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Asset Securitization and Asymmetric
Information

Edward M. Iacobucci and Ralph A. Winter

ABSTRACT

We analyze the incentives for asset securitization that flow from informational asymmetries

within a corporation. Within the framework of “hidden-action” asymmetries, securitization of

those cash flows that are relatively insensitive to managerial effort leaves critical incentive

devices more high powered and more focused on cash flows that matter. In addition, asset

securitization exchanges a stream of future cash inflows for a lump-sum cash inflow, which

enhances monitoring and control of management expenditures. Within the “hidden-infor-

mation” framework, asset securitization can be explained by asymmetric information (1) be-

tween insiders and outside investors about the value of nonsecuritized assets or (2) between

insiders and outsider investors about the value of securitized assets. In both hidden-infor-

mation theories, asset securitization is driven by the propensity of the market to allocate

assets to investors who are best informed about asset values.

1. INTRODUCTION

Asset securitization is the partial or complete segregation of a specific
set of cash flows from a corporation’s other assets and the issuance of
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securities based on these cash flows.1 The types of financial assets in-
volved in asset securitization transactions are often receivables (Schwarcz
1994). The practice of securitization originated with the sale of securities
backed by residential mortgages (Schwarcz 1993, p. 3), but a wide va-
riety of assets have been securitized, including lease, auto loan, and credit
card receivables (Dvorak 2001, p. 546), commercial mortgages (Dolan
1998a), equipment leases, franchise fees (Schwarcz 1993), state lottery
winnings (Dolan 1998b), and litigation settlement payments (Dolan
1998b). Recently, even more unconventional assets have been the subject
of securitization. For example, David Bowie securitized royalties from
his music catalog (Kerr 2000). Revenues from particular natural resource
stocks, such as oil and gas reserves, have also been securitized (Harrel,
Rice, and Shearer 1997).

This paper analyzes the economic incentives for a firm to engage in
asset securitization.2 The paper is motivated by four observations. First,
the use of asset securitization as a financial tool has increased dramat-
ically over the last 20 years. There are now over $2.5 trillion worth of
such securities outstanding (Lupica 2001, p. 292). The Securities and
Exchange Commission stated in 1992 that asset securitization is “be-
coming one of the dominant means of capital formation in the United
States” (Investment Company Act Release No. 19,105, [1992 Transfer
Binder] Federal Securities Law Reporter [CCH], secs. 85,062, 83,500
[November 19, 1992]); since then, the global market for securitization
issues has more than tripled (Adelson 1999, p. 166).3 At the same time,
the scope of asset securitization has broadened from its original base of
mortgages and receivables to other more variable cash flows such as
those mentioned above. The title of a 1997 article in the business press
makes the point succinctly: “On the Frontier of Creative Finance: How
Wall Street Can Securitize Anything” (Clark 1997, p. 49).

Second, the discussion of asset securitization among practitioners is
plagued by fallacies. For example, some commentators suggest that asset
securitization is attractive because it allows a medium- or low-quality
firm to offer a high-quality security or because it allows a firm to offer
securities at a lower cost of capital than the firm’s general debt or equity.

1. For a foundational discussion of the role of organizational law in facilitating asset
partitioning, including mention of securitization, see Hansmann and Kraakman (2002).

2. That is, we do not address securitization by an individual, such as David Bowie,
nor securitization by organizations other than profit-maximizing firms, such as political
bodies.

3. The 1999 figure is estimated.
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The theory of finance shows these explanations to be wrong, as we shall
discuss.

Third, the academic literature on asset securitization is sparse, and
some of the theories offered are problematic. For example, asset secur-
itization has been described as a useful judgment-proofing tool (LoPucki
1996). But exchanging one asset (future cash flows) for another (current
cash) does not in itself judgment proof the firm (Schwarcz 1999b), al-
though it may assist in a judgment-proofing strategy. And as an empirical
matter, many firms that engage in asset securitization do not appear to
be sufficiently endangered by insolvency risk for judgment proofing to
justify the transaction costs of asset securitization.

Fourth, many of the existing theories that have theoretical validity
depend on factors external to the firm, such as regulation or involuntary
creditors, to explain securitization. If regulation avoidance or judgment
proofing were the explanation of securitization, it would be appropriate
to doubt its social usefulness (assuming that the regulation in question
makes sense). The set of incentives for asset securitization that we ex-
plore involves forces purely internal to the contractual parties within
the corporate form of organization. While ours is a positive analysis, it
has normative implications in countering the claim by some commen-
tators that securitization is a socially harmful means of avoiding obli-
gations to third parties.

Asset securitization represents a change in the organization of a firm,
and it is natural to base an analysis of the strategy on informational
asymmetries, which provide the foundation of the theory of the firm.
We categorize theories of asset securitization according to two classes
of underlying informational asymmetries.4 One class is the set of infor-
mational differences among investors that exists at the time that secu-
rities are issued (“hidden information,” in the modern parlance of eco-
nomic theory). The other class is the set of informational asymmetries
between managers and investors about managerial actions and uncertain
factors that affect security payoffs and that are realized during the period
between security issue and the date of security maturity (“hidden action”
or “agency” problems) (see Mas-Colell, Whinston, and Green 1995,
chap. 14).5

Following an overview in Section 2 of the mechanics of asset secur-

4. This structure parallels Triantis (1992).
5. The distinction between hidden-action and hidden-information problems has re-

placed the older classification of informational problems into problems of moral hazard
and adverse selection.
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itization and the scope and extent of securitization, we develop the
agency or hidden-action perspective on asset securitization in Section 3,
which develops the theme that segregating cash flows from the rest of
the firm can facilitate monitoring of managers. Section 4 shows that
asset securitization can also be useful in controlling agency problems by
limiting managerial discretion over cash flows. Section 5 develops the
hidden-information perspective on asset securitization, showing that
where investors are differently informed about the values of different
classes of assets within the firm, market forces compel a segregation of
ownership of the asset classes. This is precisely what securitization ac-
complishes. Section 6 distinguishes asset securitization from secured
debt, which we argue is often insufficient to achieve the benefits of
securitization outlined here. Section 7 offers some empirical evidence
consistent with the hypothesis that asset securitization is used to reduce
agency costs. The concluding section summarizes the paper.

2. AN OVERVIEW OF ASSET SECURITIZATION

2.1. The Structure of Securitization Transactions

Although the specific details of asset securitization transactions vary
enormously, the typical transaction involves the sale by a corporation
(the originator) of assets to a special-purpose vehicle (SPV), which is a
corporation, trust, or other entity. The SPV finances its purchase of these
assets by issuing debt securities or “equity securities with debtlike char-
acteristics” (Investment Company Act Release No. 19,105, [1992 Trans-
fer Binder] Federal Securities Law Reporter [CCH], secs. 85,062, 83,500
[November 19, 1992]). The description of equity as “debtlike” refers to
the fact that the securities sold by the SPV derive their value from, and
often only from, the specific financial assets the originator sells to the
SPV. Since the assets in question, such as receivables from past trans-
actions, will often have a limited maximum value, the residual claim is
capped, and thus even equity claims on SPV assets may resemble debt.

It is common for the securities to be sold in tranches that vary in
seniority. If the securities are to be sold to the public, each tranche is
rated by a specialized rating agency, such as Moody’s. Senior tranches
are often rated as investment grade, but lower tranches may attract low
ratings. In the event of a private placement, ratings are not always nec-
essary since sophisticated investors themselves can evaluate the securities
(Schwarcz 1994, pp. 138–39).
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The originator will often offer some kind of credit support for the
securities.6 One form of support arises where the originator retains own-
ership of the most junior tranche of securities, thus “overcollateralizing”
more senior securities. Alternatively, credit support can arise from selling
the subordinated tranche to a third party (Schwarcz 1993, p. 13) or
from bank letters of credit, insurance, or irrevocable credit lines
(Schwarcz 1993).

Asset securitization is distinguished from a secured loan by the par-
titioning of the cash flows away the rest of the firm in a “true sale” for
bankruptcy purposes. Any explanation of asset securitization must ac-
count for this key feature. If an issuance of securities based on a subset
of cash flows does not involve a true sale, then it is a secured loan, and
the SPV would have a security interest but not ownership of the cash
flows (Schwarcz 1993, p. 29).7 This distinction is critical. For example,
in the event of the originator’s bankruptcy, section 362 of the U.S. Bank-
ruptcy Code would impose a stay of all actions by the SPV seeking to
obtain access to the receivables if the transaction were a secured loan;
if, on the other hand, the transaction were a true sale, the stay would
not apply even in the event of the originator’s bankruptcy since the
receivables in question do not form part of the debtor’s estate. For the
securitization transaction to be just that, rather than a secured loan, it
is important that the sale of assets to the SPV be a true sale.8

6. But, as we will discuss, support coming from the originator itself, as opposed to
third parties, must be limited if the sale of assets to the SPV is to be characterized as a
true sale.

7. Unlike title holders, secured lenders have only a contingent property interest in the
collateral that grants them rights in the event of the borrower’s failure to make payments
on its debt. Note that Article 9 applies to outright sales of accounts, which form the basis
of many securitization transactions (Uniform Commercial Code [U.C.C.], sec. 9-102[1][b]).
The application of Article 9 to such a transaction, however, does not imply that a purported
sale of accounts is as a matter of law a secured transaction. Comment 2 to section 9-102
states that no provision of Article 9 is intended to prevent the sale of accounts and that
the “use of the terminology such as ‘collateral’ to include accounts or chattel paper that
have been sold is intended solely as a drafting technique . . . and is not relevant to the
sale or secured transaction determination.” See Schwarcz (1999a, p. 951–52), who notes
that commentary responded to the (erroneous) view expressed in Octagon Gas Sys., Inc.
v. Rimmer (995 F.2d 948 [10 Cir. 1993]) that the sale of accounts was precluded by Article
9. Article 9 also provides that a “debtor that has sold an account, chattel paper, payment
intangible, or promissory note does not retain a legal or equitable interest in the collateral
sold” (U.C.C., sec. 9-318[a]). Note, however, that a securitization transaction that involves
revolving assets, such as past and future receivables, may be subject to the section 362
stay, because future receivables do form part of the debtor’s estate for an instant.

8. In a recent controversial case, In re LTV Steel Co., Inc. et al. (274 B.R. 278 [N.D.
Ohio 2001]), the court refused to grant emergency relief from an earlier interim order that
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Each of our theories of securitization depend on securitization trans-
actions transferring meaningful risk to the SPV and its security holders.
We show that partitioning risk in this manner facilitates monitoring and
valuation. It is helpful, therefore, to note briefly here that in practice
securitizations must effect a transfer of some economic risk to satisfy
the traditional true-sale requirement. The greater the recourse against
the originator for unpaid or untimely repayments of the receivables that
the SPV (and its security holders) has, the less likely will the transaction
meet the true-sale requirements (see Schwarcz 1993, p. 31).9 Similarly,
the greater the access that the originator has to the surplus from the
receivables, the less likely the transaction will be a true sale.10 In addition,
the true-sale character of a securitization transaction may be jeopardized
by a pricing mechanism that fluctuates depending on interest rates or
on actual rather than expected collections of receivables (Schwarcz 1993,
pp. 32–33). We discuss asset partitioning and the true-sale requirements
in greater detail, including recent proposals for reform, in comparing
securitization and secured debt in Section 6, but we emphasize here that
securitization entails some partitioning of risk because of the traditional
approach to true sales. Indeed, the securities issued in a securitization
transaction can be quite risky. Clearly the tranche with lowest priority,

permitted a debtor claim to cash assets that had been allegedly sold in securitization trans-
actions to SPVs. The court determined that the cash collateral was “necessary to enable
Debtor to keep its doors open” (p. 286) and that investors in the asset-backed securities
were adequately protected; a full evidentiary hearing would be necessary to determine
whether there was a true sale. The case eventually settled. While this was simply a case
for interim relief, rather than a final determination, concerns over situations like those in
LTV Steel led to significant support from the securitization industry for proposals to reform
the bankruptcy code to accommodate securitizations explicitly. Proposed section 912 of
the Bankruptcy Reform Act of 2001 (Senate File 220, 107 Cong., 1st Sess., sec. 912 [2001])
would have explicitly set out that assets subject to true sales in securitization transactions
do not form a part of the bankrupt’s estate. In part because of the use of securitizations
in Enron, however, the provision lost political support (see Lipson 2002). We discuss this
reform initiative, along with state reforms to Article 9, in more detail later.

9. Ngo (2002 p. 156): “The nature of the rights of recourse that a transferee has
against a transferor is arguably the most significant factor in determining whether a trans-
action is a true sale or a secured loan. The existence of some recourse rights will not
automatically disqualify a transaction as a sale. However, the greater the extent of the
transferee’s recourse rights, the closer the transaction appears to be a secured loan instead
of a sale.”

10. Schwarcz (1993, p. 32): “The right of the transferee of the receivables to retain
all collections of transferred receivables for its own account, even after the transferee has
collected its investment plus yield, would therefore be a factor in favor of characterization
of the receivables transaction as a true sale.” Ngo (2002, pp. 157–58): “[C]ourts have
ruled that a sales agreement granting the originator rights to excess proceeds will count
against the characterization of the transaction as a true sale.”
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sometimes referred to as “toxic waste” (Economist 2001) faces a con-
siderable risk of nonpayment. But tranches of higher priority are exposed
to risk as well. The Economist (2001) reports that American Express
Financial Advisors took an $830 million charge on its portfolio of $3.5
billion of “collateralized debt obligations,” or a portfolio of asset-backed
securities.11 And as the scope of securitization expands to include par-
ticularly volatile assets, such as the rights to payments associated with
timber stocks or oil and gas reserves, the risk associated with these
securities will increase further.

Aside from transferring risk, another factor in the true-sale analysis
is the method by which the accounts are collected. If the SPV has au-
thority to collect the accounts, this favors true-sale status. Such authority
could include ownership by the SPV of all books and records relating
to the receivables and the right of the SPV to appoint a collection agency
(Economist 2001, p. 33). In practice, the originator often collects the
receivables subject to the SPV’s discretion.12 To better ensure true-sale
status, the originator will often segregate collected funds from its own
funds pending remittance to the SPV (Schwarcz 1993, p. 34).

It is also important that the SPV not be susceptible to bankruptcy
itself, thus avoiding stays on the collection of receivables by the SPV’s
security holders. One method of avoiding the voluntary bankruptcy of
the SPV is to ensure that it is neither owned nor controlled by the
originator, thus preventing the originator from causing the SPV to file
a voluntary bankruptcy petition under section 301 of the Bankruptcy
Code (Schwarcz 1993, p. 16). Equity in the SPV could be owned by a
third party, such as a charitable institution, that would have no incentive
to petition for bankruptcy voluntarily even after the originator’s bank-
ruptcy as long as collections continue. Where the SPV is owned or con-
trolled by the originator, steps will often be taken to limit the ability of
the SPV to file voluntarily for bankruptcy protection. For example, the
SPV’s charter may prohibit the voluntary filing for bankruptcy unless a
certain number of independent directors (that is, independent of the
originator) agree to such an action (Schwarcz 1993, p. 17). Steps will
also be taken to ensure that the SPV will not be petitioned involuntarily
into bankruptcy by creditors that have not been paid. This can be ac-

11. Some of these losses were from American Express’s losses on junior tranches that
it had retained from its own deals, but the Economist (2001) describes also the “deteri-
orating quality” of more senior tranches in the market generally.

12. This undermines the possibility that asset securitization might be motivated by
expertise in collecting receivables.
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complished by limiting the SPV’s access to trade credit in its charter,
perhaps by limiting the business in which the SPV can engage (Schwarcz
1993, p. 24).

Commentary suggests that asset securitization gives rise to higher
transaction costs than other means of financing. Schwarcz notes that the
securitization deal will be attractive only if the savings in financing costs
resulting from securitization are greater than the difference in transaction
costs relative to other financing devices (Schwarcz 1994, p. 138). Com-
mentary has observed that the high fixed transaction costs of securiti-
zation imply that it will be worthwhile only if it is of a certain size.
Schwarcz reports that public offerings of securitized assets are rarely
cost effective for transactions of‘ less than $50 million and are more
common for transactions worth $100 million or more (1994, p. 139).
Up-front costs include legal fees, asset review costs, and rating agency
fees, while “ongoing” costs include credit enhancement costs, admin-
istrative fees, trustee fees, and issuing and paying agent fees (Aidun and
Farley 1995, p. 30). Many of these costs are idiosyncratic to asset se-
curitization,13 underscoring the puzzle of why asset securitization is so
popular.

2.2. Existing Explanations of Asset Securitization

A common but suspect explanation of asset securitization is that since
the rate of return that must be offered by the originator in securitizing
assets is less than the cost of raising funds in other ways—less than the
cost of debt capital, for example—securitizing assets is a cost-efficient
financing device. Schwarcz (1993, p. 2) writes, “The separation of the
selling company . . . from the receivables themselves can enable the
originator to raise funds at less expense, through securities issued by the
SPV, than if it raised funds through securities it issued directly. (For
example, the securities issued by the SPV, depending on the structure of
the transaction, may have a higher investment rating than securities
issued directly by the originator and, therefore, would bear a lower

13. Additional costs may arise in seeking an exemption under the Investment Company
Act of 1940 (15 U.S.C., secs. 80-a-1 to -64). Since an SPV serves only as a vehicle for
selling securities, the securitization transaction must comply with this act. Hill (1996, p.
1082) reports that “virtually all securitization transactions are structured to meet one of
the exemptions; this endeavor also is costly.”
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interest rate than the originator might be able to obtain on its own
securities, bank lines of credit or secured borrowings.)”14

This explanation is an example of the most common fallacy in cor-
porate finance: that issuing securities with the lowest required rates of
return minimizes the cost of capital simply because these securities have
the lowest rates of return. The Modigliani-Miller theorem reveals the
fallacy (Modigliani and Miller 1958).15 In perfect capital markets, di-
viding streams of income among different financial claimants, be they
creditors or shareholders, does not affect the value of the firm.16 Any
gain from selling high-quality securities through a securitization trans-
action is offset exactly in perfect capital markets by losses in the quality
of other securities. For example, removing relatively safe securitized as-
sets from the firm will increase the cost of equity as investors demand
a greater expected return to compensate for the increased risk of equity.

The Modigliani-Miller theorem depends on perfect capital markets,
but the value of the theorem is not in its predictions per se but as a
benchmark against which to evaluate practical explanations of financing
strategies. Since financing choices can matter only where the assumptions
underlying the theorem do not hold, one must identify clearly which
assumptions are not met when asserting the practical value of a partic-
ular financing strategy, such as asset securitization.

Commentators have suggested that asset securitization results from
externalities between the firm and involuntary creditors, such as tort

14. In a later paper, however, Schwarcz (1994, p. 148, n. 53) briefly discusses the
Modigliani-Miller theorem (Modigliani and Miller 1958) and notes that although in perfect
capital markets, asset securitization may not save funds, it is nevertheless cost-efficient
because whereas “[i]n a perfect universe [referring to Modigliani-Miller], every savings
achieved by changing one part of a company’s capital structure will result in off-setting
costs to other parts of the capital structure. . . . Securitization achieves a net cost savings
because the universe is imperfect.” This later statement is, of course, consistent with this
paper. The challenge is to identify the particular market imperfections that make securi-
tization attractive. Schwarcz (1994, p. 151) offers as a specific explanation of asset secur-
itization its role as a means of economizing on monitoring costs. We discuss Schwarcz’s
explanation in Sections 3 and 5.

15. A large body of literature within the theory of corporate finance consists of ana-
lyzing the impact on optimal capital structure of changes to the assumption of perfect
capital markets.

16. Perfect capital markets are complete, that is, available and in operation for any
conceivable security, and free of transaction costs, taxes, and informational asymmetries
across investors about security returns.
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claimants.17 Securitization removes the assets in question from the orig-
inator’s bankruptcy estate. LoPucki (1996) suggests that securitizing al-
lows firms to “judgment-proof” themselves Asset securitization offers
the “virtual elimination of the risk that the courts will disregard the
entity that holds the assets” (LoPucki 1996, p. 24), and thus “asset
securitization may be the silver bullet that kills liability” (p. 30).

The problem with this approach is that, as Schwarcz points out,
selling assets in a securitization transaction does not itself diminish the
capital in the firm that is available to creditors (Schwarcz 1999b). In
such a deal, assets of one kind are simply exchanged for assets of another
kind: in an arm’s-length transaction, the originator will receive proceeds
equal in value to the assets sold, thus not diminishing the value of the
originator’s estate. Only if the originator disposes of the proceeds is
there judgment proofing; securitization in and of itself is not a judgment-
proofing technique. One response to Schwarcz’s argument is that se-
curitization, while not itself sufficient to judgment proof a firm, is a
useful component of a judgment-proofing technique: first securitize, then
distribute the proceeds to claimants.18 LoPucki (1999, p. 59) notes that
“[f]or most firms whose asset transactions have been reported in the
press, th[e] plan was to pay creditors or shareholders.”

LoPucki may therefore be justified in characterizing asset securiti-
zation as potentially a judgment-proofing device in some circumstances.
But White (1998) provides empirical evidence that is not generally sup-
portive of LoPucki’s theory. For example, along with the growth of
securitization, there has been no downward trend in corporate asset-to-
liability ratios or in the amount of liability insurance being purchased
by corporations. While we cannot dismiss the possible use of asset se-
curitization as a judgment-proofing technique in some cases, the expla-
nation is not very robust.

Another bankruptcy-related explanation of asset securitization is that
it allows firms to avoid costs from the reorganization process if bank-

17. There is a similar explanation concerning the relationship between the firm and
“nonadjusting creditors” such as small trade creditors. Asset securitization could transfer
wealth from these creditors by helping to reduce the assets available to them. See Lupica
(1998).

18. LoPucki (1999, p. 56) responds effectively to Schwarcz with an analogy: “To see
the fallacy, consider by analogy the invention of a new tool that makes burglary easier.
Neither the fact that the new tool has uses other than burglary nor the fact that burglaries
could be accomplished without it would prove that the new tool was not a dangerous new
threat to the security of homes. Asset securitization is under attack because it appears to
be the most efficient, effective judgment-proofing tool currently available.”
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ruptcy arises (see Frost 1997). Since the firm has fewer assets with which
to reorganize following asset securitization, the firm avoids inefficiencies
brought about by the reorganization process, such as excessive delay
resulting from managers protecting their own interests. If the bankruptcy
process is indeed inefficient, allowing creditors to opt out through asset
securitization may be value enhancing. But Schwarcz’s objection to
LoPucki’s judgment-proofing analysis also applies to the bankruptcy opt-
out theory: asset securitization does not necessarily reduce the value of
assets within the firm—it depends on how the proceeds from securiti-
zation are spent. Given LoPucki’s observation that the proceeds are often
paid out to investors, Frost’s bankruptcy opt-out explanation may have
some plausible grounding in a subset of cases. But it seems unlikely to
apply to a wide range of cases in which expected bankruptcy costs are
not large.

Relatively few explanations in the literature describe the benefits of
asset securitization within the firm; instead the explanations rely on
external factors such as regulation or involuntary or other nonadjusting
creditors.19 We will show that the incentives for asset securitization are
more fundamental. Instead of being the result of external pressures, asset
securitization can add value even in a bankruptcy-free, regulation-free
context because of matters internal to the firm and its investors. Our
positive theories of securitization respond to normative criticism of the
practice by those who see it simply as a means of responding to external
factors, such as the possibility of involuntary creditors.

3. ASSET SECURITIZATION AND HIDDEN ACTION

At the heart of our hidden-action explanations of asset securitization
are two conditions that are satisfied in many such transactions. First,
our explanations assume that the cash flows that are securitized are
relatively insensitive to managerial effort. This condition appears to be
satisfied in many deals in which the cash flows in question are already-
earned receivables of all kinds. Managers have limited scope to change
the value of these receivables, once realized, relative to their ability to
affect the value of firm assets in general. Managers may have some
influence over the value of past receivables through collection efforts

19. Hill (1996) provides an exception to this observation. We will discuss Hill’s theory
of the information problems across investors in the firm that could give rise to securitization
in Section 5.
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(although the SPV typically retains the right to appoint a collection
agent) and through ongoing conduct—for example, if the firm ap-
proaches insolvency, receivables may become more difficult to collect.
But as a general matter, it is reasonable to posit that in the representative
case, the link between managerial effort and value is weaker for past
receivables than for other assets.

The second important condition is that the securitized assets be un-
certain.20 The explanations developed in this section apply with most
force to deals involving the greatest transfer of risk. For example, rev-
enues from harvesting timber vary with exogenous fluctuations in the
price of timber. Securitizing timber proceeds limits the exogenous price
risk the originator faces. Interest rate risk and the risk that receivables
will not be collected in a timely manner are other sources of uncertainty
in the return on securitized assets.

Having established the two important conditions for the hidden-
action theories of asset securitization, we turn now to elaborating our
theories. Agency costs refer first to the loss in firm value that results
from individuals within the firm following their own interests rather
than the collective interest, the costs of monitoring individuals to min-
imize the distortions that result, and the costs of any other mechanisms
to control the distortions (Jensen and Meckling 1976). We show that
asset securitization can enhance each of the five main mechanisms that
are used to limit agency costs.21

3.1. Securitization and Direct Monitoring

The efficiency of monitoring by residual claimants22 can be enhanced by
asset securitization. Monitoring refers to the observation of inputs of
the manager in combination with inferences about managerial inputs
drawn by shareholders (more realistically, by their representatives on

20. This condition is necessary for the four hidden-action theories outlined in this
section, but not for the free cash flow argument (another hidden-action theory) discussed
in Section 4.

21. Four of the mechanisms—monitoring, managerial reputation, takeovers, and ex-
plicit incentive pay mechanisms—are discussed in this section. The role of asset securiti-
zation in enhancing the fifth mechanism, limitations on managerial free cash flow, is dif-
ferent and particularly important. This role is discussed in Section 4.

22. See Alchian and Demsetz (1972), who proposed that allocating a residual claim
to owners of a firm provides owners with incentives to monitor agents.
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the board of directors) from the output performance of the corporation.23

Monitoring involves the interaction of signals about output and obser-
vation of inputs. Asset securitization can enhance monitoring efficiency
by reducing the noise in the relationship between firm performance and
managerial performance. Consider a corporation whose assets generate
two separate cash flows, A and B. Suppose that there is a difference in
the extent to which managerial effort affects the two cash flows; for
simplicity, cash flow A is sensitive to managerial effort and cash flow B
is unaffected by changes in effort. Asset securitization of the cash flows
B that involves a complete transfer of those cash flows would leave within
the firm only the cash flows that are sensitive to managerial effort.24 The
observation by monitors of the information provided by total cash flows,
and by the capital market values of the total cash flows, would then
provide a more informative, or more focused, signal of managerial effort.

If monitoring by residual claimants were dependent solely on ac-
counting data, and if the values of the two cash flows could be completely
disentangled in accounting data, then asset securitization would not en-
hance the value of the information available to monitors. But an im-
portant mechanism that existing shareholders and their representatives
on the board of directors rely on in assessing managerial performance
is the valuation of firm assets by the capital market (Easterbrook 1984).
Accounting data on cash flows cannot in themselves provide information
about changes in the present value of future cash flows, and the impact
of managerial decisions on this present value are more important to
shareholders than the impact on current cash flows. In an efficient capital
market, market valuation of managerial performance is not just a signal
but an end in itself for residual claimants (compare Fama 1970). A more
focused, less noisy link between managerial effort and capital market
valuation not only provides higher-quality information to monitors but

23. Alchian and Demsetz (1972, p. 173) elaborate: “We use the term monitor to
connote several activities in addition to its disciplinary connotation. It connotes measuring
output performance, apportioning rewards, observing the input behavior of inputs as a
means of detecting or estimating their marginal productivity and giving assignments or
instructions in what to do and how to do it. (It also includes . . . authority to terminate
or revise contracts.)”

24. The cash generated by the sale of the assets to the SPV, if not distributed to
shareholders, may be invested to generate new cash flows if there are investment oppor-
tunities with positive net present value. Investments with positive net present value would
generally be financed with external capital were it not for securitization, so the effect of
securitization under the assumptions of our example is to eliminate noise from the rela-
tionship between managerial input and firm profits.
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also enhances the incentives to monitor. This further improves mana-
gerial incentives and reduces agency costs.

3.2. Securitization and Managerial Reputation as a Disciplining
Device

Fama (1980) emphasized as the main source of discipline on management
the impact of corporate performance on managers’ reputation in the
managerial labor market. Holmström (1982a, 1982b), in what has be-
come the standard reference on the incentive impact of career concerns,
formalized the reputational mechanism in a dynamic model. In Holm-
ström’s model, a firm’s output in each period depends on the manager’s
inherent talent, the manager’s effort, and other random factors. Incom-
pleteness in contracting is taken to the extreme in this model. Because
effort, talent, and random factors cannot be observed, these variables
cannot enter a labor contract; the manager works in each period for a
wage, which a competitive labor market determines at the beginning of
each period.

If workers’ inherent talents were observable but effort remained
unobservable, then there would be no rational basis for a manager to
establish a reputation as hard working, and career concerns would not
mitigate agency costs.25 Holmström’s model captures a key, but subtle,
incentive to establish a reputation in labor markets. Both the manager’s
effort and talent affect firm profit, but the two effects cannot be dis-
entangled in observation by future labor demanders. A manager takes
additional effort not to gain a reputation as one who works hard but
to affect future labor market perception of his or her likely inherent
quality. The incentive to work harder in this model arises because greater
output in the current period will increase the future labor market’s per-
ception of the manager’s inherent talent—and therefore increase the
wage rate offered the manager.26

Two factors in Holmström’s model limit the ability of reputation to
resolve agency problems. First, the manager is rewarded by the market

25. With a finite career, managers would not have the incentive to work hard in the
last year of their careers. Knowing that the market knows this, and therefore realizing that
they will not be rewarded for extra effort in the penultimate year of their careers through
a higher ultimate wage, managers will not work hard in the penultimate year of their
careers either, and so on. Any supposed incentive for reputation would “unravel” from
the last period in this way, no matter how long the career.

26. We have categorized Holmström’s model as a hidden-action model, but it involves
a mixture of hidden action and hidden information. Indeed, hidden information about
talent (hidden characteristics) mitigates the hidden-action problem in the model.
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in the future for additional effort undertaken today, so the reward is
discounted compared to a hypothetical complete labor contract in which
the reward is immediate. Second, as the manager works harder, pro-
ducing more profit, he or she realizes that the future labor market will,
with increasing likelihood, attribute the history of high profits to a lucky
draw on random factors. The gain from marginal effort is less than fully
appreciated by the future labor market because of the noise of random
factors (Holmström 1982a, 1982b).27 Noise is responsible for this lim-
itation on career concerns as a resolution of agency problems because
it is the presence of noise that leads future labor markets to attribute
higher output to a lucky draw. The greater the noise, the greater the
limitation.

As in our discussion of monitoring, securitization of assets that are
uncertain but insensitive to managerial input reduces noise in the rela-
tionship between profit and managerial input decisions such as effort.
The prediction is that this should strengthen the disciplining force of
reputation on managerial effort.28

Consider the application of the agency problem to the securitization

27. Underlying this effect are assumptions on the distributions of the random variables
in the model. For most conventional distributions, noise does diminish incentives. Dewa-
tripont, Jewitt, and Tirole (1999) examine the robustness of Holmström’s analysis in an
important paper.

28. This footnote outlines a formalization of this argument, based on a two-period
version of the Holmström (1982a, 1982b) model. See also Dewatripont, Jewitt, and Tirole
(1999). In each of the two periods, the profits (y) earned by a manager on behalf of
shareholders depend on the sum of talent (v), current effort (a), and noise (�): y p v �t t

( ). The terms are independent between periods and normally distributeda � � t p 1, 2 �t t t

with mean zero and variance ; the distribution of talent is normally distributed with2j

mean and variance . The manager faces a competitive market in each period for his2v jT T

or her input and discounts the second-period wage at a rate d. Talent is unknown to
everybody, and effort is known only to the manager. The cost of effort, , is convex.c(a)
Profits are observed by everyone at the end of a period but are not describable ex ante.
As a result, the manager is paid a wage in the first period. The manager has no incentivew1

to exert any effort in the second period; hence is zero. The wage in the second period,a2

, is therefore the market’s expectation of the manager’s talent, conditional on the historyw2

of output, . An equilibrium effort level in the first period is a level such that if they a*1

market anticipates from the manager, then it is in fact in the manager’s interest to exerta*
. Given that the market rationally anticipates in the second period, the second-a* a p 02

period wage will be the manager’s expected talent level conditional on and :a* y1

). The manager chooses a to maximize , where the innerE(vFy , a* E[E(vFy , a*)] � c(a)1 1

expectation is with respect to talent and the outer expectation is with respect to perfor-
mance. The first-order condition characterizing the equilibrium effort level is ′c (a*) p

(Dewatripont, Jewitt, and Tirole 1999). Comparative statics on this equation2 2 2dj /(j � j )T T

show that is decreasing in . Thus, a reduction in noise, for example through securitizing2a* j

an asset with a return that is uncertain but insensitive to effort, will improve effort.
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decision itself. Do managers, to the extent that they have superior in-
formation on the efficiency benefits of securitization (in reducing agency
costs), have efficient incentives to undertake securitization? Must they
be masochistic to enhance discipline of themselves?29 In the monitoring
theory, one might argue that managers would undertake a less-than-
optimal degree of securitization because once their contracts are set, they
benefit from a reduction in monitoring. Under the reputation model,
however, the incentives for eliminating noise are in the right direction.
The reputation forces rely on a carrot—the greater reward in future
markets for additional effort today—rather than the stick of direct mon-
itoring and interference by residual claimants. The manager will vol-
unteer to accept carrots but discourage the addition of sticks to the
incentive environment. An additional managerial incentive for securitiza-
tion, to anticipate the theory developed in Section 5, flows from the hidden-
information (hidden-characteristics) aspect of Holmstrom’s model. Higher-
quality managers will want to be more accurately monitored in the first
period of the model because of the greater likelihood that these managers
will be highly rewarded by accurate monitoring. Knowing this, investors
will attach higher value to firms with a greater degree of securitization
because the degree of securitization will signal to them that management
is of higher quality and therefore that the assets of the firm have higher
value.

3.3. Securitization and the Market for Corporate Control

The theory that asset securitization enhances firm value by reducing noise
about managerial performance in the contexts of monitoring and rep-
utation extends to a third source of discipline on managers: the market
for corporate control (Manne 1965; Marris 1964). More accurate de-
termination of the quality of existing management is possible the greater
the correlation between the firm’s value and managerial effort. Noise
limits the discipline that the market for corporate control imposes on
agency problems for the same reason that it limits the discipline imposed

29. A stark example illustrates the point that agents may invite discipline. John
McManus (1975) cites Steven Cheung for the following anecdote: on the Yangtze River in
China, there was a stretch of fast water over which boats were pulled upstream by workers
prodded by an overseer using a whip. On observing this brutality, an American woman
objected vigorously, but was told: “Those men own the right to draw boats over this stretch
of water and they have hired the overseer and given him his duties.” Personal trainers
provide a more modern example, although even the most dedicated trainees rarely supply
the whip.
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by reputational concerns: the more noise there is, the more poor per-
formance by a bad manager is likely to be (mistakenly) attributed by
potential acquirers to poor asset quality or a bad temporary shock. Noise
therefore dampens the incentive on the part of a manager to increase
effort so as to reduce the probability of being taken over. Again, secur-
itization of assets that are insensitive to managerial effort or discretion
leaves this agency cost control mechanism more focused on the assets
that matter.

3.4. Securitization and Explicit Incentive Pay

Finally, Jensen and Meckling (1976) and the more formal principal-agent
literature emphasize the role that managerial incentive payment schemes
play in providing incentives by allocating managers a share of residual
claim.30 If a manager/agent could be allocated the entire residual claim
(purchasing the firm from its owner), the manager would capture the
entire marginal benefits and costs of any decision, and the incentive
problem would be solved, even absent the three incentive devices can-
vassed above. One of the main reasons why such residual claimancy
contracts are not observed is risk aversion on the part of the agent.
While allocating the full residual claim to the agent has desirable in-
centive properties, the principal may better be able to bear the risk
associated with the residual claim (Shavell 1979; Holmström 1979).31

Optimal incentive contracts, expressed as sharing rules over profit in the
formal literature, are in practice implemented with packages of equity
and stock options. The implementation of incentive schemes via market-
value-based securities is critical because the market value is not only the
best summary of the value of managerial decisions: it is the bottom line
for owners.

Consider explicit incentive payment schemes in the case of the risk-
averse agent. Consider, as in our earlier discussions, a corporation with
assets that generate cash flow streams A and B, in which only the first
cash flow, A, is sensitive to managerial decision making. Cash flow B is

30. Prominent papers in the formal principal-agent literature include Ross (1973),
Shavell (1979), Holmström (1979), and Sappington (1983). Sappington (1991) provides
an excellent overview of the vast principal-agent literature.

31. In addition to agent risk aversion, the principal-agent literature develops three
other reasons why the agent may not realize the full residual claim: (1) wealth constraints
(Sappington 1983), (2) team production with many agents (Holmstrom 1982a, 1982b;
Demski and Sappington 1984), and (3) the fact that residual profits themselves may be
unobservable and therefore noncontractable (Holmström and Milgrom 1991).
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uncertain but is independent of managerial decisions. Under these cir-
cumstances, an efficient incentive payment scheme would, if possible,
allow the residual claim of the agent to be focused on cash flow A. Each
percent of the residual claim of returns to asset B allocated to the man-
ager allocates risk to the manager—instead of leaving it with share-
holders where it is more easily diversified—with no benefits in greater
incentives for the manager. Because managerial incentive contracts are
implemented through market securities, securitization of the asset B, and
its removal from the assets on which security holders have a claim, allows
precisely the required focus. To the extent that the returns on asset B
are uncertain, securitization narrows the manager’s claim to cash flows
that matter. The optimal contract becomes more high powered when it
can be narrowly focused, thus enhancing incentives.32

In sum, the securitization of assets whose values are uncertain but
relatively insensitive to managerial effort or discretion can reduce agency
costs by eliminating noise in the relationship between managerial effort
and firm performance in the capital market. While the theories in this
section depend on securitization to focus the value of the firm better on
managerial performance by reducing exogenous risks, we show in Sec-
tion 4 that securitization of even riskless cash flows can reduce agency
costs.

4. ASSET SECURITIZATION AND FREE CASH FLOW

The agency costs of free cash flow (Jensen 1986) help to explain asset
securitization.33 Prior to an asset securitization transaction, the would-
be collateral for the securities to be issued by the SPV consists of a cash
inflow over time.34 Management’s use of the cash will be costly to mon-
itor given that it will arrive in a series of relatively small amounts. By

32. This proposition is formalized most easily using a one-task version of the quadratic-
normal principal-agent model of Holmström and Milgrom (1991). In that model, the cost
of effort is assumed to be a quadratic function, the agent exhibits constant absolute risk
aversion, and the profits are linear in effort and a noise term. The optimal contract takes
the form of offering the agent a share of profits , where r is the measure2a p 1/(1 � rj c)
of the agent’s absolute risk aversion, is the variance of noise, and c is the (constant)2j

second derivative of the cost of effort. Thus, a decrease in noise results in higher a, that
is, a more high powered contract, and it raises the joint payoff to the principal and agent.

33. Free cash flow refers to the liquid assets belonging to a firm that exceed the re-
quirements of the firm for investment in positive-net-present-value projects.

34. The cash flow explanation of asset securitization is more persuasive the longer the
term of the receivables.
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securitizing the assets, the firm sells the future cash flows to a third party,
the SPV (which has already committed to pay the cash to investors),
thus ensuring that the cash is not wasted by management.35 Committing
the future cash intake to investors in this way reduces the agency costs
of free cash flow.

Limiting future agency costs through such a commitment, however,
is only half the story. Asset securitization protects future cash flows from
mismanagement but also gives rise to a relatively large cash infusion for
the originator. For asset securitization to control the agency costs of free
cash, there must be some assurance that the proceeds from the securi-
tization are not misspent. As background, consider this issue in the
context of conventional straight-debt issuance. Here three controls limit
managerial discretion over the cash infusion: lenders investigate the pro-
posed use of the funds; the funds realized from selling debt may be part
of a transaction, such as a leveraged buyout, that commits the firm to
disgorge cash to investors; and large infusions of cash are easier to
monitor than small inflows over time because of economies of scale in
monitoring.

The first of these controls on the use of the proceeds from an ordinary
sale of debt relies on external investors investigating the firm before
lending to it. There is no direct analog in the case of asset securitization
since investors in the SPV’s securities have little incentive to analyze how
the proceeds from the deal are spent. Indeed, “securitization provides
benefits to originators by divorcing the receivables from the originator”
(Ngo 2002, p. 155). The SPV’s investors will not examine the originator
to ensure that the proceeds from the deal are to be used wisely.

The other two mechanisms by which debt limits agency costs, how-
ever, apply to asset securitization. Securitizing assets results in the
exchange of small, difficult-to-monitor inflows of cash over time for a
large, one-shot, and relatively easy to monitor cash infusion. Monitors,
instead of having to examine the plans for cash collected each year, can
learn of managerial intentions for the cash in one annual capital budget.
Monitoring of the use of this single cash infusion will be more effective

35. Indeed, to better ensure the characterization of the transaction as involving a true
sale, the SPV will often have the authority to collect the receivables in question. Even if
the originator collects them, this is subject to the SPV’s discretion, and the originator will
often take steps to partition the collected funds from the corporation’s cash. Thus, the
future cash inflows are not subject to managerial control but instead are committed to
investors in the SPV’s securities, just as future cash flows in a leveraged buyout are ear-
marked for lenders.
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and less costly than that of future inflows. The substitution of future
cash flows for a one-time cash payment thus adds value to the firm by
facilitating monitoring and limiting the agency costs associated with that
cash. In Section 3 we discussed the role of asset securitization in focusing
or concentrating the residual claim allocated to managers on cash flows
over which the manager has relatively significant influence. The econ-
omies of scale inherent in monitoring provide an explanation of asset
securitization as allowing a focus or concentration in terms of cash flows
that are vulnerable to the agency costs associated with free cash flow.

Even if there are no positive-net-present-value investments for the
firm, asset securitization may be useful. Managers—again, as a result of
monitoring—may wish to commit to disgorge future cash flows, and
thus commit not to waste free cash flow, by securitizing assets and prom-
ising to pay out the proceeds to investors.36 Adding empirical support
to this possibility, LoPucki (1999) reports that it is common for firms
to commit to distributing the cash realized from asset securitization to
security holders. Firms in securitizations frequently use the funds to
refinance. Given the significant transaction costs associated with secur-
itization, it is a puzzle why firms would sell future claims to pay out
cash now to investors. Particularly where the proceeds are used to pay
dividends to equity, which otherwise would not carry an obligation to
make cash payments in the future, the agency costs of free cash flow
help to solve this puzzle.37

5. HIDDEN-INFORMATION EXPLANATIONS OF SECURITIZATION

5.1. Asymmetric Information on General Assets between Insiders
and Outsiders

As Hill (1996) has suggested, asset securitization may be a means of
avoiding a lemons market premium on general security issues. Securitized
assets are often cash flows such as receivables with risk that is more
easily assessed than the risk of the general assets of the firm, such as

36. Managers may face pressure to make this commitment because of monitors such
as large shareholders or boards of directors, incentive pay, or the market for corporate
control.

37. An explanation of the use of asset securitization to pay debt holders, as Steven
Schwarcz pointed out to us, is that many indentures prohibit the prepayment of covered
debt from lower-cost debt. Securitization proceeds often can be used for this purpose
because securitization is not debt.
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physical assets or intangibles such as good will or growth opportunities
within a market. Informational asymmetries may therefore arise regard-
ing the returns on the general assets of the firm when investors are equally
informed about the prospective returns on assets such as receivables.
This means that issuing claims on the receivables avoids the lemons
problem that would be associated with an issue of claims on general
assets (Akerlof 1970; Myers and Majluf 1984).

To elaborate, we continue to describe the receivables as B assets and
the rest of the firm’s assets as A assets. Assume that the value of B is
known across investors, or assume that the stamp of approval provided
by a bond-rating agency can address asymmetric information about B,
while the value of A is known only by insiders. When a firm issues equity
or any other risky security on a firm comprising A and B, it is offering
to share its residual returns in A with outside investors. Outside investors
may rationally take the willingness of insiders to share in returns in A
as an indication that these returns are likely to be low: given market
prices, issuing risky securities in A and B jointly is worthwhile only for
those firms with lower-quality assets since the cost of sharing in future
returns is lower for these firms (Myers and Majluf 1984). Accordingly,
investors discount the issued security in response to the issue of a risky
security by a firm. The undervaluation of new securities that a firm faces
when it reveals its willingness to share in its future profit can be referred
to as a lemons market premium. This premium is avoided through se-
curitization of assets, B assets in our example, that are not subject to
asymmetric information.

A second benefit of securitizing the B assets, in addition to the avoid-
ance of the lemons market premium on the capital raised by issuing
general claims to A and B, is a positive impact on the price of all out-
standing shares of the corporation. The essence of securitization under
the informational assumptions of this theory is its use by insiders as a
means of retaining ownership of a larger share of the A assets about
which they are privately informed. Outside investors recognize that the
insiders of high-quality firms are more willing than insiders of low-
quality firms to incur the relatively high transactions costs of securiti-
zation in exchange for the benefit of retaining ownership of the A assets.
Outside investors therefore rationally attach a higher value to the shares
of firms that have engaged in asset securitization than those who do not.
We refer to this as a “signaling benefit,” as distinct from the lemons
market avoidance benefit. In the Appendix, we provide a formal model
of the benefits of securitization under asymmetric information about
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general asset values. In this model, the lemons market avoidance benefit
and the signaling benefit appear as separate terms in an expression for
the overall benefits of securitization.

Some commentators describe asset securitization as an instrument for
accessing capital markets by small firms or risky firms that would other-
wise have no access to a wide set of capital suppliers. This is not in itself
an economic explanation of asset securitization because it leaves un-
answered the question of why firms would have access to capital markets
through securitization but not generally. The lemons market avoidance
and signaling theories provide an answer.

5.2. Asymmetric Information on Securitized Assets between Insiders
and Outsiders

A second hidden-information explanation for securitized assets is the
possibility of informational asymmetries that differ from those just con-
sidered in two respects: the asymmetry is not just between managers or
insiders and outside investors but among different classes of outside
investors, and the asymmetry is not about the returns on general assets
of the firm but about the securitized assets. Virtually all investors spe-
cialize to some degree in information about specific securities.38 Struc-
tured finance is sometimes associated with specialization by financial
intermediaries in the valuation of the particular cash flows being offered
by the originator. This is a phenomenon more often associated with
factoring, which is closely related to asset securitization39 but has ex-
planatory power for asset securitization as well: asset securitization in
some instances involves the private placement of the SPV securities to
investors who are sufficiently well informed about the value of the se-
curities that the services of rating agencies are not purchased (Schwarcz
1994, pp. 138–39).40

38. This is evidenced by the well-documented “home bias” in portfolio choice, even
regionally within a country.

39. As a general matter, our asymmetric-information explanations of why firms seek
to sell their receivables in a securitization transaction could also explain why firms seek
to sell receivables in a factoring transaction. The choice between securitization and factoring
is likely dictated by supply-side considerations, such as the ability of the acquirer of the
receivables to diversify the risk of the purchase. See Schwarcz (1994, pp. 144–46) for a
further discussion of the distinction between securitization and factoring.

40. Also see Schwarcz (2002, pp. 2–17): “In these structures, sophisticated investors
provide the equivalent of ‘credit enhancement’ to the SPV by purchasing subordinated
securities. The originator thereby allocates certain repayment risks to these investors, who
are in the business of assessing and accepting such risks and who consequently are willing
to accept a higher level of risk than the average investor.”
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Similar in its effect to the sale of assets to specialized investors is the
sale of assets to the general public after their quality has been certified
by specialists. Even if most outside investors cannot value accurately the
securitized assets, rating agencies may be able to act as intermediaries
that rate asset-backed securities and thus mitigate the informational
asymmetries between insiders and outsiders. Bond-rating agencies may
not provide the most accurate classification—that is, the classification
may not be based on the full set of information held by insiders—but
such classification does help convey information to outside investors.

We offer a formal model in the Appendix that establishes the follow-
ing. When firms have the opportunity to sell assets to specialized inves-
tors or, through securitization, to have the assets certified by rating agen-
cies prior to a sale to the public, then the general market will take any
decision not to securitize as a signal that the assets are of relatively low
quality. At a given price in the general equity market, for assets of given
observable characteristics, only the higher-quality firms will incur the
relatively high transaction costs of securitization to realize a sale at the
asset’s true price. Investors in the general market are aware of these
incentives and therefore take the decision not to securitize as a signal
of the poor quality of assets.41 Like any signaling explanation, this hinges
on a negative relationship between the underlying, unobservable quality
of the agents doing the signaling and the net cost of signaling.42 To
understand the nature of this pivotal relationship in our explanation of
securitization as a signal, consider (in the context of this theory) the
assets over which informational asymmetries exist among outsider in-
vestors as “securitizable assets.” Higher-quality firms have higher-quality
securitizable assets. Assume that these assets are all correlated in quality
and that when a firm chooses to securitize, outsiders can observe the
proportion of securitizable assets that is securitized but cannot observe

41. The impact on equity holders of an undervaluation by the market of the current
equity price has two components, analogous to the previous model in Section 5.1: (1) the
additional shares that must be offered to raise a given amount of financing and (2) the
negative effect on shareholders’ wealth that is manifest in the event of liquidity trading in
the future. Note that the second benefit, such as the signaling benefit in the model of Section
5.1, is realized even for securitization transactions that involve a pure reallocation of
ownership of equity (transactions in which the cash raised is simply distributed to share-
holders or used to retire debt), rather than financing of investment.

42. In Michael Spence’s (1973) original signaling model, education is a signal of work-
ers’ ability because a higher-quality worker incurs a lower cost of attaining a higher level
of education. In the asymmetric-information literature, the critical relationship is termed
the “single-crossing property.”
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the terms on which the securitization occurred.43 In the signaling equi-
librium, each firm trades off at the margin the higher transactions cost
of securitization with two benefits of additional securitization: (1) the
valuation of the additional securitized assets at their true value rather
than at the average value attached by general investors to assets that
are securitizable but nonsecuritized and (2) the more favorable expec-
tations of general investors about the value of the firm’s remaining se-
curitizable assets. The first of these benefits is always higher for higher-
quality firms. This explains the negative relationship between the quality
of firms and the net cost of signaling that is pivotal in this theory of
why securitization can be a signal of quality.

5.3. The Structure of Hidden-Information Theories of Asset
Securitization

The hidden-information explanations of asset securitization vary in their
assumptions about which assets are characterized by informational
asymmetries and which investors are differently informed about the asset
returns, but they all are driven by the same economic force: the tendency
of security markets to allocate claims to returns to those investors who
are best informed about the returns. Where the asymmetry in infor-
mation differs between two classes of assets owned in common by a
corporation, as it does in our hidden-information theories, then the mar-
ket forces that match claims to assets with best-informed investors re-
quire that the ownership of the two classes of assets be split.44 Separate
ownership, which can be achieved by securitization, is necessary for
markets to achieve different patterns of the allocation between the two
sets of claims to asset returns. In short, asset securitization is explained
within a hidden-information framework by the asymmetry across assets
of the nature and extent of informational asymmetries—the asymmetry
in asymmetries.

The hidden-information structure provides a more general theory of
asset securitization, or the structure of asset ownership across investors,

43. If outsiders could observe the terms of the sale of the securitizable assets to expert
investors (for example, the price per dollar of receivables), and if securitized assets were
perfectly correlated with one another, inexpert general investors would be able to infer
directly the securitizable assets’ quality from a sale of any proportion of securitizable assets.
Asset securitization of any subset of securitizable assets in such a case would serve as a
certification of the quality of the securitizable assets; no signal would be necessary.

44. This is true in other markets as well. In Akerlof’s (1970) analysis of the unraveling
of the used car market, for example, the asset, the car, is allocated to the party with the
best information about its value, its current owner.
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than the examples offered here. The nature of informational asymmetries
may vary across assets in ways that we have not considered. For example,
if a firm or entrepreneur wishes to sell a bundle of assets that are all
subject to asymmetric information (unlike the assumptions of our three
models) but the better-informed investors are different for each asset,
then the entrepreneur can achieve a higher expected price for the assets
by splitting them and selling each separately.45 Any asymmetry across
assets in the nature of informational asymmetry on the asset returns
leads to an incentive to split the ownership of the assets, which can be
achieved via asset securitization.

6. THE RELATIONSHIP BETWEEN SECURED DEBT AND ASSET SECURITIZATION

There are obvious similarities between secured debt and asset securiti-
zation. Fundamentally, both involve the sale of debt that is backed by
collateral. But there are also important differences in the two financing
techniques. Most fundamentally, securitization involves a true sale of
the collateral, while secured debt does not. In this section, we will con-
trast asset securitization with secured debt. This exercise not only situates
our analysis within the broader literature concerning the use of secured
debt (for a general review of the secured financing literature, see Scott
[1997]) but further illuminates our explanations of asset securitization.
It shows that our theories are about asset securitization, not secured
debt.

6.1. The True-Sale Requirement and Asset Partitioning

In a securitization transaction, the originator transfers its assets in a true
sale, while in a secured loan deal, the borrower simply offers assets as
collateral. The distinction between a sale and a loan, while critical to
our theories, is far from crystal clear in practice. In particular, courts
have taken different positions about the extent to which the risks of loss
and gain associated with a financial asset must be transferred to the
putative buyer for a sale to take place (Pantaleo et al. 1996). Some cases
have determined whether the transaction was a sale by asking if the
buyer (lender) has any recourse against the seller (borrower) if the asset
does not pay off. (See the discussion of, for example, In re Executive
Growth Investments, Inc. [40 B.R. 417 (Bankr. C.D. Cal. 1984)] in

45. This can be proved by representing the market mechanism as a (common-value)
auction with privately informed purchasers.
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Pantaleo et al. [1996, pp. 175–77].) The mainstream position, however,
would allow some recourse from buyer to seller to make up shortfalls,
and some access to a surplus for the seller, within a true-sale transaction.
In Major’s Furniture Mart, Inc. v. Castle Credit Corp. (602 F.2d 538
[3d Cir. 1979]), for example, the court stated that “[t]he question for
the court then is whether the Nature of the recourse, and the true nature
of the transaction, are such that the legal rights and economic conse-
quences of the agreement bear a greater similarity to a financing trans-
action or to a sale” (p. 544).

In part because of the uncertainty about courts’ interpretations of
what a true sale will be46 and the importance of this question for se-
curitization deals, the industry lobbied for a section in the Bankruptcy
Act that would have clarified that assets subject to a securitization trans-
action are not part of the debtor’s estate regardless of the extent of
recourse (see, for example, Lipson 2002). This reform to bankruptcy
law was not adopted, but several states have abandoned the substance-
over-form approach of cases such as Major’s Furniture Mart to true sales
and instead take a form-over-substance approach. For example, Texas
adopted a nonuniform version of section 9-109 of revised Article 9 that
essentially provides that a true sale of financial assets arises as a matter
of law where the parties themselves characterize the transaction as a
true sale (Carbino and Schorling 2003, p. 383, n. 59). To similar effect
is the Delaware Asset-Backed Securities Facilitation Act, which provides
that assets subject to a securitization transaction are no longer the prop-
erty of the originator (Delaware Code Annotated, title 6, chap. 27A
[Supp. 2002]; see Carbino and Schorling 2003). These reforms would
allow parties to allocate risks in whatever manner they choose while
assuring themselves of a true-sale characterization under state law.

It is not yet clear, however, how effective these state statutes will be
in influencing bankruptcy proceedings. A key question is the extent to
which federal bankruptcy proceedings will turn on state law definitions.
While there is authority supporting the notion that federal bankruptcy
proceedings should respect state law sales definitions that affect third
parties (Pantaleo et al. 1996; Plank 1996), courts may conclude that
federal bankruptcy law preempts these state law reforms (see Carbino
and Schorling [2003, pp. 384–85], who discuss whether bankruptcy law

46. Particularly the fallout from LTV Steel, in which the court granted a debtor access
to the assets subject to a securitization deal until a full evidentiary hearing could determine
the true-sale characterization question.
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preempts state law). A recent Fifth Circuit case entirely ignored the Texas
approach to true sales found in Article 9; instead it looked to the sub-
stance of a transfer of receivables (not a securitization) to conclude that
it was a loan, not a sale, for the purposes of a federal statute.47

Our theories of securitization depend, to a greater or lesser extent,
on originators truly transferring some risk to the SPV and its security
holders. Given that federal bankruptcy reform has stalled, that most
states have not adopted Texas-like reforms, and that the status of these
reforms in bankruptcy is not clear, parties are likely to continue to take
a prudent approach that limits the retention of risk by originators in
securitization deals. We note, however, that while our theories of se-
curitization depend on at least some partitioning of risk, we do not offer
a normative analysis of reforms of true-sale standards to accommodate
deals that do not transfer much or any risk. The central normative
implication of our theories is minimal and uncontroversial: the law
should not prevent the parties from transferring risk to security holders
in a securitization deal. This does not imply that the law should compel
the parties to transfer risk. We also do not view the evident push for
reform by the industry as a strong challenge to our positive description
of the motivations for securitization, even though the reforms would
permit securitization deals that do not transfer risk, while our theories
require some transference of risk. Because of the cost of uncertainty that
exists under current law, which manifests itself in a number of ways,
including significant legal fees for true-sale opinions, private-sector sup-
port for reform is not necessarily evidence of a desire of the parties in
all, or even most, securitization transactions to leave significant risk with
the originator. Rather, the impetus for reform could originate with parties
simply seeking an easily applicable rule that would encompass the pre-
sent practice of originators retaining some limited risk. Proposed reforms
would not prevent parties from allocating risks to both buyer and seller
but would add value by removing costly doubt about the true-sale char-
acter of the deal.

We turn now to a fuller explanation of how the true, although pos-
sibly partial, partitioning of risk associated with securitizations but not
secured loans affects our analysis. As we discuss, complete partitioning

47. Reaves Brokerage Co. Inc. v. Sunbelt Fruit and Vegetable Co. Inc. (336 F.3d 410
[5th Cir. 2003]), where the transfer of accounts receivable was found to be a loan, not a
true sale, for the purposes of the Perishable Agricultural Commodities Act, notwithstanding
parties’ description of deal as a sale. See the discussion in Warren and Westbrook (2004).
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of risk in a securitization deal is not necessary for our theories to hold,
although some degree of partitioning is.

6.2. Focus and the Principal-Agent Problem

Asset securitization, as discussed, can strengthen the relationship be-
tween firm value and managerial performance. Such increased focus
improves the efficacy of direct monitoring of managers, managerial labor
markets, the market for corporate control, and incentive contracting.
This explanation does not apply to secured debt generally.48 The key
difference is that asset securitization insulates the originator’s equity
from fluctuations in the value of the “collateral” (either the secured asset
in a secured loan or the receivables in a securitization transaction) to a
greater extent than secured debt. As we have discussed, to meet the
standard true-sale requirement, parties must ensure that the originator
retains much of the risk associated with the assets being securitized.
While there is scope for the originator to retain some risk under the
traditional true-sale standard, and there would be even greater scope
under some recent proposed and actual reforms, originators in general
transfer at least some of the risk of the asset in a securitization trans-
action. This helps to insulate the originator’s equity from shocks due to
risky receivables. Generally speaking, the SPV’s securities are much more
sensitive to fluctuations in the value of receivables than are the origi-
nator’s securities. More specifically, if the receivables fall in value, then
the originator will typically not be called on to make up a significant
portion of the shortfall (Schwarcz 1994, p. 149, n. 55). In some trans-
actions, to be sure, the originator may hold a subordinated tranche of
securities or may offer limited guarantees and thus commit to make up
some of the shortfall. But even in these cases, the risk to the originator
is lower following the securitization. In addition, often the subordinated
tranche will be sold to the public. And in many instances, third parties
such as insurers commit to making up any shortfall in the receivables.

48. However, the focus explanation could apply to other choices about the structure
of the firm’s securities. Tightening the link between managerial performance and the value
of equity has been cited as motivation for the decision to spin off assets as separate cor-
porations (see, for example, Schipper and Smith 1986). Indeed, it is possible that the rise
of securitization could be linked to corporate tax reforms that presented obstacles to spin-
offs (see Stephan 1990). “Tracking stock,” or “targeted stock,” which gives its owner an
interest in the earnings of one division of a diversified firm, has also been explained as
enhancing the incentives of managers because of greater focus of stock value on their
performance. See, for example, D’Souza and Jacob (2000).
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Thus, the originator is insulated from some downside risk to which
retaining the receivables would expose it.

On the other hand, if the receivables increase in value, then the SPV
will be able to meet its debt obligations while earning a surplus. In some
cases, the originator will have access to these earnings, perhaps through
a two-tiered structure involving the sale of the assets first to the origi-
nator’s subsidiary and then to an SPV (Schwarcz 1993, p. 21). Alter-
natively, the surplus may accrue to a subordinated tranche of securities
owned by the originator. Having access to the surplus exposes the orig-
inator to some risk. But a securitization transaction can be structured
such that the originator does not have recourse to a surplus, such as
when the riskiest (lowest-priority) tranche is sold to a third party. This
would insulate the manager of the originator from upside risk as well.

Thus, asset securitization can limit upside and downside risk from
the receivables for the originator. The same considerations do not arise
with secured debt. Suppose receivables have an expected value of $10
and a firm issues debt secured by these receivables. If the receivables
turn out to be worth less than $10, the firm nevertheless continues to
owe $10.49 The value of equity will fall with the value of the receivables
(see Schwarcz [2004], who noted that secured creditors have priority
over the full amount of debt even if the subject of security interest is of
insufficient value to repay the debt). Downside risk to equity from se-
cured debt is limited only when bankruptcy arises, since creditors will
seize the receivables and will bear any losses from a loss in their value.
Similarly, if the receivables appreciate in value, this will accrue to equity.
The debt of $10 can be paid, and the surplus will increase share value.
The manager is thus exposed to upside, firm-specific risk. Securing debt
does not serve to partition off risk in the same way as asset securitization.
While there is scope for variation in the degree of risk that the originator
assumes in a securitization deal, it is clear that asset securitization can,
and generally does, partition risk in a way that secured debt does not.
Asset securitization is thus superior to secured debt in increasing focus
to address the principal-agent problem within the firm.50

49. Unless there is nonrecourse secured debt. Our explanations of asset securitization
may also have some force for nonrecourse secured debt.

50. Several commentators have suggested that secured debt addresses potential inef-
ficiencies in the monitoring of debtors by creditors. For example, Levmore (1982) and
Triantis (1992, p. 245) each outline how asset-specific monitoring is encouraged by granting
a security interest: the secured lender now has an incentive to monitor the use of that asset
that others do not, which resolves the problems of free riding and competitive monitor-
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6.3. Free Cash Flow, Secured Debt, and Asset Securitization

We outlined in Section 4 the role that asset securitization plays in limiting
management’s access to cash, which in turn may limit managerial mis-
behavior with respect to that cash. Secured debt may also play a cash
management role, but again asset securitization has distinct advantages.
Triantis (1994) identifies two key sources of the power of security in-
terests to limit waste arising from managerial access to cash. First, se-
cured lenders have a contingent property right in the secured asset. This
makes it difficult for borrowers to convert an asset into cash. Second,
secured lenders have priority over other lenders. Such priority makes it
difficult for borrowers to continue to borrow to have access to cash.
Both the property and priority aspects of secured debt limit the agency
costs of free cash flow.

A contingent property interest in cash-based collateral held by or-
dinary secured lenders would not give rise to the same commitment to
manage cash properly as securitization of that collateral. Security in
receivables, for example, generally does not limit managerial access to
cash realized from those receivables. Only when the firm defaults on its
debt does the creditor have the right to seize the proceeds from receiv-
ables; until then, the cash is freely available to managers, and lenders’
contingent property interest is insufficient to intervene. Managers may
misuse the cash in the interim. Securitizing the cash-based assets, on the
other hand, removes the cash from managerial discretion and thus is a
stronger form of commitment against agency costs via cash management.
It is true that some securitization deals grant the originator access to
surplus from the receivables, so it is possible that the originator will
receive some cash in the future; again, the partitioning of assets in a
securitization deal is not airtight. But the surplus will generally be a
small fraction of the value of the receivables.

Asset securitization is also more effective in addressing the agency
costs of free cash in which a contingent property interest in noncash
collateral, which interest would hinder the transformation of the col-
lateral into cash, would be impractical. Security interests will not restrict

ing. The secured lender will monitor the collateral, while other creditors will monitor the
firm’s other assets. Conversely, Jackson and Kronman (1979) suggest that where a secured
lender is overcollateralized, the secured creditor will not monitor so that other creditors
will not attempt to free ride on its efforts. Scott (1986) points out that specialization by
creditors in monitoring particular types of assets will also provide efficiencies. These ex-
planations of secured debt are distinct from our focus explanations of asset securitization,
which rely on the partitioning of risk off from the firm.
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the sale of collateral where the debtor’s business turns on the periodic
sale of the collateral. As Triantis (1994, p. 2160) states, “Although the
sale of inventory collateral for cash raises the same concern about man-
agerial discretion over cash proceeds, this sale is fundamentally necessary
to enable the debtor to pay the principal and interest owed to its cred-
itors. Therefore, the sale of inventory may proceed without impedi-
ment.” This implies that some assets may be freely converted to cash
notwithstanding security interests. Some asset securitization transactions
seem to address the impracticality of restricting the sale of collateral and
thus the failure of secured debt alone to prevent the conversion of assets
into cash. Securitization has become an important financing tool for
resource companies, such as owners of timber and oil and gas assets
(Harrell, Rice, and Shearer 1997). Instead of relying on a security interest
in timber or other resources, which would not restrict the conversion of
these assets into cash because of the nature of the business, asset se-
curitization commits the originator to use the cash inflows from the
resources in a particular, nonproblematic way, that is, to disgorge it to
buyers of the SPV’s securities.

With regard the priority question, and a disadvantage of securitizing
relative to secured debt, there are no exceptions to the priority of the
security holders in a securitization transaction over the collateral.51 By
engaging in a true sale through asset securitization, property rights in
the future cash flows in question belong to the SPV, subject to a security
interest held by its creditors, not the originator. Asset securitization thus
irrevocably commits the firm to convert future cash into current cash.
This brings potential disadvantages. For example, it may be that after
securitization, the firm discovers a valuable investment opportunity for
which the securitized cash flows (perhaps because of information prob-
lems among outside investors) would have provided a relatively inex-
pensive form of finance.52 Given the likely difficulty in renegotiating
terms of such debt (see Laux 2001; Amihud, Garbade, and Kahan 1999),
the SPV’s creditors will in practice not exercise any discretion over
whether to allow the originator to raise cash by ceding priority over the

51. For example, as a legal matter, there are some exceptions to “first-in-time” priority
that allow the secured borrower to raise cash. A purchase money security interest, for
instance, allows later-in-time priority over collateral acquired with the additional funds.
U.C.C. secs. 9-107, 9-312(3), (4). See discussion in Scott (1997, p. 1445).

52. Triantis (2000) argues that many rules in Article 9 are designed to strike a com-
promise between the concerns over agency costs and that of access to relatively cheap
internal capital.
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cash flows to a subsequent creditor. Future investment using the secur-
itized assets will be forgone. Asset securitization leaves no room for a
nuanced approach to priority that commentators have suggested that
the laws of secured transactions creates (see Triantis 2000; Scott 1997;
Kanda and Levmore 1994). This could result in the failure of the firm
to make valuable investments. The firm will weigh these various cash
management advantages and disadvantages of secured debt and asset
securitization.

6.4. Valuation

Asset securitization also offers advantages over secured debt when it
comes to having the collateral valued by experts (for discussions of
secured debt and valuation, see Buckley [1986]; Triantis [1992]; Scott
[1997]; Schwartz [1981]). First, asset securitization is a more precise
tool than secured debt for segregating the particular secured assets from
the originator’s other assets (Hansmann and Kraakman 2002, pp.
420–21). While the true-sale requirement does not create an imperme-
able partition between the firm and the SPV’s security holders, securi-
tization does, as discussed, transfer the risk associated with the assets
to SPV security holders more than secured debt does. The sale of the
collateral to the SPV before claims are issued implies that the security
holders realize the bulk of their value from the collateral and the col-
lateral alone. The problems that may occur on a reorganization in val-
uing the secured creditor’s claim do not arise.53 This in turn implies that
securitizing undervalued assets brings valuation advantages that securing
a loan using the assets as collateral does not.

Moreover, there are strong incentives for the originator to have the
value of the securities sold by the SPV match the value of the collateral
in question. To meet traditional true-sale requirements, the originator
in a securitization transaction must have limited responsibility for short-
falls, and limited direct access to surpluses, from the assets. This implies
that it is important for the firm to realize an accurate price for the
collateral in the transaction: the originator will not want to sell assets
for less than they are worth if it cannot realize much of a surplus, while
the buyer of the SPV’s securities will not pay for the securities if they
are worth less than the collateral if the originator does not make up

53. See, for example, Schwartz (1981, pp. 25–26), who notes that in a reorganization,
the value the secured lender receives in lieu of collateral is subject to the court’s valuation
decisions and may be difficult to predict.
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much of a shortfall.54 With secured debt, in contrast, the borrower will
directly realize any surplus that the asset generates beyond the value of
the debt. In addition, the borrower will generally be responsible for
making up any shortcoming in the value of the asset relative to the
outstanding debt. There is therefore less incentive to have the value of
the secured loan precisely match the value of the collateral: surpluses or
shortfalls remain the responsibility of the debtor. For these reasons, the
specialized-valuation explanation of asset securitization is more pow-
erful than the analogous explanation of secured debt.

7. EMPIRICAL EVIDENCE

We offer in this section empirical evidence about the observed pattern
of choices among corporations to securitize assets that is consistent with
the theory that the practice is used to mitigate agency costs. An ideal
test of this hypothesis would investigate whether those firms most vul-
nerable to agency costs are also those most likely to securitize assets.
The lack of good measures of vulnerability to agency costs, however,
leads us to adopt a proxy for this variable: the power of the incentive
contract for the chief executive officer (CEO) of the corporation, that
is, the nonwage component of the compensation. Our assumption is that
those firms with higher potential agency costs will on average adopt
higher-powered incentive contracts. We thus investigate whether firms
with higher-powered CEO incentive contracts are more likely to adopt
the strategy of asset securitization.

This approach requires some elaboration, however, since both asset
securitization and executive compensation are endogenous. We estimate
only a correlation (more precisely, an affiliation) of the two variables,
not a causal relationship. If our theory is correct, then both asset se-
curitization and the power of the incentive contract are strategies to
mitigate agency costs. If the main source of variation in the optimal use
of each instrument across firms is in the cost of using either instrument,
then under our theory, a negative correlation would be observed. Where
incentive contracts were very costly to impose because of high mana-
gerial risk aversion, for example, the marginal value of asset securiti-

54. If a third party agrees to make up the shortfall, which occasionally occurs, the
originator must effectively pay for this ex ante by compensating the third party for acting
as an “insurer.” There is no gain to the originator from an inaccurate valuation of the
collateral.
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zation would be high, and we would observe both low-powered contracts
and a high likelihood of asset securitization. Where incentive contracts
were less costly, we would observe the opposite combination. The uses
of the two substitute instruments would vary inversely across firms.

We submit, however, that the costs of adoption of the instruments—
costs such as the risk aversion of managers or the transactions costs of
asset securitization—are less likely to vary substantially across firms than
is the basic vulnerability of firms to agency costs. In some firms, the
actions of managers are more likely to be hidden and the firm value
likely to be vulnerable to agency problems than in others; the variation
in the magnitude of the agency problem across firms is more likely to
explain a correlation between the two instruments that is a variation in
the costs of either of the instruments.

In this case, the use of both instruments will vary together. In short,
we regard a positive correlation between the power of executive com-
pensation and the likelihood of asset securitization as a testable impli-
cation of the joint hypothesis that both instruments are responses to
problems and that the variation in vulnerability to agency costs drives
the variability across firms in the use of the two instruments. The pre-
diction that the two instruments should be correlated is strengthened in
our theory by the proposition that asset securitization can be a com-
plementary instrument to higher-powered executive compensation con-
tracts in the sense that asset securitization can reduce the variability of
corporate returns, leading to a higher-powered optimal incentive con-
tract in a model in which an optimal compensation contract trades off
the alignment of managerial incentives against managerial risk aversion
(as developed in Section 3).

We investigate this hypothesis by examining 1997 executive com-
pensation data on 1,166 firms from the ExecuComp database.55 The
percentage of variable pay at these firms is given by the difference be-
tween total pay and salary as a fraction of total pay. We identified firms
that were engaged in asset securitization by examining data from the
Moody’s database in December 2002.56 In particular, we identified all
originators from 2,000 ratings and research reports found in the U.S.

55. Standard & Poor’s ExecuComp (online).
56. Moody’s database is available online at http://www.moodys.com.
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asset-backed securities section of the database.57 We found data on 61
CEO compensation packages at firms that were in both the ExecuComp
database and the Moody’s database. This allows a comparison of ex-
ecutive compensation at firms that we know engage in securitization and
other firms. Because some of the other firms may also engage in secur-
itization but are not in the Moody’s database, our comparisons are
biased against finding statistically significant differences between com-
pensation at our sample of firms that securitize and other firms, yet we
do find such differences.

The average “power,” or variable proportion of executive compen-
sation, is 66 percent in our sample. The prediction of our model is borne
out by the data. For example, of firms with power exceeding 80 percent,
9.7 percent were found in the Moody’s database as having undertaken
asset securitization recently; in firms with power of 50 percent or less,
only 2 percent were found in the database.58

We subject this simple finding to one check to counter the possibility
that the positive relationship is due simply to the correlation of both
variables, asset securitization and power, with company size.59 We es-
timate a logit equation with the probability of adoption of asset secur-
itization as the dependent variable, controlling for the size of the firm,
as measured by total assets. The logit relationship is represented by the
equations below. In these equations, can be interpreted as the unob-y*i
servable (or latent) net benefits of adopting asset securitization for firm
I and as the (observable) decision about whether to adopt asset se-yi

curitization. Size is measured by total assets, and the power of the ex-
ecutive compensation package is measured as the proportion of total

57. In particular, the section of the database was found by entering “ratings,” then
“structured finance,” then “all asset-backed securities,” then “USA.” Many of the reports
concerned securities issued around 1997, so the use of 1997 executive compensation as a
measure of variable pay is appropriate. In any event, our prediction would be that variable
pay should be higher both at firms with asset-backed securities outstanding and those
contemplating securitization.

58. The impact of power in predicting the probability of asset securitization is statis-
tically significant at the 1 percent level.

59. Securitization and company size may be correlated, for example, because of scale
economies that lower the unit costs of a securitization transaction. There may be a cor-
relation between size and higher-powered compensation because of a correlation between
size and compensation levels and because of tax treatment of fixed compensation: under
section 162(m) of the Internal Revenue Code, compensation over $1 million cannot be
expensed by the corporation for tax purposes unless it is performance related.
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Table 1. Logit Regression of the Probability of Adopting Asset Securitization

Variable Coefficient S.E. z P 1 FzF

95% Confidence Interval

Low High

Power 2.238 .8437 2.65 .008 .5840 3.8913
Size .0000173 3.08E�06 5.63 .000 .0000113 .0000234
Constant �4.839 6,413 �7.49 .000 �6.105 �3.572

Note. Number of observations p 1,166; likelihood ratio x2 p 72.27; prob 1 x2 p
.0000; pseudo R2 p .1510. S.E. p standard error.

compensation to the CEO that is not in the form of a wage. The error
term represents the impact of variables other than size or power:60ui

y* p a � b power � b size � ui i 1 i 2 i i

and

1 if y* 1 0,iy pi {0 otherwise.

Table 1 provides the estimates of the parameters of the logit regression.
The regression estimates indicate that greater adoption of asset securi-
tization is associated with higher levels of agency costs, consistent with
the theories developed here: the coefficient on power in the regression
is positive, and the hypothesis that it is zero can be rejected at a sig-
nificant level of greater than 99 percent.61

This evidence is clearly only one step toward the full estimation of
a model of the impact on asset securitization of differences in the vul-
nerability to agency costs. But the evidence is consistent with the theory
that asset securitization is a response to problems of asymmetric infor-
mation.

60. In logit regressions, the error term is assumed to have a Weibull distribution, which
is close to a normal distribution.

61. To understand the economic significance of the coefficient, note that the coefficient
on power, 2.238, is the log of the impact of power on the odds ratio (the probability of
using asset securitization divided by the probability of not using asset securitization). This
impact is therefore 9.37. Roughly, the estimate is that an increase in power from, say, .3
to .9 leads to an increase in the probability of asset securitization by a factor of 5.6; this
is about the same as suggested by the estimation of the simple, binary relationship.
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8. CONCLUSION

The essence of asset securitization is the substantial, if not always com-
plete, partitioning of future cash flows from the rest of the firm. Any
explanation of asset securitization must account for this fundamental
feature. The theories that we offer all satisfy this requirement, although
the reason for the partitioning varies. The hidden-action explanations
of asset securitization depend on the separation of cash flows that are
risky but relatively insensitive to managerial effort from other cash flows.
Partitioning in this case helps control agency problems by reducing the
risk to the firm from factors beyond managers’ control. The cash flow
theory of asset securitization also depends on the separation of cash
flows from the rest of the firm to reduce agency costs, but for different
reasons. Partitioning off these flows in an asset securitization transaction
exchanges a series of small, difficult-to-monitor cash flows for a single,
relatively easy to monitor cash infusion, thus reducing the agency costs
of free cash flow. Where there is uncertainty about the value of the
nonsecuritized assets, the partitioning of the collateral in a securitization
transaction from the rest of the firm allows the sale of securities that
are not subject to a lemons problem. This allows the firm to avoid a
lemons discount and helps it to signal the high quality of its remaining
general equity; only higher-quality firms would incur the relatively high
transaction costs of securitization to avoid the lemons discount. On the
other hand, where there is uncertainty about the collateral, securitization
allows expert investors or rating agencies to value the collateral inde-
pendent of the rest of the firm. Partitioning is crucial to this theory also.

Asset securitization can, depending on the circumstances, address the
problems of hidden action and hidden information. Moreover, there are
important differences between asset securitization and secured debt that
make the former important as a distinct financing device. Securing debt
does not insulate the firm from risky collateral to the same extent as
securitizing does, so the focus explanations do not apply as well to
secured debt. Secured transactions cannot limit managerial access to cash
as directly as securitization does, particularly where the collateral in
question is cash or where restrictions on the sale of the collateral are
impractical. Finally, secured debt transactions entail less incentive to
value the collateral precisely, given that shortfalls and excess returns will
generally be covered or realized in full by the borrower itself.

In sum, the uniqueness of asset securitization and its effectiveness in
addressing information problems help explain its recent explosion in
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popularity. Considerations external to the firm, such as regulation or
judgment proofing, are not necessary to provide a coherent positive
account of securitization.

APPENDIX: MODELS OF ASSET SECURITIZATION UNDER HIDDEN INFORMATION

A1. Asset Securitization and Asymmetric Information about General Asset

Values

This model formalizes the arguments in Section 5.1. It establishes the incentives
for securitizing assets of known value, that is, value over which all investors are
symmetrically informed, when the alternative is to issue claims on general assets
that are subject to asymmetric information. Insiders (managers) are informed
about the value of general assets; outside investors are not. The securitization
of assets in this model is assumed to involve administrative costs greater than
those of issuing general securities.

Consider a firm that needs to raise an amount of capital I to invest in a
project that will yield a net present value of v. The firm’s total assets consist of
some assets over which insiders, including managers who act on behalf of in-
siders, have superior information and some assets over which all investors have
full information about future returns. We suppose that the class of assets of
known returns is large enough that some of these could be securitized to finance
the project cost, I, and compare the value of the firm under two financing strat-
egies: securitizing assets of known value and issuing general equity claims. Ini-
tially, we assume that after financing the project through either strategy, the
insiders keep their equity for the life of the firm (that is, until the realization of
returns on all assets).62

The Securit ization Strategy. Suppose that the firm raises funds by securi-
tizing some of the assets of known value. The securitized assets we will label B,
and the remaining assets we will label A. Assets A have an uncertain return:
with probability v these assets return a value of $1 in the future, and with
probability these assets return a value of $0.63 The quality v of the assets1 � v

is known only to insiders; outside investors form expectations about the quality
based only on the financing strategy of the firm. The distribution of possible
qualities from the perspective of outsiders is denoted F.

If the firm finances through securitization, an administrative cost k is in-
curred. The expected payoff to insiders who choose securitization consists of the

62. All assets’ returns are assumed to be realized at some date after which the firm is
liquidated. Subsequently, we introduce “liquidity trading” of equity after the financing of
the new investment.

63. The normalization of possible return values to zero and one has no impact on the
results but simplifies notation.
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expected payoff of assets A plus the net value of the project v minus an admin-
istrative cost of securitization, k:

v � v � k. (A1)

The Equity Issuance Strategy. In the event that the firm issues sufficient
general equity to finance the project, let represent the market valuation (price)p0

of the assets A and let l represent the share of the equity that the firm must sell
to finance the project. The variables l and must satisfy the financing constraint:p0

l(p � I � v) p I, (A2)0

where the left-hand side of this constraint represents l times the market valuation
of the existing assets A, assets B (valued at I), and the net present value of the
new project. The set of firms deciding to issue general equity can be shown to
be a set [0, ]. The price must satisfy rational expectations:v̂ p0

v̂

ˆ ˆp p E(vFv ≤ v) p tdF(t)/F(v). (A3)0 �
0

This equation and the financing constraint (A2) can be solved to give the
share of equity that must be offered to the market to finance the project:

ˆl p I/[E(vFv ≤ v) � I � V,

and the payoff to a firm of quality v that chooses to finance the project with the
necessary issue of general equity is therefore

I
1 � (v� I � v). (A4)[ ]ˆE(vFv ≤ v) � I � v

Finally, equating the payoffs (A1) and (A4) determines the marginal type .v̂

For a firm of type , the gain from securitization equals (A1) minus (A4),ˆv 1 v

which can be written as

v � I � v
gain p I � k.[ ]ˆE(vFv ≤ v) � I � v

The first term of this equation we could call the “lemons premium avoidance
benefit”: the decrease in the cost of raising I when assets A are valued at their
correct quality instead of at the average quality of those firms choosing the
strategy of general equity issuance. The gain is then net of the administrative
cost of securitization, k.

Extension to Liquidity Trading. In the simple model outlined above, the
price of the firm’s equity after a decision to securitize assets is irrelevant. The
existing equity holders retain ownership of the equity until the final payoff of
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assets; there is no trading of equity after the securitization decision and no scope
in the model for identifying a beneficial impact of securitization on the price of
equity. (Moreover, a postinvestment opportunity for equity holders to sell shares
in and of itself would not provide this scope, since a market for equity in which
current owners have superior information about the value of their shares would
generate no trade because of the lemons problem.) It is unrealistic, however, to
suppose that in reality the future price of postinvestment price of equity is ir-
relevant, and certainly the prediction of no trade is unrealistic. We build post-
investment trade into the model by incorporating exogenous liquidity trading.
Liquidity trading is a common component of financial economic models.

Suppose, then, that after the investment decision has been made, an exoge-
nous proportion, g, of equity will be sold by inside equity holders after the
investment has been undertaken.64 We now let represent the market valuationp1

of assets A after a decision to securitize has been taken; continues to representp0

the market valuation of these assets after a decision to raise general equity. This
revision to the model alters the payoffs from each method of financing, to in-
corporate the gains to insiders from selling the fraction g of equity at the market
prices ( or ) rather than retaining ownership of equity until the realizationp p0 1

of returns. It is straightforward to show that in this extended model, the gains
to securitization can be expressed as follows:

v � I � v
gain p I � g(p � p ) � k1 0[ ]ˆE(vFv ≤ v) � I � v

v � I � v ˆ ˆ[ ]p I � g (E(vFv 1 v) � E(vFv ≤ v) �k.[ ]ˆE(vFv ≤ v) � I � v

The first term in this equation again represents the lemons premium avoidance
benefit. The second term represents an additional gain from securitization, a
signaling benefit, which captures the increase in value of shares sold that reflects
the value of being associated with the high-quality group of firms choosing to
securitize rather than the lower-quality group choosing to issue general equity.

A2. Asset Securitization and Asymmetric Information about
Securitized Asset Values

This model formalizes the analysis in Section 5.2. We investigate the incentives
for asset securitization when the capital market participants include a group of
investors with specific knowledge of the quality of securitized assets, reflecting
specialization in the valuation of these assets. This group of specialized investors
is large enough to represent a competitive source of capital but has limited funds
and is therefore not in the market for general assets.

64. It would be more realistic, but less succinct algebraically, to assume that an ex-
ogenous amount of funds must be raised for liquidity purposes.
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Consider a firm with two assets, A and B, as in the previous model. Asset
A (which will again represent general, nonsecuritized assets in the equilibrium
of the model) is known by all outside investors to have value A, and it is now
asset B that is subject to asymmetric information. The payoff from asset B is
one with probability v and zero with probability . Specialized investors are1 � v

aware of v; general investors are not.
We consider an entrepreneur who owns both sets of assets in a single firm.

The entrepreneur wishes to sell the entire firm rather than wait for the realization
of payoffs to the assets. The entrepreneur can sell some proportion s of the
claims on asset B to specialized investors, which we interpret as asset securiti-
zation, and sells the remaining proportion of assets, , to the general equity1 � s
market. While general investors are unaware of the quality v of the asset B, these
investors can observe s and condition their expectations on this variable.

Consider first the case in which administrative costs to securitization are
entirely fixed. In this case, it is straightforward to show that in any equilibrium,
the values of s are zero or one, depending on v.65 That is, if it is worthwhile
securitizing some of asset B, it is worthwhile securitizing all of asset B. As in
our first hidden-information model, the decision to securitize assets involves a
trade-off between the transactions cost of doing so and the benefits of being
identified by investors as having a higher-quality set of assets. General investors
know that those firms choosing not to securitize asset B with specialized investors
have lower-quality assets and price the equity of these firms accordingly. In
equilibrium, all firms with quality greater than some marginal type, , securitizev̂

asset B.
It is most plausible that the transactions costs associated with securitization

are not entirely fixed, however, but instead increase with the size of the secur-
itization transaction. In this case, the market outcome will not be of the variety
just described, in which many different quality types choose the same action,
but will instead be a separating equilibrium in which each quality type chooses
to securitize a different proportion of asset B. To illustrate this, suppose that the
costs of securitization are entirely variable: if a proportion s of the (divisible)
asset B is securitized, then the entrepreneur incurs an administrative cost, ks.

A separating equilibrium consists of (i) a mapping f from observed s to
expected quality on the part of general investors; is the quality that investorsf(s)
expect from a firm that has securitized an amount s; and (ii) a function S(v)
giving the decision on the part of the firm of quality v, such that,s p S(v)
(1) given the entire function , the firm of each quality v maximizes its payofff(s)
by choosing and (2) for all v, ; that is, . The first�1s p S(v) f(S(v)) p v f p S

65. Suppose that there were an equilibrium in which a set H of some types chose
. Then either the top quality in H is pooled with other types in H in its choice ofs ! 1 v*

s or is identified in equilibrium as . In the former case, the type does better by choosingv* v*
(where its payoff is the same as if it is fully identified); in the latter case, any types p 1

in H would profit by mimicking . This contradicts the supposition.v*
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condition is that each firm be rational. This condition recognizes that each firm
in changing its decision s will affect investors’ expectations about its quality.
The second condition is that investors’ expectations are, in equilibrium, correct.

The payoff to an entrepreneur of quality v from choosing s, facing market
expectations , isf(s)

A � sv � (1 � s)f(s) � ks,

which describes the payoff from selling asset A, selling the fraction s of asset B
to specialized investors at its true value, v, and selling the remaining fraction of
B, ( ), to investors whose perception of the value, , depends on the choice1 � s f(s)
of s. The entrepreneur’s first-order condition for maximizing this payoff (equi-
librium condition [1]) is

�f
v � (1 � s) � f(s) � k p 0. (A5)

�s

From the rational expectations condition , we have .�1f p S �f/�s p [1/(�S/�v)]
Substituting this into equation (A5), evaluating equation (A5) at , ands p S(v)
then substituting the equilibrium condition yieldsf(S(v)) p v

�S
1 � S(v) � k p 0. (A6)

�v

A boundary condition is provided by (the lowest-quality firm isS(0) p 0
identified as such in equilibrium and gains nothing from securitization). Equation
(A6) is a linear differential equation with a solution

�v/kS(v) p 1 � e .

The equilibrium pattern of asset securitization thus starts with zero and
increases monotonically in quality. Each firm trades off at the margin the benefits
of securitization that flow from being identified as a higher-quality firm against
higher transactions costs. Thus, when investors vary with respect to their knowl-
edge of the quality of a class of assets, the securitization and sale of these assets
to a specialized (informed) class of investors emerges in a signaling equilibrium.
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