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The market for asset-
backed securities has 
been limited since 
the financial crisis. 
Consequently, a 
number of initiatives 
have been taken in 
Europe over the last 
year to reverse the 
trend. For example, 
the United Kingdom’s 
central bank, the 
Bank of England, and 
the European Central 
Bank (the ECB) have 
published discussion 
papers on stimulating 
securitisation to 
increase opportunities 
for companies to 
obtain funding. In 
addition to these 
initiatives, certain 
new regulations linked 
to the banks having 
to fund themselves 
with more equity and 
making their debt 
funding more long-
term may also increase 
the banks’ incentives 
to securitise. Increased 
securitisation in 
Sweden in the future 
may place new 
demands on various 
participants on the 
financial market, such 
as banks, investors and 
authorities. 
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securitisation is a technique for converting illiquid loans into bonds. this takes place 
through the sale of loans from a bank’s balance sheet to a special purpose entity 
which issues bonds to fund the purchase of the loans. securitised products played a 
key role in the financial crisis, when those problems that primarily arose in the United 
states were largely due to insufficient transparency surrounding securitised products. 

over the last year, a number of european authorities have taken initiatives aimed at 
improving the market for securitised products. in addition, the banks have argued 
that certain regulations may have side effects in terms of increased incentives for the 
banks to securitise credits. in sweden, securitisation is not particularly common but in 
other countries, primarily the United states and parts of europe, it is significantly more 
common. if new initiatives or regulations were to lead to swedish banks choosing to 
securitise credits to a large extent, this would mean a structural transformation of the 
swedish financial system. this structural transformation would place new demands on 
banks, investors and authorities.

in this commentary, we examine more closely the concept of securitisation, its 
connection to the financial crisis, the current state of the market, developments that 
could influence securitisation in sweden and, finally, potential implications for the 
structure of the swedish financial system.

What is securitisation?
a traditional bank accepts deposits or other forms of funding which it then lends 
to companies and households. the bank then has the loan on the asset side of its 
balance sheet. However, the bank does not have to keep the loan, but can move it off 
its balance sheet by selling it to another market participant. one method of doing this 
is by what is known as securitisation.

When a bank securitises a mortgage loan (for example), the bank usually sells a 
portfolio (known as a pool), consisting of mortgages, to a special purpose entity. the 
bank that initially lends out the money and then sells the loan to the special purpose 
entity is known as the originator. the special purpose entity stands as owner of the 
loans and funds them by issuing bonds. these bonds are known as mortgage-backed 
securities (mbs), as the underlying mortgages bought by the special purpose entity 
form the collateral for the bonds. the bonds are in turn bought by various investors 
who thereby take over the credit risk in the mortgages, that is, the risk that the 
household will not be able to make the amortisation and interest payments, as these 
payments accrue to the investors in the bonds. the mortgages have thereby been 
converted to securities that can now be sold onwards. the investor purchasing the 
bond will only be exposed to the risk in the assets held by the special purpose entity 
and not to any other risk in the bank. 

1. the authors would particularly like to thank Johanna eklund, martin W Johansson, reimo Juks, sofia Possne, olof sandstedt, Per 
sonnerby, marianne sterner and Jonas söderberg for their comments. 
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Figure 1. Simplified illustration of transaction

What characterises securitisation? 
asset-backed securities are usually characterised by two things. First, the yield and risk 
of the bonds depend on the assets in the underlying pool and are thus not affected by 
the other assets held by the originator. second, the credit risk in the bonds is divided 
into what are known as tranches. even if these two characteristics are distinguishing 
features of securitisation, the same techniques are also used in other financial 
instruments such as covered bonds. 

Let us describe the first characteristic – that yield and risk depend on the underlying 
pool – in more detail. Pooling loans involves a bank taking a number of loans and 
separating them from other assets so as to be able to sell them. the individual loans 
in the pool are intended to have similar overall characteristics, but will, by necessity, 
have individual differences. However, mixing a large number of loans in the pool will 
even out the differences for example with respect to probability of default between 
individual loans. consequently, a party purchasing a pool will not need to have exact 
knowledge of the quality of the individual loans to be able to assess the quality of the 
pool since the idiosyncratic risks have been diversified away. this creates significantly 
greater possibilities to securitise and sell assets to external investors as these investors, 
instead of reviewing each loan individually, can rely on the average quality of the 
pool. Put simply, pooling of loans is a way to overcome the high information costs 
that, in many cases, would otherwise have made securitisation unprofitable, that 
is had the loans been sold one by one. this also means that certain types of loans 
are more suitable for securitisation than others. those loans with greater similarities 
and for which good assessments of credit quality can be made are better suited for 
securitisation than loans without similarities and which can have individually-adjusted 
credit terms – such as loans to small and medium-sized companies, for example. 

the second characteristic – that credit risk is divided into tranches – means that 
different investors receive different prioritisations according to which they have the 
right to the assets in and cash flows from the pool. the tranches with highest priority 
to the cash flows are usually called senior tranches. as investors in these tranches only 
take small risks, the yield on these tranches is usually also low. conversely, investors 
in junior tranches, who must wait until all other investors have been paid before they 
themselves can receive their money, take greater risks but also receive higher yield in 
return. this thus means that the senior tranches bear a lower risk than the average risk 
in the pool, while the junior tranches bear a higher risk. reallocating credit risk into 
tranches is thus a way of allocating risk among different investors with different risk 
appetites. 

box – dividing risk into trancHes

the technique used to divide risk into tranches can be illustrated through a simple example consisting of 

only two loans each loan is worth sek 100 if no default occurs and sek 0 in the event of default. if both 

of these loans are combined, a pool with a nominal value of sek 200 is created. this pool can then be 

divided up by issuing two different tranches, each with a nominal value of sek 100, against it: one senior 

and one junior tranche. the junior tranche takes the first sek 100 of any losses, while the senior tranche 

is only affected if the losses in the pool exceed sek 100. as the junior tranche runs a greater risk of being 

affected by losses than the senior one, investors in the junior tranche want to be promised a higher yield 

as compensation for this higher risk.

as there are only two loans in the pool, the junior tranche gets a yield of sek 100 if neither of the two 

underlying loans defaults but sek 0 if either loan does. the senior tranche, however, gets a yield of sek 
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100 as long as at least one of the loans does not default and sek 0 only if both underlying loans default 

simultaneously. to determine the risk in the senior tranche, it is thus important to know not just what 

the risk of a loan defaulting is, but also what the risk is of both loans defaulting simultaneously. in other 

words, the connection or correlation between defaults in the pool is important for determining risk. 

the greater the correlation between the loans is , the smaller the possibility of creating secure tranches 

becomes. if the loans are perfectly correlated, so that either all loans default or none default, the risk in 

a senior tranche is exactly the same as the risk in a junior tranche. in such a situation, there is no point in 

dividing the risk into tranches. but if the correlation instead is low, the risk of so many loans defaulting that 

it will affect the senior tranches is small. secure senior tranches can thus be created by dividing the risk. 

securitisation was of great significance in the financial crisis
securitisation is a technique that has long existed in the United states and has 
primarily been conducted by the government-sponsored enterprises Fannie mae 
and Freddie mac. However, the start of this century saw an enormous growth in 
securitisation and private actors started to play a larger part in this activity. 

a large share of these new mortgages were granted to households with less ability 
to repay loans. these loans were called subprime loans. the loans were often issued 
by specialised mortgage institutions who then sold the loans on to large investment 
banks. the investment banks, in turn, securitised these loans and sold the securitised 
products on to various types of investors. by dividing up the risks into different 
tranches, the investment banks could create a large supply of securitised products that 
were considered secure at that time, even though the underlying loans were often of 
a low credit quality. at the same time tranches of lower credit quality were created 
which in many cases were bought by for example hedge funds.

one problem with many of the mortgage loans that were securitised was that the 
documentation surrounding the borrowers’ economic conditions for repaying the 
loans was often unsatisfactory or entirely absent.2 this meant that, in many cases, 
it was difficult to determine the actual level of risk in the loan. it became even more 
difficult when the loans were securitised in complex products. 

one reason why the investors were willing to buy these products despite lack of 
transparency and documentation was that they in many cases relied upon credit 
ratings. a credit rating is an assessment of how likely it is that a certain issuer or 
security will default. this assessment is made by an authorised credit rating agency 
and is given on a scale where aaa is the highest rating and indicates very low risk. 
credit ratings are thus a simple way of trying to signify a certain credit quality, 
which can make it easier for investors to determine whether a certain investment is 
appropriate for them. However, it was altogether too easy to get a high credit rating. 
in retrospect, it has become apparent that this was partly because the credit rating 
agencies’ models were over-simplified and easy to manipulate.3 

in addition, the banking sector purchased large amounts of bonds that were created 
by securitisation and which had aaa credit ratings, and used these as collateral for 
short-term borrowing. but when housing prices in the United states began to fall 
in 2007 and the number of persons unable to make interest payments increased, it 
became increasingly apparent that many of these housing-related securities were 
significantly higher-risk than had previously been believed.4 confidence in credit 
ratings declined significantly as the extent of the problems was uncovered. insufficient 
transparency, complexity and a lack of standardisation meant that, in many cases, 
it was altogether too difficult or expensive for investors to themselves assess the 
credit risk of asset-backed securities. these factors contributed to major price falls 
for such securities and extensive losses for the banks and other investors who had 
purchased this type of securities. the banks that had also used asset-backed securities 

2. gorton (2012).
3. For example it became apparent that the assumptions on correlation and house prices in many cases were naïve. coval et al. (2009).
4. brunnermeier (2009).
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n as collateral for short-term borrowing were affected by major funding problems when 
that possibility disappeared as the market’s confidence in such securities sank. 

Following the crisis, both authorities and private participants have implemented 
a series of measures aimed at mitigating at least part of the problems identified 
with securitisation. many of these initiatives attempt to approach the problems of 
insufficient transparency and potential conflicts of interest that may exist between 
issuers and investors in asset-backed securities. the authorities have also changed the 
capital adequacy requirements for banks investing in securitised products and have 
placed the credit rating agencies under supervision.

the market for securitised products is relatively small today 
the market for securitised products has languished since the financial crisis. However, 
this development has not been uniform, but has varied from region to region. in the 
United states, the market for non-housing related securitised products, such as credit 
cards and auto loans, has recovered relatively well from the crisis. on the other hand, 
the market for the securitisation of mortgage loans continues to be almost exclusively 
dominated by the government-sponsored enterprises Fannie mae and Freddie mac. in 
europe, the recovery has been weaker. issuance volumes are relatively low compared 
with previous years (see chart 1). 
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Chart 1. Issuance of asset-backed securities in Europe
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in addition, the main portion of what is nevertheless issued by special purpose entities 
in europe is purchased by the originators themselves, that is by the parties that sold 
the loans to the special purpose entities (see chart 2). the originators then largely use 
the securities as collateral for loans from the ecb. their reason for doing this lies in the 
fact that an originator cannot use its original loans as collateral for such loans, partly 
because it would be difficult to transfer these to the central bank. on the other hand, 
it is possible to use asset-backed securities as collateral. apart from receiving certain 
asset-backed securities as collateral for lending, the ecb has also started purchasing 
such securities. 
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one conceivable partial explanation for investors not purchasing particularly many 
securitised products at present is that it is often more advantageous for originators to 
use asset-backed securities as collateral for loans from the ecb than it is to try and sell 
them on the market. 

european initiatives to increase demand for securitised products 
and new regulations that could lead to increased supply
over the last year, a number of european institutions, such as the bank of england, 
the ecb, the european banking authority and the european commission, have argued 
for an improvement of the supply of credits, primarily to assist small and medium-
sized companies. this is because such companies, primarily in southern europe, are 
experiencing problems in obtaining funding.5 in many cases, loan amounts for such 
companies are too small to allow them to borrow directly on the market and these 
companies are thereby largely dependent on bank funding. notwithstanding the ecb 
having conducted an asset quality review and a stress test of the european banking 
system that shows improvements, certain problems remain and because of this there 
might be banks with limited possibilities to lend more money. in some cases banks 
may even need to reduce their lending. 

securitisation could thus be a way of increasing access to credit for smaller companies. 
this could take place directly via the securitisation of loans to smaller companies – 
pooling several loans together could make the volume large enough to allow for the 
issuance of asset-backed securities with collateral in these loans. but it could also take 
place by the banks securitising and selling off other assets, which in turn would allow 
them to use their existing capital to fund lending to small and medium companies to a 
greater extent. 

European initiatives may increase demand for asset-backed securities

to facilitate the emergence of a functioning market for securitised products, these 
european institutions wish to build increased transparency and standardisation. this 
would allow various investors to more easily identify the risks and to better assess 
which products may be appropriate investment alternatives. in addition, these 
institutions argue that a distinction should be made in the various regulations between 
securitised products that can be considered less complex, on one hand, and those 
products that are more complex, on the other. they proposed that those products 
meeting certain criteria to be considered less complex should have lower capital 
adequacy requirements than the others. the basel committee on banking supervision 
and the international organization of securities commissions have launched similar 

5. see european commission and ecb (2013). 
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n initiatives aimed at creating better conditions to help investors distinguish between 
various types of asset-backed securities. 

the european commission has adopted a similar differentiation of various types of 
asset-backed securities in a couple of legal proposals on liquidity regulations for banks6 
and capital requirement rules for insurance companies7. these initiatives could possibly 
contribute towards an improvement of conditions on the market for securitised 
products in europe, even if the extent towards which they could actually ease the 
credit supply for smaller companies is less clear. 

New regulations could also increase the supply of such securities

in addition to the initiatives taken to increase demand for asset-backed securities, 
there are also other measures taken by authorities that could, instead, influence the 
banks’ incentives to securitise assets and which could thereby increase the supply of 
such securities. this is primarily a matter of various banking regulations that could 
make it less profitable for the banks to own certain types of assets and thereby make 
it more attractive to instead securitise them to a greater extent. 

since the financial crisis, the basel committee on banking supervision and other 
global standard setters have worked to strengthen the resilience of the financial 
sector. new regulations have primarily focused on making the banks fund themselves 
with equity to a greater extent, to make their debt financing more long-term and 
to maintain liquidity buffers. at the same time as these regulations are aimed at 
strengthening the resilience of the banking sector, they could lead to unintentional 
consequences. this is because the regulations may entail higher costs for the banks 
which, in turn, could make certain parts of their operations less profitable. a number 
of regulations that swedish banks claim could create side effects in terms of increased 
incentives for securitisation are the leverage ratio requirement, the swedish risk-weight 
floor for mortgages and the requirement for more stable long-term funding in the 
form of the net stable Funding ratio. it is primarily assets with low risk weights8 that 
it is conceived could become less profitable for the banks, as well as assets demanding 
long-term funding. 

Possible structural changes in sweden
in sweden, none of the four major banks have made use of securitisation to any 
greater extent. according to the major banks themselves, this is because their 
existing business models, in which loans are retained on the balance sheet, work 
well. However, the swedish bankers’ association, a trade organisation representing 
the banks in sweden, has expressed the opinion that new regulations may lead the 
swedish banks to abandon their business models for mortgages and other services. 
the swedish bankers’ association says that “if swedish authorities provide too great 
incentives to the banks to abandon the model involving covered bonds, which is 
based on retaining mortgages on the balance sheet, this could lead to the banks 
having to securitise”.9 

securitisation makes it possible to transfer credit and liquidity risk from the banking 
system to other participants. a decision by the swedish banks to extensively securitise 
credits instead of retaining the risk could result in structural changes to the swedish 
financial system. as the banks fulfil central functions such as the provision of payment 
services, the risk of shocks to the financial system under certain conditions could be 
reduced if risk was instead to be borne by participants other than the banks. this is 
because the default of loans that have been securitised would not affect the banking 
system but instead affects the participants who have purchased the securitised loans 
provided that these participants are not banks themselves. However, at the same time, 
such a reallocation of risks could make it more difficult for both authorities and private 
participants to assess as well as influence the risks in the financial system as the risks 

6. Lcr. http://ec.europa.eu/finance/bank/regcapital/acts/delegated/index_en.html. 
7. solvency 2. http://ec.europa.eu/finance/insurance/solvency/solvency2/index_en.html. 
8. Low risk weights calculated with the models used for the ’regular’ capital requirements. more information on how the capital require-
ment is calculated can be found in the article ”How is a capital ratio measured?”, Financial stability report 2013:1. 
9. swedish bankers’ association (2014). 
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n are spread across many participants. it is therefore important that those participants 
purchasing securitised products really are able to bear the risks that this can entail and 
that structural systemic risks are still addressed. it is possible that buffer requirements 
and other regulations may need to be introduced for other participants. 

even if there are advantages in spreading the risks more widely within the financial 
system, experiences from the United states during the financial crisis showed that 
risks that the banks believe they have removed from their balance sheets can come 
back.10 For example, for various reasons, banks may find themselves being forced 
to buy back asset-backed securities. one reason for this could be that the banks are 
acting as market maker for these bonds and can thus be forced to buy bonds back 
from participants wishing to sell. a further reason could be that there is a reputational 
risk leading the banks to deem it necessary to buy back asset-backed securities in 
the event that the underlying loans they originated themselves are impacted by 
losses. reputational risk, in this case, refers to the risk of a conflation of special 
purpose entity and originator – if the special purpose entity encounters problems, the 
originator may be viewed in the same light, possibly leading to funding problems and 
other consequences. 

Problems may also arise in that the originator does not have the same incentive to 
lend money to reliable borrowers if the bank does not subsequently retain the risk 
itself. in addition, there will also be a reduction in the banks’ ability and incentives 
to actively work with their customers during the term of the loan to reduce the risk 
that these will encounter payment problems in the event that the loan is securitised. 
there will likewise be a reduction of the banks’ incentive to restructure loans, for 
example by temporarily cutting interest payments over a period in which customers 
are facing payment problems. allowing a customer to defer interest and amortisation 
payments is most usually a more effective way for the bank and economy to manage 
a borrower’s temporary payment problems than having it file for bankruptcy. 

all in all, it can be said that there are both advantages and disadvantages of 
securitisation. the net effect is difficult to assess and is dependent on how and in 
which setting the technique is used. a structural transformation involving swedish 
banks securitising their credits to a greater extent would lead to new challenges 
regarding both transparency and how originators should assess borrowers and 
manage their loans during their terms which would need to be addressed. this could 
thus place new demands on various participants on the financial market such as 
banks, investors and authorities. 

10. gorton and metrick (2012).



8  –  e c o n o m i c  c o m m e n t a r i e s  n o .  1 0 ,  2 0 1 4

n references
swedish bankers’ association, “ett kraftfullt samarbete” (“a strong collaboration”, 
only in swedish), 24 march 2014. 
http://www.swedishbankers.se/web/bf.nsf/$all/4e7ba70298850c69c1257ca1004d54b5 

brunnermeier, markus k. (2009). “deciphering the Liquidity and credit crunch 2007-
2008.” Journal of economic Perspectives, 23(1): p. 77-100.
https://www.aeaweb.org/atypon.php?return_to=/doi/pdfplus/10.1257/jep.23.1.77

coval, Joshua, Jakub Jurek, and erik stafford. (2009). “the economics of structured 
Finance.” Journal of economic Perspectives, 23(1): p. 3-25.
https://www.aeaweb.org/atypon.php?return_to=/doi/pdfplus/10.1257/jep.23.1.3

european commission and european central bank (2013), “2013 smes’ access to 
Finance survey: analytical report”.
http://ec.europa.eu/enterprise/policies/finance/files/2013-safe-analytical-report_en.pdf 

gorton, gary and andrew metrick (2012),”securitization”, national bureau of 
economic research, Working paper no. 18611.
http://www.nber.org/papers/w18611.pdf 

Handelsbanken (2010), “consultation on the proposal “strengthening the resilience 
of the banking sector””, bis.
http://www.bis.org/publ/bcbs165/handelsbanken.pdf 

sveriges riksbank (2014), Financial stability report 2013:1.
http://www.riksbank.se/documents/rapporter/Fsr/2013/Fsr_1/rap_fsr1_130527_eng.pdf 


