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ABSTRACT

Three Essays on Securitization
Adi Mordel

Off-balance sheet financings and securitizatioparticular, are viewed by many
as the culprits of the 2007 financial meltdown.alisecuritization transaction, assets are
sold to a special purpose entity that financesattwuisition by issuing debt securities at
various seniority levels to investors. In theorye ttransaction relies crucially on the
assumption that the risks of owning the assets$ralg separated from the securitizer and
reside with investors. However, in reality finarciastitutions take advantage of
accounting rules, regulatory capital requiremeaits] supervisors’ indecisive actions and
create a plethora of asset-backed securities (AB&) do not completely remove the
risks of owning the assets.

In my dissertation | show that securitizations riegdy affect their parents, that
investors do not consider ABS-deals separately ftbeir sponsors, and that these
transactions are more akin to financings than sdfesthermore, | document that
securitizers of downgraded ABS-deals face signiticamarket discipline, as investors
clearly understand the relation between ABS spanand their off-balance sheet deals.
In addition, | find that internal control mechansmitigate some of the negative effects
associated with securitization.

In light of the ongoing debt on the future of ficéad intermediation in general
and securitization in particular, my dissertatidfes a unique perspective on some of

the contested issues. First, transparent repartiqgirements should focus on the level of



retained risk and translate into on-balance sheeital requirements. Second, ABS
downgrades can serve as a valuable signal to tegsiland allow them to link both on-
and off-balance sheet conditions in the supervigorgcess. And finally, efficient
corporate governance mechanisms can complemesupesvisory process and attenuate

the risks associated with securitization.






CHAPTER I: INTRODUCTION

Securitization, the process by which non-tradaddsets are transformed into
liquid securities via cash-flow repackaging, is ssiied by both accounting and
regulatory rules as a “sale” of assets, therefdoevang the issuer to remove the assets
from its books. This “off-balance sheet” treatmeelies crucially on the concept of
“true” sale, such that the assets are bankruptoyote from the parent/securitizer.
However, | document that this concept is violated ¢hat according to investors these
assets are not really separated from their par€htstransaction, which resembles secure
borrowing, adversely affects the parent, and stheetypical securitizer is a bank, the
role of regulators and their ability to mitigate#e effects are questioned.

My dissertation also highlights the existence ofkmeadiscipline, triggered by an
asset-backed security (ABS) downgrade, and its itapoe in complementing the
regulatory process. An ABS downgrade signals p@kptoblems and allows regulators
to incorporate both on-and off-balance sheet pmsstwithin the supervisory framework.
Finally, my dissertation emphasizes the importaotdaving proper internal control
mechanisms in dealing with the aftermath of seatibn. Effective corporate
governance not only facilitates the supervisorycpss but also limits securitizer’s risk

and enhances firm value.

1. Securitization, Sale or Financing?



My first essay titled “Asset Sales, Recourse, amestors’ Reactions to Initial
Securitizations: Evidence why Off-balance Sheet cdinting Treatment does not
Remove On-balance Sheet Financial Risk” (Higginsasbh, and Mordel, 2009a)
addresses the validity of both regulatory and acting classification of securitization as
a sale transaction, and provides empirical evidageenst such treatment.

Securitization is based on the concept of a “tre@e. As originally envisaged
under FASB140, the sale leaves no remaining linkht® sponsor (or seller) whether
through the possibility that the assets will beurepased or guaranteed or that they will
be available to general creditors of the firm imkaptcy.

In practice, however, securitizations closely resiemtypical firm financing
arrangements. In the real world, sponsors of seoedi assets maintain representations
and warranties, servicing contracts, and repeatahce on a relatively small market of
buyers for future securitizations (monopsonistialdies in a repeated game) that
continually link buyer and seller, possibly predhgl the sort of true sale originally
envisaged under FASB140. Under such scenario, ifieations should be classified as
financings. In a financing, the assets do not lgheefirm’s books so the transaction is
exclusively on-balance sheet. Important covenagitdad to the financing are disclosed
and the assets used in the financing are alwayiskabf consolidation into the general
estate by bankruptcy judges.

Both accounting and regulatory treatments classdguritizations as a sale of
assets, allowing the issuer to remove the assets iis books and receive off-balance
sheet treatment. But the debate continues regasdiegher securitizations are sales or

financings, and more fundamentally, whether theyuth be carried on- or off-balance



sheet. One way to distinguish whether securitingtiare sales or financings from a
financial-economics perspective is to examine howestors in the sponsor firm,
themselves, react to securitizations. In such amcese, the most important information
about investors’ reactions lies in their reactiots firms' first securitization
announcements — follow-on transactions would colittée additional information.

This paper analyzes such investors’ reactions.siseematic negative short-term
equity returns and negative long-term operatingoperance following securitization are
evidence that securitizations are viewed by investothe sponsor firms as more similar
to financings than sales. Additional analysis shtlweg securitization is also associated
with increased systematic risk at sponsor firmggssting that the rapid firm growth
fueled by securitization is similar to taking orbstantial additional leverage. The results
are strongest for banks, suggesting that regulatampital arbitrage may create the
incentive for greater leverage, and therefore greacreases in risk. Again, such results
suggest for banks and non-banks alike, securibizas more akin to a financing than a
sale.

The findings have implications for accounting arejulatory recognition of
securitizations. While it is easy to argue thatusiéizations are not true asset sales, it is
more difficult to argue how they should be corrgaticcounted for on firm balance
sheets. If expected loss remains on balance shieigh residual interests, firm capital
should not be reduced significantly compared tdalance sheet treatment. On the other
hand, if firms can justify some risk transfer, ,i.ef unexpected loss, they should be

awarded capital relief by investors and regulasdise.



2. The Role of Market Discipline

The second essay of the dissertation titled “THerination Content of Asset
Backed Securities Downgrades and The MotivationinogkAhem” (Higgins, Mason,
Mordel, 2009b) provides additional evidence agathst bankruptcy remoteness of off-
balance sheet assets.

Credit rating agencies (CRASs) have played an ingmbrtole in the development
of the securitization markétTheir intimate involvement in the financial enginieg of
ABS deals, coupled with investors’ requirement afiing agency “approval” affected
the marketability of the issued securities, anadh@lthe way made CRAs look more like
underwriters than passive, credit-quality opinionviders (Mason and Rosner, 2007b).
The opacity and complexity of the various instrutsesontributed to CRAs status as the
de facto regulators of that market, and

There is no doubt that securitization transforriedncial intermediation. Banks
could obtain cheaper funding, improve balance simegtagement, and focus on activities
in which they posses a comparative advanfaget these benefits seem negligible in
light of the 2007 panic, which was driven by thentendous performance deterioration
and the massive downgrades of numerous ABS dealge¥ criticizing securitization
point out that it increases systemic risk in theaficial system, due to banks’ habit of

retaining the equity portion of securitized deaisthout having the adequate capital

! On the role of rating agencies see also Committ&lobal Financial System (2005), and Lucchett an

Ng (2007).

2 0On the mechanisms and benefits of securitizatee, Gorton and Souleles (2006), and Greenbaum and
Thakor (2007). Calomiris and Mason (2004) provid@ence on the how securitization fosters efficient
contracting.



levels on-balance sheet to supporf Ih addition, CRAs have also been criticized,
particularly regarding their inability to measurskrand appropriately rate the issued
securities.

The negative sentiment on securitization raiseomapt questions about markets
functionality, discipline, and the CRASsS’ downgradeotivation. To summarize our
results, we show that the market reaction to an AB®ngrade is significantly negative,
indicating that investors do not treat the deakpwhdently from the ultimate parent, and
that the securitization’s underlying “true sale$asption was indeed violated. The most
negative announcement returns are for downgrade8 A&als sponsored by troubled
financial institutions (FIs), suggesting that inwgs are aware of sponsors’ ability to
support poorly performing deals through implicitearse. In addition, market discipline
is not limited to a loss of market share. Ultimpsgents of downgraded deals experience
significant delays in their ABS issuance cyclestpdswngrade, suggesting that an
originator’'s ability to securitize depends on itedit quality. Such delays are not
observed for “good” securitizers, those sponsorsABS deals that did not suffer
downgrades.

In light of the ongoing market turmoil that waswém by a myriad of complex
securities (Gorton, 2008) and the numerous callcdmprehensive regulatory reforms,
our results emphasize that markets were functioewven before the first signs of the
upcoming panic in the summer of 2007. Investorsriparated new information promptly
into a securitizer’'s stock price, and accuratelgiarstood changes in its condition as the

securitizer’s ability to issue ABS deals post-dovaue was sensitive to its credit quality.

% Moreover, since under certain conditions banksreqeired to absorb the losses generated by thidedf
ABS deals, critiques question the transactionslitgbio truly separate assets from the originatad a
relocate risk (Stiglitz, 2008; Krugman, 2008).



Since an ABS downgrade provides valuable inforrmata a securitizer’'s relation with
its off-balance sheet deal, and since the downgeagdeses the securitizer to the market’s
disciplinary forces, regulatory reforms should adesincorporating such market signals
into the supervisory process because any newly rgtk information can reduce
uncertainty about a securitizer’s condition, legdio a quicker and effective response by
supervisors (Flannery, 2001, Caprio, Kunt, and K2068).

With regards to credit rating agencies (CRAs), oesults indicate that the
consideration behind some of the ABS downgradasotindependent of the ultimate
parent’s financial performance. Downgraded deatsspred by non-Fls are associated
with the sponsor’s poor pre-event stock returns detériorating operating performance,
suggesting that CRAs, just like investors, treatSABeals as an integral part of the
ultimate parent/sponsor. That is not the case &aisdsponsored by FIs. There, CRAs
tend to downgrade deals irrespective of the spémspre-event performance, an
indication of a downgrade driven by deal specifonditions, and potentially greater

transparency.

3. Corporate Governance and Securitization

Finally, in my third essay titled “Governance anignf Value: Evidence from
Initial Securitization by Bank Holding Companies¥dgrdel, 2009), | investigate the
relation between various governance variables bhadlécision to securitized, in addition
to studying whether governance mitigates any ofningative effects associated with off-

balance sheet financing. To address this quedtistudy the governance mechanisms of



the largest most frequent securitizers, bank hgldwmmpanies (BHCs), just prior to their
first ever securitization transaction.

Based on my discussions with industry practitionetsis assumed that if
governance plays a role in a BHC’s decision to sgre, then it is most likely to be
observable when the BHC initiates its securitizatfrogram. Once securitization is
introduced, the BHC would typically issue an ABSldence every few months, making
securitization part of its ongoing operation andaassult limiting the board of directors’
involvement with successive deals.

| compare the governance characteristics of 44 8lg@or to their first ever
securitization transactions with those of a matglsample based on industry, size, and
leverage. | show that securitizers have lower kwélinsider stock ownership and that
controlling for size, risk, and liquidity, BHCs withigher levels of insider ownership are
less likely to securitize.

| also find that internal corporate control varebimitigate some of the negative
effects caused by securitization. | show that gestiritization systematic risk tends to be
higher for securitizers, yet it is lower for setizers with higher levels of CEO equity
based compensation. In addition, implied leverag&ioed from the Hamada equation
(being directly related to the amount securitizedpwer for BHCs with higher levels of
insider ownership. Finally, post-event firm valuae@sured by Tobin’s q) is positively

related to the proportion of outside directors sgywn the boards of securitizers.



CHAPTER II: ESSAY |
Asset Sales, Recourse, and Investor Reactions tatial Securitizations: Evidence
Why Off-Balance Sheet Accounting Treatment Does NdRemove On-Balance Sheet
Financial Risk
Eric J. Higgins, Ph.D.
Joseph R. Mason, Ph.D.
Adi Mordel

1. Introduction

Securitization is based on the concept of a “trs@e. As originally envisaged
under FASB140, the sale leaves no remaining linkht sponsor (or seller) whether
through the possibility that the assets will beurepased or guaranteed or that they will
be available to general creditors of the firm imkaptcy.

In practice, however, securitizations closely resiemtypical firm financing
arrangements. In the real world, sponsors of sepedi assets maintain representations
and warranties, servicing contracts, and repeakahce on a relatively small market of
buyers for future securitizations (monopsonisticaldies in a repeated game) that
continually link buyer and seller, possibly prechgl the sort of true sale originally
envisaged under FASB140. Even the most fundamematept of the “bankruptcy
remoteness” principal by which the buyer has filk tto the collateral has fared poorly
before bankruptcy courts and now stands on theevefgbeing ruled irrelevant. In a
financing, the assets do not leave the firm’s bosikghe transaction is exclusively on-
balance sheet. Important covenants related toitlaading are disclosed and the assets
used in the financing are always at risk of comktion into the general estate by

bankruptcy judges.



Both accounting and regulatory treatments classdguritizations as a sale of
assets, allowing the issuer to remove the assats tineir books and receive off-balance
sheet treatment. But the debate continues regasdimegher securitizations are sales or
financings, and more fundamentally, whether theyuth be carried on- or off-balance
sheet.

One way to distinguish whether securitizations saes of financings from a
financial-economics perspective is to examine howestors in the sponsor firm,
themselves, react to securitizations. In such amcese, the most important information
about investor reactions lies in investor reactiaios firms’ first securitization
announcements — follow-on transactions would colittée additional information.

The work that follows analyzes such investor reesti The systematic negative
short-term equity returns and negative long-termerapng performance following
securitization are classic evidence that secutitima are viewed by investors in the
sponsor firms as more similar to financings thalesaAdditional analysis shows that
securitization is also associated with increasedtesyatic risk at sponsor firms,
suggesting that the rapid firm growth fueled byusiization is similar to taking on
substantial additional leverage. Such results againa consistent with classifying
securitizations as financings rather than salespitke accounting and regulatory
classifications to the contrary and off-balancesstieatment.

The remainder of this paper first describes thalkiof recourse activities and
bankruptcy events that have led analysts and pob&grs to question the classification
of securitizations as sales, rather than financihgxt, the paper shows how financings

and sales differ, and why investors and regulastisuld therefore be concerned with
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whether securitizations are sales of financingse Tilext section introduces out data
sources and data construction, followed by empirigssults. The final section

summarizes and concludes.

2. Risk Transfer and Securitization

Early securitizations were limited by REMIC tax kwhat maintained a strict
boundary between the seller and the assets seedritBut as securitization was applied
beyond Fannie Mae and Freddie Mac conforming mgdagao other assets like lease
receivables, automobile loans, credit cards, andorgklien and non-conforming
(subprime and Alt-A) first-lien mortgages in therlga2000s, those boundaries were
relaxed significantly.

Some of the first relaxations came about in thelitreard sector, which until
2004 was still the largest sector of securitizagiautside of conforming mortgages.
According to Higgins and Mason (2004), “...many loanles (particularly those
involving revolving collateral such as credit caloans) hinge upon an implicit
understanding that recourse may be provided bysploasor. Such understandings exist
because sponsors wish to maintain their reputationsonsistent credit quality over
repeated sales (while still taking advantage ofaibiéity, under a true sale, to remove the
assets from the balance sheet).” (Higgins and Ma864, p. 858)

The 17 discrete recourse events examined by Higgimd Mason (2004)
supported 10 different credit-card banks and prdppe 89 domestic and three foreign

securities issues with a combined value of abo&tSBillion, comprising almost 7.5% of
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the $475 billion total public credit card assetfst security domestic issuance reported
on the Securities Data Corporation’s New Issuesise through May 2002, the ending
date of the study. All Higgins and Mason’s (2004¢ms violate the true sale provision
of GAAP and RAP, yet none of the events resultedragulatory or accounting
restatements that added loans back onto bank leakmeets as (supposedly) required
under accounting and regulatory provisions.

The discreet recourse events in Higgins and Ma2004) led analysts to question
recourse practices as early as the mid-1990s. lre@r€ohn, a Senior Vice President of
Equity Research at PaineWebber, wrote that Paineéfebhad already been of the
opinion that:

...securitizations are financing mechanisms rathan thona fide sales of
assets... Clearly the risks of ownership have notsguhsto buyers of

securitized paper. In theory, every securitizai®rsupposed to stand on its
own....In fact, if buyers and sellers miscalculates seller has always made
up the difference rather than expose the buyenskoThus the putative seller
in fact passes on none of the risks of ownership.déh’t know how long the

fiction of sales treatment will last. (*Will Sale¥reatment Survive a

Recession?” 1997, p. 1)

The lack of risk transfer soon led to pressure tfeating securitizations as
financings in bankruptcy courts. On December 2902QATV Steel Corporation and its
operating subsidiaries (LTV) filed for bankruptcyofection under Chapter 11 and
requested the court allow LTV to use the cash geedr from two of LTV’s
securitizations in order to stay in business. Ippsut of its motion, LTVitself argued
that the asset transfers in fact had been disgdieadcings and thus remained in its

bankruptcy estate, thereby challenging the “bartksupremoteness” of itsown

securitizations. (Nomura 2002, p. 23)



12

The court issued an interim order on the same dalyTd/’s bankruptcy filing,
granting LTV’s motion for the use of cash collaterdhe securitizations — and marking a
later date on its calendar for a final determinatd whether the asset transfers had been
true sales or secured financings (Moody’s 20016)p.The Judge was loath to accept
arguments that the securitized assets had truly lse¢d to the securitized pools.
According to the Judge’s follow-up Memorandum Opmof February 5, 2001:

[T]here seems to be an element of sophistry to estgidpat Debtor does not
retain at least an equitable interest in the pitygéat is subject to the interim
order. Debtor’s business requires it to purchasat,)mold and cast various
metal products. To suggest that Debtor lacks someership interest in
products that it creates with its own labor, aslvesl the proceeds to be
derived from that labor, is difficult to accept. dadingly, the Court
concludes that the Debtor has at least some etpiitatierest in the inventory
and receivables, and that this interest is sufiicte support the entry of the
interim cash collateral order (Memorandum Opinion).

Even in its February 5 Opinion, however, the caliglt not make a determination
that a true sale had or had not occurred. (Moo@0®1, p. 7) For better or worse, the
controversy was settled without any judicial resiolu of the issues. LTV withdrew its
attack when the securitization investors agreesufiply replacement financing through
another debtor-in-possession (DIP) loan. In esserbe securitization investors
experienced a forced exchange of their securitingtaper for DIP paper. (Nomura 2002,
p. 23) Bankruptcy courts, therefore, have neveedun the issue of true sale. Even
regulators have left the issue open. In 2002, hECFRannounced only that they “may or
may not” seize securitized pool assets in the ewéiat bank failure, which remains the
policy stance today.

Without clear judicial or regulatory guidance, rese became instituted in a

more continuous fashion in the late 1990s and €000s. Most recently, recourse was
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extended so that very little risk left sellers’ &rate sheets through securitization. By
2004, regulators memorialized continuous recourgegulatory rules, explicitly moving
away from requiring a transfer of a “majority” agk to merely requiring a transfer of
“some” of the risk (See, for instance, Office ot t@omptroller of the Currency and
Board of Governors of the Federal Reserve Systdd3,46 7). Regulatory rules allowing
recourse for “operational issues,” like failing tmhere to a homogenous set of
underwriting standards, set the stage for the wlitbnfounding of operational and credit
risk and the present crisis when a preponderandefalulted loans could be put back to
the seller on the basis of subjectively-definedrapenal criteria. (See, for instance,
comments from FannieMae and FreddieMac in Marrd®20@ Golding 2000)

Recourse is a continuing issue in today’'s markdtdoen. On April 30, 2009,
Advanta Corp. announced that it expects its creditl securitizations to enter early
amortization despite the availability of “...tools #s disposal which the company
believes will prevent early amortization if uséd&ccording to Fitch, such tools could
include “...charge-off sales, a yield supplement aotpor receivable discounting, as
seen recently at other large card issueas, of which have been identified by bank
regulators as recourse events that should resthieirronsolidation of securitizations on-
balance sheet.

Even the bankruptcy-remoteness conditions are beisigd. On May 14, 2009,
General Growth Properties Inc., a mall developkad fthe biggest real-estate bankruptcy
in U.S. history to date and won court approval @480 million debtor-in-possession

loan collateralized by its securitizations. Like \,TGeneral Growth sought (and this

* Advanta Corp 8-K filing, May 1, 2009.
® Business Wire, April 30, 2009.
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time, won) court approval to use malls that it Issduritized as cash collateral for a
debtor-in-possession loan facility over objectifnagn investors in the securitizations.

The investors in the securitizations argued thatyra General Growth’s malls
shouldn’t be in bankruptcy at all and the paremhpany shouldn’t have access to those
properties’ cash flow. In an amicus brief filed hvithe U.S. Bankruptcy Court in New
York on May 1, trade groups representing the cororakreal-estate industry said
allowing General Growth to include the special-msg entities in its filing could set a
dangerous precedent for securitization marketsatling into question the protection of
the assets from other creditors — that is, callitg question true sale. As with LTV,
commercial mortgage-backed securities (CMBS) mapeeticipants thereby view the
court’s decision as a threat to sales treatment.

The non-contractual nature of recourse means thplidit recourse is just that:
implicit. There are no contractual terms dictatthgt recourse will be provided nor can
there be, or the securitization will never be abomoff-balance sheet in the first place!
Furthermore, there also remains no guarantee titeral rights transferred via sales
treatment will survive bankruptcy. In short, setimation is often a “sale” with little risk
transfer away from the seller or bankruptcy-remessn If risk is not transferred,
however, securitization is really just a disguifiedncing.

The rest of this paper investigates the finanaahemic nature of securitizations
inferred from sponsor firm investor reactions tobamking upon such a strategy. The
empirical evidence suggests investors in the spdirees view securitizations more like

financings than sales, confirming the conjecturiawof the lack of risk transfer and
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bankruptcy-remoteness and calling into questioroaaing policies that maintain off-

balance sheet treatment.

3. Literature Review

The classical literature on asset sales and fingsds that of Lang, Poulsen, and
Stulz (1995) and Kose and Ofek (1995), as wellheg of Hite, Owers, and Rogers
(1987). Lang, Poulsen and Stulz (1995) introdueedifference between asset sales and
financings. According to Lang, Poulsen, and Stdl296) asset sales benefit investors
because they allow the firm to obtain funds unfetleby additional investors who could
attempt to jump the creditor queue in financialtréiss situations. Financings increase
leverage more directly while exposing investorthrisk of appropriation.

The common view of securitization, therefore, iattBecuritization is thought to
benefit firm financing costs by replacing a contuat hypothecation of assets with a
complete legal sale into a bankruptcy remote atrectThat way, general creditors have
no possibility of seizing assets in the event dadk or bankruptcy (Gorton and Souleles
2007). Securitization also lowers financing cogis the firm because the structure of
securities used to finance the loans are rateddbasethe financial engineering rather
than the underlying asset creditworthiness or itine's own credit rating. Kose and Ofek
(1995) illustrate similar benefits of asset satedivestiture announcements. Hite, Owers,
and Rogers (1987) postulate that operating asset paomote efficiency by allocating
assets to better uses. The analog to financiakfisrselling assets with servicing rights

attached.
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Securitization is also thought to benefit firmsrtmaularly, depository institutions,
by reducing reserve and capital requirements (Rbaéand Ocampo, 1988). Banks can
also securitize long-term assets (such as mortgagewe them off-balance-sheet, and
shorten the average maturity of their assets. Isastritization enables firms to focus on
activities in which they have comparative advansagigch as originating, servicing, and
monitoring.

Theoretical work focusing on information asymmetrgaches different
conclusions. For instance, Greenbaum and Thak&@7(liitroduce a model dealing with
bank funding modes. Their initial assumption isttleans are funded either through
emitting deposits (DFM) or selling the loans to estors (SFM). Due to asymmetric
information relating to loan quallly SFM emerges as a superior way of resolving the
borrower/investor conflict. Under DFM, depositoradabanks incur screening costs
which are born by the borrowers, while under SFNrdeers are permitted to partially
insure their credif. The choice of insurance coverage signals borr@veuality, and
those of higher quality will choose higher levelsnsurance because the interest on their
loans will be lower. The important conclusion isitthvith an appropriately underpriced
deposit insurance and asymmetric information, tbst lassets are securitized while the
worst ones are funded with deposits, because balkisties can be transferred to the
FDIC. Note that while this result is contrary t@timedia coverage of the credit crisis, it
is largely correct.

Follow-on work by Instefjord (2005), Krahnen and It (2006), Franke and

Krahnen (2005), and Hansel and Krahnen (2007) shbatssince banks in their models

® The common assumption is that borrowers posseatprinformation not available to depositors, hemce
natural conflict emerges.
’ For instance, by purchasing a letter of creditrdnwers can lower screening costs for investors.
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retain the first-loss piece of securitizations, ksaretain theexpecteddefault losses and
only sell theunexpectedbsses.

Instefjord (2005) shows how such arrangements eatadilize the banking sector
because of incomplete risk transfer (in this céssm credit derivatives use). Krahnen
and Wilde (2006) model the potential risk trandfem a bank’s balance sheet through
the use of collateralized debt obligations (CD®8)ich replaced securitized residual and
mezzanine debt holdings at US banks after 2002nwh® banks were taxed on such
arrangements with 100% capitalization of residu@c@s and other remaining risky
pieces of securitizations on their books. Franké Krahnen (2005) show empirically
that the lack of risk transfer corresponds withramease in the bank’s beta, while Hansel
and Krahnen (2007) conclude that increase in edpaitst is more significant if the issuing
bank is financially weak.

Of course, incomplete risk transfer has the sanoaaic effect as replacing a
sale with a financing, as per the classical litegbove, but masking the condition can
disrupt market flow when the terms of the deals wangaterally altered, such as when

non-contractual recourse support is withdrawn.

4. Data

Our initial sample is all available securitizatitmnsactions from the Securities
Data Corporation (SDC) database from 1970-2002. SBE€ data base includes deal
specific data such as issuer/entity, ultimate pa@mount being securitized, underlying

asset, type of security issued, underwriter/booken, deal ratings and issuance date. We
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omit issues associated with ADRs, REITs, SBIs, aleded-end funds. We also omit
issues that are classified as CDO's.

Our ultimate goal is to identify the first secuzdtion transaction made by each
unique issuing company in the SDC database. Thuifbation of the first securitization
transaction made by each unique issuer is cruzialt analysis. By identifying the first
securitization transaction, we are able to isallagemarket’s reaction to the “new” event
of securitization for each issuer, allowing us depose whether the market is
associating securitization with financing or leygga Also examining the first
securitization should allow the specific financaadd market changes that take place as
firms begin the securitization process to be idmuti Since subsequent securitizations
are likely to be continuations of the issuing fitrnmstial funding strategies, they are not
likely to be informative.

Each transaction in the SDC database is primadéntified by its issuer. The
issuer, however, is in most cases not the ultinpaieent company but a bankruptcy-
remote intermediate trust subsidiary created byttimate parent comparly.

SDC provides information on the ultimate parent edch issuer but this
information is not always complete. In some inséathe information is just missing. In
other cases, the information refers to a publichgleéd parent subsidiary which must be
tracked down and linked with the publicly-tradedgmd. In yet other instances, merger
activity affects the meaningfulness of the firstarled securitization. For example,
consider the takeover of First Republic Bank of [@alby Bank of America (BOA) in

1988. If First Republic securitized for the firgshe following that merger, we discard the

8 Tax law dictates that securitized assets musbilg-sold to sufficiently remove them from the spor
firm and achieve bankruptcy remoteness sufficiengtstify off-balance sheet treatment. Despite such
provisions, relevande factobankruptcy treatment is covered above.
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observation since BOA, which is the ultimate paresgicuritized for the first time on
September 21, 1977.

Once we have identified the first securitizatioanBaction made by each unique
ultimate parent company we then check the issumgd data availability on CRSP and
Compustat. Many of the sponsor firms in the SDGblase are firms that do not trade
publicly. SDC provides data fields for stock exaparof the ultimate parent, the ticker
symbol of the ultimate parent, and the CUSIP of dlienate parent. Observations that
have valid entries for stock exchange and tickeriacluded in our data. Observations
that only have CUSIP available are screened thrahghCRSP database to see if they
have at some point in time been publicly tradedosehthat are found on CRSP are
included in our data. Those observations withoulSIRS$, tickers, and stock exchanges
are excluded from the sample.

Having identified those observations to be includedur data set, we search
CRSP and Compustat for valid data for each obsernvaDbservations that have no data
available from either CRSP or Compustat on the mese first issuance date are
excluded.

To ensure that we have identified the first semaiton and to identify the actual
announcement of the first securitization, all esemt the final data set are double-
checked on Factiva. We search for the earliest s¢ovyg relating to securitization around
the SDC issuance date for each issuing companydatee of the earliest news story is
used as the announcement date for the securitizatie also search prior to the issue
date for any news stories that contain words sigckeguritization and asset-backed to

ensure that there were no prior securitizationsdfthnot show up on the SDC data base.
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We did not find any observations where there waeeuritization related news story
prior to the first identified issuance on SDC. &f news stories at all are found, the SDC
issuance date is used as the announcement date.

Finally, we identify an issuer as a bank if itssfi2-digit SIC code is 60, and
discard any bank that was insolvent prior to thst fsecuritization or failed within the
time period of 1989-1995, as these transactiondinig RTC related. Our final sample
has 119 observatioris.

Table 1 contains summary statistics related tofioat sample. Panel A of Table
1 introduces several facts regarding our sampléypical firm that securitizes for the
first time is large, with a median market capitatian just shy of $1 billion. The
Compustat mean (median) size decile of our sezargiis 8 (9), and roughly 60% of our
sample belongs to either decile 9 or'40.

In addition, the first transaction appears to beeeonomically significant event,
the average deal size being 71% of firm’s markéevaf equity (13% in terms of asset
size). The descriptive statistics for our sub-sas@re reported in Panels B and C of
Table 1. Banks tend to be larger than non-banksrims of asset size, yet their market
capitalization is smaller. Furthermore, the averdgal accounts for 93% of the banks

market value of equity (7.15% of asset size), ah#h ©f non-banks market value of

° While one might think that extending the samplgdmel the end of 2002 might improve the sample size,
there is not much to be had by doing so. Firstetlage vastly fewer initial securitizations aft@02

because the industry is already well-establishedofd, after 2002, firms — especially banks — began
securitizing and re-securitizing residual interéste/ays that are even less transparent than prslyio

Even is one might hypothesize there exists a strakshift in the effects of securitization aft€Q2, there
are too few observations upon which to estimateningéul results and the investigation lies beyomel t
scope of the present topic.

19 Size deciles are based on Compustat firms thartreparket value of equity one year prior to the
transaction, where decile 10 is the largest anded&dhe smallest.



21

equity (18% of asset size). In general, the sarapeScriptive statistics support the view
that securitization is associated with large fitinst securitize substantial amounts.

The deal distribution by industry is presented ané® D of Table 1. Depository
institutions are by far the most frequent firsteirsecuritizers, accounting for over 46%
of the sample. Non-depository credit institutioti®se that engage in extending credit in
the form of loans but do not offer deposit bankimge the second most frequent

securitizers (10%), with utilities such as electm gas being third (8%).

5. Empirical Evidence on the Effects of Securitizzon

5.1. Short term market reaction

To investigate the short term effect of securit@atwe conduct an event study
around the date on which firms announce their frestsaction. The market model is used
to estimate market model parameters for an eventlow of (-1, 1), with the CRSP
value-weighted return as the market return. Thienasion period runs for 200 days, and
ends 11 days before the announcement. We use &dotimake sure that there are no
confounding events during the time of the annourszgnfrom Table 2 we observe that
the market reaction for the full sample is negatibet not statistically significarlt:
Banks that securitize for the first time, howevexperience on average a statistically

significant decrease in shareholder’'s wealth o5@ver the period (-1, §.The short

" The sample size for the event study is larger \btgause we include all observations with avadabl
data on CRSP. However, in subsequent analyses Weirmude observations with data on CRSP and
Compustat hence the sample size is smaller (118).

12 Similar results were obtained with a (0, 1) ewsimtdow.
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run market reaction is stronger if we consider34eébanks with data availability on both
CRSP and Compustat. For the average bank in theleathe negative reaction of 0.88%
(t=-2.07) decreases the market value of equitylinost $14 million over the three-day

period’®

5.2.  Matching-sample selection

To facilitate the long term market and operatingfggenance analyses, we
compare the performance of our securitizers witat tbf matched non-securitizers,
starting one year before and ending three yeaes #fe event (-1, +3). Since banks are
inherently different from non-banks, we performeparate matching procedure for each
group. For the banking group, we match on industsget size, and performance, namely
return on equity. We obtain similar results whenuge ROA or market-to-book value of
equity (MBE) instead of ROE. From the Compustatvarse of depository institutions
(SIC code 60), we choose the peer with the closesh of absolute percentage
differences in size and ROE. For our non-bank se&pers, we use all the firms on
Compustat that are not depository institutions @ential matches. We follow a similar
procedure as Billet et al (2006). We identify adeps that trade on the same venue

(NYSE/AMEX vs. NASDAQ) as our issuers, and whoserkat value of equity falls

13 While the documented results of a negative madasttion to the banks’ announcement of securitinati
is comparable to Lockwood et al. (1996), their slafstime period of 1985-1992 is largely dominabsd
RTC transactions that they do not exclude fronrttata set (see Thomas 1999 for related criticisma)
their sample includes repeat securitizations, ngakidifficult to test for any meaningful impact of
securitization. As noted above, our sample covem®ie exhaustive period, 1970-2002, we drop ankdan
that might have been forced to securitize due t€ Rdsolution, and we consider only the first act
securitization.



23

within 10% of the issuer’s (at year-end prior te thansactiori}. Finally, we choose the
peer with the closest sum of absolute percentaffiereiices in size and book-to-market
value of equity. In addition to identifying a pematched sample, we also construct an
industry (2-digit SIC code) adjusted sample in vahsecuritizers are excluded from their
respective industry starting one year prior to sézation.

For both procedures, our peers are matched in iHealfyear before the
transaction (i.e. year -1). We require any peesitow up in our matched sample only
once, and that the peer did not securitize foroughtee years following the matching. If a
non-issuer is delisted from Compustat while theuggeer is still trading, the second-
best nonissuing firm is added in on a point-forwheagis. If the second peer is delisted,
we continue with the third closest match, and soHowever, if the securitizer is delisted
during any of the three years following the traiga; we terminate the performance

adjusted computation during that year.

5.3. Long term market reaction

In order to investigate the long term market impzfcsecuritization, we calculate

the buy-and-hold return (BHR) for our first-timecsétizers and their matched peers as
BHR = (M7, @+ R,) ~1)x100%,
where R is theith firm’s return on théth day, and Tis the number of trading days in the

period following securitization. Once the BHR idotdated, we evaluate the difference

between the two such that

4 Barber and Lyon (1997) find that substantial siifeerences between the event firm and its matqiest
would cause both to differ significantly in thegjety performance. Hence we limit our size match @6
or better.
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DBHR = BH RSecuritize _ BHRPeer

Table 3 presents the peer-adjusted BHRsults. The full sample’s mean (-
28.52%) and median (-9.42%) two-year DBHR are S$icpnitly negative, with 95%
confidence. The underperformance, which is maimiyeth by non-bank securitizers,

persists to a lesser degree during the third yearedl.

5.4. Long term operating performance

Next, we compare securitizers with non-securitizarserms of ROA, equity to
total assets (EQ/TA), equity to managed asSetEQ/MA), ROE, and MBE. We
construct the ratio of equity to managed assetsi{iEtylA) and follow it for three years
(-1, +1). If the transaction took place before JBO8, we define MA as total assets in
year O plus the securitization proceeds. Similaslg,define MA as total assets in year 1
plus proceeds. If on the other hand the transattiok place after June 80MA, equals
total assets, and MAequals total assets plus proceeds. Under both segndA-,
equals total asset in that year. The MA calculat®a conservative estimation since any
issuer is likely to continue securitizing followirtge first event, and as a result have a
higher amount of managed assets after year 1.

Table 4A reports the median peer-adjusted perfocmaneasures (securitizer’s
performance minus peer’s). Overall securitizersfquar poorly before and after the

transaction, mainly due to the underperformanceoofbanks. In Table 4B we report an

!> There are 118 observations in the event studyusecane of the banks, American Continental Coxp, di
not trade on an exchange at the time it securitized

6 Managed assets include both on- and off-balaneetstssets.
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industry-adjusted operating performance meaSiivée subtract the industry’s median
from the securitizer’s ratio in order to obtain theustry-adjusted measure. The results
for the full sample are similar to those presenitedtable 4B, yet this time the
underperformance is attributed to banks. Their &40DA and Equity/MA are
significantly lower then the industry’s median befoduring, and after the transaction.
While banks tend to have a superior ROE in the {esding to the event, it deteriorates
thereafter. Finally, MBE provides some evidencetlom level of financial distress that
banks experience. In the two years leading to itls¢ $ecuritization, banks outperform
their industry. However, in the two years followitige event, signs of distress appear as
the ratio of MBE deteriorates, before it improvesl again in the third year following

the event.

5.5. Securitization and risk

Up to this point, we have established that theiatidn of securitization is
associated with a negative market reaction alonly poor long-term stock and operating
performance. This section investigates the impaseouritization on the issuer’s level of
risk. To this end, we compute three measures of fisk as suggested by Anderson and
Fraser (2000), and test whether they are signifigatifferent following the transaction.
We estimate each measure for a period of one yefardoand one year after the event,
without including the 10-days surrounding the ev¥vié define total risk as the standard

deviation of the firm’s daily stock returns. Firmpegific risk is measured as the standard

Y Cornett, Ors, and Teharanian (2002) examine imghastjusted operating performance of BHC that
established a Section 20 subsidiary to conductstment banking activities. We include a similarustty-
adjusted measure for comparison.
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deviation of the residuals from the market modeldach firm. Finally, systematic risk is
the difference between firm’s total and specifiskri It measures the influence of
underlying economic and financial conditions thiééet all firms. Specifically, our risk

measures are obtained as follows:

Total Risk=1/%2(xi -x)’ =0 (1)

wherex; is the securitizer’s daily return amds the expected market return. Following

from (1),

Firm specific risk= 1/%2(&] -&)? =¢ (2)

where€'s are the residuals of the single-index market ehatbnstructed using the CRSP
equally-weighted returns so that:
R=a +B(R,)*¢
Firm systematic risk Total risk — Firm specific risk 3)

The systematic risk, however, still needs to takeoant of leverage. While
securitizing firms’ accounting (on-balance sheayerage may not change (or may
decline), the securitizing firm’smplicit leverage (as measured by total assets under
management) increased. In order to obtain impleierage, we utilize the Hamada

(1969) equation such that
ﬁL zﬁu +%(ﬁu _IBD)(]'_T) 4)

First we use the standard market model to estigigor to securitization for a
period of one year, without including the 10-day®pto the event. This is essentially an

estimation of the levered beta,fr Next, we obtain the unlevered beta,fyr, from

prior *
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equation (4) by using the estimatéd the book value of debt-to-equity, and the

prior ?
appropriate corporate income tax bracket (T). Waua® debt is risk-less. Finally, we

use the market model to estimate the one-yearep@stts, .. We use equation (4) and
the information o8, .., 4, and T to calculate the implied D/E ratio afterwgéezation

and compare it to the accounting D/E ratio. An il D/E ratio higher than the
accounting D/E ratio indicates that the increasesyatematic risk is due to implicit
leverage rather than other factors.

From panel A of Table 5 we observe that for allusigizers there is a significant
increase in all three risk measures following tinst fsecuritization. The mean (median)
increase in firm’s total risk is roughly 20% (7%yWhile the increase in systemic risk is
more pronounced at about 35% (20%). The changesighty significant in both the
mean and median levels. The increase in systemskids even more profound for our
banks sample. For the median bank that securitmetbe first time, systematic risk goes
up by 66%, an increase that is highly significanhttree 1% level. As an alternative
measure of a change in systematic risk, we cakeuls pre- and post- transaction beta
for our securitizers using a standard market moaiedl test for the significance of the
difference. The results for banks indicate thatehe a significant increase in systematic
risk, as proxied by the increase in their beta.alyn non-banks exhibit a significant
increase in total risk of 17% (6%), driven by arer@age increase in firm specific risk of
16%, yet neither their systematic risk nor thetabehanges significantly.

If the documented increase in banks’ systematlcisiglue to securitization, then
a natural prediction would be that systematic sis&uld remain unchanged for banks that

do not securitize. To test this prediction, we perf similar analysis on our matched



28

non-securitizers. From panel B of Table 5 we letlrat none of those risk measures
changes during that time period.

While the first part of Table 5 introduces the €eifnces in performance measures
within each group, the second part introduces fifferdnces between securitizers and
non-securitizers before and after the event. Olepainel C illustrates that pre-event
securitizers are not riskier than non-securitizéfswever, after securitization there are
big differences between the two. Following the d¢yveme observe in panel D that
securitizers exhibit a significant increase acrassisk measures as compared with non-
securitizers. Specifically, systematic risk is haglior banks that securitize, whereas both
systematic and firm specific risks are higher fon#banks that securitize, as compared
with non-banks that do not securitize.

The conclusion from Table 5 is that first-time s#izers, specifically banks,
experience a significant increase in systematic @iféer securitization. Table 6 relates
that finding with implicit leverage. By using theakhada equation, we show that implicit
leverage is higher than accounting leverage foursiezing firms. Banks have the most
dramatic difference, with implicit D/E ratios hightéhan accounting D/E ratios by an
average of 20%. Hence we can conclude that theaserin systematic risk for banks is
driven by an increase in implicit leverage. Herseuritization is more like a financing

than a sale.
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6. Multivariate Analysis

So far results have indicated that securitizatias & negative impact on first time
securitizers. Banks experience negative marketioragerform poorly relative to their
industry, and suffer from a significant increasetotal and systematic risk. Non-banks
underperform in terms of long-term BHR and peeust#jd measures, and experience an
increase in firm specific risk. One question thames into mind is whether any firm or
deal characteristics can explain the above restitisthat end, we use a multivariate

setting to investigate any residual relationships.

6.1. Sample selection bias

A firm’s decision on whether to securitize may betrandom. Sample selectivity
bias can cause the error terms in a given moddbetocorrelated, thus biasing the
estimated parameters. We implement Heckman's (19v8)-stage procedure to
overcome self-selection bias created by a firm@iahto securitize, by incorporating the
securitization decision in to the econometric eation. In the first stage the decision to
securitize is estimated using a probit model. la #econd stage we control for self
selection by including the inverse Mill’s ratio, taimed from the probit model. The
potential securitization determinants that we adrfor are firm type (dummy=1 if bank),
the ratio of equity/assets, an interaction termkbg@uuity/assets), the three year pre-
transaction (t-3 to t-1) average growth rate inetsssan interaction term bank*(Growth

rate), and year dummies.



30

Banks are more likely to securitize because itvadldhem to meet regulatory
requirements (Rosenthal and Ocampo, 1988), redutegest rate risk, and focus on
activities in which they have a comparative advgetaFirm size is expected to be
positively correlated with securitization as weHiven the large fixed costs associated
with each transaction, larger firms are more likidyafford them. The growth rate in
assets is also expected to be positively correladtu securitization. Banks are required
to maintain an adequate capital ratio. Since chptaxpensive, banks that experience
growth in assets are more likely to move them afabhce-sheet through securitization
(Calomiris and Mason, 2004). The positive relatisnalso expected to hold for non-
banks. The reason is that through securitizatimn hanks can diversify their asset
funding sources, and obtain funds cheaper thamgfrgtraight debt or stock issuance.

The equity/assets ratio is expected to be inversslgted with the decision to
securitize. Poorly capitalized banks are likely decuritize so that they can meet
regulatory capital requirements. The negative i@tashould hold for non-banks as well,
as equity/assets can proxy for excessive risk takiAccording to Hill (1996),
securitization should be more valuable for riskaempanies, for which other sources of
funds are more expansive.

We combine each first-time securitizer with all palfirms in its respective
industry (2-digit SIC code) in year t-1, and repibw first-stage probit estimations on the
decision to securitize in Table 7 for the full awb-samples (banks and non-banks). Size
is the most prominent variable affecting the fifste decision to securitize. Furthermore,

the growth rate in assets is a significant deteamirior banks. The bank dummy variable
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is negative but insignificant, while the capitalioehas the expected negative signs, but it

is not a significant determinant of securitizatinitiation

6.2. OLS estimation

In the second stage we use OLS estimation to ilgagetthe relation between the
documented poor performance and any firm or deafadteristics. At the same time, we
control for selection bias by including the inveiddl's ratio obtained in the first-stage
probit model. The firm characteristics that we cohfor are firm type (bank or non-
bank), the ratio of equity to total assets, theehyear average growth rate in assets, and
firm size. We include the interaction term banki{ggassets) to control for the
possibility that well capitalized banks performteethan others.

The deal characteristics that we control for aral dgze, underwriter’'s rank,
deal’s rating, and the type of underlying asset. M¢e the natural log of the deal’'s
proceeds to control for deal size. Other measuelh as proceeds scaled by assets or
proceeds scaled by market value of equity yieldilamresults. We employ a dummy
variable, prestigious underwriter, which contrads @inderwriter reputation. It takes the
value of 1 if the underwriter's rank is equal togoeater than the sample’s medf&iwe
use a dummy variable to control for the securittmés highest rated bond by either S&P

or Moody’s, which equals 1 for a triple-A rated mertranche'® Finally, the mortgage-

8 We use Jay Ritter's updated IPO underwriter refmra available on his website at
http://bear.cba.ufl.edu/ritter

Converting credit rating by S&P (Moody’s) into americal number such that AAA (Aaa) corresponds to
a value of 23, AA+ (Aal) is equal to 22, etc. anduarated deal (NR) has a value of 1 does not echérg
results. We prefer the dummy indicator over the eucal specification because there is little rating
variation. Almost 85% of our sample senior tranchiesAAA rated.
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related dummy controls for the type of transactigpecifically, if it relates to CMO,
mortgage backed bond, or mortgage backed note.

The first set of regressions presented in tableld@eas stock performance with the
various firm and deal characteristics. Similarly tee univariate analysis, banks
experience a negative three-day CAR to their §esturitization announcement. The bank
coefficient of -0.064 is significant at the 1% levidowever, the positive coefficient on
the interaction term bank*(equity/assets) of 0.5t18 2.22), suggests that investors are
aware of a bank’s ability to engage in excessisk taking, as the market reaction to the
announcement by a well capitalized banks is mover&ble. Furthermore, favorable
market reactions are also associated with bankseittabit higher growth rates (t=2.80),
indicating the importance of capital relief for #eobanks.

There is also evidence that capital plays a sicguifi role in the long-term stock
performance of first-time securitizers, as obserwedhe 3 year peer-adjusted BHR
results. Specifically, the coefficient on the bafdquity/assets) term of 13.34 is
significant at the 5% level (t=2.36). The coeffitis economic significance indicates
that a one standard deviation increase in theaagaitio of first-time securitizing banks is
associated with a 28% improvement in their longatestock performance, relative to
similar banks that do not securitf2elt is interesting to note that the initial deoisito
securitize is negatively related to the 3-year pmdjusted BHR and the self-selection
indicator, lambda, is negative and marginally figant at the 10% level. Finally, the 3-
year average post transaction industry adjuste&etéo-book value of equity (MBE) is

significantly lower for banks, but higher for welépitalized banks.

2 The standard deviation for our bank sample ecpsggéts is 0.021. Thus, the effect of a one standard
deviation change in equity/assets ratio on the-pdprsted BHR is 13.34*0.021=0.2803.
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From the full sample regressions, it is obvioust tee stock performance of
banks differs significantly from that of non-banK® better understand those differences,
we run the same regressions on these sub-samplesepaort the results in panel B of
table &'. Under this setup, the capital ratio for banksdigectly related to stock
performance. A one standard deviation increasé&an riatio is associated with a 1.20%
increase in the three-day CAR. Given that the ayeeraarket capitalization of our bank
sample is $1.55 billion, this translates into ar8.$1million three-day announcement
gain. The 3-year peer-adjusted BHR is significastipnger for well capitalized banks,
but higher-rated securitizations hurt long-termf@enance. The coefficients on both the
Aaa deal rating and prestigious underwriter dumraressignificantly negative at the 5%
level. The rating dummy suggests that sponsor pedoce deteriorates with greater
credit enhancement. The significance on the priesisg underwriter dummy can be
explained similarly, as prestigious underwriters ldgely to be involved with transactions
with greater credit enhancements. Finally, the {tevgn industry adjusted MBE is
significantly higher for well capitalized banks.

In Table 9 we investigate the implication of setmation on risk. Post event beta
is higher for banks, overall, but lower for wellpti@lized banks yet neither coefficient is
statistically significant. Surprisingly though, tbecision to securitize is associated with a
lower beta (lambda = -0.531, t=-3.72). The sub-damspttings in panel B reveals that
beta is marginally lower for well capitalized bar(ks-1.95). For non-banks, the growth

rate is positively correlated with beta. For eitlseb-sample, lambda has no effect on

2 For panel B in both tables 8 and 9 we use thess#éfction indicator (lambda) that was estimatedgis
the sub-samples in table 7.

22 Using the peer-adjusted MBE instead of the inguatljusted ratio provides similar results regardre
importance of the capital ratio.
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beta. Total risk, as measured by the standard ti@viaf daily stock returns for a period
of one year following the event, is lower for welhpitalized banks, with a highly
significant coefficient of -0.244. Similarly, thegsgematic risk measure of implied D/E
ratio (obtained from the Hamada equation) is inelgrselated to the equity/assets ratio.
Finally, securitization significantly increases ank’s total risk and implied D/E ratio, as

lambda is positive and significant at the 5% level.

7. Summary and Conclusion

The empirical work above analyzes investor reastinfirms’ first securitization
announcements, postulating that those first anremaeats are accompanied by investor
reactions and changes to firm operating results #ra not present in follow-on
securitizations. The negative short-term equitymet and negative long-term operating
performance following the beginning of securitipati constitute classic evidence
suggesting that securitizations are more simildinancings than asset sales.

Additional analysis shows that securitization isocabssociated with increased
systematic risk, suggesting that the rapid growtkldd by securitization is similar to
taking on substantial additional leverage. The ltesare strongest for banks, suggesting
that regulatory capital arbitrage may create theemtive for greater leverage, and
therefore greater increases in risk. Again, sushlte suggest for banks and non-banks
alike, securitization is more akin to a financihgn a sale.

The findings have implications for accounting arejulatory recognition of

securitizations. While it is easy to argue thatus#izations are not true asset sales, it is
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more difficult to argue how they should be corngcticcounted for on firm balance
sheets. If expected loss remains on balance sheeigh residual interests, firm capital
should not be reduced significantly compared tdalance sheet treatment.

On the other hand, if firms can justify some rigdntfer, i.e., of unexpected loss,
they should be awarded capital relief by investmd regulators alike. In that respect,
proposed FASB policy of full on-balance sheet treait goes too far. Nonetheless, the
ability to analyze the subject further — for bathreéstors and academics — is hampered by
the dogmatic philosophy of dichotomously charagteg securitizations asither a true
sale or a financing, where the “true sale” chargaéion relieves the issuing firm ahy
responsibility for reporting managed (securitized¥ets. Simple reporting requirements,
therefore, would go a long way toward furthering anderstanding of the importance of
securitization. Hence, there remains much work @odone to understand better the
meaning of securitization in today's marketplacel éime proper role for reporting and

regulatory action in the future.
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TABLE 1
Descriptive Statistics and Deal Distribution by listry

Sample includes 119 first securitization eventsidastified by SDC, between 1977 and
2002. Banks are firms with an SIC code that startis 60. Non-banks are all the others.
All variables are from the fiscal year prior to ttransaction (i.e. year -1). Firm size (in
total assets), market cap (market value of equatyyl SEC size (transaction’s principal)
are CPI adjusted with 1998 as the base year.

Mean Median Min MAX STD N
Panel A: Full sample
Assets ($ millions) 13,679 5,708 20.76 103,786 17,9 119
Market cap ($ million) 3,330 979 5.39 92,399 9,744 119
SEC size ($ millions) 262 135 1.43 2,357 359 119
SEC/assets 12.94%  2.75% 0.03% 230%  30.12% 119
SEC/Market cap 71.04% 24.00% 0.29% 1,523%  194% 119
B/M equity 0.85 0.72 0.19 4.33 0.54 119
Panel B: Banks
Assets ($ millions) 16,016 12,470 106 54843 15.631 55
Market cap ($ million) 1,553 906 5.39 7,692 1,910 55
SEC size ($ millions) 214 157 1.43 948 206 55
SEC/assets 7.15% 1.81% 0.03% 230%  31.13% 55
SEC/Market cap 93.45% 28.00% 0.29% 1,523%  268% 55
B/M equity 1.00 0.80 0.19 4.33 0.67 55
Panel C: Non-banks
Assets ($ millions) 11,670 2,622 20.76 103,786 19,5 64
Market cap ($ million) 4,857 1,113 10.50 92,399 022 64
SEC size ($ millions) 303 124 1.82 2,357 450 64
SEC/assets 17.91%  7.34% 0.06% 163%  28.54% 64
SEC/Market cap 51.01% 22.00%  0.36% 529%  89.81% 64

B/M equity 0.72 0.64 0.19 2.08 0.38 64
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Table 1 continued
Panel D: Deal distribution by industry

SIC code Frequency %

Depository institutions 60 55 46.22
Non depository credit institutions 61 12 10.08
Electric and gas 49 9 7.56
Insurance carriers 63 6 5.04
Building construction 15 5 4.20
Transportation equipment 37 5 4.20
Security and commodity brokers 62 5 4.20
Business services 73 4 3.36
General merchandise stores 53 3 2.52
Other - 15 12.60

Total 119 100
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TABLE 2
Short Run Market Reaction to the First Act of Sa@ation

The market model is used to estimate market moaelpeters using daily stock returns
with a 200-day estimation period ending 11 day®teethe announcement date. Market
returns are proxied by the CRSP value-weightedrmetuCumulative abnormal returns
are estimated over a 3 day period (-1, +1). Subpsssare based on 2 digit SIC codes
(60 for banks). T-statistics based on the standadlicross-sectional test statistics.
Percent negative significance based on sign-staist **, *** indicates significance at
1%, 5%, and 10% levels respectively.

Sample Size Mean T-test Percent
CAR (-1, +1) Negative

Panel A: securitizers with CRSP data
Full Sample 145 -0.55% -1.25 58*
Banks 65 -0.75% -1.70 65**
Non Banks 80 -0.40% -0.39 52
Panel B: securitizers with CRSP and Compustat data
Full Sample 118 -0.48% -1.09 59*
Banks 54 -0.88% -2.07** 65**

Non Banks 64 -0.16% 0.09 54
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TABLE 3
Peer-Adjusted Buy-and-Hold Return Following thesEBecuritization

This table reports the buy-and-hold return (BHRfjetlence between securitizers and their
matched non-securitizers (peers). Banks are firitis an SIC code that starts with 60. Non-
banks are all the others. Bank peers are chosed lmasindustry, size, and ROE. Non-bank
peers are chosen on the basis of exchange, sideB/&mh equity. Sample size reported in

parentheses. Indications of significance of medamesbased on Wilcoxon singed-rank tests.
*xx +x % indicates significance at 1%, 5%, and ¥®levels respectively.

1 Year Peer 2 Year Peer 3 Year Peer
Adjusted Adjusted BHR Adjusted BHR
BHR
Full Sample (118) Mean -9.66%* -28.62%*** -26.35%
Median -7.88%** -9.42%** -6.33%*
Banks (54) Mean -6.98% -18.71%* -23.28%*
Median -4.48% -3.17% -18.76%
Non Banks (64) Mean -11.78% -37.00%** -37.28%

Median -12.96% -18.65%* -10.73%**
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Median Peer-Adjusted Measures
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The table reports the median of peer-adjusted bi@sasample firm minus peer firm values). Bankrpege chosen based on
industry, asset size, and ROE. Non bank peershergen on the basis of exchange, size and B/M edtlity Compustat data
items for the variables are: ROA is net incomefasgeml172 / item6), Equity/TA is book value ofuity to assets (item60 /
item6), ROE is net income/equity (item172 / item@ABE is market-to-book value of equity. Managedets (MA) in year -

1 equal TA; (i.e. TA in year -1). If the event is before 6/30en MAy= (TAo + proceedspand MA, = (TA+proceeds)lf the
event is after 6/30, Mgs TAp, and MA= (TA;+proceeds)Year -1 values are from the fiscal year-end pioathe transaction,
while year O represents year-end values of thesai@ion year. Indications of significance of mediane based on Wilcoxon
singed-rank tests. ***, ** * [ndicates significaa@at 1%, 5%, and 10% levels respectively

Year N ROA
Panel A: Full sample securitizers

-1 118 -0.0002

0 118 -0.0015*

+1 108 -0.0020**

+2 106 -0.0034***

+3 102 -0.0032**
Panel B: Banks that securitize

-1 54 0.0004

0 54 0.0000

+1 50 0.0004

+2 48 0.0008

+3 48 -0.0008

Panel C: Non banks that securitize

-1 64 -0.0146*

0 64 -0.0160**

+1 58 -0.0204**

+2 58 -0.0343***

+3 54 0.0134*

Equity/TA

-0.0070***
-0.0177***
-0.0179***
-0.0191***
-0.0162***

-0.0014
-0.0018
0.0001
-0.0019
-0.0010

-0.0889***
-0.1242***
-0.1535***
-0.1532***
-0.1465***

Equity/MA

-0.0070***

-0.0229***

-0.0235***
N/A
N/A

-0.0014

-0.0018

-0.0015
N/A
N/A

-0.0889***

-0.1426™**

-0.1660***
N/A
N/A

ROE

0.0053
0.0022
-0.0066
-0.0048
0.0032

0.0061***
0.0046
-0.0009
0.0033
0.0016

0.0023

-0.0107
-0.0313*
-0.0090

0.0043

MBE

-0.0011
-0.0741
0.0019
-0.1381
-0.0551

0.0533
-0.0023
0.0976
-0.0935
-0.0577

-0.0069
-0.1408**
-0.3188**

-0.1715

-0.0551
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TABLE 4B
Median Industry-Adjusted Measures

The table reports the median of industry-adjustadables (sample firm minus industry median). Indes are defined
according to 2-digit SIC code. Banks are firms wvh@&C code starts with 60. Securitizers are excudem the industry
starting one year before the transaction. The Catapulata items for the variables are: ROA is nebine/assets (item172 /
item6), Equity/TA is book value of equity to assétem60 / item6), ROE is net income/equity (iter@17tem60), MBE is
market-to-book value of equity. Managed assets (MAyear -1 equal TA (i.e. TA in year -1). If the event is before 6/30,
then MAy= (TAo + proceedspnd MA; = (TA;+proceeds)If the event is after 6/30, Mx TAg and MA= (TA;+proceeds)
Year -1 values are from the fiscal year-end priothie transaction, while year O represents yearvahees of the transaction
year. Indications of significance of medians arsdobon Wilcoxon singed-rank tests. ***, ** * indites significance at 1%,
5%, and 10% levels respectively

Year N ROA Equity/TA Equity/MA ROE MBE
Panel A: Full sample securitizers

-1 118 0.0003 -0.0096** -0.0096** 0.0127*** 0.1131***
0 118 -0.0000 -0.0056*** -0.0057*** 0.0256 0.0370*
+1 108 -0.0000 -0.0100*** -0.0118*** 0.0084 0.0222
+2 106 -0.0011** -0.0178*** N/A 0.0094 -0.0049
+3 102 -0.0007 -0.0163*** N/A 0.0060 0.0386
Panel B: Banks that securitize

-1 54 0.0006 -0.0065*** -0.0065*** 0.0170*** 0.1225**
0 54 0.0000 -0.0060*** -0.0060*** 0.0281 0.0717**
+1 50 0.0000 -0.0103*** -0.0119*** 0.0121 0.0414*
+2 48 0.0002 -0.01271*** N/A 0.0127 0.0973*
+3 48 -0.0004 -0.0117*** N/A 0.0272 0.1962**
Panel C: Non banks that securitize

-1 64 -0.0010 -0.0134 -0.0134 0.0006 0.0747*
0 64 -0.0019 -0.0173 -0.0411** 0.0007 0.0185
+1 58 -0.0045 -0.0644** -0.0734*** -0.0055 -0.1038
+2 58 -0.0049* -0.0520** N/A -0.0040 -0.1415
+3 54 -0.0030 -0.0573* N/A -0.0046 -0.1109




TABLE 5
The Impact of Securitization on Firm Risk
The table reports the mean [median] of various neasures and their associated change within abgfare and
after the first act of securitization, not includithe 10 days surrounding the event. Non securtiaee from the
matched sample, in which banks are matched on tinydussset size, and ROE, whereas non banks ahethbn
exchange, size and BM equity. Banks are firms waitiwo digit SIC code of 60. Non banks are all theecs. Total
risk is the standard deviation of daily returnsresged as percent for each firm taken from CRS&te8atic risk is
the difference between total risk and firm speaiigk&. Firm specific risk is the standard deviatadrthe residual from
the market model regression for each firm. Banksfams whose SIC code starts with 60. Tests sizdigor the

differences are based on t-statistics for meanstlamdVilcoxon signed-rank test for medians. ***,,** indicates
significance at 1%, 5%, and 10% levels respectively

Full Sample (118) Banks (54) Non Banks (64)
Pre Post A Pre Post A Pre Post A
Panel A: Risk measures for securitizers
Total risk 2.19 2.61 0.41*** 1.94 2.36 0.41* D4 2.82 0.41*
[2.10] [2.19] 0.15*** [1.72] [2.06] 0.17** [2.35] [2.41] 0.15*
Systematic 0.14 0.20 0.05** 0.13 0.19 0.05* 0.14 0.20 0.06*
[0.10] [0.12] 0.02** [0.09] [0.14] 0.06*** [0.1P [0.12] 0.00
Beta 1.20 1.32 0.12** 1.16 1.29 0.12** 1.24 34. 0.12
[1.21] [1.32] 0.15** [1.05] [1.29] 0.12** [1.27] [1.35] 0.15
Firm specific 2.05 2.41 0.35*** 1.80 2.17 0.36* 2.26 2.61 0.35**

[1.91] [2.02]  0.11* [1.60] [1.88] 0.10* [2.14] [2.21] 0.13*
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Table 5 — continued

Full Sample (118) Banks (54) Non Banks (64)
Pre Post A Pre Post A Pre Post A
Panel B: Risk measures for non securitizers

Total risk 2.16 2.19 0.03 1.89 1.94 0.05 2.37 392. 0.02
[1.91] [1.97] [0.04] [1.62] [1.77] 0.15 [2.19] 2]06] -0.01
Systematic 0.13 0.14 0.01 0.13 0.15 0.02 0.14 14 0. 0.00
[0.09] [0.09] [0.02] [0.09] [0.10] 0.03* [0.09] [0.07] -0.00
Beta 1.04 0.99 -0.05 1.00 0.97 -0.03 1.06 1.00-0.06
1.05 0.97 [0.00] [1.00] [0.88] -0.13 [1.07] [1]0 0.04
Firm specific 2.02 2.04 0.02 1.76 1.79 0.03 2.23 2.24 0.01
[1.81] [1.78] [0.02] [1.53] [1.67] 0.09 [2.03] 1]95] -0.01
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Table 5 — continued

Full Sample (118)

Banks (54) Non Banks (64)

Panel C: Differences ipre transaction risk measures (Securitizer-Nonseeerii

Total risk

Systematic

Beta

Firm specific

0.04
[0.12]

0.01
[0.01]

0.17*
[0.13]*

0.03
[0.09]

0.06 0.03
[0.12] [0.11]

0.01 0.00
[0.00] [0.02]
0.16* 0.17
[0.03] [0.25]
0.04 0.04
[0.13] [0.04]

Panel D: Differences iposttransaction risk measures (Securitizer-Nonseeerii

Total risk 0.39*** 0.38* 0.43**
[0.26]*** [0.31]** [0.23]***
Systematic 0.06*** 0.04*** 0.04*
[0.04]*** [0.04]*** [0.04]***
Beta 0.32%** 0.30%** 0.35%**
[0.26]*** [0.20]*** [0.34]***
Firm specific 0.33*** 0.35* 0.38**
[0.23]*** [0.26]* [0.18]***

44
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TABLE 6
Comparison of Post Transaction Implied and Actualbto-Equity Ratios

The table reports the mean [median] of the diffeeebetween the post transaction
implied D/E ratio and the actual D/E ratio. The lra@ D/E is obtained from the Hamada
equation. The Actual D/E ratio is from the year efidhe securitization year. N reported
in parentheses. Banks are firms with a two dig€ $bde of 60. Non banks are all the
others. Tests statistics for differences are base@statistics for means and the Wilcoxon

signed-rank test for medians. ***, ** * indicatesggnificance at 1%, 5%, and 10% levels
respectively

Implied Debt/Equity Actual Debt/Equity Difference

Full Sample (118)

20.62 13.10 7.51**
[12.74] [10.04] 1.14%%
Banks (54)
24.75 19.67 5.08**
[17.24] [15.08] 2.50%**

Non Banks (64)

17.13 7.56 9.57
[3.41] [3.16] 0.50*
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TABLE 7
Probit Estimation of a Firm’s Decision to Secusetiz

The table reports coefficients from a probit moofethe decision to securitize (dummy =

1), using a sample period of 1977-2002, which idekia total of 118 securitizers. Non-
securitizers are all public firms within the sameustry (2-digit SIC). Banks are firms

with a two digit SIC code of 60. Growth in assetdhe 3 year pre-securitization average
(t-3 to t-1). Equity-to-assets is defined as boakug of equity to total assets (item60 /
item6). All variables are from the year end priorthe event (i.e. year t-1). Z-statistics
reported in parentheses. ***, ** * indicates sifjoance at 1%, 5%, and 10% levels
respectively.

Expected Full Banks Non-

sign sample banks
Ln(assets) + 0.260*** 0.3000*** 0.249%***
(9.61) (5.44) (7.73)

: 0.020 1.022** 0.019
Growth in assets + (1.03) (2.13) (1.01)
Equity / assets i -0.043 -0.018 -0.079

quity (-0.16) (-0.01) (-0.58)
Bank + (%14245;
Bank*(equity/assets) +/- (%8851?)’
**
Bank*(Growth in assets) + O(g 014;)
Intercent -2.290*** -4.232%** -2.263***
P (-4.56) (-5.13) (-2.86)
Year Dummies Yes Yes Yes
LR Chi squared 219.48*+*  128.47*** 112.39***
Pseudo R 0.2043 0.2919 0.1890

N 4,174 1,690 2,484
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TABLE 8
Regressions of Stock Performance on Firm and DeatdCteristics

The market model is used to estimate market moaielrpeters using daily stock returns with a
200-day estimation period ending 11 days beforeateouncement date. Market returns are
proxied by the CRSP value-weighted returns. Cunw@labnormal returns are estimated over a 3
day period. Peer-adjusted variables representiffezethce between issuer and its matched non-
issuer's. Bank peers are chosen based on industsgt size, and ROE. Non-bank peers are
chosen based exchange (NYSE/AMEX vs. NASDAQ), $M¥E) and B/M equity. Banks are
firms with SIC code 60. Non-banks are all the ash&BE>qstis the 3 year post event average
(t+1 to t+3) market-to-book value of equity. Equilth and assets are from year-end prior to the
event. Asset growth rate is the pre-event 3 yearame. Prestigious underwriter = 1 if the
underwriter’'s rank is 9 or higher (the sample’'s ma§l Deal rating dummy =1 if the senior
tranche is Aaa rated by either Moody's or S&P. age Related = 1 if the transaction is either
CMO, mortgage backed note, or mortgage backed bbadbda is the inverse Mills ratio,
obtained from a first-stage probit estimation iniehhthe selection variable is 1 if a firm chooses
to securitize. The probit’s independent variables faom table 7. T-statistics based on robust
standard errors are in parentheses. *** ** * gaties significance at 1%, 5%, and 10% levels
respectively.

CAR (-1, +1) 3 Year Peer Ad;. Industry Ad;.
BHR MBEpost
Bank -0.064*** -0.306 -1.238***
(-3.03) (-0.49) (-2.65)
Equity/TA -0.058 0.815 0.348
(-1.13) (0.63) (0.39)
Bank*(equity/assets) 0.518** 13.348** 23.68***
(2.22) (2.36) (3.51)
Growth in Assets -0.002 1.181 -0.054
(-0.25) (1.41) (-0.27)
Bank*(Growth in Assets) 0.084*** -1.953 -0.603
(2.80) (-1.56) (-0.99)
Ln(Assets) -0.003 0.069 -0.058
(-0.68) (0.59) (-0.78)
Ln(Proceeds) 0.007 0.081 0.035
(1.64) (0.40) (0.41)
Prestigious Underwriter -0.004 -0.054 0.011
(-0.46) (-0.20) (0.05)
Deal rating Aaa 0.022* -0.193 -0.439
(2.79) (-0.98) (-1.51)
Mortgage Related 0.003 -0.453 -0.108
(0.23) (-1.36) (-0.41)
Lambda 0.001 -0.675* -0.317*
(0.08) (-1.82) (-1.75)
Intercept -0.014 -0.302 1.434
(-0.19) (-0.19) (1.54)
R 0.1391 0.1896 0.1687
F-statistics 2.57*** 1.17 1.82*

N 118 118 108
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Table 8 Panel B: Sub samples

CAR (-1, +1) 3 Year Peer Ad;. Industry Adj. MBE-
BHR POST

Banks Non Banks Non Banks Non
Banks Banks Banks
Equity/TA 0.575**  -0.060 17.15***  0.419 24.285**  0.015
(2.49) (-1.12) (2.79) (0.31) (3.68) (0.02)
Growth in Assets 0.090***  -0.005 -0.141 1.245 -0.692 -0.082
(3.13) (-0.56) (-0.21) (1.46) (-1.23) (-0.38)
Ln(Assets) -0.004 -0.001 0.221* 0.017 0.168* -0.071
(-0.90) (-0.25) (2.71) (0.11) (1.80) (-0.85)
Ln(Proceeds) 0.013** 0.004 0.133 0.062 0.220** -0.047
(2.68) (0.77) (1.02) (0.20) (2.13) (-0.39)
Prestigious -0.003 -0.003 -0.633**  0.313 -0.220 0.262
underwriter (-0.27) (-0.22) (-2.37) (0.712) (-1.05) (0.64)
Deal rating Aaa 0.000 0.039* -0.547*  0.032 -0.861** -0.057
(0.06) (1.85) (-2.36) (0.10) (-2.19) (-0.15)
Mortgage Related 0.016 0.001 0.300 -0.838 0.231 -0.077
(0.85) (0.09) (0.86) (-1.33) (0.69) (-0.20)
Lambda -0.011 0.016 -0.182 -1.081 0.010 -0.108
(-1.55) (1.16) (-0.81) (-1.45) (0.07) (-0.42)
Intercept -0.073 -0.062 -2.939* 0.680 -3.007*** 1.150
(-1.13) (-0.77) (-1.98) (0.41) (-2.96) (1.25)

R? 0.2787 0.1260 0.3277 0.2285 0.5659 0.0274

F-statistics 3.62%** 1.33 3.40%** 0.71 4.06%** a9

N 54 64 54 64 50 58
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Regressions of Risk Measures on Firm and Deal Ctaistics

The post transactiof is obtained from the one year market model, exctudhe 10 days

following the event. Post event total risk is ti@nslard deviation of daily stock returns for one
year, excluding the 10 days following the eventplied D/E ratio is obtained from the Hamada
equation (see table 6). Banks are firms with adigit SIC code 60. Non-banks are all the others.
Equity/TA and assets are from year-end prior toahent. Asset growth rate is the pre-event 3
year average. Prestigious underwriter = 1 if thdemwriter’s rank is 9 or higher (the sample’s
median). ). Deal rating dummy =1 if the senior ttae is Aaa rated by either Moody’s or S&P.
Mortgage Related = 1 if the transaction is eith&d@; mortgage backed note, or mortgage
backed bond. Lambda is the inverse Mills ratio aote#d from a first-stage probit estimation in
which the selection variable is 1 if a firm choodessecuritize. The probit's independent
variables are from table 7. T-statistics basedobust standard errors are in parentheses. ***, **
* indicates significance at 1%, 5%, and 10% levetpectively.

Bank

Equity/TA
Bank*(equity/assets)
Growth in Assets
Bank*(Growth in Assets)
Ln(Assets)
Ln(Proceeds)
Prestigious Underwriter
Deal rating Aaa
Mortgage Related
Lambda

Intercept

R2

F-statistics
N

Post Evenp

0.460
(1.29)
0.139
(0.26)

-5.817
(-1.34)
0.332%+*
(3.65)
-0.599
(-1.31)
-0.075
(-1.41)
-0.027
(-0.42)
0.000
(0.00)
0.039
(0.28)
0.256
(1.64)
-0.531%+
(-3.72)
2.923%%*
(3.72)

0.2325
4.63*+*
118

Post Event total

risk
0.008
(0.99)
-0.024**
(-2.09)
-0.244***
(-2.68)
0.000
(0.34)
0.005
(0.63)
-0.001
(-0.85)
0.000
(0.83)
-0.001
(-0.27)
0.000
(0.14)
0.000
(0.13)
0.008**
(2.22)
0.022
(2.13)

0.1870
3.67***
118

Ln(Implied D/E)

0.758*
(1.73)
-5.483%%
(-5.88)
-7.346
(-1.44)
0.429
(1.08)
-0.300
(-0.54)
0.119
(1.11)
0.040
(0.30)
-0.131
(-0.63)
-0.115
(-0.53)
0.506**
(2.20)
0.421
(1.40)
1.029
(0.72)

0.6031
12.74***
110
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Table 9 Panel B: Sub samples

Post Evenp Post Event total risk Ln(Implied D/E)
Banks Non Banks Non Banks Non
Banks Banks Banks
Equity/TA -9.51* -0.019 -0.277*  -0.024* - -
(-1.95) (-0.03) (2.54) (-1.95) 18.402*** 521 3***
(-4.32) (-5.30)
Growth in Assets -0.387  0.311*** -0.002 0.001 -0.007 0.409
(-1.04) (3.08) (-0.38) (0.42) (-0.02) (0.97)
Ln(Assets) 0.060 -0.012 0.000 -0.002 -0.046* 0.184
(0.80) (-0.18) (0.41) (-1.56) (-0.59) (1.19)
Ln(Proceeds) -0.058 -0.050 0.000 0.001 0.050 -0.045
(-1.06) (-0.43) (0.04) (0.87) (0.79) (-0.15)
Prestigious 0.046 0.021 -0.001  -0.001 -0.042 -0.232
underwriter (0.25) (0.10) (-0.25) (-0.16) (-0.27) (-0.67)
Deal rating Aaa 0.110 0.087 0.008**  -0.004 -0.043 -0.168
(0.74) (0.29) (2.01) (-0.60) (-0.33) (-0.40)
Mortgage Related 0.147 0.418* -0.004 0.003 -0.025 0.652*
(0.49) (2.08) (-0.94) (0.73) (-0.10) (1.91)
Lambda 0.063  -0.193 0.007**  0.006 0.274* 0.549
(0.62) (-0.78) (2.15) (1.50) (2.33) (1.23)
Intercept 1.456 1.799 0.017 0.038** 3.962*** 0.746
(1.56) (1.62) (0.85) (2.44) (4.74) (0.43)
R? 0.2274 0.1567 0.1956 0.2300 0.3696 0.5337
F-statistics 1.48 2.75%* 1.86* 2.31** 4.19%*  OB**

N 54 64 54 64 54 56
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CHAPTER llIl: ESSAY Il
The Information Content of Asset-Backed Securitie®owngrades, and the
Motivation behind Them
Eric J. Higgins, Ph.D.
Joseph R. Mason, Ph.D.
Adi Mordel

1. Introduction

Between 1996 and 2006, the asset-backed secuahiz#BS) market grew by an
astonishing 500%, from $456 billion to $2.8 trilion outstanding securities (including
non-agency mortgage backed securities, MBS). Frd@@42to 2006 alone, special
purpose vehicles known as collateralized debt abibgs (CDOs), which issue liabilities
in the form of rated tranches backed by various Ag8w by 250%, totaling more than
$550 billion.

Credit rating agencies (CRASs) have played an ingmdntole in the growth of the
securitization market Their intimate involvement in the financial enggnieg of ABS
deals, coupled with investors’ requirement of anatagency “approval”, affected the
marketability of the issued securities. In thatgess, CRAs moved away from their
traditional role of passive credit-quality opinignoviders, into the more active role of
underwriters (Mason and Rosner, 2007b). As unde&ve;i CRAs gained superior
knowledge about the opacity and complexity of tharious ABS instruments, a
knowledge that contributed to their status as thdadto regulators of the ABS market.
Furthermore, regulators’ reliance on credit ratiagsrisk measures limited the types of

portfolios that financial institutions were allowet hold. Since these regulated

% See Committee of Global Financial System (2008 larcchetti and Ng (2007) for an additional
discussion on the role of credit rating agenciegh@ABS market.
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institutions desired investing in high-yielding AB&als, CRAs faced an increased
demand for grade inflation, and once risk was uestenated, CRAs could earn record
profits by rating ABS deals (Cantor and Packer, 4t 9alomiris 2008).

Underestimation of risk contributed to the tremaumsligrowth of the ABS market,
which experienced its first major setback in NovemiR006. Amidst massive
performance deteriorations of subprime mortgadss @nderlying collateral for many of
the securitization deals), Moody’s acknowledged dbsociated risks and issued “early
warnings” for potential future downgrades, and aly 10th 2007, Moody’s downgraded
more than 400 deals worth a total of $5 billiorartétard & Poor’s (S&P) followed, only
two days later, with 612 downgrades of more tha® $flion worth of ABS deals. As a
matter of fact, half of all the downgrades thatreie®k place in the history of the Home
Equity ABS market occurred in the first seven mantbf 2007 (Ashcraft and
Schuermann, 2008). The first signs of the onconfingncial meltdown were evident,
and by year end, almost every rated class of Resaddviortgage Backed Securities
(RMBS) was downgraded.

The fact that securitization has transformed fim@nantermediation is
unquestionable. Through it, originators can manatgrest rate risk, increase liquidity
sources, focus on activities in which they posses®mparative advantage, and avoid
burdensome regulatidii.Calomiris and Mason (2004) indicate that as theisgzation
market evolves, it promotes efficient contractingamanisms that reduce the need for

equity capital to support the deal, mitigating ageeselection costs.

%4 Herring Richard J. (2008). “The Darker Side of @éization: How Subprime Lending Led to a
Systemic Crisis”, Presentation to the Shadow FiigdiRegulatory Committee.

% 0On the mechanisms and benefits of securitizatiea,Gorton and Souleles (2006), and Greenbaum and
Thakor (2007).
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Yet these benefits seem negligible in light of #3907 panic. Voices criticizing
securitization point out that it increases systensk due to banks’ habit of retaining the
equity portion of securitized deals, without havihg adequate capital levels on-balance
sheet to support it. Moreover, since under certaimditions banks are required to absorb
the losses generated by their failed ABS dealscsrjuestion the transactions’ ability to
truly separate assets from the originator and etéocisk (Stiglitz, 2008; Krugman,
2008). CRAs have also been criticized, particuladgarding their inability to measure
risk and appropriately rate the issued securities.

The negative sentiment on securitization raisesesiomportant questions: was the
market aware of the potential problems before ®@72urmoil? Were ABS downgrades
informative? Could the market discipline “bad” setmers? Could investors distinguish
between “good” and “bad” securitizers? Was the dynade decision due to the deal’'s
performance or due to the issuer’s performance?

In this paper we attempt to shed light on the abmgeies. To that end, we
construct a sample of ABS deal downgrades thatroeduetween 1986 and 2005 by
either Moody’s or S&P, and study the downgrade iohma the deal’s ultimate parent.
We specifically end our sample period in 2005 toidvthe recently troubled years. We
focus on ABS deals for two reasons. First, we casilg identify their ultimate
parents/sponsors whereas with CDOs, the identitgriginators is unknown due to the
CDOs’ opaqueness and complexity. Second, an AB$ adeaonly be accomplished if
the securitized assets are moved off-balance sheet‘true sale” according to FASB
140. As such, an ABS downgrade can provide then@tsituation to test whether the

benefits and risks of owning the assets are trityaved from the originator.
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To summarize our results, we demonstrate that theken reaction to an ABS
downgrade is significantly negative, indicating tthavestors do not treat the deal
independently from the ultimate parent, and tha& $lecuritization’s underlying “true
sale” assumption is indeed violated. The most megaannouncement returns are
associated with downgraded ABS deals sponsoretbhpled financial institutions (FIs),
suggesting that investors are aware of sponsoifityatb support poorly performing
deals. In addition, market discipline is not lintitéo a destruction of shareholders’
wealth. Ultimate parents of downgraded deals eepeg significant delays in their ABS
issuance cycles post- downgrade, suggesting thatrigimator’'s ability to securitize
depends on its credit quality. Such delays areobserved for “good” securitizers, those
sponsors of ABS deals that do not suffer downgrades

In light of the recent market turmoil that was @mvby a myriad of complex
securities (Gorton, 2008) as well as the numeralls ¢or comprehensive regulatory
reforms, our results emphasize that markets waretifaning even before the first signs
of the upcoming panic in the summer of 2007. Inmesiare able to incorporate new
information promptly into a securitizer's stock g} and accurately understand changes
in its condition as the ability to issue ABS deaglsst-downgrade is sensitive to the
securitizer’'s credit quality. Since ABS downgragesvide valuable information and
expose securitizers to market discipline, regujateforms should consider incorporating
such downgrades into the supervisory process. Bwdyngenerated information can
reduce uncertainty about the relation between gemrs and their off-balance sheet
deals, leading to a faster and effective respogssupervisors (Flannery, 2001, Caprio,

Kunt, and Kane, 2008).
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With regards to CRAs, our results indicate thatd¢basideration behind some of
the ABS downgrades isot independent of the ultimate parent’s financialf@enance.
Downgraded deals sponsored by non-Fls are assoaidite the sponsors’ poor pre-event
stock returns, suggesting that CRAS, just like stoes, treat parents and their ABS deals
as an integral parfThat is not the case for deals sponsored by Fése HCRAS tend to
downgrade deals irrespective of sponsors’ pre-eymrformance, an indication of
downgrades driven by deal specific conditions, pointially greater transparency.

The rest of the paper proceeds by introducing atice Il the corporate finance
literature on debt downgrades, the accountingrreat of securitization, the importance
of implicit recourse, and the unique role carriedt doy rating agencies in the
securitization process.  Section Il discusses #@mple construction and its
characteristics. Section IV examines investorsatireent of ABS deals by focusing on
announcement returns and post event stock andtopgeperformance. It continues with
evidence on the market discipline faced by sponsbdowngraded ABS deals, and tries
to address the question of whether or not investowdd distinguish “good” securitizers
form “bad” ones. Section V examines whether theingatagencies treat ABS
independently from their ultimate parents by inigeging the pre-downgrade long term

stock performance. Section VI Summarizes and coleslu

2. Literature Review

2.1. Corporate debt downgrades and security returs
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The earlier corporate finance literature has mtedimixed results utilizing bond
return data to investigate the impact of ratingnges. Weinstein (1977), Wakeman
(1978), and Pinches and Singleton (1978), havedaunevidence of bond price reaction
to rating changes whereas West (1973), Liu and dh&k984), and Ederington et al.
(1987) have shown that after controlling for firmdaissue characteristics, ratings do
explain the cross-sectional differences in yielceagds. The strand of literature that study
the impact of rating changes on stock returns le@s lmore successful at establishing a
relation between the two. Griffin and Sanvicent®82), Holthausen and Leftwich
(1986), Galscock et al. (1987), Cornell, Landsmang Shapiro (1989), Hand et al
(1992), and Dichev and Piotroski (2001) have shawgeneral that downgrades affect
stock returns more significantly than upgrades.

Some researchers argue that the information comtfedowngrades might be a
function of firms’ tendency to release favorableformation more readily than
unfavorable one (Ederington and Goh, 1998). Otlseigggest that the value of rating
changes is limited in regulated industries, sif@erhonitoring and supervisory activities
of regulators increase the flow of information thet capital market. However,
Schweitzer, Szewczyk, and Varma (1992) show thaatee abnormal returns are
associated with unfavorable debt ratings, and itindact, downgrades of bank holding
companies are more pronounced than downgradesefuiated industrial firm&

The notion that all downgrades are necessarily thegavents is challenged by

Goh and Ederington (1993). The authors demonsteatpirically that some rating

% gchweitzer et al. (1992) note that regulators méthhold adverse information in order to sustain
depositor confidence in a troubled bank, presetvalility to raise capital, and conceal bad neutsad
concern for maintaining stability in the bankingsem as a whole. If regulators do inhibit the flow
information then downgrades should be particulargrmative.
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changes are anticipated by market participants,certyl downgrades that are associated
with deteriorating financial prospects convey nexgative information. Kliger and Sarig
(2000) employ a different methodology to addressnalar question and find evidence
consistent with the asset substitution hypothédi®y examine price reactions to rating
changes that exclusively reflect rating informat{@e. ratings that are not triggered by
fundamental changes in risk), and show that whib@db prices react negatively to

downgrades, stock prices react positively, leawngrall firm value unchanged.

2.2.  FASB140 - true sale assumption

When a typical ABS transaction is initiated, tliggimator/sponsor sells assets to a
bankruptcy-remote third party entity (special pu@wehicle/entity, SPE). In return, the
SPE finances the assets by selling different tyjfesecurities, representing claims to the
cash flows generated by those underlying assets. Hihancial Accounting Standard
Board Statement 140 (FASB140) provides the accogrand reporting standards for the
transfer and servicing of financial assets, andetttenguishment of any related liabilities.
Moving assets to the SPE (i.e. off-balance shéebugh securitization hinges crucially
on the “true sale” assumption envisaged under FASB1

To constitute a true sale, the asset/collateraltrhassold to the SPE, and the
asset’s originator cannot retain the benefits aisttisr of owning the asset. More
specifically, a true sale has no terms wherebystansor is responsible for the future
performance or condition of the collateral. In casérue sale is deemed to hawvet

occurred, such as if the originator maintains adrwer the asset or that the SPE is not
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bankruptcy remote, FASB 140 stipulates that théateral must revert to the sponsor’s
balance sheet. If the sponsor is a regulated fiahmstitution, then it is required to hold
regulatory capital against the full value of suctllateral. Meeting the true sale
assumption also affects the firm’s financial statais. If the originator does not
surrender control over the asset, the transac@ésembles secured borrowing, under
which the originator reclassifies the financial etsas pledged and records debt for the
amount of cash received. If on the other hand obng surrendered, the originator
derecognizes the financial asset and records cashd amount received.

In summary, the ABS structure stipulates that timelerlying collateral was
moved off-balance sheet and that it should poseomtingent risk to the ultimate parent.
An ABS deal downgrade provides a unique settingnt@stigate whether the market
truly considers the deal to be separated form liisnate parent, and if there are any

associated costs due to the downgrade decision.

2.3. Implicit recourse and securitization

Recourse in the banking industry was first discddsg Benvenista and Berger
(1987) within the context of standby letters ofditéSLC), the earliest most widely used
form of securitization. Securitized SLC offer itsrphaser the option of trading in an
asset claim for a general bank claim, should theclmsed asset default. Hence
securitization with recourse is viewed as mearisfing sequential claims on the bank’s

loan assets, yielding the same risk-sharing benefitmulticlass securities. That off-

2" See also Dechow and Shakespeare (2009) and Cherand Ryan (2008) on the accounting for
securitization under FASB140.
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balance sheet activity which explicitly createsamtmgent asset or liability stands in
sharp contrast to loan sale activity, a no-recquofie balance sheet contract that grew
dramatically in volume in the 1980s. Gorton andriRexchi (1989, 1995) argue that loan
sale activity could not have been achieved unléssontained implicit guarantees,

allowing loan buyers to sell the loans back to bank if the underlying borrower

underperforms.

In an ABS deal, recourse can be thought of as ameawent between a
securitizer/sponsor and investors such that thespoguarantees the performance of the
securitized assets. Since any explicit agreemerguggport an underperforming deal
beyond contractual obligation will violate the “&rgale” assumption of FASB140 (which
allowed the assets to be moved off-balance shibeige guarantees are stated implicitly.
The sponsor can provide implicit recourse by (1)irgpassets to the SPE at a premium
(2) buying assets from the SPE at a discount (Bhaxging performing assets for non-
performing assets (4) extending credit enhancentsntond what was explicitly
contracted.

Calomiris and Mason (2004) provide a theoreticéioral for the existence of
implicit recourse in ABS deals along the lines fifceent contracting. In their view, the
combination of excessively high regulatory capitagjuirements, severe adverse selection
problem of valuing credit card (CC) receivablesd atrict institutional prohibition on
non-bank CC intermediation, makes bank securibmatwith recourse the optimal
solution to finance CC receivables. Furthermorehsavoluntary contracting mechanism
signals the deal’s credit quality and allows spossto maintain their reputation for

consistent credit quality, while enjoying the betsedf off-balance sheet financing.
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Gorton and Souleles (2006) take a similar viewingpthat investors in CC ABS
deals face two problems: the moral hazard problsoause investors cannot verify the
effort level exerted by the sponsor in monitorihg underlying asset, and the strategic
adverse selection problem, because the spons@nhiasentive to securitize risky assets.
While the moral hazard problem is always presensenuritization, the sponsor can
mitigate the adverse selection problem by comngttim subsidize a poorly performing
ABS deal through implicit recourse. Furthermoreg #uthors show that the ability to
provide implicit recourse is directly related toettsponsor’'s financial position, as
indicated from the relation between the yield oa #enior securitized tranches and the
creditworthiness (measured by the senior unseduad ratings) of the sponsor.

Since implicit recourse cannot be formally staieds not a coincidence that only
few events were ever documented, and on the racasmmn that implicit recourse is
provided, it is done so in a subtle manner. Higgind Mason (2004) identify only 17
recourse events by 10 banks relating to CC ABSsdeaetween 1987 and 20€fIEven
though these events violated FASB140, regulataisndt force the banks to move assets
back on-balance sheet, and the authors show tlggneral the market reacted positively
to the recourse announcements. Vermilyea et aD§P0se a more subtle approach to
identify implicit recourse. Fraud losses on seagd CC-ABS are incurred by the deal’'s
sponsor, whereas credit losses are borne by ABS&siaks, hence the classification of
losses provides an avenue for implicit recoursermilgea et al. (2008) find that deal

underperformance is associated with fraud losgasted by the sponsoring bank.

% The implicit recourse literature focuses mainly ABS deals backed by credit card receivables. These
assets that have no fixed maturity, uncertain &g, and unpredictable payment rates, force ploasor

into an ongoing relationship with the SPE to mamtie collateral’s outstanding principal amountaat
predetermined level. Hence implicit recourse isenmaitural in such settings.
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It is important to note that we do not observe \Wwkeur sample firms actually
support their deals, yet the downgrade announceméstthe sponsor in a position where
honoring implicit recourse and protecting its regian, given its financial condition,

might be necessary.

2.4. Rating agencies and the ABS market

Rating agencies perform a unique role in the sezation market, and their
involvement goes far and beyond of just simply plowg passive credit-quality
certification. Instead, rating agencies take onocaamctive approach, controlling not only
ratings, but also determining product design stedsland security structure (Riddiough
and Chiang, 2003). The 2005 report by the CommiteeGlobal Financial System
explains the role of CRAs in light of an ABS dealisique rating requirement:

...tranche rating reflects a judgment about both dteglit quality of the

underlying collateral asset pool and the extentreflit support that must

be provided through the transaction’s structureruher for the tranche to

receive the rating targeted by the deal's arrang@esl origination thus

involves obtaining implicit structuring advice biiet rating agencies...

[and] iterative dialogue with the agencies...Thistcasts with traditional

bond ratings, where pre-rating discussions betws®mers and agencies

play a more limited role. (p. 2).

The intimate involvement of rating agencies is hwiited to the securitization
process itself, but is also evident before handpamsors engage in “ratings shopping”, a

process by which CRAs estimate how many AAA-ratedds can be issued against an

underlying pool of assets (Calomiris, 2008; CapKmnt, and Kane, 2008). In fact,
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Mason and Rosner (2007b) suggest that rating agencan be considered as
underwriters, due their influence on the marketghbif a given ABS structure.

Regulation has also contributed to the pivotal roferating agencies. Capital
requirements for depository institutions are basedtheir assets’ credit ratings, and
generally, Fls are bound by their ability to hakky debts. Calomiris (2008) notes that:

By granting enormous regulatory power to rating reges, the

government encouraged rating agencies to competdaring the cost of

regulation, allowing them to realize huge profitsmh fees that they could

earn from underestimating risk. (p. 31).

The practice of underestimating risk through gradfation was concentrated in
securitized products and was already evident inghiy 1990s (Cantor and Packer,
1994). Moreover, institutional investors, who doerégulation can only invest in highly
rated debt, encouraged grade inflation to makentleeu of high-yielding securities
available for them to purchase. Given the comphiddatsk of rating an ABS transaction,
CRAs could charge higher fees than those chargedstandard, more traditional
corporate debt ratings, and the demand-driven graffigéion was accompanied with
record profits’

In conclusion, the rating agencies’ significanteral structuring ABS deals along
with increased regulatory power lead to a demaiedr grade inflation. It was
accompanied by a fast-growing, lucrative produetagenerating substantial fee-income.
Since a financially troubled securitizer is (1)ddi&ely to subsidies an underperforming

ABS deal and (2) less likely to securitize futueal$ with the rating agency (depriving it

of rating’s fees-income), we conjecture that ratagencies, faced with a downgrade

#91n 2006 alone, Moody’s generated $667 million freimuctured finance ratings, representing 44% of
revenues that year. Since S&P is a unit of McGrallv&bs., data on fee-income generated of ABS-deal
ratings is not available.
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decision, mightnot treat an ABS deal independently from its ultimatremt/sponsor

financial performance.

3. Data

We obtain data on ABS deal-downgrades from twaos) Moody’s and S&P. A
typical observation includes information on its dmrade date, deal and tranche size,
sale/maturity date, old/new rating, collateral typeuntry of issuance, and the reason for
the downgradé® In addition, it includes unique identifiers suchadeal’s cusip number
and series/issuer name. Depending on collatera, tgptypical ABS deal might have
anywhere between 3 to 50 tranches, and as suclwagdade can be on a single or
multiple tranches of the same deal. Furthermor#éh bgencies can downgrade same
tranche or tranches on teamedate, ordifferenttranches of the same deal on Hane
date. Thus for any given date, we should constouctsample such that each tranche
represents one deal that is associated with amatk parent/sponsor (see Appendix | for
detailed steps on sample construction).

Both rating agencies report over 8,300 tranche-dpades between November
1986 and May 2005 (5,881 by Moody’s and 2,461 byy&owever, roughly 54% of
the Moody’'s downgrades are for CDOs or tobaccolesetint tranches issued by
Federal/State agencies, for which we cannot olataia on the tranches’ ultimate parents.

Screening out these observations reduces our samp|&38 tranches.

% The most frequent reason for a Moody’s downgrade weak deal performance, representing over 60%
of total deal downgrades. Another reason is a doadwof the deal’s credit enhancement, as in the o&
JCPenny Master Credit Card Trust Series C. On /&@ffl 1990, Moody’s downgraded that deal because
the long-term debt rating of Credit Swiss, the bauikch provided the letter of credit to the JCPedewl,
was downgraded earlier that year.
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Our analysis hinges on the identification of thetindte parent
(sponsor/originator) of each downgraded tranchewéVer, in our data the reported
issuer in most cases is not the ultimate parentpemy but a bankruptcy-remote
subsidiary. Usually, such a subsidiary is createdhie ultimate parent company solely
for the purpose of securitization, and as such have no financial data available. To
overcome this issue, we use Moody’s Investors Sesvdatabase and search for each
tranche’s ultimate parent.

Identifying the ultimate parent does not alwaysrgangee a valid transaction.
There are instances in which a downgrade occurke e deal’s originator (the tranche
issuer) is either no longer in existence (it wagur@d or went bankrupt) or has already
sold the deal. For these observations we identi®y wltimate parent as the parent’s
acquirer or the deal’s purchasein other instances the downgraded tranches anedss
by a conduit, which purchases and securitizesy(fi@e) assets of smaller institutions. For
such conduit-downgrade tranches an ultimate paranhot be identified. Finally, we
require each parent to have data on CRSP and Coatpoisat least one year prior to the
downgrade. Overall, we are able to identify themdte parents of 1,604 tranches.

Since a typical ABS tranche is rated by at least agencies, our data includes
some downgrades by both Moody’s and S&P that ooouthe same day. Furthermore,
there are observations in which multiple tranchieth® same deal are downgraded on the

same daté’ Eliminating such cases reduces our sample to B8fthes/deals. Finally,

31 Consider the case of Conseco Inc. Any downgrade ®@bnseco deal until August 2002 is accredited to
Conseco Inc. However, since General Electric Cd)(Bought Conseco Financial Corp on March 2003,
any downgrade post that event is accredited to GE.

%2 For instance, on March 12, 2004, Moody’s downgda8eranches from the same deal, Global Franchise
Trust 1998-1 (ultimate parent - Deutsche Bank AGVe include in the sample the largest downgraded
tranche (Class A-2) of $115.1 million, representihgut 23% of that deal.
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since we employ an event study methodology, we kdxservations of the same parent
as long as they are at least one month apart.réqatrement reduces our sample to 236
deals. The announcement date is defined as thiereafl(1) the date supplied by the

rating agencies, or (2) the date on which a newsysabout the deal-downgrade

appeared. To that end, we employ Factiva to vettily accuracy of each reported

downgrade and that there are no confounding eveisat final screening reduces our

sample size to 217 deal-downgrades by 57 ultimaterps.

Figure 1 traces the deal-downgrade distributionrotime comparing the
downgrade universe with our sample. Most downgraaesir in the latter stages of this
time period. Between 1998 and 2005, Moody’s (S&BWrgraded about 98% (90%) of
its deals. Our sample is fairly similar, includiagout 80% of the downgrades during that
period. The year with the most downgrades is 2@Mesenting almost 24% of our final
sample.

Segregating the sample according to the underlgoligteral type, we observe in
Tablel that manufactured housing (MH) accounts28% of total deal downgrades.
Residential mortgage backed securities (RMBS), hemety loans (HEL), and air craft
leases account for 20%, 12% and 10%, respectiv®lyo loans, credit cards, and
franchise leases are about 5% each. Splitting e@saémple by the ultimate parent’s two-
digit SIC code reveals that the most frequently dgraded deals are sponsored by non-
depository (SIC code 61) and depository institigi¢8IC code 60), accounting for 30%

and 15% respectively.

% There are 9 deal-downgrades that occur withindags (-2, +2) of an ultimate parent downgrade. Even
though they constitute a contaminated event, waatadiscard these observations as they are contiste
with our premise that rating agencies might noattthe ABS deal separately from the parent’s fir@nc
condition. The following event study results arbust to the exclusion of these 9 observations. Tarey
also robust when we conduct the analysis on theaouinated samples of 236 and 392 observations.
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Overall, 65% of the downgraded deals are sponsbyefihancial institutions (1
digit SIC code 6). The remaining deals are maiplgnsored by ultimate parents from the
following industries: 10% by non-classifiable edisttments (SIC code 99), such as
Berkshire Hathaway and General Electric Co., 8%tly transportation equipment
industry (SIC 37, firms such as Ford and GM), 4%H®y/transportation services industry
(SIC 47, GATX Corp), 3.6% by the lumber and wooddurcts industry (SIC 24,
Maxxam Inc.), and 2% by the air transportation (2% UAL Corp) and automotive
repair (SIC 75, Avis Budget Group) industries, exgjvely.

Sample summary statistics are presented Table 2typical parent of a
downgraded deal has an average market capitalizafi®32.1 billion, while its average
book-to-market value of equity (BME) in year-endopito the downgrade is 0.67The
typical downgraded tranche size of $92 million esmnts about 29% of the total
securitized deal size, whereas the mean downgra8lig@des corresponds to an average
post event credit rating of BB+. Furthermore, terage number of downgraded deals
per parent is 3.80, while the average number ofsdagtween any two consecutive
downgrades related to the same parent is*2%4nally, the average number of days
between the deal’s issuance and downgrade is 1,291.

The fact that, on average, a downgrade occurs mwighb years of the deal’s
inception is not a coincidence. An important aspéa typical ABS deal which provides

protection to investors (in addition to the sersobordinated structure) is credit

% There are two ultimate parents (accounting for dls)ewith a year-end negative book value of equity
(BVE). One deal by United Airlines was downgradediles it reported a negative BVE in 2002. Three
deals by Maxxam Inc. were downgraded while it réggmba negative BVE between 2002 and 2004.

% IndyMac has a total of 19 deal-downgrades whegeutiderlying collateral is either sub-prime RMBS or
MH. Between 4/26/1999 and 4/22/2005, IndyMac expereéd on average a downgrade once every 3
months. Dropping the IndyMac observations from émalysis does not change the results. Washington
Mutual had the longest difference between any temsecutive downgrades. Its first deal downgrade on
March 3%, 1995, was followed by a second one almost 10syle#er, on December $12004.
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enhancement (CE), which appears in two forms: mletteralization, achieved when the
deal’'s assets (collateral balance) exceed liadsliffloond balance), and excess spread,
which is the difference between the interest pardthe collateral borrowers and the
coupon paid to bond holders (net of servicing adohiaistrative fees}® Since CE is a
function of collateral performance, it accumuladesing the life of the transaction until it
reaches a predetermined level, and is usually @ailto investors during the first three
years, after which it is paid out of the transactio the residual holders (usually the
deal’s sponsor). Hence if an ABS deal performs wvelts first three years, CE (and its
associated protection) is no longer available aieds, and deteriorating performance
leads to a downgrade.

The analysis which follows is conducted along twaiegories. The first one
distinguishes between Fls (1 digit SIC code 6) aod-Fls, since the former are by far
the most frequent securitizers (FIs account for 7&%he reported ABS deals on the
SDC database from 1970-2006). The second categonyats for the ultimate parent’s
financial condition, which directly impacts its &tyi to support an underperforming deal
or to securitize repeatedly (depriving CRAs of dabsal fees, if the parent cannot
securitize due to its underperformance). The ulinparent’s financial condition is based
on whether the parent is downgraded within six rsmf the ABS downgrade. Data on
an ultimate parent downgrade comes from two soutbesS&P Credit Ratings database
and an online news search on Factiva (for thosengaithat we cannot match with the

S&P database). A parent downgrade is defined as/ant that occurs within six months

% In addition to over-collateralization and excegsead, monoline insurers provide secondary credit
enhancement by guaranteeing the senior most trandtet their representation in the ABS market has
declined considerably. In 1999, almost 30% of ABfld included an insurer, while by 2003, only 10%
had one.
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of an ABS deal downgrade, and includes either amahaatings downgrade or an

announcement in which the parent was put on the s&Jative credit watch list.

4, Investors’ Treatment of ABS Deals

4.1. Downgrade announcements

To investigate whether the market considers AB&sdi® be separated from their
sponsors, we conduct an event study around thermlateich rating agencies announce a
deal downgrade. The market model is used to estimairket model parameters for an
event window of two and three days, with the CR&Rie~weighted return as the market
return. The estimation period runs for 250 daysd ands 11 days before the
announcement.

We report the event study results in Table 3.tRerfull sample, the negative and
significant two-day CAR of -0.81%p(value=0.016) indicates that ABS deals are not
independent of their sponsors. The (-1, +1) CAR10f4% is significant as well at the 5
percent level. The statistically significant wedtikses are similar to those reported in the
corporate finance literature, regarding the anneoment returns to firms’ debt
downgrades. The negative market reaction to an 4&8 downgrade not only provides
evidence in support of the “true sale” assumptimation (FASB140), but also indicates

that the risks of asset ownership still reside i sponsot’

37 A compelling explanation for the negative markesation, which undermines the true sale assumption
violation, relates to originators’ practice of fieiag the first loss position in their securitizetbals.
Financial institutions previously retained the pmiranches of their originated deals, the one# whe
highest information asymmetry, to help align theligination incentives and alleviate the moral lmdza
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Segregating announcement returns by firm type w@hohate parent downgrade
provides a clear view of investors’ perceptionsrstii downgrades of ABS deals
originated by financial institutions account foetkignificant results, as the two (three)
day CAR of -1.09% (-1.74%) is significant at theefi(one) percent level). Second, a deal
downgrade that occurs within half a year of a pesedtowngrade is informative as well,
since the CAR of -1.28% (-1.85%) is significantla five (ten) percent level. Panel B of
Table 3 provides the intersection of these two kateans. The majority of downgrades
(116) are for ABS deals originated by Fls that mlod experience a downgrade, yet the 24
ABS downgrades sponsored by downgraded Fls commarayerage the most negative
three-day CAR of 4.48%p{value=0.036).

The above results are in accordance with the thiealeational and empirical
evidence on implicit recourse. Since the abilityptovide implicit recourse is directly
related to the sponsor’s financial position (Goreomd Souleles, 2006), and since Fls,
which are the most frequent securitizers are algonbost likely candidates to provide
implicit recourse (Higgins and Mason, 2004), therkea reacts most negatively to

downgraded ABS deals that are sponsored by dowadrats.

4.2. Additional evidence on market discipline —pdagiowngrade ABS activity

issues faced by investors. However, starting irudan2002, regulatory changes raised minimum clapita
requirements for banks which retain those juniakes, discouraging them from holding those asgets.
such, one would expect the market reaction to lgathee and significant for downgrades that occurred
prior to 2002. However, the market reactions foe 80 downgrades in the pre-2002 period are not
significant, whereas the market reactions for th@ downgrades from 2002 onwards are large (-1.0886 a
-1.40% for the 2 and 3 day event windows, respelytiand significant at the 5 percent level.



70

The significant losses in shareholders’ wealthruffee announcement of an ABS
downgrade may not be the only means by which imvesteact. Higgins and Mason
(2004) document that firms engaged in subsidizatibtheir failed SPEs (via implicit
recourse) face long delays before returning tostmuritization market. Such evidence is
in line with a “punishment period,” where investqsnish the sponsor by withholding
investment in its ABS deals for a certain periodtsf previous deal performed poorly
(Gorton and Souleles, 2006). If market discipliseniell functioning, we would expect
the ultimate parent of a downgraded ABS deal te fasimilar exclusion period, and that
the parent’s ABS issuance activity will be sengitio its credit quality.

We examine market access for ultimate parentsdoyparing the average time
between ABS transaction issuances in the pre- astt powngrade periods. We match
our ultimate parents with their ABS activity as oeled by the Securities Data
Corporation (SDC). We require each parent to hagaance data prior to an ABS deal
downgrade, and data on at least one ABS transaatienthe deal downgrade. Out of our
217 deals by 57 parents, we are able to match 88 tg 25 parents with SDC. Next, we
calculate the average time, in days, between eankecutive ABS issuance in the pre-
downgrade period, and compare that average witldifference (in days) between the
first issuance post-downgrade and the last issupre@€lowngrade. For instance, SDC
reports 8 transactions by Maryland National ColpNC) before its ABS downgrade on
June 6, 1991, with an average time of 152 daysdmtveach consecutive ABS deal. The
last pre-downgrade reported deal is on Novembet980. The first post-downgrade
reported deal is on September 18, 1992. The difterdetween these two of transactions

of 676 days is compared with the pre event issuregeiency of 152 days.
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In Table 4 (columns 1-3) we show the comparisontted pre- and post-
downgrade market access results. Parents of dodedrdeals (i.e., “bad” securitizers)
face significant delays returning to the securitma market. For the full sample we
observe that the average time laps between issaaadithe downgrade averages about
five timesthe interval between issues prior to the downgrddat delay is statistically
significant at the 5 percent levgb-¢alue = 0.039). Delays in market access are also
observed for the two subgroups of FIs and downgfraparents, where Fls face a
“punishment period” that averages o¥iee timesthe interval between issues prior to the
downgrade§ value= 0.087).

Additional evidence on market discipline is prasenin panel C of Table 4. We
repeat the analysis, only this time we match therdpaded deal type with the same
issuance deal type. For example, if the MNC downgdedeal’s collateral is credit cards,
we include only the issuance of credit card ABSIsieey MNC, as reported by SDC.
Similarly to the previous full sample results, mitite parents face significant delays in
issuance activity post downgrade. The average taps between issues around the
downgrade averages ab@aven time§p-value = 0.005}he interval between issues prior
to the downgrade.

Overall, the significantly negative market reaotim ABS downgrades, along
with abnormal delays in issuance cycle supportvibe that investors treat ABS deals as
an integral part of their ultimate parents, and timancial markets were functioning prior
to the 2007 financial meltdown, as parents’ abildysecuritize depended on their credit
guality. It is important to note that the documentexclusion periods represent

conservative estimations, since our SDC matchedilely to be for the largest most
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frequent securitizers, which almost always retusntie ABS market. Smaller, less
frequent securitizers (that do not have sufficieata on SDC) are likely to be excluded

for longer periods (if not forever) following the&BS deal downgrades.

4.3. Could investors distinguish “bad” securitizersfrom “good” ones?

The fact that ultimate parents/sponsors of dowteplaABS deals return to the
market only after experiencing significant delapstheir issuance schedule provides
compelling evidence in favor of market disciplingt this finding is incomplete, as it
ignores any potential changes that might affect diaerall securitization market. Our
premise that investors punish “bad” securitizerdl Wwe more conclusive if “good”
securitizers, i.e. those that did not experiencgeal downgrade, do not face similar
delays. Hence a comparison between the issuanckescyf “good” and “bad”
securitizers is warranted.

The data on “good” securitizers comes from SDC. &estruct a sample such
that all active “good” securitizers have at leagb tdeals prior to a downgrade, and at
least one deal post-downgrade. To avoid discrepameyequire the issuance activity for
the “good” securitizers to be within the issuaneege of the “bad” securitizers. For
instance, Advanta Corp. experienced an ABS dowreggoedAugust 13, 1990. Its earliest
reported issuance on SDC is on March 25, 1988, ewthik first issuance after the
downgrade was on August 22, 1990. Thus the sanfpigood” securitizers includes all

ABS issuers between these two dates. Once the sampbtained, we follow the above



73

procedure and test if the industry (the good sézars) experiences similar delays in
issuance cycles.

The results presented in columns 4 to 6 of Tabtm@plement the conclusion
that markets were functioning prior to the recemaricial turmoil (we do not conduct the
analysis for the sample of delays based on asgetdiyce there are not enough industry
matches). Overall, the ABS industry does not exhibajor changes in its issuance
cycles. “Good” securitizers access the market arage once every 48 days, and even
though the post downgrade issuance frequency gpe$ouonce every 61 day9 (
value=0.053), such a short delay is negligible careg with the significant delays
exhibited by “bad” securitizers. A breakdown of themple to its subgroups presents a
similar pattern. Finally, the adjusted delay difieces between “bad” and “good”
securitizers (final column of Table 4) remain sfgraint as well.

Thus our results are robust to any systematic awtitat might have affected the
issuance activity of the ABS industry. There idragication that investors do not treat the
ABS market in a systematic fashion, since “goodiusiizers do not exhibit delays in
issuance activity, and that investors are able dourately identify and punish “bad”

securitizers.

4.4. Punishment period: demand or supply driven?

Another explanation that undermines market digogplas indicated through a

punishment period, is that ABS sponsors experiefelays not because investors are

unwilling to provide funds, but rather because soos do not have securitizable assets.
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In other words, it is the sponsors’ inability tgpply collateral rather than investors’ lack
of demand that causes delays in ABS issuance #ctivi

If delays are supply driven, then we would obserwatraction in securitizable
assets during the punishment period. The definitiosecuritizable assets depends on the
parents’ identity. For depository institutions, wefine such assets as the sum of real
estate, agriculture, and consumer loans, and tteeislabtained from Call Reports. For
non-depository institutions, we define securitizablssets as accounts receivables, and
the data is obtained from Compustat.

We report the results in Table 4B. For the full ptan the average (median)
guarterly change in securitizable assets of 10.{3.%8%) during the punishment period
is significant at the 1 (1) percent level. Positared statistically significant changes are
also documented for Fls, for parents that do ngieaence a downgrade, and for
depository and non-depository institutions. All thie documented changes are highly
significant. Overall, these results are consistétitt a demand-driven punishment period

since there is no evidence of contraction in thellef securitizable assets.

4.5. Cross sectional regression analysis

To investigate other potential determinants ofribgative announcement returns
and the post-event market access activity, we astimegression models controlling for
the following variablesFIl, a dummy variable =1 if the sponsor is a finanamnaititution
(1 digit SIC=6), Parent Downgrade,a dummy variable =1 if the sponsor was

downgraded within half a year of the deal's dowdgtaRisk, firm's systemic risk
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defined as the difference between firm’s total apdcific risk. Total risk is the standard
deviation of daily stock return one year prior t8 downgrade (excluding the 10 days
prior to the event) and specific risk is the stadddeviation of the residual from the
market model regressiosize,measured as the natural log of market value oftgqui
BBB rating,a dummy=1 if the new deal’s rating is BBB or lowand Tranche-to-deal,
to control for the relative significance of the duyvaded tranche. In addition, we include
the interaction termBI*(Parent downgradepandFI*(Risk).

The first set of regression results is reportedable 5 and relates the 2-day CAR
with the above control variables. We cluster stati@arors by firm and year as there are
some firms with multiple downgrades within the sayear. Larger firms experience
lower declines in their market value given the pwsi coefficient on Size (p-
value=0.087), yet riskier FIs face significant sdtalders’ wealth destruction as the
negative coefficient on the interaction teftirisk is significant at the 5 percent level.

The second set of regression results relates tin@spment period” following the
ABS downgrade with the various control variableteTcoefficient onFl (-1.842)is
highly significant at the 1 percent level indicafithat FIs return faster to the ABS market
presumably because they are larger and relativaotoFIs tend to securitize more
frequently. Surprisingly, the coefficient on tRarent Downgradelummy is negative as
well, though only marginally significant at the p8rcent level§-value=0.061). Finally,
financially weak Fls face longer delays given tlusipve and significant coefficient on
the interaction ternkI*(Parent Downgrade) suggesting that investors are aware of their

limited ability to support underperforming ABS deal
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In conclusion, there is evidence that rating age@rovide the market with
valuable information, and although ABS transactiares originally designated to be off—
balance sheet, their downgrades command signifigasts to their sponsors. Such costs
not only affect shareholders’ wealth, but also istphe parents’ securitization activity

and potentially limiting liquidity.

5. Rating Agencies’ Treatment of ABS Deals

5.1. Pre-event stock and operating performance

We turn to investigate whether rating agenciestheir decision to downgrade
ABS deals, treat them separately from their patgmesformance. Since a financially
troubled sponsor is (1) less likely to subsidiesuaderperforming ABS deal and (2) less
likely to securitize future deals with the ratingeacy (depriving CRAs from future
rating fees), CRAs mightot consider an ABS deal separately from its sponsorthat
end we study whether deteriorating financial candg of ultimate parents precede deal
downgrades. We hypothesize that if rating agentieat deals independently, then
parents’ pre-downgrade performance should not maktere specifically, we would
expect poor pre-downgrade performarmdy when ABS downgrades coincide with
parent downgrades.

In order to investigate the long term pre evenfqgarance, we calculate buy-and-
hold abnormal returns (BHAR). First, we obtain they-and-hold return (BHR) for our

ultimate parents such that
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BHR = (M7, @+R,)~1)x100%,
where R is theith firm’s return on théth day, and iTis the number of trading days in the

period following the downgrade. Once the BHR isaited, we calculate the abnormal

BHR as the difference between the ultimate paredtits matched peer
BHAR = BHRParent _ BHRPeer

Defining peers is crucial in long term analysisli&wing the literature standards,
our match is on industry (4 digit SIC code), sineatket value equity) and book-to-
market equity. We choose a peer within the samasing that has the smallest sum of
absolute percentage difference in size and boakddket equity, using financial data
from the year preceding the downgrade. We complétherpre-event stock performance
analysis by investigating the quarterly operatiegfgrmance of ABS sponsors leading to
and right after the downgrade, using the same radtsample as in the BHAR analysis.
The sample size is reduced since we include onky downgrade by any sponsor
occurring on the same quarter.

We present the mean and median long-term pre dadegBHAR results in
Table 6. On average, the ultimate parent underpadats peer by 9% in the year prior to
the ABS deal downgrade. The three year pre-eveténperformance is more severe, at
about 20%. The evidence for the full sample suggtsit long-term stock performance
might be related to ABS downgrades. The sub-sanmelesal that the negative BHARS
are driven by non-FIs and downgraded parents, whiatierperform their respective
benchmarks by about 22% in the year prior to theSAwngrade. The weak stock
performance is evident even three years prioréadal’s downgrade, where non-Fls and

downgraded parents experience BHARS of -46% anth;3&spectively.
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In panel B of Table 6 we present the intersechietween these two sub groups.
While the weak stock performance of non-FIs is @nésregardless of a parent
downgrade, the case is not the same for FlIs, wthereveak pre-event stock performance
is only observable when the parent is downgraded. Flsatenhot downgraded do not
underperform relative to their matched peers inpieod leading to the ABS downgrade.
This is an indication of greater transparency forABS deal that is sponsored by a Fl,
suggesting that the downgrade is due to a poor pedbrmance, rather than a weak
financial position of the parent. This is in shagmtrast to an ABS deal that is sponsored
by non-FI. When such a deal is downgraded it iso@ated with the parent’s
underperformance, irrespective of a parent dowregrad

We complement the evidence on the pre-downgrautk sinderperformance by
examining sponsors’ quarterly operating performaanoe capital ratios. These results are
reported in Table 7 where adjusted measures camespo the difference between a
sample firm and its matched peer. In this analy&dimit the sample to include only one
downgrade by each parent in any given quarter.

From panel A of Table 7 we learn that even thoyggmsor’'s raw ROA, ROE and
capital ratio remain relatively unchanged in theaurfaquarters leading to the ABS
downgrade, the adjusted ROA and capital ratio &gaifscantly weaker prior to the
downgrade. Furthermore, the deterioration in theistdd ROA and ROE measures is
significant throughout the period. Panels B anchdidate that the underperformance is
particularly sever for non-Fls and downgraded p@aerFinally, the subgroups
intersection performance measures and capital rasalts in panel D of Table 7 are

consistent with the BHARS results reported in paBedf Table 6. These suggest that
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deals sponsored by FlIs are downgraded irrespeativéhe sponsor's performance,
whereas for deals sponsored by non-Fls, detemmydthancial conditions are present

prior to the ABS downgrade.

5.2. Robustness

The documented underperformance of non-Fls thahspodowngraded ABS
deals is relative to a matched sample, and asmmaghbe driven by our selection process.
To overcome this potential bias, we construct ptid$ of all sponsors that experienced
ABS downgrades, and follow their performance f@eaiod of one- and three-years prior
to the downgrade. Each sponsor’s stock remainkdrportfolio until one day before the
downgrade date. Abnormal daily return performareealculated as the intercegt,

from a Fama-French (1993) three factor model shah t
(Ry —R)=a+ B(R, —R;) +sSMB+hHML, +¢
where R, is the return on the portfolio of sample firmsdiay t, R, is the date t risk-free

rate, R ,is the date t return on the value-weighted mankeé¢x, SMB is the date t return

on a value-weighted portfolio of small-cap stocknos the date t return on a value-

weighted portfolio of large-cap stockBML, is the date t return on a value-weighted

portfolio of high book-to-market stock minus theteld return on a value-weighted
portfolio of low book-to-market stocks.

We report the estimated intercepts for our saniptas’ portfolio abnormal
returns in Table 8. Sponsors’ daily returns aver&y@09% p =0.001) and -0.022% for

the one- and three-year periods respectively. Suaipke analysis indicates that Fls, non-
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Fls, and downgraded parents underperform signifigzaifhe sub-sample intersection
results are consistent with the documented BHARIt&sThe weak stock performance
of non-FlIs is present regardless of a parent dosadegras the average daily abnormal
return in the three years leading to the deal doaagy ( -0.01%) is highly significanp €
0.000). Such poor performance is not exhibited sy Where the weak pre-event stock

performance, as with the BHAR, asly observable when the parent is downgraded.

6. Conclusion

The structure of an ABS deal stipulates that tleeisiézed assets are moved off-
balance sheet in accordance with the “true salgtiraption envisaged by FASB 140, and
as a result, the deal’s sponsor maintains neiterbenefits nor the associated risks of
owning those assets. The results presented inp#psr contradict that assumption. By
studying the effect of an ABS deal downgrade orultsnate parent, we show that risk
resides with the parent. The significant wealthséss following the downgrade
announcements are consistent with the view thastors treat ABS deals as an integral
part of their sponsors, and when weak performaeadd to downgrades, investors react
and expect the ultimate parents to support theitsde

The market’'s disciplinary role is not limited tosggnificant loss in shareholders
wealth, but is also manifested through a significdelay in the post-downgrade
securitization activity. Such a “punishment peti@inot observed for sponsors of ABS
deals that did not suffer downgrades. On the dtlaed, Sponsors of downgraded deals

experience long delays in their ABS issuance cy8imilar delays have been previously



81

documented for sponsors who provide implicit reseuto their underperforming credit
card ABS deals. Overall, these findings support tbéon that a sponsor’s ability to
securitize depends on its credit quality, and thdact, investors can distinguish a “bad”
securitizer from a “good” one as the latter’s dbito securitize is not hindered.

Our data also allows us to explore the motivatiehibd some of the downgraded
deals. Since rating agencies serve as the de ifagtdators of the ABS market and are
intimately involved with the issuance process, tlean earn substantial fees from
structuring and rating those deals. Hence we camjedhat an ABS downgrade might
not be independent of the ultimate parent’s finanp@dition since a financially troubled
sponsor is (1) less likely to support an underpening ABS deal and (2) less likely to
securitize future deals with the rating agency (o&pg rating agencies from expected
fees). Our results confirm that conjecture as tbagiterm pre-downgrade stock
performance of non-Fls that sponsor ABS dealsgsiitantly negative. Deteriorating
conditions are also observable in adjusted opeygigrformance measures and capital
ratios around the ABS downgrade. Thus rating agsngust like investors, treat ABS
deals as an integral part of their sponsors.

The recent economic crisis raises numerous prégpdsachanges in regulation,
and brings into question the complex risk-shiftiactivities Fls were involved with,
which evidently lead to the unprecedented finangialtdown in the summer of 2007.
Proponents of stricter regulation stress that tieéifpration of opaque securities financed
through off-balance sheet transactions, has madegarency almost nonexistent and

risk relocation questionable (Stiglitz, 2008; Krugm 2008).
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Yet tougher regulation is not always warranted.aRtial historians point to the
significant economic costs that were generated Wy post-Depression regulatory
changes. Chief among those are the separationneineocial and investment banks, the
establishment of deposit insurance, and the ertireant of entry barriers across regions
(Calomiris, 2000). Moreover, tougher regulationtthgnores market forces distorts
supervisors’ incentives and is bound to be ingdfiti(Caprio, Kunt, and Kane, 2008). If
supervisors can incorporate in the monitoring psscenarket signals related to a
securitizer’s risk, specifically if the signals méy an overlooked problem, then the
supervisors’ ability to react promptly and corrga enhanced. Our results indicate that
securitizers araot shielded from the market’s disciplinary forces, asdsuch, regulatory
reforms should consider incorporating ABS downgsaded link on-and-off balance

sheet conditions in the supervisory process.
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Figure 1: Yearly ABS Downgrade Frequencies
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Panel A: sample breakdown by underlying collatgaé

Collateral Type Frequency %
Manufactured housing 61 28.44
RMBS subprime 43 19.72
Home equity loans (HEL) 26 11.93
Aircraft leases 22 10.09

Auto loans 13 5.96
Credit cards 12 5.50
Franchise loans 11 5.05
Equipment leases 5 2.29
Trade receivables 4 1.83
Rental car 4 1.83
Recreational vehicle 3 1.38

Small business loans 3 1.38
Floorplans 1 0.46
Revolving loans 1 0.46
Trade receivables 1 0.46
Other 7 3.21

Total 217 100

Panel B: sample breakdown by Industry

2 digit SIC Industry Classification SIC code Freg. %
Non-depository Credit Institutions 61 67 30.88
Depository institutions 60 34 15.67
Non-classifiable Establishments 99 22 10.14
Security & commodity brokers, dealers, exchangesgices 62 19 8.76
Transportation equipment 37 17 7.83
Holding and other investment offices 67 15 6.91
Transportation services 47 9 4.15
Lumber and wood products, except furniture 24 8 93.6
Transportation by air 45 5 2.30
Insurance carriers 63 5 2.30
Automotive repair, services, and parking 75 4 1.84
Motor freight transportation and warehousing 42 3 381
Chemicals and allied products 28 2 0.92
Ind. & Comm. Machinery and Computer equipment 35 2 092
Electric, Gas, and Sanitary Services 49 2 0.92
Miscellaneous retail 59 2 0.92
General merchandise stores 53 1 0.46
Total 217 100%
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TABLE 2
Summary Statistics

Descriptive statistics for 217 ABS deal-downgratgseither Moody’s or S&P between 1986 and 2005,which the
deal’s ultimate parent is identified on CRSP andh@ostat. An ultimate parent is either the dealiginator or the deal’s
acquirer, in case the originator went bankrupt asacquired prior to the deal’s downgrade. A totdd7 parents account
for the 217 deals. Multiple deal downgrades of $hene parent are within at least one month apartréziing days).
Market value of equity (MVE) and Book to market g#guBME) are from year end prior to downgrade. Bag-
downgrade is the difference between the downgratieahd the deal’s origination date.

N Mean Median Min Max STD
MVE (in 2005 $millions) 140 32,155 2,572 13.86 £313.21 76,446.75
Book-to-market equity 140 0.67 0.64 -28.84 7.26 2.96
Tranche (in 2005 $millions) 217 92.92 28.44 0.76 7239 190.93
Deal (in 2005 $millions) 217 427.48 289.11 13.84 72.39 376.14
Tranche / deal 217 0.2897 0.0876 0.0019 1.0000 58.36
Post-downgrade Rating 217 BB+ BB+ D AA+ -
A rating (# of downgrade 217 3 5 1 15 231
notches)
Deals per ultimate parent 57 3.80 2 1 19 3.56
Days between downgrades 160 294 131 24 3,581 516

Days-to-downgrade 214 1,291 1,187 30 3,532 669.06
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TABLE 3

Announcement Returns to ABS Downgrades

Cumulative abnormal returns for 217 ABS deal-dovags by either Moody’s or S&P, for which the dealtemate parent is
identified on CRSP and Compustat. An ultimate parsreither the deal’s originator or the deal’s ey, in case the
originator went bankrupt or was acquired prior lte teal’'s downgrade. A total of 57 parents accdonthe 217 deals.
Multiple deal downgrades of the same parent arbinviit least one month apart (20 trading days)arteral institutions (FI)
are firms with a one-digit SIC code of 6. A pardatvngrade is an event that occurred within 6 mooffesdeal-downgrade in
which a rating agency either downgrades the pamnputs it on a negative watch for a possible dpade. The market
model is used to estimate parameters using dalgksteturns with a 250-day estimation period endidgdays before the
announcement date. Market returns are proxied RSP value-weighted returisvaluesreported in parentheses.

N CAR(-1, 0) CAR (-1, +1)
-0.81%** -1.14%**
Full sample 217 (0.016) (0.013)
Announcement returns by firm type
o _ -1.09%** -1.74%***
FI (one digit SIC code=6) 140 (0.026) (0.008)
-0.31% -0.05%
Non FI ” (0.358) (0.910)
Announcement returns by parent downgrade
o -1.28%** -1.85%*
1
Downgrade (within ¥z year) 39 (0.037) (0.080)
-0.63% -0.88%*
No downgrade 158 (0.115) (0.076)




Table 3 continued

Panel B: announcement returns by firm type andmpalewngrade
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CAR(-1, 0) CAR (-1, +1)

Fl Non-FI Fl Non-FlI

-1.99%* -0.79% -4.48%** -0.05%

Downgrade (within ¥z a year) (0.086) (0.245) (0.036) (0.959)
[n=24] [n=35] [n=24] [n=35]

-0.90%* 0.09% -1.18%* -0.05%

No downgrade (0.097) (0.708) (0.073) (0.861)
[n=116] [n=42] [n=116] [n=42]

*rx Rk * represents significance at the 1%, 5%0d10% respectively.
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TABLE 4
Market Access before and around ABS Downgrades

Average time (in days) between ABS issuances hiynawhich experiences a deal downgrade, relativéhéotime
difference between the two ABS issuances right ieeémd after the downgrade. ABS deal-downgradesither
Moody's or S&P, for which the deal’s ultimate parénidentified on CRSP and Compustat. Sample ddvietween
1986 and 2005. An ultimate parent is either thd'slemiginator or the deal’'s acquirer, in case tr@inator went
bankrupt or was acquired prior to the deal’'s dowadgr Multiple deal downgrades of the same parentthin at
least one month apart (20 trading days). Panel ,AC{Hncludes 25 (24, 17) parents that accoun8®(70, 49) deals
for which data on ABS activity is available on SOnancial institutions (FI) are firms with a onigitl SIC code of
6. A Downgrade is an event that occurred within énths of a deal-downgrade in which a rating agesityer
downgrades the parent, or puts it on a negativetwhtdr a possible downgradB-valuesreported in parentheses.
*xx xx % represents significance at the 1%, 5%ndal0% respectively.

Sponsors with downgraded deals Sponsors without downgraded deals
Pre . Pre . Industry
downgrade beDtsv}éSen Difference downgrade bel?[svyesen Difference Adij.
ABS : ABS : Difference
. issues : issues
issuance issuance
frequenc around frequenc around
q y downgrade q y downgrade 3) - (6)
N 2 3 5 6
" 2) @) @ (5) (6)
Panel A: all deal-downgrades with prior ABS isswemnby ultimate parent
Full 202** 13* 192**
sample 89 % 258 (0.039) 48 61 (0.053) (0.033)
217* 15* 205*
F 63 5l 268 (0.087) 42 57 (0.088) (0.088)
167 8 158
NonFl 26 65 232 (0.141) 62 70 (0.366) (0.135)
234* 14 220
Downgrade 21 62 296 (0.073) 69 83 (0.122) (0.073)
No 193 13 183
downgrade ®8 93 246 (0.104) 41 54 (0.130) (0.104)
Panel B: deal-downgrades with at least 3 prior A&bBances by ultimate parent
Full 125** 7 120**
sample 0 46 172 (0.026) 52 59 (0.115) (0.025)
92* 7 87*
F 0 38 131 0088 44 51 (0.129) (0.093)
209 7 201
NonFl 20 65 275 (0.157) 72 80 (0.523) (0.145)
143 9 134
Downgrade 20 64 208 (0.124) 65 75 (0.235) (0.119)
No 118* 6 115*
downgrade 20 39 157 (0.003) 47 53 (0.285) (0.091)




Table 4 continued

Panel C: deal-downgrades with prior ABS issuanéesnailar asset type by ultimate parent

S
FI 34 47 274 (%_207;) ) ]
NonFl 15 53 480 (g_%g;) ) ]

Downgrade 13 39 296 (02.528) - -
No 35 52 352 300* i ]

downgrade (0.018)
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TABLE 4B
Punishment Period: Demand or Supply Driven?

The table reports the quarterly growth rate in sézable assets during the punishment
period (documented in Table 4). The sample includes89 downgraded deals for which
data on ABS activity of the parent is available 8DC. Downgrade is an event that
occurred within 6 months of a deal-downgrade in olwhia rating agency either
downgrades the parent, or puts it on a negativehwiatr a possible downgrade. For Fls
that are classified as depository institutions (K)x3ecuritizable assets represent the sum
of real-estate, agriculture, and consumer loanantlevel data is from Call Reports. For
non-depository institutions, securitizable assefgesent accounts receivables. Data for
non-depository institutions is from Compustatvaluesreported in parentheses. Median
significance based on Wilcoxon sign rank test stiag. ***, ** * represents significance
at the 1%, 5%, and 10% respectively.

N Mean Median
Full sample 89 0.1011*** 0.0343***
b (0.000) (<0.000)
Fls (one digit SIC 63 0.0948*** 0.0600***
code=6) (0.000) (<0.000)
0.1166 0.0157
Non-Fls 26 (0.151) (0.277)
Downgrade (within %2 a 3 0.2105* 0.0214*
year) (0.053) (0.066)
0.0630*** 0.0394***
No downgrade 66 (<0.000) (<0.000)
Depository Inst 37 0.0479*** 0.0343***
(SIC=60) (0.004) (<0.000)
, 0.1391*** 0.0351***
Non-Depository Inst. 52 (0.005) (0.000)
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TABLE 5
Determinants of Market Reaction and Post Downg@etiritization Activity

Analysis of market reaction to 217 ABS deal-dowidgsa sponsored by 57 parents, and the
respective securitization activity for 25 parergsrssoring 89 deals for which market access data
is available on SDC. Delay in market access idithe difference, in days, between the two ABS
issuances right before and after an ABS-deal doadey(see TABLE4). Financial institution (FI)
is a dummy variable equal 1for ABS deals sponsbged firm with one-digit SIC code of 6. A
parent downgrade is a dummy equal 1 if the degkssor was downgraded within 6 months of
the deal-downgrade, in which a rating agency eitt@wngrades the parent, or puts it on a
negative watch for a possible downgrade. Riskrim fystematic risk defined as the difference
between firm’s total and specific risk. Total riskhe standard deviation of daily stock return one
year prior to ABS downgrade (excluding the 10 dasisr to the event) and specific risk is the
standard deviation of the residual from the marketlel regression. Size is the natural log of
market value of equity. BBB rating is a dummy=1the new deal's rating is BBB or lower.
Standard errors are clustered by firm and y@avaluesreported in parentheses. ***, ** *
represents significance at the 1%, 5%, and 10%eotisply.

CAR (-1, 0) Ln. Delay Market Access
Financial institution 0.007 -1.842***
(dummy=1) (0.208) (0.006)
Parent downgrade (dummy=1) 0.001 -1.225*
(0.856) (0.061)
(FD)*(Parent downgrade) -0.012 2.823***
(0.418) (0.005)
Risk 0.621 61.625
(0.480) (0.343)
(F1)*(risk) -2.196** -29.924
(0.041) (0.697)
Size 0.004* -0.252***
(0.087) (0.000)
BBB rating (dummy=1) -0.006 0.260
(0.270) (0.460)
Tranche-to-deal -0.001 0.716
(0.896) (0.172)
Constant -0.041 7.039%**
(0.128) (0.000)
Adjusted R 0.0306 0.2439
F-statistics 1.77* 6.29%**

N 217 89




92

TABLE 6
Long Term Pre ABS-Downgrade Stock Performance

Buy-and-hold abnormal returns (BHAR) for 217 ABSaHbdowngrades by either
Moody’s or S&P, for which the deal's ultimate pares identified on CRSP and
Compustat. An ultimate parent is either the deafiginator or the deal’s acquirer, in
case the originator went bankrupt or was acquiredr go the deal's downgrade.
Abnormal returns based on control firms that arécired on Industry (4 digit SIC), size
and book-to-market equity. A total of 57 parentscamt for the 217 deals. Multiple deal
downgrades of the same parent are within at leastnoonth apart. Financial institutions
(FI) are firms with a one-digit SIC code of 6. Arpat downgrade is an event that
occurred within 6 months of a deal-downgrade in clwhia rating agency either
downgrades the parent, or puts it on a negativelwfar a possible downgrade-values
reported in parentheses. Median significance bagsedilcoxon sign rank test statistics.
xRk x represents significance at the 1%, 5%nd10% respectively.

1 year pre event BHAR 3 year pre event BHAR
N Mean Median Mean Median
Full sample 217 -9.22%** -4.80%** -19.35%**  -12.99%**
P (0.041) (0.036) (0.039) (0.010)
FI (one digit SIC 140 -1.82 1.84 -4.53 -7.54
code=6) (0.766) (0.919) (0.736) (0.834)
Non El 77 -22.67*** -16.83*** -46.29*** -29.80***
(<0.000) (<0.000) (<0.000) (<0.000)
Downgrade 59 -21.49%** -18.42%** -57.83*** -32.08***
(within Y2 year) (0.002) (0.002) (<0.000) (<0.000)
-4.64 -0.17 -4.98 -2.69
No downgrade 158 (0.408) (0.581) (0.669) (0.449)

Panel B: mean {medianjre ABS deal downgrade buy-and-hold abnormal returns by
firm type and parent downgrade

1 year pre event BHAR 3 year pre event BHAR
Fl Non-FI Fl Non-FI
-26.29%*  -18.20%*** -70.42%***  -49.20%***
Downgrade (within Y2 a {- {- {- {-
year) 25.75%}  18.43%}** 34.29%}***  25.82%}***
[n=24] [n=35] [n=24] [n=35]
- Oy x* _ 0/n*k*
3.23% 26"%{(_)/" 9.09% 43?{? Yo
0,
No downgrade {7.46%} 11,1796} {19.69} 36,0996}

[n=116] 1243] [n=116] 1243]




TABLE 7

Quarterly Operating Performance and Capital Ratio
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Median peer adjusted measures (sample firm mintshed peer) for 171 ABS deal-downgrades by eitheodl§’s or S&P, for which the deal’s
ultimate parent is identified on CRSP and Compustatultimate parent is either the deal’s origimaiothe deal’s acquirer, in case the originator
went bankrupt or was acquired prior to the deadwnlyrade. Adjusted measures based on control fimaisare matched on Industry (4 digit SIC),
size and book-to-market equity. A total of 54 p#seaccount for the 171 deals. Multiple deal dowdggeaof the same parent are within at least
one quarter apart. Financial institutions (FI) &imms with a one-digit SIC code of 6. A parent darede is an event that occurred within 6
months of a deal-downgrade in which a rating agesittyer downgrades the parent, or puts it on atnegavatch for a possible downgrade.
Significance based on Wilcoxon sign rank testsiad. ***, **, * represents significance at the 1%, and 10% respectively.

Panel A: raw and adjusted measures, full sampl@qhy

+1

A (-1to +1)
A (-4 to +1)

ROA ROE Equity/assets Adj. ROA Adj. ROE Adj.
Equity/assets
0.0033 0.0383 0.1028 -0.0008** 0.0034 -0.0300**
0.0033 0.0382 0.0992 -0.0009*** 0.0021 -0.0332*
0.0032 0.0347 0.0924 -0.0010*** -0.0007 -0.0333
0.0033 0.0365 0.0888 -0.0010*** 0.0014 -0.0366*
0.0031 0.0374 0.0892 -0.0014*** -0.0006 -0.0870
0.0000 0.0005 -0.0005** -0.0002* -0400* -0.0025**
-0.0003*** -0.0029*** -0.0007 -0.0003* -0.0030*** -0.0007




Table 7 continued

Panel B: adjusted measures, firm type
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Adj. ROA Adj. ROE Adj. Equity/assets Adj. ROA AdROE Adj.
Equity/assets
Fl (n=114) Non FI (n=57)
-4 -0.0002 0.0032 -0.0056** -0.0060** 0.0045 -00ZF*+*
-3 -0.0004 0.0018 -0.0072** -0.0069*** 0.0032 -88B***
-2 -0.0007** -0.0021 -0.0047** -0.0048 0.0087 BEB***
-1 -0.0006 0.0007 -0.0030** -0.0054* 0.0087 -0.258
+1 -0.0009*** -0.0010 -0.0035** -0.0095*** 0.0007 -0.2620***
A (-1to +1) -0.0002 -0.0029 -0.0012 -0.0031 -015 -0.0093***
A (-4 to +1) -0.0002* -0.0006 -0.0001 -0.0014*** .0Q03*** -0.0092**
Panel C: adjusted measures, parent downgrade
Parent downgrade (n=54) No parent downgrade (A=11
-4 -0.0030** -0.0064 -0.0440*** -0.0004 0.0054*** -0.0207***
-3 -0.0040** -0.0087 -0.0573*** -0.0007* 0.0032 OR25%**
-2 -0.0042** -0.0052 -0.0583*** -0.0009** 0.0002 0.0231***
-1 -0.0034*** -0.0116** -0.0606*** -0.0006 0.0059* -0.0252***
+1 -0.0097*** -0.0295*** -0.0842*** -0.0011** 0.083 -0.0263***
A (-1to +1) -0.0015* -0.0132* -0.0073*** -0.0001 0.0024 -0.0012
A (-4 to +1) -0.0037*** -0.0295*** -0.0030* -0.0000 0.0006 -0.0005
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Table 7 continued

Panel D: adjusted measures, by firm type and pa@unhgrade

Adj. ROA Adj. ROE Adj. Equity/assets Adj. ROA AdROE Adj.
Equity/assets’
Fl, Parent downgrade (n=22) Non-FI, Parent doatgi(n=32)
-4 -0.0007 0.0006 -0.0128 -0.0056* -0.0150 -0.¥390
-3 -0.0002 -0.0009 -0.0134 -0.0079** -0.0270 -G358*
-2 0.0000 -0.0002 -0.0153 -0.0055* -0.0182 -0.1555
-1 -0.0008* -0.0050 -0.0165 -0.0072** -0.0291 -BB***
+1 -0.0017*** -0.0163*** -0.0068 -0.0110*** -0.048 -0.1837***
A (-1to +1) -0.0007** -0.0108** 0.0013 -0.0034 0045 -0.0127***
A (-4 to +1) -0.0008** -0.0125*** 0.0017 -0.0051*** -0.0385** -0.0183***
FIl, No Parent downgrade (n=92) Non-FI, No padmtngrade (n=25)

-4 0.0000 0.0041* -0.0042** -0.0063 0.0115*** -Q.26***
-3 -0.0004 0.0027 -0.0055** -0.0060 0.0105** -0080**
-2 -0.0008** -0.0021 -0.0026** -0.0039 0.0218*** 0.3060***
-1 -0.0004 0.0031 -0.0020** -0.0037 0.0173*** -85 **
+1 -0.0007 0.0020 -0.0034*** -0.0073* 0.0064* -00Y**+*
A (-1to +1) 0.0000 -0.0014 -0.0012 -0.0031 -0.0151 -0.0065

A (-4 to +1) -0.0001 0.0009 -0.0005 -0.0000 -0.6040 -0.0000
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TABLE 8
Average Daily Abnormal Returns

We estimate the Fama-French model of daily podfaturns
(Ry —R()=a+B(R, ~R;)+sSMB+hHML +¢

where R, is the return on the portfolio of sample firmsdiay t, R, is the date t risk-free

rate, R, is the date t return on the value-weighted markaex, SMB is the date t return

on a value-weighted portfolio of small-cap stocknos the date t return on a value-
weighted portfolio of large-cap stockslML, is the date t return on a value-weighted

portfolio of high book-to-market stocks minus thatalt return on a value-weighted
portfolio of low book-to-market stocks. We constrymortfolios of all sponsors that
experienced ABS downgrades, and follow their penfomce for a period of one- and
three-years prior to the downgrade. Each sponstosk remains in the portfolio until
one day before the downgrade date. Financial utgtits (FIs) are firms with a one-digit
SIC code of 6. A parent downgrade is an eventabatirred within 6 months of a deal-
downgrade in which a rating agency either downgsdlle parent, or puts it on a negative
watch for a possible downgrade. ***, ** * repregsrsignificance at the 1%, 5%, and
10% respectively.

1 Year Before 3 Years Before
ABS Downgrade ABS Downgrade
Full sample -0.009%*** -0.022%***
P (p=0.00)) (p=0.001)
Fls (one digit SIC -0.005** -0.007
code=6) (0.027) (0.146)
Non-Fls -0.006*** -0.014x**
(0.007) (<0.000)
Downgrade (within %2 -0.011%** -0.016***
year) (<0.000) (<0.000)
No downgrade -0.002 -0.006
(0.418) (0.287)
Non-Fls, Non- -0.003 -0.011%**
Downgrade (0.148) (0.000)
-0.005*** -0.009***
Non-Fls, Downgrade (0.000) (<0.000)
0.000 0.000
Fls, Non-Downgrade (0.831) (0.989)
-0.007*** -0.008***

Fis, Downgrade (0.000) (0.000)




Appendix I: Sample Construction

No. of tranches

Steps

8,300 Initial sample of downgraded tranches between 4R
‘ by both Moody’s and S&P
l » Eliminate tranches related to Tobacco Settlemeantisase sponsored by
State/Federal agencies
» Eliminate tranches related to Collateralized Debligations (CDOSs)
5,138
» Eliminate tranches without an identified ultimateent (such as Conduits)
» Eliminate tranches for which the identified parbas no CRSP and
v Compustat data from at least (t-1) relative to dgnade
1,604
» Eliminate double-counting: downgraded tranchehefdame parent by both
rating agencies that occur on the same day (i&nrthe earliest downgrade
on that day)
» Eliminate downgrades of different tranches fromsame deal that occur on
the same day (retain the largest downgraded tranche
v
392 From this point, each tranche represents a deal
|
l » Eliminate downgraded deals related to the samenptrat occur within less
than 1 month apart
236
» Eliminate downgraded deals with an unverified daterith a confounding
event
v
217 deals by 57 parents| Final sample

97
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CHAPTER IV: ESSAY Il
Governance and Firm Value: Evidence from Initial Seuritizations by Bank
Holding Companies

1. Introduction

The recent financial crisis exposes regulatorsited ability to monitor financial
institutions. In addition, it highlights the imparice of establishing alternative
mechanisms that limit financial institutions’ temdg to engage in excessive risk taking.
Curbing such tendencies relies heavily on a superyisystem that is based on sound
regulatory practices, which are complemented witbcéive corporate governance. This
paper focuses on the latter point, namely the itqpoe of governance, at the
institutional level, in limiting moral hazard andrdributing to the overall stability of the
financial sector. The paper addresses the roletefrial corporate control mechanisms in
mitigating the negative effects of securitization.

Securitization, the process in which non-tradab$sets (such as loans) are
transformed into liquid securities (i.e. asset-leatlsecurities, or ABS) via cash-flow
repackaging, is considered the culprit of the redeancial crisis (Gorton, 2008). With
almost $1.3 trillion in newly issued ABS securities2006 alone (Gorton, 2009), there
were hardly any financial institutions that weret movolved with these fixed-income

instruments in one form or another. Once thesetagsgerienced massive downgrades
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in mid 2007, the financial system was on the verfighe most severe financial crisis
since the great depression.

The theoretical rational suggests that securibrashould benefit securitizers, as
it provides an important liquidity source, redut@sding costs, allows valuable capital to
be directed into more productive investments, amabkes financial institutions to focus
on activities in which they have a comparative adage (Rosenthal and Ocampo, 1988;
Gorton and Souleles 2007; Greenbaum and Thakor7)26G8bwever, recent empirical
evidence indicates that securitization affectssfgensors negatively. More specifically,
securitization is associated with shareholders’ ltheadestruction, long term
underperformance, and increase in risk and lever&ganke and Krahnen, 2005;
Instefjord, 2005; Krahnen and Wilde, 2006; Hansel Krahnen, 2007; Higgins, Mason,
and Mordel, 2008).

As opposed to the recently growing empirical &tere on securitization, the
governance literature is well established with eesgo the impact of internal corporate
control mechanisms on firm value and risk. JensehMeckling (1976) suggest that the
structures of variables such as board, ownershig, @Gmpensation directly influence
firm conduct and performance. Hence a natural quesirising from the recent financial
crisis is whether securitizers differ from non-sgttzers with respect to their governance
mechanisms.

To address this question, | study the governaneehanmisms of the largest most
frequent securitizers, bank holding companies (BHQ@sst prior to their first ever
securitization transaction. Based on discussiotis iwdustry practitioners, | assume that

if governance plays a role in a BHC’s decision ¢owsitize, then it is most likely to be
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observable when the BHC initiates its securitizatfrogram. Once securitization is
introduced, the BHC would typically issue an ABSldence every few months, making
securitization part of its ongoing operation andaasesult limiting the involvement of
governance with successive deals.

| compare the governance characteristics of 44 8lgGor to their first ever
securitization transactions with those of a matglsample based on industry, size, and
leverage. | show that securitizers have lower kweélinsider stock ownership and that in
general, BHCs with higher levels of insider owngvsre less likely to securitize.

Next, | find that internal corporate control vatied mitigate some of the negative
effects caused by securitization. | show that gestdritization systematic risk tends to be
higher for securitizers, yet it is lower for se¢izers with higher levels of CEO equity
based compensation. In addition, implied leverag®ined from the Hamada equation
(being directly related to the amount securitizedpwer for BHC with higher levels of
insider ownership. Finally, post-event firm valuae@sured by Tobin’s q) is positively
related to the proportion of outside directors seywn the boards of securitizers.

These empirical results indicate that securitiz@essystematically different from
non-securitizers and that in fact, internal corpmraontrol mechanisms affect post-
securitization risk, leverage, and firm value. Yeis important to emphasis a major
limitation of the documented results. By mid 20@When the first indicators of the
oncoming financial crisis became evident, most BiM@se already securitizing for some
time. Thus at the eve of the crisis, the typicalgfrent securitizers are not necessarily

similar to my sample of first-time securitizéfs.

3 Utilizing a sample that includes multiple secaation deals by each company would address this
concern, yet it is beyond the scope of this pagdervever, the caveat of such a time-series anaiydise
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Nevertheless, the cross-sectional results arevslilll if we consider changes that
took place recently. First, securitization activ(iye. new deal issuance) between 2007
and 2009 came almost to a halt. Second, in Jun@ @@0Financial Accounting Standard
Board (FASB) introduced significant changes to #mounting rules that govern
securitization, potentially limiting the ability dHCs to issue future ABS deals (Fitch
Ratings, 2009). The drying-up of the securitizatioarket along with future limitations
on ABS issuances serve as a “breading ground’riative financial solutions. If BHCs
consider securitization as a major funding soutteen they are likely to adapt to the new
regulatory and accounting rules by creating funamages that will maintain the benefits
of off-balance sheet financing, while at the sameetmeet (or even by-pass) the new
rules that are put in place to curb excessivetaking. Since regulators have to be on the
alert and react quickly to potential problems, hgvproper governance mechanisms in
place will complement regulators’ efforts in momitb@ moral hazard and containing
systemic risk.

The reminder of the paper first describes the warianternal corporate
governance mechanisms that serve as the basisyfanatysis. Next, | introduce the data
and methodology used in this study. Univariate amss-sectional regression results are

provided in the following section. In the final padiscuss the results and conclude.

2. Literature Review — Internal Corporate Governane Mechanisms

possibility of insignificant results. For instand@HCs typically securitize dozens of deals in amyeqg
year. As such, the board of directors is lessyikelbe involved with deals’ approval beyond thstfone.
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Numerous studies have established that internalpotate governance
mechanisms affect firm value, performance, and. ri&&me of the common variables
include board size and composition, CEO age andr¢emlirector and managerial share
ownership, CEO equity based compensation, andutistial/blockholder’'s ownership. |
discuss each of the above in turn.

Jensen (1993) and Yermack (1996) document thatlsiae is inversely related
to firm value, and that CEOs tend to have bettertrob over larger boards which limits
their monitoring effectiveness. Board compositipust as size, serves as an important
indicator of the board’s monitoring effectiveneBainn (1987) concludes that outsider-
dominated boards are effective monitors, whiletEnberg and Malkiel (1980) stress that
it is the outsiders’ independence and expertisechvigontribute to their superior
monitoring capabilities. Outsider-oriented board® also more likely to replace
entrenched CEOs following firm’s poor performanc&/efsbach, 1988, Bryd and
Hickman, 1992, Bhagat et al. 199Qverall, firm value appears to be positively retdate
to the number of outside directors.

CEO age and tenure are also assumed to be diregljed to firm value.
Increased CEO experience is associated with imprdiven performance as the CEQO’s
knowledge and understanding of the firm and itugtd/ improve (Bacon and Brown,
1973, Alderfer, 1986, Brown and Maloney, 1999).

Finally, the literature documents extensively tleveyning role of institutional
investors. These investors, who have the abilitmamitor and the incentive to discipline,
affect managerial behavior by forcing managers tmwu$ on firm-performance

(McConnell and Servaes, 1990, Nesbitt 1994, Sm&#61 Hartzell and Starks, 2003).
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More recently, Cornett et al. (2007) refine thisding and conclude that improvements in
operating performance are observed when institatiomvestors do not have business

relations with the firms they monitor.

3. Data

My initial sample includes all the available satmation transactions reported by
the Securities Data Corporation (SDC) database fi@85-2005. The SDC data base
includes deal specific data such as the identitythaf issuer/entity, ultimate parent,
amount securitized, underlying asset, type of sgcissued, underwriter/book runner,
deal ratings and issuance date. | omit issues @tedownith ADRs, REITs, and closed-
end funds. | also omit issues classified as CD@nsesthe identity of their ultimate
parent is unknown.

My ultimate goal is to identify the first securiizon transaction made by each
unique issuing Bank Holding Company (BHC) in the(GBatabase. By identifying the
first securitization transaction, | am able to stude “clean” effect governance has on
BHC that start securitizing since subsequent sezations are likely to be continuations
of the issuing firms’ initial funding strategiesuthermore, the board of directors is less
likely to be involved once securitization becomast pf the ongoing financing operation
of the BHC, and as such follow-on deals are ldsgylito be informative as the first one.

Each transaction in the SDC database is primadiéntified by its issuer. The
issuer, however, is in most cases not the ultinpaieent company but a bankruptcy-

remote intermediate trust subsidiary created by uhemate parent company. SDC
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provides information on the ultimate parent of eaduer but this information is not
always complete. In some instances, the informasost missing. In other cases, the
information refers to a publicly-traded parent sdiasy which must be tracked down and
linked with the publicly-traded parent.

Once | have identified the first securitizationnsaction made by each unique
ultimate parent company | then check the issuing’é data availability on CRSP. Many
of the sponsor firms in the SDC database are fitina¢ do not trade publicly. SDC
provides data fields for stock exchange of themadte parent, the ticker symbol of the
ultimate parent, and the CUSIP of the ultimate par®©bservations that have valid
entries for stock exchange and ticker are includetle data. Observations that only have
CUSIP available are screened through the CRSP als#talo see if they have at some
point in time been publicly traded. Those that finend on CRSP are included in the
data.

Financial variables for the publicly-traded BHCsmmfrom year-end call reports.
The financial data includes total assets, cap#ataby equity growth rate, liquidity ratio,
and non-performing loan ratio (see Appendix | fariable construction detail). | collect
governance data from proxy statements published yeer prior to the banks’
securitization initiation activity. The governaneariables control for board size and
independence, CEO characteristics and compensatimgtor and block-holder stock
ownership.

To ensure that | have identified the first secmaition and to identify the actual
announcement of the first securitization, all egsemt the final data set are double-

checked on Factiva. | search for the earliest n&ws/ relating to securitization around
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the SDC issuance date for each issuing company.dates of the earliest news story is
used as the announcement date for the securitizdtadso search prior to the issue date
for any news stories that contain words such agrgeation and asset-backed to ensure
that there were no prior securitizations that datl show up on the SDC data base. | did
not find any observations where there was a sézatiitn related news story prior to the
first identified issuance on SDC. If no news sterat all are found, the SDC issuance
date is used as the announcement date.

The final sample of 44 observations is reported\apendix Il. To facilitate the
analysis, a control sample of non-securitizers &cmed based on industry, size, and
capital ratio in the year prior to securitizationtiation. Once a peer is matched in any
given year, it is dropped from the potential sangfl@on-securitizers starting that year
onward.

Summary statistic results are reported in Tabl@Hhe asset size of the average
BHC is about $28 billion. 28% of these assets &ssified as liquid, while the sample’s
average capital ratio is 6.7%. The typical dedhige ($270 million), representing about
2.6% of total on-balance sheet assets. Table 2 amgasecuritizers’ with their matched
peers. Since securitizers tend to be large companith relatively constrained equity
growth rates and liquidity positions, it is not gusing that non-securitizers are smaller,
with a stronger equity growth rate and a highewiligy level. The governance
characteristics of the groups are fairly similatcept for the level of stock ownership.
Banks that securitize for the first time have digantly lower levels of managerial and

director stock ownership.
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4. Risk, Leverage, and Operating Performance

This section investigates the impact of securiiimabn the issuers’ level of risk.

To this end, | computég as a systematic risk measure and compare it befwteafter
the securitization initiation. In addition, | contpathe post even8 between securitizers

and their matched peef$Since systematic risk and leverage are relatatso compare
the debt-to-equity ratio (book value leverage patigth the implicit leverage ratio for
securitizers following the event. While securitgifirms’ accounting (on-balance sheet)
leverage may not change (or may decline), the gemng firm’s implicit leverage, as
measured by total assets under management (iJle.dmtand off-balance sheet), may
increase. In order to obtain implicit leverage ilize the Hamada (1969) equation such

that
D
ﬂL zﬁu +E(ﬂu _IBD)(]-_T) (1)

First | use the standard market model to estigapeior to securitization for a
period of one year, without including the 10-day®pto the event. This is essentially an

estimation of the levered beta, Br Next, | obtain the unlevered beta, Gy, from

prior *

equation (4) by using the estimaigd the book value of debt-to-equity, and the

prior ?
appropriate corporate income tax bracket (T). uassdebt is risk-less. Finally, | use the

market model to estimate the one-year post-efept,. | use equation (1) and the

39 As a robustness test, | compute two other measniresystematic risk. According to the first one,
systematic risk is the difference between totdd aisd firm specific risk. Total risk is the standakeviation

of daily returns and firm specific risk is the sfand deviation of the residual from the market nhode
regression. The second measure, the likelihoodsaflvency, is a function of capital ratio, expecRdA,
andogoa. Results based on these measures are similag s reported.
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information ong, .., 4, and (T) to calculate the implied D/E ratio aftecsritization

and compare it to the accounting D/E ratio. An il D/E ratio higher than the
accounting D/E ratio indicates that the increasesyatematic risk is due to implicit
leverage rather than other factors.

Table 3 reports the systematic risk results. Baeteeases significantly following
securitization initiation. The median change inabgbne year afteminus one year
before) is significant at the 5% level. The adjdsteedian systematic risk measure
(securitizemminuspeer) in the year following the event is significas well. Post event,
the average implied leverage is about 36% highkative to the actual leverage, an
indication that the increase in systematic risttrigen by an increase in leverage. Finally,
Table 4 introduces adjusted operating performaneasores for a period of 4 years
before and after the initiation of a securitizatmogram, however none of the adjusted

measures is significant.

5. Governance and Securitization — Multivariate Arlysis

5.1. Determinants of securitization initiation

Bank holding companies that begin securitizing elgmee a significant increase
in systematic risk, which is driven by an incre@sdeverage. This section investigates
whether board independence, CEO compensation, einsahd institutional stock
ownership affect the decision to securitize andgaie. In addition, | explore whether

these variables mitigate the ex-post negative effégecumented so far.
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First, | estimate a probit model for the determisaof securitization initiation,
where the dependent variable equals 1 for BHCsstlaat securitizing and zero otherwise
(for sample of matched-peers). Table 5 presentsctefficients from the regression
where | control for both firm and governance cheeastics. Following Gorton and
Soloules (2006), | include size squared to corfoplthe possibility of a hon-monotonic
relation between securitization and firm size. inebability of securitization increases
with size as the size squared coefficient (0.3Righly significant. Liquidity, defined as
(cash + federal fund sold + book value of secwgiigailable for sale) divided by total
assets, is a significant determinant of the sdeatibn probability as well. Liquidity-
constraint BHCs are more likely to securitize as tiegative coefficient (-5.75) is
significant at the 5 percent levg-¢alue= 0.012).

In the second part of Table 5, | control for vasogovernance variables as
potential determinants of securitization initiatidncontrol for board independence by
identifying outside directors. Following the littmee convention, | define outside
directors as non-employees of the corporation, authbusiness ties to it, and that do not
serve as director on the board of any of the BH€libsidiaries. | define insiders as
directors employed by the BHC. Finally, I contradr finstitutional ownership by
identifying the largest blockholder’'s stock ownepslas reported in the 13-F fillings.
Overall, the only significant governance varialilattaffects a BHC'’s decision to begin
securitizing is insider ownership. BHCs with a memcentrated insider ownership are
less likely to securitize as the insider stock owhg coefficient is negative and

significant at the 5 percent level.
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5.2. Internal corporate governance mechanisms anceksuritization

In this section | investigate whether the documeiierease in post securitization
systemic risk is affected by the BHC’s ownershipusiure, managerial compensation,
and board composition. Furthermore, | study whetherdriving force underlying the
increase in systemic risk, i.e. implied leverage,related to these indicators. | also
investigate the relation between these various m@avee mechanisms and securitizers’
value, measured by Tobin’s q.

| adjust for self-selection bias in the data byluding the BHC’s predicted
securitization probability (PSP) value obtainednirahe regression in Table 5. This
increases the number of observations to 88 andowesr the power of the statistical
inferences. | control for the pre-securitizatiowde of risk by including the standard
deviation of non-performing loans. In addition tlnde size (natural log of total assets)
and on-balance sheet leverage (the ratio of eqaitisky assets) as potential explanatory
variables.

The first column in Table 6 relates the post sé@ation beta with the various
governance variables. Securitizers exhibit an emseein systemic risk following their
securitization initiation (positive PSP coefficieptvalue = 0.038), yet BHCs with higher
levels of CEO equity based compensation that areerikely to securitize (interaction
term, PSP*CEO equity compensation) exhibit a demeaa systemic risk, though the
coefficient is only marginally significantp{value=0.057). Riskier and larger BHCs

(measured by standard deviation of non-performoan$ and total assets, respectively)
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exhibit higher levels of systematic risk one-yealldwing the BHCs’ securitization
initiation.

The second column introduces the relation betweserdge and the various
governance variables. | use the measure of impdeerage (obtained from the Hamada
equation) as the dependent variable since thisei@ppropriate measure for a securitizer
(as opposed to book value leverage) given the afifize sheet financing. The
interaction term between securitization probabilisnd insider stock ownership
(PSP*insider stock ownership) is negative (-9.06J aignificant at the 5 percent level.
This suggests that potential securitizers with érgevels of insider ownership are more
cautious about managing both on-and off-balancetshgsets, as their implied leverage
is lower post-securitization.

Finally, the third column in Table 6 introduces #igect of internal governance
mechanisms on firm value. | use Tobin’s q to préotyfirm value’®. On the one hand, q
is lower for potential securitizers with larger tkiolders. On the other hand, it is higher
when potential securitizers have boards that areenmadependent, as the coefficient

PSP*(percent outside directors) is positive andificant at the 5 percent level.

6. Discussion

The fact that securitization has transformed foian intermediation is

unquestionable. Through it, originators can managgrest rate risk, increase funding

and liquidity sources, focus on activities in whitley possess a comparative advantage,

“0| follow the definition by Adams and Meheran (20®&here Tobin’s q is the ratio of (book value of
assets plus market value of equity minus book vafieguity)/ book value of assets.
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and avoid burdensome regulatibnCalomiris and Mason (2004) indicate that as the
securitization market evolves, it promotes effitieontracting mechanisms that reduce
the need for equity capital to support the deai|evitigating adverse selection costs.

Yet these benefits seem negligible in light of 2@07 financial crisis. Voices
criticizing securitization point out that it inci@ss systemic risk due to banks’ habit of
retaining the equity portion of securitized deadsthout having the adequate capital
levels on-balance sheet to support it. Moreoveticsrquestion the transactions’ ability
to truly separate assets from the originator atmtage risk since under certain conditions
banks are required to absorb the losses genergtedel failed ABS deals, (Stiglitz,
2008; Krugman, 2008).

The documented results highlight the role of managécentive-alignment in
ameliorating the negative effects securitizers [fgegticularly those related to systemic
risk, implied leverage, and firm value. Howeverjstimportant to remember that the
results pertain to a cross-sectional sample of-fiinse securitizers, and as such there are
legitimate concerns regarding the applicabilitytloé above results. Two such concerns
relate to the scope of the sample and to the sswudlidity when one considers the
proposals for regulatory overhaul following the Z@fisis.

The first argument undermining the applicabilitytbé results is that by the time
of the 2007 financial crisis, most BHCs were alseadcuritizing frequently, and as such
the mitigating governance effects following thesfitransaction are unrelated. The second
argument relates to the anticipated regulatory gearollowing the 2007 financial crisis.

It is likely that bank supervisors will pay closattention to securitization, being the

“1 On the mechanisms and benefits of securitizatiea,Gorton and Souleles (2006), and Greenbaum and
Thakor (2007).
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preferred funding mechanism of most BHC and theeitup of the 2007 meltdown, as
evident by recent proposal for regulatory chandpes tould limit the ability to move
assets off-balance sheet (Fitch special report9R208ence not only that the relation
between governance structure and the post seatidtiz initiation risk, leverage, and
firm value is limited in scope (being only obsenfedfirst time securitizers when in fact
by the time of the crisis most BHCs are alreadydent securitizers), the results may
also be irrelevant as the ability to securitize mighange under a stricter regulatory
regime.

Yet history has shown that financial institutiordapt to regulatory changes and
operate in ways that maximize their incentives.tl@mmore, if securitization is a
preferable funding mechanism, then financial ingins will engineer new transactions
in such a way that will enable them to meet regulatequirements, while at the same
time enjoy the benefits of off-balance sheet finag¢Scism and Smith, 2009; Anderson,
2009). With that respect, having effective govermgmechanisms that curb risk-taking is
as valuable today (in the newly regulated finaneiavironment) as it was at the time
when securitization was first introduced.

The recent crisis also highlights the shortcomimjsprudential regulation,
especially relating to supervisors inability to a@tely measure bank risk and regulators
adherence to the too-big-to-fail doctrine which emmdines any effective market
discipline (Calomiris, 2009). Relying on internarporate control mechanisms such as
managers’ equity based compensation, insider siagiership, and board independence
can promote stability in the financial system byboog excessive risk taking and

boosting firm value.
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The results also highlight the limited influencestitutional investors have over
BHCs. Potential securitizers face no disciplinenfrtheir largest blockholders as their
effect on the securitizers’ systematic risk ancetage is negligible. At the same time,
blockholders have a surprisingly negative effectewhconsidering BHCs’ value
following securitization initiation. Regulatory litations on the ownership concentration
in financial institutions (the Bank Holding CompaAgt) hinders bank disciplining from
those investors who would benefit most from momigrmanagerial decision making.
Furthermore, these limitations buffer mismanagedCBHrom the market of corporate
control, thereby perpetuating moral hazard. Adpgtihese ownership limitations and
introducing the threat of hostile takeovers wouklablish effective monitoring from

informed investors and would curb excessive rigka

7. Conclusion

The recent financial crisis highlights the diffitak regulators face while trying to
monitor financial institutions. Such difficultiesac be attenuated by encouraging
alternative mechanisms that limit the institutiotshdency to engage in excessive risk
taking. Previous literature has shown that corgogaivernance limits moral hazard and
contributes to the overall stability of the finaalcsector, stability that was seriously
hindered during the recent crisis due to the fimgrsector’s reliance on off-balance sheet
financing (i.e. securitization).

The theoretical rational suggests that securitmashould benefit securitizers.

Yet recent empirical evidence indicates that sdéeation is associated with
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shareholders’ wealth destruction, long term unddéopmance, and increase in risk and
leverage. Since the corporate governance literauggests that variables such as board
composition, ownership concentration, and compé@msattructures directly influence
firm conduct and performance, a natural questiasirey from the recent financial crisis
is whether securitizers differ from non-securitzexith respect to their governance
mechanisms.

To address this question, | hand-collect govereadata on the largest most
frequent securitizers, bank holding companies (BHQ@sst prior to their first ever
securitization transaction. | assume that if gosaoe is related to the securitization
decision, then it is most observable when the BHi@ates its securitization program.
The reason is that once securitization is introdueeost BHCs would typically issue
ABS deals on an ongoing basis, making securitinagiart of their operation and as a
result governance involvement (for instance, gegttmard approval) with successive
deals would be limited.

| compare the governance characteristics of 44 8lg€or to their first ever
securitization transactions with those of a matckaohple based on industry, size, and
leverage. | show that securitizers have lower keweélinsider stock ownership and that in
general, BHCs with higher levels of insider owngrsare less likely to securitize. In
addition, | find some evidence that internal cogtercontrol variables mitigate some of
the negative effects caused by securitization.omskhat post securitization systematic
risk tends to be higher for securitizers, yet lover securitizers with higher levels of
CEO equity based compensation. Furthermore, impbgdrage (as obtained from the

Hamada equation) is lower for BHCs with higher levef insider ownership. Finally,
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post event firm value (Tobin’s q) is positively atdd to the proportion of outside
directors serving on the boards of securitizers.

Understanding the role of governance with resgectfinancial institutions’
tendency to engage in risk shifting activities wbabntribute greatly to the monitoring
abilities of regulators. This study provides initiavidence on the importance of
governance as a complementary mechanism to thewssqry system. Future research
should focus on the long term relation betweenttieeand extend the results beyond the

cross-sectional analysis.
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Table 1
Summary Statistics

Descriptive statistics for 44 bank holding compan{BHC) that were engaged in securitization agtivit
between 1985 and 2005. Securitization data arenaatdrom SDC. Firm level data are obtained frorarye
end_Call Reportsand are aggregated for all banks within the sBME. All variables are as of year-end
prior to the initiation of securitization (i.e. )-1Growth in equity is the percentage change frena t-1.
Liquidity ratio is (Cash + Fed Funds Sold + BV. wdttes) / assets. Capital ratio is book value aiiity to
total assets. Risky assets are total assets atljiistecash, federal funds sold, and securities. -Non
performing loans ratio defined as loans 90 days ghaes but still accruing interest plus non-acctaahs to
total loans.

Mean Median Min Max Std. dev.
Bank characteristics
Total assets (in millions of 1997 $) 28,166 18,056 631.424 187,297 33,565
Capital ratio 0.0669 0.0616 0.0447 0.1182 0.0173
Capital to risky assets 0.0854 0.0831 0.0541 0.1838 0.0209
Growth equity 0.1380 0.0981 -0.1637 1.0457 0.2109
Liquidity ratio 0.2806 0.2836 0.1713 0.4446 0.0671
Non performing loans ratio 0.0207 0.0174 0.0043 6870 0.0146
Deal characteristics
Securitization proceeds (in millions of 1997 $) 2538 214.278 2.229 966.327 212.430

Proceeds-to-assets 0.0267 0.0153 0.0001 0.2106 0.0374
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TABLE 2
Median Firm and Governance Characteristics for BRfsr to their First Securitization
Transaction

Sample includes 44 bank holding companies (BHC) weae engaged in securitization activity
between 1985 and 2005. Securitization data fofitsetransaction are obtained from SDC. Non-
securitizers are matched on industry, total asaseid,capital ratio from year t-1. Firm level data
are obtained from year-end Call Reppetad are aggregated for all banks within the sBHE.

All variables are as of year-end prior to the atitn of securitization (i.e. t-1). Capital rat® i
book value of equity to total assets. Growth iniggis the percentage change from t-2 to t-1.
Liquidity ratio is (Cash + Fed Funds Sold + BV. wgiies) / assets. Non-performing loans ratio
defined as loans 90 days past due but still acgrunterest plus non-accrual loans to total loans.
Governance data obtained from proxy statements yaa@ prior to securitization initiation.
Outside directors are not employees of the compaaye no business ties to it, and do not sit on
the board of a subsidiary. Insiders are board mesnbmployed by the BHC. Equity based
compensation is the ratio between the value oftgdaaptions to salary, bonus and option value.
Blockholder’'s ownership is for the largest equityider obtained from 13-F filings. ***, **, *
indicates significance at 1%, 5%, and 10% levedpeetively.

Non Securitizers Two sided

Securitizers Z stats p-value
Financial variables
Total assets (in millions) $11,304.9393 $18,056.176 0.0161
Capital ratio 0.0667 0.0615 0.4755
Growth equity (%A from t-2 to 0.1431 0.0980 0.0734
t-1)
Liquidity ratio 0.3089 0.2835 0.0310
Non-performing loan ratio 0.0151 0.0169 0.2911
Governance variables
Board size 16.5 17 0.4103
% Insiders 17.16 15.69 0.2180
% Gray 22.42 21.82 0.8477
% Outsiders 61.25 58.85 0.9499
CEO tenure (years) 5 6 0.7473
CEO age 55 55 0.7794
Director & Exec. stock 3.81% 2.09% 0.0708*
ownership
Director stock ownership 2.42% 1.26% 0.0224**
Insider stock ownership 1.13% 0.54% 0.0210**
CEO stock ownership 0.48% 0.31% 0.0833*
CEO equity based compensation 0.4977 0.4628 0.5636

(option value / total comp)

Largest block holder 0.0389 0.0364 0.6788
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TABLE 3
Comparison of Median Measures of Systematic Ri$lafd Leverage

The sample includes 44 BHCs. Part A reports the angl post-securitization median
systematic risk measure definedpa®eta is obtained for a period of one year beéore
after the first act of securitization, not incluginhe 10 days surrounding the event.
Adjusted A is the defined as the post-event difference beatwaesecuritizer and its
matched non-securitizer. Non-securitizers are base@ matched sample of industry,
total assets, and capital ratio from year (t-1).

Part B reports the median of the difference betwienpost transaction’s implied D/E
ratio and the actual D/E ratio. The implied D/Eolstained from the Hamada equation.
The Actual D/E ratio is from year end t=0 (i.e. 8ezuritization year).

Tests statistics for differences are based on Wheoxon signed-rank test for medians.
**k *x % Indicates significance at 1%, 5%, and ¥levels respectively

Part A: Pre- and post-securitization comparisogystematic risk

Pre Post A AdjustedA
B 0.87 1.05 0.11** 0.09**

Part B: Post securitization (i.e. year end t=0) parnson of implied vs. actual leverage
Implied Debt/Equity Actual Debt/Equity Difference

Leverage 16.26 14.03 1.62**
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Median Peer-Adjusted Measures For BHCs that Séxedifor the First Time

The table reports the median of peer-adjusted Masa(sample firm minus peer firm

values). Bank peers are chosen based on indussgt aize, and capital ratio. Year -1
values are from the fiscal year-end prior to tl@saction, while year O represents year-end
values of the transaction year. Indications of iggnce of medians are based on
Wilcoxon singed-rank tests. *** ** * indicates gnificance at 1%, 5%, and 10% levels

respectively

Yr N ROA ROE Profit margin Net Int. Inc. /
assets
-3 39 -0.0001 0.0020 0.0016 -0.0002
-2 41 -0.0009 0.0014 -0.0061 -0.0004
-1 44 0.0000 0.0009 -0.0060 0.0005
0 44 0.0001 0.0006 -0.0115 0.0010
+1 44 0.0004 0.0003 0.0045 0.0003
+2 40 0.0013 0.0270 0.0137 -0.0006
+3 33 0.0005 0.0105 0.0044 0.0001
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TABLE 5
Probit estimation of securitization initiation

Sample includes 44 securitizers from 1985 to 208&tched non-securitizers (based on
industry, size, and capital ratio) for which gowvamoe data is available are from year t-1
relative to securitization. Firm level data are @ggted for all banks within the same
bank holding company (BHC), and are based on tek-gad_Call Reportd-ee-income
growth rate is the percent change from year t-2toLiquidity ratio is (cash + federal
funds sold + BV of securities) / assets. Non-penifog loans ratio defined as loans 90
days or more past due but still accruing interdss mon-accrual loans to total loans.
Governance data collected from proxy statementshé year prior to securitization
initiation. Outside directors are not employeeshef company, have no business ties to it,
and do not sit on the board of a subsidiary. Insidee board members employed by the
BHC. Equity based compensation is the ratio betwibenvalue of granted options to
salary, bonus and option value. Blockholder's owhgr is for the largest equity holder
obtained from 13-F filingsp-values for z-statistics reported in parenthes#s. *, *
indicates significance at 1%, 5%, and 10% levedpeetively

Firm characteristics

Ln. Assets -12.78%**
(0.001)
[Ln. (Assets)f 0.39%**
(0.001)
o non-performing loans -1.82
(0.927)
Liquidity ratio -5.75%*
(0.012)
Governance variables
% outside directors 0.76
(0.160)
CEO equity based compensation 0.29
(0.604)
Insider stock ownership -7.17%*
(0.017)
Block holder stock ownership -1.05
(0.766)
Constant 104.24***
(0.001)
Wald »* 17.11%
Pseudo R 0.216

N 88
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TABLE 6
Post securitization effect of governance on firskrieverage, and value

The table reports the coefficients from a crossieeal regression of systematic rigk,(leverage, and firm
value (Tobin’s ) on governance and firm contraliatles.p and implied leverage are defined similarly as
in Table 3. Tobin’s q defined as (book value assetsarket value equity — book value equity) / (book
value assets). Sample includes 44 securitizers 885 to 2005 and 44 matched non-securitizers (base
on industry, size, and capital ratio) for which gmance data is available are from year (t-1) ikedab
securitization. Firm level data are aggregatedafbbanks within the same bank holding company (BHC
and are based on (t-1) year-end Call Rep@tssernance data collected from proxy statementké year
prior to securitization initiation. Outside directcare not employees of the company, have no basities

to it, and do not sit on the board of a subsiditmgiders are board members employed by the BHG@it§Eq
based compensation is the ratio between the vdlggamted options to salary, bonus and option value
Blockholder’s ownership is for the largest equitider obtained from 13-F filings. Non-performingales
ratio defined as loans 90 days or more past dusstillaccruing interest plus non-accrual loanddtal
loans. Risky assets are total assets adjustedhédr, ederal funds sold, and securitigsalues reported in
parentheses. *** ** * indicates significance &%15%, and 10% levels respectively.

Brost Implied Leverage Tobin’s q
Insider stock ownership 1.81 2.39 1.11
(0.239) (0.162) (0.250)
CEO equity based comp. 0.26 -0.71 0.2
(0.199) (0.152) (0.428)
Largest Blockholder stockownership 3.57** 5.18 274
(0.048) (0.136) (0.098)
Percent outside directors 0.09 0.82** -0.49**
(0.721) (0.042) (0.019)
Predicted securitization probability (PSP) 0.66** 4D -0.16
(0.038) (0.559) (0.428)
PSP* (insider stock ownership) -3.42 -9.06** -0.76
(0.273) (0.025) (0.696)
PSP* (CEO Equity based comp.) -0.82* -0.24 -0.18
(0.057) (0.804) (0.600)
PSP* (Largest Blockholder ownership) -4.02 -4.84 784
(0.335) (0.513) (0.068)
PSP* (Percent outside directors) -0.15 -0.68 0.69**
(0.752) (0.385) (0.017)
o (non-performing loans) 27.41%* 21.78* 0.11
(0.003) (0.087) (0.965)
Ln. (total assets) 0.23*** -0.03 0.01
(0.000) (0.839) (0.867)
capital-to-risky assets -0.80 -8.18* 1.06
(0.708) (0.051) (0.228)
Constant -3.30%** 3.72* 1.01***
(0.000) (0.080) (0.001)
F-statistics 11.27%** 5.30%** 2.87**
Adjusted R 0.4412 0.15 0.2493

N 88 88 88
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Call report item

Variable Definition
Total assets
BV equity Book value of equity

Total loans Prior to 1984: (loans and leases neauned income,
allowance and reserves + lease finance receivables
From 1984: loans and leases net unearned incoloeaaice

and reserves

Capital to risky BV. Equity / (assets - cash - fed funds sold - €&¢urities)

Liquidity ratio (cash + fed funds sold + BV seci@s) / assets
Capital ratio BV. Equity / total assets

assets

ROA Net income / assets

ROE Net income / BV equity

rcfd2170
rcfd3210
(rcfd2125 + rcfd2165)

rcfd2125

(rcfd0010 +rcfd1350 + rcfd0390) /
rcfd2170
rcfd321@fH2170
rcfd3210 / (rcfd2170 — rcfd0010 -
rcfd1350 - rcfd0390)
riad4340 / rcfd2170
riad4340 / rcfd3210

Large deposits ratio (CDs above $100K + Open tieqdits above $100K) / total(rcon6645+rcon6646) / rcfd2200

deposits

Non-performing (Loans 90 days past due but still accruing interasbn-
loans ratio accrual loans) / total loans

(rcfd1407 + rcfd1403) / total loans
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First Securitization Activity by a BHC and its Restive Special Purpose Entity
(Note: the list includes only those BHCs for whichraxy statement was available)

Year Issuer BHC Matched Non-Securitizer
1985 Citibank NA Citicorp Chemical New York Corp
1985 Manufacturers Hanover Mortgage Manufacturers Hanover Corporation Bankers Trust Corp

1987  Security Pacific National Bank Security Pacific Corporation WFC Holdings Corp

1987 Bank Boston Cars Trust 1987-A Bank of Boston Corporation Continental lllinois Holding Corp
1987  First Chicago Cards Tr 1987-1 First Chicago Corporation Mellon Bank Corp

1987 MBNA Credit Card Trust 1987-A MNC Financial, Inc. Boatmens N.B. of St. Louis
1988 Shawmut National 1988-A Shawmut Corporation Ameritrust Corp

1988 UST Fastbacs 1988-B Grantor Tr UST Corp Summcorp

1988 Huntington Grantor Tr 1988-A Huntington Bancshares Incorporated ~ Michigan National Corp

1988 J.P. Morgan Mortgage Pass-Thru J.P. Morgan & Co. Incorporated First Union Corp / Wachovia
1988  First Security 88-A Grantor Tr First Security Corporation Equitable Bancorp / Maybaco
1988 Chase Manhattan Grantor 88-A Chase Manhattan Corporation Citizens & Southern Corp GA
1989 Banc One Grantor Trust 1989-A Banc One Corporation First Union Virginia Corp
1989 Valley Natl. Grantor Tr 1989-A Valley National Bancorp Associated Banc Corp

1989 Hibernia Natl-1989-A Trust Hibernia Corporation United Banks of Colorado
1989 Bank Of New England 1989-A Bank Of New England Corporation First Fidelity Bancorp NJ
1990 National City Bank, Cleveland National City Corp Union Bank

1990 Midlantic Auto Grantor Trust Midlantic Corporation Ameritrust Corp

1990 Norwest Master Trust Norwest Corporation US Bancorp OR

1990 Signet Credit Card Tr 1990-1 Signet Banking Corporation Comerica Inc

1990 FBS Mortgage Corp First Bank System First City Bancorp TX

1990 First Interstate Bank Of Ca First Interstate Bancorp First of America Bank Corp Ml
1991 Meridian Automobile Tr 1991-A Meridian Bancorp, Inc. State Street Boston Corp
1991 BNY Master Credit Card Trust Bank of New York Company, Inc., UJB Financial Corp

1991 Pittsburgh National Bank PNC Financial Corp Baybanks Inc

1991 Velco 1991-A Grantor Trust Banponce Corporation Whitney Holding Corp

1992 OSCC Home Equity Ln Tr 1992-1 NBB Bancorp, Inc. Trustco Bank Corp NY

1992 Fleet Mortgage Securities Fleet Financial Group, Inc First Fidelity Bancorporation
1993 Corestates Home Eq Trst 1993-1 Corestates Financial Corp Southtrust Corporation.

1993 NationsBank Of Delaware NationsBank Corporation Bancorp Hawaii Inc

1994  Society Student Loan Trust Society Corporation Firstar Bk Milwaukee Na
1995 EQCC Home Equity Ln Tr 1995-1 Barnett Banks, Inc. Regions Financial Corp

1995 Wachovia Cdt Cd Mstr Tr 1995-1 Wachovia Corporation Mercantile Bancorporation Inc
1996  Fifth Third Auto Grantor Trust Fifth Third Bancorp BB&T Corp

1996 Irwin Home Equity Corp Trust Irwin Financial Corporation First Oak Brook Bancshares Inc
1997 Mid-State Trust Vi(Wilmington) Wilmington Trust Corp Capital One Financial Corp
1997 Provident Bank Home Eq 1997-2 Provident Financial GRP Inc United Missouri Bancshares Inc
1997  First Nbc Cc Mstr Trust 1997-1 First Commerce Corporation Commerce Bancshares Inc
1997 Crestar Student Loan Tr 97-1 Crestar Financial Corporation MBNA Corporation

1998 Union Planters Mortgage 98-1 Union Planters Corp M&T Bank Corp

1998 Compass Bank Auto Rec 1998-A Compass Bancshares, Inc. Old Kent Financial Corporation
1998 Greenpoint MH 1998-1 Greenpoint Financial Corp Zions Bancorp

1999 United National Home Loan 99-1 United National Bancorp Mid America Bancorp KY
2000 Amsouth Auto Trust 2000-1 Amsouth Bancorporation Marshall & lisley Corp

2002  First Horizon Mgt 2002-Ar2 First Tennessee National Corporation  BankNorth Group Inc New
2005 SunTrust 2005-1F SunTrust Banks INC Webster Financial Corp
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