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ABSTRACT

Asset securitisation represents an alternative risk management and refinancing method, which allows
issues to convert classifiable cash flows from a diversified portfolio of pre-existing assets and
receivables (liguidity transformation and asset diversification process) of varying maturity and quality
(integration and differentiation process) into negotiable capital market paper, so-called “asset-backed
securities” (ABS). Over the recent past ambivalence in the definition of capital adequacy for credit
risk has particularly facilitated the development of loan securitisation as a refined “regulatory
arbitrage tool”. However, as impending regulatory change shifts the prime objective of securitisation
to the efficient management of economic capital, procedural and substantive aspects of asset
securitisation warrant closer inspection. The dissertation presents a comprehensive examination of
the risk modelling, asset selection, optimal security design and competitive market pricing of asset-
backed securities. We first provide an overview of the main characteristics of asset securitisation and
explain its attendant benefits and drawbacks, especially as they pertain to the refinancing of illiquid
asset exposures, such as SME-related payment obligations. Subsequently, we explain the gradual
evolution of the regulatory treatment of asset securitisation adopted by the Bask Committee on Banking
Supervision in the wake of a general revision of the 1988 Bask Acord, which finally led to the adoption
of the so-called Bask Securitisation Framework in 2004. We then present a single-factor, loss-based asset
prcing model, which estimates the risk-neutral investment return of subordinated debt securities
(“tranches”) as leveraged contingent claims on a securitised reference portfolio of pooled credit
exposures. We challenge common wisdom of robust statistics for the estimation of portfolio credit
risk by adopting extreme value analysis, mainly because the leveraged exposure of securitised debt on
fundamental asset value changes requires a better parametric specification of extreme quantiles to
gauge unexpected loss. Based on the loss sharing between issuers and investors in a common security
design, we examine how securitised asset exposure translates into investment risk of asset-backed
securities. As a longitudinal extension to this valuation model, we also investigate the price dynamics
of securitised debt. A multi-factor GARCH process is applied as an econometric specification of the
heteroskedasticity of secondary market spreads of selected types of ABS transactions for valuation
and forecasting purposes. In light of the substantial valuation uncertainty in securitisation markets,
we conclude with a simple one-shot auction model, in which issuers maximise net payoffs from
secutitised debt under “winner’s curse”-type underpricing as agency cost of adverse selection. In
particular, we study how uninformed investment demand at varying degrees of valuation uncertainty
affects the utlity of endogenous price discovery by informed investors. Overall our synthesis of
empirical and theoretical approaches yields instructive findings about important yet unexplored issues

concerning the economic rationale of asset securitisation.
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I. INTRODUCTION

I.i. Definition of asset securitisation

Asset(-backed) securitisation represents an expedient means of asset funding and nsk transfer, which
substitutes external capital market-based funding for credit finance. The basic tenet of securitisation
rests on the efficient conversion of present or future cash flows from a diversified pool of illiquid
balance sheet exposures of vatying maturity and quality into tradable debt securities. This is done by
re-packaging and diversifying receivables into commoditised structured claims (liguidity transformation
and asset diversification) to: (i) realise certain accounting objectives and balance sheet patterns, (1) hedge specific
risk from currency and interest rate exposures, (i) reduce ecomomic cost of capital and ease regulatory capital
requirements, and/or (iv) overcome agency costs of asymmetric information in external finance (e.g.
“underinvestment” and “asset substitution”). As a hybrid of asset sk management (“asset risk
component”) and fixed income security design (“security component”), the securitisation paradigm
has witnessed dramatic changes in the way commercial banks and corporate issuers envisage their
funding activity via asses-backed securities (ABS). Securitisation was initially used to refinance simple,
self-liquidating assets (e.g. credit card balances and student loans in the case of financial institutions
and trade receivables with respect to larger corporations). In the meantime, however, mounting
competitive pressure over external funds and a notorious squeeze on net interest income has
motivated banks in particular to resort to securitisation to offset shrinking client deposits and to
proactively manage balance sheet exposures. Securitisation fostexs‘ a more efficient use of economic
capital by taking fair asset pricing to capital markets, thereby stretching asset funding beyond what
would have been possible through conventional on-balance sheet refinancing and depository lending.
In the effort to expand external funding sources securitisation also encourages sophisticated internal
rsk management and improves overall market efficiency by commoditising designated asset
exposures into new marketable financial claims of merchantable quality.! Aside from its economic effect
of installing capital markets as external soutces of funds (rather than credit relationships) asset
securitisation leads to fair market pricing of securitised asset tisk and broadens the investor base, as

the pooling of asset exposures makes the securitisation large enough to be efficient.

Asset securitisation typically involves a complex transaction structure, where issuers create

subordinated investor debt claims as stratified positions (or tranches) with different seniority. The

! Merchantable quality refers to the fact that financial commitments are secured to the investors” satisfaction.



subordinated security design determines the contractual repartiioning of repayments and default
losses from the secutitised asset portfolio. Such a form of risk-sharing supports a fine-tuned security
design, which not only caters to varying risk appetites of investors, but also guards investors against a
multiplicity of investment risks. These risks arise for the most part from delayed repayment or
outright default risk, adverse movements of market prices (market risk) and the inability of issuers to
honour contractual repayment due to prepayment risk (Zquidity risk). By convention, most if not all of
these risks are hedged by internal and/or external credit and liquidity support mechanisms, where the
issuer’s equity base commonly backs the amount of expected first loss exposure to ensure incentive

compatible monitoring and servicing activity.

While corporations originally conceived asset securitisation as a flexible refinancing technology for
outstanding trade receivables and leases, the prominence of loan securitisation as it is known today
mainly evolved from regulatory inefficiency due to the misspecification of “one-size-fits-all”
minimum capital requirements of banks under the 1988 Bask (Capital) Accord. Since existing
provisions would impose the same capital charge on credit exposures of similar risk, banks could
optimise tregulatory capital by dispensing with better quality (but low-yielding) assets through
securitisation.? Given such “regulatory capital arbitrage”, national banking supervisors undertook
concerted efforts to remedy the shortcomings of the overly simplistic Bask Accord. On 11 May 2004
the Basle Committee on Banking Supervision? finally reached agreement on a new framework for the
International Convergence of Capital Measurement and Capital Standards, termed “Basle 2”, to come into
force in 2006. Basle 2 establishes new capital adequacy rules, which link minimum capital
requirements more closely to the actual risk exposure of bank assets to reward both active credit risk
management and efficient management of economic capital. The Basle 2 proposal also sets forth a
new regulatory treatment of asset securitisation in the so-called Seuritisation Framework, which was
adopted in both the (Third) Consultative Paper to the New Basle Accord (April 2003) and Changes to the
Securitisation Framework (January 2004) in response to the prominence of more complex forms of asset
securitisation. Similar to the Basle 2 proposal, the S ecuritisation Framework features more risk-sensitive
measutes of required bank capital to moderate regulatory arbitrage through (i) the reconciliation of
regulatory and economic costs of capital on similarly securitised exposures and (ii) a more consistent

regulatory treatment of both securitised and non-securitised credit risk exposutes.

2 This incentive would persist until higher bankruptcy dsk associated with the retention of (residual) riskier
(high-yielding) on-balance sheet assets would render further securtisation non-profitable.

3 The Bask Committee on Banking Supervision is a steering group of all G10 member countries of the Bank for
International Settlements (BIS).



Notwithstanding imminent regulatory changes, the popularity of securitisation markets betrays no
hint of abating, which suggests that loan securitisation seems to be largely motivated by major
economic benefits from credit risk transfer and cost-efficient refinancing rather than by regulatory
incentives alone. Admittedly, also its sheer size makes the securitisation market too important to just
disappear in the wake of regulatory reform. Once the regulatory capital arbitrage paradigm is
repealed, the systemic flexibility of asset securitisation can accommodate regulatory change only if it
promises economic viability comparable to what explains the meaning of other investment
instruments. From a broader economic perspective, the evolution of securitisation has served to
mitigate disparities in the availability and cost of credit in primary lending markets by linking singular
credit facilities to the aggregate pricing and valuation discipline of capital markets. Aside from
regulatory considerations, loan securitisation entails a more efficient allocation of capital and credit
risk as well as a decrease of systemic risk throughout the financial system as a whole. One particular
economic dimension in securitisation is the risk-sharing agreement between issuers and investors in
the security design of securitised debt. However, the question of how the security design translates
and alters asset exposure of the underlying reference portfolio into actual investment risk of
securitised asset-backed debt is difficult to answer and not yet fully understood, mainly because
securitisation transactions can be structured in a wide vatiety of ways, resulting in disparate risk
profiles for both issuers and capital market investors. Other important economic aspects evolving
from perceived investment risk of securitisation include (i) the way valuation uncertainty about
securitised assets manifests itself in the design of the issuing process for asset-backed debt securities
and (if) how the non-verifiability of trading motives associated with the agency cost of asymmetric
information between issuers and investors affects information processing in secondary market
pricing of securitised debt. Given the low liquidity of securitisation markets these question promise
instructive insights for management and research, whose interests coincide concerning essential

requirements for sustainable securitisation markets.

Lii. Research objective and structure

This dissertation constitutes a comprehensive theoretical and empirical enquiry into the nature of
asset-backed securitisation (ABS) to explain risk modelling, asset selection, optimal security design and
competitive market pricing of securitised debt. It presents an original contribution to the field of
contingent claims analysis in structured finance by way of promoting a deeper understanding of the
elaborate procedural and substantive aspects of asset securitisation. The first chapter describes the
economic rationale of asset securitisation and its attendant benefits and drawbacks especially as they

pertain to the refinancing of illiquid asset exposures, such as SME-related payment obligations. The



second chapter surveys the pathology of the regulatory treatment of asset securitisaion under the
Basle Securitisation Framework in response to the growing complexity of securitisation structures since
the 1988 Basle Accord. The third chapter presents a single-factor, default-based asset pricing model of
loan securitisation, which estimates the risk-neutral investment return in subordinated debt securities
as leveraged exposures on securitised credit nisk. It also demonstrates how the economics of
securitisation can be reasoned on the grounds of the relationship between security design and
primary market pricing of asset-backed securities. As a longitudinal extension to this pricing model,
the fourth chapter investigates how information processing and market liquidity affect the market
pricing of securitised debt. A multi-factor GARCH process with time-vatying forecast confidence
intervals elicits an econometric specification of the heteroskedasticity of secondary market spreads of
selected types of ABS transactions. In light of the substantial valuation uncertainty in securitisation
due to intricate transaction structures, the absence of sufficient market rigor and insufficient
standardisation in measuring and pricing securitised exposures, the dissertation concludes with a
simple one-shot auction model, where issuers of securitised debt maximise net issue payoffs under
“winner’s curse”-type underpricing as agency cost of adverse selection. Given the scarcity of
empirical research on asset securitisation, several important economic and regulatory implications,
instructive findings and actionable recommendations emerge from this research effort into several
important yet unexplored structural and information contingencies impacting the economic rationale

of asset securitisation.
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CHAPTER I: “ASSET SECURITISATION AS RISK MANAGEMENT
AND FUNDING TOOL”

published as:

Jobst, A. (2006), “Asset Securitisation as a Risk Management and Funding Tool: The German Case,”
in: Krause, A. (ed.) Managerial Finance (forthcoming).

exccerpts published in:

Jobst, A. (2003), “Collateralised Loan Obligations (CLO) — A Primer,” The Securitisation Conduit, Vol.
6, Nos. 1-4, Social Science Research Network (SSRIN) Electronic Library (available at
http://papers.ssrn.com/sol3 /papers.cfmPabstract id=370641). ’

Jobst, A. (2003), “Loan Securtization and Moral Hazard — Is Increased Transparency More
Beneficial ?,” The ICFEAI Journal of Applied Finance, Vol. 9, No. 9 (December), 5-30.

1 ABSTRACT

The following chapter critically surveys the attendant benefits and drawbacks of asset securitisation
on both financial institutions and firms. It also elicits salient lessons to be learned about the
securitisation of SME-related obligations from a cursoty review of SME securitisation in Germany as
a foray of asset securitisation in a bank-centred financial system paired with a strong presence of

SMEs in industrial production.

Keywords: securitisation, ABS, structured finance, SME
JEL Classification: D81, G15, M20

“Just as the electronics industry was formed when the vacuum tubes were replaced
by transistors, and transistors were then replaced by integrated circuits, the
financial services industry is being transformed now that securitised credit is
beginning to replace traditional lending. Like other technological transformations,
this one will take place over the years, not overnight. We estimate it will take 10 to
15 years for structured securtised credit to replace to displace completely the
classical lending system — not a long time, considering that the fundamentals of
banking have remained essentially unchanged since the Middle Ages.”
Lowell L. Bryan'

1Mr. Lowell L Bryan is Director (Global Strategy Practice) McKinsey&Co. (Edwards, 2001).



2 OBJECTIVE

If one was to believe the above statement by Lowell Bryant, the advent of asset securitisation heralds
a profound reshaping of conventional financial intermediation. Many financial institutions, large
corporates, quasi-government agencies and even local governments and municipalities have issued
secutitised debt on divetse asset classes ranging from credit card receivables all the way to expected
tax revenues. However, asset securitisation lacks cross-sectional reach. The securitisation paradigm
has so far been largely confined to liquid asset types, which relegated SME securitisation (ie. the
securitisation of trade receivables and future revenue by SMEs) to sporadic captive finance
transactions. In countries whose industrial foundation is made up in large part by SMEs, such as
Germany, however, asset securitisation offers an interesting funding alternative to a pernicious bank-
based financial system, which leaves many corporate borrowers overleveraged. The following chapter
acknowledges the topical nature of asset securitisation and surveys how its attendant benefits and
drawbacks impact on the refinancing decision of financial institutions and firms alike. It also elicits
salient lessons to be learned about the securitisaion of SME-related obligations from a cursory
review of SME securitisation in Germany as a foray of asset securitisation in a bank-centred financial
system paired with a strong presence of SMEs in industrial production. The utility of this instructive
yet succinct exercise is to set the stage for a comprehensive and purposeful debate about use of

securitised debt as an alternative refinancing mechanism regardless of issuer size and financial system.

The chapter is structured as follows. After a brief definition of asset-backed securitisation (ABS) we
describe the key benefits and investment risks associated with asset securitisation in the third and
fourth sections. The fifth section focuses especially on the securitisation of SME-related claims, such
as SME loans held by banks or trade receivables owed to SMEs. The sixth section provides a

synopsis of the German approach to SME securitisation. Section 7 concludes.

3 DEFINITION OF ASSET SECURITISATION

3.1 The motivation of securitisation

Over the last ten years asset securitisation has established the status of a premier structured finance
segment in international capital markets and has redefined the strategic orientation of banking
business in a way that qualifies as a critical juncture in the evolution of financial intermediation. Asset

securitisation is a refinancing technique that allows for credit to be provided directly to market


































































































































































































































































































































































































































































































































































































































































































































































































































































































































































