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How Banks Played the
Leverage Game

Viral V. Acharya and Philipp Schnabl

f there is one conclusion that analysts of the financial crisis all agree upon,
Iit is that high bank leverage has made the crisis far worse. But how could
excessive leverage be built up in a sector that is so heavily regulated? In this
paper we show that banks used credit risk transfer mechanisms to get around
regulatory requirements. Credit risk transfer mechanisms are supposed to
transfer assets off bank balance sheets onto other investors in the economy,
but instead banks exploited credit transfer mechanisms for regulatory arbi-
trage and increased their effective leverage and exposure to aggregate risk
by availing of such mechanisms. In the process, they exposed themselves to
the risk that a significant economy-wide shock would be sufficient to rapidly
wipe out their capital base.

The regulatory arbitrage undertaken by banks took two principal forms.
First, banks set up off-balance-sheet asset-backed commercial paper (ABCP)
conduits, and sister concerns such as structured investment vehicles (SIVs).
ABCP conduits held assets the banks would have otherwise held on their
books, and banks provided liguidity enhancement and credit enhancement
to these conduits. These enhancements implied that the investors in conduits
had recourse to banks in case the quality of the assets deteriorated. Such
enhancements were treated as capital-light in existing capital requirements,
allowing five times higher leverage ratios off the balance sheet than on the
balance sheet.

Second, banks exploited the fact that they could also get capital re-
lief by simply switching away from loans into investments in the form of
AAA-rated tranches of CDOs and CLOs, which again had a significantly
lower capital charge. As a result, about 50 percent of all AAA asset-backed
securities remained within the banking system. Indeed, banks that had
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