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I n June 2016, the Basel Committee on Banking Supervision

warned that capital relief transactions “can be complex, artificial

and opaque” and reduce capital requirements.1 In this article, we

analyse the structure of synthetic ‘balance sheet’ securitisations, which

have, inter alia, the objective of reducing capital requirements, and we

critically discuss their impact on systemically important global banks

in Switzerland.

‘SWISS FINISH’

Following the outbreak of the last financial crisis in 2007, government

intervention was also needed in Switzerland to regain and ensure

stability for the Swiss financial system and economy. However, these

government interventions created potential future costs for the Swiss

taxpayer. Therefore, to limit the economic risks posed by systemically

important banks (SIBs), Switzerland introduced the too-big-to-fail

(TBTF) regulation in 2012. In February 2015, an expert group under

the leadership of the Federal Department of Finance (FDF) with

representatives of the Swiss Financial Market Supervisory Authority

(FINMA) and the Swiss National Bank (SNB) reviewed the effectiveness

of those regulations2 and proposed enhancements to solve the TBTF

issue, particularly with respect to capital requirements.3 In October

2015, the Federal Council adopted the amendments and decided that

they must be met by the end of 2019.4 Thus, under the new regulations,

global systemically important banks (G-SIBs) (UBS Group and Credit

Suisse Group) must meet, inter alia, a new capital ratio of 28.6% (in

contrast to the previous capital ratio of 19%) of risk-weighted assets

(including all buffers except the countercyclical buffer). 

The special Swiss capital requirements – the so-called ‘Swiss Finish’

– are the highest in the world. Although higher capital requirements

enhance the resilience of the banking system, the Basel Committee on

Banking Supervision (BCBS) has raised concerns that they may also

induce banks to engage in regulatory capital relief transactions typically

defined as synthetic securitisation.5 In this context, the following two

questions arise:

• What is meant by capital relief?

• What are synthetic securitisations?

WHAT IS MEANT BY CAPITAL RELIEF? 

The required capital ratio is calculated as the ratio of two simple

components, namely, a bank’s capital (nominator) and risk-weighted

assets (RWA) (denominator) (see Figure 1). To meet the capital

requirements, banks can, for example, issue new equity that increases

the nominator (1) and/or reduce the RWA (2).6 The deduction of RWA

through securitisation is known as a capital relief transaction.

WHAT ARE SYNTHETIC SECURITISATIONS? 

In general, two securitisation structures could reduce the RWA, namely,

traditional (true sale) securitisation, which is sometimes referred to as

the originate-and-distribute model, and synthetic securitisation. Under

the former model, the originating institution,7 traditionally a bank, sells

a number of homogeneous assets to a securitisation special purpose

entity (SSPE), also known as special purpose vehicle (SPV). In other

words, true sale transactions are a funding source for the originating

institution. The SSPE pools and tranches8 these transactions into super

senior tranches, mezzanine tranches and junior tranches (equity

tranches) according to their priorities and issues securities to different

investors with different risk appetites. In a true sale securitisation, the

legal and operational issues change by selling the assets to an SSPE. This

structure will be considered (regarding the legal and operational issues)

as more expensive than a synthetic securitisation.9

By contrast, synthetic securitisation is more flexible, and the credit

risk of a portfolio of exposures is transferred to a third party (the

‘reference entity’, including mostly non-bank entities such as asset

managers, hedge funds and pension funds) through the use of credit

derivatives or guarantees. Moreover, the securitised exposures typically

Figure 1: Calculating required capital ratio

Required capital 
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remain on the balance sheet of the originator (bank).10 Therefore, these

types of transactions are known as synthetic ‘balance sheet’

securitisations.11 In the literature12 we can distinguish between two main

types of synthetic securitisation: unfunded, including derivatives such

as credit default swaps (CDS)13 or default options, and funded, including

credit linked notes (CLN). 

In an unfunded CDS transaction, the originator of the exposure –

in our case, the bank (protection buyer) – enters into a bilateral

transaction with a third party (protection seller). Figure 2 illustrates the

basic structure of an unfunded balance sheet synthetic securitisation.

Through a CDS, the bank transfers all or part of the credit risk of an

underlying pool of assets (e.g., corporate loans, mortgages, etc.) that it

holds on its balance sheet to a third party according to its

creditworthiness. Originators often transfer mezzanine tranches and

junior tranches (first14 and/or second loss elements) because the higher

credit risk of an asset leads to a greater deduction of RWA and/or for

risk management purposes.15 Then, the third party sells a credit

protection and receives regular premium payments in exchange. If a

credit event (default) (e.g., bankruptcy of a borrower) occurs, the

protection seller (third party) pays up the insured amount of defaulted

assets to the protection buyer (bank) to cover the financial loss arising

from the default on the bank’s balance sheet.

By contrast, a type of a funded credit derivative is the CLN. In a

CLN transaction, the bank bilaterally16 sells to a third party a CLN that

protects the bank from a borrower’s default.17 In a CLN’s credit

protection contract, the bank issues a note linked to the corporate loans

and pays a premium for the protection. Further, the bank repurchases

the CLN at the maturity date at a nominal amount. If no credit event

occurs during the contract term, the note will mature at a nominal

amount. In the case of a credit event, the capital is at risk; no further

coupons will be paid, and the note will be used to cover from the

borrowers’ financial losses. As for CDS, the CLN reduces the RWA or

can be used for risk management purposes. 

UBS AND CREDIT SUISSE SYNTHETIC 

SECURITSATION OVERVIEW

One of the major difficulties in synthetic securitisation transactions in

Switzerland is the limitation and unavailability of public data on

historical loss and default performance. Nevertheless, since the most

recent financial crisis, there have been considerable improvements in

disclosure of such information. In this context, the third pillar of Basel

III to enhance market discipline requires that G-SIBs disclose

information about their capital structure and risk management.

According to the third pillar requirement, G-SIBs disclose the

outstanding transaction size of synthetic securitisation exposures that

are purchased or retained in the banking and trading books. In the first

Figure 2: The basic structure of an unfunded balance sheet synthetic securitisation
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half of 2016, the total par value of synthetic securitisation exposures

purchased or retained in the banking books (commercial mortgages,

residential mortgages, CDO/CLO and so forth) of UBS and Credit

Suisse combined amounted to CHF33,221 million. In other words, the

total amount tripled between 2010 and the first half of 2016, whereas

the total amount of traditional securitisation significantly decreased

from CHF100,405 million to CHF38,751 million, as shown in Figure

3. In other words, the G-SIBs, especially Credit Suisse, changed their

trading strategies to synthetic securitisation. Although the par value of

synthetic securitisation tripled, Credit Suisse was the main driver of

synthetic securitisation transactions; its synthetic securitisation activities

increased from CHF5,463 million to CHF30,458 million between 2010

and the first half of 2016. By contrast, the amount of UBS synthetic

securitisation exposures decreased from CHF7,852 million to

CHF2,763 million. 

In light of this data, one may ask why did the total par value of

synthetic securitisation exposures purchased or retained increase so

significantly, especially for Credit Suisse? It could be that it did so for

capital relief purposes. Let us critically examine the nature of capital

relief transactions with respect to synthetic securitisation. 

CRITICAL APPRAISAL

The literature raises concern about capital relief transactions for the

following reasons: (1) Synthetic securitisation can threaten financial

stability by increasing inter-connectedness in the non-banking system.

In other words, credit risk would transform into a counterparty risk18

due to the risk of default in relation to the originator, resulting in

uncovered losses of defaulted assets by the originator.19 (2) Swiss

supervisors and regulators have less information about the third parties

who sell the credit protection in the non-banking sector.20 (3) Stress tests

for G-SIBs do not include shocks on bank capital from the failure of a

major third party.21 Thus, synthetic securitisation could harm the

financial stability of the Swiss banking system due to the risk of a default

by a key third party. (4) Synthetic securitisation creates a two-step

asymmetric information problem (a) between the borrower and the G-

SIBs and (b) between the G-SIBs and the third party. The fact that

banks have difficulties in monitoring the creditworthiness of a third

party can create adverse selection.22 Moreover, synthetic securitisation

is a source of moral hazard; that is, the risk (hazard) that the third party

engages in activities that are undesirable from the bank’s point of view;23

and (5) Swiss synthetic securitisations can harm the payment system as

a consequence of an operational risk. 

However, these points should be discussed critically. In relation to

Figure 3: Synthetic securitisation exposures purchased or retained in the banking book of UBS
and Credit Suisse between the first half of 2016 (CHF million)

Source: Author’s own elaboration based on all Basel III Pillar 3 disclosure reports between 2010 and the first half

of 2016
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the first point, synthetic securitisation can threaten the financial stability

but the CHF33,221 million in exposures is a relatively small amount

compared to CHF821,164 million total assets of Credit Suisse.24

Therefore, the impact of synthetic securitisation with respect to the

financial stability is questionable again. Nevertheless, it would be

desirable to conduct a study to measure the market size because in the

United States the Office of Financial Research calculated for 18 banks

a size of $38 billion in notional value for regulatory capital relief

transactions.25 In reference to the second and third points, there is not

enough information available about counterparties to analyse their

impact on regulatory capital in Switzerland. Therefore, the impact of

capital relief in the Swiss banking sector is questionable. Consequently,

a systematic impact analysis about the market for synthetic securitisation

in Switzerland is desirable. With respect to the fourth point, in order to

mitigate moral hazard, verification institutions (such as audit companies)

can provide clear life cycle support for originators and systematic due

diligence for third parties that would mitigate the risk of moral hazard.

Moreover, synthetic securitisation makes economic sense. Firstly,

shifting credit risk away from the originating institution to a third party

that is more able to bear this risk makes sense because some market

participants (e.g., insurance companies) have long-term investment

horizons and therefore do not consider the credit risk of corporate loans

financing to be a risk at all.26 Secondly, even if a bank cannot distinguish

a priori between short-term and long-term third parties, synthetic

securitisation of long-term investments can still make sense.27 Thirdly,

according to Credit Suisse, the “synthetic structures predominantly

represent structures where the Group has mitigated its risk by selling

the mezzanine tranche of a reference portfolio”.28 Fourthly, although

synthetic securitisation played a role in the last financial crisis, there is

a difference between arbitrage-driven (re)securitisations and synthetic

balance sheet transactions because the latter could stimulate bank

lending.29

REGULATORY OUTLOOK

In Switzerland, securitisation has developed without specific legislative

support. However, several authorities are relevant for Swiss

securitisation transactions on national (e.g., FINMA and the SIX

Exchange Regulation of the SIX Swiss Exchange)30 and international

levels (i.e., BCBS). According to the securitisation framework, G-SIBs

follow the standards of the BCBS, and the BCBS revised the

securitisation framework in July 2016. In unison with the international

standards, the revision of the securitisation framework (amended to

include the alternative capital treatment for “simple, transparent and

comparable” securitisations) will become effective in Switzerland as of

January 1 2018.31 The elements of the revised securitisation framework

are as follows: revision of the hierarchy to reduce the reliance on external

ratings and to simplify and limit approaches; and incorporation of the

STC criteria (simplicity, transparency and comparability). According to

the latter case, STC criteria should assist counterparties in undertaking

their due diligence on securitisation that reduces the asymmetric

information problem and RWA and/or expected loss exposure through

credit risk transfer.32 Although the BCBS did not explicitly exclude

synthetic securitisation from the scope of the STC framework,33 “the

Committee is of the view that synthetic securitisation should not be the

scope of the STC framework for regulatory capital purposes”.34

Nevertheless, with the new securitisation framework, Swiss G-SIBs

should meet the revised hierarchy of approaches for traditional and

synthetic securitisation. Thus, synthetic securitisation will be subject to

the revised securitisation framework of the BCBS.

IN NEED OF A SYSTEMATIC IMPACT ANALYSIS

Although the total par value of synthetic securitisation exposures

purchased or retained for G-SIBs increased, especially for Credit Suisse,

the impact of capital relief remains questionable. Therefore, it would

be desirable to conduct a systematic impact analysis before the scope of

regulation is extended. Moreover, with new regulatory requirements

taking effect in 2018, Swiss G-SIBs should meet the revised standards

of the BCBS. Therefore, clear life cycle support for originators and

systematic due diligence for third parties will help to mitigate the credit

risks of such transactions, meet these standards and optimise the bank’s

balance sheet.
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