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A structured NPL carve-out as a
governance instrument

Separating legacy risk to restore capital discipline and strategic focus.
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Legacy Assets Obscure More Than Balance Sheets

In stressed credit environments, hon-core exposures affect:

Dimension Consequence

Capital allocation Volatility clouds forward planning
Strategic flexibility Management becomes reactive

Investor perception Opacity increases risk premium
Regulatory dialogue Focus shifts to legacy, not growth
Management focus Operational energy moves to containment

The cost is measured in opportunity, not just provisions.
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Legacy Assets Obscure More Than Balance Sheets

Non-core exposures do not only consume capital.
They distort governance, management focus, and investor perception.

 Volatility contaminates core capital metrics

e Earnings noise masks underlying performance

e Risk-weighted assets past strategy, not future direction
e Supervisory engagement becomes capital-buffer driven

Properly executed, it transforms ambiguity into measurable exposure.
The cost of opacity manifests in higher funding spreads and strategic
hesitancy.
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A carve-out is not a transaction.
Itis a governance reset.
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The Structural Cost

Uncertainty Embeds Itself Across the Institution.

Legacy assets embed uncertainty into:

e Cost of funding — markets price opacity conservatively
e Valuation multiples - investors discount complexity

o Capital buffers — stress assumptions become more conservative
e Strategic initiatives — boards defer capital deployment

Uncertainty becomes structural, not episodic.
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The Runoff lllusion

Time Does Not Solve Structural Opacity.
Organic runoff appears prudent, but:

e |t prolongs capital drag

e |t sustains governance complexity
e |t delays narrative reset

e |t creates uncertainty around timing

Only perimeter clarity does. Runoff assumes time heals. Carve-out
assumes structure heals.
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The Governance Thesis

A Carve-Outls Not a Transaction - It Is a Governance Reset
The objective is not disposal. It is separation.

A structured carve-out transforms dispersed risk into contained
exposure by establishing:

e Clear perimeters

e Independent oversight

e Transparent capital treatment
e Realistic exit pathways

Clarity begins with structural intentionality.
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The Governance Thesis

A Carve-Outls Not a Transaction - It Is a Governance Reset

Dispresed Carve-Out Contained
Risk Exposure
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The Five Dimensions

Formalizing Separation
A well-executed carve-out addresses five distinct dimensions:

Dimension Purpose

1. Legal segregation Ring-fence liability and recourse
2. Operational isolation Separate systems and servicing
3. Governance independence Distinct oversight and authority
4. Capital containment Dedicated funding and buffers
5. Exit architecture Realistic monetization pathways

Each dimension requires design discipline.
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Perimeter Precision

The Most Critical Design Decision
Boards must determine with specificity:

e Which asset classes qualify as non-core?

e How are cross-default clauses treated?

e How are shared services allocated?

e« How are valuation assumptions standardized?

Ambiguity at this stage undermines credibility later. Perimeter ambiguity
is the most common source of regulatory pushback.
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Capital Containment

Supervisors Evaluate Containment Before Performance
Capital separation requires:

e Dedicated funding lines

e Defined liquidity buffers

e Explicit capital allocation

e Transparent stress-case modeling

Credibility depends on conservative assumptions, not optimistic
outcomes.
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Governance Independence
Authority Must Match Accountability

Execution discipline requires:

e Independent board oversight for the legacy vehicle
e Dedicated special assets committee

e Regular reporting to the core board
e Defined escalation protocols

e Clear authority limits for workout decisions

Governance must be designed ex-ante — not retrofitted after stress
emerges. Independence means decision rights, not just reporting lines.
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Supervisory Validation

Regulators Assess Structural Integrity
Supervisors will evaluate:

e Risk transfer authenticity

e Provisioning robustness

e Stress scenario realism

e Recovery assumption credibility
e Reporting transparency

Properly structured carve-outs often strengthen supervisory confidence.
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Market Response

Markets Reward Structural Clarity
Visibility reduces:

e Perceived model risk
e Capital uncertainty
e Earnings unpredictability

Visibility compresses risk premium over time. Investors reward
predictability. Observed transaction data suggests that uncertainty
discount typically ranges from 15-30% of book value for commingled
portfolios, based on observed transaction data.
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Management Restoration

Separation Restores Strategic Focus
A clean perimeter enables:

e Executive focus on growth, not containment
e Cleaner incentive structures

e Clearer accountability for outcomes

e Faster decision velocity

Management no longer balances containment and expansion
simultaneously. This is often the most immediate and visible benefit
post-separation.
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Exit Architecture

Feasibility Determines Market Confidence
Exit planning must include:

e Realistic monetization scenarios (sale, run-off, restructuring)
e Liquidity assessment under stressed conditions

e Time horizon discipline

e Sensitivity to macro volatility

Exit feasibility determines market confidence.
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Failure Modes

When Carve-Outs Underperform

Separation without discipline merely relocates risk. Common failure modes:

Dimension Purpose
1. Politically defined perimeter Legacy-influenced governance
2. Nominal independence Oversight lacks authority

3. Underestimated capital needs Vehicle becomes distressed

4. Inadequate provisioning Loss of supervisory confidence

5. Unrealistic exit timing Market confidence erodes
Structure precedes credibility.
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The Regional Lens — GCC Context

Governance Architecture Must Reflect Local Dynamics
In GCC banking environments (CBUAE, SAMA, QCB, DFSA):

o Capital preservation is central to regulatory dialogue

e Sovereign-linked structures require transparency on implicit support

e Liquidity cycles may be externally influenced

e Reputation risk carries systemic weight across family and state linkages
e Cross-border asset exposure requires jurisdictional precision

Global principles apply. Regional nuance determines execution viability.
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GCC Regulatory Considerations

Supervisory Expectations Are Evolving
Current regional focus areas:

e Basel IV implementation timelines and capital calibration
e Expected Credit Loss (ECL) modeling under IFRS 9

e Large exposure concentrations (real estate, conglomerates)
e Resolution regime preparedness

e Related-party lending transparency

A carve-out structured with regulatory awareness becomes a de-risking
signal, not a supervisory concern.
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Comparison: Runoff vs Carve-Out
The Difference Is Structural Intentionality

Dimension Organic Runoff Structured Carve-Out
Uncertainty Maintained Contained

Capital drag Extended Ring-fenced

Valuation Discount persists Clarity enables pricing
Management focus Divided Restored to core
Narrative Defensive Forward-looking

Intentionality separates transformation from inertia.
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Stakeholder Alignment Dynamics
Alignment Determines Execution Stability

A carve-out is not purely structural. It is a coordination exercise across
stakeholders with different incentives.

Primary stakeholder groups:

e Board & Supervisory Authorities — capital preservation, regulatory
credibility

e Executive Management — strategic reset, operational stability

e Shareholders — valuation clarity, dividend trajectory

e Reqgulators — prudential transparency, capital adequacy
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Stakeholder Alignment Dynamics
Alignment Determines Execution Stability

A carve-out is not purely structural. It is a coordination exercise across
stakeholders with different incentives.

Primary stakeholder groups:

e Reqgulators — prudential transparency, capital adequacy
e Distressed Capital / Investors — recovery visibility, exit realism
e Employees & Counterparties — continuity and reputational stability

Alignment risk often exceeds asset risk.
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Underlying Alignment Tensions

Unaddressed misalignment slows execution and erodes credibility.

Key structural tensions:

e Short-term capital optics vs long-term value recovery
e Regulatory conservatism vs market signaling

e Shareholder expectations vs provisioning realism
e Legacy governance influence vs forward strategy

Governance alignment must be designed — not assumed.
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Structural Response to Stakeholder Misalignment

Effective carve-outs embed alignment architecture:

e Clearly defined decision rights across stakeholder classes

e Transparent communication channels and reporting cadence
e Defined accountability for capital and exit outcomes

e Escalation protocols for conflicts of interest

Disper§ed Structured Execu.t?on
Incentives Alignment Stability
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Capital Re-Engagement

When uncertainty becomes measurable, Capital Returns
The outcomes of structural clarity:

e Cost of funding improves
e Investor communication simplifies

e Growth capital becomes deployable
e Core franchise metrics stabilize
e Strategic options expand

Capital re-engages when ambiguity is replaced by transparency.
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Questions Boards Should Ask

Before approval, board should require:

e Multi-scenario capital modeling with stressed assumptions.

e Stress-tested liquidity assumptions across market dislocations.

» Defined governance accountability - who decides, under what
authority?

e Independent oversight reporting - direct line to board risk committee

e Realistic exit market analysis - not hypothetical, but executable.

Structure precedes execution.
Execution validates structure..
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Conclusion

Clarity Is a Governance Outcome,
Not an Accident

A carve-out succeeds when:

e Perimeter is precisely defined.
e Oversight is independent and empowered.
e Capital impact is transparent and modeled.
e Exit is executable under stress.
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Structured separation.
Disciplined execution.

Capital preservation. \



In stressed capital structures, governance design
is often the real differentiator.

Boards navigating similar structural decisions may find
structured dialogue valuable.
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