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< Abstract >

Analysis on What Determines Korea’s ABS Spread

Asset backed securities (ABS) are one of the tools a
financial or non-financial firm use to raise capital by issuing
securities based on its assets. In theory, ABS take the form
of bonds, and thus their prices are determined by the sum of
the values obtained by discounting the security’s future cash
flows at a rate reflecting the credit risk, just as how
conventional bonds are priced. However, the issue vyield
spread of Korean ABS is high over Korea Treasury Bonds
(KTB) with the same maturity, and even higher than the
spread of corporate bonds with the same maturity and credit

rating.

This study is purposed to explore the credit spread
between ABS and KTB, and the excess spread of ABS
relative to comparable corporate bonds, and to conduct a
series of empirical analyses on the factors affecting the

spreads.

Korea’s ABS market was orderly introduced when the
Asset-backed Securitization Act was enacted in September
1998. Since then, the market gained momentum as diverse
underlying assets have been adopted. Also, numerous changes
taking place in market conditions have substantially reshaped
the asset composition and securitization structure. In terms of

the issuance structure, Korea's ABS exhibit wildly varying

_Xi_




characteristics (e.g., the maturity, credit rating, credit
enhancement, and securitization structure, etc.) across
underlying assets. For example, MBS based on long-term
assets have longer maturities whereas CDO have shorter
maturities and stronger credit enhancement. To securitize
project finance loans, a structure is designed to avoid any
restriction on asset owners, and to enhance credit with
guarantees provided by constructors. As such, Korea’'s ABS
market has starkly different maturities, and diverse structures
for securitization and credit enhancement across underlying

assets.

The data on ABS issue vyields show that ABS have a
positive spread over KTB due to the credit risk. Also, ABS
have a statistically significant, and continuous positive spread

over comparable corporate bonds.

According to the data on term spreads, the spread
between ABS and KTB with the same maturity has fallen
since the introduction of ABS, with some abrupt widenings at
times of crisis such as Korea's credit card debacle, and the
global financial crisis. Also, ABS spreads vary across

underlying assets.

The ABS spread relative to corporate bonds with same
conditions remains positive, if all types of ABS are included.
By underlying asset, MBS have a minus spread over
comparable corporate bonds, while ABS with other underlying
assets always have a higher spread relative to comparable

corporate bonds.

- Xil -




This study tries to look at the factors affecting ABS
spreads via an empirical analysis on publicly-offered,
senior—tranche ABS by establishing a regression analysis
model that adopts not only common bond factors and liquidity

factors, but also ABS-specific factors.

The results of the regression analysis reveal that the ABS
spread over KTB is affected significantly by not only common
factors such as the credit spread and maturity, but also the
liquidity factors such as the issuance size. Also, statistically
significant impacts are found in ABS-specific factors, such as
the asset owners’ credit rating, credit enhancement level, and
the bank credit provision dummy variable, etc. Those results
well support the impact of common factors as well as the

ABS structure on ABS prices.

To look at the impact of any change in market conditions
on ABS spreads, I adopt the time dummy variable to carry
out a regression analysis on spread determinants. The result
confirms a statistically significant impact of the dummy
variable during the credit crisis period, which evidences a
higher price sensitivity of ABS when the market risk

increases.

An empirical analysis on the factors affecting the excess
spread of ABS relative to corporate bonds demonstrates that
the maturity and credit rating affect ABS spreads even when
the credit risk and maturity are controlled, and that all

ABS-specific factors have an impact. Such results could be

- Xxiil —




interpreted as that ABS have a higher sensitivity to the
maturity and credit rating compared to corporate bonds, and
that ABS-specific factors are reflected in the issue yield and

then in the spread.

Furthermore, the analysis using the time dummy variable
to see the impact on the excess spread relative to corporate
bonds shows widening ABS spreads at times of credit

crunches.

In another regression analysis dividing ABS into four
categories (general ABS, MBS, CDO, and securitization of
project finance loans), different price determinants are found
across different underlying assets. Such a finding supports
that the differences in asset characteristics and securitization
structures across types of underlying assets are reflected to

determine ABS spreads.

The aforementioned results in this study provide the
following implications for the development of Korea's ABS

market.

First, compared to corporate bonds, ABS carry additional
risk factors, which is reflected in price determination. Thus,
investors in ABS need to make their investment decision fully

taking those factors into account.

Second, regulators should formulate plans to bolster
information provision with regard to ABS structures and
characteristics. In particular, it is necessary to strengthen

information provision on asset performance, which can be a

- XIlv -




basis for performance—based investment analyses and thus
help improve market efficiency. Moreover, disclosure on
securitization needs improving so that more information on
underlying assets is disclosed and more data are provided to

assess the risks in ABS.

Third, further plans are necessary to facilitate the
secondary market in order to enhance the efficiency of the
ABS market. It is recommended to devise plans to lower ABS
spreads by establishing an efficient secondary market for
ABS.

Fourth, the market structure should be designed for a
diversity of underlying assets by introducing a regulatory
regime for revitalizing ABS, and adopting a more flexible

institutional framework.
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5 2859 factorgk Feg 3 ak(%)
AAA 22 0.00
AA+ 21 0.00
AA 20 0.00
AA- 19 0.00
A+ 18 0.96
A 17 0.96
A- 16 0.96
BBB+ 15 2.67
BBB 14 2.67
BBB- 13 2.67
BB+ 12 10.75
BB 11 10.75
BB- 10 10.75
B 9 16.57
B+ 8 16.57
B- 7 16.57
CCC+ 6 34.99
CccC 5 34.99
CCC- 4 34.99
CcC 3 73.33
C 2 65.16
D 1 100.00
e 0 -
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Model 1 Model 2
ABS 21853 4| -0.0024 1% | (-64.68) - -
ABS ¥ E38t& - - 0.81143=#x| (62.30)
frestsd T 0.00248#*x| (17.08)| 0.00238+*x| (16.10)
s Tl -0.00144##x| (=6.10)| -0.00266%*x|(-11.21)
EUx g -0.00098##x| (=6.10)| -0.00101#*x| (-6.12)
AR AR A8 -0.00040%x | (=15.07) - -
A E A B S - -1 0.02950%#x| (6.95)
FNERTY F5 -0.00264 %% | (=13.78)| -0.00252%#x | (-12.68)
23 Aggo] ¢nl | -0.00143#xx| (-10.01)| —0.00156%*x | (=10.90)
2000w 0.00584 x| (15.19)| 0.00703%#x| (17.71)
2001 vl 0.00325%#x | (10.00)|  0.00371s#x| (11.08)
2002 tiv| -0.00133##x| (=3.99)| -0.00064* | (-1.90)
2003 ©u| 0.00777#xx| (27.88)| 0.00802%#x| (28.23)
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e 0.07044xxx| (81.74)| 0.01394#*x| (18.99)
Adjusted R-Square 0.5831 0.5608
N 11,671 11,671
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E 11-6> F A CHH| AZlE AXMLlo CfEF OLS E4
Model 1 Model 2
_ -0.00037
Al 3lA -
ABS 1.0 o " gl \_g)\_ (_1074)
0.0369 1%
=] Eg],e _
ABS FE&E (3.09)
. 0.00036%xx* -0.00002
O =3gl=y] u
Festsd Wl (2.60) (~0.14)
- ~0.0006 1+ -0.00225 %
4} 3] =d
s (-2.81) (-10.33)
-0.00176%** -0.00177##*
=] w3 ol
A R (~12.06) (-11.93)
~0.0004 6%
ZA oz} Al -
PR 28 (-19.55)
0.02603x*
A o 1=} Eg],e _
_ -0.00133#x** -0.00098 %
ZALRT} S
sAeRd T (-7.41) (-5.33)
-0.00280*x -0.00285 %
o3 Aol ¢nr
3 Alggel Byl (-22.05) (-22.29)
g 0.02661 % 0.01567**
(36.12) (24.31)
Adjusted R-Square 0.1390 0.1022
N 11,671 11,671
F o] B AbEslsde AZgss AASE Q40 ik OLS 4 Ao
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Tol® Bkl BAACE Fofd 4% wAH T o o U=
7b Ee Bo g yehdth g AHREssd 54 aRIER o3 vt
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Holz 9t} 3H 2G5 3=E EA
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Model 1 Model 2
ABS 21453 323k | -0.00054%#x | (-16.81) - ~
ABS F =85 - - 0.09198=#x|  (8.29)
frestsd v 0.00060%#x | (4.83)| 0.00038+#x|  (3.00)
o RTsl -0.00132##x| (=6.51)| =0.00259*#x | (=12.78)
Edx g -0.00087#xx| (=6.30)| -0.00089*xx| (-6.32)
AR E G2 g | -0.00037#5x | (-16.13) - -
A AL F et E - -| 0.02311%xx| (6.39)
ENERTY £ -0.00201%#x| (=12.25)| -0.00181#x* | (-10.68)
23 Aggo] ¢ul | -0.00187#xx | (=15.29)| —0.00189%#x| (-15.56)
2000 ] 0.00082:x (2.49)| 0.00113#xx| (3.33)
2001 tiv| -0.00217#xx| (=7.81)| -0.00174*xx| (-6.09)
20023 ©jn] -0.00248#xx| (=8.70)| =0.00179*xx| (-6.23)
2003ty 0.00422#x | (17.71)| 0.00466%#x| (19.27)
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2008 ] 0.00182#+x|  (6.57)| 0.00208%*x|  (7.38)
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s 0.02852:#x | (38.71)| 0.01404%#x| (22.45)

Adjusted R-Square 0.3143 0.2835

N 11,671 11,671
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