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ABSTRACT

We explore whether transparency in banks’ securitization activities enhances loan quality. We take
advantage of a novel disclosure initiative introduced by the European Central Bank (ECB), which
requires, as of January 2013, banks that use their asset-backed securities (ABS) as collateral for
repurchase (repo) financing to report securitized loan characteristics and performance in a
standardized format. We find that securitized loans originated under the transparency regime are
of better quality with a lower default probability, a lower delinquent amount, fewer days in
delinquency and lower losses upon default. Additionally, banks with more intensive loan level
information collection and those operating under stronger market discipline experience greater
improvement in their loan quality under the new reporting standards. We show that our results
cannot be attributed to concurrent changes in the securitized loan market dynamics, banks’
strategic reporting incentives, regulatory initiatives or higher monitoring pressures in different
European countries. Overall, we demonstrate that greater transparency has real effects by
incentivizing banks to improve their credit practices.
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1. Introduction

Loan securitization is an important credit market practice that allows banks to diversify credit
risk and gain liquidity and offers borrowers easier access to credit (e.g., Shin [2009]). However,
securitization was blamed for playing a detrimental role in the 2008 global financial crisis by
giving rise to severe agency problems in loan underwriting, screening and monitoring (e.g., Keys
et al. [2010], Garmaise [2015]).! These agency problems were primarily attributed to structural
inefficiencies inherent in securitization, such as the complexity and opacity of securitized loan
portfolios.? In the aftermath of the crisis, regulators and investors called for greater transparency
in banks’ securitization activities, which would facilitate better assessment and pricing of banks’
risk-taking by credit market participants. However, whether transparency can have real effects on
a bank’s credit practices and risk-taking behavior by improving the quality of securitized loans has
yet to be empirically explored.

We attempt to address this question by taking advantage of the novel securitized loan level
reporting requirements introduced by the European Central Bank (ECB) for banks that borrow
from the ECB’s repurchase (repo) financing operations by collateralizing their asset-backed
securities (ABS). These securities are issued by banks’ off-balance-sheet special purpose entities
(SPEs) and are backed by mortgage, consumer, small- and medium-sized enterprise (SME) or auto

loans (namely, securitized loans).® From January 2013 onwards, banks that use their ABS for repo

! The US Senate report “Wall Street and the Financial Crisis: Anatomy of a Financial Collapse,” published on April
13, 2011, provides a detailed discussion of the drivers of the 2008 financial crisis.

2 See the consultation report “Transparency of structured finance products”, by the Technical Committee of the
International Organization in Securities Commissions, published in September 2009, and the report “Global Joint
Initiative to Restore Confidence in the Securitization Markets”, published on December 3, 2008.

3 To issue asset-backed securities (ABS), the bank (loan originator and servicer) structures an off-balance-sheet special
purpose entity (SPE) and transfers (sells) a loan portfolio to the SPE. These loans are the assets of the SPE. The SPE
uses the cash flows from the loans as collateral to issue new debt (i.e., ABS). These ABS are then either sold to
institutional investors or kept by the originating banks for liquidity purposes (e.g., to be used as collateral for repo
financing). For more details on the ABS securitization process, please see Section 2.1 and Appendix A.
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borrowing are required to quarterly report loan level information on the structure and performance
of their securitized loan portfolios in a detailed and standardized format set by the ECB. A bank
that fails to adhere to these new reporting requirements cannot borrow from the ECB’s repo
operations, which can be costly given the very low interest rates the ECB offers banks (ECB Euro
Money Survey [2012]). A third party agency, the European DataWarehouse (ED), administers the
data collection, monitoring and control process under the new reporting regime. Access to ED data
is open to banks, non-bank institutional investors, regulators and credit rating agencies. This
reporting initiative represents the first loan level disclosure for the portfolios of asset-backed
securities globally. The ECB’s primary objective for mandating this reporting system is to
facilitate better risk assessment in securitized transactions and to restore investor confidence in the
securitized loan market.

We expect that greater transparency in banks’ securitization activities will incentivize them to
issue and securitize better quality loans. Under the new reporting regime, banks are required to
quarterly report very detailed loan- and borrower-specific information. We presume that the
comprehensive and recurring information collection and reporting required by the new standards
will result in a greater information set being available to banks for making credit decisions. In turn,
this will enhance banks’ screening efforts and underwriting standards, leading to higher quality
loans relative to those issued under the pre-transparency regime. Further, we expect the new
reporting requirements to result in stronger market discipline. Detailed loan level disclosure should
assist investors and regulators in more accurately assessing the riskiness of securitized loan
portfolios. Moreover, these disclosures are standardized and will therefore allow these institutions
to compare credit standards and securitized loan performance across banks. This greater oversight

should further incentivize banks to issue better quality loans.



However, greater transparency may not result in higher loan quality. Over the past few years,
the ECB has relaxed its lending standards for banks participating in repo financing. Thus, these
banks may not feel pressured to improve their underwriting standards and decrease risk-taking.
Relatedly, since the participating banks are highly leveraged, they may not have sufficient
resources to be able to invest in training personnel and improving their monitoring and control
systems to utilize the large amount of information collected. Further, the inherent complexity of a
securitized credit structure may prevent investors from accurately assessing loan portfolio riskiness
even when loan performance measures are reported.

To test our research question, we employ data on the SME loan-backed securities reported to
the ED over the period from the first quarter of 2013 to the second quarter of 2014. The sample
covers 974,717 unique SME loans issued to 606,396 borrowers by 37 banks located in Italy, Spain,
Portugal, France, the Netherlands, Germany and Belgium. These loans were originated over the
period from 2009 through 2014 and securitized in 73 unique SME loan-backed ABS deals. We
focus on four primary loan performance metrics reported by participating banks —whether a loan
is in default, the amount of late loan principal and interest payments (delinquent amount), the
number of days that loan payments are delayed (days in delinquency) and the expected loss if the
borrower defaults on the loan (loss given default).

Supporting our hypothesis that transparency enhances loan quality, we find that securitized
loans originated under the transparency regime (transparency loans hereafter) are of higher quality
compared to previously issued loans, controlling for bank, loan and firm characteristics as well as
ABS deal fixed effects. More specifically, transparency loans experience a 2.01 percent lower
default probability than non-transparency loans do, which represents 28.71 percent of the mean

default probability of our sample loans. Transparency loans also experience 0.20 percent lower



delinquent amounts and 4.20 percent fewer days in delinquency, representing 21.73 percent and
23.52 percent of the respective mean values for the sample loans. Relative to non-transparency
loans, transparency loans are also expected to experience a 2.40 percent smaller loss given default,
which translates into 8.30 percent of the mean loss given default, further suggesting that the
reporting banks strengthen their loan screening standards under the transparency regime.

Note that employing ABS deal fixed effects helps us to alleviate, at least partially, the concern
that our results are driven by securitized loan market dynamics, such as changes in banks’ loan
issuance and securitization activities over time. We further address this concern by taking
advantage of the staggered adoption of the reporting requirements. We focus on loans issued by
banks that adopted the reporting standards in the first two quarters of 2013 and compare them to
loans originated over this period by non-reporting banks (i.e., banks that adopted the standards in
later quarters). We continue to find that transparency loans are of higher quality relative to loans
originated in the same period by non-reporting banks.

We also recognize the possibility that our results can be driven by the ECB’s closer monitoring
of its repo borrowers, not by its reporting requirements. To mitigate this concern, we limit our
sample to banks that used ECB repo borrowing prior to January 2013, since these banks were
already subject to ECB monitoring prior to the transparency regime. We continue to show a
significant quality improvement for loans originated under the transparency regime. These
analyses also alleviate the concern that banks strategically chose when to adopt the new standards,
as banks that borrowed from the ECB prior to the transparency regime were required to adopt the
new standards in the first quarter of 2013.

Next, we attempt to identify the channels through which reporting transparency affects

securitized loan quality. Consistent with our expectations that the comprehensive information



collection required by the ECB enhances banks’ screening efforts and underwriting standards, we
find that banks with more intensive loan level information collection on their borrowers experience
a greater improvement in the quality of loans originated under the transparency regime. We also
find that both the mandatory and voluntary information disclosure components contribute to the
improvement in loan quality. In addition, we present evidence supporting our prediction that the
effect of transparent reporting on loan quality is greater when market discipline is stronger. We
find that banks that operate under more intensive investor and regulatory oversight experience a
greater improvement in loan quality.

We further examine whether our results are affected by banks’ strategically selecting which
loans to securitize under the transparency regime. Banks may securitize better quality loans, while
retaining worse quality loans as non-securitized on the balance sheet. Also, banks may opt to
pledge their better performing ABS as repo collateral (i.e., ABS secured by better quality SME
loans). In such cases, bank’s credit riskiness should increase in the post-adoption period. However,
we find that banks experience a significant decrease in their credit riskiness, as reflected by their
lower credit default swap (CDS) spreads and bonds’ yield to maturity, suggesting that the new
standards incentivized banks to improve their underwriting standards and loan quality. We further
document that bond bid-ask spreads decrease in the transparency period, consistent with new bank
disclosures reducing investor information asymmetry regarding banks’ credit riskiness. Moreover,
we find that the effect of transparent reporting on bank credit riskiness and information asymmetry
varies with two channels through which transparency affects loan quality. We show a greater effect
of transparent reporting on CDS spreads, bond yields to maturity and bond bid-ask spreads when
banks’ information collection is more extensive and market discipline is stronger. Overall, these

analyses mitigate the concern that our findings are attributed to banks’ selection bias and further



support our inference that transparent reporting enhances bank credit practices.

Finally, we test whether the better securitized loan performance can be attributed to EU-wide
or national regulatory initiatives that may also incentivize banks to improve their securitized loan
quality. We find that our results are robust to controlling for these initiatives. We also show that
our results cannot be attributed to differences in supervisory pressures and scrutiny by international
authorities across European countries. Collectively, our additional analyses reinforce our
prediction that transparent reporting improves banks’ securitization practices.

Our paper contributes to the literature in several important ways. First, we expand the research
on agency costs in loan securitization, such as banks’ lower screening and monitoring efforts (e.g.,
Keys et al. [2010], Kara et al. [2015], Keys et al. [2012], Wang and Xia [2014]) and the
misreporting of borrowers’ information (Garmaise [2015], Demyanyk and Van Hemert [2011]).
We complement these studies by showing that greater transparency in banks’ securitized loan
portfolios can alleviate agency costs in structured finance.

Second, we contribute to the growing literature on the role of transparency in the banking
industry (e.g., Jordan et al. [2000], Beatty and Liao [2014], Bushman [2014], Acharya and Ryan
[2015], Kleymenova [2015]). In particular, we extend the studies that examine the role of
transparency in alleviating banks’ risk-taking behavior (e.g., Cordella and Yeyati [1998], Blum
[2002], Bushman and Smith [2003], Nier and Baumann [2006], Goldstein and Sapra [2013],
Bushman and Williams [2015]). We also add to recent studies that investigate how regulators can
discipline bank managers by introducing more transparent reporting standards (e.g., Freixas and
Laux [2011], Costello, Granja and Weber [2015]). Further, Granja [2014] shows that financial
statement disclosures promoted the stability and development of the 19" century state banking

system. Our contribution lies in showing a direct link between reporting transparency via loan



level disclosure and the quality of banks’ lending decisions.

Third, our paper is relevant to the research on the role of banks’ reporting in credit crises (e.g.,
Ryan [2008], Laux and Leuz [2010], Barth and Landsman [2010], Kothari and Lester [2012], Laux
[2012], Badertscher, Burks and Easton [2012], Bischof and Daske [2013], Bischof et al. [2015]).
We find that the transparent reporting of the characteristics and performance of asset-backed
securitizations can improve loan underwriting standards and discipline bank managers. We thus
provide important evidence on the real effects of disclosure, i.e., how transparency can alter
managerial decision making (e.g., Gigler et al. [2014], Kanodia and Sapra [2016)]).

Lastly, we contribute to the emerging literature on the role of transparency in improving
operational decisions and organizational performance (e.g., Christensen, Floyd and Maffett
[2014], Buell, Kim and Tsay [2015], Mohan, Buell and John [2015]). Taking advantage of the fact
that we can directly observe securitized loan performance, we are able to delineate two important
channels through which transparency leads to better credit practices. We show that both the
information collection and the market discipline channels are instrumental in ensuring higher loan

quality.

2. Securitization, the ECB loan level reporting initiative and hypotheses development

2.1 SME LOAN SECURITIZATIONS

SME loan securitization is a structured finance practice that allows banks to diversify and
transfer their SME credit risk exposures.* Securitization is administered through special purpose

entities (SPE) that are originated by banks. These entities pool a large portfolio of SME loans from

4 Based on European Commission guidelines, SMEs are firms with (i) fewer than 250 employees, and (ii) either annual
sales below EUR 50 million or total assets below EUR 43 million (the European Commission, “The New SME
Definition”, January 2005). Market participants in Europe usually refer to these guidelines to define the SME loan
market (Moody’s Investor Service, “European SME Asset-Backed Securities: A Guide”, October 14 2014).
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banks’ balance sheets (typically called securitized loans or assets) and use the cash flows from
these loans (i.e., the principal and interest payments) as collateral to issue new debt (typically
called asset-backed securities or ABS). Securitized loans are usually issued to highly leveraged
firms and are therefore costly for banks to hold on their balance sheets due to regulatory capital
requirements. However, certain ABS characteristics — most importantly diversification — hedge
ABS deals from borrowers’ idiosyncratic credit risks. For example, SME loan-backed ABS deals
include, on average, about 14,000 loans issued by 8,000 borrowers in different industries and
geographies, thus effectively diversifying portfolio risk exposure across these characteristics.®
Consequently, the majority of ABS tranches are highly rated (i.e., usually AAA or AA rated).5
Appendix A provides additional institutional details about the SME loan securitization process.
SME loan-backed ABS deals constitute the second largest securitization market in Europe (after
residential mortgage-backed securities) in terms of both the amounts outstanding and new
issuances (AFME Reports [2014]). Across Eurozone countries, banks in Portugal, Spain, Italy,
The Netherlands, Germany, Belgium, France and Greece are active in SME loan securitizations.
Prior to the financial crisis, a great portion of SME loan-backed ABS tranches were sold to
institutional investors, since the European securitization market was relatively liquid. Usually, the
senior highly rated tranches were sold to investors, while banks retained the most junior tranches.
However, following the collapse of the securitization markets in Europe in 2009, European banks

have retained the majority of these ABS deals (SIFMA Data Reports [2014]).” For example, over

5 This finding relies on the ABS deal data from the European Datawarehouse that we use in our analyses. SME ABS
deal size can reach a total of about 35,000 securitized loans (True Sale Initiative [2015]). Diversification can also refer
to loan characteristics, such as loan maturity and interest rate. The diversification criteria are clearly determined and
disclosed to investors upon ABS issuance.

6 At least one credit rating agency issues ratings for the ABS and assesses the riskiness of the securitized SME loan
pool based on certain criteria but without issuing individual SME loan ratings.

" SME loans are typically not sold on an individual basis but as part of a loan portfolio. As a result, in the post-crisis
period, banks have mostly chosen between retaining SME loans on their balance sheet or securitizing these loans and
retaining the respective ABS on their balance sheet.



the 2011-2013 period, the average SME loan-backed ABS retention by Eurozone banks remained
relatively stable at about 90 percent per year (AFME Data Reports [2014]). The annual SME loan
issuance in the Eurozone also remained stable in the post-crisis period, representing about 35
percent of total corporate loan issuance and 5 percent of banks’ total assets over the 2010-2014
period (European Statistical Warehouse).®

In the post-crisis era, the ECB has served as the primary investor in the majority of ABS deals
in the Eurozone and provided banks with a very important source of liquidity.® Specifically, banks
used their retained ABS as collateral for the ECB’s repurchase agreement (“repo”) financing, i.e.,
short-term borrowing collateralized by ABS. Importantly, the ECB lends very high amounts at
below market level interest rates for repo backed by ABS, making this facility a preferable source
of liquidity for Eurozone banks (European Money Market Survey [2012]; Moody’s Report on
European SME ABS Market Landscape [2015]).1° Although in this case securitization does not
facilitate the transfer of credit risk to investors, banks gain liquidity and reduce their credit risk

exposure by selling off low quality loans and then retaining higher rated SME loan-backed ABS.

2.2 AGENCY COSTS IN SECURITIZATION

Prior studies find that securitization gives rise to agency problems in loan underwriting and

& Despite the importance of SME lending in the EU, the data on SME loan issuance is relatively limited. We therefore
could not obtain data prior to 2010.

® Apart from ECB repo financing, banks could also rely on other national liquidity facilities by using their SME loan-
backed ABS (e.g., the FTPYME program in Spain, KfW’s SME ABS purchase program in Germany or the Euro
Secured Notes Issuer (ESNI) program by Banque de France). These national initiatives typically cannot meet all
banks’ liquidity needs due to the restrictions on eligible ABS characteristics or their limited resources (e.g., the ESNI
invested only about EUR2.3 billion in SME ABS in 2014; the FTPYME funds decreased by more than 50% during
the recent credit crisis). In contrast, ECB repo lending on SME securitizations is substantially cheaper and more
extensive and does not impose any restrictions on ABS portfolio characteristics.

10 In particular, the ECB allowed for a larger collateral base by (i) reducing the rating threshold for ABS from AAA
in 2010 to A- in 2011 and to BBB- in 2012, and (ii) reducing the ABS haircut in repo agreements (i.e., the difference
between market price and the ECB purchase price) from 15 percent on a AAA- to A-rated ABS in 2010 to 11 percent
in 2013. Moreover, the ECB implemented two consecutive 25 basis point interest rate reductions (in November and
December 2011) and extended financing with longer maturities.
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monitoring. In the years preceding the financial crisis, loan securitizations led to banks’ lowering
their credit standards as well as their screening and monitoring efforts (e.g., Keys et al. [2010],
Keys et al. [2012], Wang and Xia [2015]). There is also evidence that securitization caused the
mispricing of credit risk (e.g., Kara et al. [2015], Nadauld and Weisbach [2011], Ivashina and Sun
[2011]). Moreover, credit rating agencies underestimated the credit risk in asset-backed securities,
which further fueled the agency problems associated with securitization. Credit rating agencies’
failure to correctly assess the creditworthiness of securitized loan portfolios has been attributed, at
least partially, to their incentives to cater to clients, i.e., the originating banks and their SPEs (e.g.,
Benmelech and Dlugosz [2009]). Overall, this empirical evidence is consistent with theoretical
predictions that loan securitizations weaken banks’ incentives to conduct costly due diligence on
their borrowers ex ante and to efficiently monitor them ex post (Gorton and Pennacchi [1995]).1

The credit crisis that escalated in the US in 2008 and expanded to Europe in early 2009 revealed
structural inefficiencies in loan securitizations, causing investors to panic over hidden information
with respect to securitized loan quality and bank managers’ loan screening and monitoring
activities (Gorton [2008]). In particular, a lack of transparency in the ABS deals’ underlying loan
portfolio structure and quality caused lending counterparties to demand higher spreads and more
collateral, essentially freezing liquidity in the credit market and leaving the majority of the global
banking system effectively insolvent (e.g., Gorton and Metrick [2012]).

In the aftermath of the credit crisis, several institutions actively involved in the loan

securitization market created the Global Joint Initiative to promote market recovery and liquidity

1 Most of the aforementioned empirical studies explore mortgage securitizations. Our setting, SME loan
securitizations, resembles that of mortgage securitizations in that there is no reporting of the underlying securitized
loans by SPEs, borrowers are small and opaque and the underlying securitized loans are not rated by credit rating
agencies. Also, similar to mortgage securitizations, SME loans are securitized in full, and banks do not hold a residual
claim in the securitized loans on their balance sheets.
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(e.g., the Securities Industry and Financial Markets Association, the American Securitization
Forum, the European Securitization Forum). The Initiative’s steering committee identified the
demand for greater transparency as a catalyst for restoring market discipline and investors’
confidence. Detailed disclosure of securitization activities and loan underwriting decisions might
have deterred banks from excessive risk-taking behavior, since a transparent environment would
allow regulators to monitor banks more effectively and investors to price credit risk more
accurately (Goldstein and Sapra [2013]).

2.3 THE EUROPEAN CENTRAL BANK LOAN LEVEL REPORTING INITIATIVE

In line with the global call for greater transparency in loan securitizations, in 2013 the ECB
introduced the first ABS loan level reporting standards in Europe, requiring that banks disclose,
every quarter, granular data on ABS portfolio structure and performance. The primary goal of the
ECB’s initiative has been to revive the European loan securitization market and bring investors
back to it. The ECB argues that in the past “assessments of asset-backed securities have been
hampered by the lack of standardized, timely and accurate information on single loan exposure.”
The ECB thus posits that the loan level reporting initiative will help investors (and other third
parties) with their due diligence and the risk assessment of the ABS deals, and, ultimately, “greater
transparency will help to restore confidence in the securitization market.””*2

The ECB launched in December 2009 a technical group of banks, ECB representatives, non-
bank institutional investors and credit rating agencies to determine the requirements of the new
reporting standards and the design of the ABS loan level standardized data templates (Figure 1
provides a detailed illustration of the ECBs’ loan level reporting initiative timeline).

Standardization aimed to render securitized loan portfolio performance comparable across

12 More details on the ECB’s objective of introducing the new loan level ABS disclosure can be found at:
(https://www.ecb.europa.eu/paym/coll/loanlevel/html/index.en.html)
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different banks. In April 2011, the technical group first announced the reporting standards for SME
loan- and residential mortgage-backed ABS, to which banks participating in repo borrowing had
to adhere from January 2013. In the second half of 2013, loan level reporting was expanded to
other ABS classes —auto-, consumer loan-, credit-card- and lease-backed ABS. The ECB’s
decision to start the adoption of the new reporting requirements with SME loan- and residential
mortgage-backed ABS was driven, at least partially, by these ABS classes constituting the two
largest European securitization markets in terms of both the amount outstanding and new issuance
(AFME Data Report [2014]). In addition, SMEs are considered one of the most important drivers
of GDP growth in Europe (the European Commission’s 2013/2014 SME Performance Review).'®
The ECB expects the loan level reporting initiative to revive the loan securitization market and
bring back institutional investors, consequently increasing access to debt capital for SMEs.
Under the new standards, banks are required to report information on securitized loan
characteristics and performance (e.g., loss given default, expected default probability, actual
defaults and late payments) and to give a detailed description of the collateral backing individual
loans (e.g., collateral type, value and location). Moreover, banks report detailed characteristics of
the ABS pledged as repo collateral (e.g., seniority, amount outstanding, spread and maturity).
These data are categorized in mandatory fields that banks are required to disclose (e.qg., loss given
default, loan defaults and days in default) and optional fields (e.g., the borrower’s accounting
performance, the bank’s internal borrower rating and foreclosure costs). The classification of
mandatory and optional fields was determined by the ECB technical group based on the relative
importance (for investors) and the collection cost (for banks) of specific loan level information.

Loan level reporting is facilitated by the European Datawarehouse (ED). Launched in June

3 In particular, SMEs constitute over 99 percent of European companies and contribute 58 cents of every euro value
added in the EU business sector, employing about 70 percent of the European workforce.
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2012, the ED is the central repository of ABS loan level information that administers data
collection and compliance with ECB reporting standards. In addition, the ED performs data
consistency and accuracy checks for the reported data, such as testing for the inappropriate or
excessive use of missing variable values and examining significant deviations in key information
variables compared to previous submissions.*

The ECB allowed banks a nine-month transition period to improve their information collection
and fully comply with the mandatory information reporting requirements.'® If banks failed to
comply with the ECB’s standards after this “grace period”, they were to be excluded from the ECB
repo financing system, which could be costly given the low borrowing spreads the ECB offers
(ECB Euro Money Survey [2012]). Indeed, no bank has been rejected from repo financing due to
data misreporting since the initiation of the reporting standards.

As credit securitization specialists in two major Eurozone banks and ED representatives
conveyed in our discussions, prior to the adoption of the reporting requirements, some information
items had never been collected, while others had been kept in decentralized local branch reporting
systems or in hardcopy format, and thus had not been actively used by banks in their underwriting
and monitoring practices. New reporting requirements incentivized banks to significantly enhance
their information collection and processing practices.

As of June 2014, the ED covered loan level data on 719 ABS deals across almost all Eurozone

countries (491 mortgage-backed, 122 SME loan-backed and 76 auto loan-backed deals). ABS loan

14 ED’s analysts also reconcile the reported data with ABS Investor Reports to identify potential discrepancies that
may be related to submitted data quality issues. In terms of accuracy, ED checks for common data errors, such as
unconventional values, incorrect reporting and inconsistencies. The bank has to take immediate action on identified
errors. For more details, see the ED corporate presentation: https://feurodw.eu/wp-content/uploads/ED-Corp-
Presentation-Aprl5.pdf.

5 Thus, banks pledging ABS as collateral to the ECB had to fully comply with the new reporting standards by
September 2013. After the end of this period, data submission for new ABS must comply with the requirements as
soon as their loan level data reporting begins.
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level data has more than 110 institutional subscribers across Europe and the US.

2.4 HYPOTHESIS DEVELOPMENT

Greater transparency in banks’ securitization activities under the ECB’s reporting initiative is
likely to enhance their lending decisions. We hypothesize that securitized loans originated under
the transparency regime will be of better quality than previously issued and securitized loans,
primarily for two reasons. First, according to the new reporting standards, participating banks are
required to collect and quarterly report very detailed loan- and borrower-specific information;
failing to improve their reporting compliance over time leads to banks’ exiting the ECB repo
financing mechanism. We expect that the comprehensive information collection and recurring
reporting imposed by the ECB under the transparency regime will provide banks with a greater
amount of loan and borrower information on which they can rely in making lending decisions.
This will likely allow banks to enhance their screening efforts and underwriting standards. We
therefore expect the greater information collection required by the new reporting standards to result
in banks’ issuing and securitizing better quality loans.

Second, we expect the reporting initiative to increase market discipline, with greater investor
and regulatory oversight incentivizing banks to issue higher quality securitized loans. Detailed
disclosures at the loan level should allow these institutions to better assess the underlying risk of
the loan portfolio backing an ABS deal. Moreover, the standardization of loan level disclosures
will facilitate the comparison of underwriting standards and securitization activities across banks,
further helping investors and regulators to better evaluate banks’ credit practices.

Even though institutional investors do not currently actively purchase newly issued SME loan-
backed ABS, they are likely to intensively analyze and monitor them to better understand the

securitization practices of participating banks in anticipation of entering back into the market when
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the ECB decreases or ceases its heavily discounted repo financing. In addition, a significant
number of SME loan-backed ABS issued pre-crisis and purchased by institutional investors are
still outstanding over our sample period. Loan level information on SME loan-backed ABS should
provide investors with a useful benchmark in evaluating the riskiness of these deals. Furthermore,
investors are likely to monitor and analyze loan level reporting data to assess the overall riskiness
of participating banks. SME loans represent an economically significant asset that banks hold
(ECB European Statistical Warehouse Data Reports [2015]). The detailed data on the
characteristics and performance of SME loans should also provide investors with important insight
into the reporting banks’ overall underwriting and monitoring practices, thus helping them to
evaluate other loan types issued by these banks.

Although we expect that greater transparency will induce banks to issue better quality loans,
we recognize several factors that may confound our hypothesis. First, over the past few years, the
ECB has lowered credit standards in an effort to support highly leveraged banks (ECB Euro Money
Survey [2012]). Due to the ECB’s comparatively laxer standards, reporting banks may not be
incentivized to enhance loan quality. Second, the inherent complexity in securitized portfolio
structures may deter investors from effectively processing loan level information.® Third, greater
information collection on loan and borrower performance might not immediately translate to better
decisions by loan officers. To enhance credit decision quality, banks may also need to invest in
training personnel, improving their monitoring and control systems and potentially restructuring
loan divisions. Banks using ECB repo borrowing are highly leveraged or under severe liquidity

constraints and thus may not be able to make such investments upon adopting the new reporting

16 Indeed, Principia’s [2012] recent survey of structured finance investors reveals investors’ concerns with respect to
integrating and utilizing loan level data to achieve an efficient and consistent analysis of ABS deals. See Principia’s
Q4 2012 survey, “Trends in ABS, MBS & CDOs Loan Level & Collateral Performance Data,”
(http://www.ppllc.com/OurNews/Articles/Principia_ ABS_Loan_Level Performance Data Report.pdf).
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system. Moreover, even if banks do invest in credit quality enhancing activities, we may fail to
find an improvement in loan quality as a longer time period may be needed to implement the
changes in a bank's infrastructure. As a result, whether transparency in securitized loan portfolio

structure improves loan quality remains an open question.

3. Data sources and sample selection

We obtain our dataset on securitized SME loans from the ED. These loans were reported by
banks to the ED over the 2013Q1-2014Q2 period. The SME loan level reporting requirements
include 48 mandatory and 65 optional variables grouped in six categories: loan, ABS pool and
bank identifiers, borrower information (e.g., postcode, industry, segment) and financials (e.g.,
sales, net income, long-term debt), loan characteristics (e.g., size, maturity, purpose), loan interest
rate details (e.g., base rate, loan interest payment frequency) and loan performance information
(e.g., defaults, loan delinquent amount). While reporting data on borrowers’ accounting
performance is optional, the remaining categories include both mandatory and voluntary variables.

The ED securitized loan population covers 1,769,342 unique SME loans issued over the period
2000-2014 to 967,913 borrowers and securitized in 122 ABS deals by banks in Portugal, Spain,
France, Belgium, Italy, Germany and The Netherlands, i.e., all Eurozone countries active in SME
loan securitizations.!” The population of securitized SME loans includes 6,159,883 observations
at the loan-quarter level. We exclude 497,636 loans originated before 2009 to eliminate loans
originated over the credit bubble (we thus eliminate 43 ABS deals originated prior to 2009). This
sample selection criterion also allows us to hold relatively constant banks’ activities related to

SME loan issuance and ABS retention (see also Section 2.1 for a more detailed discussion), which

17 Our sample also does not include Greek banks, because as of 2011, ABS originated by these banks (including SME
loan-backed ABS) were downgraded to a junk bond level and are not eligible as collateral for ECB repo borrowing.
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are likely to affect the quality of loans in ABS deals.!® Moreover, we exclude 109,516 loans whose
originating bank name cannot be uniquely identified, 104,034 loans with a missing interest rate,
amount and/or maturity and 83,439 loans where the data recording date is after the loan maturity
date or before the loan start date.*® Our final sample includes 974,717 loans to 606,396 SMEs
issued by 37 banks and pooled in 73 ABS deals from 2009 to 2014 (i.e., 2,961,217 observations at
the loan-quarter level). Note that the sample selection criteria do not lead to exclusion from the
sample of any participating bank whose name we can uniquely identify. Panel A of Table 1
describes the sample selection process.

Panel B of Table 1 reports the distribution of borrowers and loans by country of origination and
reporting quarter. The majority of loans and borrowers come from banks in Spain, Italy and
Belgium, consistent with the banks in these countries significantly engaging in SME loan
securitizations. In Panel C, the distribution of ABS deals (SPEs) and banks by country of
origination and reporting quarter also yields interesting insights. The overall number of ABS deals
and banks tends to increase over time, consistent with the ECB’s looser credit standards allowing
banks easier access to repo financing over our sample period (ECB Euro Money Survey [2012]).
Moreover, banks in Southern European countries issue a higher number of relatively small ABS
deals compared to Northern European banks, which tend to issue fewer but larger deals. As some
banks had not completed their reporting by our data collection date, we observe a smaller number
of ABS deals and banks for the second quarter of 2014. Note that banks may not report loan level
data for the same ABS deals across all quarters, since banks do not require the same amount of

repo borrowing every quarter (i.e., they do not have to pledge the same amount of ABS as collateral

18 Including loans originated before 2009 in our final sample yields statistically stronger results (untabulated tests).
19 This information is missing primarily for loan entries over the grace period (the first three quarters of 2013), when
participating banks were not required to report all mandatory variables.
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to the ECB) or because some ABS may mature over our sample period.

4. Variable definitions and summary statistics

To examine the effect of reporting transparency on securitized loan quality, we use four loan
performance measures: (i) loan loss given default (Loss given default), (ii) the ratio of a borrower’s
late principal and interest payments to the loan balance outstanding (Delinquent amount), (iii) the
natural logarithm of the number of days a borrower delays interest and principal payments
(Number of days in delinquency), and (iv) an indicator variable reflecting whether a borrower
defaulted on the loan (Default). All variables are described in detail in Appendix B. Table 2 reports
the summary statistics for these measures. The mean probability of default (Default) is 7.00
percent. The mean delinquent amount to the current loan balance (Delinquent amount) is 0.92
percent and the mean natural logarithm of the number of days a borrower delays interest and
principal payments (Number of days in delinquency) is 0.17, i.e., 5 days. The low mean values for
the delinquent amount and the days in delinquency are driven by the low default rates for the
sample loans. Excluding well performing loans (i.e., loans with zero delinquencies or defaults),
the mean delinquent amount is 10.82 percent and the mean number of days in delinquency is 62
days (untabulated). The mean loss given default (Loss given default) is 29.00 percent.

We define transparency loans (Transparency loan) using an indicator variable reflecting
whether a loan’s origination date is after the quarter when the originating bank adopted the new
reporting standards.?® The mean value of Transparency loan is equal to 0.13, indicating that
thirteen percent of the sample loans were originated under the transparency regime. The vast

majority of the participating banks (i.e., 90 percent) adopted the reporting standards by the end of

20 In Section 5.3, we report robustness tests where we base Transparency loan on the release date of the new disclosure
requirements in April 2011.
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the second quarter of 2013 (untabulated). Next, we proxy for banks’ reporting practices and credit
environment, which likely affect the quality of the loans originated under the transparency regime.
First, we look at a bank’s information collection efforts. Under the new reporting standards, banks
must explain why a variable (mandatory and optional) is not reported using the following
classification: data are not collected because they are not required by the underwriting standards
(ND1), data are collected but not loaded in the reporting system (ND2), data are collected but
loaded in a separate system from the reporting one (ND3), data are collected but will only be
available in future quarters (ND4), data are not relevant at the present time (ND5) or data for
continuous variables are missing (ND Other). Our proxy for the extent of a bank’s information
collection with respect to a specific loan is the natural logarithm of the number of non-missing
variables by loan entry each quarter, i.e., the number of variables that do not fall into the above six
categories (Information collection). Similar proxies for information collection associated with
banks’ lending activities have been used in prior studies (e.g., Minnis and Sutherland [2015],
Lisowsky et al. [2015]). The mean value of the Information collection variable is 4.48, suggesting
that banks quarterly report, on average, 88 of the 113 variables per loan over our sample period.
Second, we proxy for investor and regulatory oversight on banks’ credit practices that likely
disciplines banks’ lending decisions. We presume that market discipline will be stronger when
these institutions have more information available to assess and compare similar lending decisions
across different ABS issuers. We posit that they will compare loan performance primarily across
loans issued over the same time period and to borrowers in the same industry and geographical
location. Thus, for each sample loan we identify its origination year, the two-digit zip code of the
borrowing firm and its industry. We then estimate the total number of loans issued to other

borrowers in the same year, industry and two-digit zip code (comparable loans), as reported by
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peer banks each quarter. Market discipline is the natural logarithm of the total number of
comparable loans reported by peer banks. The mean value of Market discipline is 3.99, reflecting
that, on average, peer banks report 142 comparable loans per quarter.

We also employ a battery of loan characteristics that prior studies have shown to affect loan
performance. Specifically, we proxy for loan riskiness by the interest rate (Interest rate) and an
indicator variable reflecting whether the loan is collateralized (Secured). We further control for
the time to maturity (Years to maturity), which is associated with the time-varying probability of
a borrower’s default (e.g., Rodriguez [1988]).2! We show that the mean interest rate for the loans
in our sample is 4.21 percent, while 60 percent of the sample loans are collateralized. The mean
natural logarithm of outstanding loan maturity is 1.18, which reflects 3.50 years to loan maturity.

In addition, we proxy for a bank’s screening effort upon origination and presume that screening
incentives are weaker for loans securitized upon origination, relative to loans that a bank
securitizes following origination, i.e., after retaining loan ownership at least for some time
(Bozanic, Loumioti and Vasvari [2015]). We proxy for the time to securitization using the ratio of
the loan balance outstanding upon securitization to the original loan amount (Securitized loan
amount). This ratio equals one if the loan is securitized upon origination (i.e., the bank originates
to securitize a loan), with lower values indicating a longer time period up to a loan’s securitization.
The mean value of the Securitized loan amount is 77.00 percent, suggesting that the majority of
our sample loans were securitized soon after their origination. Lastly, we control for relationship
loans (Lending relationship) that may exhibit better performance (e.g., Agarwal and Hauswald
[2010], Chang et al. [2014]). We define Lending relationship as an indicator variable that equals

one if the borrower has taken a loan from the same bank over the five-year period prior to the

2L In robustness tests (untabulated), we replace the time to maturity with the number of years since loan origination
scaled by the loan maturity in years or the number of years since loan origination; our results remain unchanged.
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current loan origination date. Thirty-six percent of the sample loans are issued to borrowers that

have prior lending relationships with their banks (Lending relationship).

5. Research design and empirical results
5.1 TRANSPARENT REPORTING AND SECURITIZED LOAN QUALITY
To examine the effect of reporting transparency on securitized loan quality, we employ an
ordinary least square (OLS) model where the dependent variable is one of the following
performance measures: Delinquent amount, Number of days in delinquency or Loss given default.
We also use a probabilistic model where the dependent variable is an indicator variable reflecting
whether a borrower defaulted on the loan (Default).
Loan performance = a +piTransparency loan +p Interest rate
+BsSecured +BsYears to maturity
+PsSecuritized loan amount +BeLending relationship
+Loan purpose FE +Loan type FE +Borrower type FE
+Borrower industry FE + Reporting quarter FE +ABS deal FE
(Model 1)
Our main independent variable of interest — Transparency loan — is equal to one if the loan
was originated after the bank initiated transparent loan level reporting, and zero otherwise. In line
with our prediction that transparency increases loan quality, we expect the coefficient on this
variable (B1) to be negative. We control for loan characteristics that can affect its ex-post
performance — Interest rate, Secured, Years to maturity, Securitized loan amount and Lending
relationship. We also include in the analyses loan purpose (operating, investing, financing, other),
loan type (term loan, revolving facility, other), borrower type (public company, limited company,
partnership, individual, other) and borrower industry (1-digit NACE [Nomenclature of Economic
Activities] classification) fixed effects. These fixed effects control for systematic variations in the

loan, borrower and industry characteristics that may affect loan performance. Moreover, we

control for reporting calendar quarter fixed effects to capture the variation in the reporting behavior
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of participating banks over time.

Importantly, we also include ABS deal fixed effects in our analyses, thus estimating the
variation in loan quality within the ABS deal (i.e., we estimate the performance of transparency
loans relative to other loans in the same ABS deal). This approach allows us to account for the
ABS deal’s structural features as well as the characteristics of the lending bank (in SME
securitizations, all loans in the deal are typically originated by the same bank) that are potentially
associated with loan quality. For example, different ABS deals may vary in their restrictiveness
with respect to the percentage of loans originated to risky borrowers. In addition, since sample
loans are usually securitized soon after their origination and due to the fact that we measure the
variation in loan quality within an ABS deal, ABS deal fixed effects also allow us to control for
variations in loan characteristics and quality over time.?? In all analyses, standard errors are
clustered at the ABS deal level.

Panel A of Table 3 reports the results of this test. Across all specifications, we find a negative
and significant coefficient on the Transparency loan variable, suggesting that transparency loans,
i.e., loans originated after the bank joined the transparent reporting initiative, are of better quality.
Specifically, transparency loans have a 2.01 percent lower default probability (Default) than non-
transparency loans do, which represents 28.71 percent of the mean default probability of our
sample loans. Transparency loans also experience 0.20 percent lower delinquent amounts
(Delinquent amount) and 4.20 percent fewer days in delinquency (Number of days in delinquency),
representing 21.73 percent and 23.52 percent of the respective mean values for the sample loans.
Relative to non-transparency loans, transparency loans are also expected to experience a 2.40

percent smaller loss given default (Loss given default), which translates into 8.30 percent of the

22 Controlling for bank fixed effects yields statistically and economically stronger results (untabulated).
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sample’s mean loss given default, further suggesting that participating banks strengthen their
underwriting standards under the new reporting regime.?

The coefficients on the control variables are also consistent with our expectations. Loans to
risky borrowers, as measured by loan spread (Interest rate) and collateralization (Secured),
experience a worse performance following issuance. In specification (IV), the negative coefficient
on Secured is in line with collateralized loans having a smaller loss given default. Loans with a
longer time to maturity experience a better performance (e.g., Rodriguez [1988]). The positive
coefficient on Securitized loan amount suggests that loans originated to be securitized are of low
quality, as they experience a higher amount of late loan payments and more days in delinquency.
Consistent with relationship lenders’ stronger due diligence, loans issued by these lenders have a
significantly stronger performance.

The results presented in Panel A of Table 3 are consistent with our hypothesis that reporting
transparency improves securitized loan quality. However, an important potential concern is the
possibility that our findings may be driven by changes in banks’ loan issuance and securitization
activities over time, which we may not sufficiently control for by using ABS deal fixed effects.
Thus, the negative coefficient on Transparency loan may be capturing an evolution in securitized
loan market dynamics that is unrelated to reporting transparency. To address this concern, we take
advantage of banks’ staggered adoption of ECB reporting standards. Eighty percent of our sample
banks initiated reporting in the first quarter of 2013, with about 90 percent of the sample banks
reporting by the end of the second quarter of 2013. Thus, we limit our sample to loans originated

in the first two quarters of 2013 and compare the performance of loans issued by transparent banks

23 We also analyze the effect of transparency on Delinquent amount and Number of days in delinquency when we
restrict our sample to non-performing loans. We continue to find a significant effect of transparency on these variables
(untabulated).
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and banks that have yet to adopt the new reporting standards (i.e., banks that accessed repo
financing in later quarters).

Panel B of Table 3 reports the results of these tests. Despite a significant reduction in the sample
size, we find that Transparency loan has a significant effect on three loan performance measures.
Loans originated in the first two quarters of 2013 by reporting banks experience a 0.90 percent
lower default probability, which represents 16.67 percent of the mean default probability for loans
originated in the first two quarters of 2013. The loans of reporting banks also have 0.10 percent
lower delinquency amounts and 3.00 percent fewer days in delinquency compared to loans issued
by non-reporting banks over the same period, which represents 20.00 percent and 19.00 percent of
the respective mean values for loans originated in the first two quarters of 2013. The lower
economic significance of Transparency loan in these analyses relative to that reported in our
primary specification can be explained, at least partially, by better controlling for the evolution in
the securitized loan market dynamics. However, the lower economic significance of the results can
also be attributed to banks’ information collection and processing being less developed in the first
two quarters of 2013 relative to subsequent periods. In unreported robustness tests, we restrict
these analyses to loans issued in the first quarter of 2013 and find that the results are unchanged.

Note that our results cannot be explained by early adopters’ being better performing banks.
Obtaining banks’ financials from CapitallQ, we find that relative to banks that initiated loan level
reporting in later quarters, banks adopting the new reporting standards in the first two quarters of
2013 had a significantly higher ratio of non-performing loans to total loans and a lower return on
assets, with no significant difference in loan loss provisions (untabulated). This evidence is
consistent with Fecht et al. [2015], who show that worse performing banks start utilizing repo

financing from central banks relatively earlier than their better performing peers.
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Another concern that we address is whether our findings can be driven by the ECB’s closer
monitoring, not by its reporting requirements. Banks that join the ECB repo financing system
potentially improve their screening efforts and underwriting standards due to the ECB’s closer
monitoring irrespective of whether they report loan level data. To alleviate this concern, we
identify banks that used ECB repo financing prior to January 2013, as they have already been
subject to ECB supervision prior to the initiation of the reporting requirements. By examining
banks’ disclosures in their annual reports and business press articles, we identify 24 sample banks
that borrowed from the ECB credit operations prior to the start of the transparent reporting
initiative (i.e., prior to January 2013). We re-estimate Model 1 for these banks and present the
results in Panel C of Table 3. We find that the coefficients on Transparency loan are significant in
all specifications and have an economically similar effect on loan performance relative to our
primary tests. Also, note that these analyses help to alleviate the concern that banks strategically
choose when to adopt the new standards, because banks that borrowed from the ECB prior to the
transparency regime were required to adopt the new standards in the first quarter of 2013.

Overall, the results presented in Panels B and C further support our prediction that greater
transparency in securitized loan portfolios improves banks’ credit standards and loan quality.

5.2 INFORMATION COLLECTION AND MARKET DISCIPLINE CHANNELS

5.2.1 The effect of information collection on loan quality

We next examine the channels through which transparency can lead to an improvement in credit
standards and loan quality. First, we focus on whether the comprehensive and recurring data
collection mandated by the ECB improves banks’ credit standards and screening efforts. The ideal
test would be to compare the loan- and borrower-specific information a bank collects prior to and

following the new reporting requirements. Then, controlling for other determinants of loan
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performance, if a bank with a higher increase in data collection under the ECB’s reporting
standards is found to have a stronger improvement in loan performance, we would infer that
enhanced data collection improves loan quality. However, banks’ data collection efforts prior to
the transparency initiative are not observable.

We thus examine whether the quality of transparency loans is stronger when the information
collection under the ECB’s reporting requirements is more extensive. We augment Model 1 with
Information collection and the interaction term between Transparency loan and Information
collection:

Loan performance = a +B1Transparency loan +pB2Information collection
+BsTransparency loan x Information collection
+Balnterest rate +BsSecured +PsYears to maturity
+B7Securitized loan amount +BgLending relationship
+Loan purpose FE +Loan type FE +Borrower type FE
+Borrower industry FE +Reporting quarter FE + ABS deal FE
(Model 2)

The variable of interest is the interaction term between Transparency loan and Information
collection. We predict a negative coefficient on this variable (33), suggesting that the effect of
transparency on loan quality is stronger when a bank’s information collection efforts are more
extensive. The loan performance measures, control variables and model specifications are similar
to Model 1. Panel A of Table 4 reports the results of these tests. We find a negative and significant
coefficient on Transparency loan x Information collection in three of the four specifications. Thus,
consistent with our expectations, banks with high loan level information collection on their

borrowers experience greater improvements in their securitized loan quality under the new

reporting regime.?* Economically, an interquartile increase in information collection further

24 Qur findings are unchanged when we redefine the Information collection variables as i) the total number of data
items reported by the bank and ii) the percentage of non-missing variable values reported per loan-quarter relative to
the total number of variables included in the reporting templates (untabulated).
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decreases the default probability of transparency loans by 1.00 percent, the percentage of late loan
payments by 0.09 percent and the late loan payment duration by 2.40 percent.?® These effects
represent 14.29 percent, 9.78 percent and 14.12 percent of the respective mean values for loan
default probability, loan delinquencies and late loan payment duration.

To alleviate the concern that our results are driven by banks’ strategic reporting, we re-estimate
the Information collection variable by eliminating non-reported variables related to loan
performance in all ND categories (e.g., loan renegotiations, loan renegotiation date, foreclosure
costs, cumulative loan recoveries). We expect that banks are more likely to exhibit reporting bias
for loan performance information. Our results are robust to this definition of the Information
collection variable (Panel B of Table 4).

In addition, we examine the missing variables classified as not collected because information
is not required by a bank’s underwriting standards (i.e., ND1). We presume that reporting bias is
likely to be lower when loan data are not reported due to banks’ loan underwriting standards
relative to when the data is collected but not reported (ND2 and ND3) or when the data are not
relevant at the present time (ND5). We augment Model 1 with Unreported — underwriting
standards, defined as the natural logarithm of the number of missing variables attributed to the
bank’s underwriting standards (i.e., ND1 classification), as well as its interaction term with
Transparency loan. As we report in Panel C of Table 4, we find a positive and significant
coefficient on the interaction term in most specifications, consistent with transparency having a
weaker effect on loan quality when the number of unreported variables is higher.

Lastly, we examine whether banks strategically use missing variable classifications to hide

% To interpret the coefficient in the interaction term of our probit model where the dependent variable is an indicator
variable reflecting whether the borrower defaulted on the loan, we compute the marginal effects using Buis’ (2010)
methodology, which is a variation of the Norton et al. [2004] methodology. The same applies to all probit models that
include an interaction term (in column 1 of Tables 5 and 11).
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weak loan performance. To exemplify, if banks want to delay the disclosure of information
variables regarding their poorly performing loans, they may report that these variables are not
loaded in the reporting system (ND2), are loaded in a different system (ND3) or are not applicable
at the present time (ND5). However, due to tight monitoring by the ED to ensure reporting
compliance on loan defaults and delinquencies, banks will eventually need to disclose these data.
Therefore, if banks strategically delay disclosures about their poorly performing loans by
classifying information variables as ND2, or ND3 or ND5, we should expect these unreported
variables to predict disclosure of defaults and delinquencies in the future. However, we find no
relation between the extent of the banks’ use of ND2, or ND3 or ND5 classifications and future
loan performance (untabulated), suggesting that it is unlikely that banks use missing variable
classifications to conceal bad loan quality.

5.2.2 Mandatory and voluntary information collection components

In the next set of analyses, we extend our information collection tests and examine the effect of
the mandatory and voluntary information components on securitized loan quality. Untabulated
summary statistics show that banks report on average about 42 of the 48 mandatory variables over
the grace period, and by 2013Q3 they fully comply with the reporting standards (i.e., report all 48
mandatory variables). In terms of voluntary disclosure, banks report, on average, about 42 of the
65 optional variables over our sample period, with significant variation in voluntary reporting
across banks (the number of voluntary data items reported ranges from 25 to 65).

We define Mandatory info collection (Voluntary info collection) as the natural logarithm of the
number of mandatory (voluntary) items reported for a loan in a respective quarter. We augment
Model 1 with Mandatory info collection, Voluntary info collection and their interaction terms with

Transparency loan. In Panel D of Table 4, we find negative and significant coefficients on
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Transparency loanxMandatory info collection (Transparency loanx Voluntary info collection) in
two (three) of the four specifications, consistent with both information disclosure components
contributing to the improvement in loan quality.?® An interquartile increase in mandatory
(voluntary) collection further decreases the percentage of late payments by 0.06 percent (0.05
percent) and the late loan payment duration by 1.30 percent (1.00 percent). These effects of
mandatory (voluntary) information collection represent 6.52 (5.43) percent and 7.65 (5.88) percent
of the respective mean values for loan delinquencies and late loan payment duration. Moreover,
an interquartile increase in voluntary information collection further decreases the default
probability by 0.40 percent, which represents 5.71 percent of the sample mean default probability.

Although the robustness tests for the Information collection analyses reported in Section 5.2.1
mitigate the concern regarding banks’ strategic reporting, we conduct an additional test specific to
the levels of banks’ mandatory (over the grace period) and voluntary information disclosures. We
examine whether the mandatory or voluntary reporting differ across bank and loan performance
characteristics, such as bank size, ROA, non-performing loans and leverage, as well as loan
defaults and delinquencies. More specifically, we compare information collection at the bank-
quarter level across high (upper quartile) and low (bottom quartile) performing banks, where bank
performance is measured based on the abovementioned bank characteristics. We find that the
extent of both mandatory and voluntary data reporting does not differ significantly with bank or
loan performance (untabulated).

5.2.3 The effect of market discipline on loan quality

An additional channel through which the transparency of the securitized loan portfolio can

% Note that the more significant effect of voluntary, relative to mandatory, information collection on loan quality is
likely due to the low variation in the number of mandatory data items reported across sample banks, as each of them
reports all mandatory data items by the end of the grace period.
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enhance loan quality is market discipline. To examine whether an improvement in loan quality is
greater when market discipline is stronger, we estimate Model 2 above, where we substitute the
Information collection variable with the Market discipline variable. We focus on the interaction
term between Transparency loan and Market discipline. We predict a negative coefficient on this
variable (B3), suggesting that the effect of transparency on loan quality is amplified when investor
and regulatory oversight is stronger.

We present the results of these tests in Table 5. The negative and significant coefficients on
Transparency loan x Market discipline in all specifications suggest that banks operating under
tighter oversight — when loan and securitization practices can be easily compared across banks —
experience a greater enhancement in loan quality under the transparency regime. More
specifically, an interquartile increase in market discipline further decreases the default probability
of transparency loans by approximately 0.40 percent, the percentage of late loan payments by 0.04
percent and the late loan payment duration in days by 2.00 percent. These effects represent 5.70
percent, 4.44 percent and 11.50 percent of the respective mean values for the loan default

probability, loan delinquencies and days in delinquency.?’

5.3 ROBUSTNESS ANALYSES
5.3.1 Redefining Transparency loan
We perform several robustness tests to provide additional credibility to our findings. First, we

examine whether our findings are sensitive to how we define the Transparency loan variable. In

27 Although these findings are consistent with our market discipline proposition, we acknowledge that they can also
be driven, at least partially, by banks’ learning (e.g., Sutherland [2015]). Banks may benefit from acquiring knowledge
about the loan practices and loan performance of other banks operating in their credit markets and reporting to the
ECB, thus improving their own screening and monitor processes. Moreover, increased transparency in banks’
securitization activities can also discipline credit rating agencies — an effect this paper does not explore. In a more
transparent reporting environment, credit rating agencies cannot cater to SPEs and their banks; thus, banks may be
pressured to securitize higher quality loans to obtain a certain credit rating. Unfortunately, we could not obtain ABS
rating data from the ED or public databases to test for this additional mechanism.
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our primary analyses presented in Tables 3 — 5, this variable is linked to a bank’s adoption of the
new standards, as information collection and market discipline channels through which
transparency is expected to affect loan quality become effective mostly after the adoption. As
indicated by credit securitization specialists and ED representatives, banks improved their
information collection mainly after the adoption of the reporting requirements.?® Consistent with
banks significantly enhancing information collection in the post-adoption period, we find a 13.70%
increase in the number of items reported over January 2013-June 2014 period (untabulated). With
respect to the market discipline channel, prior to banks’ adoption of the new requirements,
investors and regulators had no access to comprehensive, recurring and standardized loan level
disclosures and thus could not effectively monitor loan performance.?

In robustness tests, we redefine Transparency loan as taking the value of one after the
introduction of the new disclosure requirements, i.e., if the loan was originated after April 2011.
Thus in this specification, loans issued during the period from the release of the disclosure
requirements up to a bank’s adoption of the new standards, as well as loans issued following the
bank’s adoption of the standards, are classified as transparent. Our main findings and inferences
continue to hold (Panel A of Table 6). We supplement these analyses by additional tests that
directly examine the importance of banks’ adoption of the new reporting standards for loan quality.
In addition to redefining Transparency loan as in Panel A, for each bank we exclude from the
analyses all loans originated after it adopted the new reporting standards. Thus, in this modified

specification, only loans issued over the period from the release of the disclosure requirements and

28 This significant improvement in information collection after the adoption of the reporting standards can be explained
by the ECB allowing banks a 9-month grace period (January 2013-Septermber 2013) to comply with the new reporting
requirements, as well as banks continuing to consult with the ED regarding compliance with the new standards in the
second half of 2012.

25 Also note that some banks could not anticipate their repo borrowing needs in advance (potentially due to their
solid performance prior to 2013), and thus were not incentivized to improve their credit standards when the new
regulation was introduced.
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up to a bank’s adoption of the new standards are classified as transparent, with post-adoption loans
being excluded. As we report in Panel B of Table 6, while our findings generally hold, they are
significant at the 10% level in the Default and Delinquent amount specifications and lose their
significance in the Loss given default specification. Importantly, the economic effect of
transparency on loan quality decreases by almost 50% relative to that in our primary analyses
(presented in Panel A of Table 3).303!

Overall, these results suggest that while loan quality increased somewhat in the period when
banks were preparing for the adoption of the new reporting standards, the improvement in loan
quality that we document in our main analyses is driven primarily by the banks’ adoption of the
standards. This evidence is consistent with the importance of information collection and market
discipline channels for improving securitized loan quality.

5.3.2 Generalizability of our findings

We acknowledge that there is a concern that our findings based on the SME loan level reporting
may not generalize to other securitization classes. Although we do not have access to loan level
reporting data on these classes, within our sample of SME loans we attempt to identify loans that
have similar characteristics to residential/commercial mortgages, auto and consumer loans, which,
in addition to SME loan-backed securitizations, represent the largest ABS classes in Europe
(Association for Financial Markets in Europe [2015]). Specifically, we proxy for residential
mortgages by SME loans secured solely by residential buildings and land, for commercial

mortgages by SME loans secured solely by commercial/industrial buildings and land, for auto

%0 In untabulated analyses, we redefine Transparency loan based on the ED’s establishment date (June 2012) and
repeat these two tests. Our findings and inferences are unchanged.

31 We also examine the sensitivity of our results across the different pre-adoption periods; we exclude loans originated
prior to: i) December 2009, i.e., the formulation of the technical group by the ECB; ii) April 2011, i.e., the release of
the SME loan reporting requirements; iii) June 2012, i.e., the establishment of the ED. Our results are robust to these
different sample cutoffs, though the statistical and economic significance of some of them is lower (untabulated).
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loans by SME loans secured solely by vehicles (e.qg., trucks, cars) and for consumer loans by SME
loans issued to non-corporate SMEs (e.g., small family owned or personal businesses). We re-
estimate Model 1 for these loan categories and present our findings in Table 7. Despite the
substantial reduction in the sample size, we continue to find a significant coefficient on
Transparency loan in most specifications across all loan subcategories.®> We believe that this
evidence supports the generalizability of our main results to the overall loan securitization setting.

5.3.3 Additional robustness tests

We perform a number of additional analyses (untabulated). First, we further address the concern
that changes in banks’ lending and securitization activities may drive our results on improved loan
quality. While we report that SME loan issuance and securitization retention rates remain relatively
stable post 2009 for Eurozone banks (see Section 2.1), we test whether a similar trend also applies
for our sample banks. For a subsample of 16 participating banks with data available in the
European Bank Association (EBA) bank files, we collect information on SME loan holdings (the
data on SME loan issuances is not reported). To proxy for retained SME loan securitizations, we
use the original par value of SME loan-backed ABS retained and pledged as repo collateral by
participating banks (EBA does not cover retained SME loan-backed ABS deals). We find that
participating banks’ SME loan holdings and securitization retention rates do not differ significantly
over the pre- and post-transparency periods.

Second, we address a concern that the economic contraction in Eurozone countries may affect
banks’ securitization choices over our sample period and thus may affect loan quality. We proxy

for the periods of economic contraction by the country’s GDP growth in the quarter of the loan

32 This reduction is driven by eliminating loans with collateral that we cannot clearly classify and loans backed by
multiple asset types (e.g., trucks and industrial buildings).
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securitization (i.e., the quarter of ABS issuance). We then augment Model 1 with the GDP growth
variable and its interaction term with Transparency loan. We continue to find negative and
significant coefficients on Transparency loan, while the coefficients on the interaction term are
insignificant. Related, we verify that the effect of transparency on loan quality cannot be explained
by changes in banks’ risk exposures, which we proxy for by the changes in banks’ leverage ratio
(defined as the difference between this quarter’s leverage ratio minus the leverage ratio four
quarters earlier). We then compare the effect of transparency on the quality of loans originated by
banks that experienced a decrease or increase in their leverage. We find that the effect of
transparency on improving securitized loan quality is similar across both bank groups. We
document similar results when we compare banks that experience the highest increase (upper
quartile) and the highest decrease (bottom quartile) in leverage.

Lastly, we examine whether our results may be affected by banks’ strategically choosing when
to securitize loans during the quarter under the transparency regime, which could affect loan
quality (e.g., Dechow and Shakespeare [2009]). To alleviate this concern, we control for the timing
of loan securitization by augmenting Model 1 with an indicator that reflects whether a loan is
securitized within the last 10 days prior to a calendar quarter-end and its interaction with
Transparency loan. While we do find evidence that loans securitized at quarter-end exhibit a
somewhat worse performance, the main effect of Transparency loan continues to hold. In addition,
the coefficient of the interaction term is statistically insignificant across three of our four
specifications, suggesting that the effect of transparency on loan quality is largely unrelated to the
timing of loan securitizations.

5.4 TRANSPARENT REPORTING AND THE PERFORMANCE OF BANKS’ CREDIT
SECURITIES

Our primary tests rely on the loan performance in ABS pledged as collateral to the ECB by

34



reporting banks. Therefore, we recognize that our results may be affected by banks’ selectively
choosing which loans to securitize and include in these ABS deals. Specifically, banks may not
improve their loan quality, instead choosing to include their better quality loans in ABS deals, thus
leaving worse quality loans as non-securitized on the balance sheet. Also, banks may opt to use
their better performing ABS as repo collateral (i.e., ABS secured by better quality SME loans),
while not pledging their worse performing ABS to the ECB. Note that such strategic behavior is
unlikely: banks are incentivized to securitize their worse performing loans for ABS pledged as
collateral, because ECB lending standards for banks participating in repo financing are relatively
lax (e.g., Fecht et al. [2015]). However, to further mitigate this concern, we perform a number of
additional analyses that focus on the valuation of bank credit securities.

We first explore the effect of transparent reporting on investors’ assessment of banks’ credit
riskiness, as measured by credit default swap (CDS) spreads and bonds’ yield to maturity. On the
one hand, if banks choose to retain bad quality loans as non-securitized and to securitize better
quality ones, we should observe an increase in bank’s credit riskiness in the post-adoption period.>®
On the other hand, if the new reporting standards indeed incentivized banks to improve their
underwriting standards and loan quality, participating banks’ credit riskiness would decrease under
the transparency regime. Similarly, if banks strategically select which ABS to pledge as repo
collateral without enhancing their credit practices and underwriting standards, we should find no
evidence of a decrease in their credit riskiness under the transparency regime.

Obtaining data from the Markit database, we identify 11 banks in our sample with traded CDS

33 Banks typically securitize their worse quality loans and retain their better quality loans as non-securitized, so that
the bad quality loans would not be recognized as standalone loans on banks’ balance sheets but will be bundled under
a high rated ABS. Thus, the securitization decreases the bank credit risk. However, if following the introduction of
the new reporting requirements, banks change their securitization practices and choose to securitize their better quality
loans, while retaining worse quality loans as non-securitized, we should observe an increase in their credit riskiness
relative to the pre-transparency period.
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contracts in 2009-2014. We eliminate banks with low liquidity (i.e., less than four daily quotes on

average) due to potentially stale CDS prices. We estimate the following OLS model:

CDS spread = a +B1Post transparency +f2Controls +Quarter FE +Bank FE
(Model 3)

The dependent variable (CDS spread) is the one- or five-year spread on a bank’s traded CDS
contracts, averaged at the bank-quarter level. The main independent variable of interest is Post
transparency, which takes the value of one for every quarter following a bank’s first report to the
ECB, and zero otherwise. Control variables include the natural logarithm of banks’ total assets
(Size), the ratio of total liabilities to total assets (Leverage), cash to short-term borrowings and
deposits (Liquidity), the ratio of net income to total assets (ROA) and the ratio of loan loss
provisions to gross loans (Loan loss provisions). We control for quarter and bank fixed effects. We
cluster standard errors at the bank level 3

We present the results of the Model 3 estimation in columns 1 and 2 of Table 8, in Panel A. We
find negative coefficients on Post transparency for both the one- and five-year CDS spread
estimations, albeit at 10% significance level for the latter specification. Economically, after banks
adopt the reporting standards, the one- and five-year CDS spreads are lower by 0.47 percent and
0.55 percent, respectively, which, in turn, respectively represent 21.00 percent and 20.00 percent
of the average one- and five-year CDS spreads for reporting banks.

To better control for the effect of bank fundamentals on CDS spreads, we match reporting banks
with a sample of non-reporting banks with available CDS data (one-to-one matching) based on

bank size (total assets), return on assets (net income to total assets), leverage (total liabilities to

34 To alleviate the concern that our results are driven by small cluster bias (Angrist and Pischke [2009]), we also
estimate Model 3 with no clusters. The more conservative estimates for t-statistics are obtained when we cluster
standard errors; these are reported. The same applies to the Model 4 estimation.
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total assets), loan loss provisions (loan loss provisions to gross loans), liquidity (cash to short-term
borrowings and deposits) and country of incorporation.® We augment Model 3 with the Reporting
bank indicator variable, which takes the value of one for reporting banks and zero for the matched
banks. We then interact Reporting bank with Post transparency (for each control bank we assign
the first “artificial” reporting quarter as the first reporting quarter of its matched transparent bank).
We present the results of this estimation in columns 3 and 4 in Panel A of Table 8. The coefficient
on Reporting bank x Post transparency is negative and significant for the five-year CDS spread
specification (for the one-year CDS specification, the coefficient on the interaction term is negative
but insignificant). Relative to the control banks, the reporting banks experience five-year CDS
spreads that are lower by about 1.00 percent under the transparency regime. We acknowledge that
the documented improvement in CDS spreads may be driven by banks’ gaining access to ECB
repo financing, which decreases their riskiness. However, restricting our sample to banks that were
already receiving repo financing from the ECB prior to the initiation of their reporting (similar to
the sample employed in Panel C of Table 3) leaves our results unchanged (untabulated).

Next, we examine the effect of transparency on participating banks’ bond yield to maturity. We
obtain bond data for the 2009-2014 period from the Bloomberg database. We employ Model 3
above with the bond yield to maturity as the dependent variable, averaged at the bond-quarter level.
We add additional controls for the following bond characteristics: the natural logarithm of bond
par value in $million (Bond offering balance), the natural logarithm of bond maturity in years
(Bond maturity), an indicator variable equal to one if the bond is secured (Secured bond), and the
natural logarithm of the number of bond trades in a given quarter (Bond liquidity).

We present the results of these tests in Panel B of Table 8 (column 1). We find a negative

35 We use the values of the matching variables reported for fiscal year 2012, i.e., the year before the implementation
of the new reporting standards. We obtain banks’ financials from Bankscope.
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coefficient on Post transparency. Economically, the bond yield to maturity is lower by about 0.36
percent after banks adopt the reporting standards, which represents 13.00 percent of the mean bond
yield to maturity. We also perform the analyses for the matched sample of bonds by non-reporting
banks, further matched on the bond offering amount, maturity, liquidity and whether a bond is
secured. In line with our CDS tests, we also augment our model with the Reporting bank and
Reporting bank x Post transparency variables and estimate it for the sample of both reporting and
control banks. Supporting the participating bank sample results, the coefficient on Reporting
bank x Post transparency is negative and significant (column 2). Relative to the bonds issued by
the control banks, the bonds issued by the reporting banks have a lower bond yield to maturity by
about 2.90 percent under the transparency regime.

The lower CDS spreads and bond yield to maturity under the transparency regime are consistent
with transparent reporting enhancing banks’ credit practices. To further corroborate these results,
we examine whether the effect of transparency varies with the extent of participating banks’
information collection and market discipline. We expect transparent reporting to have a greater
effect on the credit riskiness of banks with more extensive information collection and stronger
market discipline, as we document that greater information collection and market discipline
amplifies transparency’s positive effect on bank credit practices.

With respect to information collection, we augment Model 3 with two indicator variables, Post
transparency_High Information collection and Post transparency_ Low Information collection, to
reflect the extent of a bank’s information collection under the transparency regime. Post
transparency_High Information collection (Post transparency_Low Information collection) takes
the value of one if the bank’s information collection in a given quarter in the post-transparency

regime is above (below) the sample median, zero otherwise. We employ a similar research design
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to test for the effect of market discipline on credit securities valuations. Post transparency _High
Market discipline (Post transparency_Low Market discipline) takes the value of one if a bank’s
market discipline in a given quarter in the post-transparency regime is above (below) the sample
median, zero otherwise. We perform these tests for the sample of participating banks and report
them in Panel C of Table 8. Consistent with our predictions, in most specifications across CDS
and bond securities, the coefficient on Post transparency_High Information collection (Post
transparency_High Market discipline) is significantly higher than that on Post transparency_Low
Information collection (Post transparency_Low Market discipline). Overall, the results presented
in Panels A to C of Table 8 indicate that it is unlikely that the effect of transparent reporting on
loan quality can be attributed to banks’ strategic behavior.

We supplement CDS spread and bond yield analyses by examining bond bid-ask spreads under
the transparency regime (we do not have access to CDS bid-ask spread data). We predict that by
offering investors access to previously unobservable securitized loan level characteristics and
performance data, transparent reporting improves investors’ understanding of banks’ loan
underwriting and securitization practices. We thus expect to observe a decrease in investors’
information uncertainty/asymmetry regarding banks’ credit riskiness under the transparency
regime. We employ Model 3 with bond bid-ask spreads as the dependent variable and report our
findings in Panel D of Table 8. We find a substantial decrease in the bond bid-ask spreads in the
transparency period for the sample of participating banks as well as the matched sample (columns
1 and 2, respectively). For the former sample, bid-ask spreads are lower by about 0.17 percent
after banks adopt the reporting standards, which represents around 26.00 percent of the sample
mean. Relative to the bonds issued by the control banks, the bonds issued by the reporting banks

have lower bid-ask spreads by about 0.13 percent under the transparency regime.
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We also examine how the effect of transparency on information uncertainty/asymmetry varies
with the two channels through which we expect transparency to affect loan quality. We report
these analyses for the sample of participating banks in columns 3 and 4. We find that the coefficient
on Post transparency_High Information collection is significantly higher than that on Post
transparency_Low Information collection, although we do not find significant results for the
market discipline channel. Overall, we view bond bid-ask spread tests as further supporting our
inference that transparent reporting incentivized banks to improve their loan quality and
underwriting standards.

In the last set of analyses (untabulated), we complement our tests by exploring the loan portfolio
quality of reporting banks under the transparency regime. If banks strategically choose to retain
bad quality loans as non-securitized and to securitize better quality ones, we should observe a
deterioration in their loan portfolio quality. We examine the effect of transparency on loan loss
provisions (loan loss provisions to gross loans) and loan impairments (non-performing and
impaired loans to gross loans) at the bank-quarter level using data from Capital 1Q. For 13
reporting banks with complete quarterly financial data, we employ Model 3 above with the loan
loss provisions ratio and loan impairments as the dependent variables. We do not observe a
decrease in loan portfolio quality for the sample of participating banks, and even find that it
improves when we analyze the matched sample of participating and control banks. This evidence
further mitigates the concern that the effect of transparency on loan quality that we document can
be attributed to banks’ strategic choices in response to new reporting requirements.

5.5 ADDRESSING THE REGULATORY AND MONITORING ENVIRONMENT

We further explore whether the results in our primary analysis may be affected by EU-wide or

national regulatory changes in accounting for securitization risk and in reporting securitized
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transactions that took place during our sample period. In the aftermath of the financial crisis, there
was a wave of new European Directives and Regulations aimed at restricting securitization
stakeholders (e.g., banks, insurance companies that insure securitized deals and that also invest in
them) from engaging in excessive credit risk-taking. For example, effective from January 1 2014,
CRD IV (Regulation 575/2013/EU — Capital Requirements Regulation) introduced more stringent
requirements: banks have to retain a higher share of their securitized deals and calculate risk
provisions in their securitized positions for capital adequacy compliance purposes. This regulation
seeks to encourage banks to create significantly larger provisions for securitized debt. Relatedly,
certain regulations might have increased the transparency of securitized loan deals. Effective from
September 2009, Regulation 1060/2009/EC required credit rating agencies to disclose more details
of their standardized credit rating methodology and processes.>®

Furthermore, European countries follow different practices in recording and tracking
information about loan securitizations. For example, Spanish banks collect and report more
detailed and standardized securitized loan data as required by national regulations on securitized
products (Moody’s Investor Services [2015]). Further, in the first quarter of 2013, the Dutch
Securitization Forum introduced standardized documentation for ABS transactions. To the extent
that standardized documentation allows investors to better assess and compare the quality of the
loans in the portfolio, banks could feel pressured to improve their securitized loan quality.

To address the concern that our findings of higher loan quality may be attributed to the

36 We further review changes in IFRS that occurred over our sample period and may have incentivized banks to
originate better quality ABS deals. Specifically, the introduction of IFRS 10 homogenized and clarified the guidelines
for financial statement consolidations, imposing certain rules for consolidating controlled entities. In addition, IFRS
12 improved the disclosure requirements for a firm’s special relationships with other entities and importantly with
their “off-balance-sheet vehicles.” Both standards became effective in January 2013. While these accounting standards
improved the transparency and accounting recognition of banks’ off-balance-sheet ABS deals, such accounting
changes are unlikely to affect the results of our primary analyses because the ABS used for repo financing by our
sample banks are already recognized on banks’ balance sheets.
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aforementioned regulatory changes, we limit our sample to loans originated over the 2011Q1—
2013Q3 period. Most major regulatory changes had taken place prior to the beginning of this
period and CRD IV went into effect after it. We further exclude loans originated by Spanish banks,
since Spanish ABS issuers followed high securitized loan reporting standards prior to the ECB
loan level reporting initiative. We also exclude loans originated by banks in the Netherlands, since
the introduction of the ABS trade documentation took place during the same quarter as the
adoption of the new ECB reporting standards. Table 9 reports these analyses. Our findings are
consistent with those reported in the primary tests. Transparency loans have a lower default
probability, a shorter duration of late payments and a smaller loss given default.

In the next set of analyses, we examine whether our results can be explained by differences in
supervisory pressures and scrutiny by international authorities across the sample countries. For
example, Spain and Portugal have entered Economic and Financial Assistance Programmes in
2011 and 2012, respectively, under which fiscal developments and national banks’ stability have
been under close international scrutiny. Thus, in these countries, the improvement in loan quality
that we document may be attributed to banks’ tightening their lending standards under greater
uncertainty over their countries’ long-term financial stability (e.g., Becker and Ivashina [2014]).

To alleviate the concern that our findings may be driven by supervisory pressures and the
scrutiny of international authorities, we add to the analyses a control variable for the long-term
financial stability of the country where a participating bank is domiciled. We presume that lower
financial stability is associated with banks’ tighter monitoring and scrutiny. We capture the extent
of financial stability with the average 10-year government bond interest rate at the quarter of loan
origination (Financial stability), with higher rates indicating lower stability. We obtain data on

national governments’ debt interest rate from the ECB Statistical Data Warehouse. We then
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augment Model 1 with the Financial stability variable and an interaction term between
Transparency loan and Financial stability. In these analyses, we also restrict our sample to loans
originated after the first quarter of 2011 (i.e., the quarter when the first country in our sample —
Portugal — received rescue funds from the European authorities and the IMF). To the extent that
supervisory pressures and scrutiny by international authorities drive our results, the improvement
in credit standards will primarily be prevalent when a country’s financial stability is low.

As reported in Table 10, we continue to find a negative and significant coefficient on
Transparency loan for all performance measures, suggesting that our findings cannot be attributed
to the difference in banks’ monitoring scrutiny. At the same time, the coefficients on the interaction
terms indicate that the effect of transparency on the probability of a borrower’s defaulting on a
loan and the duration of loan delinquencies is higher when financial stability is low, consistent

with banks’ greater scrutiny enhancing the effect of transparency on loan quality.

6. Conclusion

We explore whether greater transparency in securitized loan activities can alleviate banks’ risk-
taking behavior and improve their credit standards. To address this question, we take advantage of
the securitized loan level reporting requirements introduced by the European Central Bank (ECB)
for banks that access the ECB repurchase (repo) financing operations using their asset-backed
securities as collateral. Starting from January 2013, these banks were required to report quarterly
information about the structure and performance of the securitized loan portfolios in a detailed and
standardized format that has been predetermined by the ECB. We find that loans originated under
the transparency regime are of better quality in terms of their default probability, loss given default,
delinquencies and late principal and interest payments. Delineating the channels that likely explain

the positive association between transparent reporting and loan quality, we find that banks with
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more comprehensive loan level information collection, as well as those operating under tighter
market oversight, experience a greater improvement in loan quality.

We supplement these findings by showing participating banks’ lower CDS spreads and bond
yields to maturity and lower bond bid-ask spreads under the transparency regime, supporting the
positive effect of the new reporting standards on banks’ loan underwriting and securitization
practices. We also find that the effect of transparent reporting on banks’ credit securities is stronger
for banks that experience greater information collection and stronger market discipline under the
new reporting requirements, further reinforcing the importance of these two channels through
which transparency leads to better credit standards.

Our findings indicate that the well-documented agency costs inherent in securitization can be
alleviated by increasing transparency. Specifically, we show that transparency can be an effective
incentive for banks to reduce their risk-taking behavior in loan securitizations. These results are
particularly important in light of forthcoming changes to the disclosure requirements for ABS deals
in the European Union, requiring European banks to disclose loan level information for all their
asset-backed securitizations starting from 2017. However, the findings in our paper need to be
interpreted with caution, as the economic benefits of transparency may not outweigh its costs. By
reducing risk-taking behavior under the transparency regime, banks potentially restrict financing
to highly leveraged companies. Indeed, securitization helps companies under liquidity constraints
to restructure and avoid bankruptcy (e.g., Shivdasani and Wang [2011]). In addition, increasing
transparency in banks’ credit decisions, i.e., requiring them to disclose private information about
their borrowers, may reduce banks’ returns from lending activities, thereby further decreasing
credit availability to borrowers (e.g., Dang et al. [2014]). More research is required to understand

the costs of greater transparency in the securitization markets.
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APPENDIX A

The SME loan securitization process

SPE/ABS issuer
Assets Liabilities Institutional
- investors
SME Loan A Senior
ABS
Loans
Junior
ME L B
S oan ABS
Subordinated Originating
bank

*  Credit rating agencies
* Investors’ trustee

The key steps in the SME loan securitization process are summarized as follows:

The bank (“originator™) creates an off-balance-sheet special purpose entity (SPE) and sells its
SME loans to this SPE. The SPE uses the principal and interest payments of these loans as
collateral to issue new senior, junior and subordinated securities (asset-backed securities or
ABS). These ABS are subsequently sold to institutional investors or are purchased by the
originator and retained on its balance sheet to be used as repo collateral. The securitized SME
loan portfolio is static, suggesting that the bank cannot manage the portfolio over time by
discretionarily changing its structure.

At least one credit rating agency issues ratings for the ABS tranches and assesses the riskiness
of the securitized SME loan pool based on certain criteria but without issuing individual SME
loan ratings. The assessment of SME loan portfolio quality relies on the type and amount of
each loan’s collateral, loan characteristics (e.g., interest rate, seniority and maturity), loan
performance and portfolio diversification in terms of borrower industry and geography. Credit
rating agencies further rely on internal bank ratings (when available), macroeconomic forecasts
for borrowers’ country and industry, and the bank’s credit underwriting policies. Credit rating
agencies issue ratings at ABS issuance and continue to evaluate the deal’s creditworthiness and
update the rating, if needed, over the life of the SPE.

ABS credit ratings are higher than the average credit quality of the SME securitized loans,
primarily due to portfolio diversification across borrower characteristics (e.g., industry,
geography, borrower concentration in the SPE loan portfolio) and loan characteristics (e.g.,
loan maturity, interest rate) as well as other credit enhancement criteria (e.g., pledging a greater
amount of loans as collateral relative to the value of ABS issued [overcollateralization] and
requiring the average loan spread to be significantly higher than the ABS spread [interest
coverage]). These features hedge the performance of the ABS against credit risk deterioration
and potential losses in the underlying securitized loan portfolio, keeping the SPEs solvent and
making ABS tranches less risky than the individual loans used as collateral.
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The originating bank is usually responsible for servicing (i.e., collecting loan payments) and
tracking the performance of the securitized loan portfolio. Servicing banks are also required
every quarter to collect information on the total ABS and portfolio balance outstanding, the
number of defaulted loans, cash inflows and payments to noteholders and aggregate portfolio
characteristics and performance.

The servicer reports this information to the investor’s trustee (usually a large investment bank),
which is responsible for estimating whether the SPE is in compliance with the diversification
and the other credit enhancement criteria and preparing quarterly investor reports. Importantly,
loan level characteristics and performance information are not disclosed to investors.
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APPENDIX B
Variable definitions

Variable

Definition

Loan performance

Default

Delinquent amount

Number of days in delinquency

Loss given default

Transparency characteristics

Transparency loan

Information collection

Mandatory information
collection

Voluntary information
collection

Unreported — underwriting
standards

Market discipline

Loan characteristics

Years to maturity

Interest rate

An indicator variable equal to one if the borrower has defaulted on the loan,
and zero otherwise.

The amount of delayed principal and interest payments to the total loan
balance outstanding.

The natural logarithm of the number of days the borrower delays loan
principal or interest payments. If the number of days in delinquency is zero,
then the value of the variable is also zero.

Percentage of the loan balance outstanding that the bank will lose during the
recovery process if the borrower defaults on the loan.

An indicator variable equal to one if the loan was originated after the bank
adopted the ECB loan level reporting standards, and zero otherwise.

The natural logarithm of the non-missing variable values by loan entry
reported to the ED. A variable is deemed missing if the bank codes it as “data
not collected because they are not required by the underwriting standards”
(ND1), “data are collected but not loaded to the reporting system” (ND2),
“data are collected but loaded in a separate system from the reporting one”
(ND3), “data are collected but will only be available in future quarters”
(ND4), “data are not relevant at the present time” (ND5) or data for
continuous variables are missing (ND Other).

The natural logarithm of the non-missing mandatory variables by loan entry
reported to the ED. See the definition of Information collection for the
detailed description of missing variables.

The natural logarithm of the non-missing optional variables by loan entry
reported to the ED. See the definition of Information collection for the
detailed description of missing variables.

The natural logarithm of the number of missing variables attributed to the
bank’s underwriting standards (ND1). If the number of ND1 classifications
used by loan entry is zero, then the value of the variable is also zero.

The natural logarithm of the number of comparable loans that peer banks
report in a quarter. Comparable loans are loans issued in the same 2-digit
borrower’s post code, in the NACE borrower’s industry and in the same year.

The natural logarithm of the number of years remaining until the loan
matures.

Percentage points of the loan interest rate.
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APPENDIX B (Continued)
Securitized loan amount Securitized loan amount to the total loan original amount.

An indicator variable equal to one if the loan is collateralized, and zero

Secured .
otherwise.

An indicator variable equal to one if the borrower has borrowed at least once

Lending relationship over the past five years from the same bank, and zero otherwise.

Bank performance

1-yr CDS spread Spread on a one-year CDS contract at the bank-quarter level.
5-yr CDS spread Spread on a five-year CDS contract at the bank-quarter level.
Bond yield to maturity Bond yield to maturity, averaged at the bond-quarter level.

The difference between the bond bid and ask price, averaged at the bond-

Bond bid-ask spread
quarter level.
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FIGURE 1. Timeline of the ECB’s ABS Loan level Initiative

ECB forms a technical Disclosure .
group to determine the requirements for SME European Loa_n—level reporting
requirements of the new loan securitizations are DataWarehouse ~ begins for SME loan
reporting standards announced is established securitizations
Dec 2009 Apr 2011 Jun 2012 Jan 2013
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TABLE 1

Sample selection and distribution

Panel A: Sample selection
Observations at the

Loans Borrowers SPEs loan-quarter level
SME loans reported to the ED over 2013Q1-2014Q2 1,769,342 967,913 122 6,159,883
Less:
SME loans originated prior to 2009 497,636 263,173 43 2,314,113
Ambiguous bank name 109,516 45,706 6 271,203
Missing interest rate, loan amount and/or maturity 104,034 30,303 0 448,527
Recording date is after loan maturity date or before loan
start date 83,439 22,335 0 164,823
Total 974,717 606,396 73 2,961,217

Panel B: Number of loans and SME borrowers by country-reporting quarter
Reporting Quarter

201301 201302 2013Q3 201304 201401 201402
Country #lLoans #SMEs  #Loans #SMEs  #Loans #SMEs  #Loans #SMEs #Loans #SMEs #lLoans #SMEs
Spain 33,866 30,466 126,645 115,132 121,466 110,750 230,164 195485 219,567 192,781 100,374 95,748
Italy 105,618 95,154 104,092 95,056 103,342 93,639 86,699 79,280 79,058 71,969 36,763 33,424
Portugal 6,901 6,260 25,354 18,772 28,124 20,826 7,561 6,894 51,868 22,049 - -
Germany - - - - - - - - 16,989 9,869 13,570 8,638
Belgium 147,815 82,140 150,433 82,920 150,349 81,925 158,414 88,088 174,589 104,000 175,865 104,099
France 63,943 51,335 72,786 55,445 70,788 56,565 89,213 47,368 111,714 30,212 58,366 29,037
Netherlands 9,444 7,528 7,801 6,863 7,477 6,569 7,213 6,336 6,986 6,143 - -
Total 367,587 272,883 487,111 374,188 481,546 370,274 579,264 423,451 660,771 437,023 384,938 270,946
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TABLE 1 —Continued

Panel C: Number of banks and ABS deals by country-reporting quarter

Reporting Quarter

201301 2013Q2 201303 201304 2014Q1 2014Q2
Country #SPEs  #Banks  #SPEs  #Banks #SPEs #Banks #SPEs #Banks #SPEs  #Banks  #SPEs  #Banks
Spain 9 6 18 7 17 7 31 10 30 10 9 6
Italy 15 12 16 12 18 14 20 16 17 16 4 4
Portugal 2 2 2 2 3 3 6 4 7 4 - -
Germany - - - - - - - - 3 3 1 1
Belgium 3 3 3 3 2 2 3 3 3 3 3 3
France 4 4 4 4 4 4 4 4 4 4 3 3
Netherlands 3 3 1 1 2 2 2 2 2 2 - -
Total 36 30 44 29 46 32 66 39 66 42 20 17

This table reports the sample selection procedure (Panel A), the distribution of borrowers and loans by country of origination and reporting quarter (Panel B) and
the distribution of ABS deals (SPESs) and banks by country of origination and reporting quarter (Panel C).
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TABLE 2

Summary statistics

Obs. Mean SD Median
Loan performance
Default 2,961,217 0.07 0.25 0.00
Delinquent amount (%) 2,961,217 0.92 3.70 0.00
Number of days in delinquency 2,961,217 0.17 0.83 0.00
Loss given default 2,961,217 0.29 0.21 0.28
Transparency characteristics
Transparency loan 2,961,217 0.13 0.33 0.00
Information collection 2,961,217 4,48 0.17 4,72
Market discipline 2,961,217 3.99 1.66 4.26
Loan characteristics
Interest rate 2,961,217 4.21 1.76 3.84
Secured 2,961,217 0.60 0.49 1.00
Years to maturity 2,961,217 1.18 0.71 1.16
Securitized loan amount 2,961,217 0.77 0.26 0.85
Lending relationship 2,961,217 0.36 0.48 0.00
Credit securities performance
1-yr CDS spread 152 0.02 0.02 0.03
5-yr CDS spread 152 0.03 0.02 0.04
Bond yield to maturity 1,192 0.03 0.02 0.03
Bond bid-ask spread 1,192 0.65 0.68 0.90

This table presents descriptive statistics for the variables used in our primary tests. The values
of continuous variables are winsorized at 1% and 99%. Variables are described in Appendix B.
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TABLE 3

Transparency and securitized loan performance

Panel A: The effect of reporting transparency on securitized loan quality
0 (1 (1 (v)

Number of days

Default Delinquent amount . X Loss given default
in delinquency
Transparency loan -0.020*** -0.195* -0.042** -0.024**
(-2.79) (-1.70) (-1.98) (-2.11)
Interest rate 0.011*** 0.305*** 0.041*** 0.004**
(9.41) (7.86) (7.34) (2.29)
Secured 0.017*** 0.193 0.051** -0.053*
(4.30) (1.05) (2.39) (-1.66)
Years to maturity -0.002 -1.405*** -0.007 -0.038***
(-0.68) (-5.41) (-0.56) (-4.83)
Securitized loan amount 0.001 0.816*** 0.063** 0.013
(1.14) (2.60) (2.10) (0.68)
Lending relationship -0.009*** -0.154*** -0.016*** -0.012*
(-3.20) (-2.61) (-2.58) (-1.79)
Fixed effects YES YES YES YES
Obs. 2,729,323 2,961,217 2,961,217 2,961,217
Pseudo -R?/ Adj.-R? 14.07% 4.43% 7.37% 44.21%

Panel B: The effect of reporting transparency on the quality of securitized loans originated in the first two quarters

of 2013 by reporting and non-reporting banks

M (1 dl) (V)
Default Delinquent amount Nur:jwb(_er of days in Loss given default
elinguency
Transparency loan -0.009*** -0.104* -0.029*** -0.003
(-3.28) (-1.92) (-3.14) (-0.70)
Interest rate 0.004*** 0.086*** 0.023*** 0.003
(6.04) (2.59) (3.26) (0.40)
Secured 0.003*** 0.029 0.003 -0.059
(2.49) (0.55) (0.46) (-1.16)
Years to maturity -0.005*** -0.313*** -0.020*** -0.046***
(-4.22) (-3.16) (-3.11) (-5.54)
Securitized loan amount 0.013 -0.835 0.048 0.090***
(0.43) (-1.24) (3.33) (3.59)
Lending relationship -0.004*** -0.066** -0.006 -0.019
(-2.61) (-2.04) (-0.74) (-1.18)
Fixed effects YES YES YES YES
Obs. 161,216 167,985 167,985 167,985
Pseudo -R?/ Adj.-R? 44.30% 7.55% 5.09% 24.67%
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TABLE 3 (Continued)

Panel C: The effect of reporting transparency on securitized loan quality for the subsample of banks that used ECB
repo financing before the initiation of the ECB’s loan level reporting standards

) (1 (1) (V)
Default Delinquent amount Nurgbgr of days in Loss given default
elinquency
Transparency loan -0.021*** -0.195** -0.043* -0.026**
(-2.68) (-1.96) (-1.87) (-2.00)
Interest rate 0.011*** 0.305*** 0.049*** 0.037**
(6.15) (7.86) (9.50) (2.17)
Secured 0.018*** 0.193 0.071** -0.041
(3.99) (1.05) (2.29) (-0.86)
Years to maturity -0.001 -1.405*** -0.016 -0.045***
(-0.43) (-5.41) (-1.09) (-4.09)
Securitized loan amount 0.012 0.816*** 0.093** 0.004
(1.00) (2.60) (2.45) (0.22)
Lending relationship -0.009*** -0.154%*** -0.021%** -0.012
(-2.69) (-2.61) (-2.78) (-1.35)
Fixed effects YES YES YES YES
Obs. 1,968,479 2,200,333 2,200,333 2,200,333
Pseudo -R?/ Adj.-R? 15.21% 5.24% 7.27% 35.69%

This table reports the analyses of the effect of transparency on securitized loan quality. In Panel A, we use all loans in our sample. In Panel B, we
restrict our sample to loans issued in the first two quarters of 2013 and compare the performance of loans issued by reporting and non-reporting
banks. In Panel C, we restrict our sample to loans issued by banks that borrowed from the ECB repo facility before the initiation of the ECB’s loan
level reporting standards. Transparency loan is an indicator of whether a loan is originated under the transparency regime. Across all panels, in
specification (1), the dependent variable is equal to one if the borrower defaults on a loan, and zero otherwise (Default). In specification (l1), the
dependent variable is the ratio of late loan payments to the loan balance outstanding (Delinquent amount). In specification (l11), the dependent
variable is the natural logarithm of the number of days the borrower has delayed loan principal or interest payments (Number of days in delinquency).
In specification (IV), the dependent variable is the percentage of loan losses the bank will incur if the borrower defaults (Loss given default). All
other variables are defined in Appendix B. The values of continuous variables are winsorized at 1% and 99%. In all panels, we estimate specification
(1) by a probit model and specifications (I1)-(1VV) by an OLS model. For the OLS models, coefficients are reported and t-statistics are in parentheses.
For the probit model, marginal effects are reported and z-statistics are in parentheses. Loan purpose, loan type, 1-digit NACE borrower industry,
borrower type, reporting quarter and ABS deal fixed effects are included but not tabulated. Standard errors are corrected for heteroskedasticity and
clustered at the ABS deal level. xxx, *x and * denote significance at the 1%, 5% and 10% (two-sided) levels, respectively. Coefficients of interest
are in boldface.
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TABLE 4

Transparency, information collection and securitized loan performance

Panel A: The effect of information collection on the relation between transparency and securitized loan

quality
Q) W) (1) (V)
Delinquent Number of days in Loss given
Default ;
amount delinquency default
Transparency loan -0.024*** -0.154* -0.061** -0.026*
(-3.38) (-1.71) (-2.29) (-1.77)
Information collection -0.886** -0.843*** -3.884*** -0.193
(-2.71) (-2.81) (-3.22) (-0.45)
Transparency loan
X Information collection -0.324** -2.208* -0.604*** 0.115
(-2.25) (-1.92) (-2.72) (1.31)
Interest rate 0.011*** 0.217*** 0.047*** 0.005**
(8.19) (10.28) (7.25) (2.15)
Secured 0.018*** 0.081 0.051** -0.056*
(5.32) (0.69) (2.34) (-1.65)
Years to maturity 0.000 -0.632*** -0.004 -0.044***
(0.20) (-5.12) (-0.31) (-5.30)
Securitized loan amount 0.004 0.264 0.060 0.028
(0.47) (0.92) (1.48) (1.36)
Lending relationship -0.009*** -0.066** -0.015*** -0.015*
(-3.86) (-2.41) (-2.75) (-1.79)
Fixed effects YES YES YES YES
Obs. 2,729,323 2,961,217 2,961,217 2,961,217
Pseudo-R% Adj.-R? 15.27% 10.59% 7.80% 41.36%

Panel B: The effect of information collection on the relation between transparency and securitized loan
quality, excluding loan performance-related information

U (1 (1 (V)
Default Delinguent Numbgr of days in Loss given default
amount delinquency
Transparency loan -0.021%** -0.200*** -0.074%** -0.033***
(-4.34) (-2.97) (-3.56) (-2.89)
Information collection -0.812*** -9.340*** -3.219%** -0.174
(-2.62) (-2.80) (-3.15) (-0.49)
Transparency loan
X Information collection -0.401*** -2.557*** -0.793*** -0.106
(-3.31) (-3.42) (-4.11) (-1.22)
Controls YES YES YES YES
Fixed effects YES YES YES YES
Obs. 2,729,323 2,961,217 2,961,217 2,961,217
Pseudo-R?/ Adj.-R? 15.09% 10.22% 7.50% 37.98%
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TABLE 4 (Continued)

Panel C: The effect of information unreported due to banks’ underwriting standards on the relation

between transparency and securitized loan quality

n (1) (1) (V)
Default Delinguent Number of days in Loss given default
amount delinquency
Transparency loan -0.009* -0.113** -0.035** -0.016***
(-1.77) (-2.39) (-2.04) (-2.59)
Unreported —underwriting
standards 0.006* 0.322* 0.006** 0.009
(1.80) (1.64) (2.33) (0.65)
Transparency loan
X Unreported —underwriting
standards 0.096** 0.733*** 0.115** 0.108
(2.37) (3.19) (2.34) (1.55)
Controls YES YES YES YES
Fixed effects YES YES YES YES
Obs. 2,729,323 2,961,217 2,961,217 2,961,217
Pseudo-R?%/ Adj.-R? 14.61% 10.00% 6.69% 41.82%

Panel D: The effect of mandatory and voluntary information collection on the
transparency and securitized loan quality

relation between

U (1) (1) (V)
Default Delinguent Numb(_er of days in Loss given default
amount delinquency
Transparency loan -0.023*** -0.153*** -0.051*** -0.027**
(-4.98) (-3.03) (-2.49) (-2.34)
Mandatory info collection -0.516 -5.151*** -1.306 -0.023
(-1.31) (-2.84) (-0.58) (-0.04)
Transparency loan X
Mandatory info collection 0.184 -6.233*** -1.303** 0.100
(0.48) (-2.85) (-2.30) (0.25)
Voluntary info collection -0.368*** -4.202%** -2.158*** -0.136
(-3.68) (-2.63) (-3.15) (-0.86)
Transparency loan X
Voluntary info collection -0.127* -4.005*** -0.266** 0.044
(-1.83) (-3.89) (-2.42) (1.27)
Controls YES YES YES YES
Fixed effects YES YES YES YES
Obs. 2,729,323 2,961,217 2,961,217 2,961,217
Pseudo-R?/ Adj.-R? 15.29% 10.73% 7.89% 41.99%

61



This table reports the analyses of whether banks’ information collection enhances the relation between transparency and loan quality. We
measure information collection using the natural logarithm of variables with non-missing values reported for each loan entry to the ED
(Information collection). In Panel A, we examine the effect of total information collection on securitized loan quality. In Panel B, we re-
estimate the Information collection using the natural logarithm of variables with non-missing values reported for each loan entry to the ED,
excluding variables related to loan performance (e.g., loan defaults, delinquencies, etc.). In Panel C, we use Unreported — underwriting
standards to proxy for bank’s information collection efforts, defined as the natural logarithm of the number of missing variables attributed
to bank’s underwriting standards (ND1). In Panel D, we examine the effect of mandatory and voluntary information collection separately
on securitized loan quality. Transparency loan is an indicator of whether a loan is originated under the transparency regime. Across all
panels, in specification (1), the dependent variable is equal to one if the borrower defaults on a loan, zero otherwise (Default). In specification
(1), the dependent variable is the ratio of late loan payments to the loan balance outstanding (Delinquent amount). In specification (I11), the
dependent variable is the natural logarithm of the number of days the borrower has delayed loan principal or interest payments (Number of
days in delinquency). In specification (1V), the dependent variable is the percentage of loan losses the bank will incur if the borrower defaults
(Loss given default). In Panels B through D, the control variables (untabulated) are the same as in Panel A. All other variables are defined
in Appendix B. The values of continuous variables are winsorized at 1% and 99%. Across all panels, specification (1) is estimated by a
probit model and specifications (I1)-(1VV) by an OLS model. For the OLS models, coefficients are reported and t-statistics are in parentheses.
For the probit model, marginal effects are reported and z-statistics are in parentheses. Loan purpose, loan type, 1-digit NACE borrower
industry, borrower type, reporting quarter and ABS deal fixed effects are included but not tabulated. Standard errors are corrected for
heteroskedasticity and clustered at the ABS deal level. =, ** and = denote significance at the 1%, 5% and 10% (two-sided) levels,
respectively. Coefficients of interest are in boldface.
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Transparency, market discipline and securitized loan performance

TABLE 5

Q) (1) (1) (V)
Delinquent Number of days in Loss given
Default amount delinquency default
Transparency loan -0.016*** -0.155** -0.020** -0.020**
(-3.28) (-2.27) (-1.99) (-2.18)
Market discipline -0.078 -0.020 -0.027 0.007
(-1.45) (-0.43) (-0.57) (0.19)
Transparency loan
X Market discipline -0.009** -0.021*** -0.010** -0.005
(-2.10) (-2.75) (-2.74) (-0.72)
Interest rate 0.012*** 0.179*** 0.046*** 0.005**
(9.28) (10.89) (7.59) (2.21)
Secured 0.021*** 0.132*** 0.051** -0.057*
(4.86) (2.56) (2.37) (-1.67)
Years to maturity -0.002 -0.491*** -0.007 -0.045%**
(-0.62) (-6.86) (-0.56) (-5.22)
Securitized loan amount 0.015 0.328*** 0.065** 0.029
(1.57) (2.34) (2.18) (1.36)
Lending relationship -0.001 -0.077*** -0.016*** -0.015*
(-0.59) (-3.17) (-2.61) (-1.76)
Fixed effects YES YES YES YES
Obs. 2,729,363 2,961,217 2,961,217 2,961,217
Pseudo-R% Adj.-R? 13.83% 5.89% 7.47% 41.40%

This table reports the analyses of whether market discipline enhances the relation between transparency and securitized loan quality.
We measure market discipline using the natural logarithm of the number of comparable loans that peer banks report in a quarter.
Comparable loans are loans issued by other participating banks in the same two-digit borrower’s post code, in the NACE borrower’s
industry and in the same year (Market discipline). Transparency loan is an indicator of whether a loan is originated under the
transparency regime. In specification (I), the dependent variable is equal to one if the borrower defaults on a loan, zero otherwise
(Default). In specification (I1), the dependent variable is the ratio of late loan payments to the loan balance outstanding (Delinquent
amount). In specification (I11), the dependent variable is the natural logarithm of the number of days the borrower has delayed
principal or interest payments (Number of days in delinquency). In specification (1V), the dependent variable is the percentage of
loan losses the bank will incur if the borrower defaults (Loss given default). All variables are defined in Appendix B. The values
of continuous variables are winsorized at 1% and 99%. Specification (1) is estimated by a probit model, while specifications (11)-
(IV) by an OLS model. For the OLS (probit) models, coefficients (marginal effects) are reported and t- (z-) statistics are in
parentheses. Loan purpose, loan type, 1-digit NACE industry, borrower type, reporting quarter and ABS deal fixed effects are
included but not tabulated. Standard errors are corrected for heteroskedasticity and clustered at the ABS deal level. **x*, x and *
denote significance at the 1%, 5% and 10% (two-sided) levels, respectively. Coefficients of interest are in boldface.
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TABLE 6

Robustness analyses: Redefining transparency loan

Panel A: The effect of the introduction of the SME loan reporting requirements on securitized loan
quality

M (1 (1 (V)
Delinquent Number of days .

Default amount in delinquency Loss given default
Loan originated post April 2011 -0.019*** -0.139** -0.036* -0.021**

(-3.08) (-2.22) (-1.85) (-2.36)
Controls YES YES YES YES
Fixed effects YES YES YES YES
Obs. 2,729,363 2,961,217 2,961,217 2,961,217
Adj.-R? 14.42% 9.55% 7.47% 41.41%

Panel B: The effect of the introduction of the SME loan reporting requirements on securitized loan
guality, excluding loans originated after a bank’s adoption of the reporting standards

M (1 () (V)
Default Delinquent l\_Iumbt_er of days Loss given default
amount in delinquency
Loan originated post April 2011 -0.012* -0.090* -0.016** -0.007
(-1.65) (-1.60) (-2.02) (-0.55)
Controls YES YES YES YES
Fixed effects YES YES YES YES
Obs. 2,521,595 2,591,956 2,591,956 2,591,956
Adj.-R? 8.12% 9.15% 7.51% 39.66%

This table reports the analyses of the effect of the introduction of the SME loan reporting requirements in April 2011 on securitized
loan quality. Loan originated post April 2011 is an indicator variable that equals one if a loan is originated post-April 2011. In Panel
A, we use the full loan sample. In Panel B, we eliminate for each bank loans issued after its adoption of the reporting standards. The
control variables (untabulated) are the same as in Panel A of Table 3. In specification (I), the dependent variable is equal to one if
the borrower defaults on a loan, zero otherwise (Default). In specification (I1), the dependent variable is the ratio of late loan
payments to the loan balance outstanding (Delinquent amount). In specification (I11), the dependent variable is the natural logarithm
of the number of days the borrower has delayed principal or interest payments (Number of days in delinquency). In specification
(1V), the dependent variable is the percentage of loan losses the bank will incur if the borrower defaults (Loss given default). All
variables are defined in Appendix B. The values of continuous variables are winsorized at 1% and 99%. Specification (1) is estimated
by a probit model, while specifications (I1)-(1VV) by an OLS model. For the OLS (probit) models, coefficients (marginal effects) are
reported and t- (z-) statistics are in parentheses. Loan purpose, loan type, 1-digit NACE industry, borrower type, reporting quarter
and ABS deal fixed effects are included but not tabulated. Standard errors are corrected for heteroskedasticity and clustered at the
ABS deal level. =xx, xx and * denote significance at the 1%, 5% and 10% (two-sided) levels, respectively. Coefficients of interest
are in boldface.
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TABLE 7

Robustness analyses: Generalizability of results

M (1 (1 (V)
Default Delinquent l\_lumbgr of days Loss given default
amount in delinquency

A. Securitized SME loans backed by land and residential buildings

Transparency loan -0.018*** -0.304*** -0.060** -0.002
(-2.71) (-3.89) (-1.98) (-0.89)

Obs. 258,788 259,751 259,751 259,751

Pseudo-R?/Ad].-R? 16.85% 11.99% 13.54% 29.15%

B. Securitized SME loans backed by land and commercial/industrial buildings

Transparency loan -0.016*** -0.293*** -0.047** -0.003
(-3.64) (-3.94) (-2.18) (-0.47)

Obs. 475,773 671,112 671,112 671,112

Pseudo-R?/Adj.-R? 17.89% 9.81% 11.90% 36.11%

C. Securitized auto-backed SME loans

Transparency loan -0.018* -0.118*** -0.027** -0.019***
(-1.66) (-4.29) (-2.14) (-4.19)

Obs. 195,820 203,857 203,857 203,857

Pseudo-R?/Adj.-R? 14.53% 6.04% 12.51% 39.99%

D. Non-corporate securitized SME loans

Transparency loan -0.025*** -0.268** -0.055** -0.035***
(-4.44) (-2.23) (-2.15) (-2.93)

Obs. 547,190 548,297 548,297 548,297

Pseudo-R%/Ad].-R? 9.38% 9.22% 6.09% 65.89%

This table reports the analyses of whether the effect of transparent reporting on securitized loan quality can be generalizable to other
ABS classes. We thus identify securitized SME loans that share similar characteristics to (residential and commercial) mortgages,
auto and consumer loans. We restrict our sample to loans backed only by land and residential buildings (A), loans backed only by
land and commercial buildings (B), loans backed only by vehicles (C) and loans originated by non-corporate SMEs (D). We retrieve
loan collateral assets using the ED Loan Collateral Database. Transparency loan is an indicator of whether a loan is originated under
the transparency regime. In specification (1), the dependent variable is equal to one if the borrower defaults on a loan, zero otherwise
(Default). In specification (l1), the dependent variable is the ratio of late loan payments to the loan balance outstanding (Delinquent
amount). In specification (l11), the dependent variable is the natural logarithm of the number of days the borrower has delayed
principal or interest payments (Number of days in delinquency). In specification (IV), the dependent variable is the percentage of
loan losses the bank will incur if the borrower defaults (Loss given default). Controls are included (untabulated) and are the same
variables as those used in Panel A of Table 3 (in Models A to C we do not control for Secured). We estimate specification (I) by a
probit model and specifications (I1)-(IV) by an OLS model. For the OLS models, coefficients are reported and t-statistics are in
parentheses. For the probit model, marginal effects are reported and z-statistics are in parentheses. The values of continuous variables
are winsorized at 1% and 99%. Loan purpose, loan type, 1-digit NACE borrower industry, borrower type (other than in model D),
reporting quarter and ABS deal fixed effects are included but not tabulated. Standard errors are corrected for heteroskedasticity and
clustered at the ABS deal level. *xx, xx and * denote significance at the 1%, 5% and 10% (two-sided) levels, respectively.
Coefficients of interest are in boldface.
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TABLE 8

Transparency and banks ’ credit securities performance

Panel A: Reporting transparency and CDS spreads

U (1)
Participating banks Matched sample
1-yr CDS 5-yr CDS 1-yr CDS 5-yr CDS
spread spread spread spread
Post transparency -0.005** -0.006* 0.003 0.004
(-2.32) (-1.78) (0.40) (0.76)
Reporting bankXxPost transparency -0.005 -0.010**
(-1.32) (-2.33)
Size 0.004 0.005 0.005* 0.005
(1.24) (1.22) (1.61) (1.46)
Leverage 0.005** 0.005 0.006** 0.005*
(1.99) (1.47) (2.18) (1.93)
Liquidity -0.013 -0.014 -0.029* -0.026*
(-1.14) (-1.47) (-1.62) (-1.77)
ROA -0.113** -0.508** -0.320*** -0.284***
(-2.22) (-2.23) (-3.73) (-5.38)
Loan loss provisions -0.114 -0.081 -0.249 -0.298
(-0.20) (-0.18) (-1.38) (-0.74)
Quarter FE YES YES YES YES
Bank FE YES YES YES YES
Obs. 152 152 311 311
Adj.-R? 81.23% 88.52% 81.70% 86.87%

This table reports the analyses of the performance of banks’ credit securities under transparency regime. Panel A reports the results
for the test that examines CDS spreads under the transparency regime. We estimate specification (I) for reporting banks only and
specification (1) for the matched sample of reporting and control banks. In both specifications, the dependent variables are the one-
year or five-year CDS spreads in percentage points, averaged at the bank-quarter level. Post transparency is equal to one for the
post-adoption quarters, and zero otherwise (for banks in the control group, the variable is equal to one for the post-adoption quarters
of its matched bank). Reporting bank is equal to one for banks that adopted the ECB reporting standards (treatment group), and
zero for the control banks. Size is the natural logarithm of total assets, Leverage is total liabilities to total assets, Liquidity is cash
to short-term borrowings and deposits, ROA is net income to total assets, Loan loss provisions is loan loss provisions to gross loans.
All independent variables are measured at the bank-quarter level. The values of continuous variables are winsorized at 1% and
99%. T-statistics are in parentheses. Bank and quarter fixed effects are included but not tabulated. Standard errors are corrected for
heteroskedasticity and clustered at the bank level. **x, xx and * denote significance at the 1%, 5% and 10% (two-sided) levels,

respectively. Coefficients of interest are in boldface.
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TABLE 8 (Continued)

Panel B: Reporting transparency and bond yield to maturity

U (1
Participating Matched
banks sample
Bond yield to maturity
Post transparency -0.004** -0.003**
(-2.26) (-1.96)
Reporting bankxPost transparency -0.029***
(-3.10)
Bond offering balance -0.001 -0.001
(-1.55) (-1.57)
Bond maturity 0.005 0.005
(1.49) (1.47)
Secured bond -0.007** -0.007
(-2.47) (-1.23)
Bond liquidity -0.010%*** -0.001
(-2.73) (-0.74)
Size -0.005** -0.006
(-1.98) (-1.24)
Leverage 0.004*** 0.001***
(3.09) (3.03)
Liquidity -0.005*** -0.002*
(-2.68) (-1.74)
ROA -0.030*** -0.005**
(-6.51) (-1.97)
Loan loss provisions -0.001*** -0.001
(-3.39) (-1.46)
Quarter FE YES YES
Bank FE YES YES
Obs. 1,192 2,384
Adj.-R? 42.54% 43.50%

Panel B reports the results for the test that examines banks’ bond yield to maturity under the transparency regime. We estimate
specification (1) for bonds issued by reporting banks only and specification (I1) for a matched sample of bonds by reporting and control
banks. In both specifications the dependent variable is the bond yield to maturity, averaged at the bond-quarter level. Post transparency
is equal to one for post-adoption quarters, and zero otherwise (for banks in the control group, the variable is equal to one for the post-
adoption quarters of its matched bank). Reporting bank is equal to one for banks that adopted the ECB reporting standards (treatment
group), and zero for the control banks. Bond offering balance is the natural logarithm of the bond principal value; Bond maturity is the
natural logarithm of bond maturity in years; Secured bond is an indicator of whether a bond is collateralized; Bond liquidity is the
natural logarithm of the number of quarterly trades. All other independent variables are the same as those used in Panel A. The values
of continuous variables are winsorized at 1% and 99%. T-statistics are in parentheses. Bank and quarter fixed effects are included but
not tabulated. Standard errors are corrected for heteroskedasticity and clustered at the bank level. =xx, % and * denote significance at
the 1%, 5% and 10% (two-sided) levels, respectively. Coefficients of interest are in boldface.

67



TABLE 8 (Continued)

Panel C: The effect of information collection and market discipline under the transparency regime on participating
banks’ CDS spreads and bond yield to maturity

(1) (1) (1)
1-yr CDS spread 5-yr CDS spread Bond yield to maturity
Post transparency _
High Information collection -0.004* -0.008*** -0.006***
(-1.61) (-2.78) (-3.80)
Post transparency _
Low Information collection -0.003 -0.003** -0.003**
(-1.00) (-2.10) (-2.12)
Post transparency _
High Market discipline -0.009*** -0.009*** -0.010***
(-2.55) (-4.14) (-5.04)
Post transparency _
Low Market discipline -0.003* -0.003*** -0.002
(-1.87) (-2.08) (-1.11)
Controls YES YES YES YES YES YES
Quarter FE YES YES YES YES YES YES
Bank FE YES YES YES YES YES YES
Comeparison of F-test=0.41  F-test= 7.64 F-test=7.80 F-test= 8.16 F-test= 4.97 F-test= 45.12
coefficients: Prob.= 0.52 Prob.=0.02 Prob.=0.01 Prob.=0.01 Prob.= 0.05 Prob.= 0.00
Obs. 152 152 152 152 1,192 1,192
Adj.-R? 90.01% 89.46% 90.44% 89.03% 47.79% 48.46%

Panel C reports the analyses of the effect of reporting transparency on the CDS spreads and bond yields to maturity of participating banks by their information collection and market discipline
levels under the transparency regime. Post transparency_High Information collection (Post transparency_Low Information collection) is an indicator variable that equals one if a participating
bank experiences above (below) median loan level information collection under the transparency regime. Post transparency_High Market discipline (Post transparency_Low Market discipline)
is an indicator variable that equals one if a participating bank experiences above (below) median market discipline under the transparency regime. In specifications (1) and (I1), the dependent
variables are the one- and five-year CDS spreads in percentage points, respectively, averaged at the bank-quarter level. In specification (111), the dependent variable is the bond yield to maturity,
averaged at the bond-quarter level. Controls include the same variables (untabulated) as those used in the similar specifications in Panels A and B, respectively. The F-tests examines whether
the coefficients on Post transparency_High Information collection and Post transparency_Low Information collection (or Post transparency_High Market discipline and Post transparency_Low
Market discipline) are statistically different from each other. The values of continuous variables are winsorized at 1% and 99%. T-statistics are in parentheses. Bank and quarter fixed effects
are included but not tabulated. Standard errors are corrected for heteroskedasticity and clustered at the bank level. #xx, *x and * denote significance at the 1%, 5% and 10% (two-sided) levels,
respectively. Coefficients of interest are in boldface.
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TABLE 8 (Continued)

Panel D: Reporting transparency and bond bid-ask spread
Bond bid ask spread

(1 (11 (1) (V)
Participating Matched Participating banks
banks sample
Post transparency -0.171*** -0.283*
(-2.88) (-1.75)
Reporting bankxPost transparency -0.128*
(-1.69)
Post transparency_
High Information collection -0.184**
(-2.34)
Post transparency_
Low Information collection -0.123
(-1.45)
Post transparency_
High Market discipline -0.072
(-1.22)
Post transparency_
Low Market discipline -0.031
(-0.58)
Controls YES YES YES YES
Quarter FE YES YES YES YES
Bank FE YES YES YES YES
Comparison of F-test= 5.80 F-test= 3.03
coefficients: Prob. = 0.02 Prob.=0.11
Obs. 1,192 2,384 1,192 1,192
Adj.-R? 28.11% 28.81% 21.46% 23.68%

Panel D reports the analyses of banks’ bond bid-ask spread under the transparency regime. We estimate specification (1) for bonds
issued by reporting banks only and specification (1) for a matched sample of bonds by reporting and control banks. Specifications
(111) and (1V) report the analyses the effect of transparency on the bond bid-ask spread of participating banks by their information
collection and market discipline levels under the transparency regime. Across all specifications, the dependent variable is bond bid-
ask spread, averaged at the bond-quarter level (Bond bid-ask spread). Post transparency is equal to one for post-adoption bond
trade quarters, and zero otherwise (for banks in the control group, the variable is equal to one for the post-adoption quarters of its
matched bank). Reporting bank is equal to one for banks that adopted the ECB reporting standards (treatment group), and zero for
the control banks. Post transparency_High Information collection (or Post transparency_Low Information collection) is an
indicator variable that equals one if a participating bank experiences above (below) median loan level information collection under
the transparency regime. Post transparency_High Market discipline (or Post transparency_Low Market discipline) is an indicator
variable that equals one if a participating bank experiences above (below) median market discipline under the transparency regime.
Controls are the same variables as those in Panel B. The F-tests examines whether the coefficients on Post transparency_High
Information collection and Post transparency_Low Information collection (or Post transparency_High Market discipline and Post
transparency_Low Market discipline) are statistically different from each other. The values of continuous variables are winsorized
at 1% and 99%. T-statistics are in parentheses. Bank and quarter fixed effects are included but not tabulated. Standard errors are
corrected for heteroskedasticity and clustered at the bank level. =x*, x* and = denote significance at the 1%, 10% (two-sided)
levels, respectively. Coefficients of interest are in boldface.
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TABLE 9

Transparency, securitized loan performance and the effect of regulatory changes

(M (1 (1 (V)
Default Delinquent Number of days in Loss given
amount delinquency default
Transparency loan -0.011*** -0.093 -0.029* -0.013***
(-3.48) (-1.40) (-1.82) (-3.01)
Interest rate 0.008*** 0.165*** 0.044*** 0.008***
(3.84) (6.70) (6.50) (2.56)
Secured 0.009** 0.062** 0.025 -0.049
(2.13) (2.46) (1.45) (-1.12)
Years to maturity -0.000 -0.377*** -0.011 -0.038***
(-0.25) (-6.01) (-0.60) (-4.89)
Securitized loan amount 0.009* 0.449*** 0.060* 0.035***
(1.68) (4.49) (1.79) (3.07)
Lending relationship -0.009*** -0.078*** -0.018* -0.019
(-3.93) (-2.60) (-1.93) (-1.39)
Fixed effects YES YES YES YES
Obs. 1,049,883 1,068,797 1,068,797 1,068,797
Pseudo-R? Adj.-R? 23.71% 5.45% 7.20% 35.29%

This table reports the analyses of whether regulatory changes drive the relation between transparency and loan quality. These
analyses restrict the sample to loans issued over the 2011Q1-2013Q3 period and also exclude loans originated in Spain and the
Netherlands. Transparency loan is an indicator of whether a loan is originated under the transparency regime. In specification (1),
the dependent variable is equal to one if the borrower defaults on a loan, zero otherwise (Default). In specification (ll), the
dependent variable is the ratio of late loan payments to the loan balance outstanding (Delinquent amount). In specification (I11),
the dependent variable is the natural logarithm of the number of days the borrower has delayed principal or interest payments
(Number of days in delinquency). In specification (IV), the dependent variable is the percentage of loan losses the bank will incur
if the borrower defaults (Loss given default). All other variables are defined in Appendix B. The values of continuous variables are
winsorized at 1% and 99%. Specification (1) is estimated by a probit model and specifications (11)-(IV) by an OLS model. For the
OLS models, coefficients are reported and t-statistics are in parentheses. For the probit model, marginal effects are reported and z-
statistics are in parentheses. Loan purpose, loan type, borrower type, 1-digit NACE borrower industry, reporting quarter and ABS
deal fixed effects are included but not tabulated. Standard errors are corrected for heteroskedasticity and clustered at the ABS deal
level. #*x, ** and * denote significance at the 1%, 5% and 10% (two-sided) levels, respectively. Coefficients of interest are in
boldface.
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TABLE 10

Transparency, securitized loan performance and the effect of international monitoring pressure

U (1 () (V)
Default Delinquent amount l\_Iumbgr of days Loss given default
in delinquency
Transparency loan -0.012*** -0.096** -0.035*** -0.019*
(-3.43) (-1.99) (-3.18) (-1.79)
Financial stability 0.003 0.042 0.011 0.002
(1.19) (1.38) (1.03) (0.48)
Transparency loan
XFinancial stability -0.013** -0.011 -0.018** 0.005
(-2.24) (-1.52) (-1.98) (1.16)
Interest rate 0.009*** 0.162*** 0.037*** 0.006**
(7.26) (9.85) (6.11) (2.07)
Secured 0.011*** 0.087 0.031* -0.057
(2.64) (1.53) (1.72) (-1.36)
Years to maturity -0.001 -0.450*** -0.008 -0.042***
(-0.36) (-3.77) (-0.69) (-5.83)
Securitized loan amount 0.007 0.134 0.046** 0.049***
(1.42) (0.40) (2.02) (3.02)
Lending relationship -0.007*** -0.043 -0.010 -0.013
(-2.81) (-1.28) (-1.48) (-1.45)
Fixed effects YES YES YES YES
Obs. 1,282,203 1,482,599 1,482,599 1,482,599
Pseudo -R?/ Adj.-R? 18.13% 9.58% 7.23% 41.63%

This table reports the analyses of whether our findings of higher securitized loan quality under the transparency regime are driven by differences
in international monitoring pressure across sample countries. Financial stability is the average 10-year government debt interest rate at the
quarter of loan origination. Transparency loan is an indicator of whether a loan is originated under the transparency regime. In specification
(), the dependent variable is equal to one if the borrower defaults on a loan, zero otherwise (Default). In specification (I1), the dependent
variable is the ratio of late loan payments to the loan balance outstanding (Delinquent amount). In specification (111), the dependent variable is
the natural logarithm of the number of days the borrower has delayed principal or interest payments (Number of days in delinquency). In
specification (IV), the dependent variable is the percentage of loan losses the bank will incur if the borrower defaults (Loss given default). All
variables are defined in Appendix B. The values of continuous variables are winsorized at 1% and 99%. Specification (1) is estimated by a
probit model, while specifications (I1)-(1V) are estimated by an OLS model. For the OLS models, coefficients are reported and t-statistics are
in parentheses. For the probit model, marginal effects are reported and z-statistics are in parentheses. Loan purpose, loan type, borrower type,
1-digit NACE borrower industry, reporting quarter and ABS deal fixed effects are included but not tabulated. Standard errors are corrected for
heteroskedasticity and clustered at the ABS deal level. ***, ** and * denote significance at the 1%, 5% and 10% (two-sided) levels, respectively.
Coefficients of interest are in boldface.

71



