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Motivation (1)

 Recent financial and sovereign debt crisis as a shock to
— Individual banks
— Financial system as a whole

e Significantly deteriorating quality in a variety of asset classes
— Questions about many banks’ solvency and liquidity
— Stalling interbank lending market

— Vastly growing demand for intermediation and injections by
governments and central banks around the world



Motivation (2)

Recent academic literature: Banks’ reaction to the crisis in terms of
their lending to corporate and retail consumers

Less known about banks’ investment decisions during crises

— Banks required less to publicly disclose their investment than
their loan decisions

— In particular at the disaggregated (portfolio) level

Important because financial assets are
— Major part of banks balance sheets

— Most direct and immediate way in which a bank can change its
overall asset structure



Open Questions

Where do banks go and where do they invest their money
following a deterioration in their situation?

Which dimensions such as liquidity, quality, or home bias are
the main drivers of their decisions?

In the cross-section, which banks behave in which way?

To what extent does a bank’s behavior depend on its
characteristics such as the strength of its deposit base, its
capital structure, and its health?



Related Literature

1. Effect of bank characteristics on credit availability
— Bernanke and Gertler (1987)
— Bernanke and Blinder (1988)
— Holmstrom and Tirole (1997)
— Diamond and Rajan (2011)

2. Banks’ lending behavior during crises
— lvashina and Scharfstein (2010)
— Jimenez, Ongena, Peydro, and Saurina (2011)
— Puri, Rocholl, and Steffen (2011)

3. Investors’ portfolio rebalancing under economic distress
— Beber, Brandt, and Kavejecz (2009)



Data ()

Bundesbank securities statistics (Depotstatistik)
— All securities in all German banks’ portfolios

— Quarterly data from 2006Q1 until 2011Q1 (1792 portfolios per
quarter on average)

Wertpapiermitteilungen Datenservice
— Information on security type and issuer
Bundesbank banking statistics (BISTA)
— Balance sheet and P&L information
Other Bundesbank data
— Eligibility of securities for ESCB operations
— Supervisory ratings for savings banks and cooperatives



Data (Il)

Six groups of banks according to Bundesbank classification
— Big banks (5)
— Regional banks and other commercial banks (128)
— Landesbanken (11)
— Savings banks (440)
— Regional institutions of credit cooperatives (2)
— Credit cooperatives (1207)

No branches of foreign banks, mortgage banks, special purpose
banks, and building and loan associations

No retail investment certificates (minor aggregate value)



Summary Statistics

Total volume
— Securities (nominal): €1.04 trillion per quarter
— Total assets: €4.77 trillion per quarter
About 80 % eligible for ESCB operations
Breakdown by issuer country
— 60.5 % Germany
— 15.5 % ltaly, Spain, Greece, Portugal, Ireland,
— 12.5 % remaining Euro area
Breakdown by sector
— About 80 % financial sector
— 11.3 % German government sector
— 7.0 % foreign government sector
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German vs. Non-German Securities
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Methodology

 Dependent variables
— Share of securities eligble for ESCB operations
— Share of German securities
— Share of securities from the financial sector

e Cross-sectional regressions (between effects)

— Regress means (over time) of the dependent variable on means
(over time) of independent variables

e Panel regressions
— Difference-in-Difference approach

— Treatment Group defined on the basis of 2008Q3 characteristics:
bank type, asset size, high share of problematic assets, etc.



Eligibility for ESCB Operations (1)
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Eligibility for ESCB Operations (2)
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Eligibility for ESCB Operations (3)

After the beginning of the financial crisis, pronounced flight to liquidity
for banks with

* Less securities

* Less deposits

e Less capital

* Higher write-offs and provisions

 Large asset size

e Larger exposure to Greek government bonds

e Larger exposure to Asset Backed Securities

e Larger exposure to troubled German and US securities
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Home Bias (2)
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Home Bias (3)

Pronounced flight home for banks with

Less securities

Less deposits

Less capital

Higher write-offs and provisions

Large asset size

Larger exposure to Greek government bonds
Larger exposure to Asset Backed Securities
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Conclusion

Financial crisis induces banks to substantially change their
investment strategies

Invest more in securities that can be used as collateral in central
bank liquidity operations and in domestic securities

Most pronounced for banks closest to financial distress and with
low ratings

More pronounced for larger banks with more liquidity needs

Banks with larger exposure to troubled assets (ABS, Greek
government bonds, certain U.S. and German securities)

Portfolios rebalanced towards more liquidity and a larger home bias



