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Motivation

▶ Shadow banking creates money-like instruments in response to growing
demand from institutional investors (Gennaioli et al., 2013; Sunderam,
2015). It also allows banks to exploit regulatory arbitrage (Acharya et al.
2013, Irani et al. 2021).

▶ Much of the attention has been on shadow liabilities and their exposure to
run/roll-over risk. Less attention is devoted to the collateral backing the
production of shadow liabilities.

▶ Collateral quality matters as it affects the ability to recover liquidity at the
time of a run.

▶ Shadow banks perform maturity transformation as banks but with no
deposit franchise, no access to central banks’ liquidity and are funded by
highly responsive liabilities.
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Our laboratory: ABCP Market

“For the first time in more than 10 years, [ABCP] conduits were drawing liquidity
regularly to repay CP and participants were asking more questions surrounding
conduits’ assets”. Capital IQ, Nov. 20, 2008

▶ After reaching trillions of volume outstanding, in August 2007, the ABCP
market dropped by 35% in few months, because of concerns about mounting
delinquencies on sub-prime mortgages in their portfolio. Graph ABCP Market

▶ Severe losses affected the sponsoring banks providing liquidity and credit
facilities, with conduits’ assets brought back to their balance sheet.

▶ The cost of their liabilities increased, in almost a 1:1 relationship with policy
rates, from 1% to 5% between 2004 and 2007, but the market kept growing
in response to demand.

ABCP Rates and Fed rate Money Market Mutual Funds

How?
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This Paper - In A Nutshell

Term Spread
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Results Preview

1. Conduits reduce issuance and collateral acquisition in response to increase in
interest rates but the effect is muted when the demand for safe assets is strong.

▶ Additional tests: Difference-in-differences test to provide clean evidence of
the funding cost channel and policy shocks to mitigate endogeneity
concerns.

II. On the portfolio holdings, interest rate increase lead to a substitution between
high credit quality, short-term, liquid assets with riskier, long-term, illiquid assets,
such as MBS and CDO.

▶ Additional test: Link higher holdings of these assets and funding received
from the TAF liquidity facility in the immediate aftermath of the run.
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Results Preview

II.a Changes in ABCP Portfolios by Collateral Ratings:

⇒ Higher interest rates lead to lower % of AAA collateral, but the effect is muted
when controlling for the demand.

⇒ Higher interest rates lead to lower holdings of collateral AA and A, in favour of
collateral rated BBB and lower. The effect persists when controlling for demand.

II.b Changes in ABCP Portfolios by Collateral Types:

⇒ Higher interest rates leads to higher % of Consumer loans, CDO and MBS and
lower % of auto loans and Other. The effect persists when controlling for demand
(reducing concerns on supply effect).

Takeaway: ABCP conduits search for yield to compensate the higher funding
costs and meet the increasing demand for safe assets from investors.
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Data collection and Sample

New Dataset
A granular entity-based dataset of ABCP conduits on the USD market.

▶ Data from Capital IQ:
- ABCP Amount Outstanding - 20031m1 - 2007m3 (liabilities)
- Aggregate Financing Limit - 20031m1 - 2007m3 (assets)
- Net Collateral Entering (Collateral Purchased - Sold) - 20031m1 - 2007m3
- Portfolio Holdings by type and rating - 20041q2 - 2007q1
- Institutional features (rating, type of conduits, sponsor, liquidity providers)

▶ Final Sample:
- 74 ABCP conduits (funding structure) issuing on USD market
- 49 Sponsoring Banks
- Sample coverage: about 50% of the ABCP Market in 2007.

Institutional setting
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Amstel ABCP Conduit sponsored by ABN AMRO

Gallo and Casu Shadow Banking Interest rates and Search for Yield10 / 27



ABCP Net Issuance
OLS Regression:

∆log(ABCP)ijt = Fi + λt + β∆fed ratet + γ∆(Tbill − OIS)t + δXijt−1 + ϵijt (1)

Robust to: Time-varying conduit-level controls, macro controls, Rating FE, exclusion of
”new” players (after 2004).
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ABCP Net Issuance
Dynamic Panel Regression - Iterative bootstrap-based bias correction:

∆log(ABCP)ijt = Fi + λt + β∆fed ratet + γ∆(Tbill − OIS)t + δXijt−1 + ϵijt
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New Collateral

Netijt % = Fi + λt + β∆fed ratet + γ∆(Tbill − OIS)t + δXijt−1 + ϵijt

Re-estimated as dynamic panel, results are unchanged.Gallo and Casu Shadow Banking Interest rates and Search for Yield13 / 27



Changes in ABCP Portfolios by Collateral Ratings

∆ % Portfolio Holdingsijt = Fi + λt + β∆fed ratet + γ∆(Tbill − OIS)t + δXijt−1 + ϵijt (2)
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Changes in ABCP Portfolios by Collateral Types

∆ % Portfolio Holdingsijt = Fi + λt + β∆fed ratet + γ∆(Tbill − OIS)t + δXijt−1 + ϵijt
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ABCP Collateral and TAF Programme
▶ Established in December 2007, ended in March 2010.
▶ Only Depository Institutions were eligible.
▶ No. TAF loans = Proxy of sponsoring banks’ liquidity shortages.
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Additional test: Policy Shocks
Identification concern: exogeneity of interest rate changes.

Gallo and Casu Shadow Banking Interest rates and Search for Yield17 / 27



Testing for the Funding Constraints
Identification concern: disentangle demand and funding channel

▶ Shock: Fed decision to increase the rate in June 2004.
▶ Before the boom of securitization and raising of MMMFs demand.
▶ ABCP market is small, main collateral are receivables and auto laons.
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▶ Non-US-sponsored conduits have more funding constraints than
US-sponsored conduits as they have less access to US insured deposit base

(Ivashina et al. 2005).
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Difference-in-Differences Test

log(ABCP)ijt = α + Fi + βPOSTt + γUS Sponsori + λPOSTt · US Sponsori + ϵijt (3)

Gallo and Casu Shadow Banking Interest rates and Search for Yield19 / 27



Difference-in-Differences Test - Extended
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Additional test: High vs Low Term Spread
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Discussion

▶ Strong demand combined with market conditions imposing severe funding
constraints, lead to a search for yield outside the formal banking system,
with implications also for the stability of the regular banking system.

▶ Even in absence of regulatory arbitrage opportunity, collateral-based funding
markets still represent an alternative source of funding for banks, mostly
dependent on the demand for safe assets from institutional investors such as
MMMFs.

▶ Even if banking regulators impose costs on explicit liquidity/credit
guarantees granted to these structures, implicit guarantees could still be in
place for reputational concerns.

▶ The interplay between macro conditions and micro features is not new, but
still unexplored.
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ABCP Run

▶ In January 2007, USD ABCP amount outstanding accounted for $1.3
trillion. From 7.5% of the CP market in 1990 to 59.9% in 2007.

▶ Runs in August 2007 revealed the fragility of ABCP conduits due to their
rollover risk and leverage.

«
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USD ABCP Rates

▶ ABCP rates = fed rate + credit spread (short-term rating)
▶ ABCP rates higher than rates on Treasury bills with the same maturity
▶ ABCP rates are higher than CP rates. They include a premium for opacity

«
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Term Spread

▶ The term spread becomes smaller and smaller and then negative. «
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Money Market Mutual Funds
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▶ Insured deposit alternatives dominate institutional cash pools’ investment
portfolios relative to deposits.

▶ The principal reason for this is not search for yield, but search for principal
safety and liquidity (Pozsar, 2011). «
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ABCP Conduits

▶ Complex funding structure (SPV) set up by large banks as an
extension of their credit intermediation.

▶ Short term liabilities (ABCP) are issued to purchase medium-long
term assets from other financial institutions or large corporations.

▶ ”De-facto” banks: maturity, risk and liquidity transformation but
market-based and demand driven (MMFs).

▶ ABCP conduits are shadow entities because of unregistered liabilities
and anonymous assets

▶ They depend on the rating to access MMFs market. Rating agencies
”regulate” the conduits

▶ They fit the systemic-relevant definition of shadow banking entity as
they need an external risk absorbing capacity to operate - that creates
the links with banks.

«
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