
A N  M & T  B A N K  A F F I L I A T E

The renowned structured fi nance experience your deal deserves. 

Contact us today to learn about how we can be your trustee of choice. 

  

INDEPENDENT DIRECTOR 
OUR KNOWLEDGEABLE, RELIABLE, AND ACCESSIBLE 

INDEPENDENT DIRECTORS HAVE EXPERIENCE 

WITH A WIDE VARIETY OF STRUCTURED FINANCE 

AND SECURITIZATION TRANSACTIONS.

DOCUMENT CUSTODY
OUR QUALITY STAFF, EFFICIENT PROCESSES, 

AND ACCURATE AND TIMELY REPORTING 

MAKE THE DIFFERENCE.

BACKUP SERVICING
OUR PROFICIENCY IN DEAL EXECUTION INSTILLS 

THE CONFIDENCE AND PEACE OF MIND YOU 

NEED WHEN CLOSING A TRANSACTION.

Wilmington Trust is a registered service mark. Wilmington Trust Corporation is a wholly owned subsidiary of M&T Bank Corporation (M&T). Investment management and fi duciary services are provided by Wilmington Trust 
Company, operating in Delaware only, and Wilmington Trust, N.A., a national bank. Loans, retail and business deposits, and other personal and business banking services and products are offered by M&T Bank, member FDIC.

©2016 Wilmington Trust Corporation and its affi liates. All rights reserved. CS12773 Rev. 5/2016.

We have the talent, resources, and infrastructure to handle all aspects of your deal.

Our experience is your greatest advantage.

INDENTURE TRUSTEE
SELECTING A QUALITY CORPORATE TRUSTEE HAS 

BECOME AN INCREASINGLY COMPLEX TASK. OUR 

LONG-TENURED EXPERTS, CLIENT RETENTION, AND 

NIMBLENESS MAKE OUR TEAM THE CLEAR CHOICE.

I N D E N T U R E  T R U S T E E  |  PAY I N G  A G E N T  |  B A C K U P  S E R V I C I N G  |  D O C U M E N T  C U S T O DY 

I N D E P E N D E N T  D I R E C T O R  |  O W N E R  T R U S T E E  |  TA X  &  A C C O U N T I N G

CS12773 GCM-ASR_BellyBand_FINAL.indd   2-3 6/3/16   8:16 AM



R E N O W N E D  E X P E R I E N C E  |  C O R P O R AT E  T R U S T

A local touch with a global reach.

With a global presence, our professionals 

are not limited by the complexity of your 

transaction. We’re ready to make a difference 

for you — let’s talk today. Contact one of our 

experienced professionals at 866-829-1928.

R E N O W N E D  E X P E R I E N C E  |  C O R P O R AT E  T R U S T

At Wilmington Trust, we’ve been working 

with issuers since the inception of the 

Asset Backed Securitization market. 

We offer a full suite of trustee services 

for many unique and complex asset 

classes. With offices in the U.S. and 

Europe, we are uniquely positioned to 

serve clients around the world requiring 

sophisticated solutions for their trustee 

and administrative needs.

For more insight on how we’ve successfully  

supported clients on structured finance,  

contact one of our experienced 

professionals at 866-829-1928 or visit us  

at wilmingtontrust.com/structuredfinance.  

OUR EXPERIENCE  
IS YOUR GREATEST ADVANTAGE

JOE NARDI 
HEAD OF CAPITAL MARKETS 

STRUCTURED FINANCE

PATRICK TADIE 
GROUP VICE PRESIDENT 

BUSINESS DEVELOPMENT

ROSELINE MANEY 
PRODUCT LEADER  

(ABS/MBS)

JASON BUECHELE 
ANALYTICS MANAGER

JACK BEESON 
HEAD OF GLOBAL  
CAPITAL MARKETS

MIKE ORENDORF
BUSINESS DEVELOPMENT 

OFFICER

TOM STRAUSS
VICE PRESIDENT 

RELATIONSHIP MANAGER

CHRISTOPHE SCHROEDER
HEAD OF NON-U.S. SALES

BEN JORDAN 
HEAD OF TRANSACTION 

MANAGEMENT (ABS/MBS)

STEVE O’NEAL
ASSET SERVICING  

MANAGER (ABS/MBS)

ADAM SCOZZAFAVA 
VICE PRESIDENT 

RELATIONSHIP MANAGER

RICK D’EMILIA
BUSINESS DEVELOPMENT 

OFFICER (ABS/MBS)

PATRICIA EVANS 
BUSINESS DEVELOPMENT 

OFFICER (ABS/MBS)

PAT TRAINOR 
HEAD OF U.S. SALES

CS12773 GCM-ASR_BellyBand_FINAL.indd   4-5 6/3/16   8:16 AM



Assetsecuritization
The Premier Guide to Asset and Mortgage-Backed Securitization REPORT

July / August 2016
Volume 16, Number 5

www.asreport.com

  

        

001_ASR0716   1 6/28/2016   6:49:54 PM



Solvas|Portfolio™ is a multi-asset class portfolio administration 
and reporting solution for asset managers, alternative investment 
funds, trustees, fund administrators, and agent banks.

Solvas|Compliance™ is a rules-based compliance engine that 
provides flexible, user-configurable calculations for CLO collateral 
managers/trustees and alternative investment managers.

Solvas|PoP™ is a rules-based priority of payments module 
that provides flexible, user-configurable priority of payments 
calculations for CLO collateral managers and trustees.

Solvas|Level Yield™ is a calculation module for use with 
Solvas|Portfolio™ to help support level yield calculations related 
to FASB ASC 310-20 (formerly FAS 91).

Solvas|Performance™ is an interactive module that 
provides cross-portfolio and multicurrency performance 
reporting for CLO collateral managers/trustees and alternative 
investment managers.

Solvas|Agent™ is an administration and reporting system to 
support the activities of loan administrative agents.

Solvas|Accounting™ is a financial accounting and reporting 
software package for portfolios of financial instruments for 
investment managers and fund administrators.

Solvas™ for the CLO and leveraged loan market
Look ahead. Be prepared.

www.SolvasSoftware.com

All items noted with the TM symbol in this document are trademarks of Deloitte Development LLC, a subsidiary of Deloitte LLP.

Copyright © 2016 Deloitte Development LLC. All rights reserved.
Member of Deloitte Touche Tohmatsu Limited

2501688—Financial Tech Magazine Ad_FINAL.indd   1 3/24/16   2:52 PM
002_ASR0716   2 6/28/2016   5:58:57 PM



Solvas|Portfolio™ is a multi-asset class portfolio administration 
and reporting solution for asset managers, alternative investment 
funds, trustees, fund administrators, and agent banks.

Solvas|Compliance™ is a rules-based compliance engine that 
provides flexible, user-configurable calculations for CLO collateral 
managers/trustees and alternative investment managers.

Solvas|PoP™ is a rules-based priority of payments module 
that provides flexible, user-configurable priority of payments 
calculations for CLO collateral managers and trustees.

Solvas|Level Yield™ is a calculation module for use with 
Solvas|Portfolio™ to help support level yield calculations related 
to FASB ASC 310-20 (formerly FAS 91).

Solvas|Performance™ is an interactive module that 
provides cross-portfolio and multicurrency performance 
reporting for CLO collateral managers/trustees and alternative 
investment managers.

Solvas|Agent™ is an administration and reporting system to 
support the activities of loan administrative agents.

Solvas|Accounting™ is a financial accounting and reporting 
software package for portfolios of financial instruments for 
investment managers and fund administrators.

Solvas™ for the CLO and leveraged loan market
Look ahead. Be prepared.

www.SolvasSoftware.com

All items noted with the TM symbol in this document are trademarks of Deloitte Development LLC, a subsidiary of Deloitte LLP.

Copyright © 2016 Deloitte Development LLC. All rights reserved.
Member of Deloitte Touche Tohmatsu Limited

2501688—Financial Tech Magazine Ad_FINAL.indd   1 3/24/16   2:52 PM
003_ASR0716   3 6/28/2016   5:58:58 PM



4   Asset Securitization Report // July / August 2016  

One State Street Plaza, 27th Floor, New York, NY 10004

Editorial
Editorial Director:  Allison Bisbey

allison.bisbey@sourcemedia.com; 212.803.8271

Senior Editor:  Glen Fest
glen.fest@sourcemedia.com; 817.708.2470

Associate Art Director:  Neesha Haughton 
neesha.haughton@sourcemedia.com; 212.803.8815

Contributors
Brad Finkelstein, Jacob Passy, Kevin Wack, 

Keeley Webster

 Group Editorial  Director, Banking & Capital Markets

Richard Melville
richard.melville@sourcemedia.com; 212.803.8679

General Manager, Digital Content: Paul Vogel
paul.vogel@sourcemedia.com; 212.803.8832
Director of Creative Operations:  Michael Chu
michael.chu@sourcemedia.com; 212.803.8313

Director of Content Operations: Theresa Hambel 
theresa.hambel@sourcemedia.com; 212-803-8245

Publishing

VP Capital Markets Division: Harry Nikpour
212.803.8638

Vice President of Sales, Banking & Payments: Dennis Strong

212.803.8372

Associate Publisher: Louis Fugazy
212.803.8773

Marketing 
Marketing Director: Jeannie Nguyen 

212.803.8324

Marketing Manager: Raquel J. Lucas 
212.803.8322 

 

 

 
 

Chief Executive Officer: Douglas J. Manoni 

Chief Financial Officer: Michael P. Caruso 

Chief Revenue Officer: Marianne Collins

EVP and Chief Content Officer: David Longobardi

Chief Marketing and Digital Officer: Minna Rhee

SVP, Conferences: John DelMauro 

SVP, Human Resources: Ying Wong

Reproduction or electronic forwarding of this product 
is a violation of federal copyright law!

Site licenses are available — please call Customer Service 
800.869.6882 or ASR@kmpsgroup.com

Subscription Information
ASR@kmpsgroup.com

800.869.6882
Bulk subscription  US/Canada $2,995

Annual Rate (8 issues) International $2,995

Asset Securitization Report - (ISSN # 1547-3422) Vol. 16, No. 5, is published 8 
times a year by SourceMedia, One State Street Plaza, 27th Floor, New York, 
NY 10004. Postmaster: Send address changes to Asset Securitization Report, 
SourceMedia, P.O. Box 47069, Minneapolis, MN 55447. 
All rights reserved. Photocopy permission is available solely through 
SourceMedia, One State Street Plaza, 27th Floor, New York, NY 10004.  
For more information about reprints and licensing content from Asset 
Securitization Report, please visit www.SourceMediaReprints.com or contact 
PARS International Corp. (212) 221-9595. Asset Securitization Report is a 
general-circulation publication. No data herein is or should be construed to be a 
recommendation for the purchase, retention or sale of securities, or to provide 
investment advice of the companies mentioned or advertised. SourceMedia, 
its subsidiaries and its employees may, from time to time, purchase, own, or 
sell securities or other investment products of the companies discussed or 
advertised in this publication.  
©2016 Asset Securitization Report and SourceMedia, Inc.  All rights reserved.

Assetsecuritization
The Premier Guide to Asset and Mortgage-Backed Securitization REPORT

004_ASR0716   4 6/29/2016   11:54:32 AM



www.asreport.com // July / August 2016   5

Value Signals

 EDITOR’S LETTER

 American higher education isn’t oriented on employment outcomes, which can make it 
an uncertain investment opportunity. Even government guaranteed student loans are 
not without risk, as the past year has shown. 

Increasingly, however, borrowers who graduate and can land, and keep, a job are able to 
reduce the burden of their student debt by re� nancing into a loan with a lower interest rate. 
Marketplace lenders SoFi and CommonBond were among the � rst to recognize this opportu-
nity. A few banks are also in the business. And now some state student loan authorities are get-
ting in on the game, as I explain in my cover story. � anks to guidance issued last year by the 
Internal Revenue Service, they are able to fund this lending by issuing tax-free bonds, which 
could potentially allow them to undercut other lenders.

� e second article in our education package is an interview with Tonio DeSorrento, found-
er of Vemo Education, which advises colleges and universities on ways to better align the cost 
of � nancial aid packages that they o� er with the value delivered. � e appeal to borrowers is 
obvious: If they earn less than they expect, they can be sure that their payments won’t be overly 
burdensome. Eventually, this kind of � nancing can provide information that schools can use 
to make their programs more competitive.

� is is our summer issue, so we naturally devote some attention to the more esoteric as-
set classes, which tend to come to market at this time of year. Glenn Fest interviews Stacey 
Lawson, chief executive of Ygrene Energy, an originator of Property Assessed Clean Energy 
� nancing, about the � rm's plans to tap the securitization market on a regular basis.

Duke Energy Florida has just completed what some are describing as a landmark utility 
fee securitization; in my article I explain why the deal was marketed as a corporate bond and 
how well this paid o� .

And Keeley Webster at sister publication Bond Buyer spells out the danger to tobacco 
bonds from California's higher smoking age.

          —Allison Bisbey, Editorial Director
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STATES ARE JOINING THE RANKS OF 
STUDENT LOAN CHERRY PICKERS. 
THEY SENSE OPPORTUNITY HELPING 
GRADUATES LOWER PAYMENTS

SoFi and CommonBond found a multi-billion dollar opportunity refinancing 
student loans to borrowers with advanced degrees and high-paying jobs. A 
few banks, including Wells Fargo, Darien Rowayton and Citizens Financial, 
are in the business, too.

Now, a number of states, including Connecticut, Massachusetts, Minne-
sota, New Jersey, Rhode Island, and Vermont, are getting in on the game.

There are 18 state-based student loan programs. The majority of them 
fund their lending via the capital markets, by issuing either taxable or tax-
free revenue bonds. Until recently, these agencies could only use the pro-
ceeds of tax-exempt bonds to lower the interest rate on loans they origi-
nated to borrowers still in school. That changed in November 2015, when 
the Internal Revenue Service gave them the green light to use tax-exempt 
bonds to refinance student loans for anyone who lives in-state or attended 
an in-state college, regardless of the original lender.

by Allison Bisbey

CLASS SYSTEM
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While SoFi and CommonBond have 
focused, at least initially, on "High Earners 
Not Rich Yet," or HENRYs, state agencies 
are targeting a di�erent, and potentially 
much bigger, stratum of the population: 
the middle class.

“We try to set DTI (debt to income) 
and FICO requirements at a level that will 
get a vast majority of the loans repaid, but 
we’re not setting the bar so high that no-
body would qualify,” said Marilyn Kosir, 
manager of the re�nance program at the 
Minnesota O�ce of Higher Education.  

Like SoFi and CommonBond, the 
non-pro�ts want to help borrowers, and 

taxpayers, by lowering monthly payments. 
�ey are o�ering re� loans to quali�ed 
borrowers with rates below 5%. For a bor-
rower paying 8% or 9% on some federally 
guaranteed or private student loans, that’s 
big savings.

An Economic Benefit That 
Can Keep Talent In-State
“�ere’s an economic bene�t for the state,” 
said Chad Pastorius, manager of strate-
gic planning at the Rhode Island Student 
Loan Authority. “All of our loan program 
borrowers save money, giving them more 
disposable income than they would have 
if they borrowed elsewhere.”

�e agencies also sense a new busi-
ness opportunity as the portfolios of fed-
erally guaranteed loans that they service 
run o�. Most started out as lenders under 
the Federal Family Education Loan Pro-

gram, but since 2010, the U.S. government 
has lent directly to students, cutting out 
state student loan authorities and other 
middle men. �at prompted some states 
to shutter their student loan authorities; 
other agencies turned to making loans 
that are subsidized by the ssuance of tax-
free bonds, but are not guaranteed by the 
federal government.

“Every year, hundreds of millions of 
dollars are borrowed to attend schooI in 
Rhode Island, and there are Rhode Island 
residents who go out of state, so it’s a large 
market,” Pastorius said.

Critics question how much taxpayers 

will really bene�t, however.
“It will bene�t people who would ben-

e�t relatively little,” said Robert Kelchen, 
assistant professor of higher education at 
Seton Hall University. “People who have 
good, steady jobs typically have the abil-
ity to re�nance at lower rates” with the 
likes of SoFi, CommonBond, and Earnest. 
Some banks such as Darien Rowayton 
also o�er re�nance loans.

“I can see why states are very interest-
ed,” he said. “It’s a bene�t they can sell to 
keep talented students in-state. �e ques-
tion is whether the bene�t is large enough 
to actually achieve that purpose … wheth-
er saving $500 a year is really going to 
keep you in state.”

�ere’s another drawback to re�nance 
loans o�ered by both marketplace lend-
ers and state student loan authorities: 
�ey cherry pick the most creditworthy 

borrowers from the U.S. government’s 
student loan portfolio. �at’s because the 
borrowers that both kinds of lenders tar-
get subsidize the less fortunate, who are 
more likely to default. �is puts federal 
taxpayers on the hook for more losses.

(Moody's Investors Service has tak-
en this re�nance activity into account in 
its revised methodology for rating bonds 
backed by Federal Family Education 
Loans. �e new criteria, published in June, 
assume that 2% of consolidation loans will 
be prepaid voluntarily each year; private 
re�nance loans o�ered by online lenders, 
banks, and now state agencies are part of 

the reason.) 
Kelchen said that, in theory, state pro-

grams using tax free bonds could under-
cut private lenders by o�ering lower in-
terest rates, though it’s unclear how much 
lending capacity states have. Any tax-free 
bonds that they issue to make re�nance 
loans would count against federal caps 
on the volume of such borrowing in each 
state. �at could potentially cannibal-
ize subsidized lending to students still in 
school.

Limits on Tax-Free Funding 
�e �rst state agencies out of the gate with 
re�nance loans did not wait for the IRS to 
give the green light. Minnesota is fund-
ing the initial $100 million of lending on 
balance sheet; the program was launched 
in January and origination is over $20 
million. Participants must be Minnesota 

COVER STORY

“Every year, hundreds of millions of dollars are borrowed to 

attend school in Rhode Island, and there are Rhode Island 

residents who go out of state, so it’s a large market.”
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NEW AMBITION
STATE STUDENT LOAN AUTHORITIES HAVE A RELATIVELY SMALL SHARE OF THE STUDENT 
LOAN MARKET, AS MEASURED BELOW BY ISSUANCES OF ASSET-BACKED SECURITIES THIS 
YEAR THROUGH APRIL. BUT THEY COULD BECOME BIGGER PLAYERS AS THEY EXPAND TO 
REFIS FOR GRADUATES

SOURCE: DBRS

Total Issuances = $4.98B

State
8%

Re�nance
58%

Private
17%

FFELP
17%

residents with a certi�cate or degree who 
are employed and have at least $10,000 
in eligible loans. To participate, you need 
a credit score of 720 (or 650 if you use a 
co-signer) and your total debt can be no 
more than 45% of your total income.

Interest rates for SELF Re� loans range 
from 3% to 4.35% on variable-rate loans 
and 4.5% to 6.95% on �xed-rate loans.

Rhode Island and Massachusetts are 
funding their re�nance programs with 
taxable bonds.

Rhode Island launched its program 
in 2014. Participants must have a cred-
it score of 680 and a salary of $40,000 or 
more to qualify without a co-signer. Rates 
on �ve-year loans with a co-signer are 
4.49% if borrowers sign up to make auto-
matic payments and 5.74% for loans with 
no co-signer. Re�nance loans with 10-
year and 15-year terms are also available.

“We’ve made about $25 million in 
loan;, we originate around $1.5 million to 
$2 million a month,” Pastorius said. “We 
have a large federal loan legacy portfolio; 
some of those re�nancing had higher-in-
terest, PLUS [graduate school] loans and 
some of our own private borrowers,” he 
said. However, “I’d say more than half of 
loans are coming from other lenders.”  

�e Massachusetts Education Finance 
Authority also went the taxable route, 
issuing $75 million in bonds to fund its 
re�nance loan program, which launched 
in January. �e loans pay �xed rates of in-
terest as low as 4.95% and variable interest 
rates as low as 3.25% and have terms of 15 
years.

Re�nance programs in other states, 
including New Jersey and Connecticut, 
are in earlier stages.

�e Education Finance Council, a 
trade group for state student loan author-
ities, runs a monthly re�nance working 
group. “I’d say if not all [members] that 
currently issue bonds, then a large per-

centage of those that do are in process or 
about to launch re�nance programs,” said 
Debra Chromy, the organization’s presi-
dent.

Even with the guidance that the IRS 
issued in November, there are still reasons 
to issue taxable bonds. �at’s because the 
agency speci�ed that states re�nancing 
private student loans with proceeds of 
tax-free bonds must get schools to certify 
that these loans did not exceed the cost of 
attendance, a cumbersome process.

States Can Also Refinance 
Parent Loans
�e IRS guidance issued in November 
also allows states to use proceeds of tax-
free bonds to re�nance student loans that 
parents take out on behalf of their chil-
dren.

“We heard from a lot of families that 
mom and dad are really the ones that plan 
to take on responsibility for the debt on 
co-signed loans, but all of a sudden the 

student has got this debt on his/her credit, 
creating a problem if he/she wants to rent 
an apartment,” Chromy said.   

But the bigger opportunity is re�-
nancing.

With interest rates at current levels, 
even taxable funding via the bond market 
allows states to o�er interest rates that are 
competitive. While SoFi advertises rates 
as low as 2.15%, most borrowers, even 
HENRYs, don’t qualify. “Maybe you’re not 
getting 3.5% from SoFi, maybe you’re get-
ting 5.5%,” Kelchen said. “So there may be 
room for the states to come to market at 
4.5%, instead.”

Marketplace lenders, as well as banks, 
are aware of the possibility. SoFi, which 
originally targeted borrowers with ad-
vanced degrees from a few select univer-
sities, now o�ers loans to graduates from 
any accredited college or university that 
meets its other underwriting criteria.

“�ey’re going to bump into each oth-
er at some point,” said Kelchen.
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Should engineering students get 
more, or more attractive, �nancial 
aid than poetry students?

Many colleges charge similar tuition 
for di�erent degrees. And the federal gov-
ernment charges the same rate of interest 
for a given type of loan regardless of the 
school the borrower attends, or his or 
her �eld of study. Interest rates on private 
loans may vary according to a borrower’s 
current creditworthiness, not future earn-
ings potential.

But what if �nancial aid, or even tui-
tion, could be priced based 
on the outcome – a student’s 
ability to land, and keep, a 
job?

�at is what in-
come-based �nance has the 
potential to do, according to 
Tonio DeSorrento, founder 
of Vemo Education, which 
advises colleges and uni-
versities on ways to better 
align the cost of �nancial aid 
packages they o�er with the 
value delivered.

�e idea is not new; it is used in some 
Latin American countries and is be-
ing piloted in the United States by some 
nonpro�ts. But many of these programs 
market directly to consumers. Vemo is 
partnering with colleges and universities, 
which have their own funding and plenty 
of potential borrowers.

Purdue University announced in No-
vember that Vemo was advising it on a 
plan to create funds that its students can 
tap to pay for tuition, room and board. In 
return, students would pay a percentage 
of their earnings a�er graduation for a set 
number of years, replenishing the fund for 
future investments.

�ere is an obvious appeal for bor-
rowers: If they earn less than they expect, 
they can be sure that their payments won’t 
be overly burdensome.

Eventually, DeSorrento said, this kind 
of �nancing will provide information that 
schools can use to market their programs 
and to make them more competitive.

An edited transcript follows.

Where has income-based �nance 
been tried before?

TONIO DESORRENTO: In Latin 
America, by Lumni, and 
in the U.S. by a couple of 
funded companies that 
tried in the peer-to-peer 
space. I’d argue they are 
di�erent concepts from 
what we are doing today. 
We’re not recycling peo-
ple, products or platforms.  
It’s all from scratch, all ap-
plied di�erently, at scale, 
in the school channel. 
�ere’s one other funded 
originator [in the U.S.], 

Cumulus Funding in Chicago. �ey are 
doing great.  �ey have a di�erent prod-
uct, a substitute for short-term/high-in-
terest loans.

Why work with colleges, as opposed 
to going directly to consumers?

Education is about developing human 
capital, and income-based �nance is an 
investment in human capital. �e use of 
proceeds is well-aligned with interests of 
investors; both hope to raise an obligor’s 
income. American higher education isn’t 
oriented on employment outcomes, which 
makes it a less certain investment oppor-
tunity in some cases. But college itself is a 

huge driver of the economy; it delivers a 
lot of value.  Good things happen for grad-
uates, regardless of course of study.

�e most valuable way to use in-
come-based �nance is to help other good 
things to happen in higher education.  If 
we can help a college with recruitment 
or retention, then this pays for itself, the 
scale is there, the sky’s the limit. We’re not 
competing with private student loans. We 
might help people do that [compete with 
private loans], but the best use [of in-
come-based �nance] is solving problems 
aside from dropping a student’s [e�ective] 
interest rate. At root, the value in Vemo 
for a school is to cause an alignment in 
cost of education and value delivered.

Will income-based �nance replace 
or supplement student loans?

When we go to a campus, we’re not 
going to displace a single dollar of fed-
eral student loans. Most campuses, at 
the undergraduate level, have tuition far 
in excess of federal loan limits; students 
need either private loans, or sometimes 
emergency loans from their schools. We 
help �nd capital and connect the sources 
of capital that they [schools] already have 
with students.

Marketplace lenders are struggling 
to �nd borrowers, as are many banks. It’s 
very competitive. At Vemo, we didn’t want 
to spend time or resources chasing bor-
rowers. So we go places that already have 
potential obligors and capital resources 
(colleges and universities), and create 
those relationships for them.

Won’t income-based �nance tend 
to encourage higher tuition, just as fed-
erally subsidized lending does, by mak-
ing it easier for students to pay more?

What Income-Based Finance 
Can Teach Higher Ed

Tonio DeSorrento
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Forgive the lazy hypothetical, but if 
I’m an investor and you tell me you got 
into two schools, Party School and En-
gineering School, and you wanted me to 
back you for one of them, I’d pick Engi-
neering School.  In fact, if Engineering 
School costs $50,000 a year and Party 
School costs $40,000, it might be worth 
it for me to give you $10,000 more each 
year to go to Engineering School. If Party 
School costs the same – and it were up to 
me – I would never let you go there.

�e goal for an investor in this case is 
not to take more money from one gradu-
ate [than another], it’s just to get back the 
same dollar-on-dollar return for the same 
risk and duration of investment. �e low-
er the likely income stream from an edu-
cation investment, the lower the amount 
you would want to invest.  But every 
[course of study] is fundable. To cite an 
o�-underestimated course of study, po-
etry graduates don’t starve. �ey aren’t all 
professional poets, but they do something 
[else] that they like and that pays.  But an 
investor might ask a school to deliver that 
degree less expensively.

In a market dominated by in-
come-based �nance, without federal sub-
sidies, schools that delivered less value 
would have to charge less. But that’s not a 
system we’re ever going to have.  So this is 
all incremental to the federal student loan 
system for now. 

In general, if a program is viable is 
today it will probably still be viable, [but] 
performance on income-based �nance 
products will send signals about employ-
ment value.

Will schools o�er income-based �-
nance products to all students?

�ey might, but it doesn’t have to be 
across the board.

One example is that it could replace 
an emergency aid program. Most schools 
have them. Say a parent is laid o�; they 
can’t let you come for free, but they’ll of-
ten give you loan, charging you interest, 

but since you’re in hardship situation, 
they don’t want to. [Instead] they can use 
an income-based �nance product as a 
hardship accommodation, and if it works 
out you’ll pay them back and they’ll help 
more people, but if it doesn’t, they hav-
en’t layered more debt on you and helped 
wreck your life.  Schools can also use us to 
target speci�c programs where loans are a 
bad �t, or invest with their endowments 
to bolster value-based recruiting messag-
es.

�ere are millions of dollars of need 
for this targeted stu� on almost every 
campus. Elite schools, mid-tier schools, 
both privates and publics. �at’s where 
our value is. We’re trying to change peo-
ple’s behavior in ways that are good for 
them. �e �nancial product is a byprod-
uct.

What kind of value can income-
based �nance provide for a particular 
degree or program?

One is granular data on outcomes.  
�at kind of data can let [schools] make 
a di�erent argument about the value of 
their school versus a competitor.   Anoth-
er is alignment.  Schools can work with 
Vemo to structure and �nance programs 
where the school earns more when grad-
uates earn more.

Don’t they need a few years’ worth 
of data to do this?
Not necessarily. … If the school is get-
ting institutional value – recruitment, 
retention or otherwise – from an in-
come-based �nance program, then pric-
ing on the �nancial products (and thus 
performance history) is less important. 
[A school] doesn’t have to take a wild 
risk on a person.  �ere’s pretty good info 
about what happens at di�erent schools 
over time; you can measure carefully, and 
decide if want to invest in change. [Say] 
you’ve got the fourth-best employment 
outcome, and want the �rst-best, we can 
help you manage to that.

And once schools have more data?
We can say, “People in this program un-
derperformed the earnings of people at 
your peer school’s program; consider do-
ing XYZ.” Schools using income-based 
�nancing have an incentive to respond, 
and not just for the good of the graduates. 
�ere are big opportunities [for Vemo 
and others] here because most colleges 
don’t have the budgets to gather action-
able data, much less invest in solutions, 
and we help provide that.

If there’s a �at tuition, is poetry sub-
sidizing engineering?

For any risk and duration combi-
nation, you’re looking for similar dol-
lar-on-dollar return. We work [on pro-
grams] that are priced across many 
courses of study at some schools. �e goal 
up front is for every student to receive 
similar terms, dollar-on-dollar, but there’s 
always a range of outcomes. Some people 
will overachieve, others underachieve, 
and they will cross-subsidize that way.

What other potential uses are there?
People might say, “If you agree to teach 
low-income students or perform a pub-
lic service, there’s forgiveness.” Or a state 
university might say, “You [only] have 
to make payments if you move out of 
state. Every month you are in-state you 
get a deal, and every month you are not, 
you pay [a percentage of your income]” 
– which would approximate the forgone 
state income tax from a state with brain 
drain.  We’re not there yet, but this will be 
used one day as a kind of precision social 
impact bond.

Does income-based �nance lend it-
self to securitization?

Yes, though there isn’t an immediate 
securitization story.  One day our work 
with colleges and universities will help 
the market better understand this asset 
class, and an enterprising banker will �nd 
us. — AB

 ABS
 REPORT

013_ASR0716   13 6/28/2016   6:50:05 PM



14   Asset Securitization Report // July / August 2016  

ABS
REPORT

Last Spring, Moody’s Investors Ser-
vice raised the alarm about gener-
ous repayment plans for federally 

guaranteed student loans, putting nearly 
$40 billion of bonds backed by these loans 
under review for possible downgrades.

�e reviews were shelved when 
Moody’s subsequently decided to conduct 
a wholesale review of its criteria for rating 
Federal Family Education Loan Program 
(FFELP) securitization on July 9, 2015, 
leaving 58 deals in ratings purgatory. 

�e purgatory continues, but now it 
has been extended to an even wider uni-
verse of deals. 

On June 14, the rating agency pub-
lished its update methodology to takes 
into account heavy borrower usage of 
Income Based Repayment (IBR), which 
slows down the rate of repayment, some-
times to as long as 25 years from the stan-
dard 10. �is means that bonds backed by 
these loans may not pay o� at their �nal 
maturity. �e uncertainty is a problem for 
investors who had planned to put their 
money to work elsewhere. Failure to pay 
o� at maturity is also an event of default.

But, a�er extensive feedback from 
market participants, Moody’s has also re-
vised its methodology in ways that bene�t 
the bonds. It assumes that more borrowers 
will voluntarily prepay the loans. It also 
added new prepayment assumptions that 
account for government reimbursements 
of principal and accrued interest on a loan 
if the borrower dies or becomes disabled.

�e new prepayment assumptions 
also account for potential loan forgiveness 
for borrowers who enroll in IBR, although 
this is likely to have very little impact on 
the speed at which bonds are repaid. �at’s 
because borrowers in IBR must make 300 
qualifying payments before the forgive-

ness kicks in. So the earliest that loans can 
be forgiven in this program is 2034.

Debash Chatterjee, managing director 
of Moody’s structured �nance group, said 
that the revised methodology is “less pu-
nitive” than originally proposed.

Nevertheless it has resulted in a much 
broader universe of bonds being put un-
der ratings review.

Moody's took rating actions on 403 
tranches of bonds backed by FFELP loans 
as well as bonds backed by a mix of FFELP 
and private student loans that do not ben-

e�t from a government guarantee. 
It placed 266 tranches in 141 transac-

tions ($44.9 billion) on review for down-
grade, 89 tranches in 59 transactions 
($3.1 billion) on review for upgrade and 
45 tranches in 34 transactions ($2.8 bil-
lion) on review with direction uncertain. 
Moody's also con�rmed the ratings on 
three tranches ($1.5 billion).

In addition, 101 tranches ($30.7 bil-
lion) previously placed on review for 
downgrade remain on review for down-
grade and four tranches ($1.4 billion) pre-
viously placed on review for upgrade will 
remain on review for upgrade.

�e rating agency will start releasing 
its rating actions shortly on a rolling basis 
and expects to complete the actions with-
in six months. In some cases the ratings 
migrations on these bonds, which are 

normally rated ‘Aaa,’ could be large.
When concerns about slower repay-

ments emerged last year, it roiled the nor-
mally staid market for FFELP bonds last 
year. �e ratings reviews (Fitch Ratings is 
also taking actions) and subsequent sell-
o� of FFELP bonds spurred servicers into 
action.

Navient, the largest sponsor of FFELP 
SLABS, has been able to extend the legal 
�nal maturity dates for $6.8 billion of 
bonds that it sponsors since December 
2015. �is is considered to be the cleanest 

solution to extension risk; the challenge is 
that it requires rating agency and bond-
holder approval.

Other servicers have called bonds 
and provided other kinds of support for 
tranches at risk of failing to pay o� at their 
�nal maturities. Moody’s has said that, 
while such support can be helpful, it is op-
tional and the willingness of a sponsor to 
provide such support may change and is 
not a given. 

Reaction to the new methodology has 
been muted. Analysts at Deutsche Bank 
wrote in a June report that it was "encour-
aging" to see that Moody's took market 
feedback into account.

 But the analysts are concerned that 
the new approach, which uses 28 di�erent 
scenarios, will be di�cult and time con-
suming to model. — AB 

Moody's New FFELP Criteria 
May Bring More Downgrades

It now has $84.3 million under review. In some 
cases the migrations on these securities, which 
are normally rated 'Aaa,' could be large. 
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The Move to Floating NAV 
Institutional Funds Looms Large

Ever since the �nancial crisis of 2007 and 2008, �nancial regulators 
have sought a way to guard against another institutional money market 
meltdown. The Securities and Exchange Commission’s (SEC) most 
recent money market reform rules are a continuation of this effort and an 
aggressive attempt to ensure fund stability even during times of severe 
�nancial duress.

Issued in 2014 and slated to take effect this October, the latest SEC 
regulations distinguish between institutional and retail funds, and 
require prime, municipal and tax-exempt money market funds to move 
from a �xed $1.00 share price to a �oating NAV. The new rules also 
allow all money market funds to temporarily bar investors from making 
withdrawals—or to impose fees on investors who redeem shares—during 
times of extreme market volatility.

Recently, in New York City, the Asset Securitization Report hosted an 
executive roundtable to address the impact of money market reform on 
�nancial institutions, asset managers and their clients. Moderated by 
ASR Editor-at-Large, Elliot Kass, six industry executives participated in 
the forum. They included: Tom Callahan, who leads BlackRock’s Global 
Cash Management business; Jeff Carson, a vice president at Wilmington 
Trust; Debbie Cunningham, chief investment of�cer for global money 
markets at Federated Investors; Christina Kopec, who heads product 
strategy for �xed income and global liquidity at Goldman Sachs; Jeff 
Silverstein, a partner in Seward and Kissell’s Real Estate and Global Bank 
and Institutional Finance and Restructuring groups, and Patrick Tadie, a 
group vice president at Wilmington Trust.
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Elliot Kass: This is really the second 
wave of money market reform that 
we’re seeing now. Is it something that 
you were all expecting? Do you think 
the reform is needed, or do you think 
the regulators are engaged in some 
overkill?

Debbie Cunningham: The SEC’s 
efforts to change the regulations around 
money market funds were precipitated 
by the financial crisis of 2007 and 2008, 
and the impact on the Primary Reserve 
Fund, where it “broke the buck” with 

defaulted paper. At that point customers 
didn’t know what their portfolios owned 
anymore and just wanted to get out. 
So the prime money fund industry fell 
by about 25% from September 15 to 
September 19, 2008.

With 2002’s amendment, the SEC 
changed some risk-mitigating devices—
things like shorter weighted-average 
maturities and more liquidity. The 
2014 amendment that will take effect 
this October introduces floating-net 
asset value, gates and fees. These are 

packaging changes that affect how a 
fund is sold and what the end result is 
for the customer. But the actual changes 
to the fund portfolios and how they 
are managed occurred after the 2010 
amendment. I do think that 2010 was 
enough and that the 2014 changes are 
overkill.

Jeff Carson: Although the 2010 
reforms were an important step in 
making money market funds safer, 
analysis by the SEC suggested additional 
reforms were needed.  I think there 
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were some opportunities regarding 
the operational and regulatory costs 
necessary to implement these changes 
and the unintended consequences of the 
reform, but this is the environment we’re 
in and we’ve got to work within it.

Christine Kopec: The question is 
whether or not these new features 
fundamentally change the utility or the 
appeal of funds. The new reforms were 
intended to make them safer and avoid 
runs. But if certain features render funds 
out of guideline, or just untenable for 

an investor, then the intent becomes 
irrelevant. We’re trying to figure out what 
these changes ultimately mean for clients.

Tom Callahan: There was a lack of 
confidence after the crisis and something 
needed to be done. The very lengthy 
rule making process, which I think 
was described by one of the SEC 
commissioners as one of the most 
difficult in the history of the agency, went 
on for almost five years. During that 
period various people in the industry 
were either for or against gates or fees or 

floating NAV, but none of us asked for all 
of the above, which is what we got. Now 
we’re left in the uncomfortable position 
of having to go to our clients and explain 
how these three new substantial features 
are going to make prime funds a viable 
option for them going forward.

Patrick Tadie: It’ll be interesting also 
to see what happens if those come into 
play. A lot of people don’t expect it to 
happen very often, hopefully never. But 
if it does happen, it will be interesting to 
see what the clients’ reactions are and 

d31333_WilmingtonTrust_Roundtable.indd   3 6/24/16   2:06 PM



A4

whether they go back to their advisors 
and say, “Hey, wait a minute, I didn’t 
really understand that.”

Jeff Silverstein: It’s going to be a 
difficult situation, because on the one 
hand all these changes are probably 
beneficial in the long run and will make 
money market funds a safer product. 
But, particularly in a structured finance 
transaction, or a corporate debt 
transaction where the cash needs to 
be there on the payment date or else 
there’s a default, it’s difficult to look at 
the possibility of a gate without changes 
in the transaction documents to 
accommodate that.

Cunningham: The likelihood of a gate 
being imposed under the new rules, in 
contrast to the likelihood of a gate being 
imposed now without the new rules, is 
identical. There were just clarifications on 
trigger points and when the board needs 
to meet to review issues. A gate is never 
going to be imposed on a willy-nilly basis. 
This is something that would be highly 
unlikely.

Callahan: If one of our funds, or any 
prime fund, were to break liquidity and 
have to apply gates or fees, that’s the 
end of that fund. That would result in 
a permanent loss of confidence by 
investors. So the thought that somehow 
we’re going to be willy-nilly putting in 
gates and fees is just wrong. We’re all 
going to run a lot of excess liquidity to 
make sure that we never come near [the 
30% reserve liquidity threshold stipulated 
by the new rules – editor], because 
breaking liquidity is the equivalent of 
breaking the buck. It would be a fatal 
blow to a money market fund.

Kopec: That will be another dynamic 
to watch. The rule doesn’t say that 
you have to impose a fee or a gate. It 
says that the board has to at least 

contemplate imposing one or take some 
other action. The question is: Will clients 
recognize that this is meant to protect 
investors? The threshold for boards is 
very high, and this isn’t something they 
will do the minute something falls below 
30%.

Another question is: Will people come to 
expect higher liquidity as the norm? One 
of the things we think a lot about is yield. 
There’s a one-for-one trade off—the 
more liquidity you build up in a fund, the 
lesser the yield potential. If the main thing 
investors want out of the fund is the yield. 
You have to play with those tradeoffs and 
see whether people will take different 
types of risks in prime funds.

Kass: What do you think the impact of 
all of this will be on interest rates?

Silverstein: It seems clear that 
there will be some shift of assets to 
government funds. That’s a huge market, 
and whether that shift will be enough to 
have a material effect on rates remains 
to be seen. The greater concern is 
the commercial paper market. If large 
amounts of institutional money are 
shifting to government, what’s going 
to be left for commercial paper? There 
I would expect a greater likelihood 
of seeing some effect on rates and 
commercial paper becoming more 
expensive.

Cunningham: Government yields 
will definitely go lower and prime yields 
higher.

Tadie: There are going to be some 
investors who say, ‘I really don’t like 
what I’m seeing in the government 
space. I don’t like the rates; I need 
to find something else that’s going to 
yield more.’ And maybe that has an 
unintended effect and people start 

“It seems clear that there 
will be a shift of assets 
to government funds.”
Jeff Silverstein
A partner in Seward and Kissell’s Real 
Estate and Global Bank and Institutional 
Finance and Restructuring groups
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looking at something that might be 
viewed as more risky.

Kass: What are you doing to prep 
your clients for all of this? What kind 
of conversations are you having and 
what kind of concerns are coming 
up?

Carson: It’s a process. First of all, you’ve 
got to educate your client-facing teams 
about what’s going on, so when a client 
calls they can answer their questions 
[and suggest] other options. And if you 
give something to the client to review, 
maybe that starts another conversation 
around features that they haven’t really 
thought of in the past such as; ‘What 
are your goals? Is it liquidity? Safety? 
Yield? What’s your time horizon?’ Money 
market funds were something clients 
never really thought about in the past. 
Now they have to become more involved 
in the process.

Tadie: Another thing we’ve looked at 
is what do the transaction documents 
look like—can you make retroactive 
changes or not? Do we have to change 
the definition of what’s an acceptable 
investment?

Silverstein: Particularly on the 
corporate trust side, we’ve been urging 
all our clients to be very proactive in 
getting all necessary information from the 
various money market fund providers, to 
their corporate trust clients as early as 
possible, so that these ultimate decision 
makers can be in position to make the 

necessary elections in a timely manner. 
And those decisions will need to be 
made well before October.

Carson: Everyone’s been targeting 
October 14, but decisions have to be 
made much sooner than that. A lot our 
clients are institutional investors and 
can’t be in a retail fund; by the end of 
August, they have to choose another 
option. So that starts that conversation 
early. Intermediaries are going to have 
to move their Institutional clients off the 
sweep platform. If they’re in a prime fund, 
that’s going to happen in late August, 
early September, so even before we 
get to October 14, there’s going to be a 

lot of mandatory movement into other 
products, and decisions have to be 
made months in advance.

Kopec: Over the past two years we’ve 
been communicating with clients in 
phases. First, was assessment—what do 
the rules actually say? How is this going 
to work? Then it was planning—what 
are your options? What are you thinking 
about? Now we’re in the implementation 
phase. And what we’ve tried to do is, 
first of all, be completely clear about the 
future of our product line, because that 
is probably the biggest question that 
most clients have. And then, second, try 
to narrow for each different type of client 
what has to be done at this point versus 
those things they can continue thinking 
about.

Callahan: I don’t think we should 
underestimate the burden this has put 
on our clients, because even once you 
take them through the assessment 
phase—and it was quite difficult getting 
them comfortable around fees, gates, 
floating NAV—then there are still all the 
internal processes that they have to go 
through with their boards and to get their 
investment guidelines changed. Even 
if they get to that point, then they [still 
need to consider] things like how many 
NAVs per day? And, if you’re going to 
have more than one, what time are they 
going to be? So even if you have board 
approval, trying to understand which 
service providers are going to be able to 
offer which products, and which of those 
products are going to work within your 

“It’s a massive implementation of something that’s never been done before, and 
it has to be carried out simultaneously among lots of different asset managers.”
Christina Kopec
Head of product strategy for fixed income and global liquidity at Goldman Sachs
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infrastructure, is an enormously complex 
task.

Kass: Several of you alluded to new 
products that could potentially 
emerge out of this process. What are 
you seeing on this front?

Cunningham: We definitely are 
getting a lot of inquiries about separate 
accounts, but these have to have a 
fairly large balance and are suitable for 
large institutional clients; they’re not 
comingled. For smaller clients, we’re 
going to launch a private prime liquidity 
product this summer. It will be a billion 
dollar fund for co-mingled clients. And it 
will be the exact same product in terms 
of portfolio management as a prime 
2a-7 fund that consists of diversified, 
high quality, short maturity holdings with 
triple A ratings. But rather than offer it 
through a 2a-7 format, it will be offered 
only to qualified institutional buyers and 
investors as a private placement through 
the 3c-7 format. So the institutional 
community that wants the old product 
can have it in this private prime liquidity 
fund.

The other fund that I can tell you about 
is a maturity restricted 2a-7 fund. We’re 
doing a 60-day one on our prime side 
and a 7-day one on our municipal 
side. These will be institutional floating 
net-asset value products with four zeroes 
rather than two on the pricing side. But 
because they’re using amortized costs, 
the likelihood of them fluctuating is 
extremely minimal. The yield will be better 
than a government fund, but less than a 
traditional prime fund, so there’s a little bit 
of a give up to have a very stable asset 
value product.

Kopec: What will happen on the product 
side depends entirely on what people 
value. Do they say, “I have the same 

need, but now this is the priority,” even 
though in the past it was something else. 
Or do they have the same priority, and 
we say, ‘We can’t give you the same 
thing because it doesn’t exist anymore. 
We can give you different things with 
different tradeoffs.’ But you have to 
identify what those tradeoffs are and 
there’s nothing that perfectly replaces 
what existed. There’s also nothing to say 
that the funds in the future won’t meet 
your need. It’s just whether or not you 
can get comfortable with how they’ve 
changed versus what an alternative 
offering gives you, knowing that neither 

of them is identical to what you’ve had in 
the past.

Kass: So are clients going to opt for 
the security of a traditional vehicle, or 
are they going to go for the greater 
return that they might get from the 
new product?

Kopec: Exactly. And are they 
comfortable with an unregulated product, 
which is what a private fund is, versus a 
regulated product, which is comparable 
to what they have today in terms of 
transparency and compliance.

Callahan: In 2014, when the new 
rules were announced, there was some 
hope that the industry was going to 
re-engineer a whole suite of brand new 
products that was somehow going to 
miraculously replicate the institutional 

prime fund, which was a great one-size-
fits-all product that clients all knew and 
loved. We’ve tried all sorts of innovation: 
We have a seven day product that we 
have live in the market right now that 
may work for some subset of clients; 
maybe some clients get comfortable 
around unregulated funds; I think all 
of our separately managed account 
businesses are growing quickly. But the 
conversation has shifted from ‘what’s the 
magic bullet new product?’ to ‘how are 
we going to take the products that we 
already have and make them work within 
the client’s infrastructure?’ That’s when 
the conversation gets tricky, because 

“At some point industry groups will go back to the 
regulators and say, ‘Here’s what’s working; here’s 
some confusion. We need to clarify some things.’ ”
Patrick Tadie
A Group vice president at Wilmington Trust
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this one wants an 8 AM NAV and that 
one wants 9. These shades of grey may 
not sound so important to people on 
the outside, but for clients who need 
those specific features to make these 
funds work in their infrastructure, they 
become critical. So it’s much more 
about how can we be as operationally 
flexible as possible, as opposed to some 
skunkworks new product that’s going to 
take the market by storm.

Kass: What about this whole process 
keeps you up at night?

Silverstein: My concern is having the 
thousands of clients that need to make 
their investment decisions determine 
what the appropriate product is for their 
needs. Also, communicating those 
decisions to their trustees is going to be 
a difficult process. I know our clients are 
working very hard to be ready, but it’s 
going to be a lot of work over the next 
several months.

Cunningham: I think communication 
is the key to that. We know what the 
packaging differences for the funds will 
look like. We know what the structural 
effects on the portfolio will be. But we 
have yet to deal with the clients’ decision 
making and reaction to these changes. 
So we need to communicate with them 
continuously to get us through the 
October timeframe.

Tadie: We’ll see what happens after 
October, because there’s going to be a 
lot of feedback back to the market, and 
my guess is there’ll be some changes 
based on that. At some point industry 
groups will go back to the regulators 
and say, “Here’s what’s working; here’s 
some confusion. We need to clarify some 
things.” It’ll be an iterative process.

Kopec: We need to make sure that 
implementation goes smoothly from 

an operations, pricing and trade flow 
standpoint. All that just has to work, and 
that’s [a tall order] because it’s a massive 
implementation of something that’s 
never been done before, and it has to be 
carried out simultaneously among lots of 
different asset managers.

Callahan: One of our big fears is the 
unintended consequence that all this is 
going to have on government funds and 
their ability to stay open past 3 o’clock. 

There’s consensus in the industry that 
prime funds are going to strike their final 
NAV at 3 PM. Traditionally, the way asset 
managers have been able to keep their 
government repo funds open late in the 
day is by having a joint trading account 
between a prime fund and a government 
fund. But now that prime funds are 
closing at 3 PM, the ability of government 
funds to stay open past 3 PM is going to 
be sorely challenged and a huge part of 
our industry needs liquidity after 3 PM. 
For example, the DTCC doesn’t even do 
settlement until 3 PM. If the industry is 
not able to offer a deep liquid post-3 PM 
solution, I think that’s going to be very 
damaging to a meaningful number of our 
clients.

Carson: My fear is for the client that 
waits too long to make a decision. It’s not 
like—‘okay, I’m moving you out of sweep 
into this product.’ Even with the best 
processes in place, there are a number 
of steps that need to happen, and that 
takes time.

“If one of our funds,  
or any prime fund, were 
to break liquidity and 
have to apply gates or 
fees, that’s the end of 
that fund.”
Tom Callahan
BlackRock’s Global Cash Management 
business
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Demand for loans that allow home-
owners to �nance energy-e�cien-
cy upgrades by increasing their 

property taxes is booming and Ygrene 
Energy Fund is planning regular trips to 
the securitization market to �nance its 
programs.

�e California-based originator of 
Property Assessed Clean Energy (PACE) 
�nancing is preparing its �rst public 
PACE bond securitization 
as early as this summer, in 
a $150 million transaction 
that will be rated by Kroll 
Bond Rating Agency. An-
other $200 million transac-
tion is planned for the fall. 
And by 2017, it expects to 
come to market quarterly.

To date, Ygrene has 
completed one securitiza-
tion, a private placement, 
in 2015, in a deal privately 
rated by KBRA.

The Company Plans Two  
Rated Deals This Year
To fund all of these energy e�ciency 
projects for homes and businesses, it has 
obtained a new $250 million warehouse 
credit facility from three undisclosed 
banks, boosting total committed capital 
to over $785 million. Ygrene is riding a 
surge of interest in the PACE arena, which 
in 2016 expects to see $2 billion of loans 
originated – equaling the volume that 
dozens of PACE programs nationwide 
have issued for approximately the past 
eight years.

“What we’re seeing in the marketplace 
is a massive [increase] in volume,” said 
Stacey Lawson, Ygrene’s chief executive,.

�at is still just a sliver of the overall 
$200 billion energy-upgrade market, ac-
cording to Lawson. But she said there is 

plenty of demand for “green” investments 
such as bonds backed by pools of residen-
tial energy e�ciency and renewable ener-
gy improvement loans.

PACE loans provide an alternative 
�nancing vehicle for homeowners and 
companies by o�ering loans that are re-
paid through local or state tax assess-
ments. While PACE loans are relatively 
small-dollar in relation to the house value, 

they hold a �rst-lien po-
sition on improved prop-
erties (a potential con�ict 
with federally guaranteed 
loans backed by the Federal 
Housing Finance Agency). 

�ey provide institu-
tional investors that have 
long-term liabilities – such 
as life insurance companies 
or pension funds – with 
matching long-life, low-
er-risk assets providing 
yield on extended terms of 

up to 20 years.
Ygrene’s initial securitization was 

placed with a single investor, a U.S. in-
surer.  Renovate America, another PACE 
originator, has completed seven rated 
deals since 2013. In June, it placed $305.3 
million of ‘AA’-rated bonds.  

A standard PACE loan usually pre-
scribes that cost savings from energy up-
grades exceed the annual levies from the 
special assessment assigned by the PACE 
lien. (In Renovate’s latest deal, the 13,432  
assessments had an average balance of 
$23,433 with average annual payments of 
$3,149).

Energy upgrades are more than so-
lar panels; many of Ygrene’s loans fund 
HVAC installations, energy-e�cient win-
dow upgrades, and LED lighting. PACE 
programs are also being expanded for 
use in home improvements to mitigate 

climate concerns. PACE loans have been 
used to build sea walls and raise founda-
tions to better protect Florida residences 
from hurricanes or to back water con-
servation or irrigation improvements in 
drought-stricken California. 

�e expansion of PACE utilization 
is matching the geographic expanse of 
PACE programs to more than 30 states, 
and an institutional investor base than has 
exceeded 60 �rms, Lawson said. What is 
attracting many to the sector is PACE’s 
hybrid structure as a tax-lien securitiza-
tion within a traditional residential mort-
gage-based securities model: �e pool of 
assets in a PACE securitization involves 
thousands of homes with attached PACE 
assessments, typically with balances in the 
$20,000 region. But instead of proceeds 
from P&I receivables, the investor returns 
come from tax collections – a far more re-
liable cash �ow resource for investors.

�ee limited historical data on cred-
it performance has kept rating agencies 
from assigning ratings higher than dou-
ble-A. But Lawson believes that they will 
soon feel comfortable assigning triple-A 
ratings as origination volume increases 
and robust secondary market develops.

Another concerns is that Federal 
Housing Finance Agency, which oversees 
Fannie Mae and Freddie Mac, objects to  
PACE liens that are senior to those of the 
two housing agencies. 

But ratings agencies have downplayed 
the risk of a regulatory challeng. And 
Lawson said that the GSEs are providing  
guarantees on homes with PACE liens; 
only a small number of Fannie/Fred-
die-backed loans have been contingent on 
a PACE lien payo�. 

“You might see prepay speeds go up 
a little bit [6-8%], and that is already fac-
tored into many of the models of the ABS 
securitizations we’ve seen,” she said.  — GF

Ygrene Stepping Up the PACE

 ABS
 REPORT

Stacey Lawson
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Duke Energy Florida marketed its 
$1.3 billion securitization of util-
ity fees as a corporate bond, and 

the strategy appears to have paid o�.  �e 
deal was priced last week at interest rates 
in line with those of some the highest 
rated U.S. companies and government 
agencies.

DEF’s bonds are tied to a special 
charge on the utility’s electric delivery 
and transmission services that are asso-
ciated with the retirement of the Crystal 
River Unit 3 nuclear power plant. �e 
bonds are also backed by a guarantee of 
the state’s utility regulator to adjust the 
charge every six months to whatever lev-
el is necessary to pay the bonds on time.

Barclays Classify Bonds as 
Corporates for Bond Indexes
�e securities have unusually long du-
rations for this sector; over $500 mil-
lion had maturities from 15 to almost 19 
years. By comparison, most other deals 
in the utility sector have original terms 
under 10 years. 

�e tranche with the longest dura-
tion pays a spread over Treasuries similar 
to those of triple-A rated bonds issued by 
Johnson & Johnson and the Tennessee 
Valley Authority.

�e all-in duration adjust cost of the 
$1.297 billion o�ering was 2.72%, an all-
time low for a bond o�ering with such 
long maturities, according to Andrew 
Maurey, director of the division of ac-
counting and �nance at the Florida Pub-
lic Service Commission.

Even so, DEF may have le� some 
money on the table. �at’s because it 
wasn’t until Friday, a�er the deal priced, 
that Barclays announced it would classify 
the bonds as corporates for the purposes 

of its bond indexes — which could at-
tract a broader investment base.

 Had this determination been made 
before the bonds were priced, DEF might 
have lowered its funding costs even fur-
ther.

�e 15.2-year and 18.7-year tranche 
were the most successful, pricing 103 
basis points and 116 basis points over 
the G-curve, or interpolated Treasuries 
curve, respectively. In the case of the 
18.7-year bond, that was just 3.0 basis 
points more than a comparable bond is-
sued by Johnson & Johnson.

RBC Capital Markets and Guggen-
heim Securities served as joint bookrun-
ning managers.

Still, inclusion in Barclays’ corporate 
index could set a precedent for future 
utility deals structured in a similar man-
ner. 

�e bonds will be issued by DEF’s 
wholly owned, but bankruptcy remote, 
subsidiary, Duke Energy Florida Proj-
ect Finance. �e o�ering prospectus was 
�led with the Securities and Exchange 
Commission on a form SF-1, which is 
designated for asset-backeds. Yet this �l-
ing describes the bonds as “a type of rate-
payer obligation charge bond.”  It goes 
on to state that the bonds are “corporate 
securities,” and “are not asset-backed se-
curities as de�ned by the SEC governing 
regulations.”

Notably, there is no tranching for 
credit risk; all �ve tranches of securities 
issued by DEF Project Finance are rated 
triple-A by three credit rating agencies: 
Moody’s Investors Service, Standard & 
Poor’s, and Fitch Ratings. �at means 
neither investors nor rating agencies 
need to analyze how cash �ows might be 
diverted to di�erent classes of bonds un-

der di�erent scenarios. �e only di�er-
ence between the classes is the maturity 
dates.

�e bonds will be included on DEF’s 
consolidated balance sheet and treated as 
debt of DEF for U.S. corporate income 
tax purposes. 

DEF may have le� some money on 
the table in another respect: It did not 
market the bonds to European investors, 
traditionally important buyers of utility 
fee securitizations.

Deal Was Not Marketed to 
European Investors
Maurey said that the Commission did 
consider the European market, but con-
cluded that the bonds could be priced 
and sold cost e�ectively in the US with-
out having to cross the pond. 

“Given how the markets reacted to 
Brexit news at the time of pricing, per-
haps a European e�ort would have pro-
duced even better results,” he said.  “We 
had a great outcome with this issuance.  
But if the need to issue these type of 
bonds arises in the future, expanding the 
marketing beyond the U.S. should re-
ceive stronger consideration.”  — AB

Duke’s Utility Fee Deal Sets 
Important Precedent

Crystal River Nuclear Plant
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California’s new, higher legal smok-
ing age heralds more trouble for 
securitization of tobacco settle-

ment payments.
On June 9, the legal age for purchas-

ing tobacco products in the state went up 
three years, to 21. �e move is expected to 
lower the state’s tax income by about $68 
million a year, according to 
legislative analyses.

It could also have broad 
implications for other states 
that depend on a tobacco 
sales tax for revenue as well 
as for investors in bonds 
backed by revenue that U.S. 
tobacco companies agreed 
to pay under a 1998 master 
settlement agreement with 
46 states, Washington D.C., 
and Puerto Rico. 

“As an analyst covering 
tobacco bonds, I am concerned about 
anything that will reduce future receipts 
needed to repay debt,” said Richard Lar-
kin, director of municipal credit analysis 
at Stoever Glass & Co.

Legal Age for Purchases 
Rises Three Years, to 21 
States have received more than $50 billion 
so far under the MSA, according to the 
National Association of State Attorneys 
General, which manages the agreement.  
�e bonds are secured by the states’ share 
of revenue from the master settlement.

A lot has changed in the 18 years since 
the MSA. Sales of cigarettes and other 
tobacco products have declined steadily, 
with tobacco excise tax revenue falling 
from its peak in the late 1990s.

In California, Larkin said, both of 
these dynamics will be factors if voters 

approve a new tobacco tax measure that 
is expected on the November ballot; com-
bined they could potentially reduce ciga-
rette consumption and sales by up to 19% 
in the state, Larkin said.

“For a state as large as California, 
which is estimated to contain about 11% 
of national smokers, the reduced demand 

will be signi�cant,” Larkin 
said.

It is currently estimat-
ed that declines in nation-
al consumption must be 
less than 3.5% annually for 
most tobacco bonds to pay 
in full.

Between the already 
implemented change in 
legal smoking age, and the 
expected tobacco tax ballot 
measure, California could 
single-handedly take care 

of a 2.1% annual decline, Larkin said.
“I have seen studies that estimate in 

2015 that smokers from 18 to 24 in Cali-
fornia represent 15% of all smokers,” Lar-
kin said. 

He said the current price of a pack of 
cigarettes in California is $5.89. Studies 
show that a 10% increase reduces demand 
by 3.5%. In California’s case, the proposed 
$2-per-pack tax would be a 34% increase. 
Using the multiplier, the tax increase alone 
could cause demand to drop another 12%, 
he said.

Tobacco bonds are supposed to be 
structured to deal with almost any future 
developments and still have money to pay 
bondholders in full. When they were �rst 
sold in 1999, Larkin said, there were be-
lieved to be only two variables that would 
a�ect tobacco cash �ow: in�ation, which 
has a built-in 3% in�ation adjustment, 

and consumption trends.
At the time, rating analysts and inves-

tors believed that consumption declines 
would be less than 2% annually, he said.

“I started covering tobaccos in 2003, 
and found that consumption declines 
were averaging about 4%, twice as bad as 
assumed,” Larkin said. “Since 1998, the av-
erage declines have been a little more than 
4%.”

Cash Flows Are Increasingly
Unpredictable
In 2005, a new dynamic reared its head: 
�e tobacco companies began withhold-
ing between 10% and 15% of their annual 
payments under a permitted clause in the 
settlement, he said.

“At �rst, no one took these disputes se-
riously except me,” he said. “By 2010, the 
rating agencies �nally began to recognize 
that these disputes were not going away, 
and started downgrading them until most 
tobaccos were rated below investment 
grade.”

In 2013, about 26 states decided to 
settle their disputes from 2003 for partial 
payments; about 16 states were exempted 
from litigation on 2003’s dispute. Six states 
lost their cases in arbitration. �ose dis-
putes continue, even for this year based on 
2015 consumption and sales.

A handful of states are seeking to pri-
vately and individually settle their por-
tions of the dispute with Philip Morris.

“With the confusion and unpredict-
ability of all of these settlements, arbitra-
tion rulings, continued disputes, and now 
privately negotiated side-settlements, any 
notion that these bonds were predictable 
securitized bonds with predictable cash 
�ows is out the window,” Larkin said.— 
Keeley Webster

Latest Blow to Tobacco Bonds? 
Higher California Smoking Age

 ABS
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Richard Larkin
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The economics of actively managing 
a pool of leveraged loans for the 
bene�t of several di�erent classes 

of investors are not good. So some CLO 
managers are putting their deals on auto-
pilot.

Managers of collateralized loan ob-
ligations pro�t from the “arbitrage,” or 
di�erence between the interest they pay 
on the bonds and the interest they receive 
on the loans. �e narrower the spread be-
tween these two yields, the skimpier the 
pro�t. 

Even before Britain voted to leave the 
European Union, sending investors into 
“risk-o�” mode, this spread was narrow, 
by recent standards. �at was partly be-
cause issuance of leveraged loans has been 
relatively scarce this year, and partly be-
cause CLO investors soured on the deteri-
orating credit quality of energy and other 
commodity loans backing CLOs.

Narrow pro�t margins are less of a 
problem for CLOs with static portfolios 
than for those that are actively managed. 
�e low overhead allows managers to 
charge lower fees. �ese deals also amor-
tize much more quickly than CLOs with 
actively managed portfolio, which appeals 
to certain investors.

In the �rst six months of the year, 
four managers  - Palmer Square Capital 
Management, American Capital CLO 
Management, Zais Group and Telos Asset 
Management - issued static CLOs total-
ing $1.1 billion, according to Wells Fargo 
Securities. �ree of them are small shops 
with $5 billion or less in CLO assets under 
management.

While that’s a small portion of overall 
CLO issuance, it’s at a pace without prece-
dent since the �nancial crisis.   

“�ere were ad hoc issuances of static 

or semi-static CLOs, but what we’ve seen 
this year, especially at beginning of the 
year, is very di�erent from what we’ve seen 
the last four years,” said Leon Mogunov, a 
structured �nance analyst at Moody’s In-
vestors Service. “�ere was a good reason 
for that. It’s all about arbitrage; it’s about 
opportunistic time during the speci�c 
market conditions.”

Palmer Square of Mission Woods, 
Kansas, has completed two static CLOs 
this year, and it plans to come to market 
regularly. �e �rm has built a dedicated 
platform to separate static CLOs from its 
�ve previous transactions, which are ac-
tively managed. It plans to come to market 
regularly with static deals.

President Chris Long says that these 
deals attract a wider base of investors who 
aren’t comfortable with or knowledge-
able enough about how CLOs are actively 
managed. 

Management fees are typically 25% to 
50% lower than fees for actively managed 
CLOs, Long said. And that’s not because 
managers step away a�er the ramp-up 
and marketing of a portfolio – they still 
must conduct credit analysis on asset 

and industry performance. But manag-
ers do not have to manage cash balances 
from repayments to schedule for reinvest-
ments, for instance; they also are excused 
from having to rebalance the portfolio for 
overcollateralization and other tests due 
to the immediate amortizing nature of the 
vehicle.

Static CLOs also bene�t from lower 
legal and ratings agency fees as well as 
document expenses, said Long. 

“You can see and touch the portfolio 
right o� the bat and make an investment 
decision based on your comfort level,” he  
said. Ultimately, “we believe the return is 
also more predictable, in that the expect-
ed returns fall into a relatively tight band 
given the shorter duration of the product.”

�ere’s a downside to putting an in-
vestment portfolio on autopilot, howev-
er: Ivestors risk being stuck with loans to 
companies that are in �nancial distress or 
default, since managers are unable to sell 
assets and replace them with better ones. 
�is puts the onus on manager to make  
good decisions right out of the gate. 

Long says Palmer Square selects high-
er-rated loans for its CLOs. —GF

Why More CLO Managers Are 
Putting Deals on Autopilot
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The Supreme Court’s June 27 deci-
sion not to hear a closely watched 
lending case leaves unresolved 

some key questions for the U.S. �nancial 
industry.

Among them: Can marketplace lend-
ers convince investors that loans in excess 
of state rate caps are safe to buy? Will con-
tinued uncertainty impact the market for 
certain bonds that are backed by consum-
er loans? And should banks be worried 
about a potential erosion of their long-
standing pre-emption authority?

“We’re sort of at hal�ime of the game 
here. And we still need to see how the 
second half plays out,” said Brian Korn, a 
partner at Manatt, Phelps & Phillips.

�e case, Madden v. Midland Fund-
ing now heads back to U.S. District Court 
for further proceedings.

�e lawsuit arose from the sale of 
charged-o� credit card debt from a Bank 
of America subsidiary to Midland Fund-
ing. A New York resident named Saliha 
Madden sued, arguing that once the debt 
was sold to a nonbank, the Empire State’s 
usury cap applied. �erefore, to the extent 
that Madden originally owed interest at 
rates in excess of New York’s cap, it could 
not be collected.

�e 2nd Circuit Court of Appeals 
sided with Madden in a May 2015 ruling, 
and one result was that lenders curtailed 
lending to riskier borrowers in New York, 
Connecticut and Vermont.

Although Midland lost its appeal, the 
�rm still has legal arguments to make, and 
could still prevail in district court. But 
even if that happens, the appeal court’s 
ruling would remain in e�ect in New 
York, Connecticut and Vermont, said 
Kevin Petrasic, a partner at White & Case.

Marketplace lenders are still plagued 

by uncertainty. For more than a year, con-
sumer lenders that partner with banks in 
an e�ort to get around state usury laws 
have been seeking to reassure skittish 
investors that their loans are not overly 
risky. �e Supreme Court’s decision to 
stay out of the fray could make their job 
more di�cult.

“With further court decisions needed 
to provide more clarity around the likeli-
hood of losses resulting from the use of the 
partner bank origination model, whether 
the current arrangement remains viable 
remains to be seen,” Alan Birnbaum, a se-
nior analyst at Moody’s Investors Service, 
said in a press release.

Under the business model at issue, 
lenders originate the loans but typically 
hold on to them for only a few days before 
they are sold to investors.

Earlier this year, Lending Club, which 
has originated more loans than any other 
marketplace lender, made changes to its 

relationship with Utah-based WebBank in 
an e�ort to blunt the impact of the Mad-
den case.

Lending Club also faces a proposed 
class-action lawsuit that raises similar le-
gal issues. In a June 27 statement, the �rm 
said, “While we are con�dent that the 
facts of the case do not directly apply to 
our business, we look forward to a deci-
sion by the lower courts which will reduce 
unnecessary uncertainty for investors on 
our platform.”

Two other large marketplace lenders, 
Prosper Marketplace and Avant, no lon-
ger make loans to residents of New York, 
Connecticut and Vermont at rates that ex-
ceed the state usury caps.

Prosper declined to comment on the 
Supreme Court’s decision. Avant said in 
an email, “�e ruling was largely expect-
ed and does not change the current op-
erations of the Avant platform.” — Kevin 
Wack

Supreme Court Leaves Lenders 
in Lurch by Passing on Case

ABS
REPORT

Uncertainty Reigns
Consumer lenders have been waiting more than a year for clarity on the 
enforceability of state interest rate caps

May 22, 2015: 2nd Circuit 
Court of Appeals issues 
initial ruling 

Source: Staff reports

Aug. 12, 2015: Appeals 
court declines to 
reconsider its decision

May 24, 2016: Obama Administration 
argues the case was wrongly 
decided, but still urges SCOTUS not 
to intervene

Feb. 26, 2016: Lending 
Club tweaks its business 
model in an effort to 
blunt the case’s impact

June 27, 2016: 
Supreme Court 
elects not to 
hear the case

’15 ’16
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 You’d think a meteor called TRID 
had hit the secondary mortgage 
market. Liquidity has dried up 

since the Consumer Financial Protection 
Bureau’s disclosure rule took e�ect in Octo-
ber. Private-label securitization has slowed 
to a trickle.

�e conventional explanation is that 
the rule has vastly expanded the range of 
potentially erroneous information that the 
purchaser of a whole loan or loan securiti-
zation could be liable for. No one wants to 
buy trouble. But this may not be the whole 
story.

�ere’s a general agreement among 
mortgage market participants that the lia-
bility created by TRID (also known as the 
“Know Before You Owe” rule) is limited 
and quanti�able. Statutory damages are not 
available to borrowers for all violations, and 
are capped at $4,000, plus attorney’s fees. 
Several credit rating agencies have stat-
ed that they are comfortable rating bonds 
backed by loans with violations.

Given those assurances, why aren’t deals 
getting done? According to Laurence Platt, 
a partner at Mayer Brown, part of the blame 
lies with third-party �rms hired to review 
the credit quality of loans backing mort-
gage bonds. He thinks they are labeling too 
many violations as “material,” leaving too 
few loans available for securitization.

“It’s up to investors to determine what 
they want to buy and what to pay for it,” 
Platt said. “It’s �ne for a third-party reviewer 
to identify errors, but my position is that it’s 
not the job of third-party reviewer to deter-
mine materiality.”

Platt isn’t pulling any punches. He says 
he made this point at a Mortgage Bankers 
Association conference in June — on a pan-
el that included John Levonick, the head of 
compliance at  Clayton, a leading third par-

ty loan reviewer. 
“�ere’s a debate as to whether TRID is 

being treated in an unduly important way,” 
Platt said in an interview. “�e answer I 
heard at the seminar is that, because we can 
measure for it, it matters. �ere might be 
other types of de�ciencies or violations, but 
they [due diligence providers] don’t mea-
sure for it. You can’t always �nd [defects or 
violations] on the face of a loan �le.”

Even when statutory damages are avail-
able to the borrower and the assignee is lia-
ble, a borrower will only assert a claim on a 
property that has been foreclosed on, Platt 
said. In general, this will only happen in the 
22 states where the foreclosure process goes 
through the courts.

In theory, a borrower could hire a law-
yer to seek actual damages, which are cal-
culated according to the degree of harm to 
the plainti� rather than stipulated in a stat-
ute. “But it is virtually impossible to prove 
actual damages based on a nondisclosure 
violation,” Platt said.

Levonick, also reached by phone, de-
fended Clayton’s practice of labeling a wide 
range of violations as material.

Even before TRID, “there was a clear 
delineation of assignee liability: Investors 
wouldn’t buy loans with assignee liability 
because of the signi�cant loss severity, for 
example HOEPA violations,” he said, refer-
ring to the Home Ownership and Equity 
Protection Act of 1994. “Now, with TRID, 

there exists a world of assignee liability as it 
applies to statutory damages where the loss 
can be quanti�ed due to the cap on damag-
es per occurrence.”

�e likelihood of a consumer making a 
successful claim for actual damages, when 
they must prove detrimental reliance and 
can only recoup $4,000 due to an applicable 
TRID error, is so low it could be considered 
nonmaterial, Lenovick acknowledged.  “But 
a consumer does not have to prove they 
were harmed to collect statutory damages, 
because of the strict liability aspects of cer-
tain TRID requirements.”

While it might be hard for a single bor-
rower to retain counsel to recover $4,000, 
there is fertile ground for a class action. “I 

can only imagine that the plainti�’s bar is 
ready, willing, and able to start testing the 
law through litigation,” Levonick said. “We 
can absolutely expect TRID-related litiga-
tion in the future.”

Depending on an investor’s exit strat-
egy, the mere possibility of a lawsuit could 
make purchasing such a loan with a non-
material TRID error unattractive. “A secu-
ritization trust is not structured to handle 
litigation,” Levonick said. 

Platt dismissed the threat of class action 
lawsuits as “not realistic,” citing a cap un-
der the Truth in Lending Act on statutory 
damages for class actions to $1 million or 
the holder’s net worth, whichever is less.— 
AB

Who’s Afraid of TRID Risk? It’s 
Not Who You Might Think

“It’s up to investors to determine what they want 
to buy and what to pay for it. ... It’s not the job of a 
third-party reviewer to determine materiality.”
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 This mortgage insurance market 
ain’t big enough for all seven of us.
So says Patrick Sinks, CEO of 

MGIC Investment Corp., which has seen 
its market share chipped away by small-
er, newer underwriters created a�er the 
housing crisis.

MGIC was the market leader in the 
heady days before the mortgage cri-
sis, when origination volume was high 
enough to sustain as many as eight private 
mortgage insurance underwriters. Now 
there are seven competing for a share of a 
much smaller originations market. 

Assuming volume of $1.5 trillion per 
year, the share that would use PMI is ap-
proximately $200 billion in originations, 
Sinks said.  

Mergers Are Possible, But 
Not Imminent
At that level, “I don’t know that there is 
enough business to go around for seven 
MI companies,” he said at a June 1 inves-
tor conference, adding that the need to 
develop new revenue sources is why the 
MIs are looking at front-end risk sharing 
arrangements with the government-spon-
sored enterprises. 

�e possibility for merger-and-ac-
quisition activity exists, but nothing is 
imminent, he said, explaining that any 
consolidation will likely be prompted by 
shareholder angst over low revenue in an 
oversaturated market.  

Of the seven companies, PMI is the 
primary business for four publicly traded 
companies: MGIC, Radian Group, Essent 
Group and NMI Holdings. �e other 
three are subsidiaries of publicly traded 
insurers that write multiple lines of busi-
ness. 

�ere has been some speculation 

about possible mergers in the MI space. 
�is includes a published report that 
said Radian’s board could elect to sell the 
company in the wake of the planned re-
tirement of CEO S.A. Ibrahim and that 
Essent was the most likely suitor.  

Meanwhile, American International 
Group plans to sell a 19.9% stake in Unit-
ed Guaranty Corp. in an initial public 
o�ering. But dissident AIG shareholders 
had been pushing for a total divestiture or 
sale of UG. 

Radian Chief FinanialO�cer Frank 
Hall when asked about consolidation 
during that company’s presentation said, 
“�e industry has operated with more 
competitors and fewer competitors, and 
what the right number is, I don’t know.” 

And National MI’s chairman and 
CEO Bradley Shuster noted there is “a lot 
of talk about consolidation, but very little 
real consolidation.” 

But even if there is merger activity, 
investors should not count on the surviv-
ing entity retaining the combined market 
share, MGIC’s Sinks said. 

“If you have a lender who does busi-
ness with four MIs and two of them con-
solidate, that doesn’t mean you’re going 
to hold that position. You’re going to lose 
that. So the seller obviously wants to max-
imize their value for their shareholders, 
while the buyer has to factor in a potential 
loss of market share,” he explained. 

What would make a merger success-
ful is taking enough expenses out of the 
combination to justify the transaction, he 
continued.

All of the MIs have gone to more 
granular pricing and that has compres-
sion in the market share spread between 
the largest and smallest MIs, Sinks said. 
�e smallest two companies, Arch and 

National MI, each had a 4% share in that 
quarter, while UG had a 24% share. 

Industry Moving to More 
Granular Pricing
For the most recent quarter, Arch had a 
7% share, while UG’s share fell to almost 
20%. MGIC’s share declined to 18% from 
21% during that same time frame. 

Discounted pricing on borrower-paid 
MI for the most part has gone away, with 
the exception being for loans originated 
by credit unions, Sinks said. Aggressive 
pricing also remains for lender-paid MI, 
he added. 

�e hubbub over policy pricing meth-
odology, black box versus rate card, came 
up in all three sessions. Each company 
said it had the ability to replicate the black 
box method used by UG and Arch MI, 
but their customers didn’t want it. 

Shuster questioned the relevance of 
using a black box algorithm to generate 
the price. “In today’s post-TRID world, 
rate cards [with a matrix based on credit 
scores and loan-to-value ratios] are more 
appealing than a black box,” he said. 

Most of MGIC’s customers “prefer 
not to have a black box. �ey would rath-
er have the rate cards because there is a 
transparent price. �ey know what they’re 
going to get each and every day,” Sinks 
said. 

And as companies have increased the 
granularity of their rate cards, there is less 
of a di�erence between them and black 
box pricing than has historically been the 
case, said Derek Brummer, Radian’s chief 
risk o�cer. “Historically, the black box 
pricing had an advantage on the kind of 
the higher credit quality [loan]. �at is 
less the case today,” he noted. — Brad Fin-
kelstein, Jacob Passy

Too Many Insurers, Not Enough 
Mortgages, Says MGIC 
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At Wilmington Trust, we’ve been working with issuers since the inception of the securitization market.  

As a backup servicer, our pro�ciency in deal execution can provide the peace of mind you need when closing  

a transaction. And our broad deal experience enables us to help you with even the most complex transactions.

For more insight on how we’ve successfully assisted clients on corporate trust transactions, contact one of 

our experienced professionals or visit us at wilmingtontrust.com/structured�nance.

Experience is the best partner 
for backup servicing.
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Lead Association Supporter

800+ INVESTORS & ISSUERS ALREADY CONFIRMED!

For more information, including a real-time listing of sponsors, visit www.imn.org/abseast16 

For sponsorship opportunities, contact Chris Keeping at +1 212-901-0533 or ckeeping@imn.org

Featured Keynote Speaker:

Lead Sponsors:

Steven Eisman
Subject of Michael Lewis’s The Big Short;

Managing Director, Portfolio Manager, Neuberger Berman

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 help create a timely and relevant program.
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