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A New Model for A New Model for 
Securitisation?Securitisation?



� The Big Chill in the asset-backed markets
� A glimpse at initial regulatory responses 
� Lessons from Canadian developments and 
current Australian industry initiatives? 
� Could a new government-guaranteed 
mortgage-backed security re-float this market? 
� Should regulators be prepared to back this?

CoverageCoverage



Portrait of a Housing CyclePortrait of a Housing Cycle
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– IMF Global Financial Stability Report (April 2008)
– Bank of England Financial Stability Report (April 2008)
– Financial Stability Forum Enhancing Market and Institutional 

Resilience (April 2008)
– BIS Credit Risk Transfer Consultative Document (April 2008)
– IOSCO Role of Credit Agencies in Structured Finance Markets 

(March 2008)
– BIS Liquidity Risk: Management and Supervisory Challenges 

(February 2008)

Reports on the crunchReports on the crunch



– Bank of England: Special Liquidity Scheme, 
Northern Rock

– Federal Reserve: Term Auction Facility, Bear 
Stearns

– Others: Liquidity schemes from ECB and 
Swiss National Bank

– Fed/BOE: Opened up repo window to eligible 
RMBS and CMBS

Central Bank initiativesCentral Bank initiatives



– Worst fears of financial collapse are over
– Write-down worst case may not occur
– BUT…
– LIBOR margins persistently high
– ABS and other markets still closed
– Concerns remain about the impact of the 

credit issues on the "real" economy

ResultResult



"estimates implied by prices in some credit 
markets are likely to overstate significantly 
the losses that will ultimately be felt by the 
financial system and the economy as a 
whole, as they appear to include unusually 
large discounts for illiquidity and uncertainty"

Bank of England assessmentBank of England assessment



– Backdrop unusually is a benign economic environment
– Concerns about general deleveraging and contagion spread to 

commercial property, corporate debt markets (and thence to 
CDOs) and emerging markets (but see Brazil upgrade)
– After a period of historically low defaults, there have been 21 

defaults this year and 122 issuers, with debt of US$102B, are 
deemed vulnerable to default by S&P 

– Potential negative feedback loop 
– Housing issues themselves are quite severe, particularly in US 

and UK
– Foreclose on 1 in every 38 houses in parts of the US

Current risk situation Current risk situation 



ABS situationABS situation

– Potential ABS and structured product buyers have 
price discovery problem

– No longer willing to rely on issuer's reputation and rating 
agency assessments

– Impaired liquidity increases the risk of further price 
volatility as SIVs etc who can't roll over seek to sell 
assets

– "Fair value" is a potential disincentive, even to 
institutional buyers pricing on fundamentals



– IFRS - IAS 32 and 39 have wreaked havoc because 
(under current guidance) they explicitly require reporters to 
write down to fair value, even if the valuation owes more to 
illiquidity and pessimism than to fundaments

A Note About Accounting StandardsA Note About Accounting Standards

– Basel 2 - SIVs back on balance sheet, all forms of potential 
support to vehicles require consideration from the 
perspective of implicit risk and funding risk

– Result:  the "great confessional reporting season"



What to expect from regulatorsWhat to expect from regulators

– Premise: as a result of the 'bail outs' (liquidity 
initiatives) changes will happen

– Focus on risk management shortcomings in general
– Concerns about the adequacy of Basel II, particularly 

from the perspective of liquidity risk
– Requirement to recapitalise and come clean
– Clarity on M2M and fair value accounting "when 

prices are dislocated from fundamental values"
– Improved information on complex instruments



What to expect from regulatorsWhat to expect from regulators IIII

– Consistent liquidity rules, buffers, stress testing
– Differentiated structured and corporate ratings
– Capital held against securitisation exposures and off 

balance sheet risks
– Countercyclical prudential tools (the tendency to give 

an umbrella when it's sunny)
– Interesting observations from BoE about the procyclicality of leverage, 

asset markets and capital requirements

– In effect suggesting a rainy day capital requirement where a bank is 
experiencing supranormal asset growth



Australian / NZ situationAustralian / NZ situation

– From vibrancy to freeze, overnight
– Increased cost of funds and mortgage rates
– Declining competition and liquidity
– The specter of credit rationing
– In this context, NZ's ABS market is an 

offshoot of AUS and impacted by same 
issues, at a different stage of development



Blowout in wholesale spreadsBlowout in wholesale spreads
-- Australian mortgage rates*Australian mortgage rates*

Bank margin (1.6%)

Cost of funds (2.1%)

Aus 5yr Tsy (6.15%)

Cost of funds breakdown

*  Source: ASF

Swap/Treasury differential (0.6%)
Margin over swap (1.0%)
Cost of capital (0.5%)



Comparison to Canada*Comparison to Canada*

Bank margin

Cost of funds

5yr Treasury (3yr 
for NZ)

*  Source: ASF

CANADA
5.5%

AUSTRALIA
9.85%

1.4%

1.6%

6.15%

2.1%

0.6%

3.5%

6.65%

NZ
9.7%

2.4%

0.7%



BlowBlow--out in wholesale spreads out in wholesale spreads -- NZNZ



Australian (ASF) initiativeAustralian (ASF) initiative

– Australian Securitisation Forum (ASF) 
– The Rudd-Blanchett Jamboree
– Proposed Federal taskforce
– Opted for the Canadian model over 

Freddie and Fannie Mac
– Process: series of industry taskforces 

established



Canadian modelCanadian model

– Adapted from US model in 1985, amended in 
2001 to increase investor focus

– Canadian Housing and Mortgage Corporation
– National Housing Act / Canadian Housing Trust 
– Eligibility criteria for mortgages
– Canada Mortgage Bond (CMB)

– Is liquid and has been robust in the crunch
– Govt guarantee 'funded' by guarantee fee



Canadian model: benefits Canadian model: benefits 
– Has proven robust in the worldwide credit crunch

– CAD11.0B issue of CHBs in March 08 after CAD9.5B in 
Dec 2007 vs. nil issuance in Australia for that period

– Pricing 58bp over treasuries vs. current balance sheet 
funding in Australia and NZ of 200+bp 

– Increased competition and consumer choice
– 20 years of progress is being jeopardised in Australia

– Lower mortgage rates for borrowers
– Public/private model.  Investor confidence is 

underpinned by a Govt guarantee



Canadian model: benefitsCanadian model: benefits

– Allows for broader supervision of the mortgage sector
– All participants have to meet minimum capital and other 

requirements

– Market transparency, eg the CMB has become a 
major benchmark 

– Macro benefits - allows scarce capital of banks to be 
used for other purposes

– With a bullet structure and managed maturities, CMB 
is eligible for fund managers fixed income benchmark

– Compulsory mortgage insurance (also regulated)



Canadian structureCanadian structure

– Approved issuers originate eligible 
mortgages

– Mortgages are transferred to the Canada 
Housing Trust

– CHT issues Canada Mortgage Bonds to 
investors on a quarterly basis

– CMCH guarantees timely payment of 
principal and interest



CMHC eligibility rulesCMHC eligibility rules

– Eligible mortgages are
– First mortgage
– Owner-occupied 
– Maximum amortisation 40 years
– Insured by approved mortgage insurer
– Not delinquent and fully funded
– Equal principal and interest payments
– Payments at least monthly

– Augmented by eligible pool requirements



Canada Mortgage BondsCanada Mortgage Bonds

– CAD141B on issue (18% of mortgage market)
– 3 or 5 year bullet maturity
– Semi-annual fixed coupon OR
– Quarterly floating rate
– Zero risk-weighted for capital adequacy and 

repo-eligible with Bank of Canada



Relevance for New ZealandRelevance for New Zealand

– Need for external funding for investment, 
housing and consumption

– Capital markets exhibit adverse selection 
characteristics

– Inhibited supply of high quality debt securities
– Policy making framework focused on risk 

rather than opportunity



Advantages for New ZealandAdvantages for New Zealand

– Bring some funding onshore (high % of CMBs 
domestic)

– Generate high quality DCM investment both for 
potential direct investment and funds

– Increase liquidity of and confidence in NZ's capital 
markets

– Reduced mortgage rate burden on stretched 
households

– Encourage competition and diversity
– Relieve balance sheet pressure



Competitiveness issuesCompetitiveness issues
– Kauri market demonstrates what can be achieved 

with appropriate willingness
– Serious issues still hamper the progress of this 

market vis-à-vis Australia, Euro, US, Canada and 
Japan
– Lack of 128F-type rules creates doubt and diverts 

issuance
– Application of Part 2B of SMA inhibits growth of 

differentiated exchanges and liquidity
– Serious issues with Securities Regulations that 

should be addressed before pre-RFPP



Regulatory issuesRegulatory issues
– Not a question of 'regulatory favours' as the market 

already is regulated, question of regulatory 
effectiveness against acknowledged objectives

– Fiscally neutral to government and enables greater 
supervision and transparency

– Potentially forestalls greater problems if fund 
managers have to grope for sub-optimal and 
unregulated supply



Covered bondsCovered bonds
– WHAT: full recourse instruments covered by a pool of 

high quality receivables
– WHY:  Transparent structure - reduces funding costs 

and balance sheet pressure
– TRACK RECORD:  The German pfandebriefe is the 

quintessential AAA security, default-free since 1769
– WHO: UK has them and is introducing an official 

framework; Canada; Europe, US



Covered bonds Covered bonds -- issuesissues
– Not possible in Australia because of depositor 

preference under Banking Act
– Not an issue in NZ

– Need to consider legal framework, including statutory 
management

– RBNZ support will be required to develop an 
indigenous covered bond



Markets can remain irrational longer 
than you can remain solvent

A final word from John Maynard Keynes


