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			  In lieu of an abstract, here is a brief excerpt of the content:
			  APPENDIX II The Basel Rules off the Balance Sheet Chapter 1’s account of the process by which mortgage bonds were produced is an oversimplification (of course), in large part because of its omission of the role of off-balance-sheet entities (OBSEs), legal vehicles into which banks could place assets. Again oversimplifying, there are two basic types of such vehicles, for our purposes: Those that were instrumental to the creation of ‘‘structured’’ (tranched, overcollateralized) as well as unstructured asset-backed bonds (pools of assets that were rated but were not tranched or overcollateralized); and those that were the final resting places of these bonds. Often bonds sold against unstructured collateral pools—asset-backed commercial paper, or ABCP—would be used to fund the creation of structured bonds, such as PLMBS. This process was countenanced and, indeed, encouraged by the Basel rules. Why would a bank hold assets off its balance sheet, how would this be done, and why would regulators countenance it? The easiest question to answer is ‘‘how.’’ A bank would establish a special-purpose vehicle (SPV) or special-purpose entity (SPE), whose assets were sometimes accounted for on, but usually off, of a bank’s balance sheet. An SPV/SPE is a legal entity that purchases certain assets—‘‘receivables’’— from the sponsoring bank. As for ‘‘why,’’ Al L. Hartgraves and George J. Benston (2002, 246) explain: Also called special purpose vehicles, SPEs typically are defined as entities created for a limited purpose, with a limited life and limited activities, and designed to benefit a single company. They may take the legal form of a partnership, corporation, trust, or joint venture. 164 Appendix II SPEs began appearing in the portfolio of financing vehicles that investment banks and financial institutions offered their business customers in the late 1970s to early 1980s, primarily to help banks and other companies monetize, through off-balance-sheet securitizations , the substantial amounts of consumer receivables on their balance sheets. A newly created SPE would acquire capital by issuing equity and debt securities, and use the proceeds to purchase receivables from the sponsoring company, which often guaranteed the debt issued by the SPE. Because the receivables have limited and reliably measured risk of nonrepayment, a relatively small amount of equity usually was sufficient to absorb all expected losses, thus making it unlikely that the sponsoring company would have to fulfill its guarantee. In this way the sponsoring company could convert receivables into cash while paying a lower rate of interest than the alternative of debt or factoring, as the debt holder could be repaid from the collection of the receivables by the sponsor. SPEs also allow the sponsors to remove receivables from their balance sheets, and avoid recognizing debt incurred in the securitization. In the case of structured PLMBS, the ‘‘receivables’’ are the payments expected from the mortgagors. Investors bought PLMBS partly on the strength of various types of commitments that the sponsors offered to back up the bonds issued against these receivables. For instance, a bank that retained the equity tranche of a PLMBS thereby offered a credit enhancement to investors in bonds issued from the rated tranches. For unstructured asset-backed bonds, such as asset-backed commercial paper (ABCP), a commercial bank that sponsored the SPE into which it sold its mortgages offered liquidity enhancements to the bond purchasers. Asset-Backed Commercial Paper The ultimate appeal of each type of bond to investors (whether the investors held the bonds on or off their balance sheets) varied considerably. Chapter 1 explains how overcollateralization and tranching, or ‘‘subordination ,’’ made PLMBS, CDOs, and other structured pools of assets appear ultrasafe to investors in the senior (AAA) tranches, even when the collateral in the pool, such as subprime mortgages, seemed unsafe individually. The [35.173.205.55] Project MUSE (2024-04-10 17:12 GMT) The Basel Rules off the Balance Sheet 165 appeal of the mezzanine tranches, by contrast, was that investors in these tranches received much higher coupons, in exchange for bearing the brunt of the risk of default. The appeal of ABCP, which paid even lower coupons than did the senior tranches of PLMBS and CDOs, was primarily its safety. As Hartgraves and Bentston put it, the receivables backing ABCP ‘‘have limited and reliably measured risk of nonrepayment.’’ We would be the first to point out that historically reliable risks do not necessarily translate into future probabilities . But as we argue in the Conclusion, this does not necessarily make investors, or regulators, unwise in... 

			

			

			
			
			
			
			
			
      

			
			
			
						
			
				
					collapse
				
				
					
					You are not currently authenticated.
									
					If you would like to authenticate using a different subscribed institution or have your own login and password to Project MUSE

					Authenticate
				

			

			
			
			
    	

    	
    	




	
		

		

		
		

		

		
    
    
	  Share


    
      
      
        

      
               
      
  		
  		
    

		
    
		

		
			
			
		

    


	





    	
    	
    	
    	
    	




    	
	
		
			Additional Information

		

				
			
			
							
			
				
					ISBN
				

				
					9780812205077
				

			

			
			
			
				
					Related ISBN(s)
				

				
					9780812243574
				

			

			
			
			
			
				
					MARC Record
				

				
					Download
				

			

			
            
			
			
				
					OCLC
				

				
					793012545
				

			

			
			
			
				
					Pages
				

				
					224
				

			

									
			
			
				
					Launched on MUSE
				

				
					2012-01-01
				

			

			
			
			
			
				
					Language
				

				
					English
				

			

			
			
			
				
					Open Access
				

				
					
					No
					
				

			

			
			
			
			
		

	

	
		
		
		
			Copyright

		

		
			2012

		

		

		

	






		
			
				
					
						Project MUSE Mission

						Project MUSE promotes the creation and dissemination of essential humanities and social science resources through collaboration with libraries, publishers, and scholars worldwide. Forged from a partnership between a university press and a library, Project MUSE is a trusted part of the academic and scholarly community it serves.

					

					
						[image: MUSE logo]
					

				

			

			
			
				
					
						
							
								About

									MUSE Story
	Publishers
	Discovery Partners
	Journal Subscribers
	Book Customers
	Conferences


							
							
								What's on Muse

									Open Access
	Journals
	Books
	The Complete Prose of T. S. Eliot
	MUSE in Focus


							
							

						

						
						  
								Resources

									News & Announcements
	Email Sign-Up
	Promotional Materials
	Presentations
	Get Alerts


							
							
								Information For

									Publishers
	Librarians
	Individuals
	Instructors


							
							

						

					

					
						
							
								Contact

									Contact Us
	Help


									
											[image: Facebook]
	[image: Linkedin]
	[image: Twitter]


									


							
							
								Policy & Terms

									Accessibility
	Privacy Policy
	Terms of Use


							
							

						

						
							
								2715 North Charles Street
Baltimore, Maryland, USA 21218

								+1 (410) 516-6989

								muse@jh.edu

								©2024 Project MUSE. Produced by Johns Hopkins University Press in collaboration with The Sheridan Libraries.

							

							
								Now and Always, 
The Trusted Content Your Research Requires

								
								
								[image: Project MUSE logo]
								
								[image: Project MUSE logo]

								Now and Always, The Trusted Content Your Research Requires

								Built on the Johns Hopkins University Campus

							

							

						

					

					

				

			

			
				Built on the Johns Hopkins University Campus
		
				©2024 Project MUSE. Produced by Johns Hopkins University Press in collaboration with The Sheridan Libraries.
			
			
		
		

		
		
		
		
		
			Back To Top
		

		
		
		
		  
		
		
		
			
				This website uses cookies to ensure you get the best experience on our website. Without cookies your experience may not be seamless.

				
				
				
				
				
				  Accept
				

				

			

		
		
		
		
		
		
		
		
		
		
		
		
		
	