Asset-backed securitisation in the United Kingdom

By C lan Twinn of the Bank’s Economics Division.

Sncethefirst issue in 1985, the UK asset-backed securities market has grown to become the second
largest in the world after that in the United States. This article examines the factors behind the market’s
devel opment to date and assesses its prospects. It analyses the incentives for issuers and investorsto
participate, and outlines the mechanics of securitisation and the regulatory framework that influences the
market. It also considers the advantages of—and the risks inherent in—asset-backed securities.

The first asset-backed security issuesd were made in the
United States during the 1970s. But it was not until 1985
that the technique was used in the United Kingdom. Even
now, only a small proportion of total UK lending has been
securitised: by the end of December 1993, 94 issues with a
principal value of £16 billion had been made (compared
with about £640 billion worth of lending by banks and
building societies alone). Despite this, and some years of
uneven growth (see Charts 1 and 2), the UK market is now
the second largest in the world and is growing rapidly.

An asset-backed security (ABS) is atradable instrument
supported by a pool of loans (or other receivables, such as
leasing proceeds). The interest and principa payments on
the loans provide the cash flow needed to pay interest to the
holder and to redeem the security when it matures. One of
the main attractions of securitisation isthat it allows a
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lending institution, such as a bank, to remove the assets from
its balance sheet (provided that the terms of the issue satisfy
supervisory requirements on non-recourse to the originator).
Since turning a group of loans into an asset-backed security
transforms them into aform in which they can be sold to
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investors and traded in a secondary market, securitisation
also increases the range of funding sources available to the
original lending institution, and adds marketability to assets
which might otherwise have little liquidity.

In the long term, if ABS issuance continues to increase, it
could have far-reaching effects on the structure of lending.
Securitisation permits an institution to specialise in one
aspect of the lending process. It may also allow new
institutions to enter the market and compete against
traditional lenders. Both developments could bring
substantial benefits to borrowers, reducing the cost of
borrowing and increasing the range of choice available.

(1) Inthisarticle, the term *asset-backed securities’ includes mortgage-backed securities.

134



Asset-backed securitisation

Asin the United States, residential mortgages form the basis
of many UK ABSissues; as Chart 1 shows, the first UK
issues were of mortgage-backed securities and at end-1993
such issues accounted for 81% of the total outstanding. The
combination of the financial liberalisation of the early
1980s—which encouraged new entrants into the UK
mortgage market—and periods in which wholesale funding
costs were significantly below mortgage lending rates (see
Chart 3) created profitable opportunities for lenders who did
not rely on retail funding sources. Centralised mortgage
lenders (CMLs) sprang up, offering innovative productsin
what had until then been afairly conservative market; by
using direct advertising or intermediaries such as mortgage
brokers, they avoided the costs of abranch network. Many
intended from the outset to securitise their loans, aiming to
make their profit on origination and servicing fees, rather
than from holding the loans on their own balance sheets and
earning a spread between borrowing and lending rates.
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(a) Centralised lenders first established.

Although banks have increasingly acted as originators of
issues (at the end of last year, they were responsible for
about 26% of the total outstanding), the main originators
have been the centralised lenders; they account for about
two thirds® of the total.

Because it enables banks to remove assets from their
balance sheets, securitisation has a significant impact on the
lending data collected by the Bank. The way in which
securitisations are captured in the statistics collated by the
Bank is outlined in the box opposite.

The attractions of asset-backed securities

There are anumber of reasons why originators may find it in
their interests to issue asset-backed securities; likewise, a
number of factorsinfluence investor interest. Theinterplay
between the two sets of factors will determine both the
market’s potential size and itsrate of growth.

Securitisation by banks and its effects on
thefinancial statistics

In securitising some of its lending, a bank removes
loans from its balance sheet and places them with a
special-purpose vehicle (SPV), which financesiits
holdings by selling asset-backed securities to
investors. The effect of such atransfer on the
financia statisticsis to reduce bank (and so ‘bank and
building society’) lending, and to increase lending by
the ‘other financial institutions’ (OFI) sector, which
includes the SPV. The gross amount transferred from
the bank’ s balance sheet (and so the direct impact on
bank and building society lending) is known. But
some of the securities issued by the SPV may be taken
up by banks or building societies, and thus contribute
to their aggregate lending; the net impact is difficult
to measure.

To date, the most common form of securitisation in
the United Kingdom has been the issue of
mortgage-backed securities. In order to capture the
increase in OFI lending and maintain statistical
coverage, the Bank asks any newly-formed mortgage
finance vehicle to report its business as a mortgage
lender. Thefiguresfor total mortgage lending
published by the Bank are therefore unaffected by
such securitisations (the reduction in bank lending is
offset by increased OFI lending).

Banks' securitisation of other assets (personal loans,
vehicle hire-purchase receivables, etc) reduce bank
and building society lending in asimilar way when the
assets move off balance sheet. In such cases, the
Central Statistical Officeisresponsible for including
the business of the securitisation vehicle in the OFI
lending element in the financial accounts.

For originators

Asset-backed securities have two main advantages for an
originator: they allow the institution to remove the assets
from its balance sheet (provided the relevant risks are
transferred to the investors in accordance with supervisory
rules) and so free capital for other uses; at the sametime,
they may allow new sources of funds to be tapped.

A financial institution, such as abank, can fund itslending
from various sources—including retail deposits, the
wholesale funds market and using shareholders’ funds
(reserves and equity), as well as by securitisation. A model
of a profit-maximising bank’s choice among these optionsis
developed in the Annex. It shows how a change in the cost
of one source of funds will affect the cost of securitisation.
For example, an increase in the cost of shareholders’ funds

(1) Including the National Home Loans Corporation plc as a centralised lender.
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will, at the margin, result in an increase in both the absolute
quantity of securitisation that takes place and the proportion
of total lending that is securitised. These effects reflect one
of the main benefits of securitisation; by enabling banks to
remove assets from their balance sheets, it allows them to
economise on their use of capital.

Other considerations will also influence the supply of
asset-backed securities, however. Securitisation allows
financial institutions to concentrate on those aspects of the
lending process at which they are most efficient. Institutions
with a comparative advantage in originating or servicing
loans can concentrate on those roles and securitise the assets,
selling them to institutions that can raise the necessary funds
more efficiently.®

ABSs can also be used to manage credit risk. If abank feels
overexposed to a particular borrower, sector or geographical
area, it can securitise some of itslending. Securitisation
allows the aggregate credit exposure faced by the financial
sector to be better distributed, while (if the original lender
continues to act as servicer) also alowing relationships
between banks and their customers to be maintained.

In this respect, asset-backed securities contrast with some
other innovative forms of funding available to bank
customers. A number of researchers? have argued that the
source of the added value of abank’s holding an asset on its
balance sheet is the opportunity this givesit to maintain its
relationship with—and to continue to monitor—the
borrower. Other forms of funding, such asissues of
commercial paper, may result in banks losing the ability to
monitor customers, particularly those with strong credit
ratings (such as large industrial or commercial companies).

Securitisation may also provide away for an originator to
reduce its maturity mismatches while continuing to earn a
steady source of income. Maturity mismatch occurs when
an ingtitution makes loans of a different duration from the
fundsthat it uses to finance them. Securitisation allows such
amismatch to be passed on to the investors.®

Similarly, securitisation can be used to transfer interest-rate
risk—the risk that the lender’ s spread, between the interest
rate received from borrowers and that paid on deposits, may
narrow. Thisrisk ismost commonly incurred when alender
takes deposits (or makes loans) at a fixed rate and lends out
(or takes deposits) at afloating rate. It can also arise,
however, if the interest rates being received and paid
—though both floating—are related to different bases which
do not necessarily change in step. Securitisation is not,
however, the only way for alender to eliminate this risk;
other possible solutions (such as the use of swaps) are
available.

For investors

Chart 4 gives a breakdown by type of investor of the
aggregate of several recent asset-backed issues; it shows
that banks, building societies, investment funds, insurance
companies, and industrial and commercial companies have
al been significant investorsin UK ABSs.

Chart 4
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The main attraction of asset-backed securitiesto investorsis
the margin that they offer over other highly-rated bonds.
Another significant advantage is the opportunity they
provide for investors to take on exposure in areas—both
geographic and business sector—to which they might
otherwise not have ready access. Just as originators may
securitise to reduce their exposure to a particular sector,
potential investors can use ABSsto diversify their
investment portfolios. For avariety of reasons, it may be
more attractive for them to purchase an identified pool of
assets than to take a direct stake in an institution already
involved in the sector.

Asset-backed securities offer anumber of other benefits to
investors analogous to those they present to originators:
they arelikely to be more liquid than direct lending, and
easier to sell if funding difficulties arise; and depending on
how an issueis structured to deal with prepayment risk (see
below), they may also make it easier for investors to match
the maturities of their assets and liabilities.

(1) SeeJames, C (1988) ‘The use of loan sales and standby letters of credit by commercial banks,” Journal of Monetary Economics, Vol. 22,

pages 395-422.

(2) For example Greenbaum, S| and Thakor, A V (1987), ‘Bank funding modes: securitisation versus deposits,” Journal of Banking and Finance,
Vol. 11, No. 3 pages 379-401; Pennachi, G G (1988), ‘' Loan sales and the cost of bank capital,” Journal of Finance, Vol. 43, No. 2, pages 375-96;

and James, C op cit.

(3) Asnotedin Lucas, D and McDonald, R L (1987), ‘Bank portfolio choice with private information about loan quality: theory and implications for

regulation,” NBER, Working Paper No. 2,421.
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The mechanics of asset-backed securitisation

The most common structure for UK asset-backed security
issuesissimilar to what is known in the United States as a
‘passthrough’. Asafirst step, the originator identifies and
separates suitable assets from its portfolio. To minimise the
costs of evaluating the issue, assets of similar credit quality
and expected repayment calendar are normally chosen.
Once pooled, the assets are sold to a special-purpose vehicle
(SPV). Thisprovides alega separation of the assets from
the originator. The SPV then issues securities to investors to
fund its purchase of the assets, which it holdsin atrust on
their behalf.

The terms of the issue—including the classes of security and
type of coupon—are set following advice from the
investment bank managing the issue and from other experts
(including credit rating agencies, lawyers and tax advisors).
To attract investors, at least one credit rating is normally
required; issues aso normally include some form of credit
enhancement (see below). Once the securities have been
issued, the interest and principal payments on the underlying
assets are managed by a‘servicer’ (usualy the originator),
with payments being distributed to investors by the SPV
through the trust.

ABSs are normally issued as floating-rate notes (FRNS)
paying Libor plus a margin astheir coupon. Many are
structured to include a step-up feature in the interest
payments. theinterest rate ‘stepsup’ (normally it doubles)
after a specified number of years. Asloans arerepaid, the
trustees redeem the securities used to fund them (choosing
those to be repaid early by ballot or in one of a number of
other ways). Once the proportion of an issue that remains
outstanding falls below 10%, the SPV can recall the
remaining securities,® and refinance outstanding loans with
anew issue that includes some additional loans. Investors
use the step-up date as a proxy for when this will occur.

A proxy for the expected repayment date is necessary
because the maturity of the underlying loansis uncertain. If
interest rates on new fixed-rate loans fal, for instance, it
may encourage existing fixed-rate borrowers to refinance;
their existing loans will be repaid and some of the ABS issue
redeemed. There are other influences on the average
lifespan of theloans. for example, because people move
house the average life of amortgage is roughly seven years,
even though most mortgages have aterm of between 20 and
30 years. The rate of prepayment depends on a number of
factors—for a mortgage-backed security (MBS), for
example, these include the proportion of fixed-rate
mortgages and the ages of borrowers. But the nominal
maturity of ABSs (normally two yearslonger than that of the
longest-maturity loan in the pool) is generally much longer
than the actual maturity.

I ssuing asset-backed securities involves a number of costs;
most obviously, there is the coupon to be paid on the ABS.
In addition, there are the costs involved in the launch of the
ABSs. Some of these are one-off fixed costs, such as those

incurred by the originator in setting up the necessary
systems to identify and manage the assets concerned.
Others—such as legal, rating agency and underwriting fees,
and the costs of credit enhancement—are incurred with each
issue (though they may reduce if issues follow a standard
format). These expenses can be significant, especially for
new issuers who lack infrastructure and reputation.

Credit enhancement

Credit enhancement provides a degree of assurance that
investors will receive timely coupon and principal payments,
even if the principal and interest payments due from the
underlying borrowers are not received. One way of
explaining credit enhancement is to see it as providing an
arbitrage between supervisory and market requirements on a
given loan pool. Thelevel of insurance acceptable to the
market may be less than that implied by supervisory
standards, making enhancement a cheaper option.
Enhancement may also be needed to attract investors
because they favour investments with lower-risk profiles
than those of the underlying asset pool, or because they wish
toinvest in assets that have the backing of recognised
names. Such considerations may be especially important if
(asmany ABSs are) theissueis of anew or unusua form, or
if it involves an unusual type of asset.

Most UK ABS structures have included some form of credit
enhancement to boost the credit rating above the level that
would have been obtained had the underlying assets been
rated. AsChart 5 shows, most issues have been structured
to obtain high investment grade ratings, usually triple-A.
The degree of credit enhancement required for a particular
issue to achieve the desired rating is determined by an
assessment of the underlying assets by arating agency. The
box on page 138 describes the factors that rating agencies
take into account.

In the United States, credit enhancement is often provided
by government-backed agencies, such as the Government

Chart 5
Credit ratings of UK ABSs
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(1) Assuming that aclause to this effect isincluded in the terms of the issue.
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The credit rating of asset-backed securities

To be attractive to investors, asset-backed securities
generally require at least one rating from a
recognised rating agency. Asfor other securities,
the rating reflects an agency’s view of the likelihood
that holders of the asset-backed securities will
receive full and timely payments. Agencies also
advise originators on the level of credit
enhancement needed to achieve the target rating for
the securities, and so have an important role in the
structuring of ABS issues.

Rating agencies concentrate on two key aspects of
an asset-backed issue: its credit standing and its
liquidity—that is, its ability to provide full and
timely payments to its holders. Their assessment is
based on: adetailed analysis of information on the
specific loans (or other receivables) to be
securitised, normally supplied by the issue’'s
originators; factors specific to the originator that
may affect the pool’s performance; and more
general information about the type of loans
involved.

Anissue's credit standing is usually assessed either
by analysing historical data on the underlying loans
or by examining the credit strength of those from
whom the receivables are due (the obligors).

Ideally, the historical datawill include information
on the specific loans; on similar loans securitised by
the same originator and serviced by the same
servicer; and on industry-wide information about
the class of loan.

When any of these elementsislacking, or when the
originator’s procedures or business has recently
changed (lessening the value of historical
information on the pool as aguide to its future
performance), rating agencies will be conservative
in their assessment of the level of credit
enhancement needed to achieve the desired rating.
In extreme cases, this may make securitisation
unattractive for reasons of cost.

In securitisations of corporate assets, simulation
tests on the credit standing of the obligors may be
used to assess the credit exposure of the ABS. This
technique can be applied to issues when historical
data on the specific assets are unavailable, but the
creditworthiness of the obligorsis known.

Assessing the liquidity of asset-backed securities
requires in addition that an agency estimate the

timing of any possible future losses. Thisis
important because losses occurring early in an
issue’'s life are likely to have a greater impact

on apool’s capacity to meet the issue’s servicing
obligations.

In the specific case of mortgage-backed securities,
credit assessment is usually based on a comparison
of the pool intended for securitisation with a
‘benchmark’ pool of mortgages of various
loan-to-value (LTV) ratios and levels of mortgage
indemnity guarantee (M1G) insurance cover. The
credit enhancement required to gain atriple-A rating
on an issue backed by the ‘benchmark’ pool is
determined by analysing the likely performance—in
terms both of outright defaults and of arrears—of
each LTV/MIG group of loans using various
economic scenarios. The costs associated with
repossession and subsequent sale of a property are
included in this calculation. Differences between
the composition of the actual pool and the
benchmark are then translated into differencesin the
amount of credit enhancement necessary.

In addition to obvious factors such asLTV ratios
and levels of MIG cover, rating agencies also look at
the type of mortgages in a pool—whether they are
repayment or endowment, fixed or variable rate, at
their geographical dispersion or concentration, and
at the type of property, the occupancy (eg first or
second home) and the purpose of the loan

(eg refinancing or second mortgage). The residual
maturity of the loansis aso important.

Once a security has been rated, its credit standing is
monitored until redemption. The rating agencies
check how far the original credit enhancement is
still available to absorb losses, and update their
assessment of the risk of lossin the light of
experience of the pool’s performance and of
macroeconomic trends. The impact of

prepayments is also important during this
monitoring process. Mortgagors with either surplus
cash flow or enough positive equity may prepay,
leading their mortgages to be removed from the
pool. Thismay affect the pool’s credit standing,
sinceit islikely to mean the removal of the most
creditworthy mortgages. Monitoring may—as
Chart 5 shows—result in downgrading, if the quality
of the asset pool turns out to be lower than was
initially expected.

138




Asset-backed securitisation

National Mortgage Association (GNMA) which guarantees
issuesfor afee. Such agencies do not exist in the United
Kingdom, however, so enhancement must be obtained in the
market. There are anumber of methods available, either
external to the ABS structure—eg using guarantees from a
highly rated institution—or from within the structure itself.
Chart 6 shows the relative importance of the main types of
enhancement used to back issues.

Asit shows, the most common form of credit enhancement
has been an insurance contract underwriting the interest
and/or principal payments of the underlying asset pool

(pool insurance). Although very common among the earliest
issues, this technique has fallen out of favour recently,
following losses sustained by some of the insurance

Chart 6
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(a) Main technique used in supporting issues up to end-1993.

companies writing it and—in some cases—their
downgrading (which led in turn to the ABSs underwritten by
them being downgraded, making the technique unpopular
with investors).

Irrevocable letters of credit, written by afinancial institution
with at least as high a credit rating as that sought for the
securities, are a similar technique, except that the risk of
default is taken by the financial institution issuing the letter,
rather than by an insurance company. Such aletter givesthe
trustees of the issue the right to trigger aloan from the issuer
if the payments received from the underlying assets cannot
meet those due on the securities. If it istriggered, the credit
isbooked as aloan to the SPV.(0 Any subsequent recoveries
can be used to repay the loan.

Cash collateral accounts are another external credit
enhancement technique. In this case, aloan is made to the
SPV (usually by the originating bank, to signal its
confidence that default will not occur); the money isthen
deposited with the institution advancing it until needed. The
difference between the interest charged on the loan and that
paid on the deposit constitutes the institution’ s fee.@

The most common internal credit enhancement technique—a
senior/subordinated structure—involves splitting the issue
into different classes of security, with some classes
subordinated in the payment of principal and/or interest. In
recent years, this has been the most popular form of
enhancement. It redistributesthe risk inherent in an issue's
structure, making the senior securities less risky, and the
subordinated securities more risky, than the average of the
pool. Given that acentral tenet of finance theory isthat, in
the absence of market distortions, the value of an asset is
independent of its capital structure, quite why such a
senior/subordinated structure should benefit issuersis
unclear. The explanation most commonly offered is that
different dlices attract investors with different risk
characteristics, thus allowing amore efficient allocation of
therisks. This may, however, be somewhat superficial,
especialy since many of the subordinated classes themselves
benefit from credit enhancements.

A number of other features can be incorporated into the
structure of an issue to obtain ahigher rating. ‘Payout
events may beincluded: these allow early redemption if
certain specified events occur, thus reducing the risk of
default. A spread account may be incorporated in cases
where the underlying assets earn high interest rates. Under
this arrangement, the excess of interest earned over that due
to investorsisretained in a separate account, to be paid out if
thereis any subsequent shortfall in interest or principal from
the asset pool.

Regulatory framework

The ABS market in the United Kingdom is not directly
regulated; although most issues are listed on either the
London or the Luxembourg stock exchange—and are
therefore subject to prospectus and other requirements—the
SPVsissuing them do not themselves require authorisation
from a UK financial supervisor. But the significant role
played by regulated financial institutions (such as banks and
insurance companies) in the ABS market means that the
regulations to which they are subject have influenced both
the growth of the market and the structuring of issues.

The Bank of England’s involvement with securitisation
arises from its supervision of banks that wish to be involved
in the market. The Bank’s approach is outlined in two
notices:® thefirst sets out the general principlesit applies,
and the second makes some amendments and extends the
general approach to cover additional types of asset. The

(1) A letter of credit with reserve fund is avariant of this technique, in which the letter is paid for by afund built up using the proceeds of the spread
between the yield on the assets and the coupon payable to investors (net of the fixed fee paid to the servicer). In the United Kingdom, this technique

has only been used to back the subordinated tranches of senior/subordinated issues.

(2) By theend of February 1994, subordinated tranches worth 0.1% of the total issued had been enhanced in thisway.

(3) BSD/1989/1 and BSD/1992/3, available from the Bank’s Banking Supervision Division (071-601-5082).
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underlying objective isto ensure that banks involved in
securitisation have adequate capital to cover the risks they
face. The principles areintended to ensure: that
securitisations achieve their intended effect of passing
rights and obligations from the seller to the buyer; that all
the parties understand their responsibilities and risks;

and that all material risks to buyers and sellers are properly
accounted for in the Bank’s prudential supervision of banks.

Although building society involvement in the market (at
least as originators) has so far been limited, the regulations
covering building society supervision also influence the
market’ s structure. Following the 1986 Building Societies
Act, secondary legislation eased building societies
involvement in securitisation by widening some of the
relevant powers. Societies can now, under certain
conditions, originate transferable mortgages, buy and sell
pools of mortgages, and invest in MBSs.

The Building Societies Commission’s supervisory treatment
is set out in a prudential note® that wasissued in 1988 and is
currently under review. The Commission’s general

approach has, so far, been similar to the Bank’s: assets that
have been securitised are allowed to be disregarded for
capital adequacy purposes, provided the society retains no
significant risks on them.

A number of other institutional factorsinfluence the form
and extent of securitisation. Legal, accounting and tax
structures clearly play a part in determining the design of
issues. The regulations covering the supervision of
insurance companies? also have arole, in so far asthey
affect insurers’ decisions on whether—and at what price—to
offer pool insurance.

Therisksinherent in asset-backed securities

In thinking about the risks inherent in asset-backed
securities, it isimportant to recognise that the risks
associated with the underlying pool of loans are unchanged
by securitisation. Securitisation alters only the distribution
of the risk among the various parties involved: it allows
them to concentrate or reduce exposures, and so maximise
their expected returns given their perception of the risks
involved. In addition, it may allow some portfolio risk
reduction, if it allows investors to identify and purchase
assets whose risk characteristics offset those of assets
already held.

The opportunity that ABSs provide to increase an
institution’s risk exposure, coupled with the concentrations
of risk that asset-backed securities may create (among credit
enhancers, for example), increases the danger that in adverse
circumstances some participants may have a greater
exposure than they are able to deal with. Because the
participants are interdependent, if an institution taking on an
exposure following a securitisation does not properly

evaluate and priceit, this might lead to a systemic problem
in the same way as can occur in other financial markets.

Securitisations a so introduce new risks for originators and
investors. Problems may arise for an originator either
directly—from the launching of issues—or indirectly,
through their effect onitslending decisions. Most
obviously, problems could arise if investors were offered
some kind of recourse (moral or actual) that allowed them to
return non-performing assets to the originator. Such
recourse would defeat the originator’s objective in the
securitisation of transferring the risk. As mentioned above,
UK supervisory authorities try to ensure that banks and other
regulated institutions are not exposed in thisway, by limiting
the types of recourse allowableif the assets are to be
excluded from the balance sheet for capital adequacy
pUrposes.

If originators create an ABS ‘pipeline —that is, make loans
using asmall amount of capital, with the intention of
securitising them to release funds to make further loans—
this may also create risks for them. If the environment were
to become unfavourable for securitisation, such originators
might be unable to make new loans. (CMLs suffered
difficulties of this sort in the late 1980s.) This could cause
problems for them if they were relying on a steady stream of
new business to help cover operating costs. It would only
pose a systemic problem, however, if such originators
carried out alarge proportion of total lending.

It has a so been suggested that securitisation may lead to a
reduction in the average quality of the originator’ s loanbook.
This might happen if, in choosing the loans to be securitised,
originators selected their better-quality assets. It might also
occur if the availability of the new source of funds led
ingtitutions to undertake more lending and this, in turn, led to
adeterioration in the average quality of the loans (because
marginal rather than good-quality borrowers from other
ingtitutions were attracted).

Investors also face a number of risks, including prepayment
risk (which was discussed above), interest rate risk,
mismatch in the interest payment cycle, and aliquidity
exposure. These risks may be more difficult to assessin the
case of ABSsthan for traditional securities, making
misjudgments—and so incorrect investment decisions—
more likely.

Theinterest rate exposure faced by investorsis similar to
that faced by the originator before the assets are securitised.
It isthe risk that the spread between the interest rate paid by
borrowers and that due to investors may narrow, reducing
the margin available for the servicer and thus increasing the
risk of default for investors. Credit enhancements
incorporated in the structure of the issue will, however,
reduce the risk that investors will suffer losses as a result of
such a narrowing.

(1) Prudential Note 1988/2, ‘ Capital requirements for off-balance-sheet mortgage lending’ .

(2) Schedules 1 and 2 of the 1981 Insurance Act, Schedules 32 and 33 of the 1982 Act and Forms 11 and 12 of the 1983 Act; supervision of insurance

companies isimplemented by the Department of Trade and Industry.
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Interest payment cycle mismatch occurs because interest
payments on the underlying assets are usually on a different
calendar from the payments on the securities. Mortgage
interest, for instance, is normally paid monthly, whereas the
coupon payments on most ABS issues are quarterly. Asa
result, the trust receives much of itsincome well before it
needsto pay out. Although the terms of the trust normally
restrict it to investing these funds in assets of at least
equivaent quality, an additional element of default risk is
introduced.

The final exposure investors faceisliquidity risk. The
secondary market in UK ABSsisfairly thin. Investors may
therefore suffer a price penalty if they try to buy or sell a
large amount. If, for example, an ingtitution triesto buy a
large quantity, it may face a disproportionate increase in the
price either because of a shortage of available securities or
because potential sellers assume it has information that is
not widely available—and increase their prices accordingly.

The extent of thisrisk should diminish as the market
develops. But some of the other risks, for example of a
liquidity problem for an originator or group of originators,
will be made worse if their market share increases. What
effect an increase in the size of the market will have on
participants’ exposures to one another will depend not just
on the overall size of the market but also on whether new
entrants are attracted, reducing market concentration.

Recent developments and prospects

The ABS market grew rapidly until mid-1989, when the
differential between mortgage and interbank lending rates
temporarily reversed, making further securitisation
unprofitable for the centralised lenders who had driven the
market. Growth resumed early in 1990, when a positive
differential re-emerged, before slowing down againin
mid-1991.

This most recent slowdown reflected a number of factors.
Most importantly, the downturn in the economy reduced
both the flow of new loans (and thus the need for funds) and
investor appetite for asset-backed securities. The
downgrading of one of the principal securitisers, and of
several of the insurance companies that had provided
guarantees on asset pooals, reduced confidence in the market.
It was also hit by the Bank’s announcement that, in order to
conform with European capital adequacy requirements, from
January 1993 banks would face a 100% risk weighting on
their holdings of mortgage-backed securities—even though
the underlying assets would have attracted a more
favourable treatment if held on their balance sheets directly.
Subsequent clarification, however, led the earlier position to
be restored—MBSs now attract the same 50% weighting as
mortgage loans.

The recent economic recovery has seen an upturn in new
ABSissues. The renewed growth has been distinctive, for
both the type of issuer and the type of asset involved. The
recession had a significant impact on the centralised

mortgage lenders; not only was much of their lending of
higher risk (for example second-mortgage), but market
confidence in the sector was shaken by the financial
problems encountered by a prominent CML in 1991.
Although CMLs have carried out a number of new issues
and refinanced some old issues, most of the recent activity
has been originated by banks. Figuresfrom Credit Suisse
First Boston show that banks accounted for 71% of ABS
issuance in 1992 and 1993, with the centralised lenders
responsible for only 18%. As Chart 1 shows, the recent
growth has also involved awider range of assets.

Despite the recent market recovery, the proportion of assets
securitised remains modest relative to potential supply. On
the demand side, the further development of a European
investor base might help to increase investor interest and
thus the rate of market growth. The current period of low
interest rates may also help if, in their search for higher
nominal yields, investors become less wary of innovative
products. And the recent economic upturn may provide a
boost, if investors perceive loans to be less risky and so
securities based on them to be of higher quality.

On the supply side, the development of the market will
depend crucially on the increasing involvement of the
traditional lenders—banks and building societies—who hold
the majority of the assets that can be securitised. Thiswill
depend in turn on the cost of ABS issues relative to other
sources of funds. As Chart 7 shows for building societies,
the relative cost of MBSsfell during 1993, increasing the
attractiveness of MBS issuance as a source of funds.

Chart 7
Cost of marginal funding (margin over three-month
Libor)
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(a) Average building society instant access rate for balances in excess of £25,000.
(b) AAA floating-rate mortgage-backed issues (initial margin).
(c) UK building societies' floating-rate eurobonds.

Three other factors may make ABSs a more attractive option
for lendersin the future. With the increased demand for
|oans during the upturn, banks and building societies may
start to come under capital pressures because of balance
sheet growth. ABS issuance may be aviable aternative to
new equity issuesin this situation, if lenders are unable to
increase capital sufficiently rapidly from retained earnings to
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meet the demand. A related factor that may be important in
the case of building societies is the statutory limit of 40% on
the proportion of their funding that they can raise from the
wholesale market (although thislimit is being reassessed as
part of the current review of the 1986 Building Societies
Act). Securitisation may be an attractive way of easing this
funding pressure.

Second, the recent growth in the importance of fixed-rate
mortgages may make ABSs more attractive, since
securitisation provides a mechanism for dealing with the
attendant interest rate and prepayment risks. Lastly, the
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recent issues by a number of major banks will have reduced
their fixed costs on any further issues, making such issues
more likely.

If the US experienceisavalid guide, ABS issuance may in
the long term have far-reaching effects on the structure of
lending, both because it allows ingtitutions to specialise in
one aspect of the lending process, and because it allows new
lenders to enter the market and compete against traditional
providers of loans. Both these developments could bring
significant benefits to borrowers, by reducing the cost of
funds and increasing the range of funding sources available.



Asset-backed securitisation

Modelling the decision to securitise

Asthe article outlines, a number of factors may underlie the
decision to securitise. This Annex provides asimple,
one-period model of just one of those factors: the distortion
created by capital adequacy requirements.

Assume that a bank (or other financial institution) may
choose between assets of two types: government bonds,
referred to as gilts (G), and loans (L). Loansgiveriseto a
capital requirement (6); giltsdo not.w The bank can fund
its assetsin three ways. by issuing asset-backed securities
(S), taking deposits (D) or using shareholders’ funds (K)—
equity capital and retained earnings. At timet, retained
earnings are predetermined.

The bank therefore has the following balance sheet
constraint:

G+L=S+D+K @
where@K =8 (L-9 )
and: 0<6<1 3

It aims to maximise the profit that its shareholders receive in
excess of their required return on capital; + denotesthis
EXCess return:

[T=Gry+ Lr - Sg-Dry- Kry e

+ issimply the difference between the interest income on its
assets and the associated funding costs. The bank earns
interest on its gilt investments at rate ry and on itsloans at ry;
it pays r on the asset-backed bonds it %as issued and ry on
itsretail deposits; ry isthe required return on shareholders
funds. Theinterest received and paid are assumed to be net
and gross of costs respectively. The equity and gilt markets
are assumed to be perfectly competitive, so that the bank isa
price-taker (quantity-setter) in these markets.

We assume, however, that it has a degree of market power in
the other three markets, where it acts as a price-setter. In
particular, we assume a semi-log linear form for the supply
function for retail deposits (DS) and for the demand
functions for loans (Ld) and asset-backed securities (Sd):

In(D5)2a0+alrd O(o>o O£1>O (5)
nh=po-pry  Bo>0 >0 (§)
In(Sd):y/0+ Y1 lg yp>0 y1>0 (V)

Annex

Other variables are not directly included, but can be
considered to influence the parameters ¢, 8 and v, and so
the demand for loans and asset-backed securities and the
supply of retail deposits.

The bank’s problem is thusto maximise + . Given (5)—(7),
this can be presented as:

max Il = (rg(1-0) - rs+ drj) exp (Yo+yiry)
Fago M fs + (rgrg) exp (ogragrg) + [rg(6-1)
+1) - oryl exp (Bo-Pary) )

Thisyields the following equilibrium conditions:

v L ©)

d=lg o

=6 +1g(1-8)+1/ By (10)
(11)

rg = fg(1—8)+8ry — 1
L1
These conditions state that the bank will expand its balance
sheet until the marginal cost of fundsis equal to the marginal
return on its assets, and that it will re-allocate its asset
(ligbility) portfolios until marginal returns (marginal costs)
are equalised.

The optimal interest rate on securitisations, given by (11), is
positively related to a weighted average of the rate on
alternative assets (gilts) and the capital adequacy costs of
retaining loans on the bank’s balance sheet. By
differentiating (11) with respect to the variables relating to
capital requirements, we can see the effect of changesin
those variables on both the quantity of securitisations and the
overall structure of the bank’ s liabilities:

drg /ds = (g —1g) >0 (12)

drg /dn = (5) >0 (13)

From (12) we see that an increase in prudentia requirements
leads to an increase in rg which, from (7), implies that the
absolute quantity of securitisation rises. As capital becomes
relatively more expensive (1 rises), the incentive to remove
capital-intensive loans from the bank’ s balance sheet
increases. From (13) we seethat rgrises asry rises, which
implies that the quantity of securitisation, and the proportion
of assets securitised, rises.

(1) Thisisasimplifying assumption, which does not affect the analysis; in reality, gilt holdings carry arisk weighting of either 10% or 20%, depending

on the type of gilt and its maturity.

(2) Weassume, however, that capital is expensiveto hold (r > r). Asaresult, institutions will choose to hold the minimum possible, so that
K= §L-9). Inaddition, the volume of securitisation is assu to be no greater than the total of loans (ie L-S> 0). Thisimpliesthat the following

inequality must hold: r<(571)r vo-Bo -
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