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Abstract

Declines in property markets played a central role in the Great Fala@idsis. Gf-
balance sheet financing activities, particularly securitisations wsed to fund higher
volumes of bank lending, concentratedreal estate. In response to the current low
appetite for securitisations, the European Union has proposed a new Securitisation
Regulation, with the aim of restartifity) securitisation marks. This article explores the
possible legal and economic significance of this Regulation and argues thatgbsed
approach to regulating securitisation is likely to be deficiente&tsbf addressing flaws

in the securitisation process through improved incentiveshich I term ‘process-
focused’ regulation — regulation ought to concentrate on the excessive credit-origination
which securitisation may facilitate. This is particularly relévém housing bubbles,
which in general are driven by over-optimistic expectations aboutefutatse prices,
shared amongst lenders, borrowers and investors. Improving incentives ircbeatiel
widening structured finance when all parties are over-optimistienigely to guard
against future bubble formation. This is particularly relevant to Kendrket in light of
structural reforms to the UK banking sector &adled “ring-fencing”’), which is likely to

result in today’s large universal banks being converted into monoline mortgage lenders.



1. Introduction

Real estate bubbles were at the heart of the 2007-2009 financial céliapgbe housing bubble
burst— first in the United States and then in Eurepie losses that eventual falls in property values
inflicted upon large banking groups resulted in enormous macroeconomic effedte 0.S.,
property prices fell on average by 40 peréeint the U.K., the figure was over 20 percémdany
households suffered extreme financial distress, including severe contractions ire idc@m
unemployment. Real estate assets comprise the largest part of the wealth of theldh@esibr.
Housing values are therefore key determinants of long-term economic performance and property
booms are central to boom-and-bust cyélés a result, turbulence in housing markets generally

exerts significant macroeconomic effects.

Assuming that rapid increases in asset prices (and especially real estat¢ pedgent a
financial stability risk, the present low interest rate environment apfikakg to produce further
expansion of mortgage lending, fuelling what seems like an evolving asset bulsbthetefore not

surprising that the housing market has been at the heart of recent finaabibly stoncerns.

The author would like to thank participants at conferences and workahthas University of Oxford, the
Institute for New Economic Thinking, and the University of Manchdstevaluable feedback.

! Real estate prices had doubled in real terms in most Western jurisdictions inrthiegdimg up to 2007. The
S&P/Case-Shiller Homéndex provides data points (collected monthly by Standard & Poor’s) on repeat-sales
house price for the United States. According to this index, between 19@a@ndreal estate values increased
by 135% in real terms. Sgrtp://us.spindices.com/index-family/real-estate/sp-corelogic-case-phikehouse
prices also doubled during the 2000s, as noted by Halifax: “Despite a fall of more than one-fifth between mid-
2007 and mid-2009, house prices increased by more in real (i.e. inflatjostet) terms than in any other
decade over the last 50 years... House prices increased by 105% during the past decade.” See HBOS, UK house
prices doubled during the 2000s, HALIFAX PRESS RELEASE, (Jan. 2710)20<
https://static.halifax.co.uk/assets/pdf/mortgages/pdf/Halif&xHouse-Prices-Doubled-During-TF800s
27th-Januan2010Housing-Release.pgf

2 S% P CASE/SHILLER HOME INDEX, id.

3 NATIONWIDE BUILDING SOCIETY HOUSEPRICE INDEX, $http://www.nationwide.co.uk/about/house-price-
[index/headilinek.

4 Carmen M. Reinhart & Kenneth S. Rogoff, Banking Crises: An EQuportunity Menace (NBER Working
Paper 14587, 2008).

5 In November 2016, the European Systemic Risk Board wrote tbasghtries’ finance ministries (including

the UK), to warn of “vulnerabilities related to the [Residential Real Estate] sector in EU countries that may be a
direct or indirect source of systemic risk to financial stability, aray miso have the potential for serious
negative consequences for the real economy.” See EUR. SYS’MIC RISK BD., VULNERABILITIES IN THE EU
RESIDENTIAL REAL ESTATE SECTOR(2016) 2. This followed a statement in 2014 from the Bdrikngland
Governor, Mark Carney, warning of excessive UK price rises. See Hilagr@shnd Angela Monaghan, Bank
of England governor warns of a bubble as UK house prices 10s8% GUARDIAN (Jul. 15,2014
4https://www.theguardian.com/money/2014/jul/15/mkshouse-prices-may-londpnSee also Kate Allen and
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Because property booms are financed generally through bank lending, regulatoryseftatthe
crisis to safeguard financial stability have focused on increasing bank caepifd to reduce the
impact of losses on assets. In the®Etdese capital increases have been implemented through the
Fourth Capital Requirements Directive (CRD M)ased largely upon the Basel Il Capital Accbrd.
CRD IV mandates, inter alia, higher levels of high-quality capital, bemk liquidity provisions, a
leverage restriction, and significant corporate governance reforms. Regulatdrs lo.K have
supplemented these reforms with further restrictions, including tighter leveqgieementsas well
as a wholesale review of the U.K financial regulatory strudfuioreover, in 2013, the UK
Parliament passed legislation mandating structural reform of the bankimg.'$ekhis legislation
requires certain large universal banks which offer retail, commercial and investmengtssrkices,
to separate their UK retail operations from wholesale or investment baatingies. This so-called
‘ring-fencing’ is designed to promote financial stability bymak[ing] it easier and less costly to
resolve banks that get into trouble...[and]...insulat[ing] retail banking from external financial shocks,
including by diminishing problems arising from global interconnectedness.”*? Newly ring-fenced
banks will be restricted in the range of activities they may engagadrthe sorts of products they

may offer to customers.

Anna Nicolaou, Global property bubble fears mount as prices and yjakds 8N. TIMES (Apr. 16, 2015)
<https://www.ft.com/content/7ba6556e-e28d-11e4-ba33-00144feab7de>;ynM&omerset Webb, London
property and the madness of the crowtN. TIMES (Feb. 26, 2016) <https://www.ft.com/content/80e61830-
dbd811e5-98fd-06d75973fe09>.

6 Whilst acknowledging the referendum vote on UK membership of theh&s produced considerable
uncertainty in the context of the UK’s continued adherence to EU law, this article proceeds on the basis that the
UK remains compliant with EU law until the process of leaving the Etbimplete. Moreover, it is almost
inconceivable that, even if it chooses not to adopt the SR, the UK atilkdopt legislation of its own which
mandates simple securitisation in some form. To do so would plafieatgial institutions at a significant
competitive disadvantage.

’ Directive 2013/36/EU of the European Parliament and of the Cour2d dfine 2013 on access to the activity
of credit institutions and the prudential supervision of credit institutenms$ investment firms, amending
Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC [201L3}6/338.

8 BANK FOR INT'N’TL SETTL’M’TS, BASEL IIl: INTERNATIONAL REGULATORY FRAMEWORK FOR
BANKS (2011).

9 BANK OF ENGLAND, THE FINANCIAL POLICY COMMITTEE’S REVIEW OF THELEVERAGE RATIO (2014).

10 The Financial Services Authority was abolished by the Financial Service24& CH. 21.

11 See Financial Services (Banking Reform) A013 CH. 33. Ring-fencing initiatives are also being pursued
at the EU-level, although no substantive laws have yet been agread see BEJR. COMM., HIGH-LEVEL
EXPERT GROUP ONREFORMING THESTRUCTURE OF THEEU BANKING SECTOR:FINAL REPORT,chaired

by Erkki Liikanen @012.

12 JOHN VICKERS, THE INDEP. COMM’N ON BANKING: FINAL RECOMMENDATIONS (2011) [hereinafter
ICB] at10-11.



These manoeuvres have coincided with efforts underway in the EU to promotestiration
of EU capital markets. The centrepiece of this Capital Markets UGibtJ] project is a proposal for
a new EU Regulation on Securitisati¢fSR”).2* In theory, by broadening the funding channels
available to financial institutions, tH&R will allow borrowers to gain access to a more diverse group
of potential lenders and reduce investor dependency on local banks. In the casspef fiuor to
2008 EU securitisation supported approximately one fifth of total bank loans grartedstholds
and non-financial corporations in the euro area. According to one estimate, the re-bbdEidg
securitisation markets could generate between €100-150bn extra credit for firms and households,
representing a 1.6% increase on current le\fe¥et, despite its relatively strong performance, its
reputation was severely tarnished by the crisis, and EU securitisation markets agsfianctional®
To tackle this, regulators intend to mandate strict qualifying criteria to @cina®l mechanisms over
the securitisation process. The most significant aspect of the SR wilthabvide for lower capital
charges for ‘simple, transparent and standardised” (STS) securitisation instruments. Only

securitisations which comply with these criteria will be eligible for the STS label.

As this article will explain, these regulatory developments may have isantiffinancial
stability implications. Securitisation technology was certainly a key sigiy-change in the
provision of credit preceding the real-estate bubble, as many banks, property compamitsand
financial intermediaries packaged up and converted their mortgage loans into tradabkgenor
backed securities (MBS). In particular, as | shall outline, there is a donfitamtard narrative’ in
relation to the pre-crisis practice of securitisation which suggesti thicbduced distortions into the
mortgage origination process, resultiimg the origination of excessive levels of mortgage loans.
Specifically, the charge goes that many of the loans underpinning MBS suffered a gradual

deterioration in quality and creditworthiness, as incentives in the sedigitiggiocess- essentially

13 European Commission, Proposal for a Regulation of The Eurdpadiament and of The Council laying
down common rules on securitisation and creating a Europeanwaakngor simple, transparent and
standardised securitisation, Brussels, 30.9.2015 COM(2015) 472 fi&/0226 (COD) [hereinafteBR
PROPOSAL]

4|CB, supra note 12, atl.

15 According to the Proposal, just 0.1% of EU AAA-rated MBS defaulted in ciniwal6% of US sub-prime
MBS and 3% prime MBS. The figures for lower-rated MBS are even more ditpjgen0.2% of EU BBB-
rated MBS defaulted in contrast to 62% of US subprime MBS and 46% prime 8388SR FROPOSAL, supra
note 13, aB.



the originateto-distribute model- led mortgage lenders to discount potential losses from mortgage
defaults because they would no longer be holding the relevant assets. Indicitivekgmple, the

U.S Financial Inquiry Commission concluded that:

“When originators made loans to hold through maturity — an approach known as originatehold — they
had a clear incentive to underwrite carefully and consider the risksevéowwhen they originated
mortgages to sell, for securitizatienknown as originatée-distribute— they no longer risked losses if

the loan defaulted.”1®

According to the standard narrative, the incentives to originate goality loans were also
exacerbated by excessive complexity in securitisation design which prevented adedysi® @na
the underlying risks. In combination, these features of securitisation reduced madipling
considerably. On the basis of this diagnosis, future securitisation regulation shouidtsealkia to
reduce the incentives for poor loan origination, increase transparency alonguhgsagéon chain
and reduce complexity. Process design and regulation are crucial to this endeavoustaaidbes
demonstrated, it is evident that the SR has been drawn up in this way. | terapghosch to
securitisation regulatory design process-focused regulation. Process-fiemdation in this context
is founded upon setting up rules and structures to maximise intra-party inforraathange, and to
ensure that risks are allocated at the outset of the relevant transactiotifepry, this will produce

the most efficient outcomes possible.

In this article, | argue that the approach to regulation in the SR is likelhe deficient in
preserving financial stability. Kssumes that provided market actors’ incentives are properly aligned
and information asymmetries minimised, the securitisation practice willededivperior resource
allocation with minimal risks to financial stability. Yet, as | shalllakp focusing on the process of

securitisation ignores arguably its most significant dimension, whaehini its capacity to widen the

16 ,
FIN. CRISIS INQUIRY COMM'N, FINAL REPORT OF THE NATIONAL COMMISSION ON THE CAUSES OF THE FINANCIAL CRISIS IN THE UNITED STATES,

(2011) at89; see also De Larosiere: “The originate-to-distribute model as it developed, created
perverse incentives. Not only did it blur the relationship between borrower and lendeobut a
diverted attention away from the ability of the borrower to pay towards lendiftgn without

recourse- against collateral. A mortgage lender knowing beforehand that he would transfer (sell) his

entire default risks through MBS or CDOs had no incentive to ensure high lending standards.” See pe
LAROSIERE GRP., THE HIGH LEVEL GROUP ON FINANCIAL SUPERVISION IN THE EU (2009), at 9.



credit channel during financial booms. Of course, these booms almost invariably thust$o
particularly in property markets. Numerous systemic banking crises haveatg@jifiom excessive
lending in real estate markets and, given appropriate circumstances, securitisation magifieaatsig
contributory because of the way in which it loosens credit and fundingaiost In light of the role

of securitisation in amplifying the bank credit channel in mortgage lending, a battefwestricting

the potential for housing bubbles would be to address the capacity of the credil ehaxpand in
boom times, rather than simply focusing on protecting investors in mortgagelrelaeucts.
Indeed, the behavioural aspect of bubbl&gich the current approach to the regulation of securitised
mortgage-finance largely ignorednstead places the endogeneity of credit supply at the centre of the

analysis.

This article makes several novel contributions to the debate on mortgages and gsa&muritisa
First, it challenges the orthodoxy that the safeguards inbuilt to the procebe B8a $ label will be
sufficient to mitigate real estate-linked instability in the banlggstem. As shall be highlighted, the
existing literature on the propos&R approaches the issues on these terms, even where critiqgues are
made of the instrument itself. | do not claim there are no flawed incentivéee securitisation
process; there is compelling evidence that securitisation results in banks gsgimgdard to credit
standards when making lending decisi&n®aturally, lower credit standards can contribute to
lending booms. Yet, as | shall explain, lower mortgage underwriting standards areessanécthe
product of moral hazard; indeed, the lending boom which prefaced the GFC was raly enti
subprime-driven and banks suffered huge losses on both retained securitisations and their non-
securitised mortgage portfolidSo, whilst incentives may play a significant role in determining lender
behaviour, real estate values are affected by forces on both the supply-side and ddenahd-si
finance which— almost invariably- are linked to overconfident expectations of future house price
rises. Crucially, these expectations afflict both borrowers and lenders. Atdwghae, this not only
reduces the utilt of the SR by framing it in terms of the protection extended to borrolerslso

means that reforming incentives along the securitisation chain doewlitttielress financial stability

17 Giovanni Dell’ Ariccia, Deniz Igan & Luc Laeven, Credit Booms and Lending Standards: Evidence from the
Subprime Mortgage Markdt4 J.OF MON CRED. & BANK. 367(2012).



concerns. Given the implications for financial stability from the collapseaifestate bubbles, the
major challenge in regulating these booms is therefore in reducing the prpp#Engie banking

system to allow these expectations to become self-fulfilling.

Second, the article will highlight how, by limiting the activities thatiké@nks may engage in,
measures such as ring-fencing may encourage excessive focus on particular assatingf |
particularly mortgage markets which are not capital intensive and, in somebmzassf#, from explicit
government guarante&sThe forced conversion of large banks by the ring-fence, | argue, will likely
result in a market dominated by monoline mortgage lenders. For reasons whiidie shwlained,
this may not only contribute to future real estate booms but it will ala@ lbanks even more
exposed to the real estate cycle, the source of most recent banking chieetlin (L973-75; 1991-
92; and 2007-09). As a consequence, there may be significant financial stafpligations from
ring-fencing; indeed, as Goodhart notéflhe likely concentration of such ring-fenced banks on
residential mortgages ... would leave them even more exposed to the housing cycle, without
diversification potentiality.”*® | use empirical data on the UK banking systenin particular on
mortgage lending trends and the evolution of U.K. bank balance sheets since the ®FC
demonstrate that U.K. banks have already begun to reposition their balance sheatgpati@mtof
the activity restrictions introduced under the ring-fence. Whilst thissition has been thusrfa
gradual, the trend is clear. As will be explained, this will likely make f@mged institutions banks
more predisposed to lending to property markets, and heighten their vulnerabdibyvbburns in
house prices. In light of the sectoral structural reforms on their way itUikhethe SR has the
potential to widen this channel at precisely the time that large banksbedthme even more
concentrated in property lending, by virtue of ring-fencing. Of course, seauyitisbrtgage loans
will reduce banks’ exposure to property markets. However, a key feature of the new SR is its risk

retention requirement, meaning mortgage risk will remain on their balance sheets. Moreover| as | shal

18 The UK government offers explicit support to home buyers, provigiggvernment guarantee for up to 20%
of the value of a property by means of a five-year interest free dqgaity From 1 January 2017, the scheme is
to be amended in two significant ways: (i) it will be available only tehmsers of new-build homes; and (ii)
the equity loan amount that the government will guarantee for newhnrités in London will rise to 40%. For

further details, seghttp://www.helptobuy.gov.uk

19 Charles A.E. Goodharthe Vickers Report: an assessmentAW& FIN. MARK. REV. 32, at33 (2012).
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explain, rather than focusing on risk retention requirementshich did little to prevent the
concentration of mortgage risk during the GF@ better approach to regulation in the context of

securitisation and housing bubbles is likely to be to limit MBS volumes to some degree.

Third, the article shall also demonstrate how the securitisation of mortgages the STS
label will in theory allow banks to arbitrage new capital regulations whichy apphigher-risk
mortgage loans. Existing mortgage regulations, under Basel lll, treatjagertassets differentially,
applying progressively higher capital requirements according to the level af @guhe secured
property. Securitisation allows assets of different risk profiles to be pooled and subsequeihibgtranc
into levels of varying credit risk. By converting lower grade assetshigfioer-grade securities of
commensurately lower capital intensity, securitisati@ven in STS form will thereby contribute to
higher lending capacity at banks and likely increased financial flows tenyomparkets. As will be
explained, there is a further potential loophole in the STS design which banksbiiegge to reduce
the capital charges which would normally apply to some of their riskiergaget assets, further

increasing those financial flows.

On the basis of the analysis, the principal argument put forward is thatrif@nation of
securitisation with retail ring-fencingill likely increase rather than diminish risks to the U.K.’s
financial stability. The subject of mortgage securitisation has been didceskaustively in the
academic literature. The possible consequences of ring-fencing in the contextgdgaanarkets
have also been analysed, albeit in much less depth. To my knowledge, this article & the fir
considers the possible consequences from each in combination. The core message aé tisenatti
that asset securitisation is in of itself undesirable; indeed, rehtihgisecuritisation markets is likely
to be welfare-enhancirf§.1 do not claim (unlike many other analyses) that securitisation of
mortgages was a priori a cause of the financial crisis; instead, in the wbrdsote et al.,

“securiti[s]ation merely facilitated transactions that borrowers and investors wanted to undertake

20 Indicatively, researchers at the International Monetary Fampded in 2015 that: ““Placing private
securitization markets back on a firm and sustainable footing has never been more important...The time has
never been more right to complete the task of [restarting] securitization.” Miguel Segoviano, et al.,
Securitization- The Road Ahead (IMF Staff Discussion Note, SDN15/01, Jan. 2815),



anyway.”?! However, it does not follow from this that securitisation played no roteeérmortgage
boom; it is clear that securitisation facilitated lending and helped drivestse prices up. Its future

use— even in STS form therefore needs to be controlled if financial stability is to be preserved.

The article proceeds as follows. The first section analyses the relationshighdavek credit
ard the real estate cycle. The second section discusses securitisation as a fuhdiggetesnd
considers the recently proposgRin the EU. This leads to the third section, which analyses the main
drivers of housing bubbles, before highlighting arbitrage opportunities in the SR wiagh
exacerbate these drivers. The fourth section outlihesUK’s ring-fencing proposals, before
presenting novel data on U.K. bank lending and balance sheet composition to demoastbatekth
are already beginning to shift into mortgage lending in anticipation afiigeencing restrictions.
The penultimate section discusses the existing macroprudential regulatory iodhkée UK and

discusses potential improvements in light of the preceding analysis. The final sectioesncl

2. Bank Credit & Real Estate Bubbles

A consensus has developed that the lending behaviour of financial institutions, in particularstenks, i
key driver of real estate booms. Important contributions to this debate sadogsbetween bank
lending policies and house prices. Most early analyses found this link wedpeocal, mutually
reinforcing relationship through which credit influences house prices, and houass priluence
credit?? For example, if property values increase thanks to demographic changes or monetgry policy
homeowner equity in houses will be generated even in the absence of additiciggigmaredit.

These new higher collateral valuation may in turn be used to justify furthemiog, or to withdraw

2! Christopher L. Foote, et al., Why Did So Many People Make SuyMix Post Bad Decisions? The Causes of
the Foreclosure Crisis (Federal Reserve Bank of Boston Public Policy DiscBsgier No.12-2, 2012) at 2.

22 Charles A.E. Goodhart & Boris Hofmann, House prices, money, credit, andattroeconomy 24X REV
ECON POL 180, (2008) at 202.



home equity and increase borrower lever&gehe concurrent increases in both house prices and

mortgage credit amplify cyclical effects of lending.

In recent years, a considerable number of papers have focused on the explicit frigaessro
bank credit on house prices. In sum, these papers confirm that the effects are ditectionial:
aggressive credit pricing significantly increases real estate vaResearchers at the New York
Federal Reserve, for example, show that the pre-GFC housing boom was the rasuttcoéase in
credit supply driven by looser lending constraints in the mortgage market. Thethlzasonclusion
on four empirical facts: (i) an unprecedented rise in home priceh)€igurge in household debt; (iii)
the stability of debt relative to home values; and (iv) the fall intgage rate$* Another, now-
classic, paper shows that over the period 2002 to 2005, metropolitan US subprime mankstedit
an unprecedented relative growth in mortgage credit despite falling real incomesoductipity.
They show that house price growth was negatively correlated with income groerththevsame
period, implying that the positive change in house prices could result only from chiangeslit
supply?® The authors attribute this to (i) supply-side changes in the provisiomodfjage credit,
particularly securitisation of mortgages; and (ii) expectations of highese prices, which increased
disproportionately in subprime localities. Other analyses show, interthat: in areas of the U.S.
where post-GFC mortgage loans had higher limits, house prices were highee reldtiose areas
where loan limits were lower, suggesting that the supply of credit increased haesemtependent
of other factorg?® easier access to credit through lower financing costs significantly inclemsss

prices?’ relatively more liberalised bank mortgage lending regulaticarsd removal of restrictions

23 Kosuke Aoki et al. House prices, consumption and monetary policy: acifirlaaccelerator approach,
mimeograph (2014)

24 Alejandro Justiniano et al., Credit Supply and the Housing Boom (FeRlesalve Bank of New York Staff
Report 709, 2015).

25 Atif Mian & Amir Sufi, The Consequences of Mortgage Credit Expandidence from the U.S. Mortgage
Default Crisis124Q. J. EEON. 1449 (2009).

26 Edward Kung, The Effect of Credit Availability on House Prices: Eviderwa the Economic Stimulus Act of
2008 (unpublished manuscript) available at
4https://www.aeaweb.org/conference/2015/retrieve.php?pdfid=412>

27 Manuel Adelino et a).Credit Supply and House Prices: Evidence from Mortgage Market esggtion
(NBER Working Paper No. 17832, 2012).

28 Giovanni Favara &eanlmbs, Credit Supply and the Price of Housih@5AM. ECON. REV. 958 (2015).
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on lending® lead to larger house price increases; and increased elasticity inscgulif terms leads
to higher real estate valu&sln sum, these contributions suggest that the lending activities of banks
may exert significant effects on the value of real estate

Banking has also become progressively more focused on real estate lending, vduohsef
amplifies the financial stability consequences of real estate crashes. Arduabhost significant
paper in recent years in the context of bank lending composition and real isskatelJorda,
Schularick and Taylott They disaggregate bank credit for seventeen advanced economies since
1870. Their analysis produces three particularly important findings: (i) the isltaease of credit-
GDP ratios in advanced economies since th® déntury is largely a result of rapid growth in
mortgage loans to the household sector, which also explains the marked change in bankhegance
composition; (ii) real estate credit is a particularly significant faictgredicting financial fragility;
and (iii) “financial crisis recessions” are significantly worse than other forms of recession and these
recessions are heavily influenced by mortgage credit. These findings cdmbism in the study by
Reinhart and Rogoff, who show that in advanced economies there is alwaysfieasigrun-up in
housing prices prior to a financial crisis, and that the fallout from housing @#@eses relatively
more economic damage than other forms of ctfsMdian and Sufi find similar conclusions: that the
expansion and bursting of private credit booms concentrated in aggressive mortgagegievdimg
may create significant financialstability** House price upswings associated with higher household
indebtedness produce costlier recessibrishe additional leveraging that accompanies housing
booms of course exacerbates financial dislocations and makes recovery mork. iffonsidering

the importance of property lending to contemporary retail and commercial bankings dffo

29 Marco Di Maggio & Amir Kermani, Credit-Induced Boom and Busbl(@us. School Research Paper No.

14-23, 2015).
30 Elliot Anenberg et al., The Effect of Mortgage Credit Availability on HousieR® and Construction:
Evidence from a Frontier Estimation Approach (Nov. 2015 available at

{http://people.stern.nyu.edu/ahizmo/ahkm|pdf>

31 Oscar Jorda et al., The Great Mortgaging: Housing Finance, Crise8uaimiss Cycles (NBER Working
Paper No. 20501, 2014).

32 Carmen M. Reinhart & Kenneth S. Rogaf the 2007 US Sub-Prime Financial Crisis So Different? An
International Historical Comparisp@8 AM. ECON. REV. 339 (2008).

33 ATIF MIAN & AMIR SUFI, HOUSE OFDEBT (2014).

34 Mathias Drehmann, et al., Anchoring countercyclical capital buffers: theofoledit aggregates (Bank for
Internat’l Settlem’ts Working Paper No. 355, Nov. 2011).

35 J.V. Duca et al. Housing markets and the financial crisis @7-2D09: Lessons for the futufel. AN. STAB.
203(2010).
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ameliorate the instability characteristic of the banking system must take into account both thg propert

cycle and the contribution of banks to the phases of that cycle.

3. Securitisation and Mortgage Markets

The securitisation of mortgage loans played a particularly prominent role elogments in
mortgage finance markets in the run-up to the cfists noted in the introduction, its role has been
analysed extensively. The process involved in basic securitisation is straightforward feithmare
esoteric levels, the process may become extremely complex). Once issued, logkrassatas the
‘reference portfolio’) are pooled and transferred to a bankruptcy-remote special-purpose vehicle
(SPV), legally organized as a trust, which finances its purchase of the asseté timugsuance of
securitiesThe investors receive fixed or floating rate payments funded by the cashflowsaiudé
reference portfolio, which are generally collected and transferred by theatwigifor a servicing
fee3” The creditworthiness of the securities is rated by external agentigst, sredit enhancements
and/or guarantees from the sponsor may also be granted to the SPV. The securitisfigorsliced
into segments, or tranched, which allows issuers to create securities with dirmtbdr structure.
This results in security classes with different orders of priodtyplayment, each of which has a
sliding scale of associated risk. The least risky tranche (the senior levéibshaall on the income
generated by the underlying assets. The lower levels (mezzanine, junior anyl aguiigkier, and
suffer losses first. The equity slice is normally the smallest tranche but bearghibst hisk.

The securitisation process thereby allows the conversion of lower-grade indifudunaial
products into higher-grade securities. For example, structured finance productsomeeyt a
portfolio of BBB-rated products into a security with AAA-rated senianthes? This facilitates the
redistribution of risk amongst different classes of investor; in particitiaallows institutional

investors to hold assets indirectly which regulations would ordinarily deenrigky. From the

36 Daniel Awrey, Toward a supply-side theory of financial innovafidd. COMPARAT’VE ECON.401 (2013).
37 Andeas A. JobsiVhat is Securitization25 J. AN. & DEVEL’P’M’NT 48 (2008).

38 During the period 1990 to 2006, the average percentage of corpordtessmes with AAA-rating was 9%.
For securitisations, it was 75%. Asset-backed securities (including MBS) aeddan64% of the growth of
long-term bonds over the same period. SA8EB. COMM. ON BANKING SUPERVISION THE JOINT FORUM
REPORT ONASSETSECURITISATION INCENTIVES(2011).
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perspective of originators, securitisation fulfils four purposes: fundivgrsification, regulatory
capital and accounting benefits, risk transfer, and revenue genéfafibe. empirical literature
suggests that banks place most stock in the first two of these bé&hgéturitisation facilitates low-
cost financing as it allows financial institutions to raise cash agdigatd assets. Securitising assets
also allows financial institution® reduce their capital requiremefitdn the case of mortgage assets
with identical capital requirements but different risk profiles, for exantpéepriginator could raise
its risk level without facing any increase in its capital charge Igifgpthe riskier asset on balance
sheet and removing the assets with lower risk. This allows banks to fundrrexisting loans by
securitizing them rather than holding them to maturity.

Although mortgage securitisation was not new (dating back to the 1970s), thi¢ sEsdbed
prior to the GFC was unprecedented. For example, the private market for MB&s&iod trillion
in 2006 in the US alone (this excludes agency-sponsored securitisations, the largekt Soare 80
percent of mortgages which were issued over the five-year period prior @-tBeavere pooled and
securitised or combined with other asset-backed securities to formeralis#d debt obligations
(‘CDOs”) and sold on in secondary markets to other financial instituttoli@rtgage securitisation
volumes in the U.K were smaller, although they experienced significant annuah drothkie years
leading up to 2007, expanding from virtually zero issuance in 2000 to over €165 billion in 2006,
representing 54% of all European MBS issugidadeed, securitised funding of mortgages in the

U.K. reached 18% of UK mortgage credit by 2607.

39 See Id.

40 For discussion of this literature, see id. Appendix .

41 Securitized assets are funded by outside investors (investors in the SRYV}haththe bank itself. The SPV
is financed through investors buying securities in the SPV whthareentitled to the receivables (contractual
payments) due from the SPV’s assets. The SPV transfers the proceeds from the sale of its sedoritiesparent
institution. The SPV is therefore, in effect, borrowing from capital madeetsehalf of the originator. However
because the receivables it sells are of superior creditworthiness, theotdstwds is lower. Further, by
removing loan assets from a bank’s balance sheet, a bank’s capital may support additional lending which could
not have occurred had those assets remained on-balance sheet. Securitegattbarefore also be used for
capital arbitrage and to improve retwn-equity.

42 See Jeremy C. SteiBecuritization, shadow banking & financial fragility, 138EDALUS 41 (2010).

4 FIN. SERV. AUTHORITY, THE TURNER REVIEW: A REGULATORY RESPONSE TO THEGLOBAL
BANKING CRISIS (2009) at 14.

44 John Kiff et al, ‘Buropean securitisation and the possible revival of financial innovation’ in THE FIRST
GLOBAL FINANCIAL CRISIS OF THE21ST CENTURY PART Il, JUNE-DECEMBER 2008 (Andrew Felton &
Carmen M. Reinhart ed2011) at 119422.
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The Proposed EU Regulation

The aim of the SR is to provide a framework for the re-introduction of secuoitisatid securitised
products to the market. Several bodies were involved in drafting advice and guidarte doaft
Regulation, including the Basel Committee on Banking Supervision (BCBS)|ntemational
Organization of Securities Commissions (I0OSCO), the European Banking AutfiBB#), the

European Central Bank (ECB) and the Bank of England (BoE).

The SR will apply to any lender or originator of assetStypically, a credit institution”*® —
which may engage in the practice of securitisation. STS-compliant securitisaiflbiagiadify for
more generous (risk-sensitive) capital treatment. The Proposal lays down sti@ingsi on STS
criteria. The STS must comprise only homogenous asset types and canndieitsethprised of
securitisations ‘fe-securitisationd).*® Any exposures included must be originated in the ordinary
course of the originator’s business, and any material change in underwriting standards must be
disclosed to investor$.Representations and warranties as to the creditworthiness of the imgderly
exposures must be provided by the origin&taBtrict rules on the creditworthiness and recent
financial performance of borrowers must be complied ®WitBynthetic securitisations are also

excluded.

Responsibility for compliance with the criteria lies with originators, spen@aith oversight
from the European Securities and Markets Authority) and investors. Because akepgtiparthat
faulty credit ratings assigned to structured finance contributed to the drésissé of credit ratings as
a proxy is not encouraged. Supervisory and cross-border oversight and sanctioning isiaésh astl

well as rules on transpareriyand due diligence and risk retent®dms shall be explained, risk

45 SR RROPOSAL supra note 13, &.

46 See d. Art. 8(4)-(5)

47 See id. Art. 8(6)

48 See dl. Art. 8(2)

49 See id. Art. 8(7).

50 See d@. Art. 5. Originators, sponsors and conduits ought to make infanmfreely available to investors on
standardised templates, on websites which meet criteria on control of date apalitysiness continuity.

51 See id. Art. 4. Originators, sponsors and original lenders are yalreguired to retain some level of risk under
existing legislation (for example under the CapitalgiRrements Regulation or Alternative Investment Fund
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retention is regarded as an especially important tool, because in thedignst the interests of
originators and investors. Under the initial Proposal, the minimum risk @emquirement- the
portion of the securities that the originator must retaiwas 5 percent. However, at the time of
writing, this level was under negotiation and it is very likely thatill be raised in the final version
of the SRP? STS securitisations must be rated in two ways: internally, under the BaSeldglines
for securitisations and externally, by credit ratings agencies (for regulatory and investor purposes).
As with capital requirements relating to general products, securitisatiaysbe rated through
internal models (Internal Ratings-Based Approach (IRBA) or External RdBagsd Approach
(ERBA)) or through the standardised approach (SA). The assessment of credit qbiadit
securitisation comprises quantitative ebars, particularly in relation to ‘expected losses’ (calculated
normally through ‘Value at Risk’ (VaR) and/or ‘Probability of Default’/‘Loss Given Default’
(PD/LGD) methodologies), and qualitative elements, such as an assessment of thwryegul

environment.

Process-focused regulation

Before the GFC, securitisation was widely regarded as financial stability-eémipabecause it

allowed for the dispersal of credit risk to a broad and diversified ranigeesftors>* In the event, of

ManagerRegulation), but the burden of checking this risk retention has hitherto lain with investors (the ‘indirect
approach’). The current Proposal therefore includes a direct risk retention requirement, as well as a reporting
requirement on the originator.

52 In December 2016, the EU Parliament voted to approve a comproméseragt which would see originators
of securitisations having to retain a material net economic interest in the setantisf not less than 5% or
10% depending on the retention modality. If passed, under the SRutbpean Banking Authority and the
European Systemic Risk Board will also be granted powers to regtémtion rates of up to 20% in light of
market circumstances. For background, see Francesco Guabssspite Brexit, EU makes progress on capital
market plan RUTERS (Dec. 8, 2016) available aghttp://uk.reuters.com/article/ubtrmarkets-requlationf-
[[dUKKBN13X18XPp.

53 BASEL COMM. ON BANKING SUPERVISION REVISIONS TO THESECURITISATION FRAMEWORK (20186.

54 For example, a 2005 BIS report on securitisation “conclude[d] that continued development of the
[securitisation] CRT [credit risk transfer] market offers potential benéfitthe form of more liquid and
efficient markets for the transfer of credit risk.” See B\NK FOR INT'N'TL SETTL’M’TS, CREDIT RISK
TRANSFER(2005) at 1. In 2003 a prominent U.S. attorney had testified baf@@ngressional committee that
“Securitization reflects innovation in the financial markets at its best.” See Cameron L. Cowan on behalf of the
American Securitization Forum, Statement to the U.S. House of Representatives, Jditg before
Subcommittee on Housing and Community Opportunity and the SubcomumittEeancial Institutions and
Consumer Credit, Protecting Homeowners: Preventing Abusive Lending Mutakerving Access to Credit (5
Nov. 2003, 108" Congress, First Session.
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course, instead of diversifying risk these risk management techniques éachesmsogeneity, thereby
resulting in the entire financial system being exposed to fluctuations in the market fo* NtBSpite

of this, post-GFC regulation of the securitisation market focuses on reguliaé mechanics of the
securitisation process. This is based largely upon lessons drawn fromatidardt narrative of
securitisation and the GFC discussed above; namely the possible distorimmeritives that the

originateto-distribute process creates. According to McCoy, Pavlov and Wachter for example:

“Without regulation, securitization allowed mortgage industry actors to gain fees and to put off risks.
During the housing boom, the ability to pass off risk allowed lendad securitizers to compete for
market share by lowering their lending standards, which activated mamwbay. Lenders who did
not join in the easing of lending standards were crowded daheaharket. Atrtificially low risk premia

caused the asset price of houses to go up, leading to an asset bubble dimd) braed. The

consequences of lax lending were thereby covered up.”5®

Characterising the problem of mortgage securitisation in this way gisesta several possible
responses. One perspective regulators adopt regarding regulating securitisptiocess-focused
that is, they assume that provided that the risks from the securitisation poEessimised through
efficient incentive structures and disclosure techniques, securitisatiors ikkdg to pose financial
stability issues. The rational investor model assumes that investors hawdiraited capacity to
process information to account for risk within their portfolios, provided #neyprotected from fraud
and information is made freely availablen accordance with this viewhe STS criteria discussed
above largely address the problem via the lens of investor protectltat provided full and frank
disclosure of the material risks attendant to data concerning securitised parductade available,
and incentives for obfuscation reduced, distortions flowing from the dsatidh process may be

mitigated.

5 AG Haldane, ‘Rethinking the Financial Network® Speech at the Financial Student Association, Amsterdam,
28 April 2009.

5% PA McCoy, AD Pavlov, and SMWVachter, ‘Systemic Risk through Securitization: The Result of Deregulation
and Regulatory Failure’ (2009) 41 Conn Law Rev 493.

57 E Avgouleas, ‘The Global Financial Crisis, Behavioural Finance and Financial Regulation: In Search of a
New Orthodoxy’ (2009) 9 J Corp Law Stud 23.

16



In contrast, the Proposal adopts a rather benign view of the financial stajlligations of
increasing volumes of asset securitisation. Instead, as noted in the introdugiams o the relative
historical stability of the European securitisation market and the safegbailtl in to the STS
Proposal which will help mitigate concerns about complexity and risk managemedtkposen-
standardised securitisations. Indeed, most post-GFC research on securitisation eppneasiue on
these terms, offering critiques on the securitisation process, the incentiveddem within it, and
new regulations designed to safeguard the integrity of the process. Schwarcz, fulegr@sousses
the limitations and tradeoffs of both the Dodd-FrankA@DFA) in the U.S. and the EU SR in the
context of re-establishing a global securitisation maikkele contends that the emphasis on STS in
the SR will also mitigate one of the main impediments to risk managemeimaimcibl markets
populated by cognitively-bounded agemamely, complexity® Indeed, thanks to its emphasis on
simplicity, Schwarcz concludes that the STS framewgsks “a long way towards addressing
complexity as a cause of market failure”®! and that the US authorities might consider a similar
approach to regulation. Whilst more critical of BR instrument, Bavoso argues along similar lines:
in particular, contending that the SR fails on three main counts in safgguardestor interests: (i)
because of the reliance placed on rating agencies in the securitisatiors;p(ifcasfailure to fully

enunciate the criteria for STS; and (iii) potential ambiguities in the STS tetefifd

Approaching the issue of securitisation from this process-focused perspeelilge cgrtain
analytical benefits. It is clear for example that the securitisation ggavay be subject to several
forms of incentive distortion. These distortions are thought to prevent theemffgricing of asset-
backed securities. When an originating lender securitises its mortgagetioaadpans are removed
from its balance sheet and sold to outside investors, in theory insula¢ingnder from mortgage

defaults caused by falling house prices. Because of this, there are supply-sidedadenbiriginate

58 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub, L1IN@203 (July 21, 2010) Pub. L.
No. 124 Stat. 1376.

59 SL Schwarcz “Securitization and Post-Crisis Financial Regulation’ (2016) 101 Corn Law Rev 115.

60 S Schwarcz, ‘Regulating Complexity in Financial Markets’ (2009) 87 Wash U Law Rev 211.

61 Schwarcz (n 59).38.

52 '\/ Bavoso, ‘High Quality Securitisation and EU Capital Markets Union — Is it Possible?” (2016) Acc, Econ
and Law: A Convivium (forthcoming
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lower-quality mortgages, as the originating bank or mortgage lender knows ticagditerisk of the
loans will be passed down the securitisation chain and they will tinerbe largely shielded from
losses on the original loans (term@é@ “hot potato” theory by Shir®). In all likelihood, this will
affect aggregate mortgage underwriting standards and in tandem increase the dteditafo the
mortgage market, helping to push up prices. This is sustainable only ifrstsada relaxed, meaning
the issue of moral hazard becomes ailtidevitkin and Wachter argue the advent of the private
securitisation market in the U.S. in particular helped amplify this dynamicomplexity in private
securitised products and information asymmetries between originator and mB&ors which
allowed overinvestment in MBS and boosfatincial institutions’ profits.>* Importantly, of course,
this view assumes that there will always be a “greater fool” in the securitisation chain, upon whom the
eventual loss will fall. According to scholars such as Schwarcz and Bavoso, probeetisigprs by
establishing a more systematic securitisation framework will ameliorate théseffiethese poor
incentives and restore faith in the securitisation process. Ceteris paribysjney purpose of

regulation of securitisation ought to be to mitigate the distorting incentives#its heart.

At one level, these arguments are certainly convincing. A good proportibe sfudies into
the progressive decline in mortgage lending standards, for exaapplear to provide evidence for
the view that the originate-distribute model encouraged poor lending decisions by originating
banks and mortgage lendétsAs noted earlier, many regulatory reports into the GFC based their
conclusions on the flawed incentives theory and it is therefore to be expected thagaayion
appertaining to initiatives to restart securitisation markets are framélis way. However, the
standard narrative that securitisation as a supply-side phenomenon caused the real estate bubble

thanks largely to poor incentives and excessive complexgypased upon a very narrow view of the

63 HS Shin, ‘Securitisation and Financial Stability’ (2009) 119 Econ J 309.

64 See AJ Levitkin and SMVachter, ‘Explaining the Housing Bubble’ (2012) 100 Georg Law J 1177, arguing at
1181 that the housing bubble was “primarily a supply-side phenomenon.”

8 |ndicatively, see Mian and Sufi (n 33); DM Frankel andil, ‘Securitization and Lending Competition’
(2015) 82 Rev Econ Stud 138A& Purnanandam, ‘Originate-to-distribute Model and the Subprime Mortgage
Crisis’ (2011) 24 Rev Fin Stud 1881; ECH he IncentiveStructure Of The ‘Originate And Distribute’ Model’
(December 2008).
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lending dynamic which inflated . This is not to denigrate the contributions of scholars who
approach the regulation of securitisation from a process-focused perspectivallafteducing
complexity and information asymmetry in securitisation markets is likelye welfare-enhancing.
Yet, because the precise nature of the contribution of securitisation td-théh& been distorted,
recent regulatory prescriptions to mitigate possible externalities froumittgation are also likely to

be flawed.

Weaknesses in the “standard narrative”

The standard narrativef securitisation’s contribution to the crisis has become extremely potent,
informing significant swathes of post-crisis regulations. This has m@twtespite its foundations
being weak. To be valid, the standard narrative must be logically consisterniheviollowing claim:
that investors were duped by sophisticated lenders who systematically originatémhpeand used
the MBS as ‘cover’ to remove risk from their balance sheets — after all, why would anyone purchase
MBS which contained dud mortgages or mortgages which were designed to fail? Futtigeryas
indeed the case, the empirical record would demonstrate that MBS originakmmswing their
products were in reality stuffed full of junkwould attempt to remove as many of the destructive
loans as possible from their balance sheets to prevent them suffering |b&sedshe mortgages
comprising the MBS failed. Yet, as | shall now explain, neither of these claims siamaldight of
both information theory and empirical data on mortgage securitisation practicesnfpodantly,
where MBS losses eventually fell).

Take the case, for example, of the mandatory risk retention requirementsieshsh both
DFA and the SR. The standard narrative claims that underwriting standards appear telhecide

the run-up to the GFC, with many claiming this provides evidence that moral hazarteernbal

56 This something which Schwarcz indeed acknowledges in a much earlier publicatidich he critiques
what I have termed the “standard narrative.” See SL Schwarcz, The Future of Securitization’ (2009) 41 Conn
Law Rev 41 1313.
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securitisation proce$$.Risk retention (of‘skin-in-thegame™) in the tradition of classic asymmetric
information theory advocated by Akerl@fjs a tool to counteract this moral hazard. In the case of
mortgage securitisation, lenders have access to superior information thaintB®rs about the
guality of loan portfolios underlying the MBS, but without any economiaésten the MBS, they
lack incentives to screen out risky loari§.the original lender retains some economic interest in the
product, this signals to the market that the loans in question are creditwortiyiteyades adverse
selection problems. In the context of mortgages, without any equity ogtemtithe part of the issuer,
the loan originator would have no incentive to adequately monitor the loans comphressM8S, and

the result would be too many risky mortgages. Superficially, therefore, aetesition requirement

help avoid these problems.

Yet, as noted by Bubb and Krishnamurthy, a mandatory risk retention requirement may not be

useful, as this requiremeist founded upon a fundamental misrgagdof Akerlof’s theory.®® Akerlof

argued that in cases where buyers cannot observe the same level of informaticm @ooluict as
sellers (i.e. there is asymmetric information), the expected response would belfoyehéo adjust

their price downwardso reflect the potential “lemon” risk. Importantly, this is because the buyer is

aware that the product in question may suffer from a defect of which she h#srnmation. If the
problem becomes serious enough, market failure may ensue: investors willai¢ e distinguish

the quality of the securities offered on the market, and will therefsmeme the worst possible
guality. The equilibrium price for all the securities subsequently would lolsspd upon this quality
assumption and offerors of good securities would withdraw from the market, reduatigg

liquidity.

57 B Keys, T Mukherjee, A Seru, and V ViBid securitization lead to lax screening? Evidence from subprime
loans’ (2010) 125 Q J Econ 30B Keys, A Seru and V VigLender screening and the role of securitization:
evidence from prime and subprime mortgage markets’ (2012) 25 Rev Fin Stud 2071; W Jiang, AA Nelson and E
Vytlacil, ‘Securitization and Loan Performance: Ex Ante and Ex Post Relations in the Mortgage Marke(2014)

27 Rev Fin Stud 454.

68 G Akerlof, ‘The Market For Lemons: Quality Uncertainty and the Market Mechanism’ (1970) 84 Q J Econ
488.

8 R Bubb and PKrishnamurthy, ‘Regulating Against Bubbles: How Mortgage Regulation Can Keep Main
Street and Wall Street Saféfrom Themselves’ (2015) 163 U Penn Law Rev 1539,1571.
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In the case of the pre-GFC MBS market, however, this explanation is at ddshev
standard narrative of the incentive problem propounded by many researchers. daig almms
instead that information asymmetry about the quality of mortgages allepisticated securitisers
to increase the volume of trade in the MBS market by exploiting uninformed ik\&Stors and
selling them “lemons.” By implication, the story assumes that mortgage securitisers wereoable t
consistently and systematically trick investors into purchasing MBS stuffednwittyages likely to
default. But, the first principle in Akerlof’s theory is that buyers know about the incentive problems at
the outset. This will reduce their willingness to trade and lower pricedinte#o less trading, not
more!° If this occurs, the standard response would be for market participants to vblwdatiact
for risk retention. The lemons problem is mitigated by the market throudolibeing means: the
reputation of the arranger; the arranger providing a credit enhancéétoetie securities or retaining
risk; or any due diligence conducted by investéiGonsistent with this, a recent study shows that
investors charged a lower premium for their investment in MBS vehiclestaffilvith the mortgage
originator(s) than those with no connection, showing that the market, at lepait,irpriced and

structured MBS to reflect incentive alignmét.

The imposition of standardised risk retention also ignores considerable empiritsioev
which bears out Akerlof’s theory, concerning both common contractual provisions between
securitisers and investors and the underlying mechanics of the securitisatictryi. First, as

predicted by Akerlok theory, credit risk retention was, in fact, extremely common in the

70 As noted by Buiter and Silbert: “The [2007] illiquidity in financial markets is certainly an information
problem, but it is not an asymmetric information problem... in July-August (perhaps even a bit earlier), there
was a general realisation that the credit ratings granted by the main ratmgeag® many asset-backed
securities and structured financial products in general, were wildgrges There therefore was an associated
increase inte market’s perceived average probability of default for wide classes of securities. But the greater
awareness of ignorance and the increased uncertainty are marketmddsymmetric, affecting would-be
buyers and sellers equally. The private information that could have calsetns problem was destroyed by
the process of securitisation and pooling.” See Willem H. Buiter and Anne C. Sibert, ‘Is the credit crunch a
lemons problem?’ Financial Times website, 2 September 2007 gthttp://blogs.ft.com/maverecon/2007/09fis-
[the-credit-chtml/#axzz4ROLD3InF>

"1 Risk retention is a form of credit enhancement. See BH Mandel, D Morgas, Whd, ‘The Role of Bank
Credit Enhacements in Securitization” FRBNY Econ Pol Rev (July 20135-46.

2 AB Ashcraft and T Schuermartiynderstanding the Securitization of Subprime Mortgage Credit’ Federal
Reserve Bank of New York Staff Report 318 (March 2008).

73 C Demiroglu and C JaméBow Important is Having Skin in the Game? Originator-Sponsor Affiliation and
Losses on Mortgageacked Securities’ (2012) 25 Rev Fin Stud 3217.
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securitisation process prior to the GFC. According to Schwarcz, an exqefisecuritisation lawyer,
“the market itself has always mandated risk-retention.”’# This is confirmed by empirical data: all but a
handful of U.S. securitisers retained substantial portions of MBS. Goldman Saclexafople,
retained 70 percent of its issued MBS volumes; Merrill Lynch 91 pefeétany banks also offered
explicit funding guarantees to off-balance sheet vehicles, thereby insuring outgdm®is\against
losses: Acharya et al document that at least $1.3 trillion of assetsereréized and guaranteed in
this fashior’® Banks and other financial institutisalso held MBS either as inventory for their MBS
fee-earning business lines or because bank capital regulation favoured therretémstcuritised
products. At the Swiss bank UBS, for example, management increased signiticargfcuritisation

of mortgage assets, and at the same time, the bank began to retain a largopropbtBS on its
balance sheét.lt is surely inconceivable that banks retained large holdings of assets which they knew
to be toxic. Further, institutions in jurisdictions in which the originiatdistribute model was not
particularly popular(for example, Ireland- andhence had “skin in the game” — also experienced
significant losses, suggesting thigtoor loan origination standards were more critical than the

originateto-distribute model irand of itself.”’®

Thus, whilst the motivations for banks holding MBS on their balance sheets are plural, the
data appears inconsistent with the view that banks and other securitisers foggedolames of
poorly-underwritten loans on to unsuspecting and naive investors. Instead, banks and other
securitisers were themselves heavily exposed to downturns in the housing aratkbe associated
drops in the values of MBS. The aggregated losses on mortgage-related assets at thehgn&rst-

lendersapproached $150 billio® U.K banks cumulatively lost over £170 billion, much of this

74 Schwarcz (n 59)26.

5 Bubb and Krishnamurthy (n 69) Table 1, 1582.

®VV Acharya, P Schnabl, andSaarez, ‘Securitization without risk transfer’ (2013) 107 J Fin Ecobl5.

"7 From holding virtually zero CDOs in February 2006, the UBS CDO deskoweld$50 billion of CDOs by
September 2007. See GL Clementi, TF Cooley, M Richardson, and | Wakéiinking Compensation at
Financial Firms’ in VV Acharya and M Richardson (eds) Restoring Financial Stability: HowRr@pair A
Failed System (John Wiley & Sons 2009).

8 Segoviano and others (n 20) 12.

" For lenders with statistics available, these losses totalled $149.4 billioprisiog: Citigroup ($42.9 billion);
Merrill Lynch ($37 billion); Bank of America ($14.9 billion); Morgan Shewy ($12.6 billion); GMAC ($10
billion); JP Morgan Chase ($9.7 billion); Washington Mutual ($9.1 billic@puntrywide ($6.6 billion);
Lehman ($3.3 billion); and Wells Fargo ($3.3 billion).
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through their trading books, which were heavily invested in MBS matkétsmore persuasive
explanation therefore appears to be that, in boom times, asset prices aveapstpaecise indicators
of risk-levels. The voluntary retention of huge volumes of MBS by securitsetsong evidence for
this. Indeed, it shows that MBS were not viewed by the market as high-risk; imésttpf the MBS
products purchased by banks which eventually turned toxic were low-yield, low-risk sscutritilso
meant that many mortgage-related assets were highly correlatedffect, because the risks they

posed had been underestimated.

These findings are supported by a very important piece of recent researctcompiosition
of real estate loan defaulté.ccording to the standard narrative, after exhausting the supply of
creditworthy mortgage borrowers, banks and mortgage lenders began to make increasingly risky loans
in order to maintain lending levels and profits. In doing so, they usedtssation as a technique to
hide true levels of risk from investdtsYet, Adelino, Schoar and Severino provide convincing data
which refute two expected conclusion from these popular beliefs; namelynahtgiage loans were
increasingly made to subprime and poor borrower in the U.S. in the lead up to the GRiatand
defaults in the U.S. were concentrated in those groups. On the contrary, they showrtbage
originations expanded at all income levels and credit scores prior to $i® arid that defaults by
middle-income, high-income and prime borrowers all increased sharply. This isdaljstent with
the demandide narrative where homebuyers and lenders each “bought into increasing house
values.”®® Rather than loans being originated to borrowers “at the margins”, the crisis was brought
about by mortgage lending to borrowers across the entire income distribution: thefshartgages
issued to subprime borrowers remained constant during the lead-up to the GFC. More ilppiheant

share of delinquencies suffered by those borrowers dropped significantly during ith# ditiés of

80 B Broadbent, ‘Deleveraging’, Speech given at Market News International, London, 15 March 2012.

81 J Cullen, Executive Compensation in Imperfect Financial Markets (Edwgad 2014) 120:59.

82 McCoy and others (n 56).

8 M Adelino, A Schoar and Beverino, ‘Loan Originations and Defaults in the Mortgage Crisis: The Role of
the Middle Class’ (2016) 29 Rev Fin Stud 1635.

84 The authors note that “for the 2003 mortgage cohort, the top quintile of the income distribution constituted
only 13% of mortgage dollars in delinquency three years later, whére#ise 2006 cohort, the top income
quintile made up 23% of the delinquencies three years out. In contrasthewame period, the contribution to
delinquencies from the ZIP codes in the lowest 20% of the income diistrilfall from 22% to only 11%. We
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course undermines the notion that subprime lending encouraged distorted creditoallavhich
resulted in securitisations filled with poor loans. Instead, it shows that onegage bubble was
inflated as a result of excessive lending to all gré@p&hen considered together, these findings
place obvious limits on the view that correcting flawed incentives in the Ma%et will prevent

future housing bubbles.

4. A MoreHoalistic View: Over-optimism, Housing Bubbles and Securitisation

The facts presented above demonstrate that the proposed regulation of scurntigder the SR is
unjustifiably focused on a narrow view of market failure. Process-focusedtieguihay be followed
religiously, and yet financial instability arising from securitised bankivay still arise, if nothing is
done to constrain bank lending to particular asset markets. In this contextcomdrilyutions ignore
the wider financial stability issues posed by expectations-based housing booms, antlepay i

attention to the role(s) securitisation may play in amplifying these dynamics.

As | shall now explain, in the context sécuitisation, rather than relying on regulating the
processes involved, in general regulation must also take account of the behdiégzewmthat propel
real estate lending booms. Specifically, in this context the regulation of MBS oughtpi@dicated
on the notion that overly optimistic (and sometimes irrational) beliefs abowtgtedk values are the
main drivers of housing booms. These booms of course may morph into bubbles, and eventual
crashes, with severe consequences for financial stability. Because seauritsatiributes to
additional lending potential at financial institutions, its credit-widening diilnaasarguably need to

be addressed through targeted financial regulations, something | discuss later iol¢he art

Over-optimism and Real-Estate Booms

find a similar pattern when we look at credit scores: the share of mortgagatsiéfom borrowers with high
credit scores increasedring the crisis, whereas the share for subprime borrowers dropped.” See id. 1636-37.

85 Other research points to similar findings; for example, Ferreira and Gyourko find that “micro data on the
ownership sequences of all types of borrowers from 1997-2012 teadreinterpretation of the U.S. foreclosure
crisis as more of a prime, rather than a subprime, borrower issue.” See F Ferreira and Gyourko, ‘A New Look

at the U.S. Foreclosure Crisisarfel Data Evidence of Prime and Subprime Borrowers from 1997 to 2012’
NBER Working Paper 21261 (June 2015).
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Why would investors speculate on asset prices to the extent that the market véloseaddsets
eventually crashes? The central driver is that these processes are driven byioiemdépin his
seminal work, Shiller claims bubbles armally propelled by ‘new-era’ thinking, a frame of reference
which pushes people to believe that future market prospects are “brighter or less uncertain® than in
past period€ Importantly, it affects not only borrowers confident of ever-increasing piceslso

lenders and investors.

The process of asset overvaluation which causes financial crashesis dimausiasm for
particular assets leads to short or medium term increases in their prich, cghicot usually be
justified objectively from available economic data. Instead, near-term onesm of strong
performance lead to an increase in prices, which attracts further investment: “The high demand for
[an] asset is generated by the public’s memory of high past returns and the optimism the high returns
generate for the future.”®® This enthusiasm for these assets becomes a self-reinforcing cycle as other
market participants are drawn to invest by the returns avaffablghere agents possess
heterogeneous beliefs concerning the future path of asset markets, a preporafecandielence
amongst those agents will lead to increased asset prices, even where this confidgnbe
misplaced! The flawed memories central to this process may also contribute to ‘disaster myopia’;
that is, an underestimation of the likelihood of an adverse sAdekenign markets with very little

recent history of negative events agents, boundedly-rational agents with flawediegsemay

86 |ndicatively, the ECB notes thatibbles are driven in most cases by “expectations of the productive potential

of the underlying asset [coming] teflect excessively optimistic beliefs.” See ECB, The Monetary Policy of the
ECB (2011) 84.

87 RJ Shiller, Irrational Exuberance (Princeton University Pre¥se@ 2005) 96.

88 In a similar vein, Minsky argued that: “[P]rofits in the present value calculations that had reflected expected
‘recessions’ are replaced by those that reflect continuing expansion. Simultaneously there is less uncertainty
about the future behaviour of the economy [as] the belief in the realityeaf &nma emerges” See HP Minsky,
‘Financial Instability Revisited: The Economics of Disaster’, Policy Paper prepared for the Steering Committee

for the Fundamental Reappraisal of the Discount Mechanism AppointeédebBoard of Governors of the
Federal Reserve System (January 1970) 7 (emphasis added).

89 RJ Shiller, ‘Bubbles, Human Judgment, and Expert Opinion’ (2002) Fin An J 18, 19.

90 JC Williams, ‘Excessive Optimism, Leverage and Boom and Bust Cycles’ FRB San Francisco Working Paper
(2013).

91 JA Scheinkman and Wiong, ‘Overconfidence and Speculative Bubbles’ (2003) 111 J Pol Econ 1183.

92 The ability to estimate the probability of a shock is dependent on thefregof the occurrence of the shock
relative to the frequency with which the shock changes the underlyungfuse (in other words, if a shock
changes the underlying structure, its predictive power in relation to futaoksis limited). Agents are able to
model high-frequency events with more accuracy because theigl@ agents with greater historical data with
which to formulate the loss probabilities of future shocks.
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underestimate low-probability, high risk events, and take on greater exposures thareciineobj

probability assessment would warr&ht.

In the case of the housing market, excessive optimism may encompass banksessan
‘sophisticated” MBS investors.®* If agents underestimate the default risk of mortgages, a boom-bust
period in debt and real estate prices becomes [{RéWoreover, increasing housing prices raise the
market value of the collateral securing mortgage loans. This lowers the risi@tghge financing
for lenders and, if they are optimistic about future real estate values, ithbg more willing to lend
for house purchases. In the case of the recent housing boom, the probabilityusirey price crash
was heavily discounted. Survey evidence shows that buyers in the housing marlettiesiably
optimistic views concerning real estate values, right up until the %&dstere is evidence of similar
sentiments amongst investors; analysts at Lehman Brothers and JP Morgan assigned negagve housi
market performance very low probabilities; the latter well into 200Hoote, Gerardi and Willen
provide evidence that investors understood the risks attached to MBS and the reata&ettand
that the risk assessments done by some securities investors were accuratdasstpegdictions®
Indeed, mortgage securitisation experts themselves did not see the crash-camoiegising rather
than decreasing their exposure to the mortgage markktspite having superior data to average

investors on the housing mark&t.

93 C Jolls, CR Sunstein andPaler, ‘A Behavioral Approach to Law and Economics’ (1998) 50 Stan Law Rev
1471, 1477.

94 Bubb and Krishnamurthy (n 69) 1554.

% T Landvoigt, ‘Aggregate Consequences of the Rise in Securitized Mortgage Debversity of Texas at
Austin, mimeo (2014).

9 Case, Shiller and Thompson found in a sample of U.S. cities betwera@0®007, buyer expectations of
price increases in excess of 10 percent per year for 10 year&ES@ase, RJ Shiller and Bhompson, ‘What
Have They Been Thinking? Home BuyerHaeior in Hot and Cold Markets’ (2012) 45 Brook Papers on Econ
Activ 265. See also EL Glaeser and S&hanson, ‘An Extrapolative Model of House Price Dynamics’ NBER
Working Paper 21037 (March 2015

97 Foote and others (n 21). As noted by De Grauwe: What happenednmmécdundamentals in the US
warranting a doubling of house prices in only seven years? Very little...[T]he driving force was excessive
optimism. Prices increased because they were expected to increase ing@fioitdle future. This was also the
expectation that convinced US consumers that building up mortgage delot mad create future problems.”
See P De GrauwéThe Banking Crisis: Causes, Consequences and Remedies’ Centre for European Policy
Studies Policy Paper 178 (Novemi2808)4.

98 KS Gerardi, A LehnerSM Sherlund an®S Willen, ‘Making Sense of the Subprime Crisis’ Brook Papers on
Econ Activ (Fall 2008) 69.

9] Cheng SRaina, and W Xiong;Wall Street and the housing bubble’ (2014) 104 Am Econ Rev 2797.
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Significantly, the information which implied house price falls and the logs=se twould
cause was available; in fact, many investors made substantial returns fromgshastitutions
exposed to the housing mark&tIn the event, after rising consistently from 1997 to 2005, house
prices in the US stopped rising in 2006, and fell in 2007. Yet, credit defaultspreguds on financial
institutions which traded heavily in the MBS markets were not affected umtik@97 and did not
widen substantially until later that yedt.This suggests that investor sentiment regarding the real
estate market and those institutions trading in the MBS market in the-U8Smained irrationally

positive in spite of the information availab

The sentiments described were not confined to investors in the U.S. mariedatibn to the
U.K., for example, research conducted just prior to the time that the hdusgdbte burst in the UK
suggests that house prices were overvalued by as much as 25 percent, with a laryefpibrat
distortion driven by (optimistic) expectatioHs. As in the US, loose financing terms were
prevalent® Increasing volumes of credit were extended to borrowers, often only on tiseobasi
confidence in future real estate price rise®; collateral (‘zero deposit’) mortgages were

commonplace, which are only worth issuing if the lender (or MBS investor) is confident that property

100 See L Cordell, Y Huang and M William€ollateral Damage: Sizing and Assessing the Subprime CDO
Crisis’ Federal Reserve Bank of Philadelphia Working Paper (2011). There are many anecdotal stories of
investors who were not caught up by the euphoria of the hobsimm and made fortunes by shorting it. See G
Zuckerman, The Greatest Trade Ever: The Behind-the-Scenes Storywafdho Paulson Defied Wall Street
and Made Financial History (Crown Business 2010); M Lewi® Big Short: Inside the Doomsday Machine
(WW Norton & Company 2010); A Redleaf and R Vigilante, Panic: TeeaBal Of Capitalism by Wall Street
and Washington (Richard Vigilante Books 2010).

101 Turner Review (n 4336-47.

102 A Black, P Fraser and Moesli, ‘House Prices, Fundamentals and Bubbles’ (2006) 33 J Bus Fin and Acc
1535who conclude (at 1535) that in the case of the UK housing market: “[D]eviations [from fundamental value]

do not appear to be dominated solely by speculative activities withsewsitivity to expectations regarding
fundamentals alsoeing a major driving force.” As noted by a senior UK economist at the time: “Many British
people seem to believe that it is somehow inevitable that house prices rise by 10pc, 15pc or 20pc every year ...
GDP rises, on average, at 2pc to 3pc per year, as do real average eaudtnggsc Ao 3pc inflation to that and
you have a good starting point for what you should expect forrtigrgss of most money values over time -
4pc to 6pc per annum. So why should house prices rise by 10pygadusafter year? ... As with other bubbles,
prices went up much further than was justifiable on the economic funt@seas the experience of past price
rises caused the expectation of further price rises, and as mortgage maseg lecre freely available on
extremely attraidve terms ...” See R Bootle, ‘House prices could fall back a long way after their excessive rises’
Telegraph, London (14 July 2008) <http://www.telegraph.co.uk/fifanoement/rogerbootle/2793170/House-
prices-could-fall-back-a-long-way-after-their-excessiises.htmp.

103 |gan and Loungani hold that the amplitude of economic (housiymgs (of which the U.K. has the most
pronounced in the G-group of advanced nations) are determined to a large degree by “the ease with which
households can access mortgagedit...If mortgage markets provide opportunities to exploit increases in
collateral values more easily, the financial accelerator effect isrfar§ee D Igan and P Loungani, ‘Global
Housing Cytes’ IMF Working Paper 12/217 (August 2012) 21.
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prices will continue to rise. If one examines the individual bank failurdseittK. during the GFC,

all were attributable to some degree to excessive optimism concerning propdwysmiar the case

of RBS, for example, its difficulties derived maostly not from investment bankimngrom traditional
retail lending'* Similarly, Northern Rocls losses resulted mainly from it ratcheting up its residential
mortgage loans (lending the most in its history in the first half of 2Q@@&Mbling on increasing
residential home valué® HBOS suffered huge losses on its commercial real estate porfifdlio.
Bradford and Bingley!?” failure and the near-collapse of the Co-Op B¥nmkere also driven by
significant increases in retail mortgage lending, with litdko role in causing losses for complex

investment products.

Based on these observations, it is surely inconceivable that amongst suchrarspéc
lenders, each of which suffered large losses on its retail loan book, optngrhfuture real estate
values did not dominate. Moreover, the data cannot be easily reconciled with a ahdaryed
incentives. Instead, mortgage borrowers, lenders, MBS securitisers and investorspeacioamve
consistently underestimated the likelihood of a property crash. On this basis, lomd@ativte study
concludeghat: “analysts generally understood that falling prices would have disastrous consequences
but assigned that outcome a low probability ... Our bottom line is thatab&epr largely had to do

with expectations about home prices.”*%

104 According to the FSA;[s]ignificant loan losses were subsequently suffered in many areas of business, with

a particular concentration in commercial property. Indeed, impairments incarreldans and advances
eventually amounted to £32.5bn over the period 2007significantly exceeding the £17.7bn of losses on
credit trading activities.” See FSA, The failure of the Royal Bank of Scotland-inancial Services Authority
Board Report (December 2011).

105 House of Commons Treasury@mittee, ‘The run on the Rock’ Fifth Report of Session 20008: HC 56,

24 January 2008.

106 parliamentary Comission on Banking Standards, ‘‘ An accident waiting to happen’: The failure of HBOS’
Fourth Report of Session 2012-13, HL Paper 144; HC 705, 7 Mafch 20

107 Bradford & Bingley (B&B) expanded its loan growth aggressivelthe run-up to 2007, especially in buy-
to-let and selfeertification mortgages. According to Policy Exchange, “B&B was a story of a business which
expanded its loan book aggressively by organic means, moving farttidarther up the risk curve in the belief
that house prices wadi continue to rise...” See J Barty, ‘Ringfencing UK Banks: More of a problem than a
solution’ Policy Exchange Paper (2013) 38.

108 The problems at the Co-Op were caused to some degree by its acquofsip@tialist mortgage lender, the
Britannia. For example, 75 per cent of 2012 non-core loan loss mgyats in the Co-Op bank related to
Britannia-originated assets. See A Bailey, Deputy Governor of the P&#er to Andrew Tyrie, Chair diiK
Treasury Select Committee, 10 September 2013.

109 Gerardi and others (n 98%-70.
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Tackling bubble-investing

According tothe analysis above, the failure of investors to correctly price risksset markets
especially those experiencing boom-like conditienplaces hard limits on the ability of process-
focused regulation to maintain financial stability. Whilst the explicit functidnsecuritisation
regulation is not to tackle asset bubbles per se, the omission of the SR to Hudmsssibility of
impacts on real estate from STS securitisations may be costly to finaatiditys based upon the

contribution of securitisation to lending booms.

Take the case, again, of mandating risk retention in securitisationttfer forms of
financing) as a primary risk management tool. Under the assumption (of tlule)athat a
preponderance of market participants, including lenders and borrowers, in a bubble rasgbads i
same way- with over-optimism- risk retention requirements will not guard against over-lending to
property markets. For example, even if mortgage lending standards dropped in the run-up to the crisis,
and originators were reaching ever lower down the credit spectrum as theebobred, it is
established that mortgage securitisers were aware of these deteridtétibnsecuritisers were
parcelling off all mortgage risks from their portfolios to outside inwastthen this could be
interpreted as consistent with the moral hazard argument. But as discussed above, se@iairsst
huge portions of MBS on their own balance sheets, or in remote SPVs to whicprtviged
guarantees. This behaviour is difficult to reconcile with the moral hamad/incentives

explanation(s).

When framed in this way, the analysis reveals that lenders themselves may underdisém
risk of failure— a classic facet of the bubble process. Importantly, the proposed SR fadlg any
heed to this perspective. In turn, this has produced gaps in regulatory aaatyséziuced the utility
of some recommended mechanisms to regulate securitisation, particularly risiometiglandating

the retention of large slices of mortgage risk in large financsituions in all probability will not

110y Demyanyk and Ovan Hemert, ‘Understanding the Subprime Mortgage Crisis’ (2011) 24 Rev Fin Stud
1848.
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cure systemic risk, but simply amplify 1t One of the extolled benefits of securitisation is to
diversify risk away from financial institutions; rather than loans stayintherbooks of a few large
originators, credit risks may be spread across a wider pool of investors. Palhdbrieaver, the
risk retention requirements under the SR are likely to concentrate mortgaga tisk financial
system on the balance sheets of large mortgage originators and large secdtifibésritique may

to a lesser degree also be applied to such mecharisnmereased transparency requirements,
heightened disclosure or the use of credit ratings agencies. As with threteisiton requirement,
each of these measures proceeds from the same premise: that investors ngwdtected in the
securitisation process from the distorted incentives securitisers!fabereby marginalising the

significance of other risks from securitisation, particularly the credit expandamilitates.

Thankfully, a good deal of recent research recognises the problem that sscmitf loans
creates in widening the lending channel and the consequent effects on the housidédf cycl
Securitisation results in lower borrowing costs for originators and removescifihdrictions,

allowing institutions to fund new debt more quicklyThe existence of a liquid secondary market for

111 As noted by Turner: “It was argued that securitised credit intermediation could reduce risks for the whole
banking system, since while some of the credit risk would be hetlebgriginating bank and some by other
banks acting as investors, much would be passed through to edshmionnvestors. Credit losses would
therefore be less likely to produce banking system failure. But thadtisvhat happened. Because when the
music stopped ... the majority of the holdings of the securitised credit, and the vast majority of the losses which
arose, did not lie in the books of end investors intending to theldassets to maturity, but on the books of
highly leveraged banks and banklike institutions. The new model left fidke risk still somewhere on the
balance sheets of banks and békk-institutions but in a much more complex and less transparent fashion.”

See Adair Turner, The Economist’s Inaugural City Lecture, 21 January 2009.

112 Bubb and Krishnamurthy (n 69) 1580-

113 The Securitisation Regulation Propbgfor example states that its aim is to: “restart a sustainable
securitisation market that will improve the financing of the EU econavhyle ensuring financial stability and
investor protection.” Whilst it has on the surface a dual mandate, “ensuring financial stability” is reducible to
putting “in place a more risk-sensitive regulatory framework.” In fact, the proposal implies lower capital
requirements for the same volume of assets. This is, at best, finaabiditysneutral. On the other hand, the
majority of the amendments referred to in the Proposal are directedyhtelned protection for investors in
securitisation. See Proposal (n 13) 1.5.1.

114 The Commission itself notes that: “Securitisations are an important constituent part of well-functioning
financial markets insofar as they contribute to diversifying institatibmding sources and releasing regulatory
capital which can then be reallocated to support further lendirfee Proposal for a Regulation Of The
European Parliament And Of The Council amending Regulation (EU)7BH£®13 on prudential requirements
for credit institutions and investment firms Brussels, 30.9.2015 QOM) 473 final 2015/0225(COD) (1).

115 shin, amongst others, argues that the expansion in MBS issuan@aebet@02-2007 was a supply-side
phenomenon, driven by financial institutions’ appetite for new assets to use for shadow banking activities.
Indicatively he argues that “the subprime crisis has its origin in the increased supply of loans — or equivalently,

in the imperative to find new assets to fill the expanding balahags$’ See Shin (n 63) 331. See also VV
Acharya, TPhilippon, M Richardson, N Roubini, ‘The Financial Crisis of 2007-2009: Causes and Remedies’
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mortgages decreases the capital constraint on originators; banks whicheaie sdil the loans they
originate may redeploy that capital immediately to fund new loans. Securitisaiarkets also
increase liquidity by providing new funding sources outside the banking system. ahichirig

process creates highly-rated assets out of riskier loans, allowing institutiocls are in general
restricted by regulation to purchasing securities of investment-grade to cpanfsebf savings into

different asset classes:

In a traditional banking system that intermediates between retail depositor$irmatelborrowers, the
total quantity of deposits represents the obligation of the bankirtgnsy® creditors outside the
banking system. However, securitisation opens up potentially nenwesoaf funding for the banking

system by tapping new creditdfs.

These savings would normally be directed towards safer assets such as governteut dely
instead find their way into asset-backed securities, including MB&s such, this may result in

significant volumes of finance flowing into an asset market with relatively inelagidys'!®

This facet of securitisation was pronounced in relation to mortgage lendiorg bleé crisis.
Each time banks sold bundles of loans via securitisation, the liquidity obtaine@dltbem much
greater capacity to lend. These new loans could themselves be securitisedpandesalting in a
large expansion in the credit multiplier, as the banking sector piled up new maoatgsds. Post-
crisis research by Loutskishows that banks’ holding of liquid assets declined by over 7 percent in
the period 1976-2007. She isolates the effects of securitisation on this contraction, ant ifind
equivalent to roughly 69% of bank capital. In other words, the shrinkage in liqét &sdicates a
comparable increase in loans. Securitisation therefore increases the relativeblgamyg per unit of

capital!’® On this basis, other research shows that, when isolated, the effects of seouritiszti

(2009) 18 Fin Mark and Instr, 89; TD Nadauld &1 Sherlund, ‘The Role of the Securitization Process in the
Expansion of Subprime Credit’ Federal Reserve Board Finance and Economics Discussion Series 28 (2009).
116 Shin (n 63)310.

117MK Brunnermeier, ‘Deciphering the Liquidity and Credit Crunck007-2008 (2009) J Econ Perspetf.

118 Dell’ Ariccia and others (n 17).

119 E Loutskina, ‘The role of securitization in bank liquidity and funding management’ (2011) 100 J Fin Econ
663.
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2006 in the U.S. contributed approximately 30 percent to the pre-GFC peak of mortgatfé debt.
Ohlrogge and Giesecke suggest that the rise in subprime mortgage lending was fuelled paftilly by t
rapid increase in private mortgage sedsatton!?! There is also strong evidence of a similar effect in

Spain, where extensive mortgage securitisation took ptace.

Securitisation and capital regulation arbitrage

| turn now to the capital arbitrage dimension which may be feasible tnele8R. | have already
referred to the fact that when an institution securitises its assets andesd¢h@ fromits balance
sheetjt reduces its capital charge. This is a primary motivation for securitisation of asseBRTof
course, is designed explicitly to provide preferential capital treatmeTiBreligible securitisations.
However, the effects of the widening of the lending channel facilitatesbtyritisation are likely to
be amplified by the fact that the proposed rules under the SR as currently comvedivadtbw
additional capital regulation arbitrage. This secondary arbitrage opportuiigirisct, and is based
upon the asset composition of the STS securitisations themselves. Arbitragingaegideof course
a fundamental functions of financial innovafithof which securitisation is a prime example. Yet,
arbitrage may have financial stability consequences; in the case of capitalgar particularly the
additional lending capacity it affords banks. Asshall explain, this ‘layering’ of arbitrage
opportunities, in common with the liquidity benefits from securitisation jisstudsed, presents a

further incentive for banks to securitise their assets and thereby maredgage lending.

120 _andvoigt (n 95).

121 M Ohlrogge and K Giesecke, ‘Securitization and the Growth of Subprime Mortgage Lending’ 17 May2016
available at: [wttps://stanford.app.box.com/s/bz36azhlen2sscu2pyxQirfas24bvpf>

122 g Carbé6-Valverde an@R Fernandez, ‘Markets and House Prices: Does Financial Instability Make the
Difference?’ Federal Reserve Board of Atlanta CenFIS Working Paper 10-02 (February 2010); S Carbé-
Valverde, D Marqués-Ibafiez aRfR Fernandez, ‘Securitization, Bank Lending and Credit Quality: The Case Of
Spain” ECB Working Paper Series No 1329 (April 2011).

123 F Partnoy,‘Financial Derivatives and the Costs of Regulatory Arbitrg§@97) 22 J Corp La@11.
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The Mechanism

As detailed above, in order to be eligible for the STS-label, the securitisatipre$tion must satisfy
certain criteria. If the securitisation complies with these criténia,capital requiremens reduced
accordingly. The STS may be rated using any of the methodologies outlined(dzeli@A, ERBA or
IRBA). It is to be expected that almost all of the |atdenks, and certainly all of those in the UK,

will adopt the IRBA approach to rating securitisations. Under the IRBA, the SR, as proposedscontain
some safeguards to guard against imprudent lending and errors in risk modelling. ltestifhata

risk weight floor for all securitisation exposures of 15%, for lalé¢ approaches, except for senior
positions in STS securitisations, which may be reduced to 10% in certain circumstahadso sets
certain limits on individual exposures between institufithend restricts use of the STS label where

authorities can show that an STS has highly complex or risky featéires.

Because the regulations exclude securitisations populated by heterogeneous assets from being
designated STS, it is to be expected that future securitisations will bestandardised in terms of
asset type. The European Banking Authority (EBA) in 2015 recommended additionaltiomsosn
the definition of STS, so that credit risk could be further mitigéteBor example, following EBA
advice, STS cannot be comprised of fully-guaranteed residential mortgage loans, 38 assets
may have a residual maturity of more than three yéaBeyond these restrictions however there is
little in the IRBA to prevent the construction of wide asset podsofiom the same type of asset(s)
but with radically different risk profiles. Through this, the STS instrunierdpen for use as an
arbitrage device. The proposal, for example, is silent on the capital treatmentgdgaerwhich do

not comply with the criteria for standardised treatment under Basel Ill. Uradkel Bl, banks which

124 proposal for a Regulation of the European Parliament and ofdbaclC amending Regulation (EU) No
575/2013 on prudential requirements for credit institutions andsiment firms, Brussels, 30.9.2015
COM(2015) 473 final 2015/0225 (COD) Article 260.

1251d. Article 243(1)(b): “the aggregate exposure value of all exposures to a single obligor at ABCP programme
level [must] not exceed 1% of the aggregate exposure value of all exposures within the ABCP programme.”

126 “Highly complex and risky features” in this context include: “non-standard” credit enhancements; pools of
assets with high correlations due to exposures to particular sectors or régghihs,complex tranched loss
allocations; and where repayment of securitisation positions is dependesit tactors not incorporated in the
risk models used. See id. 258(2)

127 EBA Report On Qualifying SecuritisatioResponse to the Commission’s Call For Advice Of January 2014
On Long-Term Financing.

128 Proposal (n 13) Article 12.
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use the Standardised Appro&€ho capital regulation must apply a minimum risk weight of 35% to
retail mortgage exposures. However, a significant restriction on the weighkngatian is that any
mortgage which exceeds 80% of the value of the secured property will be weigitdb, with this
higher weighting applied to the excess of any mortgage over the 80% thr&8ifolhdiid on-balance
sheet, therefore, higher loémvalue (LTV) mortgages at least under the SA to risk weightingire

capital intensive.

Yet these requirements do not apply to securitised assets under the SRs Tehéng to
prevent banks from originating a larger proportion of higher-risk mortgdgesthey would absent
the capacity to securitise them, because through the securitisation processayhbg combined
with higher-quality mortgage loans to produce securities which will not needné same level of
capital as a high-risk mortgage which remains on-balance sheet. There amgojugibstantive
restrictions in the Proposal relating to MBS compositi{@rany residential mortgage exposure where
the LTV is above 100% is excluded from qualifying as underlying assets under the ST8rdl{@)
the average LTV of the underlying mortgage pools when aggregated must be equal tahamless
80%?2%! This will allow banks to combine mortgages of high-LTVs with those withetokVs and

still take advantage of the preferential risk treatment available under the STS label.

The following example is instructive (for simplicity, | use the risk weighasignated under

the Basel Il Standardised Approach applied to on-balance sheet residential muoetgtege
exposures
1. Assume a bank with a mortgage portfolio consisting of 10 individual mortgage assets

of equal loan size. The total value of the portfolio is £1 million, compridetie
following: 5 mortgages with 50% LTV ratipend 5 mortgages with 100% LTV

ratios. Each mortgage loan therefore totals £100,000; however, the cagitaletnt

1291 use this indicatively for, as discussed, large banks will uB&IRodels. However, the internal modelling
exercise will use similar assumptions (that mortgages with highettdeaadues) will require more capital.

130 g0, for example, in the case of a 100 percent mortgage on erfgreplued at £100,000, the bank would
have two assets: one mortgage loan of £80,000 weighted at 35 pemtenserond mortgage loan of £20,000
weighted at 75 percent.

131 Proposal (n 13Article 243(2)(e) states that in the case of mortgages, “no loan in the pool of underlying
exposures shall have a lotmvalue ratio higher than 100%.”
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differs due to the differing LTVs applied to each mortgage loan. Those loans with
50% equity attract a risk-weighted capital charge of 35%, resulting inlacégmisal
requirement for the issuing bank for each individual mortgage of £2800,(200x

35% x 8%). The loans with 100% LTVs each attract higher capital requirements,
thanks to the additional proportional capital requirement imposed by virtue of those
LTVs being above the 80% ratio. This results in capital charge of £3440 per
individual loan ((£80,000 x 35% x 8% = £2240) + (£20,000 x 75% x 8% = £1200)).
On average, therefore, the capital required per individual loan across tlatigpdstf

£2920 ((E2800 x 5) + (£3440 x 5) / 10).

2. If securitised, of course these loans would attract lower capital charges; thigjera
function of securitisatio®®? Provided banks are able to construct securitisations
which do not exceed the limitations on composition described above (so, with an
aggregate LTV of 80% or less amongst the mortgage assets involved), these assets
will be eligible for STS-treatment. In the example given above, the aggregatesLTV
75%. Accordingly, a STS-MBS could be constructed from the constituent elements
described above. The total capital charge for senior traches of this STSecasd
little as £8000 (depending upon the rating assigned) as opposed to £29200x(£2920

10) in the aggregate for on-balance sheet mortgage loans.

In other words, the STS instrument will allow banks to benefit not only femtaced capital charges
for “good quality” assets, but in allowing those assets to be combined with lower quality exposures,
the total capital requirement may be reduced accordiftjlhis will not directly affect banks’ capital
requirements based on the securitisation instrument. However, it will incertise to issue a

somewhat higher proportion of riskier assets at the outset by secutitisingand combining them

132 According the BCBS, capital requirements of senior securitisation epgsobacked by good quality pools
will be subject to risk weights as low as 10%. See BCBS (n 53).

133 There were reports that the upcoming incarnation of the Basel Accgttt apply risk weight floors to
internal modelling for mortgages. However, it appears that these mootedsefdrmot be implemented.
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with less risky assets. In other words, not only does the SR provittever capital charges for STS-
compliant securitisations (which is partly its function anyway) but it alilw banks to arbitrage the
additional capital requirements reserved for the riskiest mortgages, providdatigydhe relevant

MBS is structured in a way which qualifies it for a reduced capital charge.

The only safeguard in place to prevent combinations of this type becoming exiesbre
ratings system (either internal- or external-based) which will determine lehvame risk-weighting.
Both the Capital Requirements Regulation and Basel Il Securitisation Fram&wapply a
spectrum of ratings to securitised products, known as credit quality'&t&ating from credit rating
agencies are also important elements in this process. Where MBS are comprised niagtiyriek
or high-LTV mortgages, this ought to be picked up during the ratings pr@esshe security be
penalised as such with a higher risk-weighting, assuming rating methodologiexarate. Yet, the
lamentable performances of the ratings and risk-weighting processes prierG@ do not augur
well for disciplining devices of this type; criticisms abound that they menhighly-flawed in
particular, internal-modelling approaches (which will be used by the largest banke UK in
determining capital requirementsj.Moreover, of course, the ‘magic’ of securitisation is that highly-
rated (in the vernacular ‘triple-A’) rated products may be created from lower-quality assets. The STS-
criteria may be effective in preventing some of the more egregious strufinarding techniques of
the pre-crisis period but STS securitisations will invariably be ratex mighly in sum than their

constituent parts.

Of course, even where this does not guarantee high ratings for some seounstidhi
overall effect of the SR is bound to widen the lending channel. Assuming that tihiissgimn in

practice assumes the features of the portfolio in the above exampile MBS markets the structure

134BCBS (n 53).

135 In this context, the credit quality of particular securities is broken down into ‘steps’ and assigned a rating,
depending upon their composition.

136 An authoritative OECD study has demonstrated that mega-banks Ecragse and the UK continue even
since the crisis to use their internal-ratings based approach to theABesals to manage risk-weighted assets
in a manner which allows them to comply with higher capital requireaneith very small increases in their
equity base (soalled ‘risk-weight optimisation”). This has resulted in several large European banks operating
with relatively low levels of common equity, despite being ‘well-captalized’ in terms of Tier One risk-based
capital. See A Blundell-Wignall and PE Atkinsdieleveraging, Traditional Versus Capital Markets Banking
and the Urgent Need to Separate and RecapitaliSE[@Banks’ (2012) 1 OECD J: Fin Mark Trends 1.
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is replicated many times (in other words, the actual MBS comprises thousatdgens, of
mortgages) this will facilitate a much larger flow of finance availableifivestment in property
markets. Whilst this may not place siesecuritisation themselves significantly more at risk of default
(as noted previously, most EU securitisations did not default at all over trepaigd), by helping
European banks to arbitrage Basel Il capital regulations, it will potentigbigneikthe credit supply
channel. As noted above, this is not a theoretical argument; excessive securitisatitgigweas not
dangerous simply because of the (allegedly) poor incentives embedded in the procesaubeatibeca
facilitated greater lending into a market prone to rapid and large lossedum ‘owering bank
capital requirements indirectly through the STS mechanism thereby has the poben&fdre to

widen bank lending to property markets, which is likely to amplify the housing and mortgage cycles.

5. Ring-Fencing and the UK Mortgage Mar ket

Previous sections have explained how housing bubbles may form, and have described the agontributio
securitisation may make to their formation. They have made clear that regaéturgisation from a
process-focused perspective, exemplified by the STS instrument, will do litthsii in preventing
their re-emergence. Yet, there is an additional reform due to be implemented in the UKlsdhiadsa
the potential to exacerbate real estate bubbles: ring-fencing. In this section, | analyse tiemcig
legislation, which is due to be implemented fully in the UK in less thanyweos, is likely to
exacerbate these concerns. Specifically, the structural changes made to the bankingdectbe
UK legislation, in combination with the adoption of some version of the SRjkédy Ito
simultaneously widen the lending channel to property markets at the same tirbartka become
less diversified and position their balance sheets toward real estate lerslithgs $ection will show,
this is a trend which is already discernible in relation to the asset composition of the & dpastidd
which has the potential to add fuel to any fire in UK property markets. Theswatimes, in light of
the likely widening of the credit channel under the SR, may pose financial stebkityas mortgage

lending becomes increasingly important to the business models of ring-ferstiéations. Further
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regulation of mortgage provision may therefore be warranted; possible optiorengassed in the

penultimate section.

Ring-Fencing

Conceptually, ringencing may be understood as “legally deconstructing a firm in order to more
optimally reallocate and reduce rigk! In the context of banks, functionally ring-fencing serves three
discrete purposes: to help a bank operate on a standalone basis; to preserve a bank’s business and

assets; and to limit a bank’s risky activities and investmen8.As discussed in the introduction, since

the GFC, some jurisdictions have moved to forcibly separate the retail andgnienesbmponents of
resident universal banks. In the U.K., a version of separation was recommended by the Intlependen
Commission on Banking (ICB¥ and enacted under the Financial Services (Banking Reform) Act

20130 Full compliance is required by the beginning of 26#9.

Whilst the Act stopped short of full separation and allows affected banks ainrpart of the
same corporate group, it requires “the ring-fencing of ‘core’ retail deposits from ‘excluded’ wholesale
and investment banking activities.”?#? In effect, any bank which accepts deposits and/or provides
overdrafts to individuals and SMEs as part of its general business willihg-femced bank (RFB).
These provisions apply to entities with more than £25 billion in depositdegjistation restricts the
form of asset that RFBsill be able to hold (through a ‘Prohibition Order’) and proscribes a number
of activities (throughan ‘Excluded Activities Order’);**® specifically, dealing in investments as
principal, except in circumstances specified by the Tre&$uagd dealing in commoditié$> RFBs

are permitted to deal in securities and derivatives for limited risk geament purposes (for example,

187 SL Sclwarcz ‘Ring-Fencing’ (2013) 87 South Cal Law Rev 69, 72.

1381d. 7781.

139 |CB (n 12).

140¢.33.

141 Bank of England, The implementation of ring-fencing: prudential rements, intragroup arrangements
and use of financial market infrastructures Policy Statement 20/16y 2QIL6.

142HM Treasury, ‘Banking reform: a new structure for stability and growth’, Cm 8545 February 2013, 2.6.

143 S| 2014/2080 The Financial Services and Markets Act 2000 (Excluded ActivitieBrahibitions) Order
2014.

1441d. s.4

1451d. s.5
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hedging}*® and issue securitisations and covered béHdshey are however prohibited, save for
some exceptions (transactions arising from the provision of trade finance amadticarssand/or from

the payments system), from having exposures to other financial institutions otktsideown
corporate group, including non-ring-fenced banks, investment firms, systemic insfirarscand
investment fund$?® Amongst other things, these restrictions prevent RFBs from using wholesale
finance for funding. RFBs are also prohibited from having any ownership righslcdany capital

instruments in an ‘excluded activity entity’ (EAEs) (subject to exceptions detailed by the PRA}*®

The stated public aim of these requirements is to “reach a position in which a failing bank,
whatever side of the ring-fence it may be, can be resolved without risk to finstatidity or to
public funds.”** In particular, the ring-fencés deemed desirable because “[a] guarantee, whether
implicit or explicit, distorts incentives of managers and creditors, encouraging tthgmrsue
excessive risk and leverage [and] distorts competition, and the allocation of resawagdsrom
smallerbanks to those large enough to be regarded as systemic.”*®! The legislation recognises that
because banks perform critical utility functions, parts of their operations beugteserved in the
event of insolvency; however, the conditions under which the state/taxpayer wilkrbitem to
support essential parts of the relevant institution have been constrained to airbamenm No
support for non-ring-fenced entities will be offered by the state/taxpayer a@véime of their distress.
The deposit-guarantee system will continue for deposit-taking institutions, dsnaldr-of-last-resort
facilities. RFBs must comply with prudential requirements on a standalone basis as well as any related
entities (excluding EAES); a so-called RFB sub-group. This is designed to ensurehB¥Bs
sufficient resources to meet capital requirements associated with the ridkss RFB sub-group

without relying on other group entities outside the sub-group, in particulés Eftra-group

1461d. s.6.

¥d. s.7.

181d. s.13.

149 Prudential Regulation Authority, The implementation of ring-fencingdential requirements, intragroup
arrangements and use of financial market infrastructures Policy State8@2e/16, July 2016.

150 Id.

151 First Report of The Parliamentary Commission on Banking Standardsm¥d: Report, together with
formal minutes, HL Paper 98, HC 848, 21 December 2012, pata. 10
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exposures between RFBs (and its subgroup) and the EAEs are regarded equivalently to ythird part

exposures in the context of risk and capital.

Likely Consequences of the ring-fence

As enunciated, the main benefit of ring-fencing is a reduction in the potenmti@britagion between

the retail and investment arms of financial institutions. This in turn, in theoryedilice market panic

in the event of the insolvency or financial distress of a non-RFB. A further benefit is theafaong-
fencing results in modularity which, in some circumstances strengthens systengaae$tiln the

case of the financial system, which is characterised by high coyplestorming its constituent parts

to make them less interconnected and less opaque may reduce the adverse consequeaitesefrom f
in one part of the system. Decoupling institutions comprising the systermdpyencing certain
systemically important banks from the riskiest activities of other inistits in theory therefore

protects that systef®

Yet, there are also likely to be significant financial stability costclh#d to ring-fencing
even to modularityln particular, the lack of diversification opportunities available to RFBsents
significant concerns, as the likely result is a homogenised banking system, edfylanstitutions
with few economies of scope, holding extremely similar asset portfolios. Moreover, beapiiakto
fund lending will be more scarce by virtue of the separation, banks will teeathnoeuvre their
balance sheets to focus on products which are not resource-intensive. In the U.Khighiy iskely
to result in RFBs concentrating to an even greater degree on mortgage Rndsighave noted,
SME lending and consumer lending require large capital and liquidity commitments in camgari

retail mortgage exposureseven under internal risk modelling.

With prescriptive prohibitions placed on the sort of investments that ratsilstmay make,

senior executives in these institutions will accordingly have littlécehia portfolio assembly. Faced

152 Schwarcz (n 13796-97.

153 AG Haldane, ‘The $100 billion Question’, Comments given at the Institute of Regulation & Risk, Hong
Kong, 30 March 2010.

154 Goodhart (n 19).
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with a choice of investing in risky, capital-intensive lending and mortgagesasightmuch lower
aggregate capital requirements, it is to be expected that management of RFBaveiltrong
incentives to favour the latter: RFBs are likely to have narrow oppaesirii increase return-on-
equity, and booming housing markets provide avenues for investment which shareholders and
managers of RFBs will find extremely difficult to resi§tMoreover, the incentives for additional
lending to capture profits will be extremely significant in RFBs,clvtdre limited in their investment
scope Another alternative may be to take greater risks in relation to &sivithich are placed inside

the fence, including mortgagé&$.Other options for RFBs include commercial property lending; yet
this is“[h]istorically the most perilous part, for banks, of the property market”**” and the ring-fencing

legislation does nothing to distinguish this from residential property finance.

Accordingly, in the case of the U.K., as noted earlier, the most likely consegsethat the
largest banks come to act as little more than monolines focused almost ekglasivmortgage
lending. The capacity of banks to securitise mortgage exposures under the SR will allow banks to lend
in greater volumes to property markets, thanks to the aforementioned capitajuidtity benefits

generated by securitisatiét¥. Moreover, if all large banks are exposed to the property cycle, the

155 The Institute of Economic Affairs (IEA) in the UK argues that: “Many of the banks that failed were largely

or entirely retail operations, including Northern Rock, Bradford and I8ngand Lloyds/Halifax Bank of
Scotland. Indeed, this pattern has been characteristic of numerous econasjongtisinstitutions focusing on
mortgage lending particularly vulnerable to collapse. By contrast, instituliahsombine retail and investment
arms may be better able to diversify risk. Losses resulting frortiegosimg property market might be balanced
by gains in other asselagses for example.” See R Wellings, ‘Plan to ring-fence banks misguided’ 6 February
2013 ghttps://iea.org.uk/blog/plate-ring-fence-banks-misquidgd As noted by Policy Exchange, “During the
crisis, UK banks of all sizes failed, regardless of whether they had invedter@nbusinesses or not. Among
the long list of other failures in UK, including HBOS, Northern Rock, Bratland Bingley and of course most
recently the Cdp bank, not one of them had any investment banking activity of note...It is a fallacy to suggest
that RBS was bratht down by its investment banking activities. RBS’ loan losses were almost twice those it
suffered on its credit trading business. Its trading losses could een readily absorbed by its available
capital.” See J Barty, ‘Ringfencing UK Banks: More of a problem than a solution’ Policy Exchange Paper
(2013)5.

156 Acharya notes: “[R]ing-fencing in and of itself is not a panacea. In particular, bankstmagncouraged to
take greater risks with activities that are inside the fence, such a&gages, corporate loans, and personal
loans.” See VVAcharya, ‘Ring-fencing is good, but no panacea’ 25 October 2011 |http://voxeu.org/article/ring-
|fencing-goodac-panaceh.

157 Goodhart (n 1933.

158 Placing a barrier between retail and investment bank activities may also no# thduisks associated with
the interaction between those activities in the presence of securitisaticausBethe sealled “investment
bank” divisions of large universal banks are likely to remain in the market for wholesale banking, théy w
almost certainly wish to acquire securitisations to be used as collatenabfi@y market activities or for access
to central bank liquidity facilities, something which the SR will incentiR&®s to undertake, if only to be sold
to be used as collateral, thereby adding to profits at the group level.
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system will arguably become even more prone to systemic collapse. Indeed, the éXgdranced
comparatively more volatile housing cycles than any other advanced!ffatinis makes it likely that
RFBs will be heavily exposed to future crises with little way of heddi@ir exposures. The
following section provides new data on current trends in the U.K. housing and mortgdgtesnand
explains how the spectre of ring-fencing has appeared to accentuate nexwdsitirt retail mortgage
lending, which has increased as a share of bank asset portfolios. These trendsabhg iadjcative

of future developments, particularly in light of the SR.

The UK Housing & Mortgage Markets

Following deep price drops following the GFC, house prices in the UK have rebatomsderably
and in some regions now stand at record levels. Arguably the most significtantifiethis recovery
has been that the supply of mortgages has remained sufficiently stdmspite the banking crisis
to prevent concerted and widespread drops in values. Mortgage supply has been maamtgtyed |
through the actions of the UK monetary authorities, including the setting nfamtenance) of

historically low interest rates, and government-sponsored mortgage guarantee progfdmmes.

Currently, the four largest financial institutions in the UK accdonbetween 70 and 80% of
the retail banking market, depending upon the measure'isédmittedly, in relation to mortgage
financing, the picture currentiy less concentrated. The UK’s largest banks accounted for 55% of all
new mortgage lending in 2015, although they accounted for 60% of all outstanding mortgag

assetd5? Total mortgage assets at UK banks (including lending for commercial tat#)esomprise

1S9 IMF, ‘United Kingdom: Selected Issues’ IMF Country Report No.14/234 (July 2014) 8.

160 See n 18.

161 The four largest UK banks as of 2014 were: HSBC, Barclays, RB3.lagds BG. Between them, they
accounted for: 70% of UK current accounts; 80% of UK business accouttf8BME loans; 80% of invoice
finance; 87% of business credit cards. See Competition and Markétoriyy Retail banking market
investigation: Summary of provisional findings report (22 Octob&6p0

162 Council of Mortgage Lenders data, availabl
banks-and-specialist-lenders-showed-strongest-grpwth/

.uk/news/news-and-views/challenger-
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approximately 79% of bank balance shé&Jhis concentration of lending has been part of a wider

trend in bank lending which started in the mid-1980s, as displayed in the following chart:

INSERT CHART 1 HERE

A good proportion of the aggregate balance sheet evolution is consistent witlttedienrigination

to businesses. Between 2009 and 2012, for example, net loans to businesses from UK banks dropped
by 3.9% in 2009, 2.1% in 2010, 0.8% in 2011, and 1.5% in ®Ht@sulting in a significant
compound drop in commercial bank loans. The SR of course is supposed to assist banks in providing
finance to SMEs and other companies but, as | have explained, mortgage lending is gaoegally
attractive to them. Further, SME loan securitisations are simply not attractineegiors; without
demand, it is unlikely that banks will increase supply. SME loan securitisation in the US, for example,

is virtually non-existent, despite securitisation markets being much lesastigchand more active

than in the UK and EW®

As demonstrated in the following charts, the trend for mortgage lending is cléatending
increasing year-on-year since the GFC. As shown in Chart 2, gross lending voluniesectmt

increase. Chart 3 shows that net monthly mortgage lending is now approaching levels 264t i

163 Adair Turner, Between Debt and the Devil: Money, Credit and Fixing GBinance (Princeton Univeristy
Press 2016) 63.

164 Data from Bank BEngland, ‘Trends in Lending’ 20092012.

165 According to Darvas: “Securitisation of SME loans and their placement with private investors can
help offload ...loans from bank balance sheets, thereby providing room for more lending. But this market is
not functioning at the moment: while securitisation of SME loanslieady reasonably widespread in
Italy and Spain, but almost none of the recent securitisations werel plébemarket investors; instead, they
were retained by the originator banks and used for repoamefig with the ECB. Most likely, the
risk/return/liquidity characteristics of such securities are nedcsitte to investors.” See Z Darvas, ‘Banking
system soundness is the key to more SME finandigopean Parliament Directorate General for Internal
Policies Policy Department A: Economic And Scientific Policy (July 2013) 6.
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which marked the beginning of the previous mortgage boom; indeed, in 2016 it approached the

highest levels since 2008

INSERT CHART 2 HERE

INSERT CHART 3 HERE

If the view that banks are positioning their activities in a way to cople twe ring-fence, and in
particular increased significance of mortgage lending, one would exped@bdiahiat mortgage
issuance as a proportion of their aggregated activities would increase. ihdeeths that mortgage
origination is becoming steadily more important to banks as a propoofi their gross lending
levels. The following chart showhat large UK banks’ mortgage books are steadily becoming larger

as a proportion of total bank balance sheets with a clear trend emeegiveen 2007 and 2018.

Only Lloyds BG appears to have bucked the trend in this chart, although the regeimt the share

of mortgages on its books may be explained by the sale of the TSB brand, which was heavi

concentrated in mortgagé%

INSERT CHART 4 HERE

166 Commenting on this acceleration, the Bank of England noted in November 2016 that: “The annual growth
rate of mortgage lending was 3.2%...This...was higher than at any other time since the end of 2008.” See Bank

of England, Financial Stability Report, November 2016, Issue No.&4@&ckording to the Council of Mortgage
Lenders, there was a 30% increase in net lending between 2019EmndS2e Council of Mortgage Lenders,
Gross mortgage lending £17.6 billion in February, 17 March 2Qh#ps://www.cml.org.uk/news/pregs-
[releases/gross-mortgage-lendibigé-billion-in-februaryp. See also, Press Association, Mortgage demand at
two-year high, Telegraph, 29 February 2016 |httge//www.telegraph.co.uk/persongl-
[banking/mortgages/mortgage-demaatdwo-year-high.

1671t must be noted that the calculations in this chart are based on banks’ total balance sheet activities, not solely

on their retail lending. This is why the figures in this chart diffemfrthose based on the proportions of
commercial bank assets comprised of mortgages cited above.

168 The EU Commission required Lloyds Banking Group to sell the T@Bdbmn a 2009 ruling on state aid.
TSB was floated on the stock exchange in June 2014 before beingtaedry the financial group Sabadell in
July 2015.
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The charts above demonstrate that underlying bank lending, both at individual ban&s thad
systemic level appears to be trending towards greater gross lending into thageanarkets, even
before mandatory ring-fencing, or liberalisation of the securitisation markets via that&'$[This

is a trend which ring-fencing retail banks and allowing them to securitisesi#dsais likely to
exacerbate. What makes things worse in the case of the UK is that housknstoquite inelastic
and thus unable to push prices down through substantially increased supply. Thérefpressing
guestion of the day is whether regulation could avert any looming financialtgtakli taking also
into account the state and composition of demand in the real estate market, and imperadingl str

changes in the banking system. The next section surveys possible regulatory options.

6. Macroprudential Regulatory Instrumentsand Housing Markets. The UK Approach

Having analysed the lending trends above, | now turn to the instruments availablalatorego
address them. Tackling mortgage growth was traditionally achieved throwggksintate policy.
However, ultra-loose monetary policy has blunted its effectiveness. Moreovéehe icase of
securitisation, as it increases the spectrum of funding sources, interest rate changes are nisteas effect
on the lending activities of banks which securitise significant proportiotieofloans. The interest-

rate tool may therefore be ineffective on constraining lending, especially inngonmirkets.”®
Accordingly, many regulatory authorities now rely on various macroprudentiaigsafimacropru’)

instead.

Real estate markets are of course often at the epicentre of finandlaysthbcks and in this
context, macropru is designed with the principal aim of limiting the damagseday mortgage

defaults. This may be achieved through three main clsrnlogering lenders’ losses; increasing

169 A recent survey of 49 EU experts in finance found that 61% leelfeat an increase in household mortgage
lending is a risk to financial stability. See FESSUBoresight— The Future of Finance” Working Paper 11
Infographics (November 2016).

170 | outskina (n 119).
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banks’ capital ex ante so they may withstand losses from mortgage defaults; and preventing busts
from quickly morphing into booms by limiting the effects of policies desigaedipport house prices
following a bust from contributing to excessive price rises in the fdatlfithe specific measures used
to achieve this usually take the form of: (i) higher bank capital andlitguiatios applied to banks
and (i) limits on loarto-value and debts-income (DTI) ratios in mortgage loans. For reasons which
shall now be explained, relying on the latter basket of mechanisperticularly LTV limits —
arguably holds the most promise for reducing the incidence and magnitude of redlddtégs. The
use of macroprudential measures in combination is also more effective than emplofyaeirigle
tool1’2 Perhaps surprisingly, LTV limits are currently the only measure hwhis not yet been
adopted in the UK by the central bank as a macroprudential instrument. Yightiof the SR
proposal, further measures may be required in the UK if new RFBs ddikadyisevolve to become

almost exclusively focused on mortgage lending.

0] Capital & Liquidity Regulation

Increasing bank capital requirements and introducing binding liquidity ratios have bebe at
forefront of global initiatives to make the financial system more resiieeshocks. The UK adheres

to the recommendations of the Basel Committee, and remains bound by European legislation,
particularly CRD IV. Higher capital requirements make bank failures lesly by requiring a capital

buffer to absorb losses, and make runs less likely by reducing the reliancebainthen deposit
financing. In turn, liquidity restrictions force banks to hold a relatively high proportioquitilassets

and prevent them from relying on wholesale finance (something which RFBs will nf@e\irom

doing in any case).

171 As discussed above, retail mortgage lending attracts a risk-weightii3$ @ercent under Basel llI,
unchanged from Basel Il. Yet, large banks remain able to calculate theivaighted assets for capital levels
internally under the Advanced-IRB approach. Requirements foe snortgages may be reduced from the 35%
under the standardised approach; average mortgage risk weighteope are just 14%. See V Le Leslé and S
Avramova, ‘Revisiting Risk-Weighted Assets: Why Do RWAs Differ Across Countries and What @Ddhe
About It?” IMF Working Paper WP12/90 (2012).

2IMF (n 159)36.
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There is not space in this article for an exhaustive discussion of bank eeguitéiuidity
regulation, although it is instructive to highlight some of their iahemweaknesses in targeting
mortgage lending. The limitations of capital and liquidity regulationsveteknown, particularly the
procyclicality of such measures. In the early stages of economic expansiaalyatiuassets pay off
and banks are able to book capital gains based on (today’s) high asset prices. In contrast, during a
downturn banks will be forced to securitise mortgages to a greater extertter to comply with
capital regulations and in the process, exacerbate the fire sale loop. Oasthjscapital regulation
based on risk-weighting, is highly procyclical. Thus, it is unclear to wkeint increased capital
ratios would act as a risk restraint in the case of securitised lefélifige extent to which capital
regulations may be gamed by large financial institutions also remains a cbfieespecially as
tinkering with mortgage risk-weights does little to dampen credit and housegmegh?!’®
Moreover, whilst counterparty exposure limits are included in revisions to Baskl dalculating
default risk, the risk weighting system does not take into account theh&dnstitutions may be
exposed to an entire markesuch as the housing marketn determining capital requirements. Not
punishing portfolio invariance is therefore a very important concern when Ekng is
concentrated without breaching large exposure limits, and may become even morgingmrare

ring-fencing is introduce&f®

As with capital regulation, there are issues with liquidity ratios, whiclemeprocyclical. If,
in bad times, liquidity regulation becomes binding banks will aim to #seueven more of their

assets (being more liquid), which will add to any firesales in a downturn. Thus, wheugliiratio

173 This is perhaps why Basel regulators have refrained from introdiuctegnal risk-weight floors for
mortgages, which would penalise banks’ holdings of lower-risk mortgages. There are however proposals in the
UK to limit some assumptions used in banks’ internal modelling. For example, the data used to estimate
probability of default (PDs) in many internal models are based upgrskiert, recent episodes (often no longer
than a year), and the assumptions underlying loss-given default (a®@jlso often very inconsistent across
banks’ models. The PRA has therefore proposed for more standardisation in these risk models. See Bank of
England,Residential mortgage ristweights’ Consultation Paper CP29/16 (July 2016).

174 A Blundell-Wignall and PE Atkinson;Thinking beyond Basel Ill: Necessary Solutions for Capital and
Liquidity’ (2010) 1 OECD J: Fin Mark Trends 9.

175 |MF (n 159)35.

176 As noted in the context of macroprudehregulation: “Basel-style rules forces market participants to make
more similar portfolio decisions, thus makinbem more procyclical.” See J Danielsson, R Macrae, D
Tsomocos, JP Zigrand,Why macropru can end up being procyclicall5 December 2016,
4http://voxeu.org/article/why-macropru-can-end-being-procydtcal
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is binding in a good state where asset values are high, it would become even moreitiadiag
state when asset values have dropped. Counterintuitively therefore satumiincreases liquidity

risk.

(i) Loan+to-value, loanto-income and deliz-income limits

Because of the limits of capital and liquidity regulations, particulariyargeting mortgage lending
growth without creating distortions elsewhere, authorities could choose instesel tdV limits or
LTI/DTI ratios in order tocontain mortgage credit expansion; international evidence points to strong
effects from targeted housing instruments on mortgage growth and house pricdé’ dany
countries now use LTV and LTI/DTI ratios either in isolation or in contmnd™ LTV ratios are
akin to leverage restrictions, which limit the amount of debt a borrower may assumme asset
purchasé’® These limits guard against both unexpected shocks to income and interest raties, and
underestimation of the severity of tail risks. Limits on high LTV lending regatential losses in net
worth for households for a given fall in nominal house pri€et terms of the banking channel,
lower LTV ratios force mortgage borrowers to absorb a greater glite dosses from a real estate
value collapse, so that banks’ defaults are much lower than absent the LTV restriction. Moreover,
they slow mortgage growth by requiring that house purchases are funded with(wbigtyrequires
building), rather than through credit. Looser credit terms, as noted above, dmmarkhaf house

price bubbles. Amongst advanced economies, LTV limits have been used with sigsiiicesss in

77C Lim, F Columba, A Costa, P Kongsamut, A Otani, M Saiyid, T WezeXaWtli ‘Macroprudential policy:
what instruments and how to use them? Lessons from courggyiexes’ IMF Working Paper No. 11/238
(2011).

18 Hong Kong and Korea both suffered house price collapses in the2680g. Each now uses a combination
of LTV and LTI. See Bank of England, ‘The Financial Policy Committee’s powers over housing tools: A Policy
Statement” (July 2015). Canada prohibits any mortgage which exceeds anatiovof 80%.

179 A simple example of an LTV limit might be: regulators could limit the propn of mortgages (or prohibit
mortgage products) permissible with LTVs of greater than 80%. So, £80@,000 home purchase, a home
buyer would require a deposit of £40,000.

180 See ABenito, ‘How does the down-payment constraint affect the UK housingrket?” Bank of England
Working Paper No 294 (March 2006). Benfiads that “a large incidence of households with high levels of
leverage (loan to value ratios) raises the sensitivity of house prices to a shock.”
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moderating housing boom%. IMF research shows that LTV ratios slow mortgage credit growth by

0.8 percent and house price inflation by 1.9 pert&nt.

LTI limits restrict borrowers from obtaining mortgages which exceed a given multipleirof the
income. DTI limits on loans prevent borrowers from obtaining mortgages under relpapments
exceed a given amount of their income per month. In this way, DTIs target househbtetsthaat
lenders. However, DTI limits are more susceptible to gaming than LTI, becausadtigening a
mortgage terms, monthly repayments may drop substanfiallyris not only allows higher lending
to take place but also increases the maturity mismatch between banks’ funding and lending, giving
rise to liquidity risks. Despite this, the IMF finds that DTI limits nisey potent tools with which to
moderate mortgage markets, with DTI limits restricting mortgage credittigroyw 1.4 percent and
house price inflation by 1.8 percéfit Accordingly, DTI limits are almost as effective as LTV limit

in slowing house price'$®

Ex ante LTV limits in combination with LTI/DTI limits therefor@gear to hold considerable
promise for reducing the incidence of housing bubbles which, as noted, are thetdgleats to
financial stability and economic growtff. These tools may, of course, also be useful in tackling the
self-reinforcing feedback effects in housing markets, referred to earliee article, where valuation
increases induce higher supply and demand for credit, which themselves trigger Vaitiger
increases. Expectations of future price increases are key mechanisms odhisl.ctWhere LTV or
LTI limits constrain mortgage lending in the upswing of the cycle, this is likeaffect expectations

concerning future house prices and increasing the potency of the macroprudential t@alse Blee

181 Singapore, Hong Kong, Ireland, New Zealand and areas of Canada eaeiaists of LTV limits.

82 IMF (n 159)35.

183 30 or 35 year-mortgage terms are becoming increasingly oanimthe UK, which are a way of reducing
monthly payments due under a mortgage agreement. Approxinmi&tglgrcent of new mortgages in 2016 were
35 year terms, with another 35% of mortgages at terms betweamd3@5 years. See Bank of England,
Financial Stability Report (November 2016) Issue No. 40, Chart F, 28oWers are thus to some extent
arbitraging the macroprudential restrictions.

184 IMF (n 159) 36. See also R Baptista, JD Farmer, M Hinterschweiger, K Dowang and A Uluc,
‘Macroprudential policy in an agent-basedmodel of the UK housing market’ Bank of England Staff Working
Paper619(2016).

185 KM Kuttner and | ShimiCan Non-Interest Rate Policies Stabilize Housing Markets? Evidence from a Panel
of 57 Economies’ BIS Working Paper 433 (2013).

186 See MK Brunnermeier, A Crockett, CAE Goodh&® Persaud antiS Shin ‘The Fundamental Principles

of Financial Regulation” Geneva Reports on the World Economy 11 (June 2009).
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housing wealth of mortgage borrowers increases by more than @®-one-basis as house prices
rise®®’ loose mortgage finance term can allow house prices to move away significantlinfrome
relations over the medium-term. LTV and LTIs can be effective in moderating thesdicatigpfi
risks. House prices may also be affected by equity withdrawals, which are facilitategviesen

incomes do not change provided lenders expect future house price inéféases.

In the UK, the Bank of England has recommended the implementation of LTI and DTI
limits, '8 largely in response to data in 2014 which suggested that mortgage underwaitithay ds
were loosening® Under theBank’s provisions, high loame-income mortgages (designated at loans
which equal or exceed 4% times borrower income) at large UK mortgagaatoigi®® may not
comprise more than 15% of their mortgage books over two consecutive gtfartérs.Bank also
imposes DTI affordability checks on borrowers, rempgirlenders to assess borrower’s additional
credit commitments and other regular payments, as well as the LTI obligation undeorthage
contract, in assessing a mortgage. In contrast, whilst the Bank of England has consulted on LTV limits
and has powers to use them, it has not implemented *Aerhis is perhaps curious given the
empirical evidence on their effectiveness, and on the susceptibility of.lighmortgages to default.

Many countries have used LTV limits successfully in order to controlegate lending booni& In

187 For example, if a mortgagor borrows 90% of the value of ach@d0% increase in the value of the house
doubles their equity holding.

188 One study shows that U.S. homeowners borrowed 25 cents for galéay gain in home equity between
2002 and 2006. See A Mian andSAfi ‘House prices, home equity-based borrowing, and the US household
leverage crisis’ (2011) 101 Am Econ Rev 2132.

189 Under the Bank of England Act 1998, the Financial Policy Committee ofBtdmek may make
“Recommendations” or “Directions.” Recommendations can be issued to anybody, including to the PRA and
FCA. It can also give Directions to those regulators to implemesgeaific measre to further the FPC’s
objectives. See Prudential Regulation Authoritymplementing the Financial Policy Committee’s
recommendation on loan to income ratios in mortgage lending Policy 8tat&89/14 (2014).

1902014 estimates showed that around 40% of new mortgages weFeratibs of at least 3.5, 25% at were at
LTI ratios of at least 4, and 10% were at LTI ratios of at least 4.5. Sele Gdaney, Speech given by the
Governor of the Bank of England at the Lord Mayor’s Banquet for Bankers and Merchants of the City of
London at the Mansion House, London, 12 June 2014, 7.

91 | enders who issue less than £100 million of mortgages pathnow less than 300 mortgage contracts per
month are excluded.

192 PRA 2014/24, PRA Rulebook: Housing Instrument 2014. Sampedslet restrictions were also introduced;
see PRA, ‘Underwriting standards for buy-to-let mortgage contracts’ Supervisory Statement SS13/16
(September 2016).

1931n fact, one of the UK’s largest mortgage lenders in 2016 reintroduced 100 percent LTV mortgages for the
first time since the GFC. See E Dunkid®arclays launches first 100% mortgages since crisis’ Financial Times,
May 4 2016 <https://www.ft.com/content/4ff23b343f11e6839f2922947098f0>

194 IMF, Global Financial Stability Report, 129 (2011).
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the UK, high LTV mortgages have much higher default rates than thoseowih ILTVs, with a one
percentage point increase in LTV leading to a one percent increase in the probliéfault!®
Loans with LTVs of 90% or above are four times more likely to be in artean those belownd
high LTVs are a strong predictor of mortgage deféiltin contrast, data from the UK shows LTI
ratios are not a strong or consistent predictor of def{ulthich is consistent with findings from the

U.S. market?8

These results indicate that placing direct limits on banks’ capacity to lend for mortgages, and
borrowers’ ability to obtain financing, are the optimal ways to reduce the erosion of mortgage
underwriting standards characteristic of mortgage finance booms. In turn, thistougduce the
frequency and size of real estate bubbles. As noted above, the procyclicaliyitaf and liquidity
regulation— despite the new tools afforded to regulators to counteract credit beamsy not
overcome the collective over-optimism which normally accompanies housing booms. Furtlét, in i
of the arbitrage opportunities presented by the SR, discussed above, invoking LTVhrat®$JK

may become a pressing requirement.

(iii) Restrictions on Mortgage Securitisaton

Perhaps the obvious question based on the above analysis, and in view of both the imminent
rejuvenation of securitisation markets and bank activity restrictions, iherh@ implementing the
proposed securitisation regulation in the UK, additional restrictions on the MBS market anetedarr

As | have noted in this article, saled “risky” lending may not be the main driver of housing booms

and subsequent busts; rather higher aggregate lending, which is not alWegsveebf poor

underwriting, may emerge even in prime mortgage loan nmmarBetcause of this, targeting the

195 F McCann‘Modelling default transitions in the UK mortgage market’ Central Bank of Ireland Research
Technical Paper 18/RT/14 (2014).

19 Financial Services Authority, ‘Mortgage Market Review’, Discussion Paper 09/3 (October 2009).

197 Financial Services Authay, ‘Mortgage Market Review: Responsible Lending’ Consultation Paper 10/16,
(July 2010M42.

198 3V Duca, Muellbauer, A Murphy, ‘Housing markets and the financial crisis of 2007-2009: Lessons for the
future’ (2010) 6 J Fin Stab 203; A Kell§‘Skin in the Game™: Zero Downpayment Mortgage Default” (2008)
17 J Hous Res 75.
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characteristics of bank mortgage loan assetsich as LTVs and DTls may not always constrain
excessive lending, particularly as home prices may fall much further than anticigz@edbanks

issue“non-high risk” loans.!%°

Restrictions on securitisation may therefore add to the effectiveness @fpmam limiting
the incidence(s) of housing bubbles. If housing booms are driven as much by expectations as
fundamentals, limiting the width of the lending channel is a crucial undertakimg.range of
potential restrictions is wide, but each has limitations and trade-offs. Wosda@hbteons might be to
place restrictions on the form of mortgage assets which individual bankerangted to securitise.
One solution for examplaight be to allow only ‘standardised’ mortgages to be securitised i.e. where
the mortgages to comprise the securitisation pool comply with some pre-teroriteriaz®
Because complexity and information gaps in the securitisation process were blanoedafimg
incentives for poor underwriting, closing these gaps through standardisatioldl weduce the
incentives to originate mortgage loans of lower quality. By proxy, this woudeh extent standardise
the MBS constructed from the underlying assets. This would in turn help in reducénggesieity
and complexity, informational asymmetries between lenders and investors, and prgwideed
regulatory discipline. In particular, it would close the arbitrage loophaflrred to earlier. In this
vein, a workable alternative might be to prohibit the securitisation dfitggg mortgages- at LTV
ratios of less than the 100% currently permitteid order to disincentivise banks from issuing them

in the first place®

Yet, these solutions would not address the problems associated with mortgdgssm

identified in this article. Indeed, the same critique as that levelled at tbstamprotection moral-

199 For example, a mortgage loan with an LTV of 80% is not viewedghsrisk by regulators, yet a house price
drop of 20% would wipe out all of the equity in any mortgage isst@¢tose terms. If house price crashes of
20% were highly unusual, this might not present a problem; howewese price falls of this magnitude
occurred twice in the UK over approximately 20 years: between 199098%] UK house prices dropped 21%.
Property prices dropped significantly in the period 2007-2011, includiiogs in single years of 16.2% in 2008
alone; property prices continued to fall until 2011. See Nationwide Building Sadmiige Price Index,
<http://www.nationwide.co.uk/about/house-price-index/headlines>

200 | evitkin and Wachter (n 64, 125@opose “restricting securitization to proven, sustainable mortgage
products for which there is well-established consumetadd and performance history.”

201 This would reflect underlying mortgage regulation in the UK, discussed earlier, which restricts certain ‘high-
risk’ mortgages from comprising more than a certain proportion of their mortgage portfolios.
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hazard driven perspective may be applied. Each proceeds from a parallehptositiandatory risk
retention requirements under the SR; that is, provided incentives itmateidpwer-quality mortgages
are restricted, and proper information is provided to investors amgjiators to allow them to make
informed choices, poor quality mortgages will not be secadt{er at least the volumes reduced)
making the possibility of a housing bubble more remote. Alternatively, provided eestony are
themselves less-leveraged, negative externalities from mortgage defaults maytdiredoand
financial stability preserved. But as explained, housing bubbles are driven by comrmistiopt
expectations amongst buyers of properties and their creditors. Because of the baht@vidancies
amongst all parties when it comes to real estate markets, this excessivey lis possible with or
without restrictions on the composition of securitisations. In fact, given thatahrecontribution of
securitisation to housing bubbles is its capacity to widen the lending chamteth as noted will
become more significant in an era of RFBsonstraining securitisation volumes is likely to be more
appropriate in containing future risks. The basic purposes of securitisation, as noted aarlio
broaden funding sources and to economise on capital, each of which facilitates higiveg lend

volumes.

Constraining these channels therefore assumes fundamental importance. For these reasons,
restricting securitisation of mortgage loans is likely to be needed as @any ofégulatory response to
future developments in the MBS market. On this basis, the SR could be amergetdlihdontext to
stipulate that only loans to SMEs and other “productive” loans could be the subject of STS
securitisations, thereby placing an outright ban on STS MBS. Whilst draconian, theriiésatjost
for this form of restriction from the Commission itself. The preéesaim of the Capital Markets
Union is to “better link savings with growth and provide more options and better returns for savers
and investors...offer businesses more funding choices at different stages of their development and to
channel investment to where it can be used most productively, increasing the opesrfonit
Europe's companies and infrastructure projects.”?°? Elsewhere- in the Capital Markets Union Action

Plan— the Commission argues that the SR would “[r]evitalise simple, transparent and standardised

202 See Proposal (n 18)
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European securitisations to free up capacity on banks' balance sheets anl @pTséss to
investment opportunities for long ternvéstors.”?°®* No mention of mortgage lending is made by

the Commission in either document.

On the other hand, restricting securitisation entirely to SME-linked loans ifiritaglresult
in undesirable indirect effects. The main counter-argumemhat allowing banks to securitise
mortgages will free up balance sheet space for greater credit adgit@atbusinesses is, in theory,
solid. Preventing RFBs from securitising mortgages will further condaiating, with the likely
result of reduced credit to SMEs. Conversely, of course, preventing RFBs from securitising mortgages
will leave them even more exposed to the housing cycle, as they are unable to shiksfgom
their balance sheets from real estate-related assets. Whilst therendieasigbenefits to be realised
for the real economy from increased lending for production, it would be desfplfunate to restrict
the securitisation of mortgage lending simply to achieve this end, particiflatlyesulted in a
banking system comprised of homogenous, undiversified institutions almostyeekpeised to the

housing market®*

For these reasons, a solution which permits securitisation of mortgages,ebentprthe
securitisation of more than a certain proportion of a bank’s portfolio, might be favourable. This will
mitigate the effects of the introduction of the SR on mortgage marketsilhpdoside incentives for
RFBs to issue non-real estate loans which will benefit from more risk-sensépital treatment.
Giving a rough estimate to the question of what would be the appropniaieof assets eligible for
securitisation is beyond the capacity of a mere lawyer. But there Brasatwo guiding principles

which might inform this regulation:

203 Communication From the Commission to the European Parliament, the Cthmé&lropean Economic and
Social Committee and the Committee Of The Regions Action Plan on BuildingitalClslarkets Union,
Brussels, 30.9.2015 COM(2015) 468, 6.

204 A further solution might be to place restrictions on the buy-sideeoMBS market. Because MBS are often
bought by leveraged investors, in the event of widespread mortigdigelts, the cumulative effects of those
defaults are amplified. Many investors typically use MBS as collaterdlifther borrowing in secured funding
markets. Imposing higher margin requirements on secured firteamegactions would therefore reduce both
aggregate leverage amongst MBS investors and the mortgage finante chur
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(i)

(ii)

The first relates to balance: there must be an appropriate balance stamgkrirove to
restrict the securitisation of mortgages between MBS and securitisation ofarthe of

loan. If the SR is to have any benefit, banks must be able to securitise some prafortion
their mortgage loans. As banks are likely to concentrate lending on property markets,
securitisation must be permitted to an extent to prevent them from becoming ovelexpose
to real estate values. Securitisation of mortgages is not undesirable. p&s seted

above, by freeing up balance sheet space, the capacity to issue MBS may allow banks to
issue more loans for productive activities. But as | have also discussed jissmimiis

also likely to augment the mortgage lending channel. Allowing lending levels to
appreciate significantly in a market likely to become saturated by thétiastiof RFBs

risks putting further pressure on housing prices. One response might be to replace
maximum thresholds for MBS issuance as a proportion of total asset sedomitigdth a
requirement that for a proportion of MBS issued, a given proportion of loars aissst

be comprised of loans to SMEs. The inherent tradeoff in a stipulation such as this is tha
mortgage risks might become concentrated on bank balance sheets if demand for SME
loans is low, increasing systemic fragility. Placing maximum thresholds artgage
securitisation levels is therefore likely to be preferable. A simpiplementation
mechanism would be to provide that, beyond a certain threshold, preferential capital
treatment for bank-originated STS would no longer be applicable. This woulidev
additional disincentive for banks to issue mortgage assets and thereby place a tonstrain

on the flow of finance to real estate markéts.

Second, the regulation of the MBS market must be dynamic: any regulation of the MBS

market cannot be static, and any restrictions on securitisation must be subject to

205 Although some may argue this would introduce further regylatomplexity, it would be relatively easy to
incorporate reporting of this data into existing bank monitoring Byst&or instance, large banks must report
their capital, liquidity and asset quality positions on a regular basis to ifshaagulators under the Capital
Requirements Regulation. Their reported capital levels (which would be thestedfby a measure such as
this) are monitored closely by regulatory authorities. For details, see Baiglafid, ‘CRD firms - Reporting
Requirements’ at $http://www.bankofengland.co.uk/pra/Pages/requlatorydata/formscrdfirmg.aspx
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adjustment based on the judgment of regulators, based on economic conditions. Given the
appropriate systems (which are, indeed already in place in the UKaiiometo the
housing market) regulators ought to be prepared to intervene where appropriate. The main
dilemma for regulators in relation to housing bubbles is of course, that atey
sometimes difficult to spot, and regulators may therefore be forced to sebsté@utown
judgment(s) for that of the market. Yet, there are other areas of regudatoprovided
discretionary tools when certain indicators flash and warnings are @tjgAnalogous
examples include the discretionary powers granted to regulators under Batel I
increase bank capital requirements through the cycle via the counter-cyclical®»offer

in the UK, for a variable leverage ratfd.Affording regulators discretion over these tools

is not without limitations; regulators are themselves anything but immuoelleztive

the over-optimism or disaster myopia behavioural tendencies discussed predffously.
However, it is also clear that central banks and financial regulators engamyecim
improved data collection and dissemination since the GFC which, whilst imperfeat, all
financial regulators to make more informed decisions concerning appropriate
constraintg® Further, as discussed above, the tools available to regulators to specifically

monitor housing markets are also more refined.

206 Basel III, The ‘countercyclical buffer’ (‘CB’) requires banks to build up to an additional 2.5 percent of Tier
One capital in time®sf ‘excessive’ credit growth. The Bank of England activated the CB in March 2016,
increasing capital requirements by 0.5%, but the buffer was released segrinaftuly 2016, following the
referendum on the UK’s membership of the EU. See Bank of England, ‘Financial Policy Committee statement
from its policy meeting of 23 March 2016°, 29 March 2016 at
[http://www.bankofengland.co.uk/publications/Documents/news/2016/032.Bdhk of England, Financial
Stability Report (July 2016) Issue No. 39.

207 Bank of England (n 9). The PRA is empowered to set a minitewerage ratio (LR) of 3% for all UK
financial institutions; a supplementary leverage ratio for systemically temgofinancial institutions; and a
countercyclical leverage ratio buffer (CCLB). This may also be increased distiretion of the PRA to require
higher levels of capital based on the activation of the CCB.

208 SeeAG Haldane, Central bank psychologySpeech given at the “Leadership: stress and hubris” conference
hosted by the Royal Society of Medicine, London, 17 November 2014.

209 FSB, Implementation and effects of the G20 financial regulatory refoReport of the Financial Stability
Board to G20 Leaders (9 November 2015).
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7. Conclusion

This article has challenged the standard narrative concerning the ioterdaetiveen securitisation,
real estate bubbles and financial stability. The existing literaturéh@rtopic of securitisation is
process-focused, concentrating on the problematic of incentives in the seaumitmaitess. The
literature which adopts this view holds that the principal focus of regal@ught to be investor
protection, through ensuring that incentives for poor loan origination aieniséd. To achieve this,
greater information disclosure and transparency, and reduced complexity, are recommended.
consequence of this analytical framework is that efficient credit allocatiosialexiare made, and the

likelihood of securitisation-induced fragility is reduced.

In contrast, | have argued that the main danger posed by the securitisation praisess is
contribution to widening the lending channel, particularly in the context of r¢afeekending.
Housing bubbles are generated largely through over-optimistic expectations ef liowse price
growth. In the past, securitisation has contributed to these bubbles by acingeabanism allowing
banks to increase credit origination. This credit origination inflatedestate values to levels which
were not justified by underlying economic fundamentals. The contribution of secunitiseds not
decisive in this process, but it played a large role by removing capitalkaiotstand loosening

banks’ lending capacity.

Potential remedies to this issue vary. Existing macroprudential policiekkale to be

effective to a point in containing future housing bubbles. Yet, the structural sefaking place in

the U.K, most notably ring-fencing, is likely to result in several varge monoline mortgage
lenders. Whilst allowing these institutions to securitise their assetyamsifly away the risks from
mortgage lending is vital, regulators must also be cognisant of the capadgcwitisation to
contribute to excessive lending, a facet of securitised banking which is likely to bemomacute in

the presence of RFBRe-introducing mortgage loan securitisation must therefore be approached with
caution, particularly in the UK. Restricting mortgage securibsalevels may be appropriate in the

interests of financial stability.
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