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: T}B current interest in financial deriva-
tives sometimes appears to be driven by
the same tastes that support police and
doctor dramas on television: many
crashes and a lot of blood. Though unde-
niably exciting, such shows do not teach
you how to drive safely or how to ad-
minister first aid. Likewise, a concentra-
tion on the blowups of financial deriva-
tives slights the more basic information
needed for policy decisions or corporate
risk management,

This Economic Commentary looks under
the hood of one particularly important
type of financial derivative, the Collater-
alized Mortgage Obligation, or CMO
(sometimes known as a REMIC, or Real
Estate Mortgage Investment Conduit).
CMOs have prominence both because of
their wide use ($650 billion in 1994) and
because of their role in a series of majar
financial setbacks. Wall Street profes-
sionals, incleding the investment bank of
Kidder Peabody and mortgage guru Lew
Ranieri’s Hyperion Capital Management,
fost money investing in CMOs. So did
small towns and counties (some as close
to home as Sandusky County and Jack-
son, Ohio), colleges, and ever an Indian
reservation.? To understand what went
wrong, it is necessary to understand how
CMOs work. This, tco, has its own re-
wards, at least for those whose taste runs
more toward the dazzle of gleaming ma-
chinery and the challenge of complexity.

mesm Derivative Mechanics: The CMO

B Mortgage-Backed Securities
The story begins as ordinary mortgages
become securitized, or bundled into a
pool and then sold. It's a bit ironic that
some of the most sophisticated financial
derivatives ultimately depend on a very
commen, even mundane, instrument —-
the homeowner's mortgage. These mori-
gages provide the underlying collateral
backing up the security.

The first type of morigage-backed secu-
rity, still quite common, is the “pass-
through.” Investors get a pro rata share
of payments — some fraction of the’
monthly mortgage payments made by
the myriad homeowners in the pool.

- Since each monthly payment includes.. ...

both principal and interest, investors get
a mixture of those elements “passed
threugh" from the homeowners. This
presents a problem in that the security
has a very long maturity - it takes
years until the last homeowner com-
pletely pays off the last mortgage and
returns the full value of the-principal.
Since homeowners have the option to
pre-pay their mortgages, pass-throughs
also face the risk that payfuents may
arrive on a different schedule than
investors initially expected.

In the summer of 1983, market partici-
pants developed the CMO to solve these
problems. CMOs break the mortgage-
backed security into a series of bonds.
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B Risk Remains

The standard CMO still exhibits two
types of risk. Interest-rate risk exists
because market rates can change, mak-

" ing the present value of the payment
stream worth different amounts. Pre-
payment risk still exists, and it continues
to make the maturity of the bond uncer-
tain. For example, as interest rates fall,
more people pre-pay their mortgages, so
each tranche has a shorter maturity. As
interest rates rise, fewer people pre-pay
their mortgages. so each tranche has a
longer maturity.

Why do people care about pre-payment
risk? On the simplest level, slow pre-
payments mean that the investor does
not get his money back as quickly, and
the value of the bond declines. When
interest rates rise, even ordinary bonds
drop in price as the present discounted
value of their payments falls. CMO
tranches take another hit, because now
their payments atso come later as pre-
payment rates fall. Market participants
refer to this as extension risk.

Extension risk has two additional down-
sides. One is that it subjects investors to
reinvestment risk. Normally, investors
holding 2 bond want interest rales to drop
because it gives them a capital gain: The
present discounted value of the cash
stream is worth more. Bond prices rise as
interest rates fall. But the pre-payment
effect makes CMOs work somewhat dif-
ferently. When interest rates rise, the
CMO extends at exactly the wrong time,
that is, when interest rates are high and
investors would like to reinvest at the
higher rate. When rates fall, the CMG
tranche pays off quickly, again at the
wrong time. The investor receives more
principal today, when interest rates are
down, and so must trade the high interest
on the original CMO for lower interest
on something else. This reinvestment
risk offsets, and may dominate, the capi-
tal gain or joss sterming from a change
in interest rates. '
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SOURCE: Frank J. Fabozzi, ed., The Handbook of Morigage-Backed Secuyities (footnote 3)

interest rates in a manner unlike the orig-

* inal, so it may be less useful for hedging

liabilities or fitting into their portfolio.

M Fancy CMOs

To mitigate these risks, market partici-
pants created a new type of tranche—
the acctual bond, or Z-bond. This bond
gets neither principal nor interest until
all previous tranches are paid off. The
interest due accrues, and like a zero-
coupon bond, it initially makes no inter-
est payment. The Z-bond acts as a stabi-
lizing influence on the other tranches.

The interest that would otherwise goto

the Z-bond tranche {recali that standard
CMOs pay interest to all tranches)
instead goes to the other tranches and
counts as a principal payment. This con-
stant flow of payments has a steadying
effect, offsetting some of the variability
from pre-payment. As pre-payments

rise, the tranches pay off ahead of sched- .

ule and the Z-bond starts making pay-
ments earlier than originaily anticipated.
Because it is the last tranche, however;
pre-payment fluctuations often average
out by the time the Z-bond comes due.

Some investors wanted even more cer-
tainty about their bonds, so the market
responded with PACS and TACS:
Planned Amortization Classes and Tar-
geted Amortization Classes, two fancier

oRERE!

Tranche (investors)

from the serial paydown pattern of the
tranches, so that other trénches miay
receive principal payments at the same
time as the PAC. In effect, the PAC has
priority over the other tranches through
having first claim on the money available.
For example, if PAC investors are sched-
uled to receive $1 million each month and
the underlying mortgages produce $2
million, then $1 million can go'to the
“companion” franche, If pre-payments
fall so that the mortgagf:s generatc only
$1.25 million, the compamon tmnche gels
only $250,000. If pre- payments falleven

- more so that the mortgages- generateﬁnly

$800,000, even the PAC winds up short,
although it receives the éntite $8{)0,0()0 .

How, then, does a PAC provide protection

against both high and low pre-payment?™
The issuef calculates the availal
flows mmcpmtectcdrah e (ki
the collar) and restncts P
that spread. Thus t‘_
example, the 50 tp_

—Furthermore; theexterded (or stortened)
* bond now has a new, different sensitivity
to risk, with a five-year bond behaving
' differently from a two-year or 10-year
bond. With a change in pre-payments,
investors now hold a bond that reacts to

tranches. PACs provide principal pay-
menis according to a pre-specified sched-
ule. They stick to this schédue a5 long as
pre-payments stay in some broad range
(for exarnple, 56 to 350 percent PSA fsee
box]). Furthermore, the PAC is exempt
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stock will depend not only on the suc-
cess of the credit card business, but also
a whole bunch of other activities, from
commercial and real-estate foans to off-
balance-sheet activities. [f the investor
ts only interested in the credit card
business, he needs to create a “home-
made” credit card portfolio; that is, he
needs to find 2 way of undoing the
effect of the unwanted bank activities
on the stock price.

In practice, this is not an easy task. In
the same way the investor cannot buy a
share of the bank’s credit card receipts,
he also may be unable to find a security
that will undo the effect of, say, real
estate loans on the stock price. Conse-
quently, the investor may never be able
to build an exact replica of the bank’s
credit card business. Even if we assume
that the homemade portfolio is good
enough in the absence of a better alter-
native, there are transaction costs asso-
ciated with buying and selling multiple
securities. So, the presence of a security
that represents an ownership claim on a
certain class of the bank's assets is
advantageous 1o the investor because it
is exactly what he wants, it is a security
he could not have created by himself,
and it can be purchased and sold in one
transaction.

®  More Than an Ownership

Claim
So far, we have described an asset-

due lo delinquencies and defaulls
|
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himself. In order to understand how -
securitization adds value, let’s review
the various risks associated with the
ownership of a credit card portfolio.

By assuming ownership of the credit
card receipts, the investor takes on two
types of risk. First, he bears the default
risk; every uncotlectible credit card
debi is money out of his pocket. Sec-
ond, he assumes the prepayment risk;
when interest rates go down,rconsumers
prepay their credit card bills by switch-
ng to a lower-interest credit card. So,
an income-generating credit card
receipt converts into cash, which the
investor must reinvest and thereby incur
additional transaction costs.

An asset-backed security lessens the
impact of these two risks. As a protec-
tion against default risk, banks issue .
securities against only a fraction of the
asset pool. The rest of the pool is used to
absorb any loan defaults. For example,
the bank may put $300 million worth

of credit card receipts in the special-
purpose eitity and sell securities against
5260 million. The remaining $40 miilion
is excess collateral that loan defaults

are deducted from, while the investors’
claim remains intact. At maturity, what-
ever is left from the excess collateral
goes back to the bank. This kind of
overcollateralization protects the
investor from the occasional loan
default, although the investoc still has

insurance, the proteclion from prepay-
ments is limited—usually to a prespeci-
fied percentage of the asset pool. In
other words, the goal is to protect the
tnvestor from the accasional prepay-
ment and not fo completely eliminate
his exposure to the indusiry,

But how much protection is optimat?
After all, investors™ taste for risk varies
aver a wide spectrum. If an investor is
not very sensitive to cash How disrup-
tions due to prepavments. for example,
and wishes to track the performance of
the credit card portfolio more closely,
the protection provided by the bank
may seem excessive,

Banks have found a creative way to
make securities more attractive to
investors with different risk prefer-
ences: They issue securities with mul-
tiple bondholder classes against the
same asset pool, with cach class
attractive to one type of investor. [n

- the case of mortgages, for example,

Freddie Mac and First Boston issued

- in 1983 the first collateralized mort-

gage obligation {CMO) that had three
classes of securities (A, B. and C)
against the same morigage pool. While
all classes received regular interest
payments, Class A bonds were first to
recetve principal pavments and any
prepayments. Class B bondholders
began to receive principat payments
only after all Class A investors were
paid off, and Class C bondholders
received principal payments afier
Class B bondholders were completely
paid off. The important point to
remember is that, at any one time,
prepayments are directed to retiring
only one class of bonds while the
remnaining classes are protected from
prepayments, So an investor who has a
long investment horizon (such as an
insurance company) and dislikes pre-
payments would be more interested in
a Class C bond, while an investor who
would like to track the real estate busi-
ness more closely would purchase the
Class A bond and expose himself to
the vagaries of mortgage prepayments.

Although CMOs were the first multiple-
class securities, multiple classes are not
a peculianty of montgage securitization.

backed security as a certificate that
allows the investor to collect payments
from an asset pool, But this is an over-
simplification because this type of
security has many quality enhance-
ments that would, once again, be too
costly for the investor to achieve by

M g vl
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fluctuations in the credit card business.

As a protection against prepayment risk,
the bank replenishes the asset pool with
new credit card receipts whenever a
payment occurs. Again, as with default

They are also common it aitfo Ioan and
credit card asset-backed securities. In
addition, other multiple-class securities
allow investors to choose the degree of
default risk they prefer, with credit
ratings ranging from investrnent grade
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TACs offer a similar sort of protection,
but only against pre-payments rising,
The TAC has priority aver other
iranches and hence can keep to its sched-
ule if pre-payments increase. If they
drop off, however, the TAC has no pro-
tection. It is effectively a PAC with one
side of the collar at the expected pre-
payment rate, that is, 100 to 350 percent
or 125 to 350 percent.

CMOs entail a second type of risk —
default risk — because some people will
not {or cannot) make their mortgage
payments. To compensate, issuers over-
collateralize CMOs, For instance, a
CMOG with a face value of $10 million
may have mortgages backing it worth

MEASURING PRE-PAYMENT

aﬁcr, and 50 percont PSA
prc—payments rise to 3 percent at 30
months, remaining constant there-,.

I riGUREZ PSA PRE-PAYMENT MODEL

Principal, percent

$11 million, for a 10 percent overcapital-
ization rate. This means that investors
will get their money even if some home-
owners default. What happens to this
extra collateral if people do not default?
Known as equity in the CMO, or the
residual, it too can be bought and sold.
Per usual in the mortgage-backed mar-
kel, variations have developed, and it is
now possible to invest in bullish, bear-
ish, humped, stable, De Minimus, and
smile residuals.

N Exotic CMOs

Once market participants got the idea of
splitting up the cash flows from a pool of
mortgages, there was no stopping them.
One innovation quickly spawned others,
Just as PACs and TACs spawned the com-
panion classes that made them possible.

The market created 10s, or interest-only
bonds, in which investors get interest
payments as long as the underlying
tranche gets principal payments. POs are
the inverse, paying principal only.

Fancier still are the floaters, bonds
whose coupon {interest payment) is
linked to some interest-rate index, such
as LIBOR or the 11th District Cost of
Funds.® A standard floater may be
quoted al something like LIBOR«®1,

-meaning that the interest payment is 12

percent if LIBOR is 11 percent, and so
forth. A superfloater responds to the
index with a muitiple greater than one.
Thus, when the LIBOR rate moves from
10 percent to 11 percent 1o 12 percent,
the inierest rate on the bond moves from
10 percent to 12 percent to 14 percent.

) - (%] o
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(Of course, the reverse is also trttc A
2 percent drop in LIBOR serids thi
down 4 percent) With an inverse
an increase in the index decreases
rate on the bond. And, yes, ycp cal
asuper inverse floater. . °.
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Exotic CMO constructs can makc lt cas-
ier for the unwary to get into troublc As_r‘ ’
with any mtcrest rate: scnsmvc ﬁnanctall
instrument, if an investor does not prop
erly hedge, changes in interest rates will .
imply big changes in asset value. Exotics
only make these chan ges happcn fastcr
Thus, when interest rates fal] 'mtercst ‘
received by superﬂoatcrs fa]ls even

more, and their value (and ¢




Initially, investors who wished to buy
morigage-backed securities faced a vari-
ety of problems. A pure pass-through
security had a longer maturity than many
investors liked. All mortgage-backed
securities entailed not only interest-rate
risk and default risk, but pre-payment
risk as well. A seghence of ingenious
“innovations helped investors both pro-
tect against and speculate in these risks.

Readers need ndt plan on adding sticky
jump Zs to their portfolio, but looking
under the hood of CMOs may help
irvestors understand—and fater avoid—
financial crashes.

B Footnotes
1. A provision of the Tax Reform Act of [986
eated REMICs. The provision changed the
& liability of particular types of CMOs
issued by private firms, as opposed to those
issued by public agencies such as the Govern-
ment National Mortgage Assactation; or Gin’
nie Mae, For more details, see Robert Gerber,
“Adjustable-Rate Mortgages: Products, Mar-
kets, and Valuation,” in Frank J. Fabozzi, ed.,
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The Handbook of Mortgage-Backed Securi-
ries. 3d ed., Chicago: Prohus Publishing Co.,
1992, pp. 155-96.

2. For interesting journalistic accounts of
these episodes, atong with some additional
information on the morigage-backed securi-
ties market, see Michael Carroll and Alyssa
A. Lappen, “Mortgage-Backed Mayhem,”
Instindional fnvestor, vol. 28, no. 7 (July

1694}, pp. 81-96. See also Lillian Chew,

“Backing Down,” Risk, vol. 8, no. 1 {January
1995), pp. 20-25.

3. This article makes no attempt to offer
investment advice. For more details on the
CMOQ market and bonds, consult Frank J.
Fabozzi, ed., The Handbook of Mortgage-
Backed Securities, 3d ed., Chicago: Probus
Publishing Co., 1992,

4. For other months, the payments will dif-
fer. For high pre-payment rates, a lot of
money will be available early on, then less in
later months when most people have already
paid off their montgages. The reverse is true

- for lowpre-payment rates,

5. LIBOR is the London Interbank Offered

. Rate, or the rate that large international banks

charge each other for short-term loans. The
Ftth District Cost of Funds is an index pro-
duced by the 1tth Federal Home Loan Bank
District. Adjustable-rate mortgages are often
tied to this index.”

Joseph (. Haubrich is a consultant and
economist af the Federal Reserve Bank of
Cleveland. The author thanks Sandy Sterk
Jor research assistance. _ :
The views stated herein are those of the
author and not necessarily those of the Fed-
eral Reserve Bank of Cleveland or of the
Board of Governors of the Federal Reserve

Svsrern.

' GIOIA P BALES
HOFSTRA UNIVERSTTv




s Sccuritization
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COMMENTORY

by O. Emre Ergungor

Secuﬁlization 1s the process of pool-
ing and repackaging loans into securities
that are then sold 1o investors. Although
the practice of selling foans among banks
is quite old—beginning in the late nine-
teenth century—sales to investors are
more recent. dating back to 1970 when
the Government National Mortgage Asso-
ctation (Ginnte Mae) offered investors a
new type of bond—a marigage pass-
through. This security promised investors
the principal and interest payments gener-
ated by a pool of Federal Housing Admin-
tstratton and Veterans Administration
single-famnily mortgage loans. Beginning
with this first Ginnie Mae pass-through.
the list of securitized assets has expanded
to commercial mortgage loans, car loans,
compiter and truck leases, loans for
mobile homes, credit card receivables,
rrade receivables. and student loans.

Despite the wide variety of assets that

can be securitized today. government
agencies and government-sponsored
enterpnises were the main issuers of asset-
backed securities early on (see figure 1),
Ginnie Mae began doing so as a way to
increase homeownership: By buying .
banks” mortgage loans and selling them to
investoes, it provided the banks with fresh
funds to make additional mortgages.
Bank of America issued the first private-
sector pass-through backed by conven-
tional mortgages in [977, but other finan-
cial institutions showed little interest in
the area until the mid-1980s. In 1983, pri-
vately securitized assets totaled less than

Federal Reserve Bank of Cleveland

Commentary describes the mechanics of
asset-backed securities. In doing so, it
reviews how regulatory changes bolstered
the privately issued asset-backed-security
industry by allowing the creation of new
securities that benefit both issuers and
investors.

H What Is an Asset-Backed
Security?
“Asset-backed security” is a broad name
given to a wide variety of financial
instruments that give investors a claim
on the interest and principal payments
generated by a pool of loans. The securi-
tization process begins when a lender
{usually a bank or a finance company)
creates a special-purpose entity, such as
a corporation, a limited liability corpora-
tion, or a business trust, and transfers to
it the ownership of a portfolio of loans
that are similar in type (morigage, auto
loan, and so on), maturity, interest rate,
and their likelihood of default. Owner-
ship shares in the special-purpose entity
can be sold to investors (a pass-through
security), or, altematively, the bank can
retain ownership but issue securities that
promise investors interest and poncipal
payments after these are collected from
borrowers (a pay-through security).
From the investor’s point of view, the
former is similar to owning the stock of
the special-purpose entity, and the laiter
is similar to owning a debt security. In
either case, the lender uses the sale pro-
ceeds to make new loans or for other
corporate purposes. [t also continues to
service the loans—collect principal and

August 13,2003

Obscurejusti() years ago, the securi-
tization of loan portfolios by private
and government-sponsaored enter-
prises is a $5 trillion business today.
This Conunentary explains why the
use of asset-hacked securities has
grown so spectacularly.

purpose entity. Because investors don't
originate the loans, they cannot verify the
quality of every loan being securitized. To
reassure investors, the lender asks a
credit-rating agency to certify the quality
of the loan poitfolio. The rating agency
estimates the default risk of the pontfolio
relative to that of an investment-grade
(low-risk) security and decides how much
default protection the fender must provide
to investors to make the asset-backed
secutrity investment grade. The lender can
enhance the quality of the loan pool in
several ways. It can create a reserve fund
that makes up for defaults; it can post
excess collateral by setting some loans
aside to replace foans that default: or it
can purchase loan-default insurance up o
a prespecifted percentage of the pool. For
example, a 10 percent credit enhancement
would pay for the defaults up to 10 per-
cent of the value of the loan pool. Inany
case, a credit-enhanced, asset-backed
security can be made investment grade
and more easily sold to investors.

As one can easily imagine, each step in
this securitization process costs the

ISSNO428-1276
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sharply, reaching more than $2 triliion in
total assets at the end of 2002—a more
than 600-fold increase in 19 years.

Such remarkable growth would not have
been possible without some economic
and regulatory incentives. This Econonic

interest from borrowers—for which it
deducts a servicing fee (see figure 2).

As described thus far, investors would
quickly recognize a major conflict of
interest in this structure. The lender could
keep all the good loans for itselfand
dump all the bad ones into the special-

lender money. There are legal costs asso-
ciated with the formation of the special-
purpose entity. Dealing with a rating
agency and credit enhancement also
cost money. Then. there is the cost of
issuing securities. How do lendersbene-
fit from stich a deal? Let’s consider the
case of banks for an explanation.
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W Why Securitize?

Banks began to securitize a large vol-
ume of their toan portfolios in response
to changzing regulations and market
forces duning the 1980s. Starting with
the International Banking Act of 1978,
and partially in response to debt prob-
lems of the less-developed countries
during the early 1980s, federal regula-
tors ratcheted up minimum capital
requirements for commercial banks. By
the mid- 1980s, banks were required to
hold primary capital (basically share-
holder equity and reserves set aside for
future loan losses) of at teast 3.3 cents
for every dollar of assets carried on the
balance sheet. Capital requirements

limnit the risks banks will take by putting -

bank owners’ own money at risk. How-
ever, raising capital is costly for the
bank owners. For example, regulators
may force the bank 10 raise equity when
stock market conditions are not favor-
able for a new stock issue, or the bank
may have [0 retain its eamings instead
of distributing them to sharehalders as
dividends.

But there is 2 way to circumvent capital
requiremenis, and it hinges on the fact
that the bank does not have to hold
capital against the loans it originates,
only those it actuatly carries on its
balance sheet. So, there is no capital
requirement if the bank oniginates loans
and transfers their ownership to a
special-purpose entity, effectively
removing them from its balance sheet.
Unless there is an ammangement in the
securitization deal whereby investors
can demand compensation from the
bank for loan defaults in the securitized
asset pool {recourse), regulators allow
banks to keep these loans off the bal-
ance sheet, reducing the need for addi-
tional capital.

The ability to remove loans from the
balance sheet was especially handy for
credit card banks because the Competi-
tive Equality Banking Act of 1987 lim-
ited their total asset growth to 7 percent
a vear, Major lenders in this market had
to find a way to remove their credit card
_ receivables from their balance sheets.
Securitizing those receipts helped banks
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In addition to these changes in the regula-
tory environment, the deposit market—
banks’ traditional funding source—went
through significant changes in the 1980s.
With the Great Depression and bank fail-
ures a distant memory, depositors were
willing to take more risk in retum for
higher rewards by shifting their money
into money market funds and other unin-
sured investments, As deposits became
increasingly scarce and expensive, banks
had few options. One was to give up lend-
ing opportunities—not a first choice.
Another was (and still is) to finance loans
with short-term borrowings from the
money markets. Yet, unlike deposits,
these are not a stable source of financing.
Short-term lenders in this highly liquid
market chase the highest rate of interest
and pul] their money out at the slightest
sign of trouble. Under these circum-
stances, recycling existing resources~—by
selling existing loans and using the pro-
ceeds to make new Joans—is an invalu-
able capability.

Yet even with the impetus from regulatory
costs and funding constraints, securitiza-
tion by private issuers remained subdued
until the mid-1980s; there were only

310 billion in private-sector pass-throughs

uncertainty was resolved by the Office
of the Comptroller of the Currency
when it decided that banks could sell
interests in a pool of loans. A court of
appeals upheld that decision in 1985 and
ruled that these insinaments were not
corporate securities but investments in
the underlying loans: therefore, Glass-

" Steagall did not apply. This ruling and
the Supreme Court’s refusal to hear an
appeal by the Securities industry Asso-
ciation opened the floodgates. By 2002,
private issuers had securitized more
than 32 wrillion in assets compared with
$37 billion in 1985.

The incentives banks have to sell their
loan portfolios to investors is, however,
only half of the story. The spectacular
growth of asset-backed securities is also
explained by the reasons investors have
tor embracing this instrument.

K Why Buy Asset-Backed
Securities?
In general, investors do not like to put
all their eggs in the same basket lest
something awful happen to that basket
and they lose all their eggs. Therefore,
they diversify their holdings among a
number of unrefated baskets that are not

to keep their asset growth tnder control,
while they collected fees for servicing
the securitized loans. It should not come
as a surprise that credit card asset-
backed securities first appeared in the
public debt market in 1987,

outstanding at the end of 1984, amounfing
to just 3.5 percent of the value of al!
federal agency pass-throughs outstanding
at the time. A major inhibiting factor was
uncerfainty about whether securitization
was banned by the Glass-Steagall Act’s
prohibition of commercial banks’ under-
writing of corporate securities. This

all hikely to gel Knocked dowir at the -
same time. Now, suppose an investor
wishes to invest some money in a bank’s
credit card business for diversification
purposes. [n the absence of asset-backed
securities, what are the investor’s alter-
natives? The easiest thing to do is lo buy

the bank’s stock. But the retum on the 233



AAA (last to absorb the loan defaults in
the pool) to default grade C (first to
absorb defaults).

®  Engine of Growth

Pools of loans securitized by govern-
iment-sponsored enterprises and private
financial institutions are worth more -
than 35 trillion today. Banks were
attracted to this business to reduce their
funding costs, whereas investors bene-
fited from the new investment opportu-
nities that did not exist before and
which offered a cheaper alternative to
homemade portfolios.

Furthermore, because securitization
also involves cash-flow partitioning and
eredit enhancement, the asset-backed
security is more than a basket of bank
loans. It is a new kind of security that
caters to the diverse cash flow and risk
preferences of investors.

With these characteristics, securitiza-
tion provides an ever-growing funding
source to banks and may well be the
most irnportant engine of growth in
bank lending.
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Respond to the following:

1. What is securitization? Why has it been such an important concept to the

growth and development of the money and capital markets?
2. What are the benefits of the securitization process from both an issuer

and investor perspective?
3. What is a CMO? How did the CMO expand the appeal of mortgage

securities?
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