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Preface
In order to obtain a Bachelor degree in Banking and Finance, it is mandatory to write the Bachelor
Thesis about a Finance topic. In February 2013 I asked the Institute of Finance at the University of
Applied Sciences Northwestern Switzerland to commission the topic “UBS and the financial crisis”
to me, so that I could start doing my research about this special topic. Therefore I would like to
thank Dr. Galia Kondova, who helped and supported me during the process and the writing of this
Thesis. Furthermore I would like to thank Mr. Tom Berger, team leader for small and medium-sized
businesses at UBS Liestal, who agreed to a personal interview on 19 April 2013. The current
Bachelor Thesis has provided me with a deeper knowledge about UBS as a financial institution
and the financial crisis in general. It provided with more background information than I had gained
during my Finance courses, which will be useful for my future career steps.
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Management Summary
Starting position
The Institute of Finance at FHNW School of Business in Basel requested to write a case study
about UBS and the financial crisis. The case study should cover topics such as the building of the
financial powerhouse UBS, the one firm strategy of UBS, the global financial crisis and its effect on
the bank UBS.
Objective
The goal of the case study is to provide an in-depth analysis of the performance of UBS prior to
and after the financial crisis. Furthermore the goal is to identify the reasons why UBS struggled to
refinance itself during that crucial time of 2008. Also to find out which actions and strategies had
been executed that exposed the banks towards uncalculated risks during the crisis. Finally the
case study should have a closer look at the measures that had been taken during and after the crisis and give an outlook for the bank UBS.
Methods and Approach
The case study mostly relies on external sources such as books written about UBS in the context
of the financial crisis, financial news about UBS and other finance topics and official UBS reports.
A personal interview between the author and Mr. Tom Berger, UBS vice director and team-leader
for small and medium-sized businesses, was held in Liestal on 19 April 2013. It can be found in the
appendix. In order to get an overview the author was reading two books concerning UBS and the
financial crisis. The books were all available at the library of the University of Basel. Then the further research was applied by looking for more details in financial newspapers and UBS reports.
Results
The weaknesses of UBS during the financial crisis were the misinterpreting and underestimation of
risks, the careless trust in credit rating agencies in the context of the securitization process of subprime mortgage securities and wrong strategies such as wanting to become number one Investment bank at Wall Street. This led to the introduction of an internal hedge fund called Dillon Read
Capital Management, which exposed the bank to hardly understandable risks mainly in the asset
backed securities and collateralized debt obligation markets.
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Introduction

The case study about UBS will focus on four parts. The first part will contain the history of UBS including the way how it became a financial powerhouse. The second part will explain the term one
firm strategy in general and what it means in the case of UBS. The global financial crisis will be
discussed in the third part with the focus on UBS actions and the bailout process between the
Swiss National Bank (SNB), the Swiss government and the bank. The fourth part will finish with a
conclusion and provide the reader with an outlook and future challenges of UBS. The case study
relies on various sources including Finance books, UBS reports, financial newspapers and a personal interview with a UBS manager.

1.1 Introduction to UBS
In the year 2012 UBS celebrated its 150th anniversary, which can be seen as an important milestone for the bank as part of the global financial sector. Switzerland’s banking sector was highly
recognized and influenced by the Union Bank of Switzerland and the Swiss corporation bank,
which merged to form the new bank UBS in 1998. The main objective of the merger was to create
a global firm and establish worldwide financial services for private, corporate and institutional clients and furthermore to advise clients and give high quality execution of orders and mandates
(Leitz, 2012:4).

“Today’s UBS is the result of the 1998 merger between two leading Swiss banks, Swiss Bank Corporation and Union Bank of Switzerland. When the two banks merged, they looked back on a long
history rooted in the second half of the 19th century. These historical origins of UBS are heavily intertwined with the emergence of modern Switzerland, both in political and economic terms” (Leitz,
2012:9).
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1.2 History of the Union Bank of Switzerland
Switzerland as a federal state was formed in 1848 by 22 independent states. This led to a new
economic area, which was at first dominated by the cotton and silk industry and later by the watch
and clock industry. A banking system was missing which could support the country’s industrialization. Due to the increasing demand 50 million Swiss francs per year were invested in the rail network (Leitz, 2012:9). The Bank in Winterthur helped in the development of the country’s industrialization and supported the progress of the whole region. Winterthur as a city was heavily involved in
the process of building up the country’s railway system. This progress was due to its factories,
mainly because of the Swiss Locomotive and Machine works (Leitz, 2012:9).

In 1863 the Toggenburger Bank was founded in Lichtensteig, which is part of the canton of St.
Gallen. The bank focused on the domestic mortgage and savings business. “In 1912 the Toggenburger Bank merged with the Bank in Winterthur to form the Union Bank of Switzerland” (Leitz,
2012:9).

1.3 History of the Swiss Bank Corporation (SBC)
Around 1860 Basel became an important city mainly for the silk ribbon and the export industry. In
1872 the “Basler Bankverein” emerged out of six banking houses, which had agreed to form the
Bankverein as a major financial institution in Basel. As Germany, after the defeat of France in
1871, experienced an economic and financial boom, this had also an impact on the Swiss Bank
Corporation. A German bank provided the capital for the Swiss Bank corporation in cooperation
with the six banking houses based in Basel. Furthermore the protocol of the Formation was signed
in Frankfurt. (Leitz, 2012:10).

The Basler Bankverein helped to shape the economy of Basel and was heavily involved in the
building of the chemical industry and the railway system. The construction of the Gotthard tunnel
was a big project with a total of a 227 million budget at the time of 1882. Moreover the Basler
Bankverein was personally and financially integrated in the project. Later in 1897 the Basler
Bankverein acquired the Basler Depositen-Bank and changed the name to Swiss Bank Corporation (SBC) (Leitz, 2012:11).
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In 1898 the SBC founded its first branch outside of Switzerland in London, which had already been
a global financial center. This step was crucial to play an important role in the global evolution.
London was already a major global financial center by then where half of all 160 banks in the city
came outside of Britain (Leitz, 2012:12).

“At the beginning of the 20th century not a single Swiss bank was ranked within the global top 50
banks. The Swiss financial services industry was still behind London, Paris, New York, Brussels
and Amsterdam.” But the industry improved by the late 1940 and ranked in third position, behind
New York and London (Leitz, 2012:15).

1.3.1

The great depression

The great depression in 1929 also had some effects on the Swiss economy and its financial system. Switzerland had to bailout the Schweizerische Volksbank by using 100 million francs of the
bank’s cooperative capital and devaluate the Swiss currency by 30 percent. On the other hand the
Union Bank of Switzerland and SBC suffered both from write-downs in their balance sheets (Leitz,
2012:15).
1.3.2

Bank client confidentiality

The keys of SBC represent the legacy of the 1930s, which still has an important role in the entire
financial industry in Switzerland. In 1934 the Swiss authorities established the Federal Banking and
Savings Law. Especially the Article 47 introduced the banking secrecy, which became an unwritten
code of confidentiality similar to the secrecy of lawyers or doctors (Leitz, 2012:19).
1.3.3

Economic growth

After the 2nd World War Switzerland had a high savings ratio and the national budget was balanced. The Swiss currency was very stable as the inflation was low. The reputation of Swiss banks
was regarded as very stable. Furthermore the Federal Banking Act made sure that the privacy of
clients was protected (Leitz, 2012:23). The Union Bank of Switzerland was able to acquire the Eidgenösische Bank in 1945, while at the same time the SCB bought the Basler Handelsbank. This
led to a strong market position for both banks and gave them the opportunity to benefit from the
economic upswing of the 1950s. The business focus for both banks remained on Switzerland, although both banks had already established branches in New York and London (Leitz, 2012:24).The
International growth of the Union Bank of Switzerland continued from Australia to Asia and South
3
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Africa until the late 1970s. With the economic upswing there was also a change in banking needs
for Swiss citizen. Services like mortgages, savings and salary accounts were established in the
late 1960s (Leitz, 2012:26).
1.3.4

Real Estate Bubble

Due to an aggressive lending policy and an expansionary monetary policy in the late 1980s a real
estate bubble had formed followed by a period of no real growth in Switzerland. In addition this led
to a rise in credit losses with the side effect that several Swiss banks had to deal with forfeitures in
the corporate and consumer lending markets. Switzerland suffered from a mortgage crisis and in
the early 1990s Swiss banks had to write-down 42 billion francs. 70 percent of these write-downs
had to be done by Credit Suisse, SBC and the Union Bank of Switzerland (Leitz, 2012:31). That
economic environment provided the basis for the consolidation in the financial service market and
was a first step towards the merger of the Union Bank of Switzerland and SBC.

1.4 The UBS Merger and the way to become a global financial powerhouse
“In December 1997, the Union Bank and SBC announced that they would join forces to create
UBS, thus laying the foundations for a global, integrated financial services firm” (Leitz, 2012:32).
According to Schöne (1997:12) this merger created the biggest bank in Switzerland with total assets of 922 billion Swiss francs. At that time the newly created UBS was the biggest bank in wealth
management with total assets of 1320 billion Swiss francs. The three old SBC keys represent the
new company sign of UBS (Schöne, 1997:12). The merger was concluded on 29 June 1998 with
Basel and Zurich as headquarters, after the shareholders and the government regulators gave
their approval (Leitz, 2012:33). Furthermore the new company had to deal with several difficulties
at the beginning like defining a new business model, a new legal structure and who would lead the
company (Leitz, 2012:32). As Leitz noted (2012:32) the bank wanted to become a global leader in
four international divisions such as investment banking, institutional asset management, private
banking and private equity.
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Figure 1: SBC Certificate of Bearer Share (Historisches Wertpapierhaus AG, 2013).

Figure 2: Union Bank of Switzerland corporate sign (Wikimedia, 2013).

Figure 3: UBS corporate sign (University of St. Gallen, 2013).
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1.4.1

LTCM

An early problem for the new UBS was the Long Term Capital Management fund (LTCM), which
was introduced by Nobel Prize-winning economists and Wall Street traders. The LTCM collapsed
due to a high-risk arbitrage strategy and was a big risk for the global financial system. At its peak in
1998 the fund controlled assets over 100 billion dollars and hold positions over total 1 trillion dollars
(Investopedia, 2013). UBS suffered a loss from LTCM of total 793 million Swiss franc. In accordance with the US Federal Reserve UBS had to invest 300 million dollars into the funds as part of a
bailout scheme (Leitz, 2012:33).
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1.4.2

UBS Acquisitions

The bank today is the result of different financial firms which have all become a part of UBS. These
acquisitions and mergers have added value to the diversity and to the globality of the firm (Leitz,
2012:6).The Graph below shall give a brief overview over the company UBS.

Figure 4: UBS History Timeline (Author based on data from Leitz, 2012:6).
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2

The One Firm Strategy

One Firm Strategies have the basic idea that customers have access to the full range of products
that a company offers. The strategy offers more exchange of products and services between units
and departments within the same company (Müller-Stewens and Brauer 2010:1). According to Müller-Stewens and Brauer (2010:1) firm strategies are often set by objectives. Furthermore the
achieved progress is constantly measured. For example Credit Suisse follows a one firm strategy
since 2006 as integrated universal bank with the three divisions Investment Banking, Asset Management and Private Banking.

One Firm Strategies can also have its risks as different interest might collide with each other. An
Investment Bank is usually keen to find interesting market opportunities, while on the other hand
the Asset Management is built on long-term customer relationship (Müller-Stewens and Brauer,
2010:1). As Müller-Stewens and Brauer noted (2010:1) the old system with separated divisions
would not fulfil today customer needs and not be competitive enough for a global international centre.

One of the challenges is to control the Investment Banking division and to integrate it more as a
supplier for the asset management. The one firm strategy approach is based on client needs and
to deliver integrated products and services for the clients from one single source. These client
needs are derived from the desire for reduction of complexity (Müller-Stewens and Brauer,
2010:1). The company, who is not capable of delivering an integrated approach, will lose its clients
to an integrated competitor (Müller-Stewens and Brauer, 2010:2).

2.1 Corporate Strategy
With the one firm approach the corporate management will have to take a fundamental decision
about the business concept of the whole corporation. Furthermore the approach is based on complex client needs who ask for integrated solutions. Therefore it will be necessary to adapt its product portfolio to the one firm approach (Müller-Stewens and Brauer, 2010:2). Not only synergy effects should be identified, but also transfer of customer relations and joint product development
should be implemented in the corporate strategy as growth targets of a one bank approach (MüllerStewens and Brauer, 2010:2).
8
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2.2 One Firm Strategy for UBS
The one firm approach for UBS has delivered a range of services for the customers out of one
source. The customers have access to all services at any time and any place. This approach allows UBS to convey its customers to all business units and delivers a unique experience. That allows UBS to identify business trends more quickly and to offer customers a better service and new
profit opportunities (UBS, 2006:8). Another example is the treasury process which allows UBS to
merge its cash flows within the corporation, before the corporation refinances itself on the money
markets (UBS, 2006:9). For UBS the one firm approach means that customer will experience no
boundaries between the divisions (UBS, 2006:9).

2.2.1

Development during the Period 2003 – 2006

Before the financial crisis UBS had a period of high economic growth and the corporation was in
the process of implementing the one firm strategy from previous acquisitions. The graph below
shall give a brief overview of UBS Corporation in 2003 (UBS, 2003:9).

Figure 5: UBS Structure 2003 (UBS, 2003:9).
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2.2.2

UBS Results during the period of 2003 – 2006

In order to understand the development of UBS before the financial crisis, it is necessary to analyse the UBS Results. All Results are based on the International Financial Reporting Standards
(IFRS) and for the US Business units on the United States Generally Accepted Accounting Principles (US GAAP) (UBS, 2003:8).

Spreadsheet 1: UBS Results from 2003 until 2006 (UBS Annual Reports 2003 - 2006).
31.12.03

31.12.04

31.12.05

31.12.06

Return on Equity (%)

18.2

24.7

39.4

28.2

Earnings per Share (CHF)

5.72

7.68

13.93

5.95

Cost Income Ratio (%)

75.2

72.6

70.1

69.7

Net new money
Wealth Management units
(CHF billion)

29.7

42.3

68.2

97.6

Net new money
Wealth Management USA

21.1

17.1

26.9

15.7

Before the financial crisis UBS Corporation was able to increase its profits and was on the way to
becoming a top player in global banking. As Hässig noted (2009:61) UBS had a reputation of being
the best bank in Switzerland and worldwide in 2005. The bank was able to attract new money and
new customers and saw a significant rise in its assets. During the period of growth, the board of directors formulated new strategies and goals for the further development of the bank, which had
some unfavourable effects during the financial crisis (Zaki, 2008:129).

2.2.3

Dillon Read Capital Management

Marcel Ospel, the former president of the board of directors of UBS Corporation, formulated the
goal of being the number one in Investment banking in 2004. This new goal was based on John
Costas idea, former CEO of UBS Investment banking division, who saw the potential in UBS of becoming number one on Wall Street (Zaki, 2008:129). The idea of introducing an internal hedgefund called Dillon Read Capital Management (DRCM) came up and the hedge fund was established later on 30 June 2005 (Zaki, 2008:130). In 2005 UBS had a market share of 5% in Investment banking and was ranked number 7 in the US market (Zaki, 2008:130). As Zaki noted
(2008:130) John Costas was the new leader of Dillon Read Capital Management, which focused
10
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on so called alternative investments vehicles. According to the UBS Annual Report (2006:8) the
principal finance, credit arbitrage and commercial real estate businesses were transferred from
UBS Investment bank to DRCM on 5 June 2006. The DRCM hedge fund offered its investment
management services to the Investment Bank UBS, but the personal and administrative expenses
were charged in the Global Asset Management division. DRCM was supposed to bring UBS new
profits, but exposed the bank to high risk which caused the bank some heavy difficulties during the
financial crisis.

Figure 6: Reporting of DRCM in 2006 (UBS Annual Report, 2006:8).
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3

The Global Financial Crisis

3.1 Introduction to the Global Financial Crisis
The credit bubble, which imploded in 2007, was the result of derivatives product and the mathematization of the financial industry. During the eighties the financial industry saw an innovation
process by employing young mathematicians, physicists and engineers (Zaki, 2008:67). Those
young talents introduced “Quantitative Finance” to the banks. “Quantitative Finance” was based on
financial models such as the Black-Scholes formula (Zaki, 2008:67). Originally this formula was
developed to calculate the value of derivatives such as Options and Futures, but was also used as
an universal formula for the calculation of other assets (Zaki, 2008:67).

Furthermore the securitization had revolutionized the credit markets. It allowed banks to take out
credit risks out of their balance sheets and to roll it over to the credit markets. That process allowed banks to set capital free for other purposes (Zaki, 2008:68).

For the Wall Street banks the securitization was an instrument to stimulate the markets after the
dot-com bubble had burst. Another problem for Wall Street was the shrinking margins for securities trading since 1975 and the higher financial regulations, which were introduced after the terrorist attacks on 11th September 2001 (Zaki, 2008:68). These problems had some negative effects for Wall Street’s competitiveness in the global financial markets.

As Zaki noted (2008:69) the macroeconomic environment had also played a role for the financial
crisis. The interest rates of riskless investments were kept under the inflation rate and the real interest rates were at a negative level. Investors stayed away from the bond markets and were
searching for higher returns in the riskier credit markets. A new opportunity came up for the Investment Banks: to securitize credits on the US mortgage markets (Zaki, 2008:70).

As the interest rates were low it had a boom effect on the US mortgage markets and Investment
Bank were more and more concentrating on the US mortgage markets also known as subprimes
(Zaki, 2008:70). Furthermore Wall Street wanted to sell those subprime mortgages to as many investors and banks as possible. Worldwide many banks such as Deutsche Bank, UBS and Credit

12
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Suisse invested in those subprime mortgages to compete with Wall Street Investment banks (Zaki,
2008:71).

Within the banks the departments started to concentrate more on the fixed income markets rather
than the equity markets. The European banks started to invest heavily in those markets in hope for
high returns. Marcel Ospel wanted to become the Champion on Wall Street with UBS by accomplishing two objectives at the same time. First goal was to become a remarkable player on Wall
Street at the same level like Goldman Sachs and the second goal was to reach the same salaries
like his American competitors (Zaki, 2008:71).

Figure 7: Sign of a mortgage centre in East London, USA (Wikimedia, 2008).
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3.2 Securitization
In order to understand the securitization process it is necessary to get an overview with the graph
below from the Federal Reserve Bank of New York. As explained in the next chapter seven key
frictions are responsible for the securitization process (Ashcraft and Schuermann, 2008:2).

Figure 8: Securitization process (Ashcraft and Schuermann, 2008:8).
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3.2.1

Friction of the securitization process

As Ashcraft and Schuermann noted (2008:2) the securitization process can be divided into seven
key frictions.


The first friction is between mortgagor and originator with the focus on predatory lending. As
the suprime borrower might be financially unsophisticated, it can cause problems for the borrower to repay the loan (Ashcraft and Schuermann, 2008:2).



The second friction is between originator and arranger with the focus on predatory borrowing
and lending. However in this case the originator has an information advantage in comparison to
the arranger regarding the quality of the borrower (Ashcraft and Schuermann, 2008:2).



The third friction is between arranger and third parties with the focus on adverse selection,
where the arranger still holds an information advantage about the quality of the mortgage
loans. This leads to an adverse selection problem as the arranger securitize bad loans out of
the good loans (Ashcraft and Schuermann, 2008:2).



The fourth friction is between the servicer and the mortgagor with the focus on moral hazard.
To keep the value of the underlying asset, “the mortgagor (borrower) has to pay insurance and
taxes.” Furthermore he has to maintain the property. If the mortgagor comes close to delinquency, he has no more incentive to do that (Ashcraft and Schuermann, 2008:2).



The fifth friction is between the servicer and third parties with the focus on moral hazard. The
income of the servicer is depended on the amount of time a loan is paid. As the servicer would
like to keep the loans as long as possible in his books, he will “therefore modify the terms of a
delinquent loan and delay foreclosure” (Ashcraft and Schuermann, 2008:3).



The sixth friction is between the asset manager and the investor with the focus on the principal-agent problem. The investor provides funding for the mortgage backed security, but has
low investment skills to formulate a proper investment strategy. However the investment service is done by an asset manager (agent) who may not give the best effort in investing on behalf of the investor (principal) (Ashcraft and Schuermann, 2008:3).



The seventh and last friction is between the investor and the credit rating agencies with the focus on model error. Credit rating agencies are not paid by the investors to give an opinion, but
they are paid by the arrangers. The rating agencies rely on financial models which are unknown for the investor and may contain errors (Ashcraft and Schuermann, 2008:3).
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3.2.2

Frictions causing the financial crisis

According to Ashcraft and Schuermann (2008:16) there are several frictions which caused the
subprime crisis. One of the first issues was the first friction because of the complexity of the subprime products and the misunderstanding of the products. It was a door opener for excessive borrowing and excessive lending (Ashcraft and Schuermann, 2008:16).

Furthermore the principal-agent problem with friction six caused some issues regarding the investment mandates. Asset manager often try to follow a benchmark index, which gives them an incentive to reach a better yield by buying structured debt issues rather than corporate debt issues.
This action gives them a higher coupon, but comes often with more risks (Ashcraft and Schuermann, 2008:16).

However friction seven between the investors and the rating agencies caused another problem. Investors were not able to evaluate the efficacy of the rating models from the credit rating agencies
(Ashcraft and Schuermann, 2008:16).

These frictions make it clear that behavioral finance played an important role during the financial
crisis. Different parties each with their own interest were involved. Misunderstanding of risk, misinterpreting of financial models, excessive borrowing and excessive lending were the source of the
financial crisis. However the macroeconomic environment caused that investors were in a constant
search for higher yields. The securitization of the subprimes made it look like that investors could
get a high return with low risk. The underestimation of risks made investor imprudent.

One of the main points Finance students learn is that diversification is key for all investments to reduce unsystematic market risk. Unsystematic risk can normally be reduced through diversification
(Bodie et al, 2009:195). Huge obligations in those securitized subprimes mortgages did not apply
for a diversified portfolio. Nevertheless when the financial crisis imploded it was a market risk
which affected all assets and financial institutions around the globe.
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3.3 The US subprime mortgage market
Never before had European banks been holding so many assets in the US financial markets. According to Zaki (2008:71) European banks had lost 200 billion dollar out of 387 billion dollar outstanding, while American banks had only lost 166 billion dollar.

The securitization market consisted mainly of subprime mortgages. The Investment banks issued
so called asset backed securities (ABS). ABS were bonds securitized by mortgages. One ABS
bond was usually a packet between 3000 and 6000 loans (Zaki, 2008:73). ABS were also called
mortgage backed securities (MBS) or residential mortgage backed securities (RMBS). The banks
sold those ABS directly to the market or securitized them a second time. In this case they were
clustered into funds, which were called collateralized debt obligations (CDO). Those CDOs were
divided into different parts, whereas each part received a new credit rating with the result that the
CDO received a better rating than the underlying mortgage (Zaki, 2008:74).

Those ABS and CDOs were issued under the assumption that the US housing market would see a
never ending growth. On this assumption banks introduced new derivatives. These new derivatives
were called synthetic CDOs which were principally formed up of credit default swaps (CDS). Those
derivatives cloned the risk and return profile of CDO-Portfolios without any underlying ABS by using CDS (Zaki, 2008:75).

Using CDS made the process of issuing such derivatives to the stock exchange quicker and heated up the credit markets. In 2006 synthetic CDOs of a total volume of around 524 billion dollar
were issued (Zaki, 2008:75). However the securitization of those derivatives was very dangerous
as it was not possible anymore to distinguish the real value between the complex derivatives and
its underlying assets.
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3.4 Analysis of the weaknesses from UBS before and during the financial
crisis
3.4.1

Underestimation of risks

UBS was dealing as an intermediary for those ABS and for the securitization of the CDOs. Considering the diversification theory the credit specialist did not see any speculation behind the strategy
of UBS. The credit specialist thought that UBS was following a diversification strategy as the CDOs
were divided into different parts and that the probability that all parts would fail to repay their obligations was very low (Zaki, 2008:76). The underestimation of credit risk can be seen as a first error
for UBS during that crucial time. UBS including other banks did not calculate the probability of default sufficiently into their risk models.

3.4.2

Careless trust in credit rating agencies

On the assumption of this diversification theory UBS treated those ABS and CDOs like riskless investments. The credit rating agencies such as Standard and Poor’s, Moddy’s and Fitch were also
responsible for not properly rating those securitized papers. As they are not independent from the
banks as their customers, they turned a blind eye on the rating for ABS and CDOs. The argument
was that the credit risks for mortgages were relatively low and would stay low on the long run (Zaki,
2008:77). Zaki states (2008:77) that there was no skepticism towards the complex external ratings.
The careless trust in the credit rating agencies can be seen as a second major error for UBS before the crisis.

3.4.3

Ignoring warning from risk managers

According to Hässig (2009:23) UBS risk experts from the Zurich headquarter went to New York in
2002 to examine the monitoring system for the US mortgage positions of the bank. They were worried about the huge positions of 24 billion dollar UBS held in the US mortgage markets. Furthermore they wore worried what would happen to those 24 billion dollar positions if extreme market
situations occurred. They implied that a stress test simulating a mortgage bubble would show significant losses (Hässig, 2009:23). However this early warning did not affect the growth strategy the
Management set up for UBS. Ignoring that early warning can be seen as a third major error. In
June 2007 the prices for real estates in the US started to decline. House owners were not capable
anymore of repaying their loans with the consequence that many loans defaulted. The credit rating
agencies had to readjust their ratings for ABS to the level risky (Hässig, 2009:77). Investment
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banks such as Citigroup, UBS and Merrill Lynch were not able anymore to sell those assets, because the market had suddenly gone illiquid. The CDOs which have been separated into different
parts did not find new potential buyers. The fact that the CDOs had been diversified into risky and
less risky parts did not help at that time, because the underlying assets were all real estates
(Hässig, 2008:78).

3.4.4

Dillon Read Capital Management

In the Introduction part of UBS the internal hedge fund Dillon Read Capital Management (DRCM)
was already mentioned. As Nolmans (2007) noted UBS transferred 3 billion dollar at the beginning
to the hedge fund with the goal to increase profits. The hedge fund was based in Greenwich, which
is a small town in Connecticut and not far away from New York City. According to Nolmans (2007)
the hedge fund was introduced mainly because the Bank did not want to lose its so called Star
Traders such as John Costas, Mike Hutchins and Kenneth Karl. They had shown intentions to
leave the Bank to one of the top Investment Banks, so UBS offered them a new platform with
DRCM in proprietary trading. The concept of John Costas was to let external investors participate
directly to the hedge fund and not only focus on proprietary trading. This idea was casted away later because of regulatory, technical and legal problems (Nolmans, 2007). Therefore John Costas
changed the business model and separated DRCM into two divisions. One division was for external investors and the other division was for the UBS proprietary trading. Nevertheless this had an
effect on the complexity of the model and DRCM had to deal with a delay of half a year for the external investors. Only 1.5 billion dollar had been invested by external investors, which is a very
small amount in the hedge fund business (Nolmans, 2007).

DRCM had also some effects on the proprietary trading of the UBS Investment Bank. It was a
clash of interest which collided, as the proprietary traders of UBS Investment Bank wanted to receive the same success and bonuses as the DRCM people. When interviewed on 19 April 2013
Mr. Berger reiterated his viewpoint that this exposed the bank to risk twice. Therefore the risks
were in the books of DRCM and in the books of UBS Investment Bank too.

At the beginning of 2007 the price of some securitized CDOs started to drop. According to Reichling (2009) the increase of the base interest rate through the central banks caused that many mortgagors could not pay their loans, which had an effect on the whole subprime mortgage markets
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and its derivatives. Many institutional investors started to sell their derivatives to the market, because they had lost trust in it (Hässig, 2009:104).

According to Hässig (2007:100) DRCM caused a loss of 3 billion dollars during this period and was
responsible for 16% of the total losses of UBS for subprime mortgages. The consequence was the
closure of DRCM in April 2007, where the open positions of DRCM had been transferred back to
UBS Investment bank. John Costas and the employees of DRCM were forced to leave the bank
and received a golden parachute (Hässig, 2009:105). As Gallorotti noted (2007:31) DRCM was also a contradiction towards the one firm strategy of UBS and furthermore it was a collision of interest between being a competitor to other hedge funds, while having the same hedge funds as customers. Nevertheless Galloretti stated (2007:31) that DRCM and the proprietary traders had accumulated positions in the subprime mortgage markets of around 40 billion dollars.

3.4.5

Overestimation of own force

Although DRCM had been closed, UBS Investment Bank continued to be involved in the subprime-mortgage markets. The internal people responsible for the CDO section were still advertising internally for their synthetic derivatives. The assumption from the risk managers was that the
outlook for the UBS Investment bank was still better than the outlook of its competitors and that the
risk of unexpected write-downs was very low (Hässig, 2007:106).

Regardless of other market participants actions such as Goldman Sachs, who was reducing its positions in the Subprime mortgage markets, UBS was still buying and opening new positions in this
market (Hässig, 2009:106). Moreover the bank was risking its reputation as a safe haven, as the
miscalculation and the losses in the Investment banking started to affect the wealth and asset
management of the Bank (Schoch, 2009:74).

3.4.6

No separation between Investment banking and wealth management

As Krugman (2009:157) noted banks should be separated into two different sections. One section
is for the commercial banks, which take care of the deposits. The other section is for the investment banks, which don’t accept deposits. Commercial banks are more regulated than investment
banks, but have a direct access to the Federal Reserve. Furthermore deposits are insured by tax20
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payers. It is ok though that investment banks were less regulated, as they reflected non-depository
institutions (Krugman, 2009:157). This point of view from Krugman was not considered from many
financial institutions, as many banks had been hit by their subprime mortgage exposure during the
financial crisis. Furthermore it would collide with the one firm strategy UBS was following.

Figure 9: Total write-downs of Banks since the financial crisis in 2007 (Statista, 2013a)
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3.5 Consequences
3.5.1

First measures undertaken by UBS in 2007

One of the first reactions due to the losses in the subprime mortgage market was the closure of the
internal Hedge Fond DRCM in April 2007. Furthermore a new strategy for the Investment Bank
was developed, which affected all divisions such as Fixed Income, Currencies and Commodoties
(UBS, 2007:8). A workout team was introduced to help support the risk management team concerning MBS and CDOs (UBS, 2007:8). Peter Wuffli, former CEO of UBS, had to resign on 6 July
2013 and was replaced by Marcel Rohner, who was responsible for the Global Wealth Management and Business Banking before (UBS, 2007:5). According to Gallorotti (2007:32) the head of
the Investment Bank had to resign as well. Furthermore Gallorotti suggested (2007:32) protecting
the wealth management from the current events and regaining trust for wealthy clients and important institutional clients as an important target for the future of the bank. Gallorotti (2007:32) also states that UBS is still holding open positions in the subprime mortgage market of around 29 billion dollars in December 2007. Following the one firm approach UBS Investment Bank should have
been more integrated to the Wealth and Asset Management and to further increase the synergy,
which lies in an integrated business model. An Investment banking division who works more as a
servicer for the wealth management, rather than an independent unit who is looking for short term
profits (Gallarotti, 2007:32).

3.5.2

The worsening of the financial crisis in 2008

At the beginning of 2008 the credit rating agencies sent a new warning concerning the suprime
mortgage markets. Standard and Poor’s expected new write-downs of more than 265 billion dollars. UBS had to deal with write-downs of around 21 billion Swiss francs (Gallorotti and Szalay,
2008:34). As Burda (2008) emphasized the financial crisis in 2008 showed similarities to the financial crisis in 1929. It was an exaggerated credit business in the thirties with shares on credit. The
financial crisis today is based on real estates. The downfall of the shares is a consequence but not
the reason for the crisis. The difference from the crisis of the thirties is that the global financial
markets are more connected with each other (Burda, 2008). The loose of trust had an effect on the
liquidity of the subprime mortgage markets. The ABS and the CDOs could not be sold or only sold
at a very low price. Luckily the normal bank savers did not demand their savings from the banks
and did not cause a bank run (Burda, 2008). It was more that the bank did not trust each other and
central banks had to step in and provide the interbank market with liquidity (Reichling, 2009).
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As Benders (2008) noted the situation became very difficult with the collapse of Lehman Brothers,
a former Investment bank at Wall Street, in September 2008. The US Government in accordance
with the Federal Reserve decided in this case not to bailout Lehman Brothers, as they had to step
in already with Bear Sterns (Investment Bank), Fannie Mae and Freddie Mac (Mortgage Banks).
With the bankruptcy all securities issued from Lehman Brothers became worthless and had a huge
impact on the financial markets and the global economy. Barclays did not want to buy Lehman
Brothers, as the takeover of Lehman Brothers was considered as too risky (Benders, 2008). One
year later Metzler (2009a) noted that to let Lehman Brother go bankrupt can be seen as the biggest mistake in economic history. The problems and the costs that the bankruptcy caused later
were much more expensive than the imaginary bailout of Lehman Brothers. Metzler (2009a) emphasizes that a devastating downward spiral was set in motion as the bank did not trust each other
anymore, because they did not know how other banks were exposed to Lehman Brothers. The
government though wanted to set a statement that no bank was holding an implicit government
guarantee with the result that the confidence in the banking system collapsed. But on the contrary
the Lehman Brothers did not resolve the problem of the implicit government guarantee, as no government could let a bankruptcy happen of this scale again (Metzler, 2009a).
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3.6 Timeline of UBS events during the financial crisis
Schoch (2009:77) reported on a timeline when which event occurred, which should give a better
overview of the whole process and development of UBS during the financial crisis.



3 May 2007 UBS closed the DRCM hedge fund due to a loss of 150 million Swiss francs



14 August 2007 (Schoch, 2009:76). UBS announced a profit for the second quarter of the year
of around 5.6 billion Swiss francs (Schoch, 2009:77).



1 October 2007 UBS had to deal with write-downs of around 4 billion dollars.



30 October 2007 (Schoch, 2009:77). For the third quarter of the year UBS reported a loss of
726 million dollars.



10 December 2007 Another write-down of 10 billion had to be announced due to the market
situation. The sovereign wealth fund of Singapore called GIC stepped in with an equity investment in UBS (Schoch, 2009:77)



30 January 2008 UBS AG reported a loss of about 12.5 billion Swiss Francs for the fourth quarter of 2007. On a total scale UBS had to deal with losses of around 21 billion dollar.



14 February 2008 A total loss of 4.4 billion Swiss francs in 2007 was notified. The first loss in
the 10 year anniversary of UBS (Schoch, 2009:77).h



27 Februry 2008 On the extraordinary general meeting the shareholders approve the investment of GIC Singapore into UBS (Schoch, 2009:77).



1 April 2008 At the beginning of April 2008 UBS had to deal with total losses around 40 billion
dollar in the subprime mortgage market. In the first three months of 2008 had to announce new
write-downs of around 19 billion dollar (NZZ, 2008). Marcel Ospel, former Chairman of UBS
Corporation, had to resign and was replaced by Peter Kurer, former chief jurist of UBS. Marcel
Rohner, former CEO of UBS, announced to reduce the involvement in the US subprime mortgage markets (NZZ, 2008). Furthermore at the extraordinary general meeting the shareholders
agreed to a new injection of capital of a total of 15 billion dollar (Schoch, 2009:76).



12 August 2008 For the second quarter of 2008 UBS reported a loss of 358 billion Swiss
francs. Another 5 billion Swiss franc write-down had to be accomplished due to the involvement
in the subprime mortgage markets. Customers reduced their assets at UBS of around 17 billion
Swiss francs (Schoch, 2009:76).



16 October 2008 The Swiss national bank (SNB) had to step in and offers UBS a credit of 61
billion Swiss francs. Besides a convertible bond was issued by the Swiss government to finance the capital increase of UBS (Schoch, 2009:75).



27 November 2008 The shareholders voted for the next capital increase of 6 billion Swiss
franc, which was part of the rescue plan (Schoch, 2009:75).



8 December 2008 The national council agreed to the 6 billion Swiss franc rescue package from
the government. After the council of states agreed to this rescue package too, the government
transferred the 6 billion to UBS (Schoch, 2009:75).
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19 December 2008 SNB took over illiquid assets of around 16.4 billion dollar from UBS and
transferred them to a single-purpose company (Schoch, 2009:75).



25 January 2009 The controversy concerning UBS and its bonus system started. UBS paid out
bonuses to the employees, despite the fact that the bank had to be bailed out from the Swiss
government and the SNB (Schoch, 2009:74).



10 February 2009 On a media conference UBS reported a loss of 19.7 billion Swiss francs.
Costumer had reduced their assets at UBS of around 226 billion Swiss francs (Schoch,
2009:74).



24 February 2009 The first time in history the share price of UBS fell below 10 Swiss francs per
share.In February 2007 the share price of UBS was around 72 Swiss francs per share
(Schoch, 2009:73).



4 March 2009 Peter Kurer, former Chairman of UBS, and Marcel Rohner, former CEO of UBS,
both resigned from their duties. Former federal council Kaspar Villiger became the new Chairman of UBS and Oswald Grüber took the place as the new CEO. Oswald Grübel had already
retired and was the former CEO of Credit Suisse. Due to his knowledge and experience in
Banking and Finance, he had been reactivated to bring UBS back to the road of success
(Schoch, 2009:73).



4 April 2009 SNB confirmed and completed the takeover of illiquid assets of a total of 38.7 billion dollars from UBS (Schoch, 2009:73).



15 April 2009 UBS reports on the general assembly for the first quarter of 2009 a total loss of 2
billion dollar.2500 people lose their jobs in Switzerland and 8700 job cuts are realized worldwide (Schoch, 2009:73).



9 Februray 2010 UBS reported a total loss of 2.74 billion Swiss francs for the year 2009. Customers had deducted 144 billion Swiss francs from UBS Accounts (SRF, 2012).



15 September 2011 A UBS trader in the investment banking division in London produced a 2
billion loss. He had betrayed the risk controllers and was holding several speculative positions
in tracker funds unsecured. In order to cover his activities he had used secret accounts. Later
he was convicted for an imprisonment of 7 years, because he had executed his trades and activities in an intention to defraud (Handelszeitung, 2012).



23 September 2011 Oswald Grübel resigned as CEO and is replaced by Sergio Ermotti, who is
still in charge as CEO of UBS today (SRF, 2012).

25

UBS and the Financial Crisis

3.7 Bailout
3.7.1

Bailout process

The bailout process between UBS, the Swiss government and the Swiss national bank (SNB) was
a historical event in the Swiss financial history. Therefore it is important to have a closer look at the
whole process. According to Hässig (2009:188) SNB had already published some warnings about
market risks in the UBS exposure towards subprime mortgage markets in 2006. SNB also warned
about the systemical risk of a bank failure of one of the big banks such as UBS and Credit Suisse.
Because of its size and importance, it is very important that the banks measure their risks right, as
a failure could have bad consequences for the Swiss banking sector and the financial stability of
Switzerland as country (Hässig, 2009:188). With the bankruptcy of Lehman Brothers in September
2008 the situation got worse and the risk premium for banks went extremely up (Hässig,
2009:190). In the case of a failure SNB had already prepared a rescue plan for both UBS and
Credit Suisse. As Hässig (2009:191) noted such a financial involvement was always attached to
certain conditions. For example the condition of the systemic relevance of the financial institution
for the financial sector of Switzerland. Another condition was that the credit is only given in exchange of certain securities. The third condition was that the financial institution should stay solvent. The first two conditions were no problem for UBS, but the third condition provided difficulties
as there was no certainty about the solvency risk for UBS (Hässig, 2009:191). As Kondova (2012)
emphasized solvency risk can be defined when the “value of liabilities exceeds the value of assets”.
On 16 October 2008 the federal council and SNB presented the rescue plan in accordance with
UBS. Illiquid assets of UBS of a maximum value of 60 billion dollar were transferred to a singlepurpose company which was managed by SNB. SNB provided a maximum of 54 billion dollar, the
rest 6 billion dollar had to be financed by UBS itself (Waber and Gygi, 2008).
In order to support UBS the Swiss government issued a convertible bond of a total value of 6 billion
dollars. The convertible bond consisted of the right to convert the bond into UBS shares at the latest in 30 months. UBS paid 12.5% interest rates for the convertible bond to the Swiss government.
This financial help came with the condition that UBS would have to revise its bonus and wages
system and the risk management system (Waber and Gygi, 2008). In addition to that the Swiss
government reacted with another measure such as increasing the deposit protection for savers
from 30’000 to 100’000 Swiss francs (Waber and Gygi, 2008).

26

UBS and the Financial Crisis

Figure 10: Government Bailout Plan for UBS (Swissinfo, 2008).

3.7.2

Bailout turns out to be profitable

Luckily the UBS involvement from the Swiss government and SNB turned out to be profitable.
However at the time of the involvement it was not sure how risky the exposure was. In August
2009 the Swiss government converted its convertible bonds into UBS shares and sold them at
price of 16.5 Swiss francs per share and received a profit of 5.5 billion Swiss francs. The value of
the whole package was 332 million UBS shares. Together with the payment for the lost coupons of
the convertible bonds, the Swiss government received 1.8 billion Swiss francs from UBS. That
made a total profit of 7.2 billion Swiss francs. Together with the originally investment of 6 billion
Swiss franc the Swiss government made a net profit of 1.2 billion Swiss francs (Metzler, 2009b). As
Metzler (2009b) noted the investment gave a return of 30 percent. For SNB though it was a highly
profitable as the control of the single-purpose company resulted in a profit of 6 billion dollar as of
today. But as Grundlehner (2013) noted the profits out of this involvement do not compensate the
fact that the losses from mismanagement were socialized, but the profits of the years before were
raked in by the companies. It was not clear at the beginning that the Swiss government and SNB
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would turn out of this involvement with a profit. Grundlehner (2013) also emphasizes that the selfregulation and the efficiency of the markets are undermined on the long-run.
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3.8 Financial regulations
3.8.1

Finma

The global financial crisis had an impact on the financial regulations of all financial institutions
around the globe. The federal assembly in Switzerland decided to introduce a new regulating authority called FINMA. In German words it would be pronounced as “Eidgenössische Finanzmarkauftsichtsbehörde” (FINMA, 2013). On 1 January 2009 FINMA started to get active and
played its role as financial regulator. FINMA is derived from the merge of three authorities - the
Federal Office of Private Insurance, the Swiss Federal Banking Commission and the Anti-Money
Laundering Control Authority. FINMA is fully financed by the fees of supervision, which are paid by
the monitored financial institutions. Finma had a start in a difficult market environment, but finally
Switzerland had its own integrated financial authority (FINMA, 2013).

3.8.2

Basel Comittee

On an international scale Basel III was set up by the Basel Committee of the Bank for International
Settlements (BIS) in Basel, Switzerland. The goal of the reform was to improve the capability of financial institutions to absorb financial shocks and to strengthen capital and liquidity rules. (BIS,
2011a:1). One of the main points of Basel III is to distinguish between Tier1 and Tier 2 capital. Tier
1 is defined as going-concern capital or core capital, whereas Tier 2 is defined as gone-concern
capital (BIS, 2011:12). The requirements say that “Tier 1 Capital has to be at least 6.0% of riskweighted assets at all times” and total capital including Tier 1 plus Tier 2 capital have to be at least
8.0% of risk-weighted assets at all times (BIS, 2011a:12). Common Tier 1 consists of the following
details in the balance sheet such as common shares issued by the bank, stock surplus (share
premium), retained earnings, accumulated comprehensive income, other disclosed reserves and
common shares issued by consolidated subsidiaries of the bank (BIS, 2011a:13). The graph below
should give an overview of the three pillars of Basel III.
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Figure 11: Basel III Pillar (Managementcanvas, 2012).

Figure 12: Bank for International Settlement building in Basel (BIS, 2013).

3.8.3

Globally systemically importance

The Basel Committee has released several measures to improve the quality and quantitiy of capital
in the banking system. One important fact is that the capital adequacy measures will be applied for
all financial institutions. That is to ensure that each banks holds a certain capital buffer in relation to
its exposure (BIS, 2011b:1). The Basel Committee acknowledges that some banks are not allowed
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to fail due to their size, global scope and interconnectedness (BIS 2011b:1). These Banks are considered as global systemically important banks (G-SIBs). As the business model of G-SIBS is more
related with trading and capital markets activities, the Basel Committee suggests to add some further policy measures in order to avoid spill-over effects and other negative externalities (BIS,
2011b:1). The greater emphasis with Basel III lies on the Tier1 capital as it represents the highest
quality of capital. “Therefore, the Basel Committee considers the use of Common Equity Tier 1 to
be the simplest and most effective way for G-SIBs to meet their additional loss absorbency requirement” (BIS, 2011b:17).The graph below shall give an overview of the UBS Tier 1 capital ratio
from the first quarter of 2010 until the last quarter of 2013.

Figure 13: Development of Tier 1 capital ratio of UBS (Statista, 2013b).d
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3.9 Capitalization
3.9.1

Capitalization with Cocos

In order to meet the new capital requirements of Basel III UBS had to aquire and increase its core
capital. Therefore UBS issued so called contingent convertible bonds (Cocos), which are basically
bonds with the possibility to convert bonds into equity capital or to write the bonds down after a
specific event occurs. The specific event can be described as when a threshold or a trigger is
reached (Admin.ch, 2010). According to Tixier (2013) Cocos have the possibility to absorb losses
and can meet the capital requirements at the same time, as they are accepted as core capital. This
gives an advantage towards the issuer of these hybrid products and gives the financial institution a
better solvency ratio. Another advantage of Cocos is that financial institutions avoid dilution of
shareholders capital due to a capital increase (Tixier, 2013). For the investor though Cocos offer a
higher return than traditional bonds. The higher returns come with the possibility of a potential loss
and can be defined as the risk premium for Cocos. The coupons are often higher and can vary between 7.25% and 8% for a maturity of 10 years (Tixier, 2013).

Figure 14: Coco Bonds (Tixier).

3.9.2

Two billion dollar Cocos issued by UBS

According to NZZ (2012a) UBS issued Coco bonds of a value of two billion dollars with a coupon of
7.625% and a maturity of 10 years in August 2008. The systemically important banks in Switzerland such as UBS and Credit Suisse have to increase the equity capital ratio to a level of 19% for
their risk-weighted financial assets until 2019. The report states that 6% out of the 19% equity capi32

UBS and the Financial Crisis

tal can consists of Cocos. In case of a specific event like the Tier 1 core capital ratio falling below
5%, UBS can convert the Coco bonds into shares (NZZ, 2012a).

Almost 70% of the volume of the issued Cocos went to institutional investors. US Investors caused
a rising demand for the UBS Coco bonds, although UBS did not have the intention to sell those
bonds to US investors. UBS changed this matter by offering Coco bonds to US Investors, enabling
them to hold 58% of the volume of the new issued Coco bonds. Swiss investors hold approximate
20% of the volume (NZZ, 2012a).
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4

Comparative Analysis of the performance

4.1 Return on Equity
The next chapter analyses the performance of UBS before and after the crisis. Therefore it is necessary to have a closer look at the key figures of UBS during that time. The first table focuses on
the return on equity (ROE) and the cost income ratio (CIR). The return on equity can be calculated
as listed below (Bodie et al, 2009:638).

Figure 15: RoE Formula (Bodie et al, 2009:639).

The ROE can be seen as a basic factor to evaluate the growth rate of a company. A high ROE in
the past does not necessarily indicate a high ROE in the future. On the other hand a declining ROE
shows that the new investments of the company resulted in a lower ROE than for the past investments (Bodie et al, 2009:637).

Spreadsheet 2: UBS ROE 2003 – 2012 (UBS Annual Reports 2003 – 2012).

ROE

ROE

31.12.03

31.12.04

31.12.05

31.12.06

31.12.07

31.12.08

31.12.09

31.12.10

18.2%

24.7%

39.4%

28.2%

-10.2%

-57.9%

-7.8%

16.7%

31.12.11

31.12.12

8.5%

5.2%

4.2 ROE analysis in accordance with new UBS Strategy
The ROE before the crisis was at a very high level and reached its peak in 2005. When the crisis
started in 2007 and UBS reported first losses, the ROE showed a negative performance. During
this critical period UBS had several organizational and structural changes, which all have an effect
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on the ROE. The new strategy of UBS, will not necessary focus on the ROE itself, as the new UBS
Strategy focuses more on the stability of the bank. The new strategy contains the closure of the
fixed income business within the investment banking division. The new approach is based on UBS
customers’ need. UBS Investment bank continues with the trading business in a lower volume and
delivers along with the one firm strategy structured derivatives to offer solutions to the costumers
(UBS 2012:24). The following quote from the UBS Annual Report confirms the new strategy executed by the management.

“We are committed to providing clients with superior financial advice and solutions while generating
attractive and sustainable returns for shareholders. Our strategy centers on our Wealth Management and Wealth Management Americas businesses and our leading universal bank in Switzerland, supported by our Global Asset Management business and our Investment Bank. Our strategy
builds on the strengths of all of our businesses. It focuses our efforts on areas in which we excel
and seeks to capitalize on the compelling growth prospects in the businesses and regions in which
we operate.” (UBS, 2012:24).

The European Central Bank (ECB) (2010:21) argues that ROE does not take into account the risk
and liquidity profiles. For example higher risks often come with a leverage, which gives the ROE an
extraordinary boost. Furthermore the ROE does not give an indication of the quality of the assets
or the solvency situation of the company (ECB, 2010:21). In fact the chase for higher ROE did expose banks to unexpected risks and was the base for a short-term approach towards balance
sheet management (ECB; 2010:23).
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4.3 Cost-Income-Ratio of UBS
CIR represents the relation between company’s costs and its income. It gives an overview how efficiently a company is being managed. “The lower it is, the more profitable the bank will be” (MoneyWeek, 2013). If the ratio is higher than the previous period, it indicates that costs are increasing
at a higher rate than the income (MoneyWeek, 2013). According to ECB (2010:10) CIR is calculated as listed below.

Figure 16: CIR Formula (ECB, 2010:10).

Spreadsheet 3: UBS CIR 2003 – 2012 (UBS Annual Reports 2003 – 2012).

CIR

CIR

31.12.03

31.12.04

31.12.05

31.12.06

31.12.07

31.12.08

31.12.09

31.12.10

75.2

72.6

70.1

69.7

110.3

680.4

103.0

76.5

31.12.11

31.12.12

80.5

106.5

4.4 CIR analysis of UBS
Efficiency is a critical factor in the banking sector. Therefore a lot of banks use CIR to undermine
their productivity. The CIR shows how many euros, dollars or Swiss francs have been used within
one accounting period in order to reach a certain profit (Burger et al, 2008:6). In this case UBS had
a good CIR before the crisis. In 2007 the closure of DRCM and the start of the financial crisis
caused higher costs in reorganizing the whole organization. In 2008 the whole bailout process produced higher costs with diminishing returns. In 2009 UBS starts coming back on track with a new
management installed and a slow stabilization of the markets. The CIR stabilized during the years
2010 and 2011. However in 2012 the CIR rose again and was slightly higher, which is due to higher capital requirements and financial regulations.
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4.5 Comparison of balance sheet total between UBS and other banks

Figure 17: Balance sheet total between UBS and other banks (Statista, 2013c).

The next graph focuses on the balance sheet total of UBS in comparison with other banks from the
first half year of 2007 and 2012. Statista made the comparison of the balance sheets from banks
comparable of the size of UBS and used the Euro currency for a better comparing of the results.
These banks are considered as systemically important financial institutions by the financial stability board (FSB, 2011). In this graph UBS had a reduction in its balance sheet compared to other
banks such as Deutsche Bank, which saw an increase in its balance sheet. However the graph indicates the size of UBS compared to other global financial institutions from countries such as Germany, United Kingdom, France or United States of America. These countries are all considered as
bigger economies than Switzerland.
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4.6 Profit / Loss statement of UBS

Figure 18: Profit / Loss Statement of UBS (Statista, 2013d).

The next graph represents the profit and loss statements of UBS from 2006 until 2012. Before the
financial crisis UBS was able to acquire a profit of approximate 11 billion Swiss francs. When the
financial crisis started in 2007, UBS had to deal with its first loss of approximate 5 billion Swiss
francs since the merger in 1998. In 2008 when the markets where shaken by the collapse of Lehman Brothers, UBS reported a loss of about 21 billion Swiss francs. After the bailout process
where SNB and the Swiss government were involved, UBS was able to reduce its involvement in
the US subprime mortgage markets. The measures taken were successful and in 2009 UBS reported a loss of 2.7 billion Swiss francs. In 2010 reported UBS reported its first profit of approximate 7 billion dollar since the start of the financial crisis. Nevertheless in 2011 UBS had to deal
with a 2 billion write-down due to a rogue trader in the investment banking division in London. UBS
was still able to report a profit of 4 billion Swiss francs. In 2012 UBS reported a loss again, which
are basically due to the implementation of new strategies, more stringent financial regulations and
core capital requirements (UBS, 2012:4). The following extract from the UBS Annual Report confirms the reason for the loss in 2012.
“In 2012, we made substantial progress towards achieving our strategic objectives and recorded a
resilient underlying performance. However, our overall results for the year were affected by the
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costs involved in shaping the business for future success and in connection with litigation and
regulatory matters to address issues from the past, including the settlements reached in relation to
LIBOR. Consequently, we reported a pretax loss of CHF 1,774 million and a net loss attributable to
UBS shareholders of CHF 2,511 million” (UBS, 2012:4).
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4.7 UBS Balance sheet compared to other banks in Switzerland

Figure 19: UBS Balance sheet compared to other Swiss banks (Statista, 2013e).

UBS is one of the biggest wealth management companies in the world and in Switzerland. This
graph represents the situation in 2008, where UBS and Credit Suisse are the biggest banks in
Switzerland. At this time UBS had a balance sheet total of approximate 2000 billion Swiss francs.
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4.8 Assets managed by Swiss banks

Figure 20: Assets managed by Swiss banks (Statista, 2013f).

This graph illustrates the market position UBS holds in asset management compared to other
Swiss banks. The currency used in this graph is the Euro. Back in 2010 UBS managed over 1630
billion Euros compared to other banks such as Credit Suisse, Pictet and Julius Bär. The strength of
UBS was always the asset and wealth management and the bank still holds an advantage over
Credit Suisse in this business field.
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4.9 UBS Investment Bank Market Position
According to Finews (2013) UBS investment bank follows a strategy with a reduced investment
banking division. But in the field of the merger and acquisition business UBS would still like to follow a growth strategy. As Dealogic (2013a) noted UBS is ranked as number 10 in the global merger and acquisition (M&A) market, but still away from the top of other investment banks such as
Goldman Sachs, J.P. Morgan or Morgan Stanley. The competitor Credit Suisse is still in front of
UBS in this particular field and ranks number 7 with a market share of 9.6%. Even in the smaller
Swiss M&A markets UBS only holds the third position after Credit Suisse and Bank of America
(Finews, 2013). Nevertheless a major deal like the initial public offering (IPO) of the Royal Mail, the
UK postal service, was acquired by UBS this year as one of the leading banks for the process
(Hutton, 2013).

Figure 21: Global M&A Rankings (Dealogic, 2013a).

Dealogic released also a global Investment Banking revenue ranking, where UBS holds position
number 10. The revenue ranking includes revenues from several investment banking activities
such as Debt capital markets, Equity capital markets, M&A and syndicated loans (Dealogic,
2013b).
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Figure 22: Global Investment Banking Revenues (Dealogic, 2013b).

4.10 UBS Market position in Wealth Management
Within the context of global wealth management Broom (2013) reports that UBS has overtaken
Bank of America as the biggest wealth managers in the world. In 2012 UBS had an increase in its
managed assets of 9.7% to a total of 1.7 trillion dollar. UBS benefited from its investments in
emerging markets and was able to attract new clients. Wells Fargo & Co. (WFC) is considered as
number three and Morgan Stanley as number four. The top 20 wealth managing companies are
perceived as outpacers, because many clients choose to have a relationship with one single
wealth manager rather than do banking with several players (Broom, 2013).

Scorpiopartnership released a global private banking benchmark in July 2013, where UBS is reported as the top global player of the wealth management industry. Together the top 20 of the
wealth managers were able to increase their assets under management (AUM) of 10.9%. As reported the top 20 wealth managers manage 76% of the total industry assets, which is a proof of the
domination of these players. This dominance also represents the demand for a single wealth management proposition and that clients search for wealth management companies, which are capable
of offering a wide product range, service capabilities and offer an international experience. The report also argues that wealth management companies must extend their business towards emerging markets and that they must adapt their services to local needs (Scorpio Partnership, 2013).

43

UBS and the Financial Crisis

Spreadsheet 4: Top 20 Global wealth managers (Scorpio Partnerships, 2013).

Ranking

Institution

AUM (USD) bn

Growth 2012

Currency

1

UBS

1,705

9.7%

CHF

2

Bank of America

1,673.5

5.9%

USD

3

Wells Fargo

1,400

7.7%

USD

4

Morgan Stanley

1,308

7.3%

USD

5

Credit Suisse

854.6

6.9%

CHF

6

Royal Bank of Canada

628.5

9.6%

CAD

7

HSBC

398.0

5.6%

USD

8

Deutsche Bank

387.3

11.1%

EUR

9

BNP Paribas

346.9

9.7%

EUR

10

Pictet

322.2

22.9%

CHF

11

JP Morgan

318.0

9.3%

USD

12

Citi Private Bank

250.0

20.2%

USD

13

Goldman Sachs

240.0

5.7%

USD

14

ABN Amro

212.7

12.0%

EUR

15

Barclays

201.4

10.3%

GBP

16

Julius Bär

200.8

12.3%

CHF

17

Northern Trust

197.7

13.8%

USD

18

BNY Mellon

179.0

6.6%

USD

19

Lombard Odier

175.5

16.0%

CHF

20

Santander

172.7

66.2%

USD
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5

Conclusion

5.1 UBS after the financial crisis
After being hit by the financial crisis UBS is back on track for sustainable growth. UBS returns as
the number one wealth management firm with invested assets of around 2230 million Swiss francs
(UBS, 2013a).UBS has therefore expanded its business abroad and is on the spot in all major financial centers around the world and maintains offices in 50 countries. More important UBS is
gaining its reputation back as a safe and trustworthy financial institution, which puts customer
needs in front. Furthermore the company is trying to go back to its Swiss roots and supporting typical Swiss events such as the “Eidgenössisches Schwingfest” (Spaeth, 2011). The new marketing
campaign under the tagline “We will not rest” wants to bring the new UBS to the world. The goal of
the campaign is to reposition UBS and to remind people that UBS has changed (UBS, 2010). UBS
wants to be recognized as a strong brand. The three keys in the UBS symbol stand for trust, security and discretion, which are derived from the SBC symbol created in 1937 (Leitz, 2012:19).

“The "we will not rest" tagline introduced as part of the new UBS brand campaign is meant to encapsulate the unwavering commitment to clients shared by everyone at the firm. The attendant advertising features notable people who have achieved great things with the support of their teams.
The campaign was introduced on August 22, 2010 in Switzerland, and shortly thereafter throughout the rest of the world” (UBS, 2010).

Another marketing campaign is the new UBS campaign in Switzerland especially for the retail
products UBS Generation and UBS Campus to attract young people and students as new customers with free services such as free saving accounts, free debit and credit cards. It basically implies that only the best products can become classics such as Nivea Creme, the Adidas brand or
the famous Swiss ice cream “Rakete”. UBS claims that UBS Campus and UBS Generations are
classics too since 1994 (UBS, 2013b). This campaign shows that UBS follows the intention to
strengthen its position in the retail banking market in Switzerland.

Brophy (2008) remarked a quotation from Warren Buffet: “It takes 20 years to build a reputation
and five minutes to ruin it”. It is therefore clear that an effective communication strategy can help
support the company’s reputation. This measure will help during good times and will also help
when things are not going well (Brophy, 2008). The main mistakes before the financial crisis were
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the underestimation of risk from the management following a risky growth strategy in investment
banking, with a result of a one-sided exposure in subprime mortgages. The securitization process
made it difficult to proper rate those ABS and CDOs. The fact that the CDOs were divided into different part did not help, because when the markets collapsed all underlying assets like real estates
experienced a price drop. UBS was confronted with illiquid markets and not being able to trade or
sell their securitized ABS. DRCM, the UBS internal hedge fund, caused several problems like nontransparency, huge leverage positions with incalculable risks and a conflict of interests between
DRCM, UBS investment bank and UBS costumers. DRCM was once introduced with the goal to
help UBS to become investment bank number one on a global scale. The delicate thing was that
UBS had produced the losses in the US markets, but when UBS struggled to refinance itself the
bank had to ask SNB and the Swiss government for external help. No direct intervention could
have been expected by the Federal Reserve from the United States.

Paul Krugman suggested splitting up banks into different sections. One section represented by the
commercial banks and another section for the investment banks. This though was also discussed
in Switzerland in the case of UBS, but was not applied later. UBS follows the one firm strategy
which basically means that all customers receive access to all products and services without any
borders between the departments. The new strategy does follow a reduced investment banking
model, where the investment bank plays more the role of a servicer for the other departments such
as wealth management or global asset management (Krugman, 2009:157).

The financial crisis gave the central banks, the governments and the regulators a more important
role than before. Finma was merged out of three authorities – the Federal Office of Private Insurance, the Swiss Federal Banking Commission and the Anti-Money Laundering Control Authority.
According to the UBS first quarterly report 2013 UBS is on the way to implement all Basel III regulations, which apply by 1 January 2013 (UBS, 2013c:9).

Hässig (2009:202) compared the financial involvement from SNB and the Swiss government to the
railway project of the new Gotthard tunnel, which connects the North with the South of Switzerland.
The project with the 57 kilometres tunnel will cost around 24 billion Swiss francs, when it will be finally finished. The financing of this project caused a lot of political debates, where the people of
Switzerland had to vote for the approval of the project. The UBS involvement, although it was financially on a same level as the railway project, was introduced without any parliament or any direct democracy instrument (Hässig 2009, P. 202).
46

UBS and the Financial Crisis

5.2 Future Challenges
UBS had to deal with other problems in the past like untaxed managed assets from clients outside
the Swiss territory. Bradley Birkenfeld, a former UBS employee, informed the US tax authority Internal Revenue Service (IRS) about the UBS offshore business with American clients. The consequence was that UBS had to pay a penance around 780 million dollars and send over 4000 customer names to the US authorities (NZZ, 2012). UBS was also one of the banks involved in the
manipulation of the London Interbank Offered Rate (LIBOR) and had to pay a penance to the British and US authorities of around 1.5 billion dollars (NZZ, 2013). Several law cases are still outstanding and will still produce costs to the bank.

As Hässig (2013) reported UBS will have to deal with higher costs in the future. The task of the
management will be to reduce those costs in order to remain profitable. Other challenges will be to
maintain the relationship towards clients.

UBS reported a profit before tax of for the second quarter of 2013 of 1,022 million Swiss francs and
especially the Wealth management reported the highest earnings since four years (UBS, 2013d:1).
It shows that the focussing on its core competence in Wealth Management has had a favourable
effect on the profitability of the bank.

The macroeconomic environment will stay difficult for all banks. Economic problems could not be
resolved with a looser monetary policy and in the United States it could be the end of quantitative
easing. Clients could lose confidence in the banking sector due to European sovereign debt issues
or US fiscal problems (UBS, 2013d:5).

UBS is confident that the bank has positioned itself as strong global player and that the wealth
management will continue to attract new net money, which reflects the trust of existing clients.
Furthermore UBS is hopeful that the bank will continue its growth for a long-term success and deliver sustainable returns to the shareholders (UBS, 2013d:5).
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Appendix
Interview mit Herrn Tom Berger, Vizedirektor und Teamleiter KMU UBS, vom 19.04.2013

TomBerger
Vizedirektor, Teamleiter KMU
UBS AG
Rheinstrasse 12
4410 Liestal

Wie haben Sie als Angestellter der UBS die Finanzkrise im Jahre 2008 erlebt? Insbesondere
als Sie vom Bund gerettet werden musste?
Relativ nahe. Ich war damals Stabschef der Region Nordschweiz. Es war eine sehr intensive Zeit.
Wir hatten viel Besuch vom Senior Management. Diese haben auch viel mit den Angestellten geredet. Die Leute am Schalter haben die Kundenreaktionen abbekommen. Diese waren relativ heftig. Angestellte wurden persönlich angegriffen. Es war für die Angestellten in der Schweiz nicht einfach, da die UBS hierzulande keine Fehler gemacht hat. Der Interbankenmarkt funktionierte damals wegen eines Vertrauensproblems nicht und die Schweizerische Nationalbank musste für Liquidität sorgen.

Wie reagierten Ihre Kunden damals auf die Ereignisse?
Die Kunden haben damals sehr viel Geld abgezogen aus Angst. Das waren zum Teil Verlagerungen oder auch Kontosaldierungen. Im Retailgeschäft geht das meistens schneller als mit Firmen
und Institutionellen Kunden.

Das Privatkundengeschäft (Wealth Management) ist volatiler. Steht am Sonntag etwas in der
Presse, reagieren die Kunden spätestens am Dienstag. Es gab auch Reaktionen auf emotionaler
Ebene. Leute wurden privat angegriffen. Aussagen wie „Wir zahlen ihren Lohn mit meinen Steuern“ kamen vor. Die Medien brauchen allgemein eine Schlagzeile unabhängig vom Wahrheitsgehalt. Dies wurde weidlich ausgenützt.
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Hat sich dieser Zustand heutzutage normalisiert?
Einerseits hat der Regulator reagiert, zum Teil wahrscheinlich sogar überreagiert. Es kommen jede
Woche 32 neue Finma-Regularien. Die Compliance-Abteilungen müssen diese Regularien integrieren. Die Compliance Anforderungen sind höher geworden. Heutzutage muss die UBS alles belegen können. Die Nachvollziehbarkeit für Dritte mit physischer / elektronischer Evidenz muss gegeben sein.

Es mussten Stellen abgebaut werden. Die Bank ist ein Dienstleister und der grösste Kostenblock
in einer Bank ist der Personalaufwand. Ich selber musste Leute entlassen, die nichts dafür konnten. Bei der Bank erhalten sie relativ grosszügig bei einer Kündigung nach einigen Dienstjahren
noch ein paar Monate ausbezahlt.

Welchen Einfluss hat die höhere Regulation?
Die massgeblichen Faktoren sind Basel III und der Swiss Finish. Die Risikoeinschätzung ist strikter. Wenn ich einen höheren Kredit gewähre, muss er heute mit höheren Eigenmitteln unterliegt
sein. Das heisst ich habe am Ende am Markt einen höheren Preis für mein Produkt. Die Kantonalbanken kümmern sich weniger um diese Regulatoren und erlauben sich tiefere Preise anzubieten.

Wie sieht es mit der Marktposition der UBS aus?
UBS ist die grösste Retailbank in der Schweiz. Für die kommerziellen Geschäfte ist die UBS die
grösste Bank in der Schweiz. Man hat sicher Marktanteile während der Finanzkrise verloren. Vor
allem an die Kantonalbanken und die Raiffeisengruppe wurden Markanteile abgegeben.

Wie wird das One-Firm-Modell innerhalb der UBS gelebt?
In der Filiale Liestal finden Sie heute alle Segmente unter einem Dach. Der KMU-Bereich, das
Wealth Management und Privatkunden/Retailgeschäft werden von hier aus betrieben. Wir, die solche Unternehmen beraten, haben die Ambition die Geschäfte zu verstehen. Wir wollen auch unsere Unternehmenskunden verstehen, wie sie ihr Geschäft betreiben. Wir können somit ganzheitliche
Lösungen anbieten. Die UBS ist neben der Credit Suisse die einzige Bank, die das wirklich kann.
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Die Kantonalbanken können ein Geschäft schon beraten, sie haben aber nicht alle Produkte in der
Hand. Beispielsweise bei einem Exporteur / Importeur, wenn dieser ein Akkreditiv braucht, können
die das nicht anbieten. Oder bei einer Pensionskasse: Wir haben die Ressourcen solche institutionellen Kunden zu beraten. Auch im internationalen Zahlungsverkehr ist die UBS sehr stark, den
können wir sehr gut abwickeln. Als Transaktionsbank ist die UBS schon stark aufgestellt.

Gibt es eine Strategieänderung seither?
Man besinnt sich auf das Schweizer Geschäft zurück. Das Schweizer Geschäft ist ein Hauptertragstreiber und extrem stabil. Die UBS ist bodenständiger geworden. Der Strategiewechsel. beinhaltet die Reduzierung des Investmentbanking. Das klassische Investmentbanking konzentriert
sich im Bereich M&A. Man nimmt die Funktion als Dienstleister vom Wealth Management mehr
wahr, es gibt kein Fixed Income Geschäft mehr. Der Eigenhandel wird stark reduziert.

Können Sie mir etwas zu John Costas sagen?
Er war Chef der Investmenbank und hat sich quasi vergoldet. Er war bei der damaligen Warburg
und später beim Hedgefond Dillon Read Management tätig. Die Jungs im Eigenhandel haben damals das gleiche gemacht wie Dillon Read mit den Subprime Mortgages. Somit hatte man die Risiken zweimal in den Büchern. Die Risikokontrolle hat dort versagt. Im Unterschied dazu hat Kweku
Adoboli im Jahr 2011 die Kontrollsysteme willentlich umgangen. Das war aber eine andere Geschichte. Er war ein Betrüger innerhalb der Bank.

Vielen Dank für das Gespräch Herr Berger.
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