years  (We  should  worry  about  tax  increases  only  after  we  set  the  price  of  these

assets. Fix DT for the moment at 1%, and let the change in YD be +10). Now setting d = 0.04 as above, and assuming

we have 1bn a year to satisfy in debt repayments, then in year t the optimal price of the assets is  

MinimizeA9p * 90, 90.3 * p - 0.1 ¥ 0 && 10 * p-0.04 HtL
- 1 HtL § 0 && 0 § p § 80==, 8p, t<E

830., 8p Ø 0.333333, t Ø 9.47413<<

The correct price is about 33% of the book value should be paid, and held for 9 and a half years. 

5.  What about  the Levy,  what  about  administration costs,  what  about  the political  economy of  the situation as  it

currently stands, and what about the effects of sovereign default, should it occur? 

All good questions, none of which I have time to answer right now. 
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