
C01 12/14/2012 23:53:36 Page 3

CHAPTER 1
Introduction to Securitization
and Asset-Backed Securities

P erhaps the best illustration of the flexibility, innovation, and user-
friendliness of the debt capital markets is the rise in the use and

importance of securitization. As defined in Sundaresan (1997, page 359),
securitization is “a framework inwhich some illiquid assets of a corporation or
a financial institution are transformed into a package of securities backed
by these assets, through careful packaging, credit enhancements, liquidity
enhancements, and structuring.”

The flexibility of securitization is a key advantage for both issuers and
investors. Financial engineering techniques employed by investment banks
today enable bonds to be created from any type of cash flow. The most typical
such flows are those generated by high-volume loans such as residential mort-
gages and car and credit card loans, which are recorded as assets on bank or
financial house balance sheets. In a securitization, the loan assets are packaged
together, and their interest payments are used to service the new bond issue.

In addition to the more traditional cash flows from mortgages and loan
assets, investment banks underwrite bonds secured with flows received by
leisure and recreational facilities, such as health clubs, and other entities, such
as nursing homes. Bonds securitizing mortgages are usually treated as a
separate class, termedmortgage-backed securities, orMBSs. Those with other
underlying assets are known as asset-backed securities, or ABSs. The type of
asset class backing a securitized bond issue determines the method used to
analyze and value it.

The asset-backed market represents a large and diverse group of securi-
ties suited to a varied group of investors. Often these instruments are the only
way for institutional investors to pick up yield while retaining assets with high
credit ratings. They are considered by issuers because they represent a cost-
effective means of removing assets from their balance sheets, thus freeing up
lines of credit and enabling them to access lower-cost funding.
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Instruments are available backed by a variety of assets covering the entire
yield curve, with either fixed or floating coupons. In the United Kingdom, for
example, it is common for mortgage-backed bonds to have floating coupons,
mirroring the interest basis of the country’s mortgages. To suit investor
requirements, however, some of these structures have been modified, through
swap arrangements, to pay fixed coupons.

Themarket in structured finance securities was hit hard in the wake of the
2007–2008 financial crisis. Investors shunned asset-backed securities in a
mass flight to quality. As the global economy recovered from recession,
interest in securitization resumed. We examine the fallout in the market later
in this chapter. First we discuss the principal concepts that drive the desire to
undertake securitization.

TH E CONCEPT OF S ECUR I T I Z AT I ON

Securitization is a well-established practice in the global debt capital markets.
It refers to the sale of assets, which generate cash flows, from the institution
that owns them, to another company that has been specifically set up for the
purpose, and the issuing of notes by this second company. These notes are
backed by the cash flows from the original assets. The technique was
introduced first as a means of funding for mortgage banks in the United
States, with the first such transaction generally recognized as having been
undertaken by Salomon Brothers in 1979. Subsequently, the technique was
applied to other assets such as credit card payments and leasing receivables,
and has been employed worldwide. It has also been employed as part of asset-
liability management, as a means of managing balance sheet risk.

Reasons f o r Under t ak i n g Secur i t i z a t i o n

The driving force behind securitization has been the need for banks to realize
value from the assets on their balance sheet. Typically these assets are
residential mortgages, corporate loans, and retail loans such as credit card
debt. The following are factors that might lead a financial institution to
securitize a part of its balance sheet:

& If revenues received from assets remain roughly unchanged but the size of
assets has decreased, this will lead to an increase in the return on equity
ratio.

& The level of capital required to support the balance sheet will be reduced,
which again can lead to cost savings or allow the institution to allocate
the capital to other, perhaps more profitable, business.
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& The financial institution can obtain cheaper funding: Frequently the
interest payable on ABS securities is considerably below the level payable
on the underlying loans. This creates a cash surplus for the originating
entity.

In other words, a bank will securitize part of its balance sheet for one or
all of the following reasons:

& Funding the assets it owns
& Balance sheet capital management
& Risk management and credit risk transfer.

We consider each of these in turn.

Funding Banks can use securitization to (1) support rapid asset growth, (2)
diversify their funding mix and reduce cost of funding, and (3) reduce
maturity mismatches. All banks will not wish to be reliant on only a single
or a few sources of funding, as this can be risky in times of market
liquidity difficulty. Banks aim to optimize their funding between a mix
of retail, interbank, and wholesale sources. Securitization has a key role to
play in this mix. It also enables a bank to reduce its funding costs. This
is because the securitization process separates the credit rating of the
originating institution from the credit rating of the issued notes. Typically
most of the notes issued by special purpose vehicles (SPVs) will be more
highly rated than the bonds issued directly by the originating bank
itself. Although the liquidity of the secondary market in ABSs is frequently
lower than that of the corporate bond market, and this adds to the yield
payable by an ABS, it is frequently the case that the cost to the originating
institution of issuing debt is still lower in the ABS market because of the
latter’s higher rating. Finally, there is the issue of maturity mismatches. The
business of bank asset-liability management (ALM) is inherently one of
maturity mismatch, because a bank often funds long-term assets, such as
residential mortgages, with short-asset liabilities, such as bank account
deposits or interbank funding. This funding “gap” can be mitigated via
securitization, as the originating bank receives funding from the sale of the
assets, and the economic maturity of the issued notes frequently matches
that of the assets.

Balance Sheet Capital Management Banks use securitization to improve
balance sheet capital management. This provides (1) regulatory capital relief,
in some cases (depending on the form of the transaction), (2) “economic”
capital relief, and (3) diversified sources of funding. As stipulated in the Bank
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for International Settlements (BIS) capital rules,1 also known as the Basel
rules, banksmust maintain aminimum capital level for their assets, in relation
to the risk of these assets. Under Basel I, for every $100 of risk-weighted assets
a bank must hold at least $8 of capital; however, the designation of each
asset’s risk-weighting is restrictive. For example, with the exception of
mortgages, customer loans are 100 percent risk weighted regardless of the
underlying rating of the borrower or the quality of the security held. The
anomalies that this raises, which need not concern us here, were partly
addressed by the Basel II rules, which became effective from 2007. However,
the Basel rules that have been in place since 1988 (and effective from 1992)
were a key driver of securitization. Because an SPV is not a bank, it is not
subject to Basel rules, and needs only such capital as is economically required
by the nature of the assets it contains. This is not a set amount, but is
significantly below the 8 percent level required by banks in all cases. Although
an originating bank does not obtain 100 percent regulatory capital relief
when it sells assets off its balance sheet to an SPV where it will have retained a
first-loss piece out of the issued notes, its regulatory capital charge may be
significantly reduced after the securitization.2

To the extent that securitization provides regulatory capital relief, it can
be thought of as an alternative to capital raising, compared with the
traditional sources of Tier 1 (equity), preferred shares, and perpetual loan
notes with step-up coupon features. By reducing the amount of capital that
has to be used to support the asset pool, a bank can also improve its return-
on-equity (ROE) value. This will be received favorably by shareholders.

Risk Management Once assets have been securitized, the credit risk exposure
on these assets for the originating bank is reduced considerably and, if the
bank does not retain a first-loss capital piece (the most junior of the issued
notes), it is removed entirely. This is because assets have been sold to the SPV.
Securitization can also be used to remove nonperforming assets from banks’
balance sheets. This has the dual advantage of removing credit risk and
removing a potentially negative sentiment from the balance sheet, as well as
freeing up regulatory capital as before. Further, there is a potential upside
from securitizing such assets: If any of them start performing again, or there is
a recovery value obtained from defaulted assets, the originator will receive
any surplus profit made by the SPV.

1For further information on this, see Choudhry (2007).
2The “first loss” piece refers to the most junior tranche on the liabilities sides of the
securitization (the issued notes), and is the tranche that is exposed to the first of any
default losses suffered by the underlying asset pool. In other words, it carries the most
performance risk for the investor.
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Po t en t i a l B enefi t s o f S ecur i t i z a t i o n t o I n v es t ors

In theory there are a number of benefits available to investors from investing
in ABS notes, centered mainly on the alternative sectors that they allow
investors to diversify into. The potential attractions include:

& Ability to diversify into sectors of exposure that might not be available in
the regular bond markets (for example, residential mortgages or project
finance loans).

& Access to different (and sometimes superior) risk-reward profiles.
& Access to sectors that are otherwise not open to them.

A key benefit of ABS notes is the ability to tailor risk-return profiles. For
example, if there is a lack of assets of any specific credit rating, these can be
created via securitization. Securitized notes sometimes produce a better risk-
reward performance than corporate bonds of the same rating and maturity.
Although this might seem peculiar (why should one AA-rated bond perform
better in terms of credit performance than another just because it is asset
backed?), this occurs because the originator holds the first-loss piece in the
structure.

A holding in an ABS also diversifies investor risk exposure. For example,
rather than invest $100 million in an AA-rated corporate bond and be
exposed to event risk associated with the issuer, investors can gain exposure
to, for instance, 100 pooled assets. These pooled assets will, in theory, have
lower concentration risk, although the experience of 2007–2008 showed
that this theoretical diversification of concentration did not always occur
in practice.

TH E PROCESS OF S ECUR I T I Z AT I ON

We look now at the process of securitization, the nature of the SPV structure,
and issues such as credit enhancements and the cash flow waterfall.

Secur i t i z a t i o n Process

The securitization process involves a number of participants. First there is the
originator, the firm whose assets are being securitized. The most common
process involves an issuer acquiring the assets from the originator. The issuer
is usually a company that has been specially set up for the purpose of
the securitization, which is the SPV and is usually domiciled offshore. The
creation of an SPV ensures that the underlying asset pool is held separate from
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the other assets of the originator. This is done so that in the event that the
originator is declared bankrupt or insolvent, the assets that have been
transferred to the SPV will not be affected. This is known as being “bank-
ruptcy remote.” Conversely, if the underlying assets begin to deteriorate in
quality and are subject to a ratings downgrade, investors have no recourse to
the originator.

By holding the assets within an SPV framework, defined in formal legal
terms, the financial status and credit rating of the originator becomes almost
irrelevant to the bondholders. The process of securitization often involves
credit enhancements, in which a third-party guarantee of credit quality is
obtained, so that notes issued under the securitization are often rated at
investment grade and up to AAA-grade.

The process of structuring a securitization deal ensures that the liability
side of the SPV—the issued notes—carries lower cost than the asset side of the
SPV. This enables the originator to secure lower-cost funding that it would
not otherwise be able to obtain in the unsecured market. This is a tremendous
benefit for institutions with lower credit ratings

Exhibit 1.1 illustrates the process of securitization in simple fashion.

Mechanics of Securitization Securitization involves a true sale of the under-
lying assets from the balance sheet of the originator. This is why a separate
legal entity, the SPV, is created to act as the issuer of the notes. The assets
being securitized are sold onto the balance sheet of the SPV. The process
involves:

& Undertaking due diligence on the quality and future prospects of the
assets.

& Setting up the SPV and then effecting the transfer of assets to it.
& Underwriting of loans for credit quality and servicing.
& Determining the structure of the notes, including how many tranches are

to be issued, in accordance to originator and investor requirements.
& The notes being rated by one or more credit rating agencies.
& The placing of notes in the capital markets.

The sale of assets to the SPV needs to be undertaken so that it is
recognized as a true legal transfer. The originator will usually hire external
legal counsel to advise it in such matters. The credit rating process will
consider the character and quality of the assets, and also whether any
enhancements have been made to the assets that will raise their credit quality.
This can include overcollateralization, which is when the principal value of
notes issued is lower than the principal value of assets, and a liquidity facility
is provided by a bank.

8 INTRODUCTION TO SECURITIZATION
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A key consideration for the originator is the choice of the underwriting
bank that structures the deal and places the notes. The originator will award
the mandate for its deal to an investment bank on the basis of fee levels,
marketing ability, and track record with assets being securitized.

Securitization Note Tranching As illustrated in Exhibit 1.1, in a securitization
the issued notes are structured to reflect specified risk areas of the asset pool,
and thus are rated differently. The senior tranche is usually rated AAA. The
lower-rated notes usually have an element of overcollateralization and are
thus capable of absorbing losses. The most junior note is the lowest rated or
nonrated. It is often referred to as the first-loss piece, because it is impacted by
losses in the underlying asset pool first. The first-loss piece is sometimes called
the equity piece or equity note (even though it is a bond) and is usually held by
the originator.

EXHIBIT 1.1 The securitization process

Class A notes (AAA)

Originator

SPV
(Issuer)

Asset pool

(Mortgages, loans, etc.)

Credit

enhancement

Investors
Note structuring

Class B notes (A)

Class C notes (BBB)

True sale Proceeds from sale of assets

Issue securities Proceeds from sale of notes

Credit

tranching

Class D notes

(Equity or excess spread)
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Financial Modeling The originator will construct a cash flow model to
estimate the size of the issued notes. The model will consider historical sales
values, any seasonal factors in sales, credit card cash flows, and so on. Certain
assumptions will be made when constructing the model, for example growth
projections, inflation levels, tax levels, and so on. The model will consider a
number of different scenarios, and also calculate the minimum asset coverage
levels required to service the issued debt. A key indicator in the model will be
the debt service coverage ratio (DSCR). The more conservative the DSCR, the
more comfort there will be for investors in the notes. For a residential
mortgage deal, this ratio might be approximately 2.5 to 3.0; however, for
an exotic asset class like an airline ticket receivables deal, the DSCRwould be
unlikely to be lower than 4.0. The model will therefore calculate the amount
of notes that can be issued against the assets while maintaining the minimum
DSCR.

Credit Rating It is common for securitization deals to be rated by one ormore
of the formal credit ratings agencies such as Moody’s, Fitch, or Standard &
Poor’s. A formal credit rating will make it easier for the originator to place the
notes with investors. The methodology employed by the ratings agencies
takes into account both qualitative and quantitative factors, and will differ
according to the asset class being securitized. The main issues in a typical ABS
deal include:

& Corporate credit quality: These are risks associated with the originator,
and are factors that affect its ability to continue operations, meet its
financial obligations, and provide a stable foundation for generating
future receivables. This might be analyzed according to (1) the issuer’s
historical financial performance, including its liquidity and debt struc-
ture; (2) its status within its domicile country, for example whether it is
state-owned; (3) the general economic conditions for industry and for
airlines; and (4) the historical record and current state of the airline—for
instance its safety record and age of its airplanes.

& The competition and industry trends: the issuer’s market share, the
competition on its network.

& Regulatory issues, such as need for the issuer to comply with forthcoming
legislation that would impact its cash flows.

& Legal structure of the SPV and transfer of assets.
& Cash flow analysis.

Based on the findings of the ratings agency, the arranger may redesign
some aspect of the deal structure so that the issued notes are rated at the
required level.

10 INTRODUCTION TO SECURITIZATION
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Above is a summary of the key issues involved in the process of
securitization. Depending on investor sentiment, market conditions, and
legal issues, the process from inception to closure of the deal may take
anything from three to 12 months or more. After the notes have been issued,
the arranging bank will no longer have anything to do with the issue;
however, the bonds themselves require a number of agency services for their
remaining life until they mature or are paid off. These agency services include
paying agent, cash manager, and custodian.

SPV S tr uc t ures

There are essentially two main securitization structures: amortizing (pass-
through)andrevolving.Athird type, themaster trust, isusedby frequent issuers.

Amortizing Structures Amortizing structures pay principal and interest to
investors on a coupon-by-coupon basis throughout the life of the security, as
illustrated in Exhibit 1.1. They are priced and traded based on expected
maturity andweighted-average life (WAL), which is the time-weighted period
during which principal is outstanding. A WAL approach incorporates
various prepayment assumptions, and any change in this prepayment speed
will increase or decrease the rate at which principal is repaid to investors.
Pass-through structures are commonly used in residential and commercial
mortgage-backed deals (RMBS and CMBS) and consumer loan ABS.

Revolving Structures Revolving structures revolve the principal of the assets;
that is, during the revolving period, principal collections are used to purchase
new receivables that fulfill the necessary criteria. The structure is used for
short-dated assets with a relatively high prepayment speed, such as credit card
debt and auto loans. During the amortization period, principal payments are
paid to investors in a series of equal installments (controlled amortization) or
principal is “trapped” in a separate account until the expected maturity date
and then paid in a single lump sum to investors (soft bullet).

Master Trust Frequent issuers under U.S. and UK law use master trust
structures, which allow multiple securitizations to be issued from the same
SPV. Under such schemes, the originator transfers assets to the master trust
SPV. Notes are then issued out of the asset pool based on investor demand.
Master trusts have been used by MBS and credit card ABS originators.

Cred i t E n hancemen t

Credit enhancement refers to the group of measures that can be instituted as
part of the securitization process for ABS and MBS issues so that the credit

Introduction to Securitization and Asset-Backed Securities 11
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rating of the issued notes meets investor requirements. The lower the quality
of the assets being securitized, the greater the need for credit enhancement.
This is often by one of the following methods:

Overcollateralization: Where the nominal value of the assets in the pool
is in excess of the nominal value of issued securities.

Pool insurance: An insurance policy provided by an insurance company
to cover the risk of principal loss in the collateral pool. The claims-
paying rating of the insurance company is important in determining
the overall rating of the issue.

Senior/junior note classes: Credit enhancement is provided by subordi-
nating a class of notes (class B notes) to the senior class notes (class A
notes). The class B notes’ right to their proportional share of
cash flows is subordinated to the rights of the senior noteholders.
Class B notes do not receive payments of principal until certain rating
agency requirements have been met; specifically, satisfactory per-
formance of the collateral pool over a predetermined period, or
in many cases until all of the senior note classes have been redeemed
in full.

Margin step-up: A number of ABS issues incorporate a step-up feature in
the coupon structure, which typically coincides with a call date.
Although the issuer is usually under no obligation to redeem the
notes at this point, the step-up feature was introduced as an added
incentive for investors and serves to imply from the outset that the
economic cost of paying a higher coupon is unacceptable, and so the
issuer will seek to refinance by exercising its call option.

Excess spread: This is the difference between the return on the underlying
assets and the interest rate payable on the issued notes (liabilities).
The monthly excess spread is used to cover expenses and any losses.
If any surplus is left over, it is held in a reserve account to cover
against future losses or (if not required for that) as a benefit to the
originator. In the meantime, the reserve account is a credit enhance-
ment for investors.

All securitization structures incorporate a cash waterfall process,
whereby the cash that is generated by the asset pool is paid in order of
payment priority. Only when senior obligations have been met can more
junior obligations be paid. An independent third-party agent is usually
employed to run tests on the vehicle to confirm that there is sufficient
cash available to pay all obligations. If a test is failed, then the vehicle
will start to pay off the notes, starting from the senior notes. The waterfall
process is illustrated in Exhibit 1.2.

12 INTRODUCTION TO SECURITIZATION
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EXHIBIT 1.2 Cash flow waterfall (priority of payments)

Collateral pool
interest proceeds

Trustee and administration fees

Interest on class A senior notes

A coverage
tests

Interest on class B
notes

Principal on class A
notes

Fail

Fail

Pass

Pass

B coverage
tests

Interest on class C
notes

Principal on class A
notes

Principal on B notes (if

A notes fully redeemed)

Equity tranche returns
Principal on class B

notes

Principal on C notes (if

B notes fully redeemed)

Residual on

subordinated notes
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SECUR I T I Z I NG MORTGAGES

A mortgage is a long-term loan taken out to purchase residential or com-
mercial property, which itself serves as security for the loan. The term of the
loan is usually 20 to 25 years, but a shorter period is possible if the borrower,
ormortgagor,wishes one. In exchange for the right to use the property during
the term of the mortgage, the borrower provides the lender, or mortgagee,
with a lien, or claim, against the property and agrees to make regular

EXAMPLE 1.1: IMPACT ON BALANCE SHEET

The exhibit in this example illustrates by a hypothetical example the effect on
the liability side of an originating bank’s balance sheet from a securitization
transaction. Following the process, selected assets have been removed from
the balance sheet, although the originating bank may have retained the first-
loss piece. With regard to the regulatory capital impact, this first-loss amount
is deducted from the bank’s total capital position. For example, assume a
bank has $100 million of risk-weighted assets and a target Basel ratio of
12 percent,3 and securitizes all $100 million of these assets. It retains the first-
loss tranche, which forms 1.5 percent of the total issue. The remaining
98.5 percent will be sold on to the market. The bank will still have to set
aside 1.5 percent of capital as a buffer against future losses, but it has been
able to free itself of the remaining 10.5 percent of capital.

Pre-securitization Post-securitization

Asset: First loss held by bank
as junior loan
Liability: First loss tranche deducted 
from capital ratio

12% total capital ratio

AAA
Balance sheet liabilities

First loss deducted

Total capital Equity

A

Tier 2

Tier 1 First loss

BBB

Regulatory capital impact of securitization

3The minimum is 8 percent, but many banks set aside an amount well in excess of this
minimum required level.

14 INTRODUCTION TO SECURITIZATION

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



C01 12/14/2012 23:53:36 Page 15

payments of both principal and interest. If the borrower defaults on the
interest payments, the lender has the right to take over and sell the property,
recovering the loan from the proceeds of the sale. The lien is removed when
the debt is paid off.

A lending institution may have many hundreds of thousands of individ-
ual residential and commercial mortgages on its books. When these are
pooled together and used as collateral for a bond issue, the result is an MBS.
In the U.S. market, certain mortgage-backed securities were backed, either
implicitly or explicitly, by the government. A government agency, the
Government National Mortgage Association (GNMA, known as Ginnie
Mae), and two government-sponsored agencies, the Federal Home Loan
Mortgage Corporation and the Federal National Mortgage Association
(Freddie Mac and Fannie Mae, respectively), purchased mortgages to pool
and hold in their portfolios and, possibly, securitize. The MBSs created by
these agencies traded essentially as risk-free instruments and were not rated
by the credit agencies. Following the 2007–2008 financial crash, Fannie Mae
and Freddie Mac were taken under explicit government control.

Mortgage-backed bonds not issued by government agencies are rated in
the same way as other corporates. Some nongovernment agencies
obtain mortgage insurance for their issues to boost their credit quality.
The credit rating of the insurer then becomes an important factor in the
bond’s credit rating.

Growth o f t h e Marke t

We list the following features of mortgage-backed bonds:

& Their yields were traditionally higher than those of corporate bonds with
the same credit rating. In the mid-1990s, mortgage-backed bonds traded
around 100 to 200 basis points above Treasury bonds; by comparison,
corporates traded at a spread of around 80 to 150 for bonds of similar
credit quality. This yield gap stems from the mortgage bonds’ complexity
and the uncertainty of mortgage cash flows. At the height of the
structured finance market in 2007, MBS securities rated AAA paid a
comfortable 20 to 30 bps over government security. That this was
underpriced is reflected in spreads post-2008, which remain higher by
some margin over equivalent rated conventional securities.

& They offer investors a wider range of maturities, cash flows, and security
collateral to choose from.

& The market is large and until the 2007 crash was very liquid; agency
mortgage-backed bonds had the same liquidity as Treasury bonds. Post-
2008 the liquidity reduced considerably.

Introduction to Securitization and Asset-Backed Securities 15

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



C01 12/14/2012 23:53:36 Page 16

& Unlike most other bonds, mortgage-backed securities pay monthly cou-
pons, an advantage for investors who require frequent income payments.

EXAMPLE 1.2: SECURITIZATION TRANSACTION

We illustrate the impact of securitizing the balance sheet under original Basel
I regulatory rules using a hypothetical example from ABC Bank PLC.

The bank has amortgage book of £100million, and the regulatory weight
for this asset is 50 percent. The capital requirement is therefore £4 million
(that is, 8 percent � 0.5 percent � £100 million). The capital is composed of
equity, estimated to cost 25 percent, and subordinated debt,which has a cost of
10.2 percent. The cost of straight debt is 10 percent. The ALM desk reviews a
securitizationof10percent of theasset book, or£10million.The loanbookhas
afixeddurationof20years, but its effectiveduration is estimatedat sevenyears,
due to refinancings and early repayment. The net return from the loan book is
10.2 percent.

The ALM desk decides on a securitized structure that is made up of two
classes of security, subordinated notes and senior notes. The subordinated
notes will be granted a single-A rating due to their higher risk, whereas the
senior notes are rated triple-A. Given such ratings the required rate of return
for the subordinated notes is 10.61 percent, and that of the senior notes is
9.80 percent. The senior notes have a lower cost than the current balance
sheet debt, which has a cost of 10 percent. To obtain a single-A rating, the
subordinated notes need to represent at least 10 percent of the securitized
amount. The costs associated with the transaction are the initial cost of issue
and the yearly servicing cost, estimated at 0.20 percent of the securitized
amount (see the accompanying summary information).

ABC Bank PLC mortgage loan book
and securitization proposal

Current funding
Cost of equity 25%
Cost of subordinated debt 10.20%
Cost of debt 10%

Mortgage book
Net yield 10.20%
Duration 7 years
Balance outstanding £100 million

Proposed structure
Securitized amount £10 million
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Senior securities:
Cost 9.80%
Weighting 90%
Maturity 10 years
Subordinated notes:
Cost 10.61%
Weighting 10%
Maturity 10 years
Servicing costs 0.20%

A bank’s cost of funding is the average cost of all the funds it employed.
The funding structure in our example is capital 4 percent, divided into 2
percent equity at 25 percent, 2 percent subordinated debt at 10.20 percent,
and 96 percent debt at 10 percent. The weighted funding cost F therefore is:

Fbalance sheet ¼ ð96%� 10%Þ þ ½ð8%� 50%Þ � ð25%� 50%Þ þ ð10:20%� 50%Þ�
¼ 10:30%

This average rate is consistent with the 25 percent before-tax return on
equity given at the start. If the assets do not generate this return, the received
return will change accordingly, because it is the end result of the bank’s
profitability. As currently the assets generate only 10.20 percent, they are
performing below shareholder expectations. The return actually obtained by
shareholders is such that the average cost of funds is identical to the 10.20
percent return on assets. We may calculate this return to be:

Asset return ¼ 10:20% ¼ ð96%� 10%Þ þ ð8%� 50%Þ
� ðROE� 50%þ 10:20%� 50%Þ

Solving this relationship we obtain a return on equity of 19.80 percent,
which is lower than shareholder expectations. In theory, the bankwould find it
impossible to raise newequity in themarket because its performancewould not
compensate shareholders for the risk they are incurring by holding the bank’s
paper. Therefore, any asset that is originated by the bank would have to be
securitized, which would also be expected to raise the shareholder return.

The ALM desk proceeds with the securitization, issuing £9 million of the
senior securities and £1 million of the subordinated notes. The bonds are
placed by an investment bank with institutional investors. The outstanding
balance of the loan book decreases from £100 million to £90 million. The
weighted assets are therefore £45 million. Therefore, the capital requirement
for the loan book is now £3.6 million, a reduction from the original capital
requirement by £400,000, which can be used for expansion in another area, a
possible route for which is given here.

Introduction to Securitization and Asset-Backed Securities 17
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ABS STRUCTURES : A PR IMER ON PER FORMANCE
METR I CS AND TEST MEASURES

This section is an introduction to the performancemeasures on the underlying
collateral of the ABS and MBS product. These would be of most interest to
potential investors in ABS notes, but would also be noted by (amongst others)
ratings agencies.

Co l l a t e ra l T y pes

ABS performance is largely dependent on consumer credit performance,
so typical ABS structures include trigger mechanisms (to accelerate

Impact of securitization on balance sheet

Outstanding balances Value (£m) Capital required (£m)

Initial loan book 100 4
Securitized amount 10 0.4
Senior securities 9 Sold
Subordinated notes 1 Sold
New loan book 90 3.6

Total assets 90
Total weighted assets 45 3.6

The benefit of the securitization is the reduction in the cost of funding.
The funding cost as a result of securitization is the weighted cost of the
senior notes and the subordinated notes, together with the annual servicing
cost. The cost of the senior securities is 9.80 percent, whereas the subordi-
nated notes have a cost of 10.61 percent (for simplicity here we ignore any
differences in the duration and amortization profiles of the two bonds). This is
calculated as:

ð90%� 9:80%Þ þ ð10%� 10:61%Þ þ 0:20% ¼ 10:08%

This overall cost is lower than the target funding cost obtained from the
balance sheet, which was 10.30 percent. This is the quantified benefit of the
securitization process. Note that the funding cost obtained through securiti-
zation is lower than the yield on the loan book. Therefore, the original loan
can be sold to the structure issuing the securities for a gain.

18 INTRODUCTION TO SECURITIZATION
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amortization) and reserve accounts (to cover interest shortfalls) to safeguard
against poor portfolio performance. Though there is no basic difference in
terms of the essential structure between CDO and ABS/MBS, some differ-
ences arise by the very nature of the collateral and the motives of the issuer.
Interestingly, whereas a CDO portfolio may have 100–200 loans, ABS port-
folios will often have thousands of obligors, in theory providing the necessary
diversity in the pool of consumers.

We discuss briefly some prominent asset classes.

Auto Loans Auto loan pools were some of the earliest to be securitized in the
ABS market and still remain a major segment of the U.S. market. Investors
traditionally have been attracted to the high asset quality involved and the
fact that the vehicle offers an easily sellable, tangible asset in the case of
obligor default. In addition, because a car is seen as an essential purchase and
a short loan exposure (three to five years) provides a disincentive to refinance,
no real prepayment culture exists. Prepayment speed is extremely stable and
losses are relatively low, particularly in the prime sector.

Performance analysis:

& Loss Curves show expected cumulative loss through the life of a pool and
so, when compared to actual losses, give a good measure of performance.
In addition, the resulting loss forecasts can be useful to investors buying
subordinate classes. Generally, prime obligors will have losses more
evenly distributed, while nonprime and subprime lenders will have losses
recognized earlier and so show a steeper curve. In both instances, losses
typically decline in the latter years of the loan.

& The Absolute Prepayment Speed (also abbreviated as APS)4 is a standard
measure for prepayments, comparing actual period prepayments as a
proportion to the whole pool balance. As with all prepayment metrics,
this measure provides an indication of the expected maturity of the issued
ABS and, essentially, the value of the call option on the issued ABS at
any time.

Credit Cards For specialized credit card banks, particularly in the United
States, the ABS market has become the primary vehicle to fund increases in
the volume of unsecured credit loans to consumers. Credit card pools are
different from other types of ABSs in that loans have no predetermined term.
A single obligor’s credit card debt is often no more than six months, so the
structure has to differ from other ABSs in that repayment speed needs to be
controlled either through scheduled amortization or the inclusion of a

4First developed by Credit Suisse First Boston.
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revolving period (where principal collections are used to purchase additional
receivables).

Since 1991, the stand-alone trust has been replaced with a master trust as
the preferred structuring vehicle for credit card ABS. The master trust
structure allows an issuer to sell multiple issues from a single trust and
from a single, albeit changing, pool of receivables. Each series can draw on the
cash flows from the entire pool of securitized assets with income allocated to
each pro rata based on the invested amount in the master trust.

Consider the example structure represented by Exhibit 1.3. An important
feature is excess spread, reflecting the high yield on credit card debt. In
addition, a financial guarantee is included as a form of credit enhancement,
given the low rate of recoveries and the absence of security on the collateral.
Excess spread released from the trust can be shared with other series suffering
interest shortfalls.

EXHIBIT 1.3 Master trust structure

Credit card obligors

Card servicer

SPV

Credit card master trustTrustee

Receivables
purchasing agreement Net series

excess
spread

Servicing agreement

Trustee
services

Financial
guarantee

Financial interest
payments Sharing of

excess
spreadGuarantor

Issuer account

Investors (Series 1)

Investors (Series 2)

Investors (Series n)
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Performance analysis:

& TheDelinquency Ratio is measured as the value of credit card receivables
overdue for more than 90 days as a percentage of total credit card
receivables. The ratio provides an early indication of the quality of the
credit card portfolio.

& The Default Ratio refers to the total amount of credit card receivables
written off during a period as a percentage of the total credit card
receivables at the end of that period. Together, these two ratios provide
an assessment of the credit loss on the pool and are normally tied to
triggers for early amortization and so require reporting through the life of
the transaction.

& The Monthly Payment Rate (MPR)5 reflects the proportion of the
principal and interest on the pool that is repaid in a particular period.
The ratings agencies require every non-amortizing ABS to establish a
minimum as an early-amortization trigger.

Mortgages The MBS sector is notable for the diversity of mortgage pools
that are offered to investors. Portfolios can offer varying duration as well as
both fixed and floating debt. The most common structure for agency MBS is
pass-through, where investors are simply purchasing a share in the cash flow
of the underlying loans. Conversely, nonagencyMBS (including CMBS), have
a senior and a tranched subordinated class with principal losses absorbed in
reverse order.

The other notable difference between RMBS andCMBS is that the CMBS
is a nonrecourse loan to the issuer as it is fully secured by the underlying
property asset. Consequently, the debt service coverage ratio (DSCR)
becomes crucial to evaluating credit risk.

Performance analysis:

& Debt Service Coverage Ratio (DSCR) is given by net operating income/
debt payments, and so indicates a borrower’s ability to repay a loan. A
DSCR of less than 1.0 means that there is insufficient cash flow generated
by the property to cover required debt payments.

& The Weighted Average Coupon (WAC) is the weighted coupon of the
pool, which is obtained by multiplying the mortgage rate on each loan by
its balance. The WAC will therefore change as loans are repaid, but at
any point in time, when compared to the net coupon payable to investors,
it gives us an indication of the pool’s ability to pay.

5This is not a prepayment measure because credit cards are non-amortizing assets.
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& The Weighted Average Maturity (WAM) is the average weighted
(weighted by loan balance) of the remaining terms to maturity (expressed
in months) of the underlying pool of mortgage loans in the MBS. Longer
securities are by nature more volatile, so a WAM calculated on the
stated maturity date avoids the subjective call of whether the MBS will
mature and recognizes the potential liquidity risk for each security in the
portfolio. Conversely, a WAM calculated using the reset date will show
the shortening effect of prepayments on the term of the loan.

The Weighted Average Life (WAL) of the notes at any point in time is

s ¼
X

t � PFðsÞ
where

PFðsÞ ¼ Pool factor at s
t ¼ Actual=365

We illustrate this measure using the example shown in Exhibit 1.4.
It is the time-weighted maturity of the cash flows that allows potential

investors to compare the MBS with other investments with similar maturity.
These tests apply uniquely to MBS because principal is returned through the
life of the investment on such transactions.

Forecasting prepayments is crucial to computing the cash flows of MBS.
Though the underlying payment remains unchanged, prepayments, for a
given price, reduce the yield on theMBS. There are a number of methods used
to estimate prepayment; two commonly used ones are the constant pre-
payment rate (CPR) and the PSA method.

The CPR approach is:

CPR ¼ 1� ð1� SMMÞ12

where Single Monthly Mortality (SMM) is the single-month propor-
tional prepayment.

An SMM of 0.65 percent means that approximately 0.65 percent of the
remaining mortgage balance at the beginning of the month, less the scheduled
principal payment, will prepay that month.

The CPR is based on the characteristics of the pool and the current
expected economic environment, as it measures prepayment during a given
month in relation to the outstanding pool balance.

The Public Securities Association (PSA) has a metric for projecting
prepayment that incorporates the rise in prepayments as a pool seasons. A
pool of mortgages is said to have 100 percent PSA if its CPR starts at 0 and
increases by 0.2 percent each month until it reaches 6 percent in month 30.
It is a constant 6 percent after that. Other prepayment scenarios can be
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specified as multiples of 100 percent PSA. This calculation helps derive an
implied prepayment speed assuming mortgages prepay slower during their
first 30 months of seasoning.

PSA ¼ ½CPR=ð:2ÞðmÞ� � 100
where

m ¼ number of months since origination

Summary o f Per f o rmance Me t r i c s

Exhibit 1.5 lists the various performance measures we have introduced in this
chapter, and the asset classes to which they apply.

SECUR I T I Z AT I ON : F EATURES OF TH E 2007–2008
F I NANC I A L CR I S I S 6

Following rapid growth in volumes during 2002–2006, during 2007 the
securitization market came to a virtual standstill as a direct impact of the
subprime mortgage default and the crash in asset-backed commercial paper
trading. Investors lost confidence in a wide range of parameters. The liquidity
crunch in money markets led to the credit crunch in the economy and
worldwide recession. Globalization and integrated banking combined with
the widespread investment in structured credit products to transmit the effects
of U.S. mortgage defaults worldwide. A result of the now globalized nature of
the financial market was that the securitization market, in the form of asset-
backed securities such as collateralized debt obligations (CDOs), was a major
contributor in transmitting and magnifying the impact of poor-quality loan
origination in the U.S. mortgage market.

In light of the decline in securitization volumes since 2007, we consider
the factors that contributed to the fall in confidence in the market.

6This section was coauthored with Gino Landuyt, YieldCurve.com.

24 INTRODUCTION TO SECURITIZATION

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



C01 12/14/2012 23:53:37 Page 25

EX
HI
BI
T
1.
5

Su
m
m
ar
y
of

A
B
S
an

al
ys
is
an

d
pe
rf
or
m
an

ce
m
et
ri
cs

Pe
rf
or
m
an

ce
M
ea
su
re

C
al
cu
la
ti
on

T
yp

ic
al

A
ss
et

C
la
ss

Pu
bl
ic
Se
cu
ri
ti
es

A
ss
oc
ia
ti
on

(P
SA

)
PS

A
¼

[C
PR

/(
.2
)(
m
on

th
s)
]�1

00
M
or
tg
ag
es
,h

om
e
eq
ui
ty
,s
tu
de
nt

lo
an

s

C
on

st
an

tp
re
pa

ym
en
tr
at
e
(C

PR
)

1
�

(1
�

SM
M
)1
2

M
or
tg
ag
es
,h

om
e
eq
ui
ty
,s
tu
de
nt

lo
an

s
Si
ng

le
m
on

th
ly

m
or
ta
lit
y
(S
M
M
)

Pr
ep
ay
m
en
t/

O
ut
st
an

di
ng

po
ol

ba
la
nc
e

M
or
tg
ag
es
,h

om
e
eq
ui
ty
,s
tu
de
nt

lo
an

s

W
ei
gh

te
d
av
er
ag
e
lif
e
(W

A
L
)

P
ða
=
36

5Þ
�P

Fð
sÞ
w
he
re

PF
ðsÞ

¼
M
or
tg
ag
es

W
ei
gh

te
d
av
er
ag
e
m
at
ur
it
y

(W
A
M
)

W
ei
gh

te
d
m
at
ur
it
y
of

th
e
po

ol
M
or
tg
ag
es

W
ei
gh

te
d
av
er
ag
e
co
up

on
(W

A
C
)

W
ei
gh

te
d
co
up

on
of

th
e
po

ol
M
or
tg
ag
es

D
eb
ts
er
vi
ce

co
ve
ra
ge

ra
ti
o

(D
SC

R
)

N
et

op
er
at
in
g
in
co
m
e
/D

eb
tp

ay
m
en
ts

C
om

m
er
ci
al

m
or
tg
ag
es

M
on

th
ly

pa
ym

en
tr
at
e
(M

PR
)

C
ol
le
ct
io
ns

/O
ut
st
an

di
ng

po
ol

ba
la
nc
e

A
ll
no

n-
am

or
ti
zi
ng

as
se
tc

la
ss
es

D
ef
au

lt
ra
ti
o

D
ef
au

lt
s
/O

ut
st
an

di
ng

po
ol

ba
la
nc
e

C
re
di
tc

ar
d

D
el
in
qu

en
cy

ra
ti
o

D
el
in
qu

en
ts
/O

ut
st
an

di
ng

po
ol

ba
la
nc
e

C
re
di
tc

ar
d

A
bs
ol
ut
e
pr
ep
ay
m
en
ts
pe
ed

(A
PS

)
Pr
ep
ay
m
en
ts
/O

ut
st
an

di
ng

po
ol

ba
la
nc
e

A
ut
o
lo
an

s,
tr
uc
k
lo
an

s

L
os
s
cu
rv
es

Sh
ow

ex
pe
ct
ed

cu
m
ul
at
iv
e
lo
ss

A
ut
o
lo
an

s,
tr
uc
k
lo
an

s

25

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



C01 12/14/2012 23:53:37 Page 26

Impact of the Credit Crunch The flexibility and wide application of the
securitization technique, though advantageous to banks that employed it,
also contributed to its misuse in the markets. By giving banks the ability to
move assets off the balance sheet, ABS became a vehicle by which low-quality
assets such as subprimemortgages could be sold on to investors who had little
appreciation of the credit risk they were taking on.

1. The shadow banking system
In a classic banking regime there is no detachment between the borrower
and the lender. The bank does its own credit analysis, offers the loan to its
client, and monitors the client over the life of the loan. In securitization,
however, the link between the borrower and the bank is disconnected.
The loan is packaged into different pieces and moved onto an unknown
client base. As a consequence, there is less incentive for the arranger to be
risk conscious.

This becomes a potential negative issue when banks set up a parallel
circuit, now termed the “shadow banking” system, where they are not
bound by a regulatory regime that normal banks must adhere to. For
instance, in a vanilla banking regime banks must keep a certain percent-
age of deposits against their loans, but this does not apply if they fund
themselves via the commercial paper market, which is uninsured by a
central bank’s discount window.

As a consequence, the shadow banks’ major risk is when their
commercial paper investors do not want to roll their investment anymore
and leave the shadow bank with a funding problem. As a result, they
might need to tap into the outstanding credit lines of regulated banks or
sell their assets at fire sale prices. This is what happened in the asset-
backed commercial paper (ABCP) crash in August 2007.

2. The amount of leverage
The shadow banking system in the form of special investment vehicles
(SIVs) was highly leveraged. Typically the leverage ratio was around
1:15, but in some cases, as the search for yield in a bull market of
tightening credit spreads intensified, the leverage ratios for some SIVs
reached 1:40 and even 1:50. To put this into perspective, the hedge fund
Long TermCapitalManagement (LTCM)was running a leverage of 1:30
at the time of its demise and created significant disruption of the markets
in 1998 all by itself. In effect, what happened in 2007–2008 was
hundreds of LTCMs all failing, all of which used a higher leverage ratio
and were all setting up the same trade.

The leverage factor in some of the products reached very high levels.
After CDOs, more leverage was sought with CDO2, which were CDO
structures investing in other CDOs. At the end of 2006, ABN AMRO
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Bank introduced the ultimate leverage product by issuing the constant
proportion debt obligation (CPDO). This product was based on the
constant proportion participation investment (CPPI) technique, but did
the exact opposite. In a CPPI, a leveraged position is dynamically
managed, and if the net asset value (NAV) decreases the structure will
deleverage. In the CPDO, one does the opposite and increases the
leverage if the NAV decreases.

3. Lack of transparency
Some of these products became extremely complex and started to look
like a black box that was difficult to analyze by outside parties who
sought to make an assessment on the value of the investment. For
instance, the mark-to-market value was not only related to credit spread
widening of the tranche, but also changes in correlation risk within the
credit portfolio, which had different impacts on different tranches in the
structure. As a matter of fact, default correlation is a statistic that cannot
be observed in the market, so any pricing model that uses it as an input
parameter is, to a certain extent, subjective.

4. Credit rating agencies (CRA)
The CRAs publicized their rating methodologies, which had the cachet of
statistical logic but were not understood by all investors; moreover, they
were in hindsight overly optimistic in issuing ratings to certain deals in
which the models used assumed that the likelihood of a significant
correction in the housing market on an (inter)national scale was virtually
zero. The favorable overall economic conditions and the continuous rise
in home prices over the past decade provided near-term cover for the
deterioration in lending standards and the potential ramifications of any
significant decline in asset prices.7

5. Accounting and liquidity
The liquidity of most of these assets was overestimated. As a conse-
quence, investors believed that AAA-rated securitized paper would have
the same liquidity as plain vanilla AAA-rated paper and could therefore
be easily funded by highly liquid commercial paper. A huge carry trade of
long-dated assets funded by short-term liabilities was built up, and once
the first losses in the subprime market started to make an impact, SPVs
had to start unwinding the paper. Fund managers realized that there
was a liquidity premium linked to their assets that they had not taken
into account.

The mark-to-market accounting rules accelerated the problem by
creating a downward spiral of asset values as the secondary market dried

7SIFMA, Survey on Restoring Confidence in the Securitization Market, December
2008.
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up. Banks had to mark ABS assets at the market price, unconnected with
the default performance of the underlying portfolios; however, in a flight-
to-quality environment all structured credit products became impossible
to trade in the secondary market and values were marked down almost
daily, in some cases down to virtually zero. The accounting rules force
banks to take artificial hits to their capital without taking into account
the actual performance of the pool of loans.

As a result of the interaction of all the preceding factors, following the
U.S. mortgage market fallout and general investor negative sentiment, the
new-issue securitization market came to a virtual standstill. As a technique,
though, it offers considerable value to banks and investors alike, and its
intelligent use can assist in general economic development.

I n - H o use Secur i t i z a t i o n Transac t i o n s

Following the July–August 2007 implosion of the asset-backed commercial
paper market, investor interest in ABS product dried up virtually completely.
The growing illiquidity in the interbank market, which resulted in even large
AA-rated banks finding it difficult to raise funds for tenures longer than one
month, became acute following the collapse of Lehman Brothers in Septem-
ber 2008. To assist banks in raising funds, central banks starting with the U.S.
Federal Reserve and European Central Bank (ECB), and subsequently the
Bank of England (BoE), relaxed the criteria under which they accepted
collateral from banks to whom they were advancing liquidity. In summary,
the central banks announced that asset-backed securities, including mort-
gage-backed securities and other ABS, would now be eligible as collateral at
the daily liquidity window.

As originally conceived, the purpose of these moves was to enable banks
to raise funds from their respective central bank, using existing ABS on their
balance sheet as collateral. Very quickly, however, the banks began to
originate new securitization transactions, using illiquid assets held on their
own balance sheet (such as residential mortgages or corporate loans) as
collateral in the deal. The issued notes would be purchased by the bank itself,
making the deal completely in-house. These new purchased ABS tranches
would then be used as collateral at the central bank repo window.

This activity continued well beyond the period immediately after the
2008 crash and it is still common. In an effort to create assets that are eligible
for use as collateral at central bank funding facilities, banks may elect to
undertake an in-house securitization.

Structuring Considerations Essentially, a central bank deal is like any other
deal, except that there is no buyer for the notes. Of course the issued notes
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must be structured such that they are eligible as collateral at the central bank
where they are intended to be placed as collateral. There are also haircut
considerations and the opportunity to structure it without consideration for
investors. To be eligible for repo at the ECB, for example, deals have to fulfill
certain criteria. These include:

Minimum requirements
& Public rating of triple-A or higher at first issue.
& Only the senior tranche can be repoed.
& No exposure to synthetic securities. The ECB rules state that the

cash flow in generating assets backing the asset-backed securities
must not consist in whole or in part, actually or potentially, of
credit-linked notes or similar claims resulting from the transfer
of credit risk by means of credit derivatives. Therefore, the
transaction should expressly exclude any types of synthetic assets
or securities.

& Public presale or new issue report issued by the agency rating the
facility, either listed inEurope (e.g., the IrishStockExchange)orwith
book entry capability in Europe (e.g., Euroclear, Clearstream).

Haircut considerations
& Collateralized loan obligation (CLO) securities denominated in

euro will (taking effect from March 2009) incur a haircut of
12 percent regardless of maturity or coupon structure.

& For the purposes of valuation, in the absence of a trading price
within the past five days, or if the price is unchanged over that
period, a 5 percent valuation markdown is applied. This equates
to an additional haircut of 4.4 percent.

& CLO securities denominated in USD will incur the usual haircuts
but with an additional initial margin of between 10 percent and
20 percent to account for foreign exchange (FX) risk.

Other considerations
& Can incorporate a revolving period (external investors normally

would not prefer this).
& Can be a simple two-tranche setup. The junior tranche can be

unrated and subordinated to topping off the cash reserve.
& Off-market swap.
& One rating agency (the BoE requires two).
& There can be no in-house currency swap (this must be with an

external counterparty).

The originator also must decide whether the transaction is to be struc-
tured to accommodate replenishment of the portfolio or whether the portfolio
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should be static. ECB transactions are clearly financing transactions for the
bank and as such the bank will wish to retain flexibility to sell or refinance
some or all of the portfolio at any time should more favorable financing
terms become available to it. For this reason there is often no restriction
on the ability to sell assets out of the portfolio, provided that the price
received by the issuer is not less than the price paid by it for the asset (par),
subject to adjustment for accrued interest. This feature maintains maximum
refinancing flexibility and has been agreed to by the rating agencies in
previous transactions.

Whether or not replenishment is incorporated into the transaction
depends on a number of factors. If it is considered likely that assets will
be transferred out of the portfolio (in order to be sold or refinanced), then
replenishment enables the efficiency of the CDO structure to be maintained
by adding new assets rather than running the existing transaction down and
having to establish a new structure to finance additional or future assets.
However, if replenishment is incorporated into the transaction, the rating
agencies will have to carry out diligence on the bank to satisfy themselves on
the capabilities of the bank to manage the portfolio. Also, the recovery rates
assigned to a static portfolio will be higher than those assigned to a manager
portfolio. The decision on whether to have a managed or static transaction
will have an impact on the documentation for the transaction and the scope of
the bank’s obligations and representations.

Example of In-House Deal During 2007–2009 over 100 banks in the Euro-
pean Union undertook in-house securitizations in order to access the ECB
discount window, as funding sources in the interbank market dried up.8 A
United Kingdom banking institution, the Nationwide Building Society,
acquired an Irish banking entity during 2008 it was rumored solely in

8The entire business model of a large number of banks as well as shadow banks such as
structured investment vehicles (SIVs) had depended on available liquidity from the
interbank market, which was rolled over on a short-term basis such as weekly or
monthly and used to fund long-dated assets such as RMBS securities that had much
longer maturities and that themselves could not be realized in a liquid secondary
market once the 2007 credit crunch took hold. This business model unraveled after
the credit crunch, with its most notable casualties being Northern Rock PLC and
the SIVs themselves, which collapsed virtually overnight. Regulatory authorities
responded by requiring banks to take liquidity risk more seriously, with emphasis on
longer-term average tenor of liabilities and greater diversity on funding sources (for
example, see the UK FSA’s CP 08/22 document at www.fsa.org). We discuss liquidity
management in Bank Asset and Liability Management (John Wiley & Sons Limited,
2007) and The Principles of Banking (John Wiley & Sons Limited, 2012).
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EXAMPLE 1.3: FASTNET SECURITIES 3 LIMITED

Fastnet Securities 3 Limited

Class Balance
% of
total

Rating
(S&P)

WAL
(years) Legal final Basis

Margin
(bp)

A1 1,920,000,000 24% AAA 2.91 Nov-2049 1-mo Euribor 40
A2 5,040,000,000 63% AAA 3.15 Nov-2049 1-mo Euribor 45
B 1,040,000,000 13% n/r 3.08 Nov-2049 1-mo Euribor 200

8,000,000,000

Cash reserve 400,000,000 5%

Swap spread 150

Timing

Cut-off date 12/5/2007

Final OC 12/17/2007

Settlement 12/17/2007

First payment date 2/11/2008

Key terms

Issuer Fastnet Securities 3
Ltd

Originator Irish Life and
Permanent

Sole arranger Deutsche Bank AG

Trustee Deutsche Trustee
Company Ltd

First payment date Monday, February
11, 2008

Day count Actual/360

Listing Irish Stock Exchange

Settlement Euroclear/Clearstream

Legal maturity date Thursday, November
11, 2049

Asset pool

Mortgage pool Residential mortgages originated by Irish Life in
the Republic of Ireland

Number of obligors 35,672

Aggregate balance EUR
8,319,049,200.22

Average balance EUR 226,190

Largest mortgage EUR 8,502,202

Weighted average
Loan-to-Value Ratio
(LTV)

83%

Weighted average
seasoning

21 months

Weighted average
remaining term

27.3 years

Longest maturity date 2-Nov-47
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order to access the ECB’s discount window (a requirement for which was to
have an office in the eurozone area).

One such public deal was Fastnet Securities 3 Limited, originated by Irish
Life and Permanent PLC. Example 1.3 shows the deal highlights.

Marke t Y i e l d s and Pr i c es Pos t Cred i t Crunch

During July and August 2009 a secondary market began to reemerge in
European markets as investors began to pull back from the flight to quality
exhibited during 2007–2008.

As an example of the yields that were trading during this time, see
Exhibit 1.6. This shows the Bloomberg page DES for ColumbusNova, a CLO
transaction closed in August 2006. At issue: The senior tranche of this deal,
which was rated AAA, paid 26 bps over three-month LIBOR, and was priced
at par. At the start of September 2009, the tranche was being offered at 87,
over 400 bps over LIBOR. It was still rated AAA.

We consider postcrash developments in the market in Chapter 2.

Class A1 [AAA]
note

Collateral
(bonds or GIC)

Issue and

proceeds

Fastnet 3 Securities Ltd

Borrowers Cash reserve

Class A2 [AAA]
note

Class B note

Collateral
(bonds or GIC)

Irish Life and Permanent
(Originator and seller)

Note that this transaction was closed in December 2007, a time when the
securitization market was essentially moribund in the wake of the credit
crunch. An ABS note rated AAA could be expected to be marked to market
at over 200 bps over LIBOR. Because the issued notes were purchased in
entiretyby theoriginator,who intended touse the senior tranche as collateral to
raise funds at the ECB, the terms of the deal could be set at a purely nominal
level; this explains the “40 bps over Euribor” coupon of the senior tranche.
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SUMMARY AND CONCLUS I ONS

Securitization is a long-established technique that enables banks to manage
their balance sheets with greater flexibility and precision. By employing it,
a bank can work toward ensuring optimum treatment of its assets for
funding, regulatory capital, and credit risk management purposes. In addi-
tion, in the postcrash era the securitization tool continues to be used to create
tradable notes that can then be used as collateral at the central bank.

The primary driver behind the decision to securitize part of the asset side
of the balance sheet is one or more of the following:

& Funding: Assets that are unrepo-able may be securitized, which enables
the bank to fund them via the capital market, or by creating notes that
can be used as collateral at the central bank.

& Regulatory capital: This is a rarer reason driving securitization in the
postcrash, Basel III era, however it is still possible to structure a deal that

EXHIBIT 1.6 Columbus Nova CLO DES page

Source: Bloomberg LP. Reproduced with permission.
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reduces regulatory capital requirement, principally if “significant risk
transfer” has taken place.

& Risk management: Assets on the balance sheet expose the originator to
credit risk, and this can be managed (either reduced, removed, or hedged)
via securitization.

A secondary driver is client demand: The process of securitization creates
bonds that can be sold, and investor demand for a note of specified credit risk,
liquidity, maturity, and underlying asset class may well cause a bond to be
created, via securitization, to meet this specific investor requirement.Whether
a transaction is demand driven or issuer driven, it will always be created to
meet at least one of the preceding requirements.

The mechanics of closing a securitization deal, which we cover in detail in
subsequent chapters, can take anything from a few months to up to a year or
more. Themost important parts of the process are the legal review and drafting
of transaction documents, and the rating agency review. The involvement of
third parties, such as lawyers, trustees, agency services providers, and the rating
agencies, is the key driver behind the cost of closing a securitization deal, and
these costs are covered either by the deal itself or directly by the originating
institution.

A wide range of asset classes can be securitized, with the most common
being residential mortgages and corporate loans. Other asset classes include
auto loans and credit card receivables. When assessing the risk exposure and
performance of different types of ABS, investors will consider the behaviors
and characteristics of the specific type of underlying asset. Some performance
metrics are of course common to all types of assets, such as delinquency rate
or the percentage of nonperforming loans.

A type of securitization unknown before the 2008 crash but now
common is the in-house transaction. In this process, the originating bank
will undertake all the usual steps to structure the deal, but will buy the ABS
notes itself. These notes, which would be rated by a rating agency in the
normal way, are then available to the bank to use as collateral, either in a repo
transaction or to place with the central bank. The deal has thereby trans-
formed illiquid assets on the bank’s balance sheet into liquid notes that can
then be used to raise funding.
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