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7> ABSTRACT =6

This thesis examines securitization and fair value reporting practices during the global
financial crisis. Specifically, Chapter 2 evaluates the circumstances surrounding the financial
distress experienced by Countrywide Financial Corporation (Countrywide). Chapter 3 evaluates
whether the information disclosures released by Countrywide in the lead up to its near-
bankruptcy provided information about the risks that other firms were exposed to more
generally, and whether this information was reflected in the stock prices of the other firms.
Finally, Chapter 4 examines whether the concerns relating to the relevance of Leve/ 3 financial
assets measured under Statement of Financial Accounting No. 157 are primarily attributable to
those assets arising as a consequence of securitization transactions (i.e., retained interests and
mortgage service rights) rather than Level 3 assets generally. The primary motivation for this
thesis is to contribute to the regulatory debate that is occurring in the aftermath of the global
financial crisis (GFC). Of particular concern is whether this debate is correctly identifying the
causes of the GFC and to provide evidence relating to: claims of the lack of transparency
associated with securitization transactions, and whether the criticism directed at financial
reporting is correctly focused.

The key findings of this thesis suggest that while Countrywide perhaps is an extreme
example, its mortgage banking activities and the sudden financial distress it experienced as a
consequence of these activities, typified the problems that beset firms in the financial services
sector during the GFC. The risks associated with Countrywide’s securitization activities were not
well reflected in the financial statements, and the disclosures of these transactions and their
cumulative impacts are not clearly disclosed which likely impeded investors’ pricing decisions.
The results of Chapter 3 provide evidence consistent with the concern that the opacity and
complexity of securitization activities reduced the capacity of investors to value the firms’
equity. During the six months preceding Countrywide’s acceptance of the Bank of America’s
offer of a $4.1 billion merger deal (January 11, 2008), Countrywide released material disclosures
to the Securities and Exchange Commission (on Form 8-K). These disclosures generated
significant abnormal returns to the common stock of the (non-) regulated and non-financial
firms’ common stock which is consistent with the disclosures releasing information that alerted
investors to the true risk levels common to other firms. The magnitude of the returns realized can
partially be explained by the firms’ securitization activities, leverage, liquidity and profitability.

Chapter 4 provides evidence that concerns relating to the reduced relevance of Level 3
fair value assets are primarily attributable to those assets arising as a consequence of
securitization transactions (i.e., retained interests and mortgage service rights) rather than Level 3
assets generally. Furthermore there is evidence that the disclosures relating to securitization
transactions are likely insufficient and potentially relevant information is being omitted from the
financial reports. Accordingly, the criticism being leveled against Statement of Financial
Accounting Standards No. 157 might more correctly be directed towards Statement of Financial
Accounting Standards No. 140 (FASB 2000).

XII



CHAPTER 1

#» THESIS INTRODUCTION &

This thesis evaluates securitization and fair value reporting practices during the
global financial crisis. Specifically, Chapter 2 assesses the circumstances surrounding the
financial distress experienced by Countrywide Financial Corporation (Countrywide).
Countrywide was one of first prominent financial firms to collapse during the global
financial crisis (GFC). Prior to its collapse, Countrywide was the largest mortgage lender in
the United States (U.S.) with a market capitalization of $27 billion at the end of Jan 2007.
However, its stock price plummeted over the second half of 2007, and it was only saved
from bankruptcy by Bank of America’s merger agreement to acquire it for $4.1 billion on
January 11, 2008. Countrywide, while perhaps an extreme example, typified the problems
that beset firms in the financial services sector during the GFC. Chapter 3 evaluates
whether the information disclosures released by Countrywide in the lead up to its near-
bankruptcy provided information about the risks that other firms were exposed to more
generally, and whether this information was reflected in the stock prices of the other firms.
Finally, Chapter 4 examines whether the concerns relating to the relevance of Level 3
financial assets measured under Statement of Financial Accounting No. 157 are primarily
attributable to those assets arising as a consequence of securitization transactions (i.e.,
retained interests and mortgage service rights) rather than Level 3 assets generally.

The primary motivation for this thesis is to address some of the concerns raised in
the regulatory debate which is occurring in the aftermath of the GFC. The rapid demise of

Countrywide and the firm losses that spread globally from the collapse of the U.S. housing
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market sent shock waves through the financial markets prompting calls for more regulatory
oversight (PWGFM 2008; GAO 2009). As securitization represents the largest segment of
the U.S. debt market and, securitization underpins the financing of U.S. mortgage loans,
there were questiqns surrounding the implications of the opacity and complexity of firms’
securitization activities (e.g. Schmudde 2009; Brunnermeier 2009a)." The troubling aspect
of securitization is that firms structure the securitization transactions to meet sales
accounting under Statement of Financial Accounting Standards No. 140 (2000) which
allows the securitized assets to be transferred off the balance sheet. This treatment
significantly reduces the transparency of the risk exposures retained by firms (e.g. Barth
and Landsman 2010) and many of the risks that remain with the securitizing firm are not
quantifiable from the balance sheet (e.g., Vermilyea et al. 2008; Casu et al. 2010). The lack
of transparency in relation to the nature and quantum of the risk exposures retained by
firms from the securitization activities continues to create significant concern among
accountants, regulators, investors and depositors (e.g. Barth and Landsman 2010; Ryan
2008; Kettering 2008; OPS 2008).

In addition to the concerns raised about the opacity of firms’ securitization
activities, there were claims of systemic failure in the financial reporting process of the
firms’ financial assets. Through the Emergency Economic Stabilization Act (2008), the
U.S. Congress put strong pressure on the FASB to change the fair value accounting rules

criticising the existing regulatory oversight for giving too much flexibility to firms through

" The level of outstanding securities resulting from only US firms’ securitization activities was USD $11.61
trillion (as at Dec 2007. This figure entails $9.14 billion mortgage-backed securities and $2.47 billion asset-
backed securities, collectively representing 36% of the total $32.32 trillion of U.S. bond market debt (SIFMA
2010; GAO 2009).
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the fair value measurement requirements of SFAS 157 (2006c¢).* This criticism surrounding
the flexibility of SFAS 157 (2006¢c) measurement requirements is reinforced by academic
literature that finds the banks’ Level 3 asset recognitions are less relevant than the banks’
Level 1 and Level 2 asset recognitions (e.g. Song et al. 2010; Goh et al. 2009). The authors
of these studies argue that the reduced relevance is due to the uncertainty regarding the
measurement parameters associated with SFAS 157 (2006¢) measurement requirements.
The key findings of this thesis are as follows. Chapter 2 reveals that the distress
experienced by Countrywide was largely a consequence of its business model which
involved the origination and subsequent securitization of mortgage loans. Over the period
January 2001 to December 2007, Countrywide originated $2.55 trillion mortgage loans, of
which $2.51 trillion were securitized. From these transactions, Countrywide generated
$33.83 billion of revenues, and while this appears relatively insignificant in relation to the
value of assets securitized (just 1.35%), it represents a substantial proportion (66.38%) of
Countrywide’s total revenues of $50.97 billion. Critically, the risks of this business model
became apparent when the quality of the mortgage loans securitized came into question,
and the securitization vehicles experienced liquidity problems (PWGFM 2008; GAO 2009;
IMF 2009). An analysis of the external financial reports reveals the risks associated with
Countrywide’s securitization transactions are not well reflected in the financial statements.
Disclosures of these securitization transactions and their cumulative impacts are sparse and
incomplete which likely impeded investors’ pricing decisions. The question of interest is to

what extent the disclosures about Countrywide’s declining performance that arose from the

See also Forbes (2009); American Bankers Association (2008); Hughes and Gillian (2008)
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risk exposures of its prolific origination and securitization business model, signaled to the

capital market the potential risk exposures common to firms more generally.

The results of Chapter 3 find some support for the concern that the opacity and
complexity of securitization activities reduced the capacity of investors to value firms’
equity. During the six months preceding Countrywide’s acceptance of the Bank of
America’s offer of a $4.1 billion merger deal (January 11, 2008), Countrywide released
material disclosures to the Securities and Exchange Commission (on Form 8-K). These
disclosures, which revealed the deterioration in the company’s financial position that arose
from risk associated with its mortgage business, generated significant abnormal returns to
the common stock of regulated firms, non-regulated finance and non-finance firms which
are consistent with the disclosures releasing information that alerted investors to the true
risk levels common to other firms. The average effect of Countrywide’s eight disclosures
generate significant negative abnormal returns for the unregulated finance and non-finance
firms, but not for regulated firms which were subject to tighter regulation on risk exposure
(e.g. BCBS 2006). The magnitude of the returns realised can be partially explained by the
firms’ securitization activities, leverage, liquidity and profitability. The abnormal returns
demonstrate the role played by Countrywide in releasing information about the
deteriorating state of the mortgage market.

Chapter 4 provides evidence that the banks’ recognized Level 3 assets were less
relevant than the banks’ recognized Level I and Level 2 assets during the period of the
global financial crisis. However, the lower relevance of Level 3 assets is restricted to the
banks undertaking asset securitizations. Chapter 4 finds that the relatively lower relevance

of Level 3 assets can partially be explained by the magnitude of the banks’ unconsolidated
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mortgage securitizations which are found correlated with unreported liabilities that range
from an average 47.42 cents to 77.01 cents per share. For the banks that did not conduct
mortgage securitization activities, empirical analysis reveals the investors found Level 3
asset recognitions to be of equivalent relevance to Level I and Level 2 asset recognitions.
These results provide evidence that disclosures about banks’ unconsolidated securitization
activities are relevant to Level 3 asset recognitions. Furthermore, the results provide
evidence which suggest the disclosures relating to securitization transactions are likely
insufficient and potentially relevant information is being omitted from the financial reports.
Accordingly, the criticism being leveled against SFAS 157 (2006¢) might more correctly
be directed towards SFAS 140 (2000).

This thesis provides evidence to substantiate the concerns that the firms’
unconsolidated securitizations may have resulted in price corrections to the firms’ equity
during the global financial crisis. The separate evaluation of five portfolios constructed of
regulated and non-regulated financial firms show significant abnormal returns were realized
as the true nature and level of risk exposures associated with mortgage securitization were
revealed through a series of adverse events reported by an industry leader, Countrywide
Financial Corporation. Further, this thesis extends the existing literature by providing some
evidence that in the wake of the global financial crisis, the firms’ securitization activities
were a cause of the reduced relevance in the firms’ Level 3 fair value asset recognitions.
Overall, these findings provide useful insights for public policy orientated towards
addressing the contributory role of the opacity and complexity of the firms’ unconsolidated
securitization transactions to the global financial crisis. In addition, the findings suggest the

financial reporting process of fair value asset recognitions did not lead to systematic failure,
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but the lack of transparency associated with the firms’ unconsolidated securitizations
impacted the relevance of the Level 3 asset recognitions during the global financial crisis.
These findings support the FASB’s (2009) decision to mandate the consolidation of the
firms’ securitizations which should avoid substantial off-balance sheet liabilities obscuring
the firms’ true underlying economic risks.

The remainder of this thesis is organized as follows. Chapter 2 evaluates the
circumstances surrounding the financial distress experienced by Countrywide. Chapter 3
examines the economic impact of Countrywide’s near-bankruptcy on regulated and
unregulated finance firms, and non-finance firms. Chapter 4 evaluates the value relevance
of bank securitizations on bank Level 3 fair value asset recognitions, and Chapter 5

concludes.
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CHAPTER 2

& SECURITIZATION LEADS TO NEAR-BANKRUPTCY &

ABSTRACT: This study evaluates the circumstances surrounding the financial distress
experienced by Countrywide Financial Corporation (Countrywide). The study reveals
that the distress experienced by Countrywide was largely a consequence of its business
model which involved the origination and securitization of mortgage loans. The risks
that this business model exposed Countrywide to became apparent when the quality of
the mortgage loans securitized came into question, and the unconsolidated securitization
vehicles experienced liquidity problems. Though there were indications in the financial
reports of the risks that Countrywide was exposed to, this did not extend to the volatility
in the value of the retained interests on the balance sheet, or to (contingent) liabilities
relating to the securitization transactions. While stockholders and management
benefited from the high returns that the business model generated over the period 2000
to 2006, the risks were realized in 2007.

Keywords: Countrywide Financial Corporation, Securitization, Mortgage,
global financial crisis

Data Availability:  All data are publicly available from sources indicated in the text

JEL Classification: M41, M48, G01, G21

Note: To retain continuity, the tables referred to in the text of each
chapter can be found at the end of the thesis after the reference
list (beginning p. 128). The figures referred to follow the tables
(beginning p. 146). The appendices referred to are located after
the tables and figures (beginning p.150).
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2.1  INTRODUCTION

The objective of this case study is to evaluate the circumstances surrounding the
financial distress experienced by Countrywide Financial Corporation (Countrywide). Of
specific concern are how the business activities of Countrywide, which involved the
origination and securitization of mortgage loans, contributed to its financial distress;
how these business activities were reflected in the financial reports and whether they
revealed or obscured the risks to which Countrywide was exposed; and finally
identifying any factors which might have contributed to Countrywide adopting its
particular business model.

Countrywide was one of first prominent financial firms to collapse during the
global financial crisis (GFC). Prior to its collapse, Countrywide was the largest
mortgage lender in the United States with a market capitalization of $27 billion at the
end of Jan 2007. However, its stock price plummeted over the second half of 2007, and
it was only saved from bankruptcy by accepting Bank of America’s offer of a $4.1
billion merger deal (January 11, 2008). Countrywide, while perhaps an extreme
example, typified the problems that beset firms in the financial services sector during
the GFC. Accordingly, Countrywide was chosen as the subject for this case study.

The primary motivation for this case study is to contribute to the regulatory
debate that is occurring in the aftermath of the GFC. Of particular concern is whether
this debate is correctly identifying the causes of the GFC and to provide evidence which
may support claims of the lack of transparency associated with securitization (e.g.
Gorton 2008b; Kettering 2008; OPS 2008) and whether the criticism directed at
financial reporting is correctly focused (e.g. Hazen 2009; US Congress 2008). A

secondary motivation for this case study is to inform subsequent studies of how
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information disclosed about the problems at Countrywide informed the market about the
risk exposures of other firms more generally and how this was reflected in the price
reaction (Chapter 3), as well as shed light on the type of accounting disclosures made by
financial institutions involved in the origination and securitization of mortgage loans
more generally (Chapter 4).

The evaluation of Countrywide reveals that the distress experienced by the firm
was largely a consequence of its business model which involved the origination and
securitization of mortgage loans (commonly referred to as the originate-to-distribute
model BIS 2008). Over the period January 2001 to December 2007, Countrywide
originated $2.55 trillion mortgage loans, of which $2.51 trillion were securitized.
Furthermore, Countrywide generated $33.83 billion of revenues from these mortgage
transactions and while this appears relatively insignificant in relation to the value of
assets securitized (just 1.35%), it represents the majority (66.38%) of Countrywide’s
total revenues of $50.97 billion. Critically, the risks of this originate-to-distribute
business model became apparent when the quality of the mortgage loans securitized
came into question, and the securitization vehicles experienced liquidity problems
(PWGFM 2008; GAO 2009; IMF 2009).

A feature of securitization is that it removes assets (and the liabilities) from the
balance sheet, and there are only limited disclosures required by Statement of Financial
Accounting No. 140 (2000) relating to the risks associated with the securitization
transactions (Barth and Landsman, 2010). These disclosures focus on retained interests
in the securitizations, which are generally high risk, first loss positions designed to
shield investors in the securitized mortgage loans from losses up to a certain level (Chen

et al. 2008). In 2007, Countrywide recognized write-downs of $1.28 billion in relation
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to its retained interest assets and this represented 38 percent of its mortgage based
revenues, an increase of 364 percent (from $0.28 billion) on the previous year prior to
the write-downs. The risk, or volatility, in these asset values are not well reflected in the
financial statements. However, the retain interests are small relative to the value of
mortgage loans securitized, and the disclosures of these transactions and their
cumulative impacts are not clearly disclosed. Limited recognition also applies to the
(contingent) liabilities in relation to the unconsolidated securitization vehicles which
hold the underlying mortgage loans securitized.

Reflecting on the factors that likely lead to Countrywide adopting the origination
and securitization business model, it is notable that this model contributed to a seven-
fold increase in pre-tax profits over the period February 2001 to December 2006, from
$0.59 billion to $4.33 billion, and a five-fold increase in market capitalisation from
$5.02 billion to $26.36 billion. For the same period CEO, Angelo Mozilo was rewarded
with compensation of $391.91 million, of which 22.9 percent ($89.60m) was in the
form of cash bonuses, and 72.1% ($284.61m) from the exercise of stock options.
Clearly the fortunes of Countrywide, its stockholders and managers were built upon a
business model that included significant risks. These risks were realized in 2007.The
remainder of this chapter is structured as follows. Section 2.2 provides information on
the history of Countrywide and an overview of its business model. Section 2.3 evaluates
how Countrywide’s activities were captured in the financial reports. Section 2.4
evaluates executive compensation paid and how this related to performance, and Section

2.5 concludes.
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2.2  THE HISTORY OF COUNTRYWIDE AND ITS BUSINESS MODEL
THE INITIAL YEARS (1969-2000)

Countrywide was founded by David S. Loeb and Angelo R. Mozilo in March
1969 as OLM Credit Industries Inc. OLM Credit Industries Inc was reincorporated as
Countrywide Credit Industries on 6 February 1987 in Delaware, and after the
acquisition of Treasury Bank Ltd on 17 May 2001, the company was converted to a
bank holding company on 7 November 2002, taking the name of Countrywide Financial
Corporation. A summary of the significant dates in Countrywide’s history is provided in
Table 1.

Since inception, Countrywide has engaged primarily in the mortgage banking
business which includes the origination, the purchasing, the servicing and the selling of
mortgage loans. Up until the mid 1990s, Countrywide retained the mortgage loans its
originated and the sale of loans was only incidental, and when loan sales occurred
Countrywide typically continued to service the mortgage loans in return for fees (i.e., a
service strip)., These activities were consistent with the market for residential home
loans generally, where the overwhelming majority of loans were provided by savings
and loans institutions that typically originated, serviced and held the loans in their
portfolios.

From the mid 1990s, Countrywide increased the sales of its mortgage loan
origination and this was doubtlessly facilitated by the government sponsored mortgage
agencies; the Federal National Mortgage Association (Fannie Mae), Government
National Mortgage Association (Ginnie Mae), and the Federal Home Loan Mortgage
Corporation (Freddie Mac). These agencies provided funding to lending institutions

such as Countrywide by purchasing mortgage loans that meet a set of lending standards
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(i.e., conforming mortgage loans), securitizing and selling them as mortgage-backed
securities to investors (Temkin et al. 2000; Smith et al. 2007; Corporation Act 2005).
The extent of this change in the market for residential home loans, from originate and
hold-to-maturity to originate and securitize / sell, is highlighted by the government
sponsored mortgage agencies securitizing only 1 percent of all outstanding mortgage
loans in 1965, and this increasing to 48 percent in 2001 (Barth et al. 2008).

Underpinning this business model was the ability to originate mortgage loans
efficiently and, during this period Countrywide developed its ‘EDGE’ platform to
enable the company to reduce mortgage origination costs. In addition, in 1988
Countrywide Servicing Exchange was established to act as a broker for buyers and
sellers of mortgage servicing rights. The expansion of mortgage origination activities by
Countrywide also coincided with the U.S. savings and loan crisis (European Central
Bank 2004). With the decline of the saving and loans, Countrywide’s activities
expanded, and in the early 1990’s Countrywide became the largest independent
mortgage lender and servicer in the U.S.

Notwithstanding, Countrywide still faced significant competitive pressures.
Consolidation in the banking sector exposed Countrywide to increasing competition
from large diversified financial institutions (e.g., Wells Fargo, Washington Mutual).
Furthermore, as Countrywide was not licensed to take deposits and instead relied on
short-term borrowing to fund its long-term mortgage loans, this necessitated
Countrywide selling the mortgage loans it originated off its balance sheet as quickly as
possible (Talley 1996). This activity created a heavy reliance on the secondary
mortgage loan market, and in particular the government-sponsored mortgage agencies,

Freddie Mac, Fannie Mae and Ginnie Mae. While not solely attributable to
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Countrywide, it is notable that over the period 1980 to 2000 (Table 2) the value of
mortgage loans outstanding in the U.S. held by these agencies increased significantly
(1,004%) relative to that of financial institutions (162%). This is also reflected in the
comment by Hochstein and Brockman (1999, p. 12) that “Countrywide relies solely on
the secondary market created by Fannie and Freddie to place its loans”.

It is also likely that to reduce the reliance placed on the government sponsored
entities and allow the access to the market for non-conforming mortgage loans,
Countrywide established Countrywide Capital Markets for the trading and broking of
mortgage-backed securities, mertgage servicing rights, and loans. Completion of the
transformation of the business model to origination and securitization was likely
signaled by the sale of most of the originated loans sitting on the Countrywide balance
sheet to Fannie Mae in 1999 (Hochstein and Brockman 1999).

This evolution of the Countrywide business model was also likely impacted by a
number of regulatory factors.® First, legislative changes sought to uncouple the
mortgage loan functions of origination, servicing, and financing with the aim of
enhancing competition in the financial services sector. This saw an expansion in the

number of mortgage brokers from 7,000 in 1987 to 53,000, by 2006 (Barth et al. 2008).

3 The Equal Credit Opportunity Act (1974) introduced penalties for financial institutions discriminating

on the basis of race, color, religion, national origin, sex, marital status, or age; the Community
Reinvestment Act (1977) encouraged banks and other institutions to meet the needs of borrowers in all
segments of their communities; The Depository Institutions Deregulation and Monetary Control Act
(1980) granted thrifts the power to make consumer and commercial loans, issue transaction accounts
and exempted some financial institutions from state interest rate limits. Alternative Mortgage
Transaction Parity Act (1982) to allow lenders to originate mortgage loans with features such as
adjustable-rate mortgage loans, balloon payments, and negative amortization; Tax Reform Act (1986)
outlawed tax deductions on consumer loans and allowed interest paid deductions on mortgage loans
incentivizing homeowners to spend big on consumer items and use home loan equity to pay the
consumer loan (e.g. credit card debt); Riegle-Neal Interstate Banking and Branching Efficiency Act
(1994) repealed the interstate provisions of the Bank Holding Company Act of 1956 that regulated the
actions of bank holding companies; Gramm-Leach-Bliley Act (1999) repealed the Glass-Steagall Act
(1933) and deregulated banking, insurance, securities, and the financial services industry, allowing
these financial institutions to grow large. Wachter (1990), Kettering (2008) and Peterson (2007a)
provide further details of the regulatory changes.
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Problematically, this removed a major incentive for those originating mortgage loans to
be concerned with underlying asset quality (e.g. Peterson 2007a; OPS 2008). Second,
legislative requirements dictated the accessibility to finance to a wider range of
borrowers, especially minority groups, some of whom had poor credit risk (e.g. Mian
and Sufi 2008; Demyanyk and Hemert 2008). A manifestation of the increased
accessibility to finance was a significant expansion in homeownership rates from 64
percent in 1994, to 69 percent in 2004 the highest point in U.S. history (see Figure 1).
The greater demand for mortgage loans together with increased competition
between mortgage originators, led to the establishment of a mortgage loan securitization
process independent of the government sponsored entities [See Appendix A for further
details on securitization transactions]. The government sponsored enterprises (GSEs)
were the traditional ‘gatekeepers’ of credit quality through their requirement and action
of only purchasing conforming (also referred to as agency) mortgage loans. However,
the increased competition couple with the rise of securitization independent of the GSEs
signaled the emergence of one aspect of the non-conforming (also referred to as non-
agency) market, the subprime market. While subprime mortgage loans were less than 5
percent of total U.S. mortgage loan originations in 1994, they increased to 13 percent by

2000 and 20 percent by 2006 (Ashcraft and Schuermann 2008; Barth et al. 2008).

THE BooM YEARS (2000 - 2006)

Using the originate-to-distribute business model, Countrywide expanded its
activities rapidly from 2000. Table 3 (Panel A) provides evidence of this with total
mortgage loan originations increasing from $66.74b in 2000 to $468.17b in 2006.

Furthermore, there was a corresponding increase in the level of mortgage loans serviced
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with this increasing from $250.19b in 2000 to $1,298.39b in 2006. Reflecting the
reliance Countrywide placed on securitization, mortgage loans held on the balance sheet
amounted to only $2.65b in 2000 and $109.36b in 2006.

The nature of mortgage loans being originated during the boom period 2000 to
2006 also changed. Whereas mortgage loans categorized as non-agency amounted to
$17.99 billion and represented only 27 percent of total mortgage loan originations in
2000, by 2006 this had increased to $305.98 billion and represented 65 percent of total
mortgage originations. For a mortgage loan to be categorized as an agency loan (and for
which the government sponsored agencies stood ready to buy and then sell on into the
secondary mortgage market) it needs to meet criteria, including a maximum loan to
home price ratio, a maximum debt to income ratio and a certain level of mortgage
documentation (Temkin et al. 2000). Accordingly, it is inevitable that as the value and
proportion of non-agency loan originations increased, the risk of the loans were also
increasing. Furthermore, not all non-agency loans were labeled subprime, with this
likely reflecting the lack of a precise definition of subprime. Rather a range of
descriptors were applied including, but not limited to, non-conforming, subprime and
prime home equity mortgage loans (Lehnert et al. 2005, 2006). For Countrywide, the
non-conforming loans were the largest category, growing twenty-fold from $10.19
billion in 2000 to $211.84 billion in 2006. Subprime mortgage loans showed a ten-fold
increase from $4.16 billion in 2000 to $40.60 billion in 2006.

This increasing focus on non-agency mortgage loans created by originators such
as Countrywide, would not have been possible were it not for a market in the securitized
loans. Subsequent to the Dot Com Crash, there was an easing of monetary policy which

saw a significant decline in interest rates. The yield on 10-year Treasury securities
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declined from 6.03 percent in January 2000 to 3.10 percent by December 2002 (See
Figure 1). Furthermore, yields remained low over the period January 2003 to December
2006, with the average yield being only 4.34 percent. This was significantly lower than
the average yield over the period January 1970 to December 1999 of 8.25 percent.
Doubtless, the reduced interest rates crc;ated a strong demand for subprime mortgage
loans by pension funds and hedge funds due to their higher yield. Evidence of the
increased demand is provided in Figure 1, which shows an increase in subprime
originations in the market that occurred both in terms of number and as a percentage of
total originations (Dodd and Mills 2008). Furthermore, the percentage of subprime
mortgage loans being securitized increased significantly from 50 percent in 2001 to 80.5
percent in 2006 (Ashcraft and Schuermann 2008).

However, there were differences in the strategies adopted by Countrywide and
other financial services firms during the 2000 to 2003 period. Between 2000 and 2003
annual U.S. mortgage loan originations increased three-fold from $1.04 trillion in 2000
to $3.95 trillion in 2003. Over this same period, Countrywide was aggressive, and its
mortgage loan originations increased six-fold from $66.7 billion to $434.8 billion
(Table 5), which resulted in Countrywide’s market share of the annual U.S. mortgage
loan originations to increase from 6.4 percent to 11.87 percent. Countrywide benefitted
from its aggressive origination strategy by becoming the largest U.S. mortgage lender in
the last financial quarter of 2003 and continued to penetrate the market as other
participants became more conservative. As the Federal Reserve started to raise interest
rates over 2003-2006 there was a slowdown in the market, with annual U.S. mortgage
loan originations falling by 24 percent ($3,945 billion in 2003 to $2,980 billion in

2006). However, Countrywide continued to expand its business lifting its mortgage loan
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originations by a further 7.7 percent ($434.8 billion to $468.1 billion), resulting in the
volume of Countrywide’s loan originations to be 17.6 percent greater than its nearest
competitor, Wells Fargo.4

Accordingly, by the end of 2006 Countrywide was clearly the largest originator
of mortgage loans in the U.S. It was increasingly writing mortgage loans which were
higher yield (and riskier), and was dependent on the securitized mortgage loan market to

finance its activities rather than the government sponsored agencies.

THE CRASH (2007)

The risk inherent in Countrywide’s securitized mortgage loans through the
period 2000 to 2006 were masked by the buoyant property market which increased the
demand for Countrywide’s mortgage loans, and obscured their exposure to default risk.
Over this period, Figure 1 shows the S&P Case-Schiller U.S. Real Home Price Index
rose 60.6 percent (from 126.3 in 2000 to 202.82 in 2006).° The price rise enabled
borrowers experiencing difficulties servicing their loans, to sell the property and repay
the loan while realizing a profit. However, the circumstance changed when real property
prices fell by 17.3 percent over the period 2007-8, and as a consequence defaults on
mortgage loans which typically occur in the year subsequent to origination, increased
dramatically (Pennington-Cross and Chomsisengphet 2007; Barth et al. 2008).
Nationally, the foreclosure rate on subprime mortgage loans originated during 2006

exceeded 10 percent in the year to September 2007, and in some states such as

In 2006, Wells Fargo originated $398 billion mortgage. $294 billion of these loans were residential real
estate the remainder commercial and loans sales were $271 billion (Wells Fargo & Company 2007)
The S&P/Case-Shiller U.S. National Home Price Index is a composite of single-family home price indices where
the national index is normalized to have a value of 100 in the first quarter of 2000 rose 88.7% (from 100 in the
first quarter 2000 to 188.66 in the first quarter 2006)
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California, one of the top five state Countrywide provided mortgages to (Countrywide
2008), this exceeded 20 percent (Demyanyk and Hemert 2008).

The impact of the collapse of the subprime mortgage market on the market for
securities based upon securitized mortgage loans was significant and emerged in 2007.
First, the ability to finance securitized mortgage loans was greatly diminished, with this
applying to both the unconsolidated special purpose entities holding existing mortgage
loans [See Appendix A for details on special purpose entities], and new securitizations.
Second, the value of financial assets held by mortgage originators, which were often
highly sensitive to the quality of the securitized mortgage loans, became extremely
uncertain. Third, it became increasingly necessary for the mortgage originators to
support the special entities created as part of the securitization process through the
provision of liquidity, and to repurchase mortgage loans where breaches of warrantees
given at the time of securitization occurred.®

As a consequence Countrywide’s mortgage origination fell 12.6 percent in 2007
(from $468.17b to $415.63b). Furthermore, Countrywide switched back to writing the
traditional agency mortgage loans with the lower default risk profile and which could be
securitized through the government sponsored mortgage agencies. Reflecting this,
agency mortgage loans rose 47 percent in 2007 (from $162.19b to $239.21b), and
exceeded non-agency mortgage loans for the first time since Countrywide obtained
industry leadership in 2003. Countrywide’s origination of the higher default risk, non-
agency mortgage loans fell 42 percent in just the one year, from $305.98b to $176.43b
in 2007. An analysis of the non-agency mortgage loans shows that non-conforming

loans fell by 44 percent (from $211.84b to $117.63b), subprime mortgage loans fell 58

% Evidence of repurchase loans by Countrywide is the reference to reperforming loans but very limited
disclosure is provided (e.g. Countrywide 2005a, p.48)
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percent (from $40.66b down to $16.99b) and, prime home equity mortgage loans also
fell 28 percent, (from $47.88b to $34.40b).”

Despite the restraint in mortgage loan originations, Countrywide still faced
liquidity problems. Figure 2 shows the rapid decline of Countrywide’s share price.
During August 2007, in an attempt to address liquidity Countrywide drew down on a
$11.5 billion line of credit provided by JPMorgan and Barclays, and issued $2.0 billion
of 7.25 percent convertible cumulative preferred stock to Bank of America (Hagerty et
al. 2007). This was followed by a further $12 billion in financing in September 2007,
and cuts te its work force of 20 percent to reduce costs (National Mortgage News
2007b; Hagerty and Kingsbury 2007; Lingling and Kingsbury 2007). The pressure was
continuing when in October, Countrywide was named as one of a dozen companies
under informal investigation by the SEC as a consequence of the subprime mortgage
debacle (Perez et al. 2008). During this time all three rating agencies (Standard and
Poor’s, Moody’s and Fitch Rating) also downgraded Countrywide to the lowest
investment grade (Countrywide Financial Corporation 2008d).

Countrywide avoided inevitable bankruptcy by accepting a “rescue deal”
takeover offer from the Bank of America on January 11, 2008 (Paletta et al. 2008). The
acquisition price for Countrywide was $4.1 billion, only 16 percent of the company’s
market value on December 29, 2006 (Countrywide Financial Corporation 2008c). Such
a rapid demise for a market leader is surprising and it is this which gave rise to the
questions about the relevance and transparency of the financial reporting for mortgage

origination and sales by securitization transactions.

7 Commercial real estate loans increased from $5.67b to $7.4b
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2.3 REPRESENTATION OF BUSINESS OPERATIONS IN THE FINANCIAL REPORTS

In the interests of brevity, the focus in this section is limited to the period
subsequent to 2000 which covers the expansion of business activities and the crash.
Summary information is provided in Table 3. Focusing initially on the income
statement,’ there was evidence in the financial reports (Table 3) that over the period
2000 to 2006, Countrywide experienced strong revenue growth. Total revenues grew
from $1.89b in 2000 to $11.42b in 2006, a 504 percent rise. The largest contributor to
this was mortgage production revenues which by 2006 amounted to $5.65b, or 49.5
percent of revenues. The growth in revenues flowed through to profit with pre-tax
profit increasing nearly seven-fold from $0.63b in 2000 to $4.33 b in 2006.

Doubtless contributing to this revenue growth was the acceleration of revenue
recognition from the origination of mortgage loans when they are securitized. If a
mortgage loan is originated and held to maturity the gain from origination is effectively
realized over the term of the loan. With securitization the gains are recognized
immediately [Appendix A details accounting for securitization transactions]. In
addition, securitization allowed Countrywide to rapidly expand its operations without a
‘balance sheet constraint’. Compared to financial services firms which retained a greater
proportion of mortgage loans originated, Countrywide expanded its operations more
aggressively and recognized revenues earlier.

In addition, there were disclosures relating to the changing nature of mortgage
loans being originated. The contribution of subprime and prime home equity loans to
mortgage production revenues increased from 20.06 percent in 2000 to 33.33 percent in

2004, before falling to 23.27 percent in 2006 (Table 4). Furthermore, there were

8 Standard & Poor's, Moody’s Investors Service and Fitch reported respectively short-term A-2, P3, F2; Long-term

BBB+, Baa3, BBB+
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significant declines in the profit margin on these loans. For subprime mortgage loans
the margin fell from 5.53 percent in 2001 (4.6 times the profit margin on conventional
loans) to 1.84 percent in 2006 (1.7 times the profit margin on conventional loans).
While for prime home equity loans the decline was from 3.99 percent in 2001 (3.3 times
the profit margin on conventional loans) to 1.96 percent in 2006 (1.8 times the profit
margin on conventional loans).

Accordingly, while there is evidence in the income statement of Countrywide
reporting strong performance in the income statement over the period 2000 to 2006
(Table 3), there are signs that this was at least in part attributable to originating higher
risk mortgage loans and they were experiencing declining margins in this area (table 4).
Furthermore, Countrywide’s revenue streams which were derived primarily from
mortgage origination and securitization activities were less sustainable than those of
more conventional financial services firms. Countrywide relied upon its ability to sell its
mortgage loans in order to fund its operations, and the margins Countrywide received
on the mortgage loan sales contributed considerably to its reported profits. Conventional
financial services firms were able to fund their mortgage loan originations from the
deposits they held on the balance sheet, and the revenue streams from the mortgage
loans were incremental recorded as borrowers’ interest and principle repayments were
collected over the term of the loans.

It is unlikely that the risks of Countrywide’s business operations would have
increased as they did, had Countrywide not focused on mortgage loan securitizations.
For the period 2000 to 2006, the period that Countrywide became a prominent mortgage

securitizer, its total assets increased from $15.82 billion in 2000 to $199.95 billion in

® References to the income statement and balance sheet also include note disclosures.
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2006 (Table 3). This increase in total assets was not matched by a commensurate
increase in equity but was supported by greater leverage (measured as debt/equity)
which increased from 3.7 in 2000, to 13.0 in 2006. An issue which might be argued is
whether the evident rising risks in the balance sheet were appropriate for a financial
services firm with volatile revenues derived from trading transactions rather than a more
conventional strategy of holding investments to maturity.

More problematic is the lack of disclosure relating to the securitization of
mortgage loans. Table 4 provides information about Countrywide’s securitization
activities. Over the period 2001 to 2006 the value of mortgage loans securitized
annually increased from $121.93 billion to $470.94 billion. In total $2,102.02 billion of
mortgage loans were securitized, but there is little disclosed about these in the balance
sheet. There is no indication of the proportion that remained outstanding. In 2006
subordinated securities of $2.07 billion were reported in the balance sheet, as were
$0.97 billion of retained interests. Both of these likely relate to mortgage loan
securitizations. In addition, $0.39 billion of representations and warrantees were
recognized. The most significant assets recognized in relation to mortgage loan
securitization were mortgage servicing rights ($16.06b).

In summary, there was evidence of a significant increase in risk in the
disclosures relating to the balance sheet of Countrywide. However, the disclosures
relating to securitization were poor and it would have been difficult to determine the full
extent of the risks to which Countrywide was exposed through representations and
warrantees. The difficulties facing Countrywide were only fully revealed in 2007. In its

half yearly profit report Countrywide reported a 32.3 percent fall in earnings per share
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(from $2.32 to $1.57). While the volume of mortgage underwriting compared favorably
($245b compared to $240b for the six months ended December 31, 2006), loan loss
provisions rose dramatically from $125.04 million (six months ended Jun. 30, 2006) to
$444.89 million (six months ended Jun. 30, 2007). Guarantees in excess of recorded
liabilities were 15 percent higher than the same time last year (from $438.00m to
$506.29m). Countrywide’s representations and warranties over its mortgage loans rose
by 40 percent (from $307.65m to $431.82m).

These problems were exacerbated in the third quarter of 2007. Mortgage
origination fell 22 percent in the third quarter of 2007 (from $117.90b to $96.43b). Loan
loss provisioning for the third quarter 2007 doubled compared to the six months ended
June 30 2007 (rising from $444.89m to $934.27m). Representations and warranties
liabilities rose further to $688.90 million.

The full extent of the problems facing Countrywide was realized in the 2007
financial report. Total revenues fell by 46.9 percent (from $11.42 billion to $6.06
billion). Driving the fall in revenues was the decline in the mortgage production
revenues which fell 54 percent (from $5.65 billion to 2.76 billion). Countrywide
reported a pretax loss of $1.31 billion in 2007. This was a major shock to investors
considering the company reported a $4.33 billion pre-tax profit in 2006. Contributing to
this loss were write-downs of $1.28 billion in relation to retained interests in
securitizations, which are generally high risk, first loss positions designed to shield
investors in the securitized mortgage loans from losses up to a certain level [see
Appendix A for further details on retained interests]. Further, an increase in borrower

defaults on the loans Countrywide issued and sold, can result in the buyers of

' The administrative servicing duties are contractually separated from the mortgage loans when they are
securitized and the asset originator receives fee based revenues for retaining the servicing rights
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Countrywide’s loans making more claims against corporate guarantees and mortgage
loan representations and warranties (Countrywide 2008a, p. 38). In 2007,
Countrywide’s liabilities for representations and warranties increased 64 percent, from
$390.11 million to $639.64 million.

In conclusion, the income statement did reveal significant information on the
business operations of Countrywide, and these should have been sufficient to highlight
the increasing risk of the mortgage loans being originated and securitized, together with
potential volatility of the earnings arising from this business model. However, the
disclosures relating to securitization were not sufficient to fully appreciate the risks to
which Countrywide was exposed. These risks were only really revealed when it became
apparent that Countrywide was experiencing difficulties securitizing mortgage loans,
problematic mortgage loans were flowing back to Countrywide, and expenses and

liabilities were being recognized as occurred in 2007.

2.4  EXECUTIVE COMPENSATION AND STOCK PRICE PERFORMANCE

Angelo Mozilo became the chief executive officer (CEO) in February 1998, the
Chairman of the Board in March 1999, and the President in March 2000 suggesting that
Mozilo was in a position to exert significant influence over the board and defined the
corporate policies of the company. Further, this is confirmed by the level of his
compensation relative to other executives, with Mozilo earning $398.30 million over the
period 2000 to 2006, while the next highest top five executives earned a combined
$389.87 million (Table 5). However, an issue is whether this influence impacted the

determination of executive compensation.

(referred to as mortgage servicing rights) [Appendix A provides further details].
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A breakdown of Mozilo’s compensation (Table 5) over the period January 2001
to December 2006 shows that he realized $284.61 million through the exercise of stock
options, and $89.60 million as cash bonuses. This compares to $13.77 million of base
salary and $3.93 million in other personal benefits (e.g. private jet, cars, recreation; see
Countrywide 2005, p. 47). Accordingly, there is evidence that the overwhelming
majority of executive compensation was awarded on the basis of performance. Though
significant criticism has been directed at high levels of executive compensation which
are not performance related (e.g. CRMPG 2008), this does not appear to be the case for
Countrywide. With respect to the level of performance delivered, across the same period
revenues grew from $2.07 billion (February 2001) to $11.42 billion (December 2006),
and this flowed through to profits which increased from $0.59 billion to $4.33 billion,
an increase of 634 percent. It is inarguable that Countrywide reported strong financial
performance.

Furthermore, Countrywide’s strong performance was recognized by the market,
with the increase in market capitalization captured in Figure 2. Over the period January
3, 2000 to December 28, 2003 market capitalization increased by 424 percent (from
$2.78b to $14.58b), while the S&P 500 Index fell by 30 percent (falling from 1,455.22
on January 3, 2000 to 1,111.92 on December 28, 2003). Over this period Countrywide
was identified as the best performing stock of any of the financial services companies
(Tully and Revell 2003). Countrywide’s share price reached a high of $108.3 on
December 8, 2003, before undergoing two stock splits in 2004.'" After the second stock
split (on August 30, 2004), investors continued to show confidence in Countrywide’s

performance. Investors pushed up the share price a further 19.4 percent in the following

" April 12, stock split 3-for-2 $85.58 (857.05); August 30, Stock split 2-for-1 $68.94 ($34.47)

CHAPTER 2 | PAGE 25



two years (from $35.55 on August 30, 2004) to $42.45 on December 29, 2006).
Recognition of Countrywide’s performance was provided by American Banker who
presented Mozilo with the “2006 Lifetime Achievement Award” for positioning the
firm as the United States’ largest mortgage company (Shenn 2006). In addition, the
Corporate Library LLC ranked him the sixth-highest paid executive nationwide in 2006
(Berry 2007)."?

Countrywide shareholders and executives clearly benefited from the business
model they adopted. Securitization of mortgage loans and low credit standards allowed
the company to grow at a much faster rate than a traditional model of origination and
holding of mortgage loans until discharged. The combined value that Mozilo and the
next 5 highly paid executives realized from the rising market value of equity is clearly
highlighted by the increase in the value realized from the exercise of options from
$4.92m in 2001 to $207.08 million in 2006. If there was a problem with the option
grants it was that they were tied more toward short-term performance as opposed to
long-term performance goals. While in 2001 and 2004 there were short-term ' vesting
periods, in 2005 all options granted were immediately exercisable (Countrywide
Financial Corporation 2006, 2005, 2002b). In hindsight, stockholders may have been
better off in terms of controlling risk taking by executives if the stock options had been

tied to long-term performance.

12" These earnings calculations include gains from the exercise of options and the vesting of stock grants

13 In 2001, all options were exercisable at the rate of approximately 33.3% on each of the first, second and third
anniversaries of the grant date, except in the event of a Change of Control as defined in the relevant stock option
plan. Upon a Change of Control, all options become immediately exercisable. In 2004, Mr. Mozilo’s options were
exercisable at the rate of approximately 33.3% on each of the first, second and third anniversaries of the grant
date, except in the event of a Change of Control as defined in the relevant stock option plan. For all other
executives, options vest over three years if certain earnings per shares targets are met. Even if such targets are not
met, all options will vest after 4.5 years. Upon a Change of Control, all options become immediately vested and
exercisable (Countrywide 2002b, 2005)
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The risk to which Countrywide was exposed became apparent in 2007, and an
overview of the stock price movements is provided in Figure 2 (Panel B). The stock was
trading at a high of $45.03 on February 2, 2007, and was still trading above $40 on May
23, 2007 after Countrywide reported a 54.1 percent fall in first quarter earnings per
share. The Fitch Ratings for June 2007 also reaffirmed the investment grade of
Countrywide’s long and short-term debt (National Mortgage News 2007a). The
financial media appeared unaware of the problems Countrywide faced, and it was even
noted that “With tightened credit standards and competition greatly reduced,
Countrywide will be in 2 good place when housing reccvers (Cohen 2007, p. 202)”.
However, the media increased its scrutiny of the company in the weeks prior to the
second half-year filing. Consequently, in just 20 trading days the company’s stock price
fell 36.8 percent. The stock went from $34.84 on Monday July 16 down to $26.38 on
Friday, August 10. On October 31, the stock was priced at $15.52. Countrywide was
staring down bankruptcy when the September quarterly report was filed with the SEC
on November 9. All three rating agencies downgraded Countrywide to the lowest
investment grade (Countrywide 2008d) and this was a precursor to acquisition / bail out
by Bank of America (Paletta et al. 2008). '

An issue is whether management were cognisant of the risks to which they were
exposed. In early 2007, increasing volumes of inside sales of stock sparked concerns
amongst analysts that Countrywide’s executives were trading on price sensitive
information not disclosed to investors (Morgenson 2007). Two years on, these fears
were demonstrated to be justified. In a case filed in the United District Court June 4,

2009, the SEC prosecuted Mozilo with insider trading, selling shares through the

"4 Standard & Poor's, Moody’s Investors Service and Fitch reported respectively short-term A-2, P3, F2; Long-term
BBB+, Baa3, BBB+
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exercise of over 5.1 million stock options, and reaping proceeds of over $139 million
based on non-public information about the company’s deteriorating mortgage business
(United States District Court 2009). Mozilo and two other former executives (David
Sambol and Eric Sieracki) were also charged with securities fraud for deliberately
misleading investors about the credit risks taken in efforts to build and maintain the
company's market share. They were charged with not informing investors about the
increasing risks associated with the underwriting of riskier, non-agency mortgage loans.
The risky mortgage loans boosted margins, triggering cash bonuses and option grants.
Critically, this suggests that Countrywide’s executives were aware of the risks inherent
in the business model adopted.'® Again this suggests stockholders may have been better
off in terms of controlling risk taking by executives if the stock options had been tied to

long-term performance.

2.5  CONCLUSIONS

The objective of this case study was to evaluate the circumstances surrounding
the financial distress experienced by Countrywide Financial Corporation
(Countrywide). Of specific concern are how the business activities of Countrywide
contributed to its financial distress; how these business activities were reflected in the
financial reports and whether they revealed or obscured the risks to which Countrywide
was exposed; and finally identifying any factors which might have contributed to

Countrywide adopting its particular business model.

' In response to a civil action by the Securities and Exchange Commission which was settled October
2010, Mozilo had to pay a $22.5-million fine and to repay $45 million to shareholders. While civil
litigation is still outstanding by Countrywide’s shareholders against Mozilo, Mozilo was not indicted
by the federal prosecutor from the criminal investigation which was closed February, 2011 (Reckard
2011)
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The evaluation of Countrywide reveals that the distress experienced by the firm
was largely a consequence of its business model which involved the origination and
securitization of mortgage loans. Over the period January 2001 to December 2007,
Countrywide originated $2.55 trillion mortgage loans, and of these $2.51 trillion were
securitized. Furthermore, Countrywide generated $33.83 billion of revenues from these
transactions and while this appears relatively insignificant in relation to the value of
assets securitized (just 1.35%), it represents the majority (66.38%) of Countrywide’s
total revenues of $50.97 billion. Critically, the risks of this business model became
apparent when the quality of the mortgage loans securitized came inte question, and the
securitization vehicles experienced liquidity problems.

A feature of securitization is that it removes assets and the liabilities from the
balance sheet, and there are only limited disclosures required by SFAS 140 (2000)
relating to risks associated with the securitization transactions. These disclosures focus
on retained interests in the securitizations, which are generally high risk, first loss
positions designed to shield investors in the securitized mortgage loans from losses up
to a certain level. In 2007, Countrywide recognized write-downs of $1.28 billion in
relation to its retained interest assets which represented 38 percent of its mortgage based
revenues, and the retained interest write-down was near five-fold greater from the
previous ($0.28 billion) year’s write-down. The risk, or volatility, in these asset values
are not well reflected in the financial statements and the interests retained are small
relative to the value of mortgage loans securitized and, the disclosures of these
transactions and their cumulative impacts are not clearly disclosed.

Reflecting on the factors that likely lead to Countrywide adopting the origination

and securitization business model, it is notable that this model contributed to a seven-
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fold increase in profits over the period February 2001 to December 2006, from $0.59
billion to $4.33 billion, and a five-fold increase in market capitalisation from $5.02
billion to $26.36 billion. For the same period CEO, Angelo Mozilo was rewarded with
compensation of $391.91 million, of which 22.9 percent ($89.60m) was in the form of
cash bonuses, and 72.1 percent ($284.61m) from the exercise of stock options. Clearly
the fortunes of Countrywide, its stockholders and managers were built upon a business
model that included significant risks. These risks were realized in 2007. Whether stock
holders were aware of the risks is a separate issue and not addressed in this study.
Whether these risks would be considered excessive would depend upon whether

stockholders sold during 2006. '

'% If stockholders sold during 2006 then they would have benefitted from Countrywide’s aggressive focus
on mortgage origination and securitization during the period 2000 to 2006 which lead to the company’s
leadership positioning in the mortgage market, and considerably increased the company’s market
capitalization.
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CHAPTER 3
& MARKET REACTIONS TO THE NEAR-BANKRUPTCY

OF THE LARGEST MORTGAGE PROVIDER=%

ABSTRACT: This chapter evaluates whether the information disclosures released by
Countrywide in the lead up to its near-bankruptcy provided information about the risks
that other firms were exposed to more generally, and whether this information was
reflected in the stock prices of the other firms. During the six months preceding
Countrywide’s acceptance of the Bank of America’s offer of a $4.1 billion merger deal
(January 11, 2008), Countrywide made material disclosures to the Securities and
Exchange Commission (Form 8-K). While the disclosures of individual events
generated both significant positive and negative return responses for the banks whose
securitization activities could be identified, the mean return response across the nine
disclosures was insignificant. However, the disclosures generated significant negative
abnormal returns to the common stock of regulated and non-regulated finance firms
whose securitization activities could not be readily identified. These results provide
some evidence consistent with Countrywide’s disclosures releasing information that
alerted investors to the true risk levels common to other firms potentially involved in
the business of securitization. The magnitude of the returns realized can partially be
explained by the firms’ securitization activities, leverage, liquidity and profitability.

Keywords: Countrywide Financial Corporation, price reactions,
securitization, global financial crisis.

Data Availability:  Data used in this study is available from public sources

JEL Classification: M41, M48, G01, G14, G21
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3.1 INTRODUCTION

This chapter evaluates whether the information disclosures released by Countrywide
in the lead up to its near-bankruptcy provided information about the risks that other firms
were exposed to more generally, and whether this information was reflected in the stock
prices of the other firms. Countrywide was one of the first prominent financial institutions
to face bankruptcy at the onset of the global financial crisis, escaping bankruptcy only by
accepting Bank of America’s $4.1 billion merger deal (Jan 11, 2008c).'” This chapter
focuses on the six months preceding Countrywide’s acceptance of the merger deal, during
which Countrywide released a series of material disclosures to the Securities and Exchange
Commission (on Form 8-K). The disclosures revealed the deterioration in the company’s
financial position which arose from risks associated with Countrywide’s business model
that were not readily apparent in the financial reports, and the disclosures are likely relevant
for signalling information about the potential risk exposures of other firms with similar
business models. The disclosures are evaluated for information contagion effects on the
stock prices of firms in the same industry and for financial contagion effects on the stock
prices of firms in the market more generally.

The rapid demise of Countrywide, and the consecutive firm losses that spread
globally from the collapse of the U.S. housing market, sent shock waves through the

financial markets, prompting calls for more regulatory oversight (PWGFM 2008).'* As

'” According to the Wall Street Journal, the merger was a “rescue deal” for the “tottering mortgage giant
Countrywide Financial Corp., in a move that could build a bulwark against the mortgage-default crisis by
protecting one of its biggest casualties from collapse”.Paletta et al. (2008, p. A. 1)

'® There were 149 bank failures between January 1, 2008 and November 30, 2009 (COP 2009, p. 43)
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securitization represents the largest segment of the U.S. debt market with its USD $11.61
trillion outstanding securities (as at Dec 2007), and securitization underpinned the financing
of U.S. mortgage loans, questions were raised about the opacity and complexity of
securitization activities (e.g. Schmudde 2009; Brunnermeier 2OO9a).19 The concern over
securitization is the extent that its opacity and complexity generates information asymmetry
that reduces the capacity of investors to value the firms’ equity. The challenging aspect of
securitization is the securitized assets are not recognized on the firms’ balance sheets and
this practice has been accompanied by rapid growth in the shadow banking system
particularly across the period 2001-2006.%° Coupled with the rapid growth of the shadow
banking system is the lack of transparency associated with the securitization transactions
which continues to create significant concerns among accountants, regulators, investors and
depositors (e.g. Barth and Landsman 2010; Ryan 2008; Kettering 2008; OPS 2008). The
lack of transparency in the risk exposures retained by firms from securitization activities,
and how extensively this can impact the firms’ underlying economic performance became a
central issue in the global financial crisis.

The significance of firm losses that degenerated to a point of a global financial crisis
provides an ideal setting to study the important role that contagion can play in the financial

markets. Important recent papers on contagion, including Allen and Gale (2000; 2004),

19 See also Rosen (2009), Cheng et al. (2008); Haggard and Howe (2007) and Peterson (2007b, 2007a), Gorton
(2008a, 2008b). The level of securitization only considers U.S. activity and the figure entails $9.14 billion
mortgage-backed securities and $2.47 billion asset-backed securities, collectively representing 36% of the
total $32.32 trillion of U.S. bond market debt (SIFMA 2010; GAO 2009). For comparative purposes the
level of outstanding US treasury securities for the same period was $4.516 billion.
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Brunnermeier and Pedersen (2005, 2009), Longstaff (2010, 2004, 2008), and many others,
have focused on contagion between markets. This literature identifies specific mechanisms
whereby the shocks in one market can affect other markets. These mechanisms include the
transmission of economic news from more liquid markets to other less liquid markets; the
‘flight to quality’ where contagion occurs through a liquidity shock across all markets; and
severe negative shocks in one market may be associated with increased risk premiums in
other markets.?' Other equally important research including, but not limited to, Lang and
Stulz (1992), Docking, Hirschey, Jones (1997); Slovin et al. (1999); Song and Walking
(2000); Akhigbe et al.(2005a; 2005b), focus on contagion intra-industry and inter-industry,
where major firm events can generate significant negative shocks to other firms within the
same industry and across industries. This literature identifies that contagion can arise from
the propagation of asymmetric information; the dissemination of economic information
about the industry more generally; and the pure contagion effect where the event generates
adverse economic consequences irrespective of a firm’s economic health.

The prime concern of contagion, particularly within the banking industry because of
the heavily integrated business functions, is that a bank’s distress can make customers and
suppliers uncertain about the other banks’ financial viability irrespective of their economic
health, and thus, exacerbate conditions to make them worse off which bears high social cost
(e.g. Shin 2009). The alternate contagion effect is that an adverse firm event can reveal

negative information about the components of cash flows that are common to other firms

2 See Adrian and Shin (2009) and Crotty (2008) for a concise discussion about the role of securitization in
the rapid growth of the shadow banking system
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consequently decreasing the market’s expectations of the profitability of the industry’s
firms which bears little social cost (e.g. Lang and Stulz 1992). Empirically distinguishing
between the two (financial or information) contagion effects is problematic, but the
economic cost of the contagion effects is in vast contrast and the identification is important
to shaping public policy.

This chapter contributes to the literature by shedding light on the contagion
mechanisms occurring from the near-bankruptcy of Countrywide. Further it evaluates
whether the rapid financial deterioration of Countrywide triggered the market to modify the
equity pricing of firms in the regulated banking industry, the unregulated finance industry
and the non-finance industries. The timing of Countrywide’s near-bankruptcy and the
magnitude of its operations as the largest U.S. mortgage lender responsible for underwriting
$2.55 trillion mortgage loans and securitizing $2.51 trillion mortgage loans across the
period 2001 to 2007 identifies Countrywide capable of informing the market about the
rising risks of other firms’ mortgage activities. If the firms’ securitization activities are
characterized by information opacity as suggested by academics, practitioners and
regulators (e.g. Gorton 2008b; Hoffman et al. 2008; BIS 2008) then Countrywide’s material
disclosures can be expected to instigate rapid price discovery for firms that originate and
securitize mortgage loans, but Countrywide’s disclosures would not expected to affect

firms in other industries.

' Longstaff p. 437-438 (2010) provides concise discussions on this particular literature
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Five portfolios are constructed to evaluate the contagion effects through the
measure of market-adjusted abnormal returns (Gibbons 1982).% Three portfolios target
firms from the regulated finance industries, and two portfolios assess unregulated finance
firms. The two regulated portfolios that provided details about their mortgage securitization
activities (proxied by mortgage loans sales reported on Schedule RC-P filed with the
Chicago Federal Reserve), do not experience an overall statistically significant response
from Countrywide’s eight disclosure events. The third regulated portfolio that evaluates
banks that did not securitize mortgage loans (or did not conduct mortgage sales in excess of
$10 million for any two-consecutive quarters), did experience an average significant
abnormal decline in market value of 0.26 percent over the two-day window (-1,0).

For all three regulated portfolios the individual events generally correspond with
significant valuation effects for one or more of the portfolios whereby the market perceived
two events to provide optimistic information about the profitability of other banks
corresponding with significant abnormal returns, and the market perceived five events to
provide adverse information about the other banks’ profitability corresponding with
significant market value declines. The significant contagion effects observed from the
(Countrywide — Bank of America) merger agreement on all three regulated portfolios

suggests the market perceived this solution to be favourable for the banking industry

2 Portfolios are constructed from firm holding period returns across the period January 14, 2007 to January
14, 2008. The holding period returns are averaged across each trading day to generate a single daily ‘mean
return’ observation. The procedure is conducted for each of the 252 trading days. The 252 holding period
mean return observations are then regressed on the market index and Countrywide’s major event days to
determine if the portfolios realized abnormal returns in the two-day (-1, 0) window of the event.
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generally. The magnitude of the abnormal returns realised by the regulated portfolios can
partially be explained by the banks securitization activities, the level of securitization,
leverage, liquidity and profitability. Overall, the results from the regulated portfolios
provide some support for the concern that the opacity and complexity of securitization
activities adversely affected the capacity of investors to value firms’ equity and led to
sudden price corrections when new information came onto the market.

The two unregulated portfolios experienced significant adverse valuation effects
from Countrywide eight events. The firms in the same industry as Countrywide
(unregulated mortgage bankers) experienced the largest two-day decline in market value of
0.81 percent, while firms in the unregulated finance industry experienced an average two-
day decline of 0.30 percent. The merger agreement itself was only significant for the
unregulated finance portfolio. Securitization activities can not be accurately measured for
the firms in the unregulated portfolios (e.g. Schipper and Yohn 2007) but the magnitude of
the abnormal returns for these firms is partially explained by the firms’ leverage, liquidity
and profitability.

While statistically significant abnormal returns are found in this chapter, it is noted
that they are economically relatively small. However, the evaluation is just assessing
individual firm-specific event disclosures that generally would not be expected to influence
the stock prices of other firms. In addition, Countrywide’s prominent position in the
mortgage market means that it was mentioned in the media with a high degree of frequency

which biases from finding results as the market is being continually informed, and firm-
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specific events may have come as less of a surprise then they might have otherwise.
Further, the market may have been slow to consider systemic aspects and the nature of the
inherent risk exposures associated with firms’ mortgage securitization activities, and
instead, principally attributed ﬁuctuations i‘n business performance to the management of
the business or other factors particular to Countrywide.

If the firms® securitization activities were transparent to the market then the
announcements from a prolific securitizer like Countrywide would be unlikely to exhibit a
contagious effect to other firms as the information would already be fully recognized and
incorporated in stock prices. However, the contagion effects observed from the
announcements pending Countrywide’s near collapse raise a number of important policy
issues with respect to forming regulations for the era of multifaceted globalized financial
markets.

The remainder of this chapter is organized as follows. Section 2 provides a
background on securitization and Countrywide. Section 3 discusses the determinants for
contagion from Countrywide’s disclosures. Section 4 outlines the data and research design.

Sections 5 and 6 summarize the results and sensitivities, and Section 7 concludes.

3.2 BACKGROUND TO SECURITIZATION AND COUNTRYWIDE FINANCIAL CORP.
Securitization is a financing mechanism that groups the cash flows and the
corresponding risks of debt obligations, such as mortgage loans, into a pool. The grouping

of the cash flows and the corresponding risks enables the division of the mortgage pool into
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portions that can be sold as securities (e.g. mortgage-backed securities) with distinct
security grades. Figure 3, illustrates the paradigm of a securitization transaction conducted
by Countrywide.

Figure 3 illustrates how Countrywide originates multiple mortgage loans, pools
those mortgage loans and transfers them to a special purpose entity (SPE) which is a
passive entity that then issues securities on the underlying mortgage pool.23 The securities
issued represent claims against the mortgage cash flows. The SPE funds the mortgage loans
by the securities issue, using the proceeds to purchase the mortgage loans from
Countrywide. Accordingly, the risk of the mortgage loans in theory is transferred from
Countrywide to the SPE and to the holders of the securities, although in a substantial
portion of risk may be retained as discussed below. This process of mortgage financing is
commonly referred to as the originate-to-distribute model (BIS 2008). The class assigned
to the securities will depend on the corresponding risk of the cash flows underlying the
mortgage loans and the capital structure of the SPE [Appendix A provides further details on

securitization transactions].24

> The SPEs are typically formed for the purpose of engaging only in activities necessary to the securitization
transaction and thus this limited nature of the SPE makes it “bankruptcy remote” in that it is created subject
to an array of constraints designed to eliminate the risk that the SPE might in the future become subject to a
proceeding under the bankruptcy code. The transfer of the assets to the SPE means that the assets are now
the property of the SPE and are not part of the originators bankruptcy estate — thus the assets can be
removed from the originator’s balance sheet. In Figure 3 Conforming mortgage loans are those that meet
the criteria of the Government sponsored enterprises (GSEs), non-conforming mortgage loans are those that
do not meet the GSEs criteria

 See Ashcraft and Schuermann (2008) and Gorton and Souleles (2007) for a concise discussion of the parties
and processes involved in establishing a securitization transaction, and the structuring of SPEs. Ryan
(2008), Gorton, (2008b), and Crotty (2008) provide concise discussions and evidence of the trend in the
growing off-balance sheet activities of banks’ businesses.
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In 2001, the level of outstanding securities relating to U.S. firms’ securitization
activities was $5.41 trillion, representing 28.78 percent of the total U.S. bond market debt
and, by 2007 this had grown to $11.62 trillion, 35.89 percent of the total U.S. bond market
debt.?’ Mortgage loans are indisputably the preferred asset for securitization ($4.13 trillion
mortgage related securities were outstanding in 2001, $9.14 trillion outstanding in 2007)
due to the long-term nature and consistency of the mortgage receivable cash flows.
However, mortgage underwriting and mortgage securitization is not restricted to regulated
banks. By 2007, the level of outstanding mortgage debt issued by regulated financial
institutions was $5.07 trillion, while the outstanding level of mortgage debt issued by
unregulated financial institutions was $4.27 trillion. Although it cannot be determined from
public data sources what percentage of the mortgage debt was financed by the
securitization practices of regulated or unregulated financial institutions, it is known that in
2007 overall, 76.9 percent of all U.S. mortgage loans were financed by securitization.”®
These statistics indicate that regulated and unregulated financial institutions both played an
important role in the underwriting and securitization of U.S. mortgage loans.

The securitization of non-mortgage assets has also become increasingly significant

to enhancing the liquidity of the debt markets and by the end of 2007 there were $2.47

% These statistics are gathered from the SIFMA (2010) and they are only taking into consideration mortgage-
related and asset-backed securities, they do not include commercial paper activities. For comparative
purposes of securitization significance, $3.196 trillion U.S. treasury securities were outstanding in 2001,
$5.075 trillion in 2007.

% In 2007, $2.43 trillion mortgage loans were originated in the U.S. market, $1.87 trillion of those mortgage
originations were funded by securitization. In 2001, 75.45 percent of all mortgage loans were financed by
securitization ($1.67 trillion of the $2.22 trillion originations). These statistics are for single-family (1-to 4-
family) mortgage loans which includes subprime, second liens and home equity loans, does not include
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billion assets-backed securities (ABSs) outstanding.”” These ABSs resulted from the
securitization of, but not limited to, trade and credit card receivables, student and car loans,
and automobile and equipment leases.?® Non-mortgage securitizations generally require
more sophisticated financial engineering than the typical mortgage securitization due to the
less stable and shorter duration cash flow streams generated by the asset types and, often
end up bundled with mortgage securities through innovative financial investment structures
(e.g. collateralized debt obligations, credit default swaps).

Mortgage securitizations and cther asset securitizations have played an impertant
role in enhancing the liquidity of the financial markets by enabling firms to redistribute and
reduce risk. But in 2007, when problems started to occur in the mortgage sector and firms
began reporting losses, the focus turned to whether firms’ risk exposures to the mortgage
market were obfuscated from the financial market due to the lack of transparency in firms’
securitization activities. In the lead up to the global financial crisis, securitization formed
the basis for the metamorphism of the banking system to a shadow banking system as a
consequence of the (re) packaging and, distribution of the securities underpinned by the
assets, particularly mortgage loans, being held in off-balance sheet special purpose entities
(e.g. Adrian and Shin 2009; Crotty 2008). It is the off-balance sheet process of
securitization that is implicated in the extent that the firms’ risk exposures are obfuscated

from the market.

multi-family, farm or commercial mortgage loans. The data is acquired from the Federal Housing Finance
Agency whereby the compilation of the data is discussed in Pafenberg (2005)

71n 2001, $1.28 billion asset-backed securities were outstanding.

2 This is in addition to the $0.84 billion outstanding U.S. Asset-backed commercial paper
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Although the securitization process is meant to transfer the risks (and rewards) of
the securitized assets onto investors, there is mounting evidence indicating that the
securitizing firms are still considerably exposed to the assets.?’ This exposure is difficult to
quantify due to the lack of transparency provided by the accounting requirements.
Statement of Financial Accounting Standards No. 140 (2000) guided the reporting of firms’
securitization activities in the lead up to, and during, the global financial crisis.’*® When
firms securitize assets, the accounting under SFAS 140 does not require firms to disclose
the fair value of retained interests, SFAS 140 does not require firms to disclose information
about the assets and liabilities held in the unconsolidated securitization conduits, and SFAS
140 also does not require disclosures that will enable investors to assess the risks related to
firms’ retained interests [Appendix A provides further details about the securitization
transaction and the accounting for the transaction].>’ The existence of information opacity

about firms’ retained risk exposures from securitization activities can generate an

¥ It is well understood that securitizing banks provide credit support beyond contractual obligations for the
securitized assets, and that these arrangements leave the securitizing banks with ongoing off-balance sheet
liabilities which cannot be quantified (e.g., Vermilyea et al.(2008); Chen et al. (2008), Standard and Poor’s
(2001). In addition, Niu and Richardson (2006) show that banks’ off-balance sheet debt related to
securitization activities has, on average, the same risk-relevance for explaining the capital asset pricing
model beta as the banks’ on-balance sheet debt. From an alternate angle Gorton and Souleles (2007) show
that investors who buy the securities from the SPEs know that despite legal and accounting restriction, the
securitizing firms can provide financial support to the SPE if there is need. Similarly, Landsman et al.
(2008) provide evidence that investors perceive the risks inherent in the securitized assets are, to a large
extent still held by the originating firm, but off-balance sheet — a treatment contrary to typical asset sales
(e.g. retail goods) where the risks (and rewards) are transferred to the parties that purchase the assets.

The introduction of FASB’s revised securitization accounting standards SFAS 166 & 167 for financial
periods beginning after November 15, 2009, will result in more securitization activities having to be
consolidated. See Barth and Landsman (2010) for a more detailed explanation of the accounting.

See Barth and Landsman (2010) and Barth and Taylor (2010) provide further details of the accounting for
securitization under SFAS 140
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environment where the market will use the information provided by an industry leader such

as Countrywide to revise the pricing decisions about other firms.

COUNTRYWIDE DEVELOPS INTO A PROMINENT SECURITIZER

Incorporated in 1969, Countrywide’s original business was mortgage broking — the
origination and servicing of mortgage loans, and over the following years its growth was
steady until the decision to convert to a bank holding company on 7 November 2002.
Traditionally, residential mortgage loans were the domain of major financial institutions
that originated and retained the mortgage loans on the balance sheet, until discharged or
honored by the borrower. The full risk of borrower default was borne by the financial
institution. However, the innovation of securitization separates the mortgage functions.”
The separation of the mortgage origination, from the servicing and the financing function
opened up the secondary mortgage market and set the stage for the prowess of
Countrywide’s business initiatives - a business model of origination and securitization (the
originate-to-distribute model).**

Securitization enabled Countrywide to recognise revenues immediately instead of
the traditional process of incrementally recognising the revenues over the mortgage term. In

addition, as Countrywide was not licensed to take deposits, a strong reliance was placed on

32 Wachter (1990) and Peterson (2007a) provide concise discussions on the evolution of securitization. Some
of the benefits of securitization include a) the facilitation of off-balance sheet financing, b) the conversion
or illiquid assets into liquid securities, c) the provision of exposure management for credit risk and interest
rate risk, and d) the alleviation of the mismatch problem that arises due to differences in tenor and
characteristics of the assets and liabilities related to the mortgage loans they originate (see Ryan 2007,
p.192 ; Deacon 2007, p. 4 for additional details on advantages)
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placing loans on the secondary mortgage market through securitization.*® Countrywide’s
ability to access capital to support it mortgage operations substantially depended on
investor demand for the types of mortgage-backed securities it issued from its
unconsolidated SPEs. As the overall demand for mortgage loans increased (encouraged by
the Federal Reserve’s monetary policy to spur the U.S. economy out of the dot-com crash),
management deemed it necessary that Countrywide diversify its operations to banking
services to sustain its market share in the highly competitive mortgage industry, which was
dominated by large diversified regulated institutions (e.g., Wells Fargo, Washington
Mutual).3 5

In 2000 with an equity base of $3.56 billion (15.5% of total assets), Countrywide
originated $68.92 billion mortgage loans, serviced $293.60 billion mortgage loans, and
securitized $60.49 billion, and from these activities generated revenues of $1.57 billion.*
From 2002, Countrywide began transitioning its mortgage business to the banking sector,
established itself as the industry leader in 2003, and continued to dominate the mortgage

market up to and throughout 2006. By 2006 with an equity base of $14.3 billion (7.16% of

% The originate-to-distribute became increasingly popular for the major financial institutions as well.

* Countrywide also received fee income for servicing the mortgage loans. Fee revenue for servicing is

typically a percentage of each loan payment (e.g. 25-50 basis points of the interest payment). Countrywide

valued these ongoing servicing rights and recorded them as an asset. Expected benefits from the asset

would however fall to zero if borrowers prepaid the loan early.

Countrywide became a bank holding company and financial holding company after its acquisition of

Treasury bank in 2001 and changed its trading name to Countrywide Financial Corp. from Countrywide

Credit Industries 2002 (Countrywide Financial Corporation 2002a, 2003). Countrywide began the transition

of its mortgage business to its banking arm from 2001 but the transition was not completed until the fiscal

year ended December 31,2007 (Countrywide Financial Corporation 2008b)

**In 2001, Countrywide changed fiscal year ends from February 28/29 to December 31. Thus the 2000 figures
quoted here are for financial year end February, 2001. As mortgage activities are typically cyclical a
conversion is not attempted.
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total assets), Countrywide’s annual mortgage origination had grown to $468.17 billion, the
servicing portfolio increased to $1,298.39 billion, and the annual securitization volume was
now $362.27 billion. The magnitude of these mortgage loan activities generated the firm’s
revenues of $7.2 billion which contributed to earnings of $4.42 per share (Dec 31, 2006) for
a share that was trading at $45.03 (Feb 2, 2007). With these bottom line profits, and returns
to investors there seemed to be no reason for the market to question the direction of
Countrywide’s business.

However, Countrywide’s reliance on securitization for mortgage financing and
bottom line profits was the likely cause of its near collapse, and not its involvement in the
subprime mortgage market per se. Critically, the risks of Countrywide’s business model
became apparent when the quality of the mortgage loans securitized came into question,
and the securitization vehicles experienced liquidity problems (PWGFM 2008; GAO 2009;
IMF 2009). Although, Countrywide grew its banking business considerably alongside its
mortgage securitization business, the rising illiquidity in the secondary mortgage market
during 2007 showed that Countrywide’s success depended on securitization to generate
vital revenues and provide the cash flows necessary to sustain further mortgage loan

37

originations.”” In 2007, when subprime delinquencies started to rise, investor required

yields started to increase, weakening the demand for subprime mortgage products and the

*7 The more traditional competitors have sufficient deposits to support the retention of mortgage loans on the
balance sheet. For example for fiscal year end 2007 , the second largest mortgage lender Wells Fargo &
Company‘s balance sheet included $344.46 billion deposits, $221.96 billion mortgage loans (loans for real
estate construction and leases not included) and its residential real estate originations for the year were $272
billion (Wells Fargo also originates commercial loans which are not included see Wells Fargo & Company
2008, for further details). This compares to Countrywide’s balance sheet that includes only $58.25 billion
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subprime mortgage market collapsed.*® However, the collapse of the subprime market was
not particularly debilitating for Countrywide as only 8.7 percent of its mortgage
originations were subprime in 2006 and the stability of the company was noted in the media
in mid-July: “With tightened credit standards and competition greatly reduced,
Countrywide will be in a good place when housing recovers (Cohen 2007, p. 202).” But, as
investor demand ground to a halt in the subprime market, the liquidity of other mortgage
products started to be impacted, first the prime home equity products and then the non-
conforming products.39

By the second half of 2007, the weakening demand for non-conforming mortgage
loans in the secondary market significantly impaired Countrywide’s business. As a
consequence of a business model that was funded primarily by the scale of loans
securitized, Countrywide was forced to arrange other financing options, tighten
underwriting standards, and reduce its prolific mortgage production, in turn, significantly
effecting bottom line profits. In addition, the depressed market brought out other risky

consequences of Countrywide’s originate-to-distribute business model - the issuance of

deposits; $109.68 billion mortgage loans and its residential real estate originations were $408.23 billion
(excludes commercial loans).

*® The collapse of the subprime market beared down February 2007 (see Ryan 2007, for further details)

% Home equity products are loans acquired by borrowers that are secured by the equity of the borrower’s
house. For clarity purposes, the basis for the conclusion that Countrywide’s securitization activities led to
its rapid decline in performance as oppose the collapse of the subprime market per se, is drawn from
Countrywide’s significant reliance on securitization as a funding and profit source. Signs of this business
strategy being unsustainable in the long-term are evident from the reduction in the profit margins being
received on all loan products Countrywide securitized, and Countrywide’s strategy to buffer the reduction
in profit margin by increasing mortgage securitizations. Had the subprime market not collapsed profit
margins on Countrywide’s loans likely would have continued to decrease as the supply of the loans on the
secondary market increased. In hind sight, Countrywide’s business model may have been sustainable had it
focused less on mortgage securitization and more on developing other funding sources to sustain its
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credit enhancements (recourse arrangements) that had helped in the saleability of its
mortgage-backed securities (MBSs) in the period leading up to the GFC.*® There are only
limited disclosures required by SFAS 140 for these credit enhancements and the risks that
remain with Countrywide are not quantifiable from the balance sheet (e.g., Vermilyea et al.
2008; Casu et al. 2010). This is likely the reason why investors and the financial media
appeared unaware of the impending near-bankruptcy. Countrywide’s shares traded at a high
of $45.03 on February 2, 2007 and, were still trading above $40 on May 23. In June, Fitch
Ratings affirmed the investment grade of Countrywide’s long and short-term debt and mid-

July the media confirmed the company’s stability (Cohen 2007).*!

3.3  THE EFFECT OF COUNTRYWIDE’S EVENTS

Government authorities (the Board of Governors of the Federal Reserve System)
regulate and monitor United States banking activities and the impact of this regulation on
the bank industry structure remains controversial particularly during the 2007 to 2010
global financial crisis. A central issue to the controversy is that a negative event that occurs
at a specific bank, which implies an increase in the probability of its failure, can generate

negative financial consequences for the whole banking system.** This occurrence can be

mortgage loan origination volumes (for example by attracting depositors like the more traditional banking
firms).

“ The issuance of private-label MBS and ABS to investors generally requires some form of credit
enhancement, such as over-collateralization, senior-subordinated structures, primary mortgage insurance,
specific guarantees and/or private surety guarantees (For details see Ashcraft and Schuermann 2008).

*! Fitch Ratings affirmed the long-term A rating and short-term F1 rating (National Mortgage News 2007a).

2 Banks are subject to the risk of market failure in the form of deposit runs that can induce premature asset
liquidations, this is the worst case scenario ‘a run on the bank’ most recently observed through the collapse
of Northern Rock detailed in Shin (2009). The Government regulations and monitoring of banks activities
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particularly problematic for the integrity of the financial system given the integrated nature
of banks’ activities. This chapter addresses this issue by analyzing whether the events in the
lead up to the near-bankruptcy of the bank holding company that was the largest U.S.
mortgage lender in 2007 generated contagion effects to a) regulated mortgage securitizing
banks, b) regulated non-mortgage securitizing banks, and c¢) the unregulated finance and

insurance industry...

THE CONTAGION EFFECT

The contagion effect is the change in the value of competitors that cannot be
attributed to the wealth redistribution of the firm’s major events.*® The perspective is that,
if Countrywide is viewed as a portfolio of investments whose true value is not known to the
market then a major event reveals information to the market about Countrywide’s value. If
the event is deemed a bad event, the market will adversely revise downward the investment

value of Countrywide. If Countrywide’s events correspond with significant valuation

conveys the government’s willingness to guarantee the continued operation of banks (e.g. the Troubled
Asset Relief Program 2008), advocates to regulation question the inferior allocation of scares resources

The definition for the contagion effect is derived from Lang and Stulz (1992) who measure contagion from
bank’s bankruptcy announcements. While a bank’s bankruptcy announcement likely bears significantly
greater consequences on an industry than a firm’s Form 8-K event, the expected outcome is anticipated to
be similar. The outcome in essence is a test of market prices rationality. If stock markets are working
properly stock prices should immediately increase with the publicity of good news; immediately decrease
with the publicity of bad news and thereafter not change at lease in a predictable way as a result of the
previously released news Dolley (1933); Ball and Brown (1968), Fama et al. (1969). The alternate response
is that stock prices will not respond to irrelevant firm-specific information (Scholes 1972). Please note that
contagion can be used interchangeably with information transfer and the discussion in this chapter is in
alignment to the information transfer literature that includes but is not limited to,Kim, Lacina, and Park (2008),
Anilowski et al. (2007), Laux et al. (1998), Lang and Stulz (1992) Freeman and Tse (1992), Schipper (1990), Han and
Ramesh (1989) and Foster (1981) whereby this literature refers to an information transfer as an event that
occurs when news from one firm in an industry provides information to the market about other firms in the
industry.
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effects in the stock prices of other firms then this suggests contagion. The presence of a
contagion effect indicates that, Countrywide’s events are perceived by the market to reveal
information about the components of cash flows that are common to other firms, or
Countrywide’s events caused the market to become uncertain about other firms irrespective
of their economic health.

Firms that originate and securitize mortgage loans will have investments with
similar cash flow characteristics to those of Countrywide. Therefore, Countrywide’s major
events can cenvey information to these other firms because the value of their investments is
correlated with Countrywide’s investments. All else being equal it can be expected that the
contagion effect will be greater for the firms that originate and securitize mortgage loans.
Regulated banks are primary providers of mortgage loans and predominantly finance
mortgage loans through securitization. It is expected that the market may perceive the
information from Countrywide’s events to be relevant to regulated bank that underwrite and
securitize mortgage loans. Countrywide’s events can also affect the market value of
competitors by affecting their dealings with customers, regulators and suppliers. For
instance, customers with limited information about the outstanding risks of individual
firms’ securitization activities could reassess their perception of the creditworthiness of all
firms in the industry. Thus, it is possible that the market may perceive Countrywide’s
events to be relevant to banks that are seen not to securitize mortgage loans and to the non-

regulated finance firms who are not regulated to disclose securitization activities.
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SECURITIZATION ACTIVITIES: It is argued that securitization impeded the capacity of
investors to value firms’ equity in the lead up to the global financial crisis as a consequence
of the off-balance sheet treatment and the complex partitioning of the underlying assets
(risk) within the unconsolidated special purpose entities. Countrywide’s leadership position
as the largest mortgage lender and proficient securitizer, creates the potential to offer
evidence on whether the unfolding events revealing its deteriorating financial health,
embodied and signalled important asymmetric information about the firms’ securitization
activities. Like Countrywide, banks are significantly involved in the origination and
securitization of mortgage loans. Thus, if Countrywide’s events are seen relevant to signal
important information about the other firms’ securitization activities, then a negative
(positive) event is expected to reciprocate a decrease (increase) in the equity of those
banks’ that securitize mortgage loans. All else being equal, the greater the bank’s
securitization activities (level of mortgage sales to total assets) the greater the decline in the
value of the bank’s equity to the bad event.

LIQUIDITY AND PROFITABILITY: As the off-balance sheet structure of securitization is
the basis for the increased concern over the opacity of banking firms’ assets, all else being
equal, it is expected that the more liquid (transparent) a banks’ assets (total cash and
investment securities to total assets) and the more profitable the bank (the higher the return
on assets), the less elastic will be the value of the bank’s equity to Countrywide’s negative

events. Loss firms are also controlled for.
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LEVERAGE: To better understand how contagion can impact the value of a firm’s
equity it is necessary to consider the firms’ capital structure (total debt to total assets).** All
else being equal, if Countrywide’s major events convey negative information about the
industry, the percentage decrease in the equity of other banks increases the higher those
firms’ leverage. The higher the leverage the greater will be the elasticity of the value of
banks’ equity to the bad event with respect to the total value of the firm.

FIRM SIZE: It is necessary to consider firm size (log market capitalization), as the
literature is consistent in documenting the influential effect of firm size on the level of
contagion that can be transferred to other firms from firm-specific events. It is argued that
contagion is inversely related to firm size (e.g. Atiase 1985) and that smaller firms are more
susceptible to adverse information as they are seen associated with greater information
asymmetry (e.g. Slovin et al. 1991). However, financial firms are seen more complex and it
is argued that bank loans are informational opaque (e.g. Flannery et al. 2004; Campbell and
Kracaw 1980). Thus, to the extent that firm size is a proxy for the degree of complexity and
level of informational opacity due to firms’ loan activities, a negative coefficient is expect
to be associated with Countrywide’s bad news events. For firms in the non-finance industry

the reverse is likely.

* Banks capital ratios were considered as an alternate measure but considering that the regulators attempt to
account for banks securitization activities when addressing banks capital adequacy ratios this would effect a
focus of this study’s assessment of securitization on share price responses (BCBS 2006; Barth and
Landsman 2010).
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34 DATA AND RESEARCH DESIGN

The focus of this chapter is to examine the economic impact of the events pending
Countrywide’s near-bankruptcy and evaluate whether certain firm characteristics can
explain the capital market’s response when the null hypothesis (that the average abnormal
return equals zero) is rejected. Countrywide’s major events are identified from the
Securities and Exchange Commission (SEC) EDGAR database. Daily share prices are
obtained from the Center for Research in Securities Prices (CRSP) file. The banks’
mortgage sales activities are identified from Wharton’s Bank Regulatory database, and
quarterly accounting information is collected from Standard & Poor’s Compustat®

database.

IDENTIFICATION OF MAJOR EVENTS

Nine disclosure events are identified as signaling the viability of Countrywide’s
mortgage business in the six month period leading to its $4.1 billion merger agreement with
Bank of America January 11, 2008. Table 6 provides a chronology and description of the
nine events leading to the final merger agreement. The SEC Form 8-K is chosen as the best
medium to identify the events.* U.S. listed companies must file Form 8-K (current report)

with the SEC to announce major events that shareholders should know about, that is, events

* Media articles was another option, but the leadership position of Countrywide meant that it was mentioned
in the media with high frequency (nearly every day and sometimes multiple times a day), and identifying
specific events would be difficult and could generate unnecessary bias.
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that can influence shareholders views about the firm’s expected future cash flows.* In the
six-month period Countrywide filed 22 Form 8-Ks. Only the disclosure events directly or
indirectly related to reporting of the deterioration of Countrywide’s originate-to-distribute
business model are evaluated. The final nine events chosen relate to the state of the
company’s operations comprising, one asset impairment (Event 1), five declining
operations (Events 2, 4, 6, 7 and 8), one capital raising (Event 3), one Board change
(Event 5), and the merger agreement (Event 9).

Events not considered include, unregistered sales of equity, amendments to articles
of incorporation or bylaws, amendments to prior issued form 8-Ks, and consecutive
reporting of operating results if they fell only a few days apart. Initially twelve events were
singled out. The twelve events were then compared to the Federal Reserve of St. Louis
(2008) subprime crisis timeline and the Joint Economic Committee (2008) timeline to
ensure no prominent conflicts, which resulted in one declining operations event being
removed due to coinciding with the bank run of the British bank, Northern Rock (Sept 13).
In addition, the $2 billion equity investment by Bank of America (Aug 23) was also
removed as it is projected that Bank of America made this investment based on rational
projection of Countrywide’s remaining a viable going concern, and the event of Mr.
Sambol being appointed to the board of Countrywide (Oct 2) was also removed as the

interest is in events that provide information about the viability of Countrywide’s mortgage

“ The principle purpose of the Form 8-K is to meet the goals of Section 409 of the Sarbanes-Oxley Act of
2002 “protection of investors”
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business.”” In addition, Countrywide’s quarterly reports (Form 10-Q) and annual report
(Form 10-K) are not evaluated as all firms are required to issue these reports in a timely
manner. Countrywide’s December 31 fiscal year-end (and fiscal quarters) is common to
many U.S. listed firms resulting in Form 10-Qs and Form-10Ks being issued at similar
times which can confound the identification of market reactions that are specific to
Countrywide.

Event 1 (Jul 24) is chosen as the starting point for analysis as there was no public
signs yet of the trouble brewing at Countrywide. Figure 4 shows the trading movements in
the stock price of Countrywide across the period January 16, 2007 to January 14, 2008. The
points on the graph indicate the major events described in Table 6. Figure 4 shows obvious
declines in Countrywide’s share price that do not coincide with the points identifying
Countrywide’s events. The more prominent declines seen in August and November are the
likely consequence of prominent market activities that took occurrence at that time.

In particular, in the first week of August (trading days 137-140), Countrywide’s
share price declined a cumulative 24.28%. This decline coincides with Bear Stearns
declaring two of its hedge funds bankrupt (Aug 1) consequential to excessive subprime
exposure, and a price supplement filing (Form 424B2) that Countrywide made (Aug 3)

updating details about its unsecured and unsubordinated indebtedness of its mortgage

7 Bank of America realized a market adjusted 0.46 percent share price increase on the day of its $2 billion
capital investment .Shin (2009) details the bank run of Northern Rock. Event 5 (Oct 24) was also
considered for removal as Merrill Lynch reported a write down of investments due to subprime lending.
However, as the analysis is market-adjusted with the Standard & Poor’s Composite index it seemed
reasonable to leave it in. The composite index focuses on the large-cap sector of the U.S. equity markets
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business.*® Interestingly, Countrywide’s share price rebounds by 19.95% in the following
week (Aug 6-9) when American Home Mortgage files for bankruptcy (Aug 6) and
American International Group another prominent U.S. mortgage lender warns mortgage
defaults are spreading beyond the subprime sector.*” The rebound is likely the result of
Countrywide’s Form 10-Q filing (Aug 9) reporting June quarter earnings per-share of 0.81
cents. Mid-November was another particularly turbulent time for Countrywide’s share price
which does not coincide with firm-specific material disclosures filed with the SEC.
However, Barclays Group PLC which previded $2.2 billion in capital to Countrywide (Aug
16) reported a $2.7 billion losses on securities linked to U.S. subprime mortgage market
(Nov 15) and Credit Suisse reported that Fannie Mae would be likely to report losses of up

to $5 billion consequential to its subprime mortgage portfolio (Nov 21).%°

REGULATED PORTFOLIOS
The three regulated portfolios include a total of 529 regulated depository financial
institutions (banks) identified through Wharton’s Bank Regulatory Database, the Federal

Reserve Bank of Chicago, and the CRSP database.’’ Table 7 summarises the portfolios.

and companies selected for inclusion are the leading companies in leading industries - Merrill Lynch likely
being one of these.

4 Countrywide stipulates that as of March 31, 2007, Countrywide Home Loans, Inc., on an unconsolidated
basis, had $10.46 billion aggregate carrying value of the $21.13 billion unsecured and unsubordinated
indebtedness outstanding (excluding guarantees) of Countrywide Financial Corporation.

* Across the 4-day period some of the most reputable hedge funds also reported record losses (See Khandani
and Lo 2011)

%% Fannie Mae is one of the Government Sponsored Enterprises that plays a prominent role in sustaining
liquidity in the secondary mortgage market.

*! The Federal Reserve Bank of Chicago provides the permco identification codes for those banks listed on a
U.S. exchange which are necessary for acquiring share price data from CRSP.

CHAPTER 3 | PAGE 55



The banks have the required quarterly data filed with the Chicago Federal Reserve for
Schedule RC-P, /-4 Family Residential Mortgage Banking Activities in Domestic Olffices,
in addition to daily share prices. Schedule RC-P is used to identify the banks that securitize
mortgage loans and those that do not.”®> Mortgage sales are evaluated as the proxy for the
banks’ mortgage securitizations because banks’ securitization data is opaque and
inconsistent.”> The Securitization portfolio includes 168 banks that sell mortgage loans
during the test period, and the No-Securitization portfolio includes 80 banks that do not sell
mortgage loans during the test period.® To increase the strength of the sub-division it is
required that the banks in the No-Securitization portfolio did not sell mortgage loans in any
quarter from March 2006.>° The Other Depository portfolio includes 281 banks that did not

file a RC-P report.>

UNREGULATED PORTFOLIOS
The two unregulated portfolios include a total of 1,783 unregulated firms. The
securitization activities for these firms cannot be evaluated as they are not required to file

mortgage activities with the Chicago Federal Reserve and it is very difficult to ascertain the

%2 Schedule RC-P is to be completed by all banks with $1 billion or more in total assets and those banks with
less than $1 billion in total assets where the residential mortgage banking activities exceeds $10 million for
two consecutive quarters (RC-P, 2008).

% Schipper and Yohn (2007, p. 79) identify that the contractual provisions provided with the securitization
transaction may only be found in “very difficult-to-access sources”. Barth et al. (1996) discuss the
limitations to interpreting banks off-balance sheet disclosures.

3 Bank of America is not included in the securitization portfolio because it acquired Countrywide.

% March 2006 is the first quarter that banks were required to file Schedule RC-P with the SEC.

% Schedule RC-P only needs to be completed by banks with $1 billion or more in total assets and those banks
with less than $1 billion in total assets where residential mortgage banking activities exceeds $10 million
for two consecutive quarters.
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level of activities from the financial reports.’ " The Finance portfolio includes 1,768 firms
from the finance, insurance and real estate industry with a two-digit SIC of 60-67. Any firm
with a two-digit SIC of 60 and a three-digit SIC of 616 is removed. The removal of firms
with a two-digit SIC of 60 removes all depository institution and the removal of firms with
a three-digit SIC of 616 removes all firms in the same industry as Countrywide (mortgage
bankers, loan correspondents and loan brokers).”® The Mortgage Bankers portfolio includes

the 15 firms with the same three-digit sic code (616) as Countrywide.

ABNORMAL RETURN CALCULATIONS

Portfolios are constructed for each of the industries before abnormal returns are
calculated (Gibbons 1982).% Using the Regulated portfolio as the example, for the period
January 14, 2007 to January 14, 2008, 252 individual portfolios of holding period returns
are constructed where each portfolio represents the daily holding period returns generated
for all banks on the day. The banks holding period returns are then averaged across the
trading day to generate a single ‘mean return’ observation. The procedure is conducted for
each of the 252 trading days. The 252 holding period mean return observations are then

regressed on the market index and Countrywide’s major event days to determine if the

57 Many firms net their mortgage activities which make it difficult to ascertain the type of mortgage sold and
the level of mortgage loans sold.

58 The removal of these firms is to minimize the similarity of operations / cash flows to that of Countrywide.
Countrywide’s firm specific announcements should not affect firms with dissimilar operations / cash flows
(Lang and Stulz 1992)

% If individual stock returns were individual evaluated this would likely result in the residuals of the individual
securities to be contemporaneously correlated across banks because of the clustering on event-date. The
aggregations of firms into a portfolio explicitly accounts for the cross-sectional dependence of firm returns,
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portfolio of banks realized abnormal returns in the two-day (-1, 0) window of the event.*
The market index used is the Standard and Poor’s Composite index.®’ Countrywide’s major
events are identified dichotomously; Event = 1 on day 0 and Event =1 on day -1 for event
K using a two-day window, 0 otherwise.®* The model takes the following form:
Portfolio Return; = o; + f;Market Return + oxEventsjx + &; 1
The null hypothesis of the statistical test is that the average abnormal return for
Countrywide’s major event days equals zero. Stated in alternate form the interest is to
determine whether Countrywide’s events, that are signalling deteriorating performance,
instigate a negative return to the tested portfolios. An observed significant negative return
response suggests two alternate responses a) the market is uncertain about the underlying
economic value of other firms irrespective of their current economic health, and/or b) the
market views the information provided by the events to be relevant to the industry as a

whole such that the event is revealing adverse information about the components of cash

allowing for conventional tests of significance to be applied to individual portfolio return characteristics

(Dann and James 1982; Bernard 1987; Schipper and Thompson 1983)
% This analysis relies on the correct identification of information events, and there being no confounding news
during the event window. Campbell et al. (1997) Chapter 4 provides a detailed discussion of the
assumptions and limitations of an event-study research design.
The market return is included to mitigate potential confounding effects of global news occurring
concurrently with Countrywide’s events. As sensitivity the value weighted and equally weighted market
index were evaluated to replace the Standard and Poor’s index. Appendix B, Tables 16-22 report the results.
In addition the 4-week U.S. Government Treasury bill secondary market rate (weekly frequency) is
included in the evaluation of the regulated portfolios to accommodate for the sensitivity of depository
institutions to interest rates. The results are similar to those reported in the text. Appendix B, Tables 19-23
report the results.
All computations in the body of the text are based on two-day trading periods. Using the two-day time
period (-1, 0) is motivated by the inability to identify exactly when the announcement became available to
the market. Countrywide’s announcements could have be released prior to trading or during the trading day.
In the chance that the announcements are released subsequent the trading day, the alternate two-day
window is also tested where Event = 1 on day 0 and day +1. The one-day window and the three-day
window are also evaluated where Event =1 on day 0 (one-day window), and Event =1 on day -1, day 0 and

61
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flows that are common to all firms. Both responses signal that Countrywide’s events have
contagion effects. The former suggests a financial contagion whereby the market is
irrationally penalizing firms irrespective of their health which reciprocates to a high social
cost (e.g. Diamond and Dybvig 1983; Chari and Jagannathan 1988). The latter is an
information contagion with low to no social cost. If a significant positive return is
observed for an adverse event then this suggests a competitive effect whereby, all else
being equal, the information revealed by Countrywide’s adverse event such as a decline in
production could be the consequence of other firms increasing production and taking

market share (Lang and Stulz 1992).

CROSS-SECTIONAL ANALYSIS FOR DEGREE OF CONTAGION ACROSS FIRMS

To enhance the cross-sectional analysis of contagion, bank-specific characteristics
are evaluated. The regulated Securitization and No-Securitization portfolios are evaluated
together with an indicator variable (Securitization) distinguishing the firms that securitize
mortgage loans. The indicator variable aims to target whether Countrywide’s dominant
position in the mortgage market places Countrywide in a position such that the market
views the information reported by Countrywide is relevant to providing information about
the opaque risk factors inherent to other banks’ securitization activities. Banks’ liquidity,
leverage, profitability and size as discussed in Section 3.1 are also evaluated for their

potential explanatory power in relation to the magnitude of contagion effects.

day +1 (three-day window) respectively. The different windows provide similar results to those reported in
the text. Appendix B Tables 16-22 report the results.
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As the securitization activities cannot be estimated with accuracy for the remaining
firms, a separate cross-sectional analysis is run to include all regulated and non-regulated
firms. An indicator variable is incorporated to identify the regulated banks that reported
mortgage sales activities on Schedule RC-P with the Chicago Federal Reserve, and the
firms’ liquidity, leverage, profitability, and size are evaluated as potential explanatory
factors for the magnitude of contagion effects.

The OLS regressions are run separately for each event day. The cross-sectional
regressions are estimated where the dependent variable is the cumulative market-adjusted
returns (Cumulative Abnormal Return) obtained by adding the returns from the two-day
event window (-1, 0), and the independent variables control for certain firm characteristics
(discussed previously in Section 3.3). The sample number of firms is slightly reduced in the
cross-sectional analysis due to the requirement of consistent and non-missing accounting

data across all nine events. The model takes the following form:

Cumulative Abnormal Return; = o; + f;Leverage + p;Liquidity + B;Loss + f;Return on

Assets + pSize + piSecuritization + Controls + ¢ (2)

3.5 RESULTS

The results of this chapter suggest that Countrywide’s events are contagious to the
performance of regulated and unregulated financial firms, and unregulated non-financial
firms. The contagion effects observed on the regulated portfolios suggest information

transfer while the contagion effects observed on the unregulated portfolios could be the
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result of information contagion or financial contagion. The magnitude of the abnormal
returns that signal contagion can partial be determined by firms’ asset liquidity,

profitability, leverage, firm size, and securitization activities.

CONTAGION ARISING FROM COUNTRYWIDE’S EVENTS

The statistically significant stock market reactions to the events of Countrywide
distinguish the events which are firm-specific and the events that have been interpreted by
the market to be indirectly relevant to the intra-industry and inter-industry portfolios. While
Countrywide’s disclosures as individual events generated both significant positive and
significant negative return responses for the banks whose securitization activities could be
identified, the mean return response across the eight disclosures (excluding the merger
agreement) was statistically insignificant. However, Countrywide’s disclosures generated
significant negative abnormal returns to the common stock of regulated and non-regulated
finance firms whose securitization activities could not be readily identified.

COUNTRYWIDE FINANCIAL CORPORATION (Table 8, Models 1-2): Model 1 shows the
four individual events preceding the merger agreement that result in significant negative
abnormal valuation effects for the firm, and Model 2 identifies the average abnormal
decline in Countrywide’s two-day market adjusted return from the eight events preceding
the merger agreement is 6.38 percent (p-value 0.000).°> Event 3 (capital raising), the

borrowing of $11.5 billion, corresponds with a significant negative abnormal valuation of

% All percentage responses discussed hereon are average market adjusted two-day holding period returns.
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10.26% (p-value 0.002). Event 5 (board change), the departure of Mr. Cisneros who had
been on the director board since 2001 and was heavily involved in developing the campaign
to fund $1 trillion in home loans to minorities and low-to moderate-income borrowers,
counters a significant abnormal adverse change in valuation of 6.54 (p-value 0.033). Mr.
Cisneros did not give a specific reason for his departure.64

Event 7 (declining operations), which reports that monthly mortgage underwriting is
down 32.70 percent from the same time last year (from $67.0b to $45.07b), was also
significant and coincides with a 6.26 percent abnormal loss (p-value 0.033). Event 8
(declining operations), provides a clear report of yearly comparisons. Event 8 shows the
servicing portfolio has grown by 13.7 percent (from $1.30t to $1.48t), the level of
delinquencies as a percentage of unpaid principle balance on the portfolio have increased
by 36.1 percent (from 4.60% to 7.20%), the level of foreclosures pending as a percentage of
unpaid principle balance on the portfolio have increase by 51.39 percent (from 0.70% to
1.44%), and overall mortgage originations are only down by 11.22 percent (from $468.17b
to $415.63b). The disclosure of these statistics spawned the largest abnormal loss of 16.45
percen<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>