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Financial Flexibility
A�ractive financing has drawn a number of new players to one of the more obscure corners of the 

securitization market, bonds backed by “transitional” or “bridge” loans to fix up or repurpose apart-
ment buildings, hotels, and office buildings. Despite the unwieldy name and unpleasant association 
with pre-crisis predecessors, CRE CLOs are proving popular with investors because they pay floating 
rates of interest and are relatively short term.  But CRE CLOs provide more than just an arbitrage 
between interest earned on loans and paid out on mortgage bonds; first-time issuers such Greystone 
and Hunt Mortgage Group see them as an important financing alternative, one the provides a be�er 
match, in terms of maturity, than lines of credit from banks.

In another example of a commercial lender flexing its financial muscle, Ladder Capital decided to 
go solo in the conduit market,  repackaging $626 million of loans the firm had originated itself, rather 
than contribute them to other issuers’ deals. The transaction was completed in June, but in an August 
conference call, CEO Brian Harris explained that there were no hard feelings  — the company simply 
wanted the flexibility to come to market when it was ready to do so.  Ladder still plans to contribute to 
bank-led deals in the future. 

Property Assessed Clean Energy has also been making headlines, and the news is mixed. Sev-
eral California municipalities are pushing back against the loans, which have a number of critics, 
including real estate agents who say PACE loans make homes harder to sell. On the other hand,  a 
U.S. District Court handed the industry a victory in July, when it ruled that PACE assessments are 
not “consumer credit transactions” and so not subject to disclosure requirements under the federal 
Truth in Lending Act and Home Ownership and Equity Protection Act. 

Several other articles in this issue deal with challenges that affect multipole asset classes.  In the 
leveraged loan and CLO markets, planning to replace Libor with a new benchmark is creating ten-
sions between banks and loan investors. 

And new requirements for counterparties to post margins on uncleared swaps are prompting 
rating agencies to reassess the risk in mortgage bonds and other kinds of asset-backeds, primarily in 
Europe.

—Allison Bisbey, Editor in Chief 

EDITOR’S LETTER
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GSE Reform Already Working
By Mark Zandi

Questions about what do with Fannie 
Mae and Freddie Mac and what our 
future housing finance system will look 
like have plagued policymakers since 
the two mortgage behemoths were put 
into conservatorship nearly nine years 
ago.

But in the background of this debate 
is an unheralded success story that 
goes a long way to se�ling it: credit risk 
transfers. Risk transfers are not only an 
effective method for mitigating the risk 
that Fannie and Freddie pose to tax-
payers while in conservatorship, they 
should be a central part of any reformed 
housing finance system.

To understand credit risk transfers, 
consider that at their core Fannie and 
Freddie’s job is to separate the interest 
rate risk and credit risk inherent in 
the mortgage loans they purchase. The 
agencies sell the interest rate risk to in-
vestors in mortgage-backed securities, 
and before the financial crisis they held 
on to the credit risk. Of course, that’s 
what got them into trouble. As home-
owners stopped making their loan pay-
ments, the credit losses overwhelmed 
what li�le capital the agencies had, and 
they failed.

This is where credit risk transfers 
come in.  Instead of holding on to credit 
risk, Fannie and Freddie are now trans-
ferring much of it to private investors. 
The bulk of these risk transfers are 
through capital market transactions 
with an array of investors that agree to 
buy securities backed by the agencies’ 

loans that are subject to write-downs if 
homebuyers default. Instead of credit 
risk remaining at the agencies, making 
them too big to fail, it is being dispersed 
broadly throughout the entire global 
financial system.

To date, Fannie and Freddie have 
transferred most of the credit risk on 
$1.6 trillion in mortgage loans — one-
third of the loans they own — to private 
investors. 

To put the progress into context, 
consider that private investors in the 
risk transfers are taking on what is 
approaching one-fi�h of the credit risk 
in all single-family residential mort-
gage loans originated in recent years. 
This is more than private mortgage 
insurers, and on par with the risk being 
shouldered by commercial banks and 
other depository institutions, and the 
agencies themselves. Only the Federal 
Housing Administration and Veterans 
Administration are taking on more risk.

The risk transfers aren’t without con-
troversy. Some are concerned that they 
won’t protect the agencies and taxpay-
ers when the economy stumbles badly. 
These are complicated transactions, 
and how well they transfer risk from 
the agencies to investors depends on 
many factors that are uncertain, includ-
ing the timing of mortgage prepayments 
and defaults. So it is important to ask 
whether these transactions will work 
out as expected, with private investors 
shouldering a significant amount of any 
losses on the agencies’ loans when un-

employment 
is high and 
rising and 
house prices 
are falling. 
From the ev-
idence so far, 
the answer is 
yes.

The risk 
transfers 
appear so successful in protecting 
Fannie and Freddie from losses in bad 
times, they would provide the agencies 
with a significant amount of capital 
if they were private institutions. How 
much? Based on very stressful sce-
narios, which include unfavorable 
assumptions regarding both the timing 
of prepayments, which are assumed 
to occur soon a�er the issuance of the 
risk transfer, and the timing of defaults, 
which are assumed to occur much later, 
the current risk transfers would cover a 
prodigious more than half the agencies’ 
capital needs.

While Fannie and Freddie’s credit 
risk transfers are still in their infancy, 
they are already succeeding in pushing 
off considerable amounts of credit risk 
to private investors, reducing the threat 
the agencies pose to taxpayers in the 
current housing finance system, and 
offering a solid foundation on which to 
build a new one.

Mark Zandi is chief economist of 
Moody’s Analytics.

Credit risk transfers are more than just a method for mitigating taxpayer exposure; they 
could be a key component of comprehensive housing finance reform.

OBSERVATION
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The securitization market is providing a  
new source of short-term financing for multifamily  

buildings under renovation

NONBANKS LOOKING TO EXPAND IN 
multifamily lending have found a new 
source of funding in an esoteric (and 
somewhat tarnished) corner of the 
mortgage bond market.

Many of these lenders originate 
large volumes of multifamily loans for 
the Federal Housing Administration, 
Freddie Mac and Fannie Mae. They also 
specialize in what is known as “transi-
tional” lending, or short-term, float-
ing-rate loans on commercial property 
buildings that are being repurposed or 
fixed up in order to eventually qualify 
for cheaper, longer-term financing.

The transitional loans — also known 
as bridge loans — have traditionally 
been kept on balance sheet. But with 
interest rates headed higher and the 
multifamily market still going strong, it 
has become a�ractive to bundle these 
loans into collateral for transactions 
called commercial real estate collateral-
ized loan obligations (CRE CLOs).

By Allison Bisbey

FIXER UPPERS

The funding is longer-term and less 
expensive than other sources of capital, 
such as bank lines of credit, pu�ing 
nonbanks in a stronger competitive 
position.

“To some extent, this demand [for 
bridge financing] is increasing as 
commercial banks continue to reduce 
their lending,” said Jeffrey Baevsky, a 
senior managing director in charge of 
structured finance at Greystone, which 
issued its first CRE CLO, and the first 
such deal of the year, in March. “We’re 
taking business away.”

The CRE CLO market is pre�y small. 
In 2015, 13 deals produced $5.5 billion of 
issuance, and last year there were just 
nine deals worth $2.7 billion, according 
to the credit rating agency DBRS. But 
this year, things are picking up again, in 
part due to new entrants such as Grey-
stone that are focused on the multifam-
ily market. As of mid-2017 it was at $2.5 
billion, and there were at least five deals 
in the pipeline for the third quarter.
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While the multifamily market has 
so� spots, demand for rental housing is 
still strong, particularly for affordable 
rental housing. Freddie Mac is predict-
ing that origination volume is likely to 
hit another record in 2017, reaching 
between $270 and $280 billion.

And there is some thought that heavy 
construction of high-end apartments is 
pu�ing pressure on landlords to spiff 
up older properties, according to Erin 
Stafford, a managing director at DBRS.

Keeping Up Appearances 
Stafford said that CRE CLOs finance 
reinvestment in properties to ensure 
they remain competitive and continue 
to get market, or closer to market, rents 
— and potentially qualify for govern-
ment-sponsored-enterprise financing. 
“There’s a lot of new product coming 
online that is Class A, whereas CRE 
CLO transitions typically finance more 
workforce housing, Class C and B,” she 
said.

Baevsky said Greystone’s transitional 
lending falls into two categories. The 
first is financing that just buys time, 
such as placeholder financing for 12-18 
months while a financing application 
with the Department of Housing and 
Urban Development is in the works.

At the other extreme are property 
buyers who want to do “light capex” 
such as kitchen or bath remodeling or 
painting “to boost operating cash flow 
before seeking permanent financing” 
to take a property from C+ to B status, 
he said.

“We see a tremendous amount of op-
portunity and product flow at that end 
of the spectrum,” Baevsky said.

Greystone, based in New York, has 
approximately $1 billion in transitional 
finance or bridge loans on its books to-
day; the average loan is only $13 million.

Hunt Mortgage Group, a nonbank 

lender that originates some $2 billion in 
multifamily loans a year for the GSEs, 
also launched its first CRE CLO in July. 
The $280 million transaction is backed 
by 23 loans on 36 properties. The 
largest is a $33.8 million mortgage on 
a portfolio of five apartment buildings 
in Abilene, Texas. The owner is in the 

process of making improvements to 
the units, including repainted cabinets 
and countertops, installing appliance 
packages and upgrading floors.

Another Financing Vehicle
Unlike Greystone’s deal, Hunt’s is not 
backed exclusively by multifamily 
loans. There are four, representing 
12.2% of the initial pool balance, that 
are secured by commercial and special-
ty properties, according to DBRS. The 
rating agency cites those as potential 
credit risks, since these two property 
types “o�en exhibit higher cash flow 
volatility than traditional multifamily 
properties.”

Michael Becktel, managing director 
and head of proprietary lending at 

Hunt, said that while both investors 
and rating agencies are comfortable 
with multifamily,  the concentrations 
in the CRE CLO are reflective of Hunt 
Mortgage’s portfolio. “The vast majority 
is agency multifamily, but a third or so 
is diversified. We wanted to show the 
market that, yes [the CRE CLO] is driv-

ing agency lending, and that’s key but 
Hunt has broader expertise than that.”

Transitional loans on non- multifam-
ily can serve as a bridge to a fixed-rate 
permanent lending proprietary product 
called HFX, which has a seven-year 
term, and is comparable in pricing, 
leverage, and structure to a conduit 
product but without the headaches.  
These loans range from $7.5 million to 
$25 million.

“Certainly, the CRE CLO markets are 
extremely a�ractive right now, we’re 
very pleased with the execution, but it’s 
just another financing vehicle for us,” 
he said.

 “When we first started to look at 
launching a CLO, it wasn’t an arbitrage. 
... The cost of warehouse financing 

Leverage for renters
Apartment vacancy rates in the metro areas where personal income is
growing the fastest

Source: Freddie Mac
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was relatively a�ractive. The CLO was 
approximately equivalent in terms of 
weighted average cost of financing. It 
was more about additional diversifi-
cation in financing sources. [A CLO] is 
truly matched term funding, it’s non-re-
course, and when the market improved, 
it became a great trade-off.  But we 
weren’t trying to time the market, we 
were just executing our business plan.“

Strong Investor Appeal
Hunt’s deal and Greystone’s share the 
same placement agents, Wells Fargo 
Securities and JPMorgan Securities — 
suggesting that the banks themselves 
are playing a role in expanding the 
market for CRE CLOs.

Other deals issued this year have 
come from repeat issuers and had a 
broader mix of collateral, including not 
just apartments, but hotels and office 
buildings, retail and even industrial 
properties.

CRE CLOs appeal to investors now 
because the securities that they issue 
pay floating rates of interest and are 
relatively short-term. These securities 
typically have initial terms of two or 
three years and can be extended several 
times for a total term of four or five 
years. By comparison, more typical 
commercial mortgage bonds pay fixed 
rates of interest and have terms of sev-
en to 10 years.

But the market is still somewhat 
tarnished by the poor performance of 
pre-crisis deals, which were called CRE 
CDOs and included some much more 
problematic collateral.

However, Rick Jones, a finance and 
real estate partner at the law firm 
Dechert, said that both the terms and 
structure of the newer deals have 
changed from those issued from 2003 
to 2006.

“Back in the day, there were two 

things that characterized deals,” Jones 
said. “One, in hindsight was an awful 
idea; the other was maybe tarred by the 
same brush. The awful idea was that the 
transaction could include buckets for 
all sorts of bits and pieces,” such as sub-
ordinate notes and synthetic securities.

“No one understood them, the rating 
agencies didn’t appreciate the risk,” 
he said. “That feature is truly dead and 
buried.”

The other thing that characterized 

pre-crisis CRE CLOs was the fact that 
they were actively managed, meaning 
principal proceeds that were repaid 
could be used to make fresh loans. 
“That’s a feature that’s going to end up 
back in the space, but we haven’t really 
go�en there yet,” Jones said.

Some of the first deals issued a�er 
the financial crisis were backed by 
nonperforming loans that were in the 
process of being liquidated. “That was 
fun for a while,” Jones said. “It’s gone 
away.” Now, he said, the core of the 
market is bridge loans for properties in 
transition.

Return to Pre-Crisis Features
Recent transactions included some fea-
tures that suggest investors are becom-
ing more comfortable with this corner 
of the structured finance market. One 
of those is a limited reinvestment pe-
riod. Both Greystone’s CLO and Hunt’s 
allowed for new loans to be acquired 
for a limited period (180 days in Hunt’s 
case).

Another CRE CLO, issued by Benefit 

Street Partners in June, was the first 
since the financial crisis with multiple 
property types that has a reinvestment 
period of one year, according to DBRS. 
Another completed in June by RAIT 
Financial Trust has a ramp-up period 
allowing the real estate investment 
trust to acquire some of the initial 
collateral up to 90 days a�er the close of 
the transaction.

“One of things every investor we met 
with asked was why the deal was going 

to be actively managed,” Greystone’s 
Baevsky said. “The simple answer was 
that not every loan was originated last 
month; some were originated two years 
ago. They’ll get repaid at a variety of 
maturity dates, so the CLO had to be 
actively managed.”

The CRE-CLO structure even appeals 
to banks. In August, Bancorp Bank 
came to market with a $314 million deal 
that has some unusual characteris-
tics. Unlike the recent deals from new 
entrants, it is static; there will be no 
reinvestment of repaid principal.

The deal’s biggest concentration by 
property type, at 49% is retail, a sector 
that has been under pressure from 
online sales and changing consumer 
habits. However, Moody’s Investors 
Service, which rated the deal, noted 
that the bulk of this exposure is to 
“anchored retail,” which has performed 
be�er than non-anchored retail. 

Another unusual feature is that 
Bancorp is taking advantage of a work-
around to risk retention rules by selling 
the first-loss exposure to a third party.

“A CLO is truly matched term 
funding, it’s non-recourse, ... it be-
came a great trade-off.”

ASR0917_Edit.indd   11 9/7/2017   1:03:04 PM



12   Asset Securitization Report  September 2017   

Why Ladder Capital Went Solo
By Allison Bisbey

Don’t take it personally. 
That’s the message Brian Harris, CEO 

of Ladder Capital, has sent to the invest-
ment banks his company has worked 
with over the past decade.

In June, Ladder struck out on its own 
in the commercial mortgage-backed 
securities market, repackaging $626 
million of loans the firm had originated 
itself. Previously Ladder had contribut-
ed assets as collateral for other issuers’ 
deals — 43 of them over the years.

“I’ve o�en said our ability to operate 
independently should be viewed in ad-
dition to our desire and ability to work 
with banks and others in pool transac-
tions,” Harris said on a Aug. 2 confer-
ence call to discuss quarterly results. 
“This should not indicate we have had 
any disagreement with our partners or 
any desire not to work with them in the 
future.”

The solo debut was notable since 
securitizations overall have been losing 
share in the commercial real estate 
lending market to insurance compa-
nies, in part due to new “skin in the 
game” requirements for sponsors of 
CMBS deals. With fewer deals com-
ing to market, a stand-alone finance 
company with limited balance sheet 
capacity can’t always wait to piggyback 
on Wall Street’s transactions.

Ladder decided to strike out its own 
because “sometimes the timing [of a 
multiseller transaction] doesn’t work, 
or the calendar is busy,” Harris said.

He devoted a large portion of the 

conference call to the deal, which the 
company, a real estate investment trust, 
views as a success, even if pricing was 
not as favorable as it would have liked.

Harris stressed that there was 
nothing special about the loans used as 
collateral for this deal; they are typical 
of loans it has contributed to multisel-
ler deals in the past. 

There was some discussion on the 
call about whether this strategy for 
complying with risk retention, known 
as the “L-shaped” strategy, might have 
created the wrong impression for mort-
gage-bond investors. Harris said some 
investors may have interpreted Ladder’s 
decision to sell the horizontal strip to a 
third party as “some opaqueness about 
where bonds would clear.” He empha-

sized that Ladder had sufficient capital 
to retain the securities itself — and may 
do so in a future transaction.

“It was a less-than-stellar execution,” 
the CEO acknowledged in response to a 
question from an analyst.

“We need to get ourselves out in 
front of investors more,” he said. “Not 
only were we desirous to hold [the risk 
retention stake], but we also want to 
own more [bonds]. We knew every loan 
in the pool; if ever there was a pool we 
would want to buy, it’s [this one].”

Ladder expects to return to the 
CMBS market in the next few months. 
The REIT has $200 million of loans on 
its balance sheet that can be used as 
collateral for either solo or multiseller 
deals. 

With fewer CMBS conduits coming to market — partly as a result of risk retention — an in-
dependent finance company can’t always wait to piggyback on Wall Street’s transactions.

Skin in the game
To comply with risk retention rules, Ladder Capital kept 2% of each
tranche of its first solo CMBS deal, except the riskiest bits, which it sold
to KKR

Source: Fitch Ratings
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Streamlining Fintech Regulation
By Lalita Clozel

Faced with the prospect of a new 
federal fintech charter, state agencies 
are considering drastic new steps to 
streamline regulation across state lines.
_A handful of regulators are discussing 
ways to create a single regulatory struc-
ture for fintech companies that are 
seeking regional or national business.

“Our goal is uniformity across the 
United States,” said Bryan Schneider, 
the head of Illinois’ financial regulator 
and chairman of a multistate regulatory 
task force focused on fintech. “It’s not 
exactly creating a new license type or 
creating a new charter. But it’s harmo-
nizing the regulatory requirements 
while still recognizing the sovereignty 
of the individual state.”

Fintech companies, ranging from 
payments processors to online lenders, 
have long chafed at the uneven sets of 
rules they face in each state where they 
must be licensed to operate.

The Office of the Comptroller of the 
Currency announced last year that it 
was developing a specialized national 
bank charter that would allow fintech 
companies to benefit from federal pre-
emption over state laws.

But state regulators are currently 
fighting the charter in court, arguing 
the OCC lacks the legal authority to act.

“The Office of the Comptroller of the 
Currency has go�en ahead of itself,” 
Schneider said. “State regulation is 
more accessible to industry and to con-
sumers and therefore has significant 
benefits over federal regulators.”

The states have already pushed back 
with a series of measures to make 
their licensing system more a�ractive. 
Steps include simplifying the quarterly 
reporting process across states and en-
gaging with fintech companies through 
roundtable discussions.

But despite these efforts, fintechs 
have maintained that the biggest 
change they need is a uniformity of the 
actual regulatory requirements across 
states.

“The core problems are the needs for 
multiple licenses,” said Brian Knight, a 
senior research fellow at the Mercatus 
Center. “Having to pay for multiple li-
censes and having to deal with multiple 
rule sets in what should be one national 
market.”

Schneider hopes he will be able to 
corral a substantive group of states, in-
cluding large ones like Illinois, Califor-
nia, Texas and New York, to sign on at 
the outset. Eventually, the group could 
grow larger until it reaches the whole 
country.

“If five or 10 states could start align-
ing their requirements in a meaningful 
way, industry has told me that would be 
impactful,” Schneider said. “The first 
goal is to get a critical mass. Once you’ve 
accomplished that, the rest tends to fall 
into place.”

Once states have agreed on a set of 
common requirements, they could then 
begin recognizing each other’s licenses, 
which would allow companies to apply 
in only one state or a limited number of 

A handful of state regulators are discussing ways to create a single regulatory structure for 
fintech companies that are seeking regional or national business.
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them.
“Ge�ing approved in one state gets 

you approval in another state,” Schnei-
der said. “And I don’t view that as 
challenging any state’s sovereignty. Just 
because I approve [certain companies] 
in Illinois, doesn’t mean that they have 
free range of actions in Illinois.”

Passporting would be one of “a 
number of mechanisms available to 
us to make things more efficient” once 
a common set of standards is agreed 
upon, Schneider added.

Another critical step would be to 
unify the examination process, he said. 
One idea is to “designate a lead state 
to examine a company for a particular 
period of time,” he said. “It seems like 
small stuff, but from the perspective of 
the company it’s much more efficient.”

A similar harmonization effort is 
currently under way in New England. 
In a meeting this summer at Boston 
University, the financial regulators of 
Connecticut, Maine, Massachuse�s, 
New Hampshire, Rhode Island and 
Vermont discussed a possible compact 
of fintech standards.

“New England states have historically 
worked really well together,” said Cyn-
thia Stuart, the deputy commissioner 
for the banking division of Vermont’s 
Department of Financial Regulation, 
citing reciprocal laws enacted in the 
1980s that allowed bank holding compa-
nies to purchase banks in other across 
state lines. “There are similarities in 
our markets.”

Stuart added that the push toward 
harmonizing fintech requirements 
could happen organically, with regions 
coming together separately at first.

“Typically, when the standardization 
happens, it happens in areas and then 
it grows,” she said. “A state like Vermont 
is an interesting state where we can be 
nimble and a li�le bit more innovative 

because we are smaller.”
In all these initiatives, the states are 

hoping to make their regions more 
competitive against a potential OCC 
charter.

The OCC’s fintech charter, with its 
preemption privilege, appears to be 
“a be�er mousetrap,” Schneider said. 
“Who wouldn’t want it?”

But he warned that it was unlikely to 
live up to expectations.

“It will be for more mature compa-

nies that can flip into the federal system 
and take advantage of the preemption,” 
he said. “I don’t know how that is going 
to help the startup companies.”

While states have argued the OCC 
charter will weaken consumer protec-
tions, a charge the agency denies, they 
say they will ensure the harmonization 
effort does not dilute those safeguards.

“No one is looking for a race to the 
bo�om,” Schneider said. Companies are 
“more than willing to accept a high bar 
in exchange for uniformity across state 
lines.” 

They contend that be�er coordina-
tion could result in be�er supervision.

“Right now, we license a lot of the ac-
tivity and then we go in and we examine 
them. But sometimes we’re looking at 
things that occur a�er the fact,” Stuart 
said. “To me, it’s a point of being reac-
tive versus being proactive.”

Still, the states have a ways to go to 
create an agreement that would be large 
enough to compete with the promise 
of federal preemption — at least for 
established players that have a shot at 

obtaining a charter from the OCC.
There is some precedent for broad, 

multistate supervisory agreements. 
States agreed in 1999 to a model law 
legalizing electronic signatures. And a 
decades-long effort to coordinate mort-
gage licensing and examinations was 
locked down by Congress in a provision 
of the 2008 Housing and Economic 
Recovery Act.

“My question is, how long is this go-
ing to take?” said Sam Taussig, the head 

of global policy and community banking 
at the online lender Kabbage. “If this is 
going to take over a decade, that’s not 
very helpful.”

Schneider said he expected this 
initiative to develop over “some period 
of months, not calendar years.”

Still, state regulators acknowledge 
that it will be tough to unite states 
around various requirements for 
capital, business plans, management 
experience, permissible investments 
for money transmi�ers, and particular-
ly usury rates.

“Will there be absolute uniformity? 
I don’t know,” Schneider said. “ … What 
we’re suggesting is possible is a signif-
icant narrowing of the state-to-state 
differences.”

In addition, some states will have 
a harder time implementing changes 
than others, for political reasons.

“New York is going to be very differ-
ent than Vermont,” Stuart said, adding 
that there are variations in “the struc-
ture and the amount of support that a 
state gets from their legislature.” 

“What we’re suggesting is possible 
is a significant narrowing of the 
state-to-state differences.”
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ABS East serves as one of the most important structured finance industry conferences, hosting 
a delegation of over 4,000 structured finance professionals. In keeping with the event theme 
“Investor Focused, Investor Driven”, IMN will once again work closely with some of the largest 
and most frequent buyers of ABS products to ensure a timely and relevant program.

New for ABS East 2017:

“The Innovation Institute”
The structured finance sector is not immune from the rampant spread of technology, and it 
seems that innovations in the FinTech space are occurring at an ever-accelerating rate. Busy 
securitization professionals lack the time, and the resources, to fully investigate and digest 
the plethora of developments and how they will directly impact their day to day jobs. As a 
solution to this growing knowledge gap, we are proud to present “The Innovation Institute” 
at ABS East. The institute will consist of a series of workshop presentations over two days, 
and will feature expert FinTech speakers from outside the structured finance sector with deep 
insights into these emerging technologies, and how they can, and will, impact our industry. 
This will enable attendees to bridge the information gap in the convenient setting of ABS East, 
avoiding any extra travel and time requirements associated with learning a new sector.
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Potential for Mischief?
By Allison Bisbey

How do banks, corporate borrowers, 
and investors in syndicated loans 
prepare for a benchmark rate that does 
not exist?

This conundrum is creating tension 
between stakeholders in the $900 bil-
lion market for below-investment-grade 
corporate loans as the entire financial 
system contemplates the possibility 
that Libor, the longtime benchmark 
for all manner of instruments, may 
disappear. 

The Loan Syndications and Trading 
Association has suggested that new loan 
agreements be cra�ed to allow any loan 
to switch to a new benchmark without 
unanimous consent of the investors in 
that loan. Covenant Review, a research 
firm that advises corporate loan inves-
tors on their rights, objects, arguing 
that such a measure would open the 
door to manipulation by the largest 
banks — which, remember, is the kind 
of thing that necessitated rethinking 
Libor in the first place.

This is something of a gray area for 
leveraged loans, which are underwrit-
ten by banks and broadly syndicated 
among institutional investors. 

The current market standard  
requires consent from each affected 
lender for any amendments that would 
reduce the rate of interest on a loan. But 
it’s not clear that any replacement rate 
would necessarily be lower than the 
London Interbank Offered Rate. In fact, 
if Libor no longer exists, it would not be 
possible to determine if a new reference 

rate is lower.
Represtatives for the LSTA and Cove-

nant Review declined to comment.

In the years since the Libor rigging 
scandal, banks have become reluctant 
to submit quotes used to calculate 
the average, and those quotes are 
hypothetical and rarely reflect actual 
transactions. In July, the U.K. Financial 
Conduct Authority said that it would 
phase out the benchmark by 2021.

Some credit agreements provide for 
a fallback in case Libor is unavailable, 
though these were generally designed 
for temporary disruptions, not a per-
manent one, the LSTA said in an Aug. 16 
presentation. The agreements may call 
for an interpolated rate or quotes from 
designated banks. In the case of certain 
trigger events, some Libor loans covert 
to base-rate or prime-rate loans. 

U.S. regulators have proposed a new 
benchmark, to be called the Broad Trea-
suries Repo Financing Rate, but it does 
not yet exist. Moreover, it is designed 
for the swaps market, and may not be 
well-suited to loans and collateralized 
loan obligations.

With no clear replacement rate in the 
offing, new loan documents cannot be 

dra�ed to accommodate a new bench-
mark. So the LSTA says interested par-
ties might consider “hardwiring” credit 

agreements with the ability to adopt a 
new benchmark with less than 100% of 
lenders on board, according to a wri�en 
summary of the webcast published on 
the trade group’s website.

That idea does not sit well with Cove-
nant Review.

“We suggest that our subscribers 
consider resisting any provisions that 
would permit a replacement rate with-
out majority consent,” the research firm 
stated in a report published Aug. 18.

It warned that “money center banks 
have the potential ability to control the 
selection of replacement reference rate 
and significantly affect the competitive 
dynamics of the lending market.”

The report acknowledges that it may 
not be possible to know whether a new 
benchmark would result in a lower 
interest rate. Nevertheless, analysts at 
the firm argue that “if a replacement 
reference rate could potentially result 
in a lower interest rate, then a good 
argument exists that an amendment to 
replace Libor with a new reference rate 
would require unanimous approval.”

It’s not clear whether loan documents require 100% investor consent before adopting a 
Libor replacement, and dissenting investors could be yanked from deals.
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“Banks have the potential ability 
to ... affect the competitive dynam-
ics of the lending market.”
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Reassessing Counterparty Risk
By Allison Bisbey

New requirements for counterparties to 
post margins on uncleared swaps were 
designed to reduce risk in the financial 
system.

Yet they are having an unintended ef-
fect on bonds backed by financial assets 
such as loans and leases, prompting 
credit rating agencies to rethink their 
criteria for assessing the risk in these 
transactions.

Swaps are agreements to exchange 
one set of cash flows for another; in 
asset-backeds, they are used to protect 
against a mismatch in interest rates 
or currencies of bonds and the assets 
used as collateral. Asset-backeds issued 
before March 1 are grandfathered from 
the requirement, sparing counterpar-
ties the added complexity and expense.

There’s a downside to grandfather-
ing, however. It creates a disincentive 
for one party in a swap to replace the 
other party, even if that counterpar-
ty’s finances deteriorate, pu�ing it at 
increased risk of default. That’s because 
entering into a swap with a new coun-
terparty would trigger the need for both 
parties to post margins.

This has prompted Moody’s Inves-
tors Service to update its approach 
to assessing counterparty risks in struc-
tured finance transactions, and to take 
rating actions on hundreds of tranch-
es across dozens of mortgage bonds 
and other asset-backeds, primarily in 
Europe.

The new approach to assessing coun-
terparty risk also impact some bonds 

backed by U.S. federally guaranteed 
student loans.

“We now assume that certain swaps 
are less likely to be replaced,” the rating 
agency said in a press release published 
Wednesday.  Moody’s also gives less 
benefit for certain features that would 
otherwise serve to increase the proba-
bility of counterparty replacement.

Moody’s isn’t alone. Fitch Ratings 
is also reviewing its U.S. structured 
finance portfolio to determine which 
transactions could be exposed to 
increased risk and potentially negative 
rating actions as a result of the two-way 
margin posting requirement, Kevin 
Duignan, managing director and global 
head of structured finance and covered 
bonds, said in an emailed statement.

And in June Standard & Poor’s put 
out a request for comment on proposed 
changes to its methodology for assess-
ing special-purpose vehicle margin 
requirements for swaps.

To date, neither Fitch nor S&P has 
announce any ratings actions or re-
views, however.

Not all of the actions that Moody’s 
announced are downgrades. The rating 
agency has upgraded 211 notes and put 
another 85 notes under review for a 
possible downgrade across 114 residen-
tial mortgage securitizations and 12 
deals backed by non-mortgage assets in 
the Europe, Middle East and Africa.

In addition, Moody’s has upgraded 
the national scale ratings of 12 notes in 
South Africa.

Rating agencies believe that new rules grandfathering existing swaps transactions from a 
requirement to post margins increase the chance that these deals could be left unhedged. 

New approach

Source: Moody's Investors Service

Risk of default by counterparty

Operational risk

Comingling risk

Risk of default by account bank

Deposit set-off risk

73 32 21

76 33 95

1 74 52

97 84 27

9 220

Moody's reassessment focuses on five broad types of counterparty risk,
which is the risk posed to investors by a potential default of any of a
variety of transaction parties.
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Mind the Gaps
Let’s take a fairly common scenario: an aggregator that bought a pool
of newly originated loans and relied on non-securitization portfolio
loan review. As is often the case, the aggregator instructed the 
third-party reviewer (TPR) on the desired sampling and how grading
and reporting was to be completed. While this was a prudent 
approach for a portfolio lender, in retrospect, this might not pass
muster for a securitization from a ratings agency standpoint.

Some of the first boxes that a rating agency will want to check are:
Was the review independent?  Who determined the sampling? How
was the grading done? Was the TPR qualified? The rating agencies
now have minimum requirements for years of experience for various
roles (including underwriters, quality control, and deal managers) that
TPRs must adhere to for sta�ng purposes. 

This is not to suggest that the diligence wasn’t done correctly in the
first place, but rather it was done for a di�erent purpose and, 
therefore, may fall short of current scope and process standards for
securitizations. If that is the case, certain loans or portfolios may have
to undergo additional diligence and procedures, to supplement 
reviews that may have already been completed for non-securitization
purposes. 

For these reasons, an aggregator considering securitization six
months down the road needs to make sure that the review scopes
and processes that are being followed will produce securitization-
ready assets.

Ongoing Deal Monitoring
In addition, issuers that are new to the private label space or that are
just coming back to the market need to be aware of specific reporting
and monitoring requirements set by regulators and standards being
introduced in the marketplace.

Many of the recent private label deals now feature some form of a
representation and warranty review. In general, the role of the 
representation and warranty reviewer is to provide an independent 

If you would like to learn more:

For the first time in a decade, the headwinds that have
stalled the return of private label securitization—interest
rates, uncertainty over compliance, and economics of the
transactions themselves—seem to be subsiding. 

eals, including non-prime securitizations, are coming to
market at an encouraging pace. Based on our activities with
clients and prospects, a growing number of aggregators

and portfolio lenders are now considering securitization as they 
expand their product mix and look for new liquidity options.

What we’re seeing is what the rating agencies and the business media
that tracks these deals are seeing as well. For example, recently, one
rating agency noted:

“DBRS anticipates an increased demand for PLS issuance, driven by
rising rates and the steepening yield curve. DBRS anticipates that
more non-QM issuers will come to the market in 2017, driven by 
significant pricing benefits.”

After a long hiatus, investors also seem ready to make space in their
portfolio for non-agency securities again.  Two leading Pacific 
Investment Management Company (PIMCO) portfolio analysts 
recently penned these observations in Barron’s. “Mortgage-related
investments can provide an attractive complement to other assets in
investor portfolios… Going forward, we expect non-agency 
mortgage-backed securities to be the most attractive sector from a
risk-adjusted return perspective. We see prospects for returns in the

area of 5-6%, given our base case forecast that U.S. housing prices
will increase about 3% per year over the next two years.”

Finally, the deals themselves are evolving. Recently, Inside Mortgage
Finance reported on some of the rated deals coming from active 
issuers. Specifically, it looked at recent deals from Deephaven 
Mortgage and Lone Star Funds, which were primarily non-QM. 
Alternative income documentation (read: bank statements), not
credit, was the reason for the non-QM  designation. These deals
have demonstrated that new loan products can be originated and
priced in the third party non-agency market. In fact, in the past year
and a half, Inside Mortgage Finance noted that approximately $2.5
billion in rated non-prime has been issued.

Just as the market and the asset quality have changed, so have the
rules of the road when it comes to securitization circa 2017. So, firms
considering a securitization strategy need to be sure that their assets
are ready to be securitized. The rating agencies all have explicit 
criteria for the due diligence and loan review scope and process. As a
consequence, due diligence performed for a whole loan portfolio 
acquisition, for example, may di�er from current standards required
for a securitization. 

review of certain loans based on loan performance triggers defined
within the transaction documents. 

Within this broad framework, the role of a representation and 
warranty reviewer can have di�erent formats from deal to deal. While
most of the new issuances are private 144(a) deals, when public deals
do return, issuers will need to reconcile the market trends in 
representation and warranty review design with the role of the asset 
representation reviewer, which is now required by Reg AB II. 

How We Can Help
Clayton was the first company to receive a representation and 
warranty reviewer rating.  As the reviewer on a number of non-prime
deals and numerous asset classes, Clayton is often asked for advice
on calibrating the scope of the reviews with the risk of the assets
being securitized.

At Clayton, we have developed a comprehensive securitization
readiness solution for non-agency assets. The end-to-end o�ering 
includes a review of past diligence activities to assure that third-party
reviewer independence and qualifications have been met.  We also
advise on relevant scope and process requirements and include a 
rating agency-accepted assessment of credit underwriting, data 
management, regulatory compliance, valuation and potential fraud.

By Je� Tennyson, President
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loan review. As is often the case, the aggregator instructed the 
third-party reviewer (TPR) on the desired sampling and how grading
and reporting was to be completed. While this was a prudent 
approach for a portfolio lender, in retrospect, this might not pass
muster for a securitization from a ratings agency standpoint.

Some of the first boxes that a rating agency will want to check are:
Was the review independent?  Who determined the sampling? How
was the grading done? Was the TPR qualified? The rating agencies
now have minimum requirements for years of experience for various
roles (including underwriters, quality control, and deal managers) that
TPRs must adhere to for sta�ng purposes. 

This is not to suggest that the diligence wasn’t done correctly in the
first place, but rather it was done for a di�erent purpose and, 
therefore, may fall short of current scope and process standards for
securitizations. If that is the case, certain loans or portfolios may have
to undergo additional diligence and procedures, to supplement 
reviews that may have already been completed for non-securitization
purposes. 

For these reasons, an aggregator considering securitization six
months down the road needs to make sure that the review scopes
and processes that are being followed will produce securitization-
ready assets.

Ongoing Deal Monitoring
In addition, issuers that are new to the private label space or that are
just coming back to the market need to be aware of specific reporting
and monitoring requirements set by regulators and standards being
introduced in the marketplace.

Many of the recent private label deals now feature some form of a
representation and warranty review. In general, the role of the 
representation and warranty reviewer is to provide an independent 
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rates, uncertainty over compliance, and economics of the
transactions themselves—seem to be subsiding. 

eals, including non-prime securitizations, are coming to
market at an encouraging pace. Based on our activities with
clients and prospects, a growing number of aggregators
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expand their product mix and look for new liquidity options.

What we’re seeing is what the rating agencies and the business media
that tracks these deals are seeing as well. For example, recently, one
rating agency noted:

“DBRS anticipates an increased demand for PLS issuance, driven by
rising rates and the steepening yield curve. DBRS anticipates that
more non-QM issuers will come to the market in 2017, driven by 
significant pricing benefits.”

After a long hiatus, investors also seem ready to make space in their
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Investment Management Company (PIMCO) portfolio analysts 
recently penned these observations in Barron’s. “Mortgage-related
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investor portfolios… Going forward, we expect non-agency 
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Finance reported on some of the rated deals coming from active 
issuers. Specifically, it looked at recent deals from Deephaven 
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credit, was the reason for the non-QM  designation. These deals
have demonstrated that new loan products can be originated and
priced in the third party non-agency market. In fact, in the past year
and a half, Inside Mortgage Finance noted that approximately $2.5
billion in rated non-prime has been issued.

Just as the market and the asset quality have changed, so have the
rules of the road when it comes to securitization circa 2017. So, firms
considering a securitization strategy need to be sure that their assets
are ready to be securitized. The rating agencies all have explicit 
criteria for the due diligence and loan review scope and process. As a
consequence, due diligence performed for a whole loan portfolio 
acquisition, for example, may di�er from current standards required
for a securitization. 

review of certain loans based on loan performance triggers defined
within the transaction documents. 

Within this broad framework, the role of a representation and 
warranty reviewer can have di�erent formats from deal to deal. While
most of the new issuances are private 144(a) deals, when public deals
do return, issuers will need to reconcile the market trends in 
representation and warranty review design with the role of the asset 
representation reviewer, which is now required by Reg AB II. 

How We Can Help
Clayton was the first company to receive a representation and 
warranty reviewer rating.  As the reviewer on a number of non-prime
deals and numerous asset classes, Clayton is often asked for advice
on calibrating the scope of the reviews with the risk of the assets
being securitized.

At Clayton, we have developed a comprehensive securitization
readiness solution for non-agency assets. The end-to-end o�ering 
includes a review of past diligence activities to assure that third-party
reviewer independence and qualifications have been met.  We also
advise on relevant scope and process requirements and include a 
rating agency-accepted assessment of credit underwriting, data 
management, regulatory compliance, valuation and potential fraud.
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PACE Isn’t Consumer Credit
By Allison Bisbey

Just because you agreed to it, doesn’t 
mean it’s credit

A federal judge has dismissed all fed-
eral claims against Renovate America 
and its government bond-issuing part-
ners in three lawsuits that had sought 
class-action status.

In addition to dismissing the federal 
claims against Renovate America, West-
ern Riverside County of Governments, 
San Bernardino Associated Govern-
ments and the County of Los Angeles, 
U.S. District Judge André Biro�e 
remanded all remaining state claims to 
state court, where they may or may not 
be reasserted.

Each of the three complaints had as-
serted that Renovate America engaged 
in allegedly deceptive practices which 
Renovate America characterized in a 
press release as “related to disclosures.” 
These included collecting additional 
interest and administrative fees and 
recording fees, and failure to credit 
payments. The complaints also alleged 
that these were statutory violations 
under the federal Truth in Lending 
Act and Home Ownership and Equity 
Protection Act.

However, the judge dismissed all the 
federal claims with prejudice, mean-
ing they cannot be refiled. The court 
concluded that PACE assessments are 
not “consumer credit transactions,” and 
therefore not subject to either TILA or 
HOEPA.

The July 17 opinion notes that PACE 
assessments do not meet TILA’s defi-

nition of “credit” as “a right granted by 
a creditor to a debtor;” nor do home-
owners meet the statute’s definition of 
a “consumer” as “a natural person to 
whom credit is extended,” since a PACE 
assessment is imposed on a property.

Judge Biro�e also cited official staff 
interpretations of the Consumer Finan-
cial Protection Bureau that expressly 
exclude “tax liens” and “tax assess-
ments” from the definition of “consum-
er credit transactions.”

The plaintiffs had challenged the 
CFPB interpretation; they argued that 
PACE assessments are not covered by 
the staff interpretations because they 
are entered into voluntarily, whereas 
tax assessments are involuntary.

Judge Biro�e didn’t buy it. 

“That homeowners agree to PACE 
assessments voluntarily does not estab-
lish that these assessments are not tax 
assessments and are instead credit,” he 
wrote.

“Renovate America takes its commit-
ment to compliance with laws, rules 
and regulations, and to consumer pro-
tection, very seriously, and we strive to 
exceed all applicable requirements and 
best business practices,” Sco� McKin-
lay, the company’s chief legal officer 
said in a press release. 

 “We worked to make the Consumer 
Financial Protection Bureau’s Know 
Before You Owe disclosures for home 
mortgages the model for PACE financ-
ing, and get that enacted into law,” he 
said. 

A  U.S. District Judge has dismissed all federal claims against Renovate America and its 
government bond-issuing partners in three lawsuits that had sought class-action status.
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Trustees Holding Title Becomes 
More Important Than Ever as 
Banks Pull Back

Having a trustee or a bank hold title has become common in most asset 
classes. The structure is widely used with mortgages, student loans, 
consumer loans, and more. The irony is that even though there is more 
of a need for banks to hold title than ever before, several banks have 
stepped away from holding title for certain types of assets. These banks 
became more risk adverse as a result of the �nancial crisis. This change 
presents an opportunity for trustees and banks still willing to hold title.

In July, Asset Securitization Report hosted an executive roundtable to 
discuss what the future holds for banks and trustees still interested in 
holding title, what tailwinds they may have, and what the industry can 
expect going forward. Moderated by ASR contributing editor, Danielle 
Fugazy, four industry executives participated in the event: Doneene 
Damon, Executive Vice President and Director and Richards, Layton & 
Finger, P.A.; Ben Jordan, Head of the Transaction Management Group in 
Global Capital Markets at Wilmington Trust; Jason Solomon, a Partner 
and the Team Leader of the Corporate Trust, Agency & Asset Servicing 
team at Alston & Bird LLP; and, Peter Wylie, Vice President of Finance at 
CommonBond. 

What follows is an edited version of the lively and informative discussion 
that took place.
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Danielle Fugazy: What are we seeing 
in today’s market with respect to 
trustees taking title?

Doneene Damon: It’s a little bit 
different from what it used to be. I have 
been doing this for 25 years. In the days 
of “collateralized mortgage obligations,” 
trustees always took title to the assets 
being securitized in those transactions. 
When statutory trusts were introduced 
into the market in 1988, it allowed the 
trust as a separate legal entity to take 

title to its own assets. This structure 
was then used for most asset classes 
except mortgages. What we see today 
is that structures have moved back to 
trustees taking title to the assets. We 
see this structure used with mortgages, 
student loans, consumer loans, and in 
some limited cases, even in auto deals. 
Having the trustee take title has become 
common in most asset classes, whether 
the deal uses a common law trust or a 
statutory trust, and for that reason the 
structures are a little bit different from 

what they used to be. It supports the 
saying that everything old becomes new 
again.

Jason Solomon: The growth of the 
secondary markets has driven different 
scenarios calling for trustees to hold title 
to certain types of assets. There has 
been a rapid expansion of those types of 
scenarios over the course of the last 10 
years. At the same time though, several 
banks have stepped away from holding 
title to certain types of assets. They have 
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become more hesitant in the wake of the 
financial crisis. So while there has been 
growth, there has also been a shrinking 
number of banks and trustees willing to 
hold title. This presents opportunities for 
trustees still willing to hold title.

Pete Wylie: With the rise of 
marketplace lending, you see these new 
assets coming online and new providers 
that ultimately are going to want to take 
those assets long term; as a result, the 
markets need to adjust. I definitely think 

that this opportunity has presented 
itself as you’ve seen that asset class 
dramatically expand where it’s not banks 
issuing consumer loans directly, but it’s 
marketplace players.

Doneene Damon: You hit the nail 
on the head. It’s opportunity. It’s the 
expansion of the markets and the 
creation of new asset classes. This 
creates new opportunities and the 
structures are tweaked and changed 
to better take advantage of those 

opportunities. We have seen a rapid 
expansion into the consumer loan and 
marketplace lending space. And this has 
all happened in a relatively short period of 
time, which is interesting.

Danielle Fugazy: How long has the 
expansion been taking place?

Doneene Damon: We’ve probably 
seen the most expansion during the past 
five to six years, in terms of these kinds of 
structures. This is all relatively recent.
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Jason Solomon: Creative minds 
always have a way of getting to the finish 
line in the securitization and mortgage 
finance spaces. As marketplace lending 
boomed and different asset classes 
either rebounded or were reshaped in 
the wake of the financial crisis, the need 
to reach the finish line has resulted in an 
expansion of opportunity for trustees to 
hold title. That is in large part a derivative 
of the financial crisis, but it also has a 
path all its own. It’s hard to say this is a 
boom that’s ending, or if this is a boom 
that is part of an ever-evolving financial 
landscape. I think it’s more of the 
latter than the former. The industry will 
probably be somewhere very different 
in another five years. Things will change 
and we will end up in a different place 
than we are now, but I expect the need 
for trustees or some market participants 
to hold title will continue to grow.

Doneene Damon: The one consistent 
thing though is that the trustees have 
always been responsive to changes in 
the market. That’s what the trustees 
do—they are facilitators. Structures 
may change, but what is consistent is 
the trustees’ willingness and ability to 
respond to what the market needs when 
it comes to structured finance.

Ben Jordan: To that point, the boom 
has been in the nontraditional and 
unsecured sectors. So banks have 
tightened up underwriting thresholds 
on consumer lending, [and] now you 
have companies like CommonBond 
and Lending Club—all these major 
unsecured consumer companies in the 
market that aren’t banks. They can go 
out and find different lending sources 
and different investors in order to fund 
their loans. They have put together the 
platform to lend and we’ve had to adapt 
to that.

Pete Wylie: When the banks are 
producing the asset, you don’t have 
that ecosystem where the providers 
are marketplace lenders that need to 
sell their loans to investors, rather than 
holding on their own balance sheet. . 
Those “take- outs” are usually done by 
hedge funds or other asset managers 
that require different structures for 
regulatory reasons. That demand is part 
of the driving factor as well.

Danielle Fugazy: What is the 
advantage to the client if the banks 
hold title to the assets?

Jason Solomon: A lot of it is efficiency 
and effectiveness. One centralized entity 
holding title allows deal formation and 
deal administration to be quicker and 
cheaper.

Pete Wylie: It streamlines reporting 
requirements as well, especially for our 
providers and partners in the ecosystem. 
That really makes transactions move 
smoothly.

Danielle Fugazy: What risks do the 
banks face by holding title?

Doneene Damon: The risks fit into 
different categories. When the bank 
takes title to assets, the trustee is the 
owner. The risks are therefore tied to 
the risks of an owner for that particular 
asset type, which means the risks vary. 
For example, if the trustee takes title 
to real estate, often referred to as “real 
estate owned” (REO) property, you 
may be subject to liability under local 
ordinances with respect to property in 
certain municipalities or jurisdictions. 
If the trustee takes title to mortgage 
loans, there are risks associated with 
collection efforts. Although these matters 
are handled by third-party servicers, the 
trustee is the owner and may be deemed 

“There should never be a 
subsequent deal which 
is harder than the first 
when you do things right 
the first time.”
Jason Solomon
Partner and Team Leader of the Corporate 
Trust, Agency & Asset Servicing team,
Alston & Bird LLP
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the principal and therefore liable for the 
actions or inactions of the agents. At the 
end of the day, it requires the trustee to 
analyze the risk for each deal based on 
the asset class and the particular parties 
involved in the transaction.

Jason Solomon: There are reputational 
risks that come with being the party 
named in a lawsuit by a plaintiff’s lawyer 
who doesn’t understand a trustee’s 
role in a structured finance transaction. 
There are risks associated with servicers 
and other third-parties that administer 
assets titled in the name of a trustee, and 
there are vicarious liability arguments 
and statutory frameworks that, from a 
bank perspective, can create difficult 
situations. From the trustee perspective, 
these are real risks; having your name in 
the headlines or your name on the first 
line of a complaint is not where general 
counsel offices want to be. That’s the real 
challenge to a trustee with respect to this 
sort of structure.

Ben Jordan: One of the ways we 
mitigate that risk is by seeking indemnity 
from the different transaction parties. In 
a deal where we take title, we usually 
get some type of side-letter indemnity 
from the issuer in order to mitigate some 
of that risk of being a named party in a 
lawsuit.

Doneene Damon: When the trustee 
takes title and the servicer is servicing 
those assets, the trustee wants some 
comfort that the servicer is going to 
do what the document says it’s going 
to do, within the confines of the rules 
and regulations and the laws that are 
applicable. If for some reason the 
servicer either does something it’s not 
supposed to do or doesn’t do something 
it’s supposed to do, the trustee wants to 
know it’s protected. This risk component 
didn’t exist previously, but it does now. 

You therefore see a difference in the 
diligence required by trustees at the 
onset of a transaction and the trustees’ 
indemnity requirements under the 
various transaction documents.

Jason Solomon: The CFPB, the 
Choice Act, and other new and evolving 
regulatory and statutory overlays affect 
how servicers and other parties in 
transactions do their job and that means 
the rules and risks for trustees are also 
changing. There is general uncertainty 
about where the current administration 
takes some of these overlays. Where 
things end up and how that changes the 

risk profile will impact whether and how 
trustees are willing or able to take title.

Danielle Fugazy: Is there a risk to the 
client?

Pete Wylie: It depends on the deal 
and the structure. Consistency is so 
important; I think working with known 
parties is really important. Also, a great 
deal of diligence is necessary to get 
everybody comfortable that this trustee is 
going to meet all obligations underneath 
whatever arrangement is put in place. 
This is always heightened the first time 
we transact with a new group.

“With the rise of marketplace lending, you see new 
assets coming online and new providers that 
ultimately are going to want to take those assets 
long term; as a result, the markets need to adjust.”
Peter Wylie
Vice President of Finance, 
CommonBond
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Doneene Damon: Relationships 
matter. You may be working with a party 
for the first time, but assuming all goes 
well and that is everyone’s intent you’re 
going to work with those parties again 
and again and again. So, it’s critically 
important for everyone to be on the same 
page. Relationships are important; it 
makes the conversation about indemnity 
and risk an easier conversation to have 
because of the relationship with these 
players.

Jason Solomon: There should never 
be a subsequent deal which is harder 
than the first when you do things right the 
first time.

Danielle Fugazy: What challenges do 
the banks and clients face by holding 
title?

Ben Jordan: As a bank it’s tough—we 
need to look at the company, examine 
their financials, make sure that this is 
something we’re comfortable taking on, 
especially if they’re the party selecting us. 
If it’s a start-up that’s only a year in the 
business, operating at a loss, it’s hard for 
a bank to get comfortable even though 
they may be doing very well. We do have 
to say “no” to some clients/prospects 
when they don’t meet certain thresholds. 
We can’t take that risk.

Doneene Damon: The other challenge 
is the uncertainty in the landscape. 
We don’t know at this point what the 
new administration is going to do or 
what changes they’re going to make 
to the regulatory framework. We are all 
functioning with what we know today, 
but we don’t know if that’s going to be 
the case three months from now. When 
parties are trying to structure deals, they 
need to structure for the life of the deal. 
This level of uncertainty creates a big 
challenge today.

Danielle Fugazy: What impact has 
Madden vs. Midland had on the 
industry?

Jason Solomon: The fundamental 
impact of Madden is uncertainty. It 
introduces uncertainty into the 
marketplace in a way that we all thought 
wasn’t there. However, the case itself 
is limited in some ways. There was 
a specific set of facts and a specific 
judicial circuit, which only covers three 
states. However, anytime you have the 
Second Circuit, (which houses New York) 

speak to something that is relevant in 
the financial markets, it carries weight. 
That’s where the uncertainty comes from. 
This case was decided in a way that 
has not had a chilling effect on anything, 
but it certainly makes you rethink your 
structure and how you approach on the 
client side. It’s probably more of a speed 
bump than a roadblock. The case didn’t 
go to the Supreme Court, which means 
it is what it is for now, but there are other 
cases with comparable but better facts 
which a lot of people in the industry are 

“There are very few banks in the industry now that 
actually hold title for clients. If they were to stop 
doing that, I’m sure our creative lawyers would 
come up with other structures that would work.”
Ben Jordan
Head of Transaction Management Group in Global Capital Markets,
Wilmington Trust
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hopeful will be decided differently. But 
Madden is what Madden is.

Doneene Damon: The uncertainty 
is the takeaway that everyone talks 
about. It calls into question those things 
that were consistent, those things that 
provided efficiencies and structural 
integrity. As Jason said, I do not think 
it is a roadblock, but it is absolutely a 
speed bump. Every deal party is aware 
of it and trying to figure out how to deal 
with it. And the fact that it’s New York 
means everyone is watching it and taking 
it into consideration because it is a key 
jurisdiction in this space.

Ben Jordan: We have seen almost all 
of our clients somewhat change their 
operations and other disclosures in order 
to address this case. This isn’t going to 
be the only case law that comes out of 
this booming industry. I think the same 
thing is going to continue to happen 
and the industry is just going to have to 
continue to adapt.

Pete Wylie: It’s interesting because 
it doesn’t provide you with a ton 
of guidance, but it gives the courts 
something to point to. Again, it creates 
that kind of uncertainty that you do not 
want. But it shouldn’t—the case in and 
of itself really should have no impact on 
how trustees are handling the holding 
of title, but it does. It creates fodder for 
courts that maybe aren’t as well versed 
in the world of securitization as we 
would like them to be. From a trustee 
perspective, it is challenging.

Danielle Fugazy: Are you doing 
anything different because of the 
outcome of the case?

Pete Wylie: The facts in Madden are 
really affecting loans that have high 
coupons and our specific product set is 
actually a low coupon. So that particular 

aspect of it that is so problematic and 
causes such uncertainty isn’t a direct 
concern for us given our current product 
mix.

Ben Jordan: It doesn’t have a huge 
effect on the way we do business as 
a trustee. We’re always cautious of 
it, especially in a growing market. We 
defer to all our external counsels as well 
as internal counsel on how to address 

these different case laws, especially in 
an emerging market, but it’s more about 
being cautious and making sure we’re 
doing the right thing as a trustee moving 
forward as the market grows to maturity.

Danielle Fugazy: What would actually 
happen if no banks were willing to 
hold title?

Ben Jordan: There are very few banks 
in the industry now that actually hold 
title for clients. If they were to stop doing 
that, I’m sure our creative lawyers would 
come up with other structures that would 
work.

Doneene Damon: I agree. We have 
structures now where title is not directly 
in the name of the trustee, but going 
into a trust. If we did not have banks that 
were willing or able to hold title, then 
more of these deals would morph into 
that kind of structure with a statutory 
trust taking title to the assets. And there’s 
no doubt in my mind that we will continue 
to evolve in our deal structures, coming 
up with new creative structures that will 
support our industry.

“Structures may change, 
but what is consistent is 
the trustees’ willingness 
and ability to respond to 
what the market needs 
when it comes to 
structured finance.”
Doneene Damon
Executive Vice President and Director,
Richards, Layton & Finger, P.A.
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PACE Takes Hit on Home Turf
By Allison BIsbey

California was the birthplace of so-
called PACE loans — a controversial 
means of financing energy efficiency 
upgrades via assessments on property 
tax bills now practiced in 20 states — 
and it’s also a ba�leground.

Several local municipalities are 
pushing back against the contentious 
loans, which have a number of critics, 
including real estate agents who say 
PACE loans make homes harder to sell.

The board of supervisors of Kern 
County on July 11 voted 4-1, with one ab-
stention, to rescind Property Assessed 
Clean Energy programs in its unincor-
porated areas. Effective immediately, 
eight of the nine programs being ad-
ministered have lost their authorization 
to conduct new business. (The county 
is contractually obligated to provide the 
Western Riverside Council of Govern-
ments, which operates under Renovate 
America’s HERO program, six months’ 
notice of termination.)

Kern County, with a population of 
over 800,000, isn’t the first California 
municipality to reconsider PACE autho-
rization, but in several other counties, 
these measures failed to pass. The City 
of Bakersfield, Kern’s county seat, is 
expected to take up the issue in the 
coming months.

Still, PACE programs continue to ex-
pand across the state. Earlier the same 
day the board of supervisors in Tulare 
County — directly north of Kern — au-
thorized a second PACE program in its 
unincorporated areas despite opposi-

tion from local real estate agents.
Kern County supervisors brushed off 

accusations from local contractors and 
PACE administrators that they prom-
ised local realty agents months before 
the issue came to a public vote to kill 
PACE.

“There was no backroom deal,” 
supervisor Mick Gleason said. “I never 
once told one individual — and I never 
do — my stance on any issue until I hit 
that bu�on” and vote.

Three other supervisors, David 
Couch, Zack Scrivner and Mike Mag-
gard, also said they did not promise 
votes. All four said the primary reason 
they voted against PACE is that the fi-
nancing creates a “super lien” that must 
be repaid ahead of a mortgage. This can 

make it difficult for property owners to 
refinance or sell. While the lien is not 
accelerated upon the sale of a property, 
prospective buyers may have trouble 
obtaining financing while it is in place.

Supervisor Leticia Perez, who 
opposed terminating PACE at a board 
meeting in June, was absent. The vote 
comes as state lawmakers are consider-
ing a bill that would introduce a num-
ber of consumer protections, including 
tighter underwriting criteria, obliga-
tions for administrators to monitor 
contractors and forbearance policies.

The U.S. House and Senate are also 
considering legislation that would bring 
PACE assessments within the purview 
of the Truth in Lending Act, pu�ing 
this type of lending under the authority 

Local governments in California are rethinking their support of property-assessment fi-
nancing programs for energy-efficiency upgrades. One county has already bailed.
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of the Consumer Financial Protection 
Bureau.

The state and federal bills did not 
sway the vote, Couch said.

“From what I’ve seen of SB 242 [the 
California bill], I don’t know that it’s 
adequate,” he said.

The first commercial and residential 
PACE programs were established in 
California in 2008. The residential pro-
grams hit a roadblock in 2010, when the 
Federal Housing Finance Agency, which 
regulates Fannie Mae and Freddie Mac, 
instructed the two government-spon-
sored enterprises not to acquire mort-
gages encumbered by PACE liens. Still, 
the programs have continued to operate 
throughout the state.

As heated as the debate in Kern 
County has become, it is more about 
PACE’s potential harm than actual 
widespread damage.

As of mid-May, there were 2,510 
properties in Kern County with a PACE 
assessment, and of those, 72 (2.9%) 
were delinquent on their property tax 
payments, according to a staff report 
submi�ed to the board of supervisors 
in June. It noted that the overall delin-
quency rate in the county is around 2%, 
so the PACE-assessed properties are not 
materially higher.

Based on data provided to county 
staff by the HERO program, there has 
only been one foreclosure in unincor-
porated Kern of a PACE-assessed prop-
erty. According to HERO, the homeown-
ers suffered a job loss and were unable 
to continue paying the mortgage. The 
foreclosure, therefore, was not initiated 
by the PACE provider.

Other data support real estate agents’ 
claim that it can be difficult to obtain 
a mortgage on a property encumbered 
by PACE, compelling owners to prepay 
assessments in full if they want to sell 
or refinance.
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Don’t Get Too Comfortable
By Yemeng Yang

Subprime loan originations for three 
out of four major credit products 
declined for the first time since 2012, 
a TransUnion study released in August 
found.

Originations of subprime auto 
loans, personal loans and credit cards 
dropped 5.3% in the first quarter from 
a year earlier to 4.63 million, the study 
said. Subprime mortgages, a lower-vol-
ume category, were the exception, 
rising nearly 10% to 47,125.

Researchers consider the declines in 
the three categories to be only “a pause” 
on the part of lenders a�er several 
years of heightened subprime activity 
and rising delinquencies, according 
to a press release issued by the credit 
reporting agency.

“Lenders are seeking to maintain 
the proper balance between return to 
investors, services to consumers and 
potential losses,” Ezra Becker, senior 
vice president of research and consult-
ing for TransUnion, said in a phone in-
terview. “This is a temporary, periodic 
correction.”

It’s unclear how long the pause will 
last. The report offered no forecast 
for coming quarters, and Becker said 
“much of this will be dictated by the 
delinquency picture in the near term.” 

The study defined subprime as loans 
made to consumers with VantageScore 
3.0 credit scores of 300-600 (out of a 
range of 300-850) in the quarter that 
the loans were originated. The latest 
origination data available was for loans 

made in the first quarter because of 
reporting lags, officials said.

Subprime personal loan originations 
in the first quarter declined 10.6% to 
882,303, compared with a positive 
annual growth rate of 11% a year earlier. 
That marked three straight quarters of 
year-over-year declines in origination.

In the credit card market, subprime 
originations declined 1.8% to 2.7 million 
in the first quarter. Subprime credit 
card originations had increased at a 
rapid rate since 2014, averaging growth 
of 29.2% in the first quarters of 2014, 
2015 and 2016.

Subprime auto loan originations 
declined 8.9% to 1.1 million.

The pullback in subprime loans origi-
nations coincides with recent increases 

in delinquency rates for consumer 
credit. The study’s latest delinquency 
data was from the second quarter and 
related to all risk categories, not just 
subprime.

Looser lending standards over past 
years have contributed to an uptick in 
overall auto delinquency rate, which 
rate increased 10.8% to 1.23% in the 
second quarter from a year earlier.

Lenders have also seen the down-
ward pressure on used-car values, 
which hampers origination growth, the 
report said.

The overall credit card delinquency 
rate increased by 13.3%, to 1.46%, which 
is above the average second-quarter 
delinquency reading of 1.27% for the last 
three years.

Subprime auto, personal and credit card originations have fallen as delinquencies have ris-
en, but researchers called the slowdown a temporary rebalancing by lenders. 
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‘Liar Loan’ Fix Imperils RMBS
By Glen Fest

Last-minute revisions to European 
securitization regulation are raising 
concerns about the ability of banks to 
unload over €1 trillion of bad loans – 
considered a crucial step in boosting 
lending and jump-starting the region’s 
flagging economy.

The latest dra�, released in July, 
unexpectedly bans the securitization 
of mortgages where borrowers certify 
their own income, rather than provid-
ing documentation to the underwriter.

These kinds of loans have been 
banned in the U.K. since 2010. But they 
are currently used as collateral in a 
number of securitizations, including 
some that have been making timely 
payments for a considerable amount of 
time. The rules would make such deals 
difficult to refinance.

They would also make it difficult 
for banks in other EU countries such 
as Italy, Ireland, and The Netherlands 
to move forward with plans to unload 
portfolios of nonperforming loans. 
These portfolios are typically sold to 
private investors who depend on secu-
ritization for funding. Securitization 
is a key feature of the EU’s €8.8 billion 
recapitalization plan for Italian bank 
Banca Monte dei Paschi di Siena SpA 
(Monte Paschi), for instance.

In the U.K., an asset-resolution 
government body is holding for sale 
billions in non-conforming pre-crisis 
mortgages. Last year, U.S. private equity 
group Cerberus purchased £13 billion in 
old Northern Rock loans; it subsequent-

ly securitized a £6.2 billion transaction.
The dra� rules would go into effect 

a�er Jan. 1, 2019, if the final language 

adopted by parliament were to be pub-
lished in the Official Journal (the EU’s 
version of the U.S. Federal Register).

The London office of bond rating 
agency DBRS issued a report criticizing 
the revision as a “solution in search of 
a problem,” saying it would create huge 
problems for U.K. banks and investors 
because of the relatively large volume of 
self-certified loans in existing non-con-
forming pools. DBRS laid out the case 
that the ban would be ineffective in 
narrowing the credit risk of these port-
folios, depress portfolio prices and shut 
out some investors due to additional 
compliance costs.

The report echoed many preliminary 
legal opinions that the late addition of 
the text was not well thought out.

In a July client briefing, law firm Clif-
ford Chance said the wording was sur-
prising, since there was already a ban 
on self-certified loans in transactions 
classified as simple, transparent and 
standardized (STS), which receive more 
favorable capital treatment. The rule, 
as wri�en, would “create significant 

problems not only for new transactions 
a�er 1 January 2019...but for existing 
transactions that need to be refinanced 

a�er that date,” the briefing states.
DBRS noted that securitizations 

involving self-certified mortgages are 
expanding across Europe through 
government liquidations of non-per-
forming or re-performing mortgages 
issued before the financial crisis. The 
agency this year rated a €419.8 million 
European Residential Loan Securitiza-
tion 2017-PL1 DAC out of Ireland, as well 
the first post-crisis non-conforming 
securitization out of The Netherlands 
with the AAA-rated €157.7 million Del� 
2017 B.V. transaction.

The new rule’s potential burden on 
these and other deals is just starting 
to emerge. Market prices will fall from 
investors uncertain if the portfolios 
will obtain (or retain) STS certification 
if or when they are refinanced. DBRS 
also stated removing the securitization 
financing strategy will limit participa-
tion, much of which involves private 
equity. Also, the rule could jeopardize 
warehouse financing since the EU 
treats warehousing as a form of securi-
tization.

The latest draft of EU rules would ban securitization of loans where borrowers certified their 
own income, raising concerns about European banks’ ability to unload nonperformers.
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The London office of DBRS criti-
cized the revision as a “solution in 
search of a problem.” 
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