Securitisation

Margaret Griffin, Banking System Department

This article explains how securitisation works and describes the benefits and risks banks can face as a result of the
involvement in securitisation. It also describes the supervisory requirements applying to securitisation activities
carried out by New Zealand banks.

| Introduction Il The securitisation process

Securitisation is a process whereby a pool of similar loah§€re is no standard method of securitisation and new
(eg, residential mortgages) or other financial assets is pat§&hniques are being developed all the time. However,
aged and sold in the form of marketable securities. THROSt securitisations involve the following steps:

has the effect of transforming long-term illiquid assets .
into tradeable liquid assets. () Selection of a pool of loans

Typically much of a bank’s business relates to the pothe first stage of the process ig the selecti_on of a homo_-
rowing and lending of money. Banks take deposits, af§nN€ous pool of loans, eg, credit card receivables or resi-
lend the proceeds to customers at a higher interest r&t@ntial mortgages. Itis essential that the pool contains a
thereby making a profit. In most cases the bulk of a bank&/ge number of loans and that the loans are as similar to
borrowing will be in the form of short-term deposits, whil€ach other as poss[ble. This allows statlstlc_al pred_lctlons
its loans will be for relatively long terms, eg, residentigtoout future behaviour to be made. In particular, it ena-

mortgages which have a nominal term of, say, 20 yeaPé?S reasonably accurate predictions of default rates to be
Interest rates on some products will be floating, ie, abfd@de. This allows the securities to be structured in a way
to be adjusted at any time. On other products the raféich largely insulates investors from credit risk.

will only be able to be adjusted after a specified period. o ,
Banks can securitise their own loans, or they may

Banks face a number of risks from this type of businesi€curitise loans purchased from a third party, in which
These include credit risk (the risk that borrowers will ndt@se the third party would be the originator rather than
repay the money they have borrowed), interest rate ridle bank.
(the risk that the relationship between the interest rate on _ _
lending and borrowing will shift because asset and liabb) Sale to a special purpose vehicle
ity repricing dates differ) and funding risk (the risk that _ _ _ _
deposits cannot be replaced as they mature or are W[ﬁlﬁ,]_e pool of_Ioans is sold to a special purpose vehicle which
drawn, leaving the bank with insufficient funds to financt usually either a trust or a company.
long-term loans).

(c) Issuing of securities

Banks, particularly those in the United States, are increas- _ o .

ingly reducing their involvement in traditional “on bal-The special purpose vehicle issues securities to fund the
ance sheet” borrowing and lending in favour oPurchase of the loans from the bank. The securities are
securitisation. This allows them to reduce the risks whigiructured so that interest and principal payments are sup-
arise from traditional bank borrowing and lending activiPorted by cashflows from the underlying pool of loans.

ties and enables them to concentrate on activities sucH¥vever, typically the interest rate on the securities will
loan origination. be linked to wholesale interest rates rather than to the in-

terest rate on the underlying assets. Where wholesale in-
In New Zealand. a number of securitisations involvinterest rates are lower than retail rates, funding costs can
banks have taken place, although in most cases the logeduced.
were not bank loans but were purchased from a third party. o )
However, if overseas trends are followed we can expd€) Provision of credit enhancement

securitisation to become increasingly important in the o _
future. To make the securities issued by the special purpose ve-

hicle attractive to investors and to enable funding to be
obtained at favourable interest rates, it is necessary to
ensure that there is little risk of investors losing money.
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Usually this is achieved by provision of one or more credifl] Benefits of securitisation
enhancements. A credit enhancementis simply an arrange-
ment which provides protection against credit risk (ie, tt@ e . .
. : ecuritisation can bring a number of benefits to banks
risk that borrowers will not repay the funds borrowed): . . I o : : :
. : hich use it, which is why it is becoming an increasingly

Normally credit enhancements will cover losses up to a . : o

. ) . I5:)opular technigue. Potential benefits include the follow-
level which is several times the level recorded histori-
cally, so that the likelihood of any loss for investors is
very low. Commonly used credit enhancements include

. Access to a wider investor base and cheaper
the following:

sources of funding- Securities issued by a special

purpose vehicle will normally have a good credit rat-
ing. Consequently the cost of obtaining funding can
be lower than it would be if the bank raised funds
directly by taking deposits. Also, the securities are
likely to be attractive to investors who would not wish

to invest in bank deposits.

e third party insurance;

. over-collateralisation - this occurs when the face
value of the loans held by the special purpose vehi-
cle exceeds the value of the securities it has issued;

issuing subordinated securities. Holders of the sub-
ordinated securities take most or all of the credit risk
on the loans because they receive payment only af-

Freeing up of capital and improvement in return
on capital - Securitisation removes assets from the
originating bank’s balance sheet so it frees up capi-

ter other security holders have been paid;
a guarantee from a third party;

the bank being obliged to take back non-performing
loans;

tal for other uses. It should also improve the return
on capital as the bank will continue to earn fee in-
come on the securitised assets.

Assistance in management of asset/liability mis-
matches- With traditional on-balance sheet borrow-

ing and lending, the maturity of assets tends to be
much longer than that of liabilities. With
securitisation the maturity of the securities issued
should be the same as that of the underlying assets
thus eliminating maturity mismatches.

e a one-off gift to the special purpose vehicle to pro-
vide a buffer against which losses can be written off.

(e) Liquidity support

Some form of liquidity support (eg, an overdraft facility)
is usually arranged so that security holders receive inter-
est payments on time even if some borrowers are a little
late in making payments.

Reduction of credit risk, interest rate and liquid-

ity risk - Where a securitisation is structured appro-
priately the originating bank can transfer credit, in-
terest rate and liquidity risks to third parties.

(f) Protection against basisrisk - Generation of fee income By securitising its as-
sets but retaining responsibility for servicing them, a
bank can earn fee income. This can provide an in-
come stream which is unaffected by shifts in interest
rates.

Unlessreturns for investors are linked to the rate of in-
terest on the underlying assets, there is a risk that the rela-
tionship between the rate paid on the underlying assets
and that paid on the securities will differ over time. Nor-

mally a swap will be arranged to protect against this risk. Economies of scale A bank which does not have

the capacity to increase its loan book may neverthe-
less be able to take advantage of economies of scale
in its loan origination and servicing operations if it
can increase throughput by securitising assets, but
continue to service them in return for fee income.

(g) Servicing of loans

Someone will be appointed to service the loans in return
for a fee. This involves administration of the loans in-

cluding the collection of interest and principal payments
from the borrowers and the instigation of action to real-
ise security where necessary. In most cases the bank WIT\c;h Disadvantages and risks
originated the loans will carry out the servicing role. This

means that the customer’s relationship with the originat-

ing bank remains undisturbed and customers will be unagcuritisation can give rise to disadvantages and risks as
ware that their loans have been securitised. well as benefits. Risks and disadvantages arising from

securitisation schemes include the following:
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Retention of credit risk - Third party creditenhance- -  Complexity - Securitisation schemes can be ex-
ments can be expensive. Thus banks will often pro- tremely complex. This can make it difficult for banks
vide credit enhancements themselves. In some cases to ensure that all risks arising from securitisation are
this may leave the bank with as much creditrisk asit recognised and appropriately managed.

would have had if it had retained the loans itself.

This is because only a certain proportion of borrow-

ers can be expected to default on their loans. If say, Supervisory requirements

3 percent of borrowers normally default and the origi-

nating bank guarantees losses up to say 10 percgqk Reserve Bank is responsible for the prudential super-
of the portfolio, the bank’s credit risk has not beejsjon of registered banks. The system of supervision
reduced. Itwill be obliged to make good all expectegijopted by the Bank aims to encourage banks to monitor
Iosses_. Only if losses rise well abovg historical leyyng manage their own risks appropriately. In the Bank’s
els, will the bank be better off than it would havgey this is likely to be more effective than more tradi-
been if it had retained the loans itself. tional methods of supervision which rely primarily on

detailed requirements and guidelines applying to all banks
Where banks do retain the credit risk on securitisqggarmess of their individual circumstances.

loans it is important that this risk is monitored and

managed appropriately. In line with this philosophy, supervisory requirements
o _ relating to securitisation have two main strands:

Provision of services on other than arm’s length

terms - Banks which have securitised loans oftea  gjisclosure of information about securitisation activi

provide various administration and banking services  tjes:

to the special purpose vehicle which holds the loans.

Where such services are provided on more favour- - ensuring that credit risk arising from securitisation
able terms and conditions than those which would  activities is taken into account in the measurement

apply to an unrelated party, the bank may be effec- of panks'’ capital adequacy ratios.
tively absorbing credit losses on the loans without
explicitly recognising that this is what is happening.

o N Capital adequacy framework
Implicit risk - If a securitised pool of loans does not

behave as expected and losses rise to a level wher Reserve Bank’s capital adequacy framework, which
security holders could lose money, the bank may f&glphased on the internationally agreed Basle Capital Ac-
morally obliged to bail out the special purpose vehkqrq, requires registered banks to maintain a minimum
cle or to make good investors’ losses even thoughyiitio of capital to risk weighted credit exposures. The
is not legally obliged to do so. This can occur bgramework requires banks to take into account off-bal-
cause the bank wants to protect its good name agge sheet credit exposures (eg, guarantees and commit-
its relationships with customers. ments) as well as credit risk arising from loans and other
on balance sheet exposures. The framework requires a

Reduction in asset quality- There is a risk that banks pank to hold capital against the assets of associated
will securitise all of their best assets, thereby lowekegcritisation activities if:

ing the overall quality of assets on the balance sheet,

since the better quality assets are more likely to ke  there is insufficient separation between the bank and
suitable for securitisation. its securitisation activities. Where separation is in-
o _ sufficient there is a much greater likelihood that the

set up and operate, particularly where the volume of - |osses suffered by security holders, even although it
assets to be securitised is not large. In practice this s not legally obliged to do so;

can make securitisation uneconomic.
» the bank has provided some form of credit enhance-

for managing the loans and dealing with arrears must  the pank’s credit risk remains much the same as it
be agreed in advance. This limits the bank’s flex- \yas prior to the sale of the loans;

ibility in managing customer relationships and car-

rying out administrative procedures. « there is a mismatch between the maturity of the
securitised assets and the securities issued. Where

Reserve Bank Bulletin, Vol 60 No. 1, 1997



this occurs there is a risk that the bank will need ®ecuritisation has the potential to reduce banks’ credit,
take the loans back on to its books once the securiterest rate and liquidity risk and increase the return on
ties have matured. In other words, there is a risk thedpital. It also creates an attractive low-risk investment
the loans have not been permanently removed framnoduct which is likely to appeal to a wide range of in-
the bank’s balance sheet. vestors. However, securitisation also involves risks, some
of which are explicit and some implicit. Thus the Re-
serve Bank has introduced supervisory requirements

Disclosure aimed at encouraging banks to recognise those risks and
to manage them appropriately.
Banks are required to disclose the following information H

about their securitisation activities:

» the nature and amount of the bank’s involvement in
the origination of securitised assets, and in the mar-
keting or servicing of securitisation schemes;

* information about arrangements made to ensure that
difficulties arising from securitisation activities
would not impact adversely on the bank or other com-
panies in the banking group;

* astatement as to whether financial services provided
to special purpose vehicles are being provided on
arm’s length terms and conditions and at fair value;

e astatement as to whether any assets purchased from
special purpose vehicles have been purchased on
arm’s length terms and conditions and at fair value;

» information about any funding provided to special
purpose vehicles.

These requirements should ensure that information about
the risks which may arise from banks’ involvement in
securitisation is made available to customers and poten-
tial customers.

VI Conclusion

If overseas trends are followed in New Zealand, itis likely
that securitisation will become increasingly popular in the
future. However, securitisation schemes are very costly
to set up and currently interest margins in New Zealand
are narrower than in some other countries. This probably
accounts for the relatively small number of securitisations
so far.
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