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Figure 1
Therefore, we first focus on the organization of the lending process.

· Strategic Planning for the Lending Function:

· "Planning at either the business or corporate level must focus on a single strategy: managing value" (notion of value added).

· Narrow or traditional view of strategic planning emphasizes business strategy in terms of gaining market share and increasing current earnings. However modern view emphasizes ongoing focus on managing value from a cash-flow perspective.

· In modern view, it is useful to stress both business and corporate strategies; e.g. product expansion is part of business strategy whereas issues related to consolidation and ownership structure (e.g., desirability of developing second home market) belong to the corporate strategy.

· A strategic plan contains answers to the questions


i.
Where is the organization today (e.g., which units are creating value?),


ii.
What opportunities for adding value exist, which ones should the bank undertake and what businesses should be divested?, and


iii.
How should step ii. be implemented?



(
Loan Policy:


"Ties the lending-related aspirations expressed in the strategic plan into a cohesive operating agenda."
· Loan Policy Formulation

· Policy sets out bank's lending philosophy, specifies procedures and means of monitoring lending activity.

· Loan policies are not static:


(
Loan policies change over time (e.g., consumer lending or international loans)


(
Loan policies change over credit cycle

· Outline for a Written Policy

Implementing the Loan Policy

(
Issue: Agency Problems

Lending officers don't always have institution's best interests at heart. May be more concerned with "doing business" than assessing credit risk:


(
may be rewarded for volume (of course losses even​tually catch up with them - but can claim bad luck, or may even have moved to new area or even new institution!)


(
Even if rewarded for profit - need to estimate risk-adjusted profits. Usual​ly compare stated debt yield with some cost of funds, i.e. with comparable invest​ment.



But what is more profitable: risky debt or low risk activity?

This is just the initial credit evaluation or screening. Suppose you find out existing credit is likely to have trouble. Do you report this?

(
Issue: Credit Control

(As we know) banks often have credit committees, charged with evaluating new loans, reviewing existing ones on a regular basis. Two purposes:


(
Centralizes and standardizes procedures - aids objectivity 


(
Checks up on potential agency problems with lending officers!


(
Assesses overall exposure

Unlike lending officer, credit committee is charged with measuring and avoiding credit risk. If institution has losses, they take the heat. They can't escape, and don't get rewarded for profits per se.

· Who should committee report to? (CEO)

· Why? (If report to chief of lending, may have agency problem with him!)

(
Issue: Designing the Optimal Loan Review Policy

Loan review function is an exercise in credit analysis after a loan has been approved and funded, and is usually conducted by a separate staff which is independent of the credit department.

Is there a distinctive role for the lending officer relative to that of the loan review department?

· Key Problems in Credit Analysis

i.
Lending officer's judgment on new credit is subjective and may even violate 'objective' criteria ( lenders do badly at predicting credit risk in situations where they don't have a good handle on average default rates. If average default rates known they do much better.

ii.
Agency problems; in particular, tendency to 'ignore' new information, e.g., delay reporting or recognizing problems.

Therefore:

i.
(
Need for 'autonomous' credit committees and review departments.

ii.
(
Need for 'objective' supplemental(?) screening methods.

Credit Analysis:

Managing Credit Risk

and Assessing (Future) Financial Health

(
'Rigorous' Approach: 'Business Plan' Approach


Attempt to understand the corporate strategy, competitive environment, future and current financial state, operating and product characteristics.


Corporate strategy: business mission (goals, product market strategies, etc.)


As stated in reading on "Assessing a Company's Future Financial Health", this approach involves investigating:

i. management's goals

ii. strategies for each product market

iii. anticipated responses of competitors, and

iv. competitive, operating and financial characteristics of firm and separate product markets


From this level of understanding, one would start analyzing the desirability of a lending relationship.

(
'Standard' Approach: Follow the model for Commercial Lending Decision Making Process Approach

· Evaluation of Approaches

· 'Rigorous' Approach is most informational intensive and implies an extensive involvement of the lender.

It is not typical for most lending relationships. Why? ( bank loans are fixed claims thus 'only' insight is needed in likelihood that firm can repay.

· 'Traditional' Approach seems adequate for commitments where source of repayment is subject to little uncertainty and where bank is not forced to 'roll-over' commitment.

Banks seek to add 'checks and balances' to a loan contract such that changes in the state of the corporation trigger renegotiation. This 'enhances' the applicability of the 'traditional' approach, but may trigger need for 'rigorous' approach later on.

Tools for Assessing Credit Risk

· Cash Flow Analysis

Major difference earnings vs. cash flows: noncash charges
Reported earnings can be manipulated (no surprise)

Examples:

· banks recognize interest income on accrual basis (example of smoothing, but accruals may continue even if borrower misses payments)

· depreciation (noncash charge, method and period subjective)

· companies must write down assets that are "permanently impaired" (subjective)

· use of balance sheet reserves to smooth earnings, e.g., "income from certain specific items will be enough to offset blow to profits"

· "Big Bath Method", restructuring write-offs etc.

· When 'incur' developmental expenses, or 'realize' income under long term contract

· valuation of inventories

· sales with buy-back guarantees

· General Conclusions

· Cash flows are more difficult to manipulate; and cash flows in a given year do, by definition, not claim to reflect value added

· Determination of earnings or profits requires subjective judgment

· Smoothing seems valuable (?)

· Lessons for Credit Analysis

· Current cash flow numbers, anticipated 'normal' capital expenditures and future prospects together provide the full picture for firm as going concern

· For loans, downside risk is the important factor.
Therefore, liquidation value of assets is important as well

· Loan repayment schedule generally needs to consider 
cash flow schedule ( "matching"

· Other Tools for Assessing Credit Risk


i.
Ratio Analysis ( well known to all!


Why useful:
( Compare to industry benchmark


( Spot trends


ii.
Ratings


(
Generally only available for large corporations


(
It is somewhat orthogonal to the comparative competitive advantage of banks


iii.
What about internal ratings?


(
Increasingly important, see Basle II proposals (hand-out)

Case: "Zeus Steel, Inc."

This case is included as 'eye-opener'. It contains a variety of issues that I will highlight in this seminar. The case considers an existing banking relationship. It focuses on conflicts in the bank-borrower's relationship, negligence in monitoring and changes in borrower credit characteristics.

Introduction to Management of Credit Risk

(
Types of commitment


These include 'traditional' products like short-term, long-term and revolving loans, but also trade-finance products, like letters of credit and banker's acceptances, factoring and asset-based lending.

All these products are subject to credit or default risk:


The risk that, when you invest through a debt contract, you will not receive the full amount of interest and principal you have been pro​mised. Despite this risk and the ensuing costs of financial distress, institutions often invest via debt rather than equity because:


(
Debt payments and covenants allow stricter control of a firm than does a minority equity position;


(
Debt is less risky, so highly levered institutions such as banks and insurance companies prefer to invest the majo​rity of their portfolios in debt rather than



common stock.

(
Some Information Problems in Loan Contracting


(
Ex ante private information:



the borrower usually possesses better information about its credit worthiness than the bank.


(
Moral hazard (post-contracting information 
problem):



e.g., the borrower may take on additional risk to the bank's detriment after the loan is granted and the terms are fixed; the debt-nature of the claim induces the risk-taking propensity.

Example 1: Moral Hazard


(
Borrower has choice between two projects, both require investment of $ 5.50.


(
Project 1 (good), return $ 11 for sure (expected return 100%);


(
Project 2 (bad), return:
$12.25 with probability 0.8


$0
with probability 0.2



(expected return 78%)


(
Observe first that Project 1 is the optimal project; it has a superior return.

Assume that the bank charges a 15% interest rate. Which project would the borrower choose if the project is 100% debt financed? ( Project 2!!  Why?

Project 2: 0.8 x [12.25 - 1.15 x 5.50] = 4.74 

and this exceeds

Project 1: 11 - 1.15 x 5.50 = 4.675

(
Note that this would not have happened at a sufficiently low interest rate, e.g., at a 5% rate:

Project 2: 0.8 x [12.25 - 1.05 x 5.50] = 5.18

Project 1: 11  - 1.05 x 5.50 = 5.225

Example 2: Adverse Selection

(
A borrower approaches a bank for a $ 10 loan. The bank does not know whether the borrower is type A or B. Both have equal probability; the borrower knows his own type.

The type determines the probability of repayment:


-
type A (good), repays w.p. PA = 0.99 (otherwise zero)


-
type B (bad),   repays w.p. PB = 0.81 (otherwise zero)

Assume the loan is for one year, and the risk-free rate is 5%.

The break-even interest rates R follow from


P x { $10 x [1+R] } ( $10.50 ;


( RA = 6.06% and RB = 29.6%

Unfortunately, the bank does not know the type of the borrower. Therefore, it has to change a 'pooling' rate, R', such that:


.5(.99($10([1+R']) + .5(.81($10([1+R']) ( $10.50;


( R' = 16.67%

However, what happens if A's "safe" project has a return of 12%; or if A can self-finance the project by prematurely liquidating an existing project that has a return of 10%?

(
Credit Analysis: The Factors

Traditionally, bank credit analysts have focused on the 5 C's of credit:


Capacity (legal and financial capacity of the borrower)


Character (reputation of the borrower)


Capital (equity, or 'own stake', of the borrower)


Collateral (gives well-defined claim in case of default)


Conditions ('future' cash flows available for repayment)

These lead to "rules of thumb"; rules as outcome of accumulated experience. As I will show, they bear close resemblance to optimal 'theoretical' prescriptions.

(
Capital and Collateral

Both alleviate information distortions; mainly because in both cases the borrower has something (more) to loose in bad states.


(
borrower will then seek 'harder' to avoid bad state (moral hazard)


(
borrower is less likely to get a loan if he only has a bad project available (adverse selection)

In addition, collateral might enable a borrower to obtain loans that otherwise might not have become available.

Example 3: How Collateral resolves Moral Hazard 

Return to example 1. We now add to the loan contract a collateral requirement. 

Thus, the parameters of the contract now include:

(
maturity, principal amount, interest rate, collateral

(
Assume that the value of the collateral is not attached to the fortunes of the project.

What happens if the borrower can give the bank $5.50 worth of collateral?

(
Credit Risk and Portfolio Considerations

Most of our discussions on credit analysis focus on evaluating and monitoring single investments. 

But in the part on 'Or​ganization of the Lending Process', we emphasized the importance of containing credit risk for a financial institution at large.

We now reconcile these different aspects by focusing on portfolio-wide risks.

Considerations:

i. Diversification is valuable to 'smooth-out' idiosyncratic risks (and reduce risk of distress)

ii. Conflict between specialization (economies of scale by focusing on single industry or region) and diversification.

Capitalization of the bank can be adjusted to reflect the institutions' trade-off between specialization and diversification.

But how to measure diversification?

(
Measuring Diversification

'Easy' for mutual fund; actively traded securities for which variances and covariances can be found.

What about non-traded information-sensitive assets, like commercial loans?

Ad hoc rules: limit exposure to any one firm, industry or region.

This obviously ignores interrelationships (covariances or correlations), including exposure to systematic risks.

(
Suggestions for more Informative Decisions

(
Look for correlations in historical performance (qualitively, subjective)


Important to understand what correlations mean; otherwise extrapolation to the future is dangerous.

(
Easier, and potentially even more useful, is to look for sensitivity to systematic factors (e.g., GNP growth,


interest rates, inflation and unemployment).


Even here, data base with historical performance needed. But in absence of credit histories, one may use variables that are correlated with loan performance instead.

Case: "Advanced Medical Corporation"

This case serves four principal objectives:


a.
To provide additional practice in pro forma methods of forecasting funds requirements.


b.
To provide insights into the questions and concerns of a bank as it considers a loan request.


c.
To introduce considerations relating to the use of security and comfort letters.


d.
To consider approaches to establishing and maintaining banking relations.

Loan Contracts and Covenants

A loan agreement is a written agreement between a lender and a borrower that outlines the objectives of each party, it makes certain warranties and usually places certain controls and restrictions on the borrower.

The loan agreement contains the terms of the credit facility, including

· Principal

· Maturity

· Pricing method,

· and various 'conditions' (covenants)

Objectives of the loan agreement:

· Prevents disputes and misunderstandings

· Gives the lender a certain degree of control

· Gives the borrower assurances that as long as the terms of the agreement are complied with the lender will provide credit as outlined in the agreement

· Designing Debt Contracts: Maturity and Principal Repayments

Suppose you are financing a project where equipment has a useful life of 5 years. The loan is backed by the equipment as collateral.

· The company asks you for an 8 year loan with bullet maturity (no principal repaid until maturity). Do you go along with this?


(
Probably not! Why?

Lesson 1: match loan maturity with that of the project. You may amortize the loan (have principal paid down steadily) to match decline in project's useful life.

Example:


A project is expected to yield $500,000/year EBIT. In this industry, there is 90% chance earnings won't average (below) $250,000 over the next five years. If you are comfortable with that level of risk, you could set interest and principal repayments at $250,000 per year. 


-

If required return is 10%; 


-

Debt capacity is approximately $950,000. 


(
What is the optimal maturity? 


Obviously more detailed analysis is needed, e.g. consider different scenarios.

· Designing Debt Contracts: Covenants

A motivation for covenants:

Sometimes a firm may want stable funding over a long

period, even if most assets have short lives and need to be replaced over time. Why?

Avoid uncertainty! Provide predictable cash flows, avoid need for problems in renegotiation.

( But problematic: Give a firm a chance to shift risk, etc. Therefore, covenants.

(
Look at a private placement agreement. 


Term is 12 years; does not begin to amortize until 6 years are up.

(
Some assets may still be around, but others (accounts receivable, etc.) not.

(
Look at "Indebtedness". What does it mean? It prevents a firm from hurting debt holders by issuing more debt, especially with same or higher seniority.

(
Next page: "restricted payments". What does this mean? It prevents a firm from paying out too much cash to shareholders or subordinated debt holders. This would circumvent seniority!

(
Same page: "Sale of assets": Why is this needed (in addition to "restricted payments" clause)?

· Overview of Covenants 

Note that the hand-out is just a summary of the loan agreement!

The 'full' agreement includes:

· Terms of the credit facility

· Standard Provisions:

· Conditions precedent

· Warranties (also called representatives and warranties)

· Positive ("affirmative") covenants

· Negative covenants

· Events of default

· Special provisions

In general,

Covenants are used to prevent behavior that takes advantage of the lender (risk-shifting, making excessive payments to shareholders or other junior claimants, diluting the lender's claim by issuing additional debt of similar seniority, etc.), and to trigger 'forced' renegotiations when various ratios indicate that the borrower may be nearing default. Covenant violations typically place the borrower in technical default, giving the lender the right to renegotiate or terminate the agreement.

· Designing Debt Contracts: Some Qualitative Comments

Covenants are designed to shift bargaining power to the lender in case of violations. Why is this needed?

(
The bank's effective "ownership" of the asset, is somewhat difficult to enforce. The asset may have no value outside its current use. Also calling the loan may only exaggerate problems. Thus early trigger needed! Also needed because bankruptcy procedures and competing creditors may substantially complicate the bank's collection of debts.

(
Above all, keep in mind that, as bizarre as it may sound, a bank that finances an asset with a loan may effectively "own" the asset but has granted the borrower a call option on the asset. The option entitles the borrower to repurchase the asset from the bank if the value of the asset should exceed the borrower's loan payment obligation


(= the exercise price of the call option).

Pricing of Debt and Credit Risk:

Advanced Finance Theory

· 'Standard' Finance Theory:


Value of any asset is the present value of its future cash flows. (In the case of bonds, interest payments and principal repayment).

The expected future cash flows are affected by the possibility of default. How can we get a handle on this?

A method that is very 'clean', and had shown substantial applicability is the option-pricing method.

· Option-pricing method

i. Consider the value of equity (=S)

Let AT be the future value of the firm (at time T), and F the repayment obligation on pure 'discount' debt. Then the shareholders' payoff at maturity is:

Max {0, AT - F}
(1)
This is a call option! Its value is S = C(A,F,T), where

C(A,F,T) = A ( N(d1) - EXP[-Rf(T] ( F ( N(d2)
(2)
ii. Value of debt (=D)


Since A = D + S, we have D = A - S; use (2) to get


D = A ( N(-d1) + F ( N(d2) ( EXP[-Rf(T]
(3)
iii. Default premium


Note that the value of risk-free debt, say Df, equals


Df = F ( EXP[-Rf(T]
(4)

From (3) and (4) we get


D = Df ( {A ( N(-d1)/Df + N(d2)}
(5)

and we know that


D = F ( EXP[-R(T]
(6)
The specialists have already noticed that (4) and (6) give expressions for R and Rf. Using (5) we can get


R - Rf = -{ln[A ( N(-d1)/Df + N(d2)]}/T
(7)
iv. Pricing of bank guarantees

Consider a customer that obtains a guarantee from the bank that enables it to borrow at the risk-free rate in the financial market.


Note that:


a.
Effectively the bank has written a put option. That is, at 
maturity of the debt, the bank has to pay


Max {0, F - AT}
(8)


The value of the put option is P(A,F,T).


b.
The bank needs to be compensated with a fee. The fee 
per dollar of insured debt equals


P(A,F,T)/Df = R - Rf
(9)
Pricing of Debt and Credit Risk: Exercise

A bank customer is trying to decide between getting a one year bank loan or issuing debt (with a one year maturity) on the open market. The open market debt would be backed by a (standby) letter of credit. The bank will either issue the letter of credit or make the loan. In either case of the loan or the marketed debt, the customer will repay the principal plus interest amount of $1 million at the end of one year. One year T-bills have a yield of 10% which is the cost of funds.  Suppose it is impossible for the bank to default on the letter of credit, if it is issued. The bank has estimated the volatility of (the logarithm of the) value of the firm to be: σ2 = .05. When the firm borrows, its total assets will be $1.2 million at the time the borrowing occurs. 

a.
What default premium should the bank charge on the loan?

b.
How much should the bank charge for the letter of credit?

c.
Using your answer from b. compute the price of the letter of credit as a percentage of the amount raised with open market debt (i.e., let D* be the amount raised through debt issuance, and let PLC be the cost of the letter of credit; then compute PLC / D*).  How does this number compa​re to your answer from a.?  Explain.

d.
How would your answers to the above ques​tions change qualitatively if loan covenants were involved?

Banks' Costs of Funds

Consider the following quote (Walter V. Shipley, CEO of Chemical Banking Corp.):


"With an improved credit rating we can finance ourselves more cheaply, and our customers as well."

Is this correct?

If we assume momentarily that this is correct, it implies that a bank with existing activities that involve little risk can quote more competitive rates for new activities than another more risky bank.

What is going on?

The Funding Choice:

Debt vs. Equity and Bank vs. Capital Market Funding

· External Funding with "inside" information

When a company perceives overvaluation of its shares, she may exploit this by issuing new shares.

When a company perceives undervaluation of its shares, she prefers not to issue new shares (dilution!); she may then prefer debt.

Conclusion?

Example


Consider a firm that produces a wonderdry that is 90% effective in reversing male pattern baldness and receding hairlines. The firm plans a major expansion that will cost 40 million. The value of the firm is uncertain because there is a 50/50 chance that the "drying" has side effects.

Data ($ millions):

	
	Side effects
	No side effects
	Average

	Current Assets
	355.0
	425.0
	390

	Expansion Project

(Market Value)
	46.5
	53.5
	50

	NPV of Expansion

Project
	6.5
	13.5
	10



Assume that the firm is currently 100% equity financed; with 10 million common shares outstanding.


What is the price per share? How should the firm finance its expansion?

Consider two situations:

i.
Neither firm nor Financial Markets have information on side effects

ii.
Firm has information, the market does not.

Also, assume initially that expansion will be financed with risk-free debt.

Situation i. Nobody has information on side effects

	Current Assets ('average' value)
	
390.0

	NPV Expansion
	
10.0

	Total
	
400.0


Price per share =Pe = 400/10 = 40; thus, issue of 1 million (new) shares is needed.

What happens to the share price, if expansion is debt finan​ced?

Answer:
Still 40, because



E = V – D



V = 390 + 50



D = 40

Situation ii. Firm has good news; market does not know

	
	According to firm
	According to market

	Current assets
	
425.0
	
390.0

	NPV Expansion
	
13,5
	
10,0


With risk-free debt financing, market value of debt always equals 40 (D = 40), also after discovery of information:


E = V - D = 478.5 - 40.0 = 438.5, thus Pe = 43.85

The alternative is equity financed; issue 1 million shares at a price of 40

After discovery of good news, we have V = 478.5, and the price per share becomes 478.5 / 11 = 43.50; thus Pe = 43.50

· Intuition

Corporations with good "inside" information may choose debt

Thus, equity issue is bad news (Share price drops to Pe = 36.15 in example)

In example, bad firms cannot hide and are indifferent with respect to funding choice.

(
"Costs" of information problem

Consider a good firm that needs to issue equity for other reasons

Market puts Pe = 36.15; thus 1.1065 million shares are needed to fund expansion.

After discovery of good news, 

Pe = 478.5 / (10 + 1.1065) = 43.08

Without information problem, Pe = 43.85

"Loss" to old shareholder is

[ 10 mln ] x [ 43.85 - 43.08 ] = 7.67 mln

(
Information costs

· Loss due to price effects

· Lost revenues of (forced) bypassing profitable projects

· Suboptimal allocation of mispriced funding

· Cost associated with activities aimed at reducing information problems:

· Writing contracts, and monitoring and enforcement

· Information dissemination (annual reports etc.)

· "Production" of information and monitoring in the financial markets.

· Costs of creating "internal" cash flows (funds) to 
pre-empt need for external funding 

· Sale of assets

· "Myopic" investment choices
· Another example of asymmetric information

Table 1: Liquidation vs. Continuation

	State (t=1)
	
Insolvent
	
Solvent

	Firm value (going concern)
	
45
	
65

	Nominal value of debt
	
55
	
55

	Liquidation value
	
50
	
50



The firm has a negative cash flow at t=0. The market assigns a 80 % probability to the insolvent state. Which strategy is optimal?

Table 2: Strategies of financiers

	Strategy
	
Expected value

	1. Provide new funding and continue
	4/5 ( 45 + 1/5 ( 65 = 49

	2. No funding and liquidate
	4/5 ( 50 + 1/5 ( 50 = 50



Is the strategy that maximizes the value of the firm, optimal for all financiers?

· ("House") Banks and Firm

We now take into account different financiers. Assume that the firm is insolvent (it is now t=0). 


Realization (as going concern)

	
	
State:


Probability:
	
A


0.5
	
B


0.5

	Value (as going concern)
	
45
	
20
	
70

	Nominal value of debt


- Bank
27.5


- Other
27.5
	
55
	
	

	Liquidation value
	
50
	
	



As a banker, what action do you choose?

Continuation is an option! E.g., give bank 85% of common shares:

	Strategy
	
Liquidation
	
Going concern

	A. Value bank debt (nominal 27.5)
	0.5(50 =
25
	0.5((0.5(20 + 0.5(55) =
18.750

	B. Value common shares in bank's possession
	
-
	0,85([0.5((70-55)] =
6.375

	C. Value (remaining) common shares not in bank's possession
	
0
	0,15([0.5((70-55)] =
1.125

	D. Value other debt
	0.5(50 =
25
	0.5((0.5(20 + 0.5(55) =
18.750



Conclusion?

· Why Does Bank Debt Often Have Seniority?

· Notice that not all providers of funds could choose a passive role; firm could then have too much freedom

· Crucial question: who disciplines the corporation? Who chooses to take action when financial difficulties seem imminent?


( Is this the bank? If so, why is seniority desirable?


( Wrong answer:


"Bank takes the heat and does all the work"

· Differences between Bank and Financial Market Funding

· Concentration in the hands of individual providers of funds

· Marketability

Conflict between liquidity and diversification on the one hand, and the need for monitoring and discipline on the other.

· Implications

· With Bank Funding:

· Renegotiations feasible, and alterations 'easy' to arrange. Offers possibility for detailed contracts.

· Information exclusively in bank's possession (
· 'simple' communication, and information transmission

· information not disseminated; potential 'capture' by ill-informed banks

· Direct control and monitoring

· With Financial Market Funding:

· Price determination aggregates information

· More freedom vis-à-vis providers of funds

· Widely held, enhances liquidity

· Financial Architecture and Bargaining Power:
An Example

Consider the following situation:

	Value firm
	50
	With restructuring
	60

	Debt:


Bank (senior)


Other
	24

24
	
	

	
Total debt
	48
	
	


The bank is worried about the marginal profitability of the firm. Why is a senior claim for the bank a possible solution?

Contemporary Developments in Banking

'Traditional' commercial banks face increased competition on the asset and liability sides of their balance sheet.

Trend toward 'unbundling' of financial services. The bank's traditional lending function has been decomposed into:


(i.)
Originating


(ii.)
Funding


(iii.)
Servicing


(iv.)
Risk Processing

Typical example: proliferation of off-balance sheet activities (manifested by Loan Sales and Securitization).

· Loan Sales and Securitization

· Securitizing assets requires a bank to set aside a group of assets and to sell securities (financial claims) against these assets.

· (Examples: Mortgages, Automobile Loans and Credit Card Debt)

· Loan Sales do not involve issuing securities. There are several vehicles that facilitate the sale of loans. Often the originating bank maintains partial ownership of the loan and/or responsibility for the loan's management. Loan Participation and Syndication are related activities.

An often-observed feature of both Loan Sales and Securitization is Credit Enhancement. This may involve collateral, guarantees or continued partial ownership.

· Limits to Securitization


Although Securitization has substantial prospects, it should not be 'oversold'. Some have claimed (see McKinsey & Co's Lowell Bryan [1989]):

"Structured securitized credit is a new technology for lending that has been developed essentially by nonbankers. It is better on all counts than the traditional lending system. It is growing very rapidly precisely because it is a superior technology, one that, in fact, is rendering traditional banking obsolete."

However, size, heterogeneity, and information sensitivity of many of the bank's assets may inhibit the prospects for securitization. Credit enhancement then becomes an even more important feature of securitization.

(
Other Implications


Shift to off-balance sheet activities enhances the importance of bank credit ratings. Why?


Note that a credit rating is a very crude measure; as Walter Bagehot said more than a century ago:



"Every banker knows that if he has to prove that he is worthy of credit, however good may be his arguments, in fact his credit is gone: but what we have requires no proof. The whole rests on an instinctive confidence generated by use and years."

Case: "Merit Marine Corporation"

The case shows how the earnings from an existing lending relationship are affected when alternatives to traditional bank debt are used. It also shows how the role of a lending officer then changes to that of a financial advisor.

Source of Comparative Competitive Advantage
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