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Introduction

 How do banks manage their capital position and their
balance sheet when securitising?

— To what extent the definition of capital ratios matters?
— Is the funding liquidity position of originator banks relevant?

— How much the effects differ across products subject to distinct
regulatory regimes?

* Focus of this paper: Securitisation Issuances Sponsored
by European Banks from 1999 to 2010

* Interesting stylised fact: the change - at the time of the
crisis - in the “purpose” of securitisation
1. from a credit risk transfer technique
2. to an operation to create eligible collateral assets
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Stylised Facts
Securitisation Issuances in Europe

Volumes of Issuances

Figure 1: European Securitisation Issuances 2002 — 2010 in € bn. Source: AFME (2011)



Stylised Facts
ABS Retention for Euro Area Banks

Figure 2: Asset-Backed Security Issuance by Euro Area Banks. Source: ECB(2010)



Stylised Facts
Use of Collateral for ECB Market Operations

Figure 3: Use of Collateral by Asset Type 2004 — 2012 € bn. Source: Coeuré B. (2012)



Stylised Facts
Use of ABS as Collateral in the Eurosystem

Figure 4: Use of ABS as Collateral for ECB Refinancing Operations. Source: Bouveret A. (2011)



The Regulatory Framework in Europe

* Collateral Framework (Eurosystem)

— ABSs accepted as eligible collateral for market operations:
 If rated at least as A (but preferably as AAA due to haircuts)
* If denominated in Euro

e If issued in the European Economic Area by an EEA issuer

* Prudential Requirements (Securitisation Framework)
— Basel I: No differences in risk weights across securitisation products

— Basel II: Risk weights for on-balance securitisation positions
mainly determined on the basis of the rating-based approach.



Empirical Analysis
* Questions: How do originator banks change their capital
position when securitising?
1. For different measures of solvency ratios (risk-weighted/leverage)?

Differences across time periods (before/after the crisis)?

Heterogeneities across banks in terms of funding liquidity?

B

Differences across products, subject to distinct regulatory regimes
(collateral/prudential)?



Related Literature
Securitisation, Credit Risk Transfer and Retention

» Explicit Support: credit or liquidity enhancement on
contractual basis

— Skin in the game mechanism (Gorton and Pennacchi, 1995;
Albertazzi, Eramo, Gambacorta and Salleo, 2011; Demiroglu
and James, 2012)

— Assignment of high credit rating (Erel, Nadaul and Stulz,
2011; Adelino, 2009)

— Securitisation as a funding device (Uhde and Michalak,
2010; Michalak and Uhde, 2012)

— Regulatory arbitrage (Acharya, Schnabl and Suarez, 2013;
Demyanyk and Loutskina, 2013)

o Implicit Recourse: post-sale support without
previous contractual commitment
— Reputational reasons (Higgins and Mason, 2004)




Conceptual Framework
A Stylised Representation of Securitisation
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Conceptual Framework
Securitisation, Credit Risk and Bank Capital Ratios

> Intuition:

e Securitisation may have different effects on capital position depending
on whether banks transfer or retain credit risk

> Focus on the risk-based capital ratio:

When securitising, the originator bank can decide to:

* Transfer completely the credit risk
CAP_RATIO i

e Retain part of the credit risk
— by providing explicit support (ex ante tranche retention)

¢ If RVV'A‘SECURITI SATION: RVV'A‘ASSETS
CAP_RATIO B

* If RVAGECc rTsamion< RWALssTs
cAP RATIO 1t

— by providing implicit recourse (post-sale support)
« CAP_RATIO l (larger magnitude in case of |0sses) .



RISK TRANSFER RISK RETENTION

Conceptual Framework
Securitisation, Credit Risk and Bank Capital Ratios
» The Expected Variations in Risk-based Capital and Leverage Ratios

Risk-based capital ratio

Risk-based capital ratio

I}

If bank keeps cash, invests in less
risky assets or repays debt

I}

If 1Q‘/V‘A‘SECURITISATION<I{VV‘A‘ASSETS

Or if bank increases capital

If bank invests in equally risky
assets

If RWAggcurimsation=RWA sssprs

And if bank keeps
constant

capital

(—

If bank invests cash in more risky
assets

If RWAggcurmmisation™RWA sssETs

Or if bank provides
support

implicit

Leverage ratio

Leverage ratio

If bank doesn’t consolidate the
SPV or derecognises the assets

If bank increases capital

| =

If bank uses cash to repay debt

If bank keeps capital constant

—

If bank keeps cash or invests in
new assets

If bank
support

provides  implicit
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Data Description

e Combine tranche-level data on securitisation issuances with
bank balance sheet info for the corresponding originator banks

e Capital 1Q: data on issuances of structured products
(ABSs, CDOs, CLOs) sponsored by European banks.

— Quarterly data on 17,114 securitisation tranches from Q1 1999 to
Q4 2010

— In 2011 a retention rule has been introduced in the EU legislation
for securitisation sponsors and originators.

— For each tranche, information about: outstanding amounts, issuer
and sponsor, offering date and maturity date, type of collateral.

— Historical information on the S&P credit ratings for each product.

* Quarterly data on bank balance variables from Capital IQ



Empirical Analysis

* Structure of the analysis:

1. Analyse changes in bank capital ratios after securitisation
1. For all issuances
2. For all issuances, with heterogeneity across banks

(funding liquidity)

2. Examine variations in bank capital ratios for distinct types
of securitisation, subject to different regulatory regimes

1. For distinct classes of products (asset/rating)
2. For distinct classes of products, with heterogeneity across

banks (funding liquidity)



Securitisation and Bank Capital
Empirical Setting

> Baseline Specification: Investigate the changes in bank capital
ratios after securitisation

* Dependent Variables. CapRatio = Total Capital/Risk Weighted A ssets
LevRatioCE = Total Common Equity/Total Assets

o SECUR= Outstanding Amount of Securitisation Issuances/Total Assets

» Exploit Bank-level Heterogeneity: Add an interaction term for
bank funding liquidity position
Vit = a; + 6y + 1 SECUR;t_1 + B, SECUR;;_1 * FUNDING;;_4
+y BANKCONTROLS;;_; + u,

e Funding Liquidity: Ratio Liquid Assets/Deposits & Short-Term Borrowing



Table 1
Securitisation, Risk-based Capital and Leverage Ratios

A

Very different variations for distinct | | During the crisis:

definitions of bank solvency: 1) Very large Increase in CapRatio

1) (Larger) Increase in CapRatio 2) No significant change in the Leverage ratios

2) (Smaller) Increase in LevRatioCAP

3) Decrease in LevRatioCE In this table: LevRatioCAP = Total Capital/Total Assets
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Table 2
Securitisation, Risk-based Capital and Leverage Ratios
Interaction with Funding Liquidity

Less-liquid banks obtained: During the crisis less-liquid banks observed:
- larger increases in CapRatio - larger improvements in CapRatio
- but also wider decreases in LevRatioCE - but no significant differences in LevRatioCE

Bank Funding Liquidity Matters for Regulatory Arbitrage Incentives? | s




Heterogeneity across Products
Different Classes of Securitisation and Financial Regulation

» Distinguish classes of securitisation, subject to distinct regulatory regimes.

> Baseline Specification: Estimate the variations in bank capital ratios
following the issuances of different products

Yie = aj + 0y + 1 SECUR X;4_1 + BoSECUR Yy + -+ BRSECUR _Z;1_4
+ Yy CONTROLS;t_,, + u;jt

> Interaction with Liquidity: Estimate the variation for specific category of
products and add an interaction term for bank funding liquidity.

Vie = &; + 6p + By SECUR X;_1 + By SECUR X;;_, * FUNDING;;_4
+ ¥ BANKCONTROLS;;_1 + u;,

How the funding liquidity position of a bank may affect the capital
management following the issuance of a certain type of securitisation?
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Heterogeneity across Products
Securitisation Issuances Classified by Asset Types

* The type of underlying asset relevant to determine:

— Collateral Eligibility

« Simple ABSs accepted as collateral, while complex products like CDOs
and CBOs not eligible

— Prudential Requirements

* The advantages of securitisation may depend on the wedge between the
risk weights for the assets and for the securitisation position.

» General Specification:
vit= a; +6; + 1 CBO;t_1 + f,CDO;;_1 + 3CLO;;_1 + LoCommLoans;;_, +
PsHomeEquity;;_1 + BgPersLoans;;_1 + f7ResidMort;;_1 + fgCreditCard;;_1 +
Yy BANKCONTROLS;;_1 + uj;

» Specification with Liquidity Interaction for Each Asset Type:
Vie= a; + 8y + By SECUR_ASSET TYPE;;_, + y SECUR_ASSET TYPE;;_4
« FUNDING;;_, + y BANKCONTROLS;;_1 + u;



Table 3

Securitisation Issuances Backed by Different Asset Types

The Economic Effect of 1-Standard-Deviation I ncrease in the Securitisation Ratio

CDOs

[Not -

Elig.]

ABSs
[Elig.]

Regr. Coeff. in parentheses.
% p<0.01, ** p<0.05, * p<0.1

Precrisis: larger increases in CapRatio
for the issuances backed by riskier assets

Crisis: larger increases in CapRatio
for the issuances of eligible ABSs




Table 4
Securitisation Issuances Backed by Different Asset Types
Interaction with Funding Liquidity

The Economic Effect of 1-Standard-Deviation I ncrease in the Securitisation Ratio

CDOs
[Not -
Elig.]

ABSs
[Elig.]

, Precrisis: funding liquidity not Crisis: especially for the issuance of
Regr. Coeff. in parentheses. : o T
relevant for capital management of | | eligible ABS, less-liquid banks
% p<0.01, ** p<0.05, * p<0.1 " . . .
securitiser banks obtained larger increases in solvency




Heterogeneity across Products
Securitisation Issuances Classified by Credit Ratings

* Credit Ratings important to determine:

— Collateral Eligibility

* Only products with at least single A rating eligible as collateral, while
others with lower rating not pledgeable

— Prudential Requirements

» Basel II: credit ratings determine risk weights for securitisation positions.
Higher rating == Lower risk weight

» General Specification:
Yie= @ + 0p + f1AAA—1 + [ AA_Ajr—1 + f3BBBjt—1 + f4BB_Bjr_1 +
BSCCCit—l + ﬁ6CC—Cit—1 + ﬁ7Dit—1 + ) 4 BANKCONTROLSlt_l + Uit
» Specification with Liquidity Interaction for Each Rating Bucket:

Vie = a; + 8; + By SECUR_RATING;;_1 + B, SECUR_RATING;,_,
« FUNDING;;_, +y BANKCONTROLS;;_; + u;;



Table 5

Securitisation Issuances with Different Credit Ratings

The Economic Effect of 1-Standard-Deviation I ncrease in the Securitisation Ratio

Eligible

) [ W

Not
Eligible

Regr. Coeff. in parentheses.
% p<0.01, ** p<0.05, * p<0.1

Precrisis: large increase in CapRatio
and relevant decrease in LevRatioCE
for issuances of AAA

Crisis: large increase in CapRatio
and also decrease in LevRatioCE
for issuances of AA & A (eligible)




Table 6

Securitisation Issuances with Different Credit Ratings
Interaction with Funding Liquidity
The Economic Effect of 1-Standard-Deviation I ncrease in the Securitisation Ratio

Regr. Coeff. in parentheses.
% p<0.01, ** p<0.05, * p<0.1

|

Precrisis: funding liquidity not
relevant for capital management
of securitiser banks

Crisis: When securitising some of the
eligible products, less-liquid banks
got better (or less worse) prudential
solvency ratios




1.

Summary of the Results

For all the issuances of securitisation:

Securitiser banks increased their risk-based capital ratios, while not
changing their (common equity) leverage ratios or even reducing them.

Banks with ex-ante weaker liquidity positions obtained larger increases
in risk-based capital ratios (also wider decreases in leverage ratios).

This effect for less-liquid banks was more relevant during the crisis.

For distinct categories of structured products:

Quantify the larger increases in risk-based capital ratios, observed over
crisis for products eligible as collateral and subject to low risk weights

— Asset type: ABS backed by residential mortgages & home equity loans
— Credit ratings: High-rating ABS, especially AA and A tranches

This effect was actually larger for less-liquid banks



Main Take-Aways of the Work

* Analyse the changes in the capital position of European
securitiser banks before and during the crisis.

1. The definition of prudential capital ratios may change
significantly the sign and the size of the variation in
bank solvency after securitisation

2. The funding liquidity position plays a key role in the
capital management by originator banks, potentially by
reinforcing the incentives for regulatory arbitrage.

3. Compare the regulatory arbitrage advantages that
banks could obtain from the issuance of securitisation
products of different types, including the ones eligible
as collateral for liquidity operations.



Policy Implications

> Reforms of prudential regulation

* Leverage ratio

— It is complementary to the risk-weighted capital ratio, as it reveals
some additional info not observable from risk-based ratios.

e Solvency and liquidity requirements

— Banks interested in improving their liquidity positions may have
stronger incentives for capital regulatory arbitrage

» Monetary policy collateral framework for ABSs

- The eligibility of ABSs as collateral for central bank liquidity
operations may have prudential implications because of the
incentives regarding securitisation and capital management



APPENDIX



Credit Ratings and Risk Weights for Securitisation

Figure 6: The regulatory treatment of securitisation positions in the
the Ratings-Based Approach (Basel II). Source: Basel Committee (2006)



