Journal of Financial Intermediatidt0, 306—330 (2001)

®
doi:10.1006/jfin.2001.0324, available online at http://www.idealibrary.corl DE &l.

Effects of Asset Securitization on Seller Claimants?

Hugh Thomas
The Chinese University of Hong Kong, China

Received November 1, 1999

This study analyzes effects on debt and equity claimants of asset sales into securitizations.
Shareholders’ returns are increasing in shareholder capitalization. Average losses to share-
holders in mortgage-backed securities issuers are explained historically. First time issuance
and increased securitization frequency are shareholder-wealth-increasing. Securitizers with
actively traded bonds enjoy substantial and significant shareholder gains, which are greater
the poorer the creditworthiness of the seller. Wealth transfer from bondholders to sharehold-
ers occurs in asset-backed securities among sellers with low credit ratings. Banks’ claimants
have benefited significantly more than other FIs’ claimants, suggesting that securitization
can alleviate regulatory burdedournal of Economic Literatur€lassification Numbers:

G14, G21. © 2001 Academic Press

I. INTRODUCTION

Securitization has enjoyed high growth over the last two decades. Annual
sues are over $500 billion; current outstandings are $2.5 trillion and $5 trilli
have been issued since the market's inceptidbout one-half of mortgages
and one-fourth of all US consumer credit are securitiz&ecuritization gives to
financial institutions (FIs) and non-FIs the opportunity to sell off large fixed incon

1| am grateful to the editors, David Hirshleifer and Anjan V. Thakor, three anonymous refere
and participants in the 2001 JFI Symposium in Amsterdam for their many helpful comments. |
thank Kenneth Ng and Chow Ying Foon for help with data. This paper was written while | concurren
Associate Professor of Finance at the Michael G. Degroote School of Business at McMaster Univel
Hamilton, Ontario, Canada. | gratefully acknowledge the support of the Social Sciences and Humar
Research Council of Canada. Please send comments to hugh-thomas@cuhk.edu.hk.

2The figures come from Bond Market Association (1999), which publishes aggregate data
other research on the Web. Aggregating Securities Data Corporation’s transaction-by-transaction
annual issuance was $659 billion in 1997 and total issuance from 1981 to 1997 was $4.7 trillion. Tl
figures are in line with the $2.5 trillion outstandings reported by Silverman and Sparks (1998). To
these numbers into perspective, note that the aggregate assets of all U.S. banks are about $5 tril

3 Federal Reserve Board (1999).
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portfolios, thereby obtaining financing potentially less expensively than throu
direct borrowing, and also possibly improving risk sharing (Benveniste and Berg
(1987) and James (1988)). While so doing, however, securitization has the po
tial to alter the wealth and the risk of the securitizing corporation (Greenbat
and Thakor (1987)). Thus, different academic articles have suggested diffel
effects of securitization. This raises the empirical question: what are the wece
and risk-altering effects of securitization?

The purpose of this paper is to address this important question. | do this
investigating the alteration of wealth and risk in publicly traded corporations th
securitize assets. | exclude securitizations effected directly by Fannie Mae
Freddie Mac. Although, with shares listed on the NYSE, these agencies are leg
publicly traded corporations, they are considered by the market to be equival
to government agencies. | include, however, securitizations of agency-guarant
mortgages by private sector bank and finance company asset sellers.

| find no average abnormal gains or losses to shareholders from securitizat
but do find that shareholder returns are significantly increasing in shareholder ¢
italization. Average losses to shareholders in mortgage-backed securities (M
issues result from year effects, when mortgage bankers were under regulatory
market pressures. First-time issuance of MBS is rewarded by increased shareht
wealth. Moreover, increased frequency of securitization is also shareholder-we
increasing. If one reduces the sample to those securitizers with actively tras
bonds, one finds that those securitizers enjoy substantial and significant ave|
shareholder gains upon securitization. These gains are greater the poorer the ci
worthiness of the seller. Only in one subsample, the asset-backed securities (A
subsample, was there significant evidence of wealth transfer from bondholder
shareholders. This effect, however, was confined to sellers with low credit ratin
Finally, the study shows that banks’ claimants have benefited significantly me
than other FIs’ claimants, suggesting that securitization can alleviate regulat
burden.

In the remainder of the paper, | provide the background to securitization
Section Il and discuss the economics of securitization and existing empirical
dence in Section Ill. Methodology, data, and findings are presented in Section
Section V concludes the paper and suggests a direction for further research.

II. SECURITIZATION BACKGROUND

In a securitization, a seller sells fixed income assets—most commonly mc
gage loans, consumer and home equity loans, credit card receipts, trade re
ables, or auto loans and leases—to a bankruptcy-remote, special purpose ve
(SPV) that finances the purchase through the issuance of new seclifitiesirst

4 This definition of securitization is far narrower than that used by Greenbaum and Thakor (19¢
Benveniste and Berger (1987), Berger and Udell (1993), and Stanton (1998), who use the tert
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securitization programs were mortgaged backed securities (MBS) issued in
early 1970s and guaranteed by the US Government National Mortgage Ass
ation (Ginnie Mae) and the nongovernment agency, Federal National Mortg:
Association (Fannie Mae). Initially only government and agency-guaranteed M
existed, but with changes in US tax law in the early 1980s, the MBS market
panded to include nonguaranteed MBS and nonmortgage asset-backed sect
(ABS)>

SPVs perform the trick of obtaining 100% debt financing where the debt ¢
curities issued achieve top bond ratings through the use of credit enhancem
Agency-guaranteed MBS’ credit enhancements are principal and interest gua
tees of the individual mortgage loans and service guarantees that the bank
ministering the mortgage loans will remit received funds completely and on tin
In nonagency MBS and ABS, credit enhancements are typically more compl
The SPV may be the beneficiary of overcollateralization, with the excess coll
eral swept back to the asset seller upon maturity. The asset seller can contint
replace short term assets being amortized in the SPVs. Where the tenor o
securities issued by the SPV exceeds that of the assets being funded, those
rities can be subject to early amortization if the creditworthiness of the asset f
deteriorates. A seller of assets may extend a line of credit or provide or arra
for the provision of a standby letter of credit to an SPV in the amount deemn
necessary by the rating agency to raise the quality of assets to a desired c
rating. Often, although the assets have been securitized without general reco
the asset seller still retains some or all of the credit risk of the assets. Risk reten
occurs, for example, if the asset seller provides a line of credit to be drawn in
event that the securitized assets’ cash flow is insufficient to service the secur
or if the asset seller undertakes to repurchase assets that fail, following the sal
maintain their creditworthiness.

describe a broad range of disintermediating and off-balance-sheet activities of banks including iss
standby letters of credit, extending loan commitments, and selling loans with and without recourse.
narrow definition is not restricted to banking activities and accords with current industry terminolc
(see ING Barings (1997), Kendall and Fishman (1996), Perry (1995), and Silverman and Sparks (1¢
and with legal usage (see Ellis (1999) and Cohn (1998)).

5 This article does not investigate the market for collateralized mortgage obligations (CMO), &
called real estate mortgage investment conduits (REMICs), although they are securitizations o
curitizations. Prior to the early 1990s, CMO exceeded ABS issuance; however, after excee
$300 billion per year in 1992 and 1993 the CMO market imploded to one quarter of its peak s
owing to the 1994 collapse of liquidity in the markets for CMOs with more exotic interest rate ris
| omit CMOs not because of this crash but because they are subsequent repackagings of MBS
flows effected by investment and mortgage banks. Thus a CMO issue differs from the typical MBS
ABS issue which involves asset origination, sale and securitization. This distinction, however, is
definitive. Some investment banks without asset origination capability purchase and warehouse ¢
prior to selling them to SPVs funded by MBS and ABS.

6 In cases where residual risk is retained by a seller, the securitization is not a true nonrecourse
Retaining of some portion of credit risk is very common. See, for example, Citicorp’s 1999 ann
report footnote 25, which discusses these continuing commitments. Bond credit rating agencie:
aware of such credit risk retention. Foley and Foley (1997) report on Moody’s efforts to create r
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TABLE |
Securitization Transactions by Type and Year

Total MBS ABS

Year Number Amount Number Amount Number Amount
1983 5 856 5 856 0 0
1984 2 104 2 104 0 0
1985 30 3,329 26 2,356 4 973
1986 77 12,262 66 7,160 11 5,102
1987 170 49,427 149 42,834 21 6,593
1988 197 41,216 154 27,027 43 14,190
1989 116 42,710 75 22,819 41 19,892
1990 99 54,348 30 12,794 69 41,554
1991 124 75,143 56 38,487 68 36,656
1992 168 149,547 112 108,470 56 41,077
1993 86 161,043 51 106,035 35 55,007
1994 119 114,890 54 45,427 65 69,463
1995 81 132,029 16 27,693 65 104,336
1996 56 88,773 16 22,204 40 66,569
1997 86 192,593 31 107,063 55 85,530
Total 1,416 1,118,267 843 571,325 573 546,942

NotesTable records all issues of SPV debt by publicly listed companies with share prices given
the CRSP data base. Multiple tranche issues on a single date are recorded as a single issue. Subs
security issues by master trusts are recorded as separate issues: MB&gage backed securities;
ABS = asset backed securities. Amounts in millions of dollars.

SourceSecurities Data Company New Issues Data Base 1998.

In this study, | analyze asset sellers in all of the MBS and ABS programs fra
1983 to 1997 recorded by Securities Data Company in its New Issues Data B
for which shares were publicly listed and recorded in the CSRP data base. Tat
shows the number of transactions and their sizes by year. An aggregate $1.1 tril
infinancing is covered in this analysis—just over afifth of all securitizations—uwit
approximately equal amounts of MBS and ABS.

Although banks are the largest single securitizing group, as Table Il shows, tl
are by no means dominant. In fact, if one aggregates nonbank Fls in one cate
and non-Fls in another, each of the three categories comprises about one-thil
securitizations, with banks accounting for slightly over one-third by number al
under one-third by amount. Explanations of the economics of securitization, th
should be applicable to corporations and nonbank Fls as well as banks.

techniques to analyze the creditworthiness of asset securitizers with ongoing risk from securiti
assets. See Okobe (1998) and Cohn (1998) for a legal perspective. The motive for a securitiz:
with little or no credit risk offlay is usually to tap cheaper funding sources and/or to alleviate liquidi
problems. See Perry (1995). A potential securitizer tries to quantify two factors in determining whet
or not to securitize: (1) funding costs and liquidity and (2) risk offlay. See Saunders and Thomas (2(
pp. 664—670).
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TABLE Il
Securitization Transactions’ Percent Share by Asset Seller Type

MBS ABS Total

Percentof Percentof Percentof Percentof Percentof Percent:

Asset seller type number amount number amount number amoun
Bank or bank holding 38.8 26.6 33.7 35.0 36.7 30.7

company
Nonbank FlIs, made up of 42.7 42.4 33.2 27.4 38.9 35.0
Investment banks 15.9 141 8.7 3.5 13.0 8.9
Finance companies 14.1 14.8 18.7 21.4 16.0 18.0
Real estate investment 6.8 8.7 4.9 14 6.0 5.1
companies

Insurance companies 5.9 4.8 0.9 11 3.9 3.0
Non-FI corporations 18.5 30.9 33.1 37.6 24.4 34.2

Total number or amount 843 $571,325 573 $546,942 1,416 $1,118,2

NotesThe non-Fl category includes manufacturers (including car, equipment, and manufactt
home manufactures), retailers, and railways. MBBiortgage backed securities; ABSasset backed
securities. Amounts in millions of dollars.

Source Securities Data Company New Issues Data Base 1998.

[I. ECONOMICS OF SECURITIZATION, EXISTING EMPIRICAL
EVIDENCE, AND UNANSWERED QUESTIONS

Securitization started with and is still deeply involved in the sale of large poc
of Fl loans that have verifiable and stable credit risk. When non-Fls securit
assets such as leases, trade receivables, and consumer credit, they usually
proceeds to reduce the direct financing from FIs. Thus, securitization is a m:
part of disintermediation.

Disintermediation in general, and securitization in particular, raise the questi
“why are FIs necessary in the first place?” Under fully efficient markets there is
role for Fls. To overcome this lacuna, academics have developed the theore
FI literature, which models how transactions costs and informational asymr
tries generate a need for banks (Bhattacharya and Thakor (1993) and Freixas
Rochet (1997)). Having demonstrated through models and empirical work t
Fls are indeed needed, academics should also explain how securitizations alte
roles of Fls. There are three major explanations for securitization in the literatt
signaling, avoiding underinvestment, and using comparative advantage. Thes
planations are neither mutually exclusive nor exhaustive. | review them to n
their implications for this important market and the predictions they give us as
the wealth effects of securitization.

Signaling. Greenbaum and Thakor (1987) develop a sighaling model to expl:
how projects suffering from informational asymmetries can be financed throt
securitizations. Inthese projects, borrowers know the risks of their own projects
banks have screening technologies that allow them to learn those risks. Borroy
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signal the risks of their projects by selecting proportionate insurance covera
Competitive banks optimally securitize their best assets. The securitized as
have differing levels of insurance coverage with the safer projects having mt
insurance. Banks securitize less, the more their funding is subsidized by regula
protection. Banks securitize more, the greater the regulatory burden they bear. F
this model, one would predict that financial institutions would securitize their be
assets and that the degree of securitization would be a decreasing functiol
regulatory subsidies and an increasing function of regulatory burdens.

Avoiding underinvestment.Using optimal risk allocation models, Benveniste
and Berger (1987) and James (1988how that securitization can improve risk
sharing and increase project funding by avoiding the Myers (1977) underinve
ment problem. In their models, securitization allows banks to issue debt clai
senior to those of depositors (and deposit insurers). The risks borne by depos
can be reduced, in some cases (depending on the risk aversion of the bank and n
of depositinsurance), as new funds flow to projects that, in the absence of sect
zation, would not be funded because they would transfer wealth from shareholc
to depositors. This is an optimal risk allocation result (the securitization buye
are risk averse) under fluctuating rate, fairly priced deposits (or, equivalently, ac
arially priced deposit insurance). If the deposit rates (insurance) were insensi
to changing risk, however, there would be a transfer of wealth from depositor
deposit insurers) to shareholders. Securitization, as modeled here, is a functic
regulatory constraints on secured lendfrigegulatory constraints give incentives
to moral hazard that may cause unsecured lenders’ or deposit guarantors’ los

The theory that securitization solves underinvestment problems does not ¢
clear predictions of changes in wealth to debt and equity claimants. If the secul
zation allows the securitizer to profitably expand into an investment that it wou
otherwise have foregone, the securitization would be wealth-enhancing for sh:
holders and may be enhancing for bondholders. It would be wealth-enhancing

7 Greenbaum and Thakor (1987) use the broad definition of securitization (see footnote 4), incluc
the commercial paper and junk bond markets within the term. While it is plausible to motivate t
supplying of a standby letter of credit by a bank to a commercial paper issuer using an informatic
asymmetry model, it is less plausible to motivate the securitization of a pool of credit card receivab
The credit card portfolio has relatively stable, monitored, statistical properties, well known to t
banks and rating agencies but unknown to the borrowers, who are also usually ignorant of the fa
securitization.

8 Benveniste and Berger (1987) discuss securitization with recourse, which banks use as a subs
for secured lending. See footnote 5 on credit risk retention in securitizations. James (1988)’ model «
not actually discuss securitizations, only loans sales and standby letters of credit. But securitizat
as defined in my paper can allow prioritizing of lenders’ claims; hence, James’ conclusions may
extended to securitizations.

° The prohibition of secured borrowing for deposit taking institutions is a general one, found
most banking jurisdictions. In the US, for example, t&tional Deposit Preference Statuté 1993
rules that deposits are second in priority to administration expenses of the receiver in a winding
This rules out secured borrowing by banks, although they can circumvent this prohibition by sale
repurchase agreements and, as discussed in this article, securitization.
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bondholders if the expansion in profitability were sufficient to offset the un:
cured lenders’ losses of first claims over securitized assets. If the securitiza
however, caused no or little increase in the profitability of the business of the se«
tizer, then securitization would appropriate wealth from the unsecured bondhol
to the shareholders by obtaining cheap financing from newly secured “lend
in the securitization.

Using comparative advantageFIs provide collections of services to issuer:
investors, and those in need of financial information. The literature seldom
dresses why a given FI provides a particular blend of services. Casual anz
leads to the conjecture that if an FI has a comparative advantage in supplyi
service, it will indeed supply the service. Some models provide insights as to |
those comparative advantages may arise. Millon and Thakor's (1985) mod¢
Fls as coalitions of information gathering agents whose certification is neede
issuers is directly applicable to the role of rating agencies in securitizations
though not the securitization process itself). They model an explicit compara
advantage of the information gathering agents as an ability to share informe
within the coalition. In a related model, Ramakrishnan and Thakor’s (1984) in
mation producers’ comparative advantage comes from their ability to costle
monitor each other in coalitions. Either way, Fls as so modeled have compar:
advantages in information production, independent of other functions.

Prospective asset sellers may have comparative disadvantages in fundin
ative to originating, on one hand, and servicing and monitoring, on the ot
By outsourcing the activity of comparative disadvantage while maintaining
origination (and possibly servicing) functions where they excel, securitizers r
increase shareholder wealth. The ability to specialize, as Berger and Udell (1
point out, has been greatly facilitated by recent advances in information tech
ogy, leading to what they refer to as the “monitoring technology hypothesis’
securitization'® Such technological gains from specializing in niches of comp:
ative advantage suggest economies of scale in those activities.

Viewed in this way, securitization allows companies—FIs as well as non-FI:
to specialize in the activities of their comparative advantage. Since non-Fls dc
excel at funding, they would be more likely to sell off their fixed income clain
in securitization if they could obtain an attractive implied cost of fundihghe

10This is a slight extension of Berger and Udell’s use of the term. Their “monitoring technolc
hypothesis” relates to commercial and industrial loan sales. They note that loans sold without rec
are more feasible now that information technology has increased the transparency of these
Arguably their “monitoring technology hypothesis” is stronger concerning narrowly defined secu
zation. The certification, by rating agencies, of assets that continue to be monitored and serviced
seller but are legally in an SPV is rendered easier by advances in information technology. The r
agencies assess loan (or receivable) origination and monitoring systems and statistically model
probability and severity of the fixed income portfolios, using models that are shared among and re
through the interactions of asset originators, rating agencies, and investment banks.

11 nvestment banks when approaching potential asset sellers concerning securitizations quc
cost of securitization in terms of the implied cost of funding the assets. See ING Barings (1
pp. 33-35).
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comparative advantage explanation is attractive in part because it transcend:
boundaries between banks, nonbank Fls, and non-Fls, and explains why FIs |
boomed only recently, with the advent of the information revolution.

Wealth effects on claimantslif addressing a comparative disadvantage in func
ing were a major motive for securitization, one would expect that share prices
the asset seller would be more positively affected in successful securitizations
institutions with a disadvantage in funding. This positive effect would be reinforce
to the extent that the rating agencies perform a monitoring role for the corpo
tion, certifying the value of assets. The more distressed a company, the highel
benefits to securitization. A comparative disadvantage of a securitizer in fund
may be entwined with an underinvestment reason for securitizing. Either way,
wealth effect for securitizers should be decreasing in the creditworthiness of
asset seller.

Although the effects of securitizations on shareholders’ wealth are likely to |
positive, the effect on liability claimants—deposit insurers and bond holders
may be mixed. If the securitization contributes to the expected income of the fi
sufficiently with no change in its risk, then bondholders’ wealth will increase. Bl
both signaling and the under-investment hypotheses noted above describe an
hazard where the interests of bondholders and deposit guarantors can be sacri
in a securitization for the wealth of the equity claimants. Historically, the leg
and regulatory prohibitions on banks’ issuance of secured‘taletre designed
precisely to stop such wealth appropriation.

Measuring the wealth effects of securitization is problematic. In this study
attempt to measure them by using stock and bond returns in the weeks prio
the securitization. Yet many of the securitizers in this study frequent the AE
and MBS market$® One would expect market surprise on the first entry of -
securitizer into the market. If a subsequent securitization were less than fi
anticipated, some surprise may occur. For a very frequent securitizer, howe
stock and bond markets already would have priced the securitizer's equity «
debt with the knowledge of the securitizer's ongoing activities. For such an issu
once it has established its reputation, the wealth creation and/or appropriatior
the securitization process effect would be invisible.

For frequent securitizers, however, another effect may be observable. A cre
rating agency, whose favorable opinion is critical to the securitization, carefu
examines the portfolio and the asset management system of the securitizer.
credit rating agency bases its ABS and MBS credit rating not only on the ass
sold, but also on the continuing management of the asset pools, typically cari
out by the securitizer. This certification role performed by the credit rating agen
for afrequent securitizer may lead to a positive price response to the announcer
enjoyed by both stock and bond holders.

12 gee footnote 9 above.

13 For each observation, the average number of entries into the securitization market prior to
securitzation is 38, and the number ranges from 0 (every participant in the study has an initial e
into the market) to 216.
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Existing empirical evidence.Direct tests of the effects of securitizations on th
wealth of claimants in the literature have been few. Benveniste and Berger (1!
find support for their hypothesis that riskier banks tend to securitize, but t
use a broad definition of securitization and restrict their sample to small Bank
Berger and Udell (1993) confirm Benveniste and Berger (1987) results but
no connection between commercial and industrial loan sales and bank riski
James (1988) and Stanton (1998) also come to the conclusion that riskier bar
including banks with capital adequacy constraints, low liquidity, and high bad Ic
ratios—tend to do more off-balance-sheet activities.

Lockwoodet al. (1996) and Thomas (1999) both look directly at the weal
effects of securitizations on asset seller claimants, but come to somewhat
flicting conclusions. In a study of 294 ABS securitizations from 1985 to 19¢
Lockwood et al. find that securitization increases shareholder wealth in we
capitalized banks and finance companies but reduces shareholder wealth in
banks. Thomas (1999), looking at 236 ABS securitizations from 1991 to 19
concludes the opposite: significant positive returns are available to shareho
and the returns decrease with the creditworthiness of shareholders. The fac
these two studies used different data sets begs the question as to whether the:
are dependent on the year(s) under study.

Unanswered questionsFrom the review of the literature and conjectures co
cerning securitization, several empirical questions emerge:

(1) Is securitization wealth-creating or wealth-destroying for shareholders”

(2) To what extent are gains associated with offering size, surprise, and
quency?

(3) Are empirical findings dependent on the year of occurrence and do t
vary with the capitalization, creditworthiness and identity of the seller?

(4) Does the wealth effect change with the regulatory status of the asset se

(5) To what extent do equity gains represent transfers of wealth from b
holders?

In examining these conjectures, | do not test the validity of any given moc
Instead, | investigate the empirical characteristics of the market into which vari
models have given insights.

IV. EMPIRICAL STUDY DATA, METHODOLOGY, AND FINDINGS

Data. The total sample consists of 1,416 MBS and ABS securitizations lis
by Securities Data Company from January 1983 to December *P9Bi7e total

14 See footnote 4. Using issuance of standby letters of credit as a proxy for securitization, they
that riskier banks (in terms of capital asset ratios, poor CAMEL ratios, bond ratings, and jumbo
rates) tend to securitize more. They restrict their analysis to small banks because all large ban
regular issuers of standby letters of credit.

15This sample is reduced from the 19,363 issues listed in by SDC by exclusion of agency is:
counting multiple same day issues by the same SPV as single transactions, and excluding all of thi
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sample is used to test for excess returns to stockholders. | test the effect of
curitizations on debt claimants of asset sellers on a subsample by using mon
bond price data from the Lehman Brothers Fixed Income Data Base. Only 2
securitizations from among the 1416 were by asset sellers who had bonds \
full prices listed in that data base. Index returns are also sourced from the Lehr
Brothers Fixed Income Data Bake.

Methodology. | examine excess returns to stockholders and bondholders at
time that the securitization became public knowledge and analyze those exces
turns to see whether they vary with firm and transaction characteristics as discu:
above. The asset originator’s total daily return for each event day is reduced
the CRSP value weighted market return to give a shareholder daily excess ret
Excess bond returns were calculated by subtracting from bond’s monthly ret
the return of the Lehman Brothers Intermediate Bond Index Return for Financ
Corporations for the appropriate month. The excess returns are summed acros
event window.

The event window presents a problem for two reasons. Firstly, | do not have
announcement date, but instead use the issue date. Previous studies by Lock
et al.(1996) and Thomas (1999) used a combination of issue dates and annou
ment dates where available. Securitizations are arranged on a book-building b:
Dueto the size of the issues, the need for rating agency approvals, and the relat
small clientele of institutional investors who buy the securities, investment bar
structure securitizations and place paper subject to rating agency approval
market demand. There is no announcement of underwriting commitment, bece
there is no underwriting commitment. The market is aware of a securitization 1
the period from two weeks to two or more months in advance of the listing becau
the investment bankers are contacting institutional investors to determine apj
priate amount, structure, and pricing. | used a 50-trading-day stock return wind
counting back from the day after the announcement and a 3-month bond e\
window starting from the month of the announcem€rifo test for robustness, |
also report the effects of wider event windois.

sellers who did not have stocks whose returns are given in the CRSP files. Multiple same day is:
are tranches of the same securitization which SDC reports individually because they involve issua
of different securities. Most securitizations have from one to three tranches. Neither using the nun
of tranches nor using a dummy to represent large numbers of tranches (eg., setting a dummy var
equal to 1 when the number of tranches exceed 3 and 0 otherwise) as additional independent vari
adds any significant explanatory power to the regressions.

16 The Lehman Brothers industry indices are value weighted across the industry sector and r¢
only to investment grade bonds.

17The 50 business day trading interval corresponds to approximaiglgn@nths prior to the date
of issue. The three-month bond window also corresponds to an avéyageaths prior to the date of
issue, since issuance could occur on any day during the month, but would on average, occur one
way through the even month. Note that, even if a precise event date were available, the use of mol
bond return data necessitates the use of a large and somewhat imprecise event window.

18| widen the stock excess returns window to 100 trading days, made up of 30 days following
issue plus 70 trading days prior to the issue and the bond window five months by including one mc
after the event month and the third month prior to the event month. This wider window was repeatec
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Findings. | address question (1) first about the securitization wealth effec
Table 1l calculates the stock excess returns for subperiods of the event winc
and gives the-statistics for the null hypothesis that the excess returns are ze
The null hypothesis of no excess returns in general can not be rejected, althc
there is some evidence that securitizations were associated with losses of 0.
over the event window. This effect is wholly explained by the MBS subsample
the 10 days prior to the issue dafe.

Next | turn to questions (2) and (3), the determinants of the excess retul
Table IV explains the pattern of excess returns by regressing, using ordinary |
squares, a series of explanatory factors on the observed event window return.
confirmation of results reported by Lockwoetlal. (1996), the pattern of excess
returns is most explained by one variable, the capitalization of the asset se
securitization gains are more available to well-capitalized asset s&llarsize
effect—the larger the value of securitization, the greater the excess returns—is
significantly evident in the larger event window of 100 trading days. Freque
securitizers enjoy significant excess returns, while first-time issuers also er
excess returns on their first entry into the market, possibly because of a surf
effect. Occasional issuers are less rewarded.

| next turn to question (4), the extent to which the regulatory status of the se
impacts gains from securitization. Within the whole sample, there appears tc
little explanatory power in the type of asset seller. The market greets the new
asset securitization virtually identically, whether the seller is a bank, a nonbs
FI, or a non-FI. Contrary to the conjectures one would make based on model
regulatory arbitrage, there seems to be no regulatory effect in the total sample
the last line in Table IV, Panel A shows, the intercepts for banks, nonbanks, :

the tests discussed below. Results in general were not substantially changed from those of the 5
window, although significance often decreases in the subsamples. The reader should note, howeve
in the wider window in the total sample, there is thereasen significance of some of the coefficients.
This may call into question some of this study’s conclusions as it suggests that they relate to the re
to claimants of securitizers in general—especially frequent securitizers—independent of the timin
securitization.

191n addition, significant (at the 5% level) excess returns are observed for auto securitization
the post 20 day window, home equity securitizations (at the 1% level) in the post 30-day window .
MBS (at the 1% confidence level) in the pre 70-day window. Some of the 10-day event sub-wind
exhibit substantial kurtosis (ranging from 6.0 to 28.2), so one should not be surprised to see ran
occurrences of “significant” excess returns in a tableau of 91 numbers such as Table Ill. Note tha
kurtosis of the summary total excess returns (50-day window) is a more reasonable 5.6. In obtai
my sample, | have not excluded excess return outliers.

201f one excludes the variable “Ln of Cap,” the change between exclusion of the year effect ¢
inclusion of the year effect is enhanced. If one substitututes the variable (Ln on Value)/(Ln of Cap)
the variable “Ln of Cap” the explanatory power of the regressions increases slighHf/4a.2 in the
base case and with similar increases in other regressions) and the new variable’s sign is consis
negative. Here | report only the simpler Ln of Cap variable to facilitate interpretation, but this interact
effect suggests that the relative size of the capital base, not the capital base itself is important.
grateful to an anonymous referee for pointing out the potential effects of the capitalization of the a
seller on abnormal returns.
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TABLE IV

Explaining the Excess Returns to Shareholders of Asset Selling Companies in Securitizations

Panel A: Full regressions
Base case with Base case

100 day Base case with  year effects: with year
Base case eventwindow yeareffects MBS subsample effects: AE
(1416 obs) (1416 obs) (1416 obs) (843 obs) (573 obs)
Bank —10.00**  —15.39* 2,45 0.93 372
—4.64 —5.48 2.48 0.65 2.62
Nonbank —-10.06**  —1510"* 1.94 -0.29 452
—4.99 -5.75 1.81 -0.19 2.88
Non-FI —1192%*  —18.24"* — — —
—4.71 —5.53 — — —
No previous 21* 0.95 240" 3.81* 0.38
1.66 0.55 1.85 1.88 0.22
Previous 0.01 oz 0.01 Q02 —0.02
1.40 1.67 1.01 2.12 -1.14
Ln of value 0.35 N7 0.17 0.47 —0.53
1.46 3.80 0.67 143 -1.12
Ln of cap Q92+ 1.03* 0.86"** 0.46 176
3.86 3.30 3.59 1.57 3.86
R? 1.86 2.67 9.31 10.30 12.3
Asset seller intercept  13.5 5.4 54.0 25.40 57.7
equality test
Panel B: Year effects
Year Total MBS ABS
1983 -7.07 —4.44 —
1984 —12.65 -10.18 —
1985 —6.98 —4.25 -9.87
1986 —1394 —11.04 —16.57
1987 —1551* —1334 —18.00
1988 -9.12 —6.65 —1190
1989 —-1324 —9.82 —-1821
1990 —19.15* —16.06 —2187*
1991 -8.33 —10.00 -8.33
1992 —5.85* —2.95 —-10.74
1993 —8.45 —6.20 —11.60
1994 —-1291 —13.06 —14.39
1995 —9.54 —-9.33 —-1176
1996 -9.16 —5.80 —13.06
1997 —-1128 —-9.71 —14.19
Panel C: Pooled total sample: Excluding poor years (excludes 1987, 1988, 1989, 1991, and 19
Total (715 obs) MBS (381 obs) ABS (334 obs)
Bank —6.89* —6.70 -5.37
-1.75 —-1.23 —0.89
Nonbank —8.53"* —10.99** —-3.93
—2.38 —2.18 —0.73
Non-FI —11.28** —10.06 -9.81
—2.60 —1.56 —1.59
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TABLE IV— Continued

Total (715 obs) MBS (381 obs) ABS (334 obs)
No previous B2 11.36"** -1.26
1.82 2.72 —0.53
Previous 003 0.04* -0.01
2.42 3.05 -0.32
Ln value 060* 1.30%* 127
1.69 2.79 —-2.02
Ln capital 069" 0.14 202
1.68 0.24 3.25
R? 3.1 7.3 5.5
Asset seller intercept 1.2 0.0 7.4
equality test
Panel D: Subsamples of the pooled ABS sample: All years
Credit card Auto Home equity Other ABS
(175 obs) (129 obs) (108 obs) (161 obs)
Bank —19.18* 4.67 —13.04 —1381
—-2.27 0.45 —-1.14 -1.88
Nonbank —20.37* —-2.27 —10.22 —8.19
—2.46 -0.28 —0.96 -111
Non-FI —24.03** —5.98 —11.99 —14.08*
—2.59 —0.61 —0.96 —-1.75
No previous 2.22 6.06 —2.94 —1.43
0.70 1.34 —0.60 —0.46
Previous —0.04* 0.08 -0.01 —-0.12**
—-1.90 1.10 -0.22 —-2.07
Ln value 0.32 —2.01+ —-0.39 -0.57
0.46 —-2.02 —-0.34 —-0.53
Ln capital 235" 1.59 2.03 201+
2.43 1.58 1.57 2.71
R? 4.82 10.89 3.88 6.68
Asset seller intercept 9.92 2.90 79.62 10.22

equality test

NotesDependent variable is total excess returns to stockholders over the 50-trading-day event\
dow for all except the column labeled 100-day event window. Independent variables=Bamkmy
variable taking 1 when asset seller is bank; Othe:BHUmmy variable taking 1 when asset seller is
nonbank financial institution; Non-& dummy variable taking 1 when asset seller is a nonfinancia
company; No previous dummy variable taking value 1 when asset sale to create securitization is fil
securitization of asset seller recorded in data base; previowsnber of previous securities issued by
SPVs supplied by asset seller; Ln of valu@atural log of the value of the sale of assets in millions of
dollars; Ln of cap= natural log of the stock market capitalization of the originating company on the da
of the securitization in millions of dollars. Obsobservations; MBS mortgage backed securities;
ABS = asset backed securiti€B-statistics are given below coefficientsignificant at the 10% level.
**significant at the 5% levet;**significant at the 1% level. Asterisk gives significant differences from
0in Panel A and significant differences from the mean year effectin Panel B. When the year effects
included, the dummy variable for nonfinancial asset sellers is dropped to prevent multicollinearity w
the year dummies. “Asset seller intercept equality test” gives the probability value of the F-test for
linear restriction that the two (or three) intercepts of bank and nonbank (and non-FI where applica
are equal.
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non-Fls generally are not significantly different from each oth&his conclusion,
however, fails under more detailed analysis.

Table IV Panel A shows that a significant explainer of abnormal returns is t
year in which the event occurréd. The regression without year dummies explain
less than 2% of the excess returns. Add the year effects and the proportion jum
nearly 10%. These year effects support the conjecture that the differences rep
between the Thomas (1999) and the Lockwebdl. (1996) studies were caused
by their different samples.

A casual glance at the history of securitization will confirm the changing fortun
of securitization over time. In their discussion of MBS, Fabozzi and Modiglia
(1992) note that the late 1980s were years when securitizing banks with inadeq
capital exhibited poor performance. They report that MBS bankers faced econo
difficulties in three areas in the late 1980s: loan production 1986—1988, warehc
ing of loans 1987-1989, and loan servicing 1987-1988. In addition, regulat
capital requirements imposed by the Financial Institution Reform Recovery &
Enforcement Act (FIRREA) of 1989 caused sale of servicing rights by some we
securitizers. If these acts of selling off servicing rights were (plausibly) coinc
dent with selling the loans themselves, then securitization news would have b
greeted negatively in those years for those institutions. The collapse of the Cl
market in 1994 had substantial negative effects on MBS issuance & Wwaitje
negative returns from the year effects dummies in Table IV Panel B corrobor
the poor performance of these years.

With these year effects in mind, | exclude the five years 1987-1990 and 1
from the sample, leaving a subsample of 715 observations whose average ¢
returns are significantly positivd.The last line in Table IV Panel C shows that
in the subsample of 715 observations, thetest that the dummies for banks,
nonbank Fls, and non-Fls are all equal is rejected at the 1.2% confidence |
while in the MBS subsample, it is rejected at the 0.1% confidence interval. E\

21The final row in Table IV Panel A shows the results of the F-statistic that the intercepts for 1
dummies for bank, other FI and non-Fl are identical. One is unable to reject the null at all level
significance, except in the 100 day window (where the probability at which the null is rejected is 5.4
This inability of the type of asset seller to explain with statistical significance any of the excess rett
occurs in all subsequent full sample regressions for shareholders and bondholders returns, rega
of whether or not one includes year dummies. It does not occur in the subsamples that exclude
years (see below).

22The hypothesis that the year dummies add no explanatory power can be rejected at the 1%
Panel B of Table IV shows the dummy values for years together with asterisks showing those y
whose intercepts significantly differ from the mean year intercepts. Note that most year dumn
individually are not significantly different from the mean although 1990 exhibits consistent signific:
negative performance.

23 see for example Kendall (1995) for a discussion on the effects of the CMO market liquid
collapse on the MBS market.

24The average 50-day stock return for this reduced sample is 1.9%, significantly positive at the
level. While this elimination of 5 years of data may introduce a sample selection bias, such bia
based on market wisdom that the years eliminated were unusual, not by data mining.
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in the ABS subsample, one can reject it at the 7.4% level. The returns to bank .
nonbank FI shareholders were substantially better than that to non-Fls after
other independent variables were taken into consideration, lending credence tc
importance of avoiding regulatory constraints in securitization.

Elimination of the poorly performing years leads to a substantial increase of 1
significance of the coefficients in the MBS subsample. As the coefficient of the “I
Previous” dummy shows, the surprise effect of the first securitization is particula
strongly positive:11% excess return to shareholders of the asset seller. As in
full sample, large and frequent MBS securitizers are also rewarded with exc
shareholder returns. The significant positive coefficient on the variable “Previol
(i.e., the number of securitizations prior to the observation) lends credence to
idea that substantial ongoing certification is being provided by the securitizati
process—at least in the MBS market. The regressions also indicate that, in
MBS subsample, the size of the securitization is strongly positively associa
with shareholder excess returns.

The ABS subsample, however, presents a different picture. Size of the is
is negativelyassociated with returns. The ABS subsample itself is disparate.
further investigate the subsample, | divide it into four types of transactions: cre
card, auto (including receivables, auto leasing, and equipment leasing), home
uity loans, and Other ABS. Table IV Panel D shows that the ABS sample’s hegat
correlation between the size of the securitization and the returns to sharehol
can be traced to the Auto subsample. The Auto subsample is also the subsal
where one can most strongly reject the hypothesis that banks, nonbanks, and
Fls share the same average effects of securitization: banks perform substant
better than finance companies, which perform better than non-Fls.

The auto subsample is dominated by the big three automakers, Ford, Chry:
and GM, making up 76 out of 129 issues. Their securitizations are large, averac
$1.135 billion. The remaining 53 issues’ average size is $384 million. Althoug
that includes a few large bank issues, the most frequent issuer outside the big t
automakers is a finance company, Westcorp, which had 11 small securitizati
averaging $122 million, generally associated with positive returns. In this samg
then, the size of the issue may be capturing some of the effects of the type
securitizer and, indeed, the individual identity of the asset seller.

Finally, I turn to question (5): to what extent do equity gains represent a wea
transfer from bondholders? As noted above, these tests can be carried out
on a much reduced sample of securitizers whose bonds are listed in the Leh
Brothers Fixed Income Data Base.

The underinvestment, regulatory arbitrage, and moral hazard hypotheses all
ply that the sale of assets into SPVs may cause a transfer of value from bondhol
to shareholders. Although a test of the degree of the transfer can not distingt
between these hypotheses, it is nonetheless important to establish the magn
and conditions under which such appropriation occurs.

Table V shows the breakdown by year and securitization type of the 275 tra
actions in the reduced sample that includes only those issuers who have pub
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TABLE VI
Securitizers in the Reduced Sample

Company 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 Total
Citicorp 200 — — 8,717 4,691 11,580 8,463 1,002 16,017 — 50,669
Sears Roebuck & Co 50 — — 4,644 5,798 5660 — 11,714 9,868 — 37,73
Chase Manhattan (old) —_ = = 799 4,615 4,498 6,500 750 2,138 — 19,29
Green Tree Financial - = = — — 1,150 4,676 3,884 3,710 — 13,419
Ford Motor Co —_- - = 1,258 2,389 2,700 1,097 1,160 2,471 1,581 12,656
Salomon Inc —_ - — — 759 911 3,413 5,314 182 — 10,579
Chase Manhattan (New) - = = — — — — — 9,274 — 9,274
Signet Banking Corp —_ = = 450 — — 3,000 1,636 842 — 5,928
Paine Webber Group Inc —_ - = — 156 500 4,121 364 — — 5,141
First Union Corp —_ = = = — — — — 5000 — 5,000
Nationsbank Corp _ = = — — 450 750 — 2,234 — 3,434
M BN A Corp - = = — — 500 2,750 — — — 3,250
U S Bancorp Del —_ = = — — 779 1838 — — 395 3,012
Security Pacific Corp _ = = 675 2,059 275 — — — — 3,009
Arcadia Financial Ltd - = = = — — — — 3,000 — 3,000
Household International —_ = = — — 2,122 647 — — — 2,769
M N C Financial Inc — 500 500 1,100 — 657 — — — — 2,757
Morgan Stanley DWD —_- = = — 750 750 — 39 — — 1,539
Chemical Banking Corp _ = = 798 101 — 141 146 — — 1,186
Fleet Financial GroupInc — — — 506 162 408 — — — — 1,076
First Chicag NBD C —_ - = — — — — — 1,000 — 1,000
Morgan J P & Co Inc —_ = = — — — 1,000 — — — 1,000
S L M Holding Corp - = = = — — — — 965 — 965
Penry J C Inc —_- = = 800 — — — — — — 800
Federated Dept Stores —_ = = — — — — — 546 218 764
Beneficial Corp - = = = — — — — 736 — 736
Wachovia Corp —_ = = = — — — 391 290 — 681
Dean Witter Discover &co — — — — — — — — 600 — 600
Comdisco Inc —_ = = — 312 243 — — — — 555
First Interstate Bancorp - - = 454 — — — — — — 454
Caterpillar Inc - = = = — — — — 441 — 441
Dayton Hudson Corp —_ = = - — — — — 400 — 400
National City Corp —_ - — 350 — — — — — — 350
C S X Corp - = = — — — 300 — — — 300
Crestar Financial Corp —_ = = — — — — — 214 — 214
Transamerica Corp _- = = — — — — — — 168 168
Equitable Cos Inc —_- = = = — — — — — 54 54
Phillips Petroleum Co —_ = = = — — — 35 — — 35
1B M Corp —_- = = — — — 25 — — — 25
I T T Industries Inc —_ = = = — — — 25 — — 25
Grand Total 250 500 500 20,549 21,790 33,183 38,722 26,459 59,928 2,416 204,2

traded bonds whose monthly prices are recorded in the Lehman Brothers Fi
Income Data Base for the five months wide event window around the securitizati
The requirements of this sample restrict the observations substantially, so that «
40issuers—listed in Table VI—of the original 141 are left. One company, Citicor
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accounts for a quarter of the issiféd his fact leads me to investigate whether o
not a company effect exists in our sample over and above other effects.

Table VII shows the excess returns to stockholders and bondholders in
reduced sample. In this subsample, there are strong positive significant ex
returns to stockholders, results driven by the MBS subsample. While this appt
to be in direct contradiction to the results of the full sample, one should note tt
while in the full sample approximately 50% of issues were in the years showi
poor returns, in the subsample, that fraction drops to 37%. Further, it will
recalled that frequency of issue of the asset seller was shown to be rewarde
Table IV. The average previous number of transactions has jumped from 38 to

Table VIII repeats the analysis shown in Table IV to explain excess retul
to shareholders, with two noteworthy additions. | include another variable, 1
Moody’s bond rating for the asset seller. The variable takes the value 1 for
“Aaa+” bond issuer, 2 for an “Aaa” issuer, and so on down to 23 for a “D” and Z
for “Not Rated.” Within the sample, 14 of the observations involved noninvestme
grade bonds (i.e., 12 or above). A second change is that, in addition to shov
the results controlled for years, | also show the effects controlled for companies
giving a separate dummy variable to each of the 14 issuers who issued more
five times in the reduced sample. The remaining issuers are grouped into a .
category. Although there is some evidence of a company effect over and above
other independent variables, the evidence is not strong: the null hypothesis
the company dummies add no explanatory power can only be rejected only at
6.1% confidence level in the stock returns test. One cannot reject the hypoth
at all in the bond returns tests.

Asinthelarger sample, the year control variables explain far more of the varia
in returns than the other independent variables. Once again, the most signifi
determinant of excess returns (aside from the year effect) is the capitalizatior
the asset seller, with larger equity firms having better excess returns. In addit
the table offers evidence that those sellers whose ratings are poorer show hi
excess stock returns. If one drops from the sample the 14 observations wher
securitizer’s bonds were non-investment-grade, this stock price maintains its
nificance at the 1% level, suggesting that the credit rating effect for stock holder
not being driven by the riskier securitizers. The significance of this effect, howe\
disappears if one introduces year panel control variables.

An interesting reversal in this subsample concerns the effect of the numbe
previous transactions. Inthe MBS subsample in Table IV Panels A and C, the hic
the number of previous securitizations, the greater the returns to shareholder
the subsample in Table VIII, this effect disappears for MBS and one observes
opposite effect in the ABS securitizations. Here, the greater the previous nurr

25 Citicorp, clearly, is a case where bond and stockholders would not be surprised at the announce
of a new securitization. Notwithstanding the participation of Citicorp on both the buy and sell side
trading ABS and MBS, however Citicorp is a massietissuer with, for example, $49 billion in credit
card receivables sold in 1999. Citicorp uses securitizations as a major source of liquidity.
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328 HUGH THOMAS

of transactions, the more negative the effect on stock returns. Further investiga
shows that the effect is driven by credit card securitizations. It is notewortl
however, that this effect is company specific: it is nullified in a panel regressi
using company dummie.

Turning to bond returns, lintroduce two new independent variables: the “Ratir
variable discussed above and “Stock,” the orthogonalized excess stock me
returns variablé’ Holding other factors constant, bond returns indisputably mo
in the same direction as stock returns over the event wind®wWs4% stock
return (such as MBS issuers in this sample achieve on average) is associated
anywhere from a 0.23% to a 0.58% bond return: on balance, good news for
stockholders is good news for the bondholders. Second, the number of prev
transactions is positively associated with bondholder gains. The more that an &
seller is associated in the markets with issues of existing securitized paper,
more that the entry into the markets with another issue is greeted positively
bondholders. Response of the market to a bondholder with 10 previous iss
would be a 0.1% return. Moreover, this effect is greatly enhanced if one exclus
the five years when securitizers experienced difficulty.

Creditratings only affect bond returns in ABS subsample: when one controls
other factors, the poorer the credit rating (i.e., the higher the “rating” variable) t
more adverse the reaction. For non-investment-grade bonds, this significant e
is greatein magnitudehan the other effects combined. It is noteworthy, howeve
that while the effect of credit ratings on stock performance is maintained if o
drops the non-investment-grade bonds from the sample (see above), the effe
bondholders returns of credit rating is reduced to insignificance once one dr
the non-investment-grade bond issuers.

V. CONCLUSION

This empirical investigation has attempted to shed light on a number of iss
left unresolved in the literature. Securitization on balance has been neutral \
respect to shareholder and bondholder wealth since its inception, but that “ave
neutrality” breaks down under examination. In certain years, when the market
been under pressure, securitization has been associated with losses to the
seller. When the market has been calm, it has been associated with shareh

26 More dramatically, in fact, by introducing singledummy for Citibank in the credit card secu-
ritization subsample one can eliminate the significance of this coefficient. This fact illuminates
problem of drawing general conclusions from data where a limited number of issuers dominate
sample.

27The stock market returns variable is the residual from the appropriate stock market equatior
that each is orthogonal to the other independent variables in the appropriate regression. In this
following two stage regressions, to correct the OLS covariance matrix for bond returns tests, | use
Newey—-West estimator.

28\When a one month window is used to calculate bond excess returns, none of the variables (e:
for the orthogonalized stock returns) retains significance although signs of coefficients are unchar
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gains. For the larger and more frequent securitizers, the act of securitizing
been wealth-increasing and there is some evidence that securitization serv
certifying role. In “normal” years, Fls appear to benefit more from securitizatior
than non-Fls. Although the most significant and consistent effect on bondhold
is the increase in value associated the unexplained factors leading to share |
rises, there is scope for securitizations to appropriate wealth of bondholders am
the less creditworthy securitizers, especially in ABS markets.

Although this study has addressed some issues of securitization, it has d
so tentatively. Its findings suggest that securitization facilitates specialization ¢
avoidance of regulatory constraints. These findings do more to highlight the effe
of securitization than to uncover the motives for it. One could obtain deeper
sights from modeling the decision to securitize. Companies may have compara
advantages in originating fixed income assets but may be constrained by ligt
ity or regulatory strictures. Securitization—especially through a master trust tl
permits a series of securitizations—may be used as an alternative funding met|
Modeling liquidity, regulatory constraints, and the different funding responses
such constraints and testing the models by predicting the decision to securi
may well be a promising avenue for future research.
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