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Chairman Kanjorski, Cecmmittee members, I eappreciate the
opportunity to appear before you and to discuss securitization of
small business loans. My name is Tamar Frankel. I am a Professor of
Law at Boston University School of Law in Boston, Massachusetts.
Broadly, my interest is ir the regulation of financial institvtions
and markets: those who manage other pecples’ money. I have taught
and wrote on fiduciary law generally, and on securities regulation,
insurance and pension regulation. Among my publications are two
treatises. One 1is a 1978 treatise on the Regulation of Money
Managers that deals with the regulation of mutual funds and
investment advisers. The other is a 1991 treatise on Securitization
of loans. (A more detailed resume is attached to this statement.}

During the 1970’s credit crunch, securitization helped Americans
obtain mortgage loans to acquire homes. The question that we are
addressing .today is whether securitization can help small and
medium size commercial businesses finance their businesses. Can we,
by securitizing business 1oans, increase funding for small and
medium size businesses? (I use the term "businesses" or '"small
businesses" to include medium size businesses). Let me list a
nunber of guestions involving this important issue.

Is there a '“credit crunch" for small businesses?

1

2. If yes, what avre the reasons for this "credit crunch"?

3. Can securitization help open the door to small business
financing?

4. If securitization of small business loans is possible, why is

it not done today?

5. How can we lower the cost of orlglnatlno, standardizing the
loan terms, 2nd enhancing the credit for small businzss
loans? How can we use statistics to design prototype profiles
of small busivescas to determine the rate of riskiness of
varicus businesses

6. How can securitization of business loans be enhanced through
amendments of existing law?

7. What is the market doeing to bring about securitization of
business loans?

8. Where the market fails, who should help in the secursitization
process?

I will speak shortly to each of these points.
is there a “credit crunch" for small businesscs? Is it currently

1
th2 case that even businesses that are good credit risxs cannot
v2ceive loans at all, or cannot obtain loans at comparativ:z rates?

There are those who argue that there is no "credit cruonch” for
sma2ll businesses natiron-wide, and that 1n parts of th: country
sznns are seeking small business loans. That may, 1indcec, Z2 so. It
ts clear, however, that 1in parts of the country, suc. as Lthe

lzriheast, small businesses, including businesses with goc:z credit,
:v2 hurting for lack of finaancing.
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There are those who argue that s=curitizing small business loans
will not help the borrowers. Loans of risky borrcwers are not
competitive. Investors will demand, and small business borrcwers
will pay, higher than average interest on their loans.

I, for one, do not believe that markets in small loans are so
efficient. Not all small husiness loans in the Northeast are risky.
When businesses with good credit cannot get bank loans at
competitive rates, perhaps something is wrong with the system, as
was wrong with the mortgage loan markets in the 1970's.
Therefore, I believe that there is a credit crunch for small
businesses. |

2. What are the reasons for the "credit crunch?" Let me list a
number of possible xeasons: )

(1) in séme areas banks may not have the funds to lend to small
business;

(i1) banks may refuse to lend to small businesses in depressed
areas because all businesses there are presumed risky;

(iii) banks may have available to them alternative competing
investments that are less risky and bring higher income than
business loans. Smrall business borxrowers may be unable to
compete with alternative investments because information
costs about these business loans have increased with bank
restructuring. Small banks with long-term xoots in the
community had accumulated vast information about the members
of the community. Lvan officers of these banks could easily
distinguish between good and bad credit. As these banks are
acquired by larger banks, loan decisions are centralized, and
this reservoir of information was lost. In addition, to
reduce costs, loan officers seek larger loans. Furthermore,
loan ¢fficers no longer provide small businesses with
financial adwvice and guidance, as in the past. In short,
centralized lcan decision making has eliminated the personal
and advisory relationship between loan officers andé bank
borrowers.

{iv) it may well be that banks are deterred from making loans to
small businesses hecause of the capital reguivement. Tor most
business loans capital requirement is very high (id0%). If
these loans cannoct be solad at a competitive price, bank
that needs to raise capltal will be Letter off mak
acqguiring loans that can be securitized and for whi
secondary market exlsts.

in short, business loans today suifer from ¢ double
drsadvantage These buginess loans have bacome less attrzzttive to
originators. AL the szme time other lcans (e.g. mortgazis) have
bzzome mores attractive to originators and invectors, end -r~arefore




less costly to those horrowears. .

3. Can securitization help open the door to small business
financing? I believe that, under certain conditions, a seccndary
market for business loans can alleviate the tight credit for small
businesses and provide them with loans at competitive rates. But
that secondary market will arise only if we find ways to reduce the
risks of these lwans to investors.

To reduce the risk to invectors the cash flow from a pool of
these loans must be more predictable. To render the cash flow more
predictable, we must reduce the information costs about small
business loans (both on the borrowersz and the collateral, 1f any);
standardize the terms of these loansg; rate the securities issued by
the pools of these loans; and provide some guarant=2es to reduce
investors’ risks. .

4. If securitization of small business loans is possible, why is it
not done today? There are a number of answers to this question:

(1) we lack data about the behavior of small business loans
because before the computer age, banks did not maintain data
bases about their loans;

(11) information about small business loans is not pooled, and the
terms of these loans are not standardized. With 14,000 banks,
neither information nor in-house standardization spill over
to other banks. There are no p-ofiles of small business
avallable today. Since few banks have very larxge small
business loan portfolios, banks that make these loans do
not have the data or know~how and equipment to create a
database from which to derive the criteria for evaluating
such loans.

(211} unlike the insurance regulators, bank regulaters did not
develop techniques for evaluating credit risks releted to
bank loen portfolios. To this very day, the regulaetors and
the hanks {to a great extent) focus or evaluating single bank
loans. The reason for the different regulatory techniques may
be that bank regulators sevk to avoid affecting cepital
allocation by assigning risks to economic sectors (by
business or size).

tv) the development of criteria and standards for small dusiness
loans involves substantial investments. If these invastments
become public goods, the critevia will not be dev:zioped by
the private sector “public goods™. We cannot expezt the
private sector to sharc the criteria with competitors without
compensacion. In addition, information on which the criteria

re based may be confidential, although theva zre wavs Lo

over~ome this problem.
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5. How can we lower coste of originating and standerdizing the loan
terins, and enhancing the credit of small business loans? How can we
vse statistics to design prototype profiles of small businesses to
determine their level of riskiness?

The variety of small businesses is great, indeed, but I have
been told that, with appropriate data, it is possible to establish
prototype profiles of small businesses and criteria to evaluate the
risks i1nvolved in lending to them. Like insurance risk criteria, we
can create risk criteria for particular types of businesses (and
assets that they nold) under particular conditions.

The legislature can encourage the creation and maintenance (and
perhaps require reporting) of such data by banks, other lenders,
debt collectors, and the Small Business Administration, among
others. Credit agencies that rate individuals can also help reduce
the cost of evaluating small businesses, since such businesses
usually borrow with recourse to their owners.

6. How can securitization of business lcang '=2 enhanced through
amendments of existing law?

There are a number of laws that should be examined in light of
the nature of business loan pools: the Investment Compzany Act of
1940; tax laws to grant small business loan pools pass-thrcugh tax
treatment. In additicn, the legal status of transferred assets to
the pouols may have to be clarified under the Uniform Commercial
Code and the Bankruptcy Code. For example, when assets are sold to
a pool, and the assets include notes, compliance with the
reguirements of the Uniform Commercial Code to render the pool
holder in due course mav be too costly (e.g. endorsing thousands of
noses) . Notice of the transfer to the creditors of the transferror
that continues to service them is also problematic, especizlly when
the transferror feails. Congress addressed this problem in seczicn
11(d) of the Bankruptcv Code. Perhaps pocls of other tvpes of
sets should receive the same treatment. Another issue the:t shouid
e clarified is the status the seller of lcansg if he continues to
h ‘d subordinated securities issued by the pool of as>ets that he
sold. The holding of such securities by the seller offers
iit enhancement and reduces the cost of securitization. However,
lers may refrain from holding the securities if the hoiding 1is
2med recourse to the seller, 1in which case the sele i3 not

ynized by regulators and the seller could not imdrove its
by removing tne sold loans from its assets.

may consider providing incentives for anothe
1cement . It 13 less costlly to securitize loans made @2

ific assets, 2And lcans backed by speciiic asscus,
tvalbles or notes of customars with good credic. Loans
sdaing capital (woich way be the most needed Lodev) are !
luate and rriviee. IT a bank makes loans bached by &

WiCpose

zcuritizing the loans, and at the same t:
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loans for working capital to the same borgower, the bank is in &
better position to monitor and enforce the loans. Since Lhé lending
bank usually holds the borrowers’ deposits, they provide additional
security for the loan and information aboul Lthe Dborrower’s
business. Banks should be given incentives to make small business
loans for securitizaticn. and loans for working capital (for
holding) because suzh banks serve as reliable originators of
business loans. The dual loans and retention of the working capital
portion may render the other parts easier Lo securitize.

7. What is the wmarket doing to encourage the securitization of
business loans?

Orxiginators, rating agencies and the sellers of securitized
lcans are currently working on reducing the origination costs arnd
ori developing evaluation criteria for small businesses. Their
efforts should be encouraged. I understand that regional banks are
moving towards reducing the information costs of small business
loans. These banks have adopted a strategy to reverse the trend of
centralizing loan making. They decentralize the loan decision
making, vesting the power at the community level. This structure
enables the bank to recapture and maintain the information about
businesses as well 2s the persovnal advisory relationships with
their borrowers.

8. Wherxe the market fails, who shoald heip in the securitization
process? If the government is (o play a role, what should it be?

Recent histcry shows that the first and most risky stage in
securitization was developed and underwritten by the government.
The private sector followed rather than led the process. If the
policy to support loans to small businesses is similar to the
policy fo support mortigage loans, then it 'is necessary for the
covernment to get invelved in securitizing these loans.

The government may help create, sponsor or encourage the
creation of a “"credit information agency” to gather data on small
businesses, establish rishk critevia, ard standardize the terms of
small business loans.

The government could intermediate small business loans, buying
the loans and selling them with guarantees (of the loans by the
full faith and credit of the United States governma2n5i, or a
covernment agency, such as FNMR) . Through these activiiies the
covernment may create tn2 necessary databes: znd lendinc criteria
zad the standardized terms and uvnderwriting standevds v these
loans. As more 1nformation about the loars will be avai.zble the
roauired guarantees will become loucy.

Yhich government auincy or corporation could be
Tunctions? Cne possibility 18 bto asteblish a spec
&IaNC similar to FNY4. or Freddie tac for small Du

ve Lhese
sernment
loans.

’
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This solution may not be the most economic. An alternative is to
expand the mandate of existing governmant agencies that are expert
in securitizing other types of loans (e.g. FHMR). However, these
agencies may have little information and experience about
securitizing small business loans. A third possibility is to vest
the Swmail Business Administration (SBa), the Federal Deposit
Insurance Corporation (FDIC) and the Resolution Trust Corporation
(RTC), together or separately, with the mandate to securitize small
loans. These agencies have data on how small business leoans fare
and expertise in selling these loans. The SBA has developed
criteria for guarenteeing such loans and programs for securitizing
their guaranteed portions. The FDIC and the RTC have vast amount of
information about small business loans and are engaged in
securitizing loans (performing and non-performing) .

In addition, the FDIC has regulatory powers. It can require
banks to report the data from which the underwriting criteria for
small business loans can be created. It can give banks the choice,
incautives or require them to follow these criteria, and to
standardize theix small business loans. All these agencies could
cooperate among themselves and with rating agencies and others to
create the infrastructure for securitizing small business loans.

Securitization is not a magic formula for creating credit. It
has adverse side-effects. For example, securitization will benefit
borrowers by making credit at competitive rate available. Howazver,
securitization reguires inflexible loan terms to render the cash
flow predictable and borrowers seeking different loan terms might
have to pay higher interest. Securitization may offer banks many
advantages but it also exposes the banks to far greater
competition.

Notwithstanding these disadvantages I belisve thet unless small
businesses receive bank credit soon, Congress should move to help
small businesses obtain affordable financing by alternative means
such as securitization. Thank you.
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