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Abstract

Bank holding companies invest in risky projects through bank entities or sell projects for a
fee, thus engaging in shadow banking. To increase the fee income, BHCs guarantee sold projects
with bank proceeds. For high capital requirements and for high demand for financial assets,
BHCs expand their bank investments to increase the value of guarantees and to raise demand
for off-balance intermediation. The amount of credit in the economy increases, bank defaults are
more frequent, and costs of deposit insurance increase. For high social costs of interventions,
the welfare-maximizing minimum capital requirement lies below the level optimal in absence of

shadow banking.
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1 Introduction

The frequent use of off-balance special purpose vehicles (SPVs) by financial intermediaries is a
well-documented empirical fact (Gorton and Metrick (2012)). SPVs are legal entities created with
the sole purpose of executing assigned transactions, such as loan sales. They make no own decisions,
have no employees, and in most cases are legally independent from the sponsoring institution.
Thanks to their legal status, SPVs enjoy special accounting and regulatory treatment: they are
bankruptcy-remote (SPV assets cannot be seized in the bankruptcy procedure in case of the sponsor’s
default) and are not subject to minimum capital requirements.

Importantly, institutions sponsoring SPVs often secure investors’ returns through formal or
informal guarantees. The guarantees effectively provide a recourse to sponsor’s assets if the conduit’s
loan portfolio performs poorly. Although often non-contractible, the guarantees were realized in the
vast majority of cases when the recent financial crisis hit.!

This paper investigates potential consequences of granting implicit guarantees by financial
intermediaries and explains how the guarantees can be related to several empirical facts about the

pre-crisis shadow banking activities:

(I) High demand for riskless assets. With the regulatory cap on deposit insurance ($ 100,
000 in the U.S. before October 2008), the shadow banking sector was a provider of additional supply

of safe assets to investors.

(II) Positive relationship between off-balance lending and bank lending capacity. Banks
sponsoring off-balance conduits had a tendency to increase their own leverage in comparison to

non-sponsor intermediaries (Altunbas, Gambacorta, and Marques-Ibanez (2009), Kohler (2012)).

(IIT) Dominance of large financial institutions. Universal global banks were the largest

sponsors of off-balance vehicles prior to the crisis (Arteta, Carrey, Correa, and Kotter (2013)).

(IV) Fee-based income. Sponsors of off-balance vehicles earned intermediation and loan servicing
fees. Available evidence also shows that sponsors’ profits were very small relative to the volume

of off-balance intermediation (Acharya, Schnabl, and Suarez (2013), Arteta, Carrey, Correa, and

10nly 2.5% of ABCP outstanding as of July 2007 entered default in the period from July 2007 to December 2008
(Acharya, Schnabl, and Suarez (2013)), while at the same time a large share of the structurized products had their
ratings downgraded (Coval, Jurek, and Stafford (2009)). Appendix B provides more evidence on the execution of
implicit support policies.



Kotter (2013)).2

In order to relate the empirical facts, this paper develops a model of bank holding companies
(BHCs) granting implicit guarantees. In the model, the BHC consists of two entities: a bank entity
investing in risky projects and an off-balance SPV selling projects to investors. The BHC can
increase the fee income from its SPV by guaranteeing sold loans with the bank entity’s balance
sheet.

The main contributions of the paper are threefold. First, it shows that implicit guarantees can
arise in equilibrium purely as a result of regulatory arbitrage, also in absence of any information
asymmetries between sponsors and investors. In the model it is the foregone intermediation fee
income that incentivizes sponsors to keep guarantee promises ex post. Secondly, it allows to study
economy-wide consequences of granting implicit guarantees. This is done by endogenizing the size
of intermediaries’ investments and their risk-taking decisions. Finally, the paper offers important
policy implications: as regulatory arbitrage in the form of implicit guarantee contracts can never be
ruled out, lowering the capital requirement relative to the level optimal in absence of guarantees is
welfare improving when the costs of regulatory interventions are high.

The theoretical set-up can also account for several stylized facts about the shadow banking
business prior to the crisis. In the model, for large enough demand for safe® financial assets
(empirical fact I), the value of guarantees depends on the bank size. Larger bank investments raise
the guarantee repayments expected by SPV investors, who extend their demand for risky projects.
This in turn creates incentives for BHCs to increase bank investments even further (empirical fact
IT). In the presence of the relationship between the bank and the SPV investment decisions, the
total amount of credit in the economy is higher than when no guarantees are granted. Bank defaults
are more frequent and regulatory costs of providing deposit insurance increase. BHCs with large
bank entities can offer higher implicit guarantees than BHCs with small banks, and when bank size
heterogeneity is introduced, equilibria with only large BHCs engaging in off-balance activities arise
(empirical fact III).

When the SPV market is modeled as a Nash bargaining game between investors and BHCs,
BHCs lose control over the SPV project demand. The equilibrium intermediation fee becomes very
low and the SPV trading volume increases (empirical fact IV), as investors take into account the

impact of their own demand on the fee level.

2For example, Deutsche Bank reported conduit fees of Euro 6 million relative to total conduit assets of Euro 6.3
billion in year 2007 (Acharya, Schnabl, and Suarez (2013)), and Bank of New York Mellon reported revenues of $3
million relative to total assets of $3.2 billion in its off-balance vehicles in 2006 (Arteta, Carrey, Correa, and Kotter
(2013)), which gives a margin of 10 basis points on vehicles’ assets in both cases.

3Following Gorton, Lewellen, and Metrick (2012), T call safe financial assets that can be used as money, i.e. in an
information-insensitive way.



While guarantees always increase incentives to monitor sold projects, their effect on monitoring of
on-balance projects is ambiguous. Interestingly, in the presence of implicit guarantees the incentives
to monitor bank projects depend on the profitability of shadow banking activities. Thus, guarantees
distort risk-taking incentives and might increase the riskiness of the traditional banking sector.

Finally, regulatory policies play an important role in the expansion of the shadow banking
sector in the model. First, when the probability of bank bailouts is high, BHCs are more willing
to execute guarantees even if this implies additional default risk. Secondly, high minimum capital
requirements contribute to the emergence of the relationship between the bank size and the SPV
project demand. This happens as the capital requirement effectively restricts the optimal bank
investment in comparison to the size of the shadow banking sector. When the guarantee claims
of SPV investors are very high relative to bank proceeds, only partial guarantee repayments are
possible. In this case, the amount repaid depends on the total proceeds from the bank entity, and
thus on the size of the bank investment.

This paper is structured as follows. Section 2 provides an overview of the existing literature on
shadow banking and implicit guarantees. Section 3 presents the problem of a BHC in absence of
implicit guarantees, which are introduced in Section 4. Section 5 studies optimal capital requirements
in presence of regulatory arbitrage. BHC’s monitoring decisions are endogenized in Section 6. A
two-period model with fee bargaining is considered in Section 7. Section 8 concludes. All proofs are

presented in Appendix C.

2 Related literature

This paper contributes to the growing literature on shadow banking and securitization. My model is
closest in spirit to the shadow banking models of Gorton and Souleles (2007) and Gennaioli, Shleifer,
and Vishny (2013). In Gorton and Souleles (2007) banks grant implicit guarantees to overcome the
adverse selection problem arising from the asset sale between the sponsoring bank and the SPV.
Executing implicit guarantees can be the equilibrium strategy in a multiperiod game between the
sponsor and the SPV clients, but - contrary to my model - it never results in the sponsor’s default.
In Gennaioli, Shleifer, and Vishny (2013) high loan demand of risk-averse investors motivates
securitization, which is a substitute to riskless assets as collateral for riskless debt. However, they
abstract from implicit support policies of sponsoring BHCs, and entirely focus on the incentives of
BHCs to pool, cut into tranches and sell loans. Neither do they explicitly model the distinction
between on-balance and off-balance bank activities.

The incentives of financial intermediaries to engage in off-balance activities have been studied

extensively. Empirically, Arteta, Carrey, Correa, and Kotter (2013) find that manager agency



problems and state support to financial intermediaries were crucial in motivating banks to sponsor
off-balance vehicles prior to the global financial crisis. Acharya, Schnabl, and Suarez (2013) find
evidence supporting the regulatory arbitrage hypothesis. Their results suggest that most of the
credit risk from securitized assets stayed effectively with sponsoring banks, which used off-balance
vehicles to reduce their capital requirements.

In the theoretical literature, different aspects of the off-balance activities have been studied
separately. Greenbaum and Thakor (1987) and Benveniste and Berger (1987) analyse the safe-
harbour character of off-balance vehicles. They show that the use of bankruptcy-remote entities can
improve the allocation of risk among bank liability holders and alleviate the moral hazard problems
created by deposit insurance.

Segura (2013) studies incentives to execute non-contractible implicit guarantees ex post. Exe-
cution of guarantees provides a positive signal regarding the sponsor’s asset quality to investors
deciding on rolling over the existing debt. In Ordonez (2013) the benefit from executing support is
higher when the sponsor faces good investment opportunities. Alternative forms of sponsor’ support
to off-balance vehicles, such as retaining lowest-grade loan tranches on the sponsor’s balance sheet,
or credit enhancements in the form of reserve accounts are discussed in Gorton and Souleles (2007)
and Pozsar, Adrian, Ashcraft, and Boesky (2010).

Gorton and Pennacchi (1990), and DeMarzo (2005) investigate the securitization process per
se. They find that pooling and tranching loans can alleviate information asymmetries and increase
efficiency of financial intermediation. Gennaioli, Shleifer, and Vishny (2013) show that this is the
case only if agents involving in securitization have rational expectations, i.e. there is no neglected
aggregate risk.

The problems related to maturity transformation in off-balance financing have been emphasized
by Gorton and Metrick (2010), and Gorton and Metrick (2012). They stress that the short-term
character of off-balance conduits makes them particularly sensitive to liquidity problems and the
risk of runs. Brunnermeier and Oehmnke (2013) show that borrowers might shorten the maturity of
individual creditors’ debt contracts because this dilutes other creditors. The borrowers then involve

in a “maturity rat race” resulting in an inefficiently short maturity debt structure.

3 One-period model

This section considers the problem of bank holding companies in the absence of implicit guarantees.
In defining the equilibrium I closely follow Acharya (2003), but I abstract from the regulator’s

optimization problem. All parameters and variables are summarized in Appendix A.



3.1 Model primitives

Agents in the economy. There are two types of infinitely-lived agents in the economy: a unit
mass of risk-neutral bank holding companies and a unit mass of risk-averse investors. Each BHC
consists of a bank entity and in addition it can decide to set up an off-balance special purpose vehicle
(SPV). BHCs invest in risky projects each period. Investors are characterized by mean-variance
preferences and have unlimited access to capital, which they can invest in a safe storage technology,

yielding zero net return, or lend to BHCs.

Investment opportunities. Banks are the only legal entities that possess the technology neces-
sary for the investment in risky projects. The return per unit of investment R € {0, R} is realized
at the end of the period. Whenever kept on the bank’s balance sheet, the risky project yields the
positive return with a probability p: P(R) = p, with pR > 1. If sold to third parties (through the
SPV), the project loses quality: the probability of the positive return falls to p, with % <p<p,and
pR > 1. Moreover, a zero return realized on the on-balance project implies a zero return realized on
the sold project too, but not the other way round. All project returns and state probabilities are
fully observable.

The empirical evidence on asset transfers supports the view that loans sold off-balance have
worse quality than loans kept on the bank’s balance sheet (Dell’Ariccia, Deniz, and Laeven (2012),
Mian and Sufi (2009)). Nevertheless, I assume a lower success probability of the sold projects to
obtain a positive value of implicit guarantees in a simplest possible way. The main results extend to

the case with the same quality of bank and SPV projects but imperfectly correlated returns.

Monitoring. When BHCs have a possibility to monitor risky projects (Section 6), the monitoring
problem is modeled as in Holmstrom and Tirole (1997). After paying the monitoring cost C per
unit of investment, the success probability of the on-balance project is p = py, and it is p = Py
(with p g < pp) for the sold project. In the absence of monitoring, the success probabilities are pr,
for the bank project and P, <DL for the sold project. Monitoring decisions are nonverifiable and

noncontractible.

Investment costs. As in Acharya (2003), maintaining projects involves costs for the bank, given
by the quadratic function ¢X?, with ¢ > 0 and where X is the size of the bank’s investment. In the
case of a sale to third parties, the project is removed from the bank’s balance sheet and thus there

are no maintenance costs of the sold project for the bank.



Banks. The bank entity finances its intermediation activities with deposits, D, and common
equity, K. Deposits pay a gross rate of return Rp and are fully insured by a regulator. The regulator
also sets a minimum capital requirement k£ on bank equity, such that % > k.

BHCs are owned by risk-neutral shareholders who require an expected return on equity of §, with
0 > Rp. In this simple way I capture the well-documented preference of financial intermediaries for
external funding. As modelling the equity issuance process is not the primary goal of this paper, 1

also assume that the minimum requirement is always binding.

Special purpose vehicles. Minimum capital requirements and maintenance costs limit the
optimal size of bank investment. The BHC can then set up an off-balance SPV to provide
intermediation services to investors willing to invest further. For each unit of the intermediated
project the SPV charges a fee s, which is paid by investors before R is realized, and immediately
consumed by BHC shareholders. There are no costs of setting up the SPV, the only role of which is
to sell the project originated through the bank entity: it is investors who bear the entire project risk.
More precisely, each investor buys a share in one risky project: if the project fails, all investors of
the same SPV suffer losses. While the investor may use services of one SPV only, each SPV attracts
many clients. As a result, the total SPV investment is treated by the representative investor as

given.

Regulatory policies. The regulator guarantees return payments to bank deposits in the case
of a bank default. The minimum equity-to-assets ratio k is set by the regulator in an attempt to
limit expected costs of deposit insurance. From the regulatory perspective, intermediating projects
through the SPV is equivalent to an asset sale (which does not result in additional credit risk for the
BHC), so the off-balance activity is not subject to the capital requirement. A bank defaults whenever
it is not able to repay deposits in full. It is then bailed out by the regulator with probability ¢
and continues operating into the next period. With complementary probability 1 — ¢ the bank is
liquidated and stops operating forever. A BHC stops operating whenever its bank entity shuts down,

as the bank is also necessary for intermediation of projects through the SPV.

Implicit guarantees. In Section 4 each BHC can raise the fee income from its SPV by guaran-
teeing sold projects with the bank entity’s proceeds. The guarantee is a promise of the full return R
to SPV investors in the case of poor performance of the SPV project and good performance of the
bank project. The guarantee is noncontractible, as otherwise the off-balance intermediation would
not be recognized as a true asset sale and the SPV would be subject to the capital requirement.

Although the mechanism through which bank proceeds are passed to SPV investors is not



explicitly modeled, one could think of liquidity guarantees used by banks sponsoring the asset-

backed commercial paper conduits prior to the crisis.

3.2 Benchmark case: no guarantees

In this section I solve the model assuming an exogenous fee level s. In Section 7 the equilibrium fee

is an outcome of bargaining between the BHC and investors.

BHC’s optimization problem. Similarly to Acharya (2003) all profits generated by BHCs
within the period are consumed by shareholders by the start of the next period. As shareholders
cannot commit to any dynamic investment strategy, the representative BHC’s problem can be

expressed as a stationary dynamic program with the following objective:

Vi = EII(X + X + +(1— Vi 1
¢ = max (XB) sXspv B(p+(1-p)q) Vi (1)

—
expected bank profits ~SPV fee income  discounted continuation value

Term EII(Xp) represents the expected return from the bank entity at the end of the period, and
Xp stands for the size of the risky project funded by the bank. The fee income from intermediating
the risky project via the SPV is equal to sXgpy. The bank entity defaults with probability 1 — p,
in which case it is bailed out by the regulator with probability q. Thus, the BHC’s continuation
probability is equal to p+ (1 —p)g. The continuation value V; 1 is discounted with a factor 5 € (0,1).
Due to the lack of commitment on the side of shareholders, the continuation value is treated by the
BHC as a constant and the BHC chooses the same values of decision variables each period.

In the absence of implicit guarantees, the representative BHC does not have any impact on the
investors’ demand for risky projects Xgpy?, and the bank investment is chosen to maximize the

expected profits from the bank entity:

EIl(Xp) = pXp (R~ (1 - k)Rp) — X — 0kXp (2)

The objective (2) consists of profits realized in the good state Xp (R — (1 — k)Rp) multiplied
by the probability of a positive return p, minus maintenance costs CX%, and minus costs of raising

shareholder capital 0kXpg. It is maximized for Xpg equal:

p(R—(1-K)Rp) - ok
2c

where the upper-script “nr” stands for the no recourse case.

nr __
Xg =

3)

4This is also true when the fee level is endogenized.



Given the optimal bank investment, the BHC’s continuation value is an infinite geometric series’
sum with the common ratio 5 (p + (1 — p)q):
[EH(XB) + SXSpv]

Ve =Y = S (- p)o) @

Investors’ problem. With mean-variance preferences of investors, the riskless character of bank
deposits implies that the demand for them is infinite. At the same time, the supply of deposits is
restricted to (1 — k) Xp. Deep-pocket investors can invest further via SPVs. The representative

investor’s demand for the risky SPV project X; maximizes:

EUXI = E[Rgpv]X[ — )\V&I‘[Rspv](X])z — (1 + S)X[ (5)

where \ is a measure of investor’s risk-aversion, E[Rgpy] = pR and var[Rspy] = p(1 — p)R%. In the
absence of implicit guarantees Xy is set to:
o pR—1—3s (©)
L7 2)p(1 - p)R2
Equilibrium. By symmetry, all BHCs choose the same bank investment level, Xp, and all
investors demand the same amount of SPV projects, X;. The equilibrium is defined as an allocation

(Xp,Xspyv, D, X;) and a price system (s, Rp) where:

1. the representative investor’s demand for the SPV project X; maximizes (5) for a given s,

2. bank lending X p maximizes the BHC shareholders’ objective (2) given Rp and subject to the

minimum capital requirement k,
3. the deposit rate satisfies Rp > 1,

4. there are no short sales: Xpg, X7 > 0.

Sufficient conditions for the existence of the equilibrium are that it is profitable to take on risk,
i.e. pR > 1 and that the maintenance cost function cX 2 is steep enough, so that bank activities
are not extended infinitely. In the equilibrium Xp = X3 given by (3), D = (1 — k) X}, and
Xspy = X1 = X" given by (6).



4 Model with implicit guarantees to SPVs

The only way the BHC can increase the fee income is through the demand for the SPV project:
by raising the expected returns or reducing the risk of SPV returns in equation (6). This can be
achieved by subsidizing the SPV in the states with poor project performance, using proceeds from
the bank entity. Of course, there are many ways in which the BHC could increase the demand for
the SPV project: with risk-neutral investors increasing the SPV’s rate of return in successful states
sufficiently high would have the same effect. However, when investors are risk-averse, the former

policy is preferred as it both increases expected returns and decreases the variance of returns.

4.1 Design of implicit guarantees

The implicit guarantee is defined as follows:

Definition 1. Through the implicit guarantee, the BHC promises to pay R to the SPV investor
when the SPV’s project return is zero but the bank’s project is successful. The promise is non-

contractible. 5 6

Three important issues follow from the Definition 1. First, the guarantee is necessarily informal,
as any formal contract would make the SPV subject to the capital requirement. Because of the
non-contractibility, there is always a risk for the investor that the BHC will not realize the guarantee
ex post. As a result, for the guarantee to be granted in equilibrium, an ex post execution condition
will need to be satisfied (Section 4.2). Secondly, any implicit guarantee can be realized only if the
bank entity has a positive return on its own investment. Thus, the state when the transfer takes

place is (R,0), realized with probability p — p. All possible payoff states are listed below.

Probability = Return to Return to the
the bank SPV

P R R
p—0p R 0
1—p 0 0
0 0 R

® The way I model implicit guarantees (and shadow banking more in general) is closest to the design of pass-through
SPVs in the ABCP market prior to the crisis. The securitization chain was relatively simple in the case of ABCP
SPVs, and their main purpose was the regulatory arbitrage. Moreover, in the vast majority of cases the sponsor and
the guarantor to SPVs were the same institutions.

5 More in general, each BHC could chose a repayment fraction 0 < o < 1 maximizing the expected profits from the
guarantee. Here BHCs can only set o € {0,1}: it simplifies the exposition, while leaving main results unaffected.

10



Finally, the guarantee repayment is effectively restricted by total proceeds from the bank entity,
RXp. For both the representative investor and the representative BHC, the implicit guarantee

(conditional on being realized) can be written as the minimum of two values:

Xp
Xspv

Guaranteep = R x min{ Xgpy, Xp}

Guarantee; = R x min{ X7, X7}

Guarantee; represents the amount received back by the investor, Guaranteep stands for the total
repayment costs for the BHC. Intuitively, for large enough SPV project demand, the BHC might
not be able to realize all guarantees in full. The return payment is then equal to the bank entity’s

total proceeds, RX g, divided among all clients of the SPV, with the single investor receiving back a

fraction X)S(}fv of the promised amount. As he is only one of many SPV clients, the representative

institutional investor treats Xgpy as given.

SPV project demand with implicit guarantees. From the investor’s perspective, the guar-
antee is a put option with a strike price %. Figure 2 plots the guarantee value as a function of

the bank investment size Xpg.
[ Figure 2 here |

In the presence of guarantees, the investor’s demand for the risky project is equal to:

pR + (p — p)Rmin{1, %} —1-s

X% = > X7 (7)

2\var[RSEy ]
where the upper-script “rec” stands for the recourse case.

Lemma 1. The representative investor’s demand for the SPV project is non-decreasing in the size

of the bank investment for 6 < 2pRp:
aX}"@C > 0

0Xp —

Whenever full guarantee repayments are possible, the bank size does not influence the value of

rec
I

guarantees to the investor ((?9))((3 = 0). Under partial guarantee repayments the repayment expected

by each investor increases with the bank size (%XTZC > 0).

11



Implicit guarantees and bank investment. For the BHC the benefit of granting guarantees
is equal to the increase in the SPV fee income: s(X§5,, — X&py ), minus the expected cost of
guarantees’ repayments in the state (R,0): (p — p)Rmin{Xgpy, Xp}. Figure 3 plots the value of

implicit guarantees for the sponsoring BHC for different levels Xp.
[ Figure 3 here |

Whenever guarantees are realized and exceed (R — (1 — k)Rp)Xp, the remaining bank proceeds
are not sufficient to repay deposits and the bank defaults. Thanks to deposit insurance investors’
deposits are unaffected, and the costs of realizing guarantees are effectively passed to the regulator

and thus to taxpayers.
Definition 2. Implicit guarantees to SPVs:

1. provide a recourse to bank capital whenever it is the BHC shareholders only who bear the

costs of realizing guarantees: RXgpy < Xp (R — (1 —k)Rp),

2. provide a recourse to deposit insurance whenever the repayment costs are passed to the
regulator: RXspy > Xp (R — (1 —k)Rp).

As Definition 2 makes clear, the type of recourse provided by guarantees crucially depends on the
minimum capital requirement k. Intuitively, a high equity-to-assets ratio should increase the bank’s
capacity to realize guarantee repayments from own capital. However, a high k also restricts the
optimal size of the bank activity (d();—kB < 0). The following Lemma gives the condition under which

the second effect prevails:

Lemma 2. Increasing the capital requirement reduces bank’s own capacity to realize guarantees

without resorting to deposit insurance when the minimum capital requirement is higher than k*:

2Rp(0 — pRp)

o

In other words, increasing the minimum capital requirement above k* lowers the total amount
of bank capital kXp.

Finally, potential guarantee repayments change the representative BHC’s objective function.
When guarantees provide a recourse to bank capital only, the expected guarantee repayment cost is

equal to (p — p)RX Gy, but the BHC’s continuation probability is not affected:

12



max  sXgpy 4+ p(R—(1-k)Rp)Xp +(p—p)[(R-(1-KRp)Xp - RX5pv]  (9)
XB ——

SPV fee income  bank profits when SPV successful bank profits when guarantees repaid

—c(Xp)? —0kXp+ B(p+(1—p)q) V™

discounted continuation value

When guarantees provide a recourse to deposit insurance, all bank proceeds RXp are paid out
to SPV investors, and the bank entity defaults on its deposits. The new continuation probability is
equal to p + (1 — p)g: it depends only on the bailout probability and on the success probability of
the SPV project. The BHC’s objective is:

max sX&5, + p(R—(1-k)Rp)Xp —c(Xp)’—0kXp+ B(p+(1—p)g) V™ (10
XB N——

~~

SPV fee income  bank profits when SPV successful discounted continuation value

Equilibrium with implicit guarantees. Proposition 1 summarizes bank and SPV investment

choices when implicit guarantees are granted.

Proposition 1. (Bank and SPV investments with implicit guarantees.) With implicit

guarantees granted in equilibrium, and when k > k*:

1. For a low minimum capital requirement: k € (k*, k1], the guarantees provide a recourse to
bank capital. The bank investment is equal to the no-recourse level X5 and the representative

investor’s demand for the SPV project is:

e _ pR—1—35

=———>> X7 11

2. For a high minimum capital requirement: k > ki, the quarantees provide a recourse to deposit

msurance with:

o full guarantee repayments, for k € (ki, ko], as long as ko > ki. The SPV investment is

the same as in (11), but the bank investment falls to:

rec p(R— (1 —k)Rp) — ok
Xp == 2c

< X§ (12)

e partial guarantee repayments for k > ko > ki OR if k > ki > ko. The representative

13



tnvestor’s SPV project demand is increasing in the bank investment size:

RXTec
xree — BR—F(p_B)Te}?V —1-—s
7 =

5 > X7 (13)
2 var{RGEy |

and the representative BHC’s bank investment X5 solves:

max [sX55y(XB) +p(R— (1 —k)Rp)Xp — ¢(Xp)* — 6kXp + B (p+ (1 —p)g) V"™]
(14)

3. In equilibrium X;* = XgF,, .

SPV project demand is always higher under BHC guarantees than in absence of the implicit recourse.
It is independent of the bank investment decision as long as implicit guarantees are fully repaid
(eq. (11)). Once only partial repayments are feasible, a higher bank investment raises the guarantee
repayment each SPV investor can expect, and the demand for the SPV project increases in the size

of the BHC’s bank entity (& > 0 in Lemma 1).

0X
The bank entity size is equZI to the “no recourse” level as long as executing guarantees does not
result in the bank’s default and if full guarantee repayments are feasible (recourse to bank capital
only). Once the guarantees provide a recourse to deposit insurance, the optimal bank size changes.
First, the BHC would like to reduce the investment to account for lost bank profits from
guarantee repayments (X3¢ < X3 in equation (12)). On the other hand, when only partial
guarantee repayments are feasible, a higher bank investment increases the demand for SPV projects
(X§Py(XB) in eq. (14)). In this case the BHC has incentives to increase bank investment in order
to boost SPV fee income even further. Lemma 3 presents the condition under which the latter effect

prevails and the total volume of credit in the economy exceeds the “no recourse” level.

Lemma 3. When guarantees provide a recourse to deposit insurance and only partial guarantee
repayments are feasible, multiple equilibria arise. As long as \ < ;\, the size of the bank investment
always exceeds the “no recourse” investment level X7, and the total project investment X5°+ X g%y,

is higher than in absence of implicit guarantees.

A low value of A corresponds to a high demand for SPV projects in absence of guarantees and a

strong response to an implicit guarantee offer (‘22;){ < 0). Intuitively, for the guarantees to have a

large effect on the SPV project demand, investors cannot be too risk-averse: for highly risk-averse
investors the remaining riskiness of the SPV project is more important than the reduction of the

default probability via implicit guarantees.
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In the opposite case - for relatively low values of A - the drop in the default probability has
a big impact on investors’ demand. This incentivizes BHCs to high increases in their own bank
investments. For A < A both the SPV project investment and the bank investment increase beyond
the “no recourse” levels. As guarantees provide a recourse to deposit insurance in this case, this

implies more frequent bank defaults and higher costs of providing deposit insurance for the regulator.

Capital requirements and implicit guarantees. The results from Proposition 1 can be sum-
marized graphically in terms of the minimum capital requirement & and the risk-aversion parameter
A

Recourse to
deposit insurance,

increasing

partial repayment

Recourse to L
““Tbank'capital vt T T TR
Recourse to

deposit insurance,
full repayment
>
decreasing

Figure 1: Types of recourse as a function of £ and .

As long as k > k*, increasing the minimum requirement reduces the available amount of bank
capital (keeping A fixed). This makes the execution of implicit guarantees without a recourse to
deposit insurance less likely and partial guarantee repayments - more likely (% > 0). By Lemma
3, for A < A the bank investment is higher than in absence of implicit guarantees. Thus, costs of
providing deposit insurance increase also in the states when guarantees cannot be claimed (both
bank and SPV projects fail). This result shows that setting capital requirements at a very high
level might be inefficient in achieving regulatory goals of restricting bank lending and controlling
costs of deposit insurance as long as regulatory arbitrage possibilities exist.

The question of optimal capital requirements in presence of implicit guarantees is investigated

in Section 5.

15



4.2 Execution of guarantees ex post

As guarantees are noncontractible, the representative BHC might refuse to realize guarantees ex
post. However, if the BHC fails to repay investors, they might not respond to a similar guarantee
offer in the future. As a result, for the guarantees to be granted in equilibrium, an ex post execution
condition will need to hold.

To avoid analyzing alternative punishment strategies in a multiperiod game, I simply assume
that if the BHC refuses to repay the guarantees, the demand for the SPV project will fall to the “no
recourse” level in all future periods. In other words, the investors will never respond to a guarantee

promise again.

Proposition 2. (Guarantee execution condition.) For guarantees to SPV investments to be

granted in equilibrium the ex post execution condition needs to hold:
1. for the recourse to bank capital: RX[* < B(V7 — V™),
2. for the recourse to deposit insurance: Xg°(R — (1 —k)Rp) < B (V"™ = V™).

Whenever the ex post execution condition is not satisfied, no guarantees are granted in equilibrium:

the bank investment is equal to X3, and the SPV project demand is given by X7

The guarantee execution condition takes different forms for the recourse to deposit insurance
and for the recourse to bank capital. Under the recourse to bank capital executing guarantees does
not change the default probability of the BHC. Therefore, for the guarantees to be granted and
realized in equilibrium, the repayment costs have to be lower than the present value of the fall in
the SPV fee income following a refusal to pay out investors.

In the case of the recourse to deposit insurance execution of guarantees always leads to the
bank entity’s default. After a bank default, the BHC continues operating only if bailed out by the
regulator (with a probability ¢). Therefore, the recourse to deposit insurance is an equilibrium
strategy if the continuation value corrected for the decreased probability of survival (SqV ™) is
higher than the sum of savings from not realizing guarantees and the continuation value under no
recourse policy (XF°(R — (1 — k)Rp) + V™).

The ex post execution condition is more likely to be satisfied for high bank bailout probabilities.
Importantly, when ¢ = 0 and the bank is always liquidated after a default, the guarantees with
a recourse to deposit insurance are never executed, and thus are never granted in equilibrium.
This is, however, a feature particular for the assumed simple model specification. In Section 7
implicit guarantees can provide a recourse to deposit insurance also in the absence of bank bailouts.
Nevertheless, regulatory interventions always increase the value of guarantees to the sponsoring

institutions.
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Corollary 1. A high enough probability of bank bailouts can make the recourse to deposit insurance
an equilibrium policy also in the case when it is never granted in the absence of bank bailouts. Raising

q always relaxes the guarantee execution condition.

4.3 Heterogenous BHCs

Before the recent financial crisis, primarily large global intermediaries involved in shadow activities
(empirical fact IIT). One explanation for this tendency can be the difference in the value of implicit
guarantees between large and small sponsors of SPVs.

Suppose that a fraction ¢ of banks in the traditional banking sector are now “efficient”, and
the complimentary fraction are “inefficient”. The two types of banks differ in the maintenance cost
technology. For a given investment size, efficient banks’ maintenance costs are always lower than for
inefficient banks: ¢y, < ¢cg in ¢; X2, where i = {L, S}.

Bank heterogeneity with no implicit guarantees. In the absence of guarantees the SPV
project demand is independent of the bank lending size: all SPVs intermediate the same amount of

risky projects, given by X7* in (6). The bank sizes are equal to:

p(R— (1—k)Rp) — ok
26L

p(R—(1—k)Rp) — 6k
2cs

nr __
B,L —

(15)

nr

Xpg =

< X}f{L (16)

for the efficient and for the inefficient BHCs respectively. I further call banks (BHCs) with the
maintenance cost parameter ¢y, “large” banks (BHCs), and banks (BHCs) with the cost parameter

cs - “small”.

Bank heterogeneity with implicit guarantees. Under implicit guarantees and for high de-
mand for SPV projects the BHCs with small bank entities are not able to promise the same value of
guarantees as large BHCs. The off-balance market becomes separated, with large BHCs dominating
the shadow banking sector fully or partially. Proposition 3 summarizes the model outcomes in the

presence of implicit guarantees.

Proposition 3. Bank heterogeneity and separation in the shadow banking. With the ex

post execution condition satisfied, when there are differences in the bank entities size:

1. (No separation) For a low minimum capital requirement k < k1 both types of BHC's offer

full guarantee repayments. All SPVs are of the same size, while there is a mass ¢ of large
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banks and a mass 1 — ¢ of small banks in the traditional banking sector. Large banks invest
(15) and small banks invest (16).

2. (Full market separation) For the minimum capital requirement k € (l::l, 1272] only BHCs
with large bank entities offer full guarantee repayments and stay in the SPV market. Bank

investments are equal to (15) for large banks and (16) for small banks.

3. (Partial market separation) When k > ko, only partial guarantee repayments are feasible
for both types of BHCs. In equilibrium BHCs with large banks attract a share v > ¢ of investors
in the SPV market, and BHCs with small bank entities have a 1 — v share of the SPV market.
The share v is such that:

1—v v
Xree _— Z xrec 17
T BL T 5 BS (17)
where the bank investments XECL, gﬁ%, and the SPV project demand are given by conditions

corresponding to equations (13) and (14) in Proposition 1.

As large banks are expected to generate higher end-of-period proceeds than small banks, this
directly translates to a higher value of guarantees promised to SPV investors. Depending on the
relative size of the SPV project demand against the size of bank entities, different scenarios in the
SPV market are possible.

When full guarantee repayments are feasible, both types of BHCs are present in the SPV market.
The full separation in the SPV market takes place when only large BHCs are able to promise full
guarantee repayments. However, full repayments are not sustainable if the increased demand for
SPV services exceeds guarantee capacities of large BHCs too (as all clients of small BHCs now
switch to large BHCs). In this case both types of BHCs are present in the SPV market and offer
partial guarantees, but large BHCs attract a higher share of investors (%) than small BHCs do

(partial separation).

5 Implicit guarantees and optimal capital requirements

In this Section I investigate the question of optimal capital requirements from the perspective of a
welfare-maximizing regulator. The results from Section 4 indicate that there might be a difference
between the minimum capital requirement optimal in the presence of implicit guarantees to shadow

banking and the level optimal in the absence of implicit recourse contracts.
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5.1 Demand for financial assets

The welfare analysis is conducted assuming constant demand for financial assets W. The constant
demand can be thought of as analogous to the “safe” financial debt of Gorton, Lewellen, and
Metrick (2012). They find that while the total amount of financial assets in the US has increased
exponentially, the share of assets perceived as safe in the total assets has been remarkably stable (at
around 33%) over the last 60 years. They define as “safe” financial assets that are insensitive to
information on the issuer (thus, immune to adverse-selection problems), and relate their finding to
the stable need for financial assets that can be used as money, i.e. in an information-insensitive
manner.

In the model, demand for safe assets is covered by bank deposits D, off-balance investments
Xspv, and safe storage (e.g. cash) C = W — D — Xgpy. While the SPV-investor contract is not a
debt contract per se, both bank deposits as well as SPV projects from the model in Section 4 are
“safe” in the sense of Gorton, Lewellen, and Metrick (2012): their returns are perfectly observable
and realized with exogenous probabilities.” For simplicity I consider the most interesting case -
where W is sufficiently large for the guarantees to have an effect on the SPV project demand:
W > X§ 4+ Xl

5.2 Regulatory objective

The regulator chooses the minimum capital requirement to maximize a utilitarian welfare function,
while for simplicity it is assumed that he always bails out a defaulting bank: ¢ = 1. This is possible
when the regulator cannot credibly commit not to bail out a bank in the presence of high bank
bankruptcy costs.® The only costs of regulatory bailouts come from providing deposit insurance.
Similarly to Acharya and Yorulmazer (2008) the regulatory interventions are costly: providing one
unit of funds to depositors requires collecting ' > 1 of funds via distortive taxes. In the absence of

implicit guarantees the welfare function of the regulator is:

Welfere™ = Ellg + EU; —(1—-p) FRp(l1-k)Xg = (18)
~—~— ~—
bank sector profits  investors’ utility cost of deposit insurance

PRXY — 0kXE — o(XF)* + pRXEpy — Mp(1 — p)R* (X&py)”
—Xspy — (1 =B)XE — (F = 1)(1 =p)Rp(1 = k)X

" The success probabilities for both types of projects should be sufficiently high as well.

8 Dewatripont and Freixas (2011) argue that bank bankruptcies have higher social costs - in terms of real economic
activity - than bankruptcies of other firms and that therefore it is important to keep bank operations going during the
entire resolution process.
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where (1 — k)X = D.

5.3 Optimal capital requirements under regulatory arbitrage

Implicit guarantees to the shadow banking sector affect total welfare in two ways. On the positive
side, guarantees allow for a transfer of risk from risk-averse investors to risk-neutral BHCs, thus
increasing welfare. On the negative side, guarantees incentivize over-investment in the less productive
off-balance projects, affect the bank investment choices, and (under the recourse to deposit insurance)
increase social costs of providing deposit insurance. Proposition 4 summarizes the net welfare effects

of different recourse types.

Proposition 4. (Welfare effects of implicit guarantees with unchanged capital require-
ments.) Implicit guarantees with a recourse to bank capital are always welfare-improving. The net
welfare effect of guarantees with a recourse to deposit insurance depends on the minimum capital

requirement k in a non-linear way.

Under the recourse to bank capital there are no additional fiscal costs of deposit insurance, and
risk-shifting between investors and BHCs improves welfare. On the contrary, granting a recourse to
deposit insurance always involves additional costs of providing deposit insurance. Depending on the
actual level of the minimum capital requirement, the net welfare effect can be either positive or

negative.

Changing capital requirements. The above welfare comparisons hold true as long as the capital
requirement does not change after implicit guarantees are granted. From Lemma 3, as long as A < A
guarantees always provide a recourse to deposit insurance with partial repayments. However, for
high and medium values of A, the regulator can affect the type of the recourse provided by implicit
guarantees. In particular, when k > k*, reducing the minimum requirement can move the economy
from the recourse to deposit insurance to the recourse to bank capital, and from partial guarantee
repayments to full guarantee repayments.

A more interesting question is thus whether the regulator can increase the welfare by changing
k. This issue should be of particular relevance for policy makers, as implicit guarantee contracts -
by definition - can never be eliminated entirely. The next proposition summarizes the main results

of the welfare analysis when capital requirements can be adjusted.

Proposition 5. (Welfare effects of changing capital requirements.) When k > k*, a

reduction of the minimum capital requirement k to a k™" such that:

1. there is a shift from the recourse to deposit insurance with partial guarantee repayments to the

recourse to bank capital is always welfare improving for F > Fl(k, k™) when A < A
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2. there is a shift from the recourse with partial repayments to the recourse with full guarantee

repayments is always welfare improving for F > Fg(k, k™) when A < A

3. there is a shift from the recourse to deposit insurance with full repayments to the recourse
to bank capital is always welfare improving if A < A. When X > A, the reduction is still
welfare-improving for F < F3(k, k™ev).

The condition A < \ guarantees that both bank and SPV investments are higher under the
recourse with partial guarantee repayments than in absence of guarantees. In this case, whenever
the cost of providing deposit insurance is sufficiently high, a shift from a recourse with partial
repayments is welfare improving. This reduces the amount of lending in the economy and prevents
the reinforcing relationship between the bank and SPV investment decisions.

The welfare comparison between the recourse to bank capital and the recourse to deposit
insurance with full repayments is more complicated. First, as the size of bank investment is lower in
the latter case, it might happen that the costs of providing deposit insurance are actually lower
under the recourse to deposit insurance. This is when A > A: the demand for SPV projects does
not respond sufficiently high to guarantee offers, and thus costs of more frequent bank defaults
under the recourse to deposit insurance are out-weighted by the cost reduction due to lower bank
size. In the opposite case, A > A, fiscal costs are actually higher under the recourse to deposit
insurance than under recourse to bank capital and a shift to the recourse to bank capital is always

welfare-improving.

Discussion. The above analysis incorporates only some effects of capital requirements. For
example, the bank portfolio choice is treated as given in the model, while is plausible that high
capital requirements restrict ex ante risk-taking incentives, thus making the financial system more
stable. At the same time the capital requirements are assumed to be always binding and fixed along
the business cycle, which eliminates potential positive effects of counter-cyclical capital requirements
on reducing fluctuations of credit along the cycle. Nevertheless, the key qualitative results of the
analysis still hold in a more general setting, as long as the potential for regulatory arbitrage is not

eliminated.

6 Loan monitoring with implicit guarantees

While the implicit guarantees have received a considerable attention in both theoretical and

empirical literature, their impact on the sponsor’s risk-taking incentives has not yet been analyzed
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in a structured way. In this Section I consider the issue by allowing the BHCs to exert costly

monitoring of both the on-balance and the off-balance projects.

6.1 Monitoring decisions in absence of guarantees

To consider the impact of implicit guarantees on the BHC’s risk-taking in a compact manner,

suppose for purposes of this Section that the amount of available bank capital is now restricted
(R(1—k Rp)—ok
2c

to K, which limits the bank investment to some X 5 < LL . The bank size is now
independent of the monitoring problem. The BHC has to make two decisions: whether to monitor
the bank project and whether to monitor the project sold through the SPV. Lemma 4 summarizes

the BHC’s monitoring choices.

Lemma 4. In the absence of implicit guarantees, and when the bank investment is limited to X g,

the representative BHC:
1. never monitors the project sold to investors through the SPV,

2. monitors the bank project if and only if C < C, where:

C = (i —p1) | (R=(=BRp)+  (1=0)5—

current period loss —

continuation value los

(19)

As the monitoring effort is neither observable nor contractible, the BHC has no incentives to
monitor the sold project. Investors internalize the inability of the BHC to commit to monitoring and
adjust their SPV investment level accordingly. The bank project is monitored only if the monitoring

cost is sufficiently low.

6.2 Implicit guarantees and monitoring

The BHC decides now whether to monitor or not the investment projects after granting implicit
guarantees to SPV investors. Denote by Xgpy, the SPV project demand when the monitoring is
undertaken and by Xgp, if it is not (with Xgp,, > X§Pp,,). Lemma 5 summarizes monitoring

decisions of the BHC in the presence of implicit guarantees.

Lemma 5. In the presence of implicit guarantees, and when the bank size is restricted to X g, the

representative BHC:
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1. monitors the SPV project for the monitoring cost low enough: for C < Cy under the recourse

to bank capital, and for C' < Cy under the recourse to deposit insurance, with:

61 = R(BH — BL) (20)
&, = *Xspv = X5B) + (0 —py) [)((ZP_V (1— K)Rp)Xp + B(1 — q) V™| o

2. monitors the bank project for the monitoring cost below the thresholds: C| under the recourse
to bank capital, and Cy under the recourse to deposit insurance, where:

b b b

C <& (s + (p — pu) R)(Xgpy — Xgpi/) — (pu — pL)RXgpi/
=0+ (22)

Xp
b b
G, = s(Xgpv — Xgpi/) (23)
X,

Monitoring of the SPV project increases incentives to monitor the bank project under the recourse to
bank capital: % > 0. Under the recourse to deposit insurance, when full repayments are possible
there is no effect of SPV monitoring on bank monitoring, and the effect is ambiguous when only

partial repayments are feasible: dd—% < 0.

X§§§‘$ in Lemma 5 is the SPV project investment when the bank project is not monitored, and
Xgnlsli/ - when the bank project is monitored.

Introduction of implicit guarantees always increase incentives of the BHC to monitor the SPV
project: the monitoring threshold is now positive (C’l >0, Cy > 0). This happens as implicit
guarantees create a direct link between the BHC’s profits and the success probability of the SPV
project. First, monitoring of the SPV project reduces the probability of guarantee repayments.
Secondly, when guarantees provide the recourse to deposit insurance, the BHC does not default
only when both the bank and the SPV projects are successful. This gives additional incentives to
monitor the SPV project.

Introduction of guarantees does not necessarily increase the monitoring of the bank project in
comparison to the “no recourse” case. On one hand, monitoring of the bank project increases the
SPV project demand (from XEI;-,]{E to Xgll’;};/). On the other hand, bank proceeds are sometimes
used to repay guarantees, which decreases the expected profit from the bank project. Moreover,
when guarantees provide the recourse to deposit insurance, the BHC’s continuation probability
depends only on the success probability of the sold project. This additionally reduces the returns

from monitoring of the bank project.
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Interestingly, the overall impact of implicit guarantees on incentives to monitor the bank project
depends on the relative profitability of the shadow banking business: both monitoring cost thresholds
C, and C, depend on the fee level s, and the response of the SPV project demand to implicit
guarantees (Xgr;&) — Xgn]’f{/). The introduction of guarantees creates perverse monitoring incentives
in the traditional banking sector, where the decision to monitor the bank project depends on the
profitability of the off-balance project.

Finally, monitoring decisions are now interdependent. Under the recourse to bank capital
incentives to monitor the bank project are higher when the SPV project is monitored, because a
higher SPV project success probability reduces the likelihood of guarantee repayments, increasing
profitability of the bank project (complementarity effect). This effect is also present under the
recourse to deposit insurance. However, under the recourse to deposit insurance there is also a
subtitutability effect from SPV monitoring, as the BHC’s continuation probability only depends on
the success probability of the SPV project.

Figure 4 presents bank project monitoring thresholds C, C;, and C, as functions of the SPV

project success probability.

[ Figure 4 here |

7 Two-stage model with endoguenous fee

In this Section the intermediation fee level s is set through a bargaining process between BHCs and
investors. This creates additional incentives for BHCs to grant implicit guarantees, as they increase
both the SPV project demand and the equilibrium fee level. Secondly, as long as investors have
positive bargaining power, they demand the amount of the SPV project that minimizes the fee they
have to pay. This mechanism is a possible explanation to the empirically observed low net profits
accompanied by high trading volumes in the off-balance vehicles prior to the recent financial crisis
(empirical fact IV).

As a robustness check, I next extend the benchmark model to include a two-stage return structure.
In this setting, the recourse to deposit insurance can be granted in equilibrium also in the absence

of bank bailouts, i.e. when ¢ = 0.

7.1 Model with fee bargaining

The SPV fee s is set through a price bargaining process between the SPV and each investor at

the beginning of the representative period. BHCs possess bargaining power « € [0, 1], as they are
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the only agents with the project intermediation technology, while each investor is given a 1 —
bargaining power. Investors are sophisticated players realizing that they are the only potential
clients of SPV services. Consider the representative SPV-investor pair that involves in a bargaining
process. The equilibrium fee level s* is then a solution to the Nash bargaining problem with weights
vand 1 —:

s* = arg max (sX1) (EUx,)' ™7 (24)

Terms in parentheses in (24) represent the benefits of the SPV (BHC) and of the investor from a
successful match. The outside options for the two counterparties are zero. In the absence of implicit

guarantees the fee level solving (24) is:
s =7 [E[Rspv] o )\V&r[éspv] (25)

where E[Rgpy] = pR and var[Rspy] = p(1 — p)R?. The investor’s demand for the SPV project is
implicitly given by the first-order condition:

0s*

E[Rspv] — (1 + 8*) — 09X,

X1 = 2\var[Rspv] X1 (26)

The investor incorporates impact of his own demand X; on the intermediation fee (term gf;l in

(26)). Using equations (25) and (26), the representative investor’s demand for the SPV project is:

R-1
xpr— 2T (27)
2\p(1 — p)R?

and it is independent of the fee level, which itself is equal to:

w_ Y (PR-1)

- (28)

S
In the presence of implicit guarantees the expected return from the SPV project increases, and the
fee level increases too:
v (pR + (p—p)Rmin{l, ob—} — 1)
£ - ' X5hyv

gtec — 5 > st (29)

The representative investor’s demand for the SPV project when implicit guarantees are granted is
equal to:

. X[‘eC
pR+ (p — p)Rmin{1, ngv} -1

2\var [f?,ge]%v]

Xjee = (30)
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It is straightforward to show that all the results from Section 3 hold also when the fee level
is endogenous, so I skip the exposition of equilibrium allocations. Lemma 6 establishes the most

interesting result when bargaining over the fee level is introduced.

Lemma 6. When investors have positive bargaining power, the demand for SPV projects does not
depend on the fee level charged by the SPV. Each SPV takes as given the intermediation fee level,

which itself is increasing in the bargaining power of the SPV, ~.

The result in Lemma 6 follows from the fact that each investor realizes that the more of loans he
demands, the lower will be the fee charged by the SPV. He chooses X; that minimizes the fee level
(empirical fact IV), given his bargaining power, 7. Moreover, as long as investors have a positive
bargaining power, the representative BHC does not have any impact on the demand for its own

loans through the fee level.

7.2 Model with a middle-date return and fee bargaining

The model from Section 3 is now extended to include a two-stage payoff structure. In this version of

the model, the regulator never bails out a defaulting bank.

Investment opportunities. Returns from the risky projects are now realized in two stages: at
the middle date and at the end of the period. At the middle date a unit size project on the bank’s

balance sheet pays:

- { T with P(r) =p (31)

Ry =
0 with P(0) =1—p

For the projects sold to investors through the SPV, the probability of the positive middle-date
return is again p, with p < p and the correlation structure defined as in Section 3. At the end of the

period, independently of the middle date return, both the bank project and the SPV project pay:

P { Ry  withP(Ry)=m (32)

Ry, with ]P)(RL) =1—-m

Thus, in comparison to the on-balance project, the sold project has a lower probability of a positive

middle-date return only.

Assumption 1: The returns to the bank project are characterized by the following conditions:

l.r+ Ry > 1 —k)Rp and r+ Rr, > (1 — k)Rp,
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2. R; < (1 — k)RD and r < (1 — k)RD.

Whenever a positive return r is realized at the middle date, the bank will never default after the
stochastic return Rg is realized. On the other hand, if ]:21 = 0, the bank needs to obtain Ry at the
final date in order to continue operating. In other words, the bank entity defaults only when the
zero return at the middle date and the low return at the final date are realized, which happens with

probability (1 — p)(1 —m). Figure 5 presents the model timeline.
[ Figure 5 here |

Finally, to narrow the attention to the most interesting case, that is when the SPV project demand
is sufficiently high for the execution of guarantees to increase the sponsor’s default probability, the

following Assumption is introduced:

Assumption 2: The demand for the SPV project relative to the size of the bank project is
significant, such that Avar[RS pv] < ¢, where Var[Rs pv| is the variance of the SPV project returns

in the absence of implicit guarantees.

Implicit guarantees. Implicit guarantees represent a promise to pay SPV investors the return r
at the middle date, when the SPV’s own middle-date return is zero and when the bank entity is
successful, which happens in the state (r,0), with probability p — p. I do not consider guarantees
at the end of the second subperiod, assuming that at the time when depositors are paid out, the
regulator carefully watches all BHCs’ transactions. Finally, the regulator never bails out a defaulting
bank: ¢ = 0.

By Assumption 1 a positive return at the middle date protects the BHC from default if a low
return is realized at the end of the second subperiod. Therefore, for a large guarantee payout at the
middle date, the BHC’s resources might be insufficient to pay depositors in full when Ry, is realized
at the final date. In such case, the BHC’s default probability increases and the guarantees provide
a recourse to deposit insurance. Whenever realizing guarantees does not result in the additional
default probability, the guarantees provide a recourse to bank capital only.

Figure 6 shows all possible end-of-period outcomes when guarantees provide a recourse to bank

capital, and when they provide a recourse to deposit insurance.
[ Figure 6 here |

Lemma 7 summarizes the most important results from the two-stage model. All possible

equilibria are presented in Appendix D.
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Lemma 7. For the minimum capital requirement high enough, k > 1:6, the recourse to bank capital
only is not feasible and the implicit guarantees provide the recourse to deposit insurance. The

representative BHC' decides to offer guarantees whenever the ex post execution condition holds:

1. when full guarantee repayments are feasible:

(1 — m)X% (r + Rp, — (1 — k)Rp) + rmX [ < B (mV™ — V) (33)

2. with partial guarantee repayments:

PXE 4 (1= m) (R, — (1— k)Rp) XE° < B(mV"™ — V™) (34)

Whenever the minimum capital requirement is high enough, execution of guarantees implies
increasing the bank’s default probability (from zero to (1—m)). As Lemma 7 makes clear, guarantees
with a recourse to deposit insurance can be granted in equilibrium also in the absence of bank
bailouts, as long as the ex post execution condition holds. In particular, the BHC is willing to grant

the guarantees as long as the additional default probability (1 —m) is relatively small.

7.3 Numerical example

Figures 7, 8, and 9 present the bank investment, the SPV investment, and the ex post execution

condition (a) in the absence of implicit guarantees, and (b) in the presence of implicit guarantees for a

parametrized model from Section 7.2. For the chosen parameter values the implicit guarantees always
rec )

provide a recourse to deposit insurance and only partial repayments are feasible (X3¢ < Xg5,,

Figure 7 shows results for different values of the minimum capital requirement k.
[ Figure 7 here |

As expected, the bank investment always decreases in k. The project intermediation through
the SPV is independent of k in the absence of implicit guarantees and is slowly decreasing in k
in the presence of implicit guarantees. While a high minimum capital requirement contributes to
the emergence of the relationship between bank and SPV investments under implicit guarnatees, it
also reduces the value of guarantees to investors. As high k decreases the bank size, the value of
guarantees falls, reducing the demand for SPV projects. Nevertheless, in the presence of implicit
guarantees the bank investment size always exceeds the bank size optimal in the absence of implicit
guarantees. Together with higher SPV project intermediation, this implies an increase in the overall

amount of investment in the economy in comparison to the “no recourse” case.
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The last subplot in Figure 7 shows the guarantee execution condition: the indicator function
takes the value of 1 if the condition is satisfied, and is equal 0 otherwise. As the plot shows, the
execution condition is satisfied for all values of k and the implicit guarantees are always granted in
equilibrium.

Figure 8 presents the same results for different values of the investors’ risk-aversion parameter \.

The higher A is, the more risk-averse are investors.

[ Figure 8 here |

The size of the bank investment does not depend on A when no guarantees are offered, and is
decreasing in A in the presence of guarantees. Highly risk-averse investors have a relatively low
demand for the SPV project. Under the dependence of SPV investments on the bank investment
that emerges for partial guarantee repayments, BHCs will have lower incentives to raise bank lending
for high values of A, as the SPV loan demand will increase by less in response to this action, the
higher is A.

The execution of implicit guarantees is the equilibrium strategy only for A high enough. Thus,
for low values of A no guarantees will be granted in equilibrium. Intuitively, when investors are not
very risk-averse (low \), granting implicit guarantees has only little impact on their SPV project
demand, as the reduction in the variance of returns does not matter much. As a result, for low
A, implicit guarantees boost SPV fee income by too little in comparison to the expected costs of
repaying guarantees for the BHCs, and the ex post execution condition is not satisfied.

Figure 9 presents results for different values of the BHC bargaining power . Higher « increases the
intermediation fee charged by the SPV and thus raises the profitability of off-balance intermediation
for the sponsoring BHC.

[ Figure 9 here |

In the absence of guarantees the bank investment does not change with the BHC bargaining
power, because the SPV project demand and the intermediation fee are independent of the BHCs’
decisions (Lemma 6). However, once guarantees are granted, the bank investment increases in ~.
Higher bargaining power in the SPV market implies larger incentives for the BHCs to raise the bank
investment in order to increase the SPV fee income. Counter-intuitively, the SPV investment is also
increasing in . While by Lemma 6 the SPV project demand does not depend on ~ directly, it does
depend on v indirectly under implicit guarantees: higher + increases the profitability of off-balance

project intermediation for BHCs and motivates them to raise bank investment to boost the SPV
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project demand. As higher bank investment increases the value of implicit guarantees to investors,

the demand for the SPV project eventually increases too.

8 Concluding remarks

This paper attempts to explain the incentives of financial intermediaries to set up off-balance
vehicles, and to provide them with implicit recourse guarantees. In the model, SPVs are created
to satisfy excess demand for risky projects in the presence of costly capital requirements, while
implicit guarantees are a tool to increase the fee income from off-balance project intermediation. In
the presence of implicit guarantees and for high demand for safe financial assets, the off-balance
investment depends on the bank investment decisions. In equilibrium banks supporting SPVs invest
more themselves, internalizing the positive effect on SPV fee income. This mechanism potentially
increases the total amount of credit in the economy.

Although the guarantees to off-balance vehicles encourage monitoring of sold projects, they
might discourage BHCs from screening on-balance projects. Guarantees twist risk-taking incentives
of financial intermediaries in the sense that under implicit guarantees monitoring of on-balance
projects depends on the profitability of off-balance intermediation.

The model captures two important issues related to financial regulation. First, ex post regulatory
policies affect ex ante decisions. In the model, a high bailout probability makes the recourse to
deposit insurance more attractive to sponsoring BHCs. Second, there is another negative feedback
from regulation: attempts to control more closely and regulate more strictly increase relative
attractiveness new forms of economic activity, that are not subject to the existing rules any more. In
the model high capital requirements increase the relative profitability of shadow banking activities
and contribute to the emergence of a relationship between the bank and the SPV investment.

Nevertheless, strict regulation is often desirable. This is especially the case in the financial
sector, vulnerable to a range of potential market failures, such as information asymmetries, moral
hazard issues, or free-riding problems. The challenges faced by regulators of financial intermediaries
are difficult also due to the role of the latter as “institutions of public trust” and in the presence
of integrated capital markets. The ultimate goal of this paper is to provide some insight into
the mechanisms through which the regulations are bypassed, and into the issues that need to be
considered when designing new financial regulations. Only rules created with the full understanding
of the economic interest they control and the economic incentives they stimulate, can make the

financial system more transparent and safe.
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Appendix

A Notation summary

Model parameters with definitions

Variable or parameter Definition

Xp size of the bank’s investment in the risky project

Xi individual investor’s demand for the SPV project

Xspy = fol X}di total project size intermediated by a single SPV

K common equity in the bank entity

0 cost of raising equity

k minimum capital requirement for the bank entity

D deposit base in the bank entity, equal to (1 — k) Xp

c bank maintenance cost parameter

A risk aversion of investors

R={R,0} project returns

Rp deposit interest rate

S fee charged by the SPV per unit of the project intermediated
D bank project success probability, p € {pr,pg}, with pp < pgy
p SPV project success probability, p € {QL’BH}’ with p, <p,
C cost of monitoring per uniot of investment

q bailout probability, conditional on bank default

I5; discount factor

10) fraction of large banks when bank size heterogeneity is introduced

B SPVs and implicit guarantees prior to and during the great

financial crisis.

Higgins and Mason (2003) investigate 17 implicit recourse events that happened in the credit card
securitization market in the period 1987-2001. In two cases the associated sponsors, Republic
Bank and Southeast Bank, entered a default, having repaid SPV investors full principal in the
early amortization process prior to the default event. Further, they distinguish between alternative
recourse schemes. Through the early amortization the sponsor agrees to make principal payments
to conduit investors earlier than planned whenever the underlying pool of conduit assets worsens

performance and the portfolio yield falls. In early amortization, the sponsor effectively takes the
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previously securitized assets back on its balance sheet. Alternatively, the sponsor can provide
investors with what is called “implicit recourse”, in which case there is a transfer of funds from the
sponsor to the off-balance vehicle without any asset transfer.

Regarding the period of the recent financial crisis, Acharya, Schnabl, and Suarez (2013) study
the special purpose vehicles in the asset-backed commercial paper market (ABCP). They write:
“... regulatory arbitrage was the main motive behind setting up conduits: the guarantees were
structured so as to reduce regulatory capital requirements, more so by banks with less capital, and
while still providing recourse to bank balance sheets for outside investors. Consistent with such
recourse, we find that conduits provided little risk transfer during the “run”: losses from conduits
remained with banks rather than outside investors and banks with more exposure to conduits had
lower stock returns.”

They show that despite significant losses experienced by the ABCP conduits, all investors in
conduits with strong credit guarantees were repaid in full, while investors in conduits with weak
credit guarantees suffered only small losses. In total, only 2.5% of asset-backed commercial paper
outstanding as of July 2007 entered default (i.e. stopped repaying investors) in the period from
July 2007 to December 2008. As Coval, Jurek, and Stafford (2009) report, only in 2007 Moody’s
downgraded 31 percent of all tranches for asset-backed collaterized debt obligations it had rated
and 14 percent of those initially AAA-rated. Moreover, the realized default rates for structured
securities significantly exceeded their historical averages in all rating brackets in the same period

(source: Standard and Poor’s):

Default rate (%) | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011
AAA 0.05 | 0 0 0 0 0 0.04 | 0.54 | 0.3 | 0.28 | 0.19
Investment grade | 0.1 | 0.12 | 0.12 | 0.04 | 0.02 | 0.02 | 0.22 | 1.04 | 2.63 | 0.81 | 0.22
Speculative grade | 2.75 | 5.7 | 4.2 | 2.29 | 1.79 | 1.3 | 3.09 | 16.09| 38.53| 20.14| 22.8

In many cases SPV rescues lead to serious problems of the sponsoring institutions. In summer
2007 the German banks Sachsen LB and Deutsche Industriebank were bailed out by authorities and
then sold after they suffered mass losses in the ABCP vehicles it sponsored. In the U.S., the world
largest ABCP sponsor Citigroup was bailed out in November 2008, followed by the bailout of Bank
of America - another large ABCP conduit sponsor in early 2009. Citigroup decided to bring $ 49
billion of its SPVs’ assets and liabilities onto its own balance sheet in December 2007. In general,
the execution of SPV support by sponsors was backed by the U.S. authorities fearing potential runs
and fire-sales if sponsors decided to halt repaying SPV investors.

Apart from providing non-contractible - and thus implicit - guarantees, sponsoring institutions

also used legal loopholes to provide protection to their SPVs at the lowest capital cost. The existence
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of such loopholes was recognized in the accounting and legal literature prior to the crisis, see e.g.
Klee and Butler (2002). For example, the liquidity guarantees widely used by sponsoring banks prior
to the crisis were so popular as - contrary to direct credit guarantees - under liquidity guarantee
moving a portfolio of loans off the balance was still recognized as a “true sale” of assets, which
additionally reduced the amount of required minimum capital for the sponsoring bank (Gilliam
(2005)). In particular, under Basel II only a 20% or a 50% capital weight applied to liquidity lines
provided by sponsors, in comparison to a full 100% charge for credit guarantees. Yet, as Acharya,
Schnabl, and Suarez (2013) argue, liquidity guarantees provided the short-term wholesale investors
with the same protection as the credit guarantees would.

An alternative SPV protection mechanism allowing for regulatory arbitrage was the early
amortization procedure: an early payment of principal to investors triggered whenever proceeds
from the SPV loan portfolio fall below a certain threshold. While the cost of early payouts was
effectively borne by the SPV sponsor, early amortization procedure did not require recognition of
SPV assets on the sponsor’s balance sheet.

The currently discussed changes to the regulatory framework - known as Basel III - include
a call to eliminate the favourable treatment of liquidity lines. Basel III also requires all entities
enjoying the early amortization support to be recognized on the supporting institution’s balance
sheet (BIS (2012)).

C Proofs of results

Lemma 4

Proof. The BHC monitors the on-balance project when the expected profits from bank activity
under monitoring minus the monitoring cost are higher than in the absence of monitoring. Using
that the bank investment size does not depend on the monitoring decision, the following condition
needs to hold for the BHC to monitor:

pH(R — (1 — k)RD)XB — CX?B —0kXp—CXp+ (pH + (1 — pH)q)ﬂVnr
> pr(R— (1 —k)Rp)Xp — cXp — 6kXp + (pr + (1 — pr)g) BV™

which can be simplified, and rewritten as a condition for the monitoring cost C:

C < (o — 1) | (R— (1= W)Rp) + (1 ) 5| = © (39)
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The BHC never monitors the sold SPV project, because the BHC does not have the residual interest
in the project. O

Lemma 1

Proof. Whenever Xp > XgF,, the investor’s SPV project demand X7° in (7) does not depend on
Xp. For the opposite case, Xp < Xg5,, we have:

~ e dvar[Rse
dxree 2 var[RSpy ] (p — p) nggv — d[XEfPV] (pR+ (p—p) )?gefgi —1-5) (36)
dXp 4)\2var? [ngel‘;v]
The variance var[R*°] and its derivative with respect to Xp are equal:
_ RXp \? RXp
var[Rgpy] = R*p(1—p) + <X ) (p-p)(L-p+p)-2R (X > plp-p)  (37)
SPV SPV
dvar| R™] 2R*’Xp 2R?
e == p) L= P+ P) ez PP~ P) e (38)
dXp - “(XgEv)? T T XgBy
Substituting %@ec} in (36) and simplifying yields:
R2
axpe _ PPz X5
= = p(L=p)R = (p=p)(L =p+p)R(rec )"~ (39)
dXp  2\var?[R%5,] - - - = X§pv

XB
Q(BR -1- 8)(1 _p—'_B)Xrec
SPV

+2p(pR — 1 — s)

The derivative is always positive if the the term in squared parentheses on the RHS of (39) is

positive. The term in parentheses has the lowest value for Xp = X¢%,,, in which case it is equal to:

pl—-pR—(p—p)(1—p+pR-2(pR—1—-5)(1—p+p)+2p(pR—1—5) =
[p(1=p)R—(p—p)R(1 —p) —2(pR—1—s)(1 —p)| =
(1-p)[2(1+s)—pR]

which is positive as long as pR < 2 for a positive s. O

Lemma 2

37



Proof. The bank’s own capacity to satisfy guarantees decreases in k if:

d(R—(1- k)RD)X%r
dk
(R—Rp)(2pRp —9) + 2kRp(pRp —0) < 0 <
(R — RD>(2pRD — (5)
2Rp(6 — pRp)

<0«

k> =k*

Proposition 1

Proof. Case (1): recourse to bank capital. As guarantees are always repaid in full, the

individual SPV project demand is equal to:

pR—1—5s
Xpe= P20 40
VL o
The bank is equal to the “no recourse” value X3 given by (3). The pair (X}, X7°) is feasible in
equilibrium only if RX§5,, < X3 (R— (1—k)Rp). Using the fact that in equilibrium X5, = X}
this yields the following condition:

RX¢hy < X5 (R—(1—Fk)Rp) &
RpR—-1-5s) [p(R—(1-k)Rp)—6k](R—(1-k)Rp)
2\p(1 — p)R? 2¢

which can be rewritten as:

Rp(8 — pRp)k* — (R — Rp)(2pRp — )k + A < 0 (41)
with (bR — 1 )
_cph—1—35) . 2

The solutions quadratic equation (41) are given by:

pl2 _ (R—Rp)(2pRp —0) +/ — VA
L QRD(5 — pRD)

with

A = (R — Rp)*(2pRp — 6)* — 4Rp(6 — pRp)A
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There is only one positive threshold k; if the following condition holds:

\> c¢(pR—1—3s)

Z - pRE - FoR

As ki > k*, this is the only relevant capital requirement threshold as long as k > k*.
Case (2): recourse to deposit insurance with full guarantee repayments. The individual
demand for the SPV project is again equal to (40). The bank investment size is:

rec p(R— (1 —k)Rp) — 6k
Xp" == 2c

< Xp
The new pair (X3¢, X7°) is feasible in equilibrium if:

RXES, < RXE® <
—1- R—(1-k)Rp) — 6k
pR—1-s _pR—(1-K)Rp)=0k _

2Ap(1 — p)R? — 2¢
c(pR—1—s
p(R—Rp) — A(zf(l—;)RZ) _E
5 —pRp -

Case (3): : recourse to deposit insurance with partial guarantee repayments. The SPV

investment size depends on the bank investment (‘gg: > 0), and the pair (X}5°¢, X7°°) is implicitly

given by the following conditions:

1. The representative investor’s SPV project demand is equal:

RX rec
pR+(p—p) S —1-s

2\var[ RS, ]

Xt = > X (42)

2. The representative BHC’s bank investment X3¢ solves:
max [sX55y(XB) +p(R— (1 — k)Rp)Xp — c(Xp)* — 6kXp + B (p+ (1 — p)g) V"]
B

3. In equilibrium X7°¢ = X&F,, .

where var[Ri$S, ] is given in (37).

Lemma 3
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Proof. Using that in equilibrium X7*¢ = X&5,, and subsitituting formula (37) for the variance

var| ~rSe]%V], the equation (13) can be rewritten as a quadratic equation:

QARQB(l — Q)(Xfec)2 — [4)\7‘2B(1 —p)Xp— (pR—1— s)] X7 (43)
+2X(p —p)(1 = p + p)(RXB)* - (p — p)RXp (44)

which has two solutions:
[4AR*p(p — p)Xp — (PR —1 - 5)] £ VA
4)\R2]3(1 -p)
A = [4AAR*p(p — p) X — (pR— 1 — 5)]* — 8AR*p(1 — p) [RXp(p — p)(2A(1 — p + p)RXp — 1)]

rec __
Xt =

There is only one positive solution to (43) if and only if the following condition holds:

2\1-p+pRXp—-1<0&
1

A<
2(1-p+p)Xp

The minimum equilibrium value of Xp is given by the formula (12). Substituting yields:

A s+ DRGE - (1 —FRp) k)

The equilibrium individual investor’s demand is then given by:

[4AR?p(p — p) X5 — (pR—1—3)] + VA

XI‘GC — 4
I 4)\R23(1 -p) (45)
and the bank investment is the solution to the first order condition:
erec
p(R— (1 —k)Rp)) — 0k + s—~L— = 2cXp (46)
= dXp
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.. dXree
The derivative ﬁ is equal to:

Xy  p-p N (p—p) [4\R*p(p — p) X — (pPR—1—5)+ (1 = p)R(1 —2X(1 — p+ p)RXp)]
dXB_l—B (1—3)\/5
_reply [4AR?p(p —p)XB — (PR—1—5) + (1 —p)R(1 — 2\(1 — p + p)RXB)]
=T, T

N~

=D

The term D and thus the whole derivative are positive as long as A < A

The first order condition (45) allows for multiple solutions. For a given solution to (45) to be
higher than X} (the bank investment in absence of implicit guarantees), the following condition
needs to hold:

bp—p

p(R—(1=Fk)Rp)) — 0k +7 - (1+ D) >p(R— (1 —k)Rp)) — 0k < (47)
T, (14 D) > (=B~ (1= K)Rp) & (48)
T > (R (1= bRD)) (49)

which always holds as long as D is positive and R — (1 — k)Rp < 1.

Proposition 2

Proof. Under the recourse to bank capital, the ex post execution condition is:

BV — RXESy > fV™ &
RXgy < BV™ = V™) &

RXﬁeng < Bs(Xg'e]gV — XEBDV)
~1-Bp+1-p)

For the recourse to deposit insurance, the probability of bankruptcy after the execution of guarantees
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is 1 — ¢ and has to be accounted for:

gfV™® —(R— (1—k)Rp)Xg°® > pV™ &
(R—(1—-Fk)Rp)XE5® < B(qgV™ —=V™)

Corollary 1
Proof. Immediate mathematic calculation. O
Lemma 5

Proof. The monitoring decisions of the BHCs are considered for the recourse to bank capital and

for the recourse to deposit insurance separately.

Monitoring under recourse to bank capital. If guarantees provide a recourse to bank capital
only, the probability of bank default does not change when guarantees are executed. Moreover, the
monitoring of the SPV project does not influence the demand for the SPV project, which is always

equal to

X _ pR-1-3s
SPV T oap(1 - p) R?

In particular, term p represents success probability of the bank project, p € {pr,pr}. The condition

for monitoring of the SPV project can be thus written as:

sXgpy —i—BH(R — (1 — k)RD)XB + (p _BH) [(R — (1 — k)RD)XB — RXSP\/] — CXgpy >
sXspy +BL(R — (1 — k)RD)XB + (p _BL) [(R — (1 — k)RD)XB — RXSpv]
4

C<R(p,—p,)=C
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The condition for monitoring the bank project is given by:

SXEh + (o —p) [(R— (L= K)Rp) X — RXERY | + (b + (1= pr)a) V™ = CXp >

SX§p0 + (o = p) (R = (1= k)Rp)Xp — RXGRY| + (o + (1 — pr)g) BV

=
1— y/rec
C < (on ) (R~ (1= BRp) + C=DE ]
B
(s + (0 = pr) R)(X§py — X5pi) — (o — p)RXGRY
XB =l

where p represents success probability of the SPV project, p € {p Ix EH}‘ Xgnﬁg/ stands for the SPV

project demand under monitoring of the bank project, and Xgr]?{? - in the absence of monitoring.

Under the recourse to deposit insurance, the SPV project demand is:

QR—}—(p—QRXB —1-s

Xspv
2 \var[ RS,/

Xspy =

prec

with var[R¢5,,] fiven by equation (37). The monitoring condition for the SPV project is then:

sXgpy +py(R—(1—k)Rp)Xp + (p,; + (1 —p,)0)BV™ — CXgpy >
sXgpy +p,(R—(1—k)Rp)Xp+ (p, + (1 —p,)a)BV"™
&
s(Xgpy — Xgpy) + (o —p,) [((R— (1 = k)Rp)Xp + B(1 — q)V™]

= 62
Xg‘nPV

C<

The monitoring condition for the bank project is:

m,b nm,b
sXgpy — CXp 2 sXgpy
&

b b
C < s(Xgpy — Xspy)
< X5

=C,

Taking the derivatives of bank project monitoring thresholds with respect to the SPV project success
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probability yields:

7b 7b
AC, _ R(XZh - XEnY)

= 0
Clg XB >
m,b nm,b
dCy _ s d(Xspy _ dXSPV)
dp XB dp dp

For the monitoring threshold under the recourse to deposit insurance two cases have to be distin-
guished: (1) when full guarantee repayments are feasible, (2) only partial repayments are feasible.

Under (1) the SPV project demand does not depend on p and the derivative of Cy with respect to p

is equal zero. Under (2) the sign of the derivative % is ambiguous. O
Proposition 3

Proof. Both types of BHCs offer implicit guarantees with full repayments when the full repayment
is feasible for BHCs with small banks:

RX™ < RX}g
—1— R—(1—-k)Rp) — ok
(WR—1-5) _p(R—(—KRp)-ok

2Ap(1 —p)R? — 2cg
_ BB Rp) - GG
< 5 pRo = k1

For k > ki only large BHCs are present in the shadow banking. The demand for their services

increases from X7*¢ to %X}ec. The full repayment condition is now:

R
SXIC<RXE, &
pR—1-5) _p(R—(1-F)Ro) =k _
20Ap(1 —p)R? ~ 2cr,
. __cr(pR=1-5s)
I < B(R RD) qﬁ)\p(l—p)RQ _ ];2
B 0 — BRD

which is larger than ky as long as % < cg. Finally, if & > ko large BHCs are not able to offer
guarantees with full repayments. Both types of BHCs are present in the shadow banking, and

attract fractions (v, 1 — v) of investors, such that in equilibrium both types of BHCs offer the same
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level of partial guarantee repayments:

X;ec,L _ X}eC,S — X}ec o
RX}S  RXpS

v yrec — (1-v)

X G

(1 B V) e V yrrec

(=g B2 = %85

O
Lemma 6
Proof. Immediate mathematic calculation. ]
Lemma 7

Proof. By Assumption 2 the full guarantee repayment under the recourse to bank capital is never
feasible (see Appendix D for a formal proof). Under the recourse to deposit insurance, the cost
of realizing guarantees is either rXj° (full repayment) or rXj3° (partial repayment). Executing
guarantees with a recourse to deposit insurance always increases BHC’s default probability. Thus,
the ex post execution condition has to correct for the decreased probability of continuation: from 1

to m. The execution condition for the full repayment case is:

m ((Ry — (1 — k)Rp) X5° +r (X5 — X7)) + mpv*™ >
(r+mRp + (1= m)Ry, — (1~ k)Rp) XE° + V™
(1 —m)(XE°[r+ Ry — (1 — k)Rp] + rmXje < B (mV™ — V™)

and for the partial repayment:

m Ry — (1 — k)Rp) X3¢+ mBV™™ > (r +mRy + (1 — m)Ry, — (1 — k)Rp) XE° + BV™
rXEC+ (1—m) (Rp, — (1 — k)Rp) X5° < B (mV"™ — V™)

Proposition 4

Proof. In the following I use the result from Section 7 the demand for SPV project does not depend

on the fee level s is a result of the bargaining process. Keeping k fixed, the net welfare effect of a
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recourse to bank capital is:

Welfare?® — Welfare™ =
(PR — 1)(XEBy — X&by) — AR (p(1 — p)(X&py)? — p(1 — p)(X&hy)?) =
1 u nr
|(2pR = pR — DXL, — (bR — )Xy | =

2
1(p—p) [(2pR—1)(1 —p—p) + ppR*(2p — 1)
2Xp(1 = p)p(1 — p)R?

O |

which is always positive as p+p—1<2p—1and 2pR -1 < QzRQ < pBRQ. The upper-script “full”
corresponds to full guarantee repayments. The net welfare effect of a recourse to deposit insurance

with full repayments is:

Welfare®- ! _ Welfare™ =

i,fu 1 u nr
AEIlp + (1 — k)(XE — Xg’f N+ 3 (pR—pR — 1) X{by — (pR — 1)XSPV} +

=A1<0

=B>0
(F= 1)) (R~ (0= DR+ CEPEOER) R

Two cases follow:

1. The net welfare effect of recourse to deposit insurance is increasing in F', and is negative for

F < B-4 — — +1 = F, when:
(r—p) (R—(1—k)Rp) (X35 + T2 EDO=E)) ~ !

(1-p)Rp(1 —k)
2c
c(pR —1)

A 0 PRE - (1R Rp)pR — (2p— (1 MRy —0k)

(R—(1—k)Rp)(X3 + ) — RX§py >0 &

>0

2. The net welfare effect of recourse to deposit insurance is decreasing in F', and is negative for
F > Fl when A < \ Both thresholds Fl and \ depend on k in a non-linear way.

To evaluate the net welfare effect of a recourse to deposit insurance with partial guarantee
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repayments, I restrict attention to the case when A < A and thus Xgi’partial > XN

WelfaredbPartial _ yyolfare™ —

i,parti 17 ; N
AEHB 4 (1 - k‘)(X%r o Xgl,partlal) + 5 _(BR . 1)(Xé);r\31al . Xéllg\/) N (p _ B)RXgl,partlal} .

=A2<0 =B, §0

—(F = 1)1 = k)Rp |(1-p)X§P — (1 p) Xy

=C>0

The net welfare effect is always decreasing in F' and is negative if:

(1= k)Rp (1= p)XFP" — (1 - p) Xy
which is again a non-linear function of k. O

Proposition 5

Proof. 1 begin with the comparison of welfares under the recourse to bank capital (minimum
requirement kP¢) and under the recourse to deposit insurance with partial repayments (k9P). It
holds that kb¢ < k4P and (1 — kP¢) XD < (1 — kdi’p)X%i’p for A < A. The comparison yields:

Welfare®P — Welfare™® =
AEI + (1 KX = (1= k) X0 ¢
<0
. i
i1 [oR - )X - XG4 — (0 - DR - X)) -

—(F—-1) [(1 —p)(1— kPR X I _ (1 - p)(1 — kbC)RDXgC}

The net welfare effect of the recourse to deposit insurance is always decreasing in the fiscal cost F,
and there exists a threshold fiscal cost F; above which the net welfare effect is always negative. The
threshold level depends on both kP¢ and k4P,

Second, consider welfares under the recourse to deposit insurance with full (minimum requirement
k4f) and with partial repayments (k%P). Tt holds that k4f < k4P and (1 — kdi’f)Xg’f < (1-
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kdi’p)Xgi’p for A < X\. The comparison yields:

Welfare®P — Welfaredf =
AEHB + ((1 — kdi’f)Xgi’f _ (1 _ kdi,p)Xgi,p) +

<0

1 r u di u
+5 [(R = D — XS - (0 - p) (RXE? - X)) -
i di, i, di,f di,f u
~(F = 1) [(1 = p)((1 = K" Rp XEP — (1 = k) Rp X5 + (- p) (X — XE)]

which is always decreasing in F. There exists a threshold Fy, above which the net welfare effect is
always negative for given k¢ and k4P,

Finally, consider welfares under the recourse to bank capital (minimum requirement £"¢) and
under the recourse to deposit insurance with full repayments (k4f). Tt holds that kP¢ < k%:f and
(1—kPo)XDBe > (1 k:di’f)X]CEl;’f for all £ > k* by Lemma 2. The comparison yields:

Welfared ! — WelfareP® =
AEIp + (1 — k™) Xp — (1 — kX3 +
<0
(F=1) [(p—p) [(R= (1 = k) Rp) X" = RXS | + (1 = p) R [(1 - k™)X — (1 — k%)X

The whole expression is always negative if:

(= p) |[RXGY — (= (1= ™) Rp)XE'| > (1= p)Rp (1 k™)X — (1 - k)X &

) < (p—p)(PR—-1) )

p(L=p)R |(1 = p)Rp [(1 = k) XE — (1= k) XE] + (0~ p)(R — (1 — k) Rp) X5}

For A > A, the net welfare effect is actually decreasing in the fiscal cost F'. It is straightforward to
show that there exists a threshold fiscal cost F3, below which, a recourse to deposit insurance is
preferred to the recourse to bank capital. The thresholds A and F3 are again functions of the chosen

capital requirements k¢ and k4.
O
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D Model with two-stage returns and endogenous fee

SPV project demand. Consider first the demand for the SPV project. If full repayments are
possible (rXgp, < rXp°), the expected return and the return variance for the SPV project are:

B[R] = pr+ ElR,|
var[Rio] = r2p(1 — p) + (Ry — Rp)? m(1 —m) = %p(1 — p) + var|Ro]

The individual investor’s project demand satisfying the first order condition (26) is equal to:

Xrec,l _ pr+ E[RQ} —1

= o1
! 2Avar[RgeI§’é] 5D

Under partial repayments (rXg5%s, > rX}5°) the investor receives % of the promised full

repayment. The expected return and return variance for the SPV project are now:

rec

o rX ~
E[RSpy] = pr + (0 — p) e + ElR2]

Xiisy
B rXxrec 2 rxrec B
var[Rggp] = r’p(1 - p) + ( e ) (p—p) (1—p+p)—2r ( e > p(p = p) + var[Ry]
SPV SPV
and the individual investor’s project demand is:
,,,XTEC

pr+(p—p) Xg%‘/ + ]E[RQ] -1

Xrec,? _ d
! 2Avar[RgeI§’5]

(52)

Bank investment. Consider the case with recourse to bank capital first. If it holds that ngjg{} <

X5°(r+ Rr — (1 — k)Rp, the BHC’s objective is given by:

Ellp = pXp (r Y E[Ry] — (1 k)RD) +(p—p) <XB (r Y E[Ry] — (1— k)RD> - rXESﬁi}) n
(1 —p)m (Ry — (1 — k)Rp) + sy X — 0kXp — ¢ (Xp)?

which results in the same first order condition for X g as under no recourse policy and thus the

bank lending is chosen at the level Xgec’l = XV, equal to:

p (r +E[Ry) - (1— k:)RD> +(1—p)m (Ry — (1 — k)Rp) — ok
2c

Xy = (53)
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If (r+ R — (1 — k)Rp) X" < nge}gi} < T‘X;;CQ, the guarantees provide a recourse to deposit
insurance but full repayments are still feasible. The BHC’s defaults if the state (r,0) at the middle
date and if Ry at the end of the period are realized. The bank investment level maximizing the
expected end-of-period profits is given by:

e _ p(1 —m)(r+ Rp — (1 = k)Rp) + m(pr + Ry — (1 — k)Rp) — ok
B 2c

(54)

Finally, when only partial guarantee repayments are feasible under the recourse to deposit

insurance (ngePCQ} > TX;;C’Q), the new expected profit is:

Ellp = pXp (7 +E[Rs] = (1 k)Rp) + (p — p)mXp (R — (1 - k)Rp) +
(1—p)mXp (Ry — (1 — k)Rp) + se5 X555, — 0kXp — ¢ (Xp)?

Additionally, the income from SPV intermediation is now a function of the bank investment. The
rec,3

optimal bank lending Xz thus satisfies the following first order condition:

- d T XTEC rec,
B<T+E[R2] —Q —l-c)RD) +(1—p)m (R — (1 — k)Rp) + W = 2eX7°% 4+ 5k (55)

Equilibria. In the presence of implicit guarantees the possible equilibrium allocations are following:

1. Recourse to bank capital. The guarantees provide a recourse to bank capital whenever:

rXesn < (r+Rp— (1 -k)Rp) X3 < (56)
r(pr+E[Ry] — 1) <
2)\var[Rgelg‘ﬂ
pr+mRy + (1 —m)pRr — (p+ (1 —p)m) (1 — k)Rp — 5k
2c

(57)

(r+Rr—(1—k)Rp) (58)

From Assumption 2 and from the fact that Var[Rgelg‘}] < var[Rgpy], a sufficient condition for

(56) NOT to hold is therefore:

r((1—p)(1—m)R, — Rp+dk+ (p+ (1 —p)m(l —k)Rp)) >
(R — (1 =k)Rp) (pr + mRy + (1 —m)pRr — (p+ (1 —p)m) (1 — k)Rp — 0k)

The maximum value of the RHS of the above expression is obtained for Ry, = (1 — k)Rp and
equal zero. It can be easily verified that for any Ry, < (1 — k)Rp (Assumption 1) the above
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inequality always holds: the LHS is always positive and RHS is always negative. As a result,

the recourse to bank capital is never feasible in equilibrium.

. Recourse to deposit insurance with full repayments. The guarantees provide a recourse

to bank deposit insurance, and full repayments are still possible if:

TXQ?;} < rX}gfc’2 &

pr+E[Ry] — 1 _ p(1—=m)(r+ Rp — (1 —k)Rp) + m(pr + Ry — (1 — k)Rp) — 0k N
2Avar[Rgelg"}] B 2c

k<g(l—m)(?’—l—RL—RD)+m(pT+RH—RD)—B 7]=€
- o — (B(l—S)-f—S)RD -

where
B c(pR+E[Ry] — 1)

Avar[RgEy]

rec,1>'

Under full repayments, the equilibrium allocation is the pair (Xgec’2, X;

. Recourse to deposit insurance with partial repayments. For k£ > k guarantees are only
partially repaid. The equilibrium bank investment and the SPV project issuance (X gc’?’, X;GC’Q)

are given by the following conditions:

e The representative investor’s SPV project demand is equal:

rec,3

X ~
pr+ (p—]g)rxg%cv +E[Ry] -1

2)\V&I‘[Rg~€1§€']

rec,2
X; 7=

e The representative BHC’s bank investment maximizes:

max [QXB (r +E[Ry) — (1— k)RD> +(p— p)ymXp (Ru — (1— k)Rp) +

(1 —p)mXp (Ry — (1 — k)Rp) + susy X555, — 0kXp — ¢ (Xp)?

e In equilibrium X;EC’Q = X5pv-
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bank investment size.

0.040

Net profit from guarantees to the BHC

0.035
0.030
2.025

»oml partial repayment B full repayment

A
v

0015

2.010
Xp = Xgpy , Xp
3

4 5

1} 1 2

Figure 3: Profits from implicit guarantees to the sponsoring BHC: value as a function
of the bank investment size.

52



| Monitoring threshold e
»
0.06 — ‘¢/
»
L »
e
»
L »
e
»
L P
-
0.04 L
P
e
L g
»
»
F '
-
»
0.02 - ’¢*
0
8 »
 d
»
L  d
0
»
e
8 »
 d
| ’_' . | | |
05* 07 0.8 0.9
3 oy P
» L
L 0
»
e
»
r ‘e
0
»
—002
’f
No guarantees
______ Recourse to bank capital
.......... Recourse to deposit insurance (full)
(a) Bank monitoring thresholds for low SPV project demand.
L N L
o2l Monitoring threshold -
L . »”
= »
»
= »
»
F 0
2
015 R
= »
»
L »
L PR
r g
0101 g
L »
'
L »
»
L »
»
L @
»
0.05 27
= 2
L g
= »
»
F »
I I | o I I I I
F 06 »* 0.7 0.8 0.9
L »
»” p
L " L
L 2
e
—0.05 P
L R
L '
»
2
r e
»
F o
—0.104”
No guarantees
______ Recourse to bank capital
......... Recourse to deposit insurance (full)

(b) Bank monitoring thresholds for high SPV project demand.

Figure 4: Bank monitoring decisions.

This figure shows the monitoring thresholds for the bank project as a function of the SPV project
success probability p: in the absence of guarantees (solid line), under recourse to bank capital
(dashed line) and under recourse to deposit insurance when full guarantee repayments are feasible
(dotted line). The upper panel shows the monitoring thresholds when the SPV project demand is
low (A = 1), the bottom panel presents the thresholds for high levels of the SPV project demand
(A =0.3). Parameter values: p =0.95, p,, = 0.94, p, =0.85, R=12, Rp =1, Xp =12, 8 =0.95,
s=0.1,k=0.08,¢=0.2,§=1.09,¢=0.8
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e DBeginning of the representative period

v
¢ DBank accepts deposits

SPV oﬂlers intermediation services to investors

SPV o[lers implicit guarantees No implicit guarantees are offered

¥
* SPV and institutional investors bargain over intermediation fee
Inrstors choose the SPV project demand

® Ble invests Xp and SPV sells Xgpy of the risky project

¢ End of the first subperiod

. - y
Ry p and R; gpy are realized for the bank and for the SPV portfolio

(r,r) or (0,0)

Guarantees paid out

h No guarantees are realized
with recourse to:

deposit insurance

bank capital

v
Pr(default) = (1 —m) Pr(default|r) =0

End of the second subperiod.¢

Final the return R is 1realized_l

RQ = RH R? = RL
Nq default BHC defaults when:
(1) Ri=0

(2) Ry = r and recourse to deposit insurance
¢ End of the representative period

v

Figure 5: Model with two-stage returns: timeline in the representative period.
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Figure 6: Model with two-stage returns: end of period outcomes.
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