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 Trigger Point

 EDITOR’S LETTER

 Asset-backeds of almost all stripes have recovered much of the ground lost early in the 
year, but the picture for CLOs is complicated. Even as prices of leveraged loans in their 
portfolios rise, some managers are tripping up against tests designed to protect the 

credit quality of their portfolios. So far this is only happening to deals with outsized exposure 
to oil and gas and metals and mining companies. � ese credits haven’t recovered as much as 
the rest of the loan market and many have been downgraded heavily or are in default. � at af-
fects the way managers can value the loans for the purposes of their coverage tests. � e upshot: 
three deals that fell short in April were obliged to divert cash earmarked for junior investors in 
order to purchase additional collateral. As I explain in my cover story, that’s painful for these 
investors, at least in the short run. But, in theory at least, it ultimately bene� ts all investors in 
a deal.  

Valuations of debt issued by CLOs have also started to improve, and that has allowed issu-
ance to pick up a� er a slow start to the year. However, as Justin Plou� e of � e Carlyle Group 
notes in an interview with Glen Fest, the ranks of buyers are still thin. � is gives those still at 
the table more say in the terms. 

Relief came early for Europe’s CLO market when the ECB announced it was expanding 
economic stimulus. � is allowed managers to complete some deals that had been in the works 
for months. But one manager that Glen spoke with, Jeremy Ghose of 3i Debt Management, 
thinks that volitilty will continue to be a problem for this market. It can result in substantial 
gaps in price expectations between buyers and sellers. 

Another story by Glen looks at � rst quarter earnings of business development companies 
that have large holdings of CLO debt and equity; they appear to be in no hurry to unload them, 
despite the sello�  in these securities, which has forced them to write down valuations. 

        —Allison Bisbey, Editorial Director        —Allison Bisbey, 
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OBSERVATION

Adecision of the Second Circuit 
Court of Appeals in the case of 
Midland Funding v. Madden 

threatens the functioning of the national 
markets in loans and loan-backed securi-
ties. The ruling, if it stands, would over-
turn the more than 150-year-old guiding 
principle of “valid when made.”

The effects of the decision could be 
wide-ranging, affecting loans beyond 
the type at issue in the case. It is in the 
banking industry’s interest for the Su-
preme Court, at the very least, to limit its 
applicability. And since the Madden case 
could deal a blow to preemption under 
the National Bank Act, it is time for the 

Office of the Comptroller of the Currency 
to voice an opinion.

Under the valid-when-made princi-
ple, if the interest rate on a loan is legal 
and valid when the loan is originated, 
it remains so for any party to which the 
loan is sold or assigned. In other words, 
the question of who subsequently owns 
the financial instrument does not change 
its legal standing. But the appeals court 
found that a debt buyer does not have the 
same legal authority as the originating 
bank to collect the stated interest.

In the words of the amicus brief filed 
before the U.S. Supreme Court on behalf 
of several trade associations, “Since the 
first half of the nineteenth century, this 
Court has recognized the ‘cardinal rule’ 
that a loan that is not usurious in its in-
ception cannot be rendered usurious 

subsequently. … U.S. credit markets have 
functioned on the understanding that a 
loan originated by a national bank under 
the National Banking Act is subject to the 
usury law applicable at its origination, 
regardless of whether and to whom it is 
subsequently sold or assigned.”

This, the argument continues, “is crit-
ically important to the functioning of the 
multitrillion-dollar U.S. credit markets.” 

And so it is. 
Marketplace lenders and investors 

have already raised intense concerns 
about the decision, but the impact could 
go further. The validity of numerous types 
of loan-backed securities could suddenly 
be called into question. Packages of whole 
loans also include the diversified debt of 
multiple borrowers from different states 
with different usury limits. But the Mad-
den decision suggests those structures are 
at risk of violating state usury laws.

A possible interpretation to narrow 
the impact of the case would be for future 
court decisions to find that the Madden 
outcome only applies to the specific situ-
ation of this case, namely to defaulted and 
charged-off loans sold by a national bank 
to an entity that is not a national bank. 
Thus, only the buyers of such defaulted 
debt would be bound by state usury limits 
in their collection efforts, and the impact 
will largely be limited to diminishing the 
value of such loans in the event of default.

The Second Circuit decision might 
not, based on this hypothesis, apply to 
performing loans or to the loan markets 
in general. However, as pointed out in a 
commentary by Mayer Brown, “it will 
take years for the Second Circuit to dis-
tinguish Madden in enough decisions 
that the financial industry can get com-
fortable that Madden is an anomaly.” 

The law firm’s commentary presented 
many potential outcomes, including that 
the Madden case could be “technically 
overturned” but without the high court 
providing explicit support for the “valid-
when-made” principle. That “would be a 
specter haunting the financial industry,” 
according to the firm’s analysis.

It would be much better for the Su-
preme Court to reaffirm the valid-when-
made principle as a “cardinal rule” gov-
erning markets in loans.

But at this point, one would also ex-
pect the OCC, the traditional defender of 
the powers of national banks and the pre-
emption of state constraints on national 
bank lending, to be weighing in strongly. 
The comptroller of the currency should 
protect the ability of national banks to 
originate and sell loans guided by the val-
id-when-made principle. 

Everyone agrees that national banks 
can make loans under federal preemption 
of state statutes, subject to national bank 
rules and regulations. Everyone agrees, as 
far as we know, that the valid-when-made 
principle is required for loans to move ef-
ficiently among lenders and investors in 
interstate and national markets, whether 
as whole loans or securities.

In our view, the OCC ought to be tak-
ing a clear and forceful public position 
to support the ability of national banks 
to originate loans which will be sold into 
national markets.

William M. Isaac, a former chairman 
of the FDIC, is senior managing director 
and global head of financial institutions at 
FTI Consulting. Alex J. Pollock, a former 
president and CEO of the Federal Home 
Loan Bank of Chicago, is distinguished se-
nior fellow at the R Street Institute.

Where is OCC in Court Battle 
Over Usury Limits?

BY WILLIAM M. ISAAC 
AND ALEX J. POLLOCK
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The U.S. Department of Justice is 
now applying a statute more com-
monly known in organized crime 

cases - the Racketeer Influenced Corrupt 
Organization Act - to the conduct of on-
line payday lenders.

RICO prohibits the “collection of un-
lawful debt,” but its use in dealing with 
the online lending industry charts new 
ground. Prosecutors have cited the stat-
ute in three recent criminal cases, against 
Adrian Rubin, Scott Tucker and Charles 
Hallinan. They must prove the defendants 
were in the business of lending money “at 
a [usurious] rate” that was at least twice 
the enforceable rate. The indictments al-
lege the defendants’ business models fit 
this description perfectly, and that they 
were able to operate mainly through 
“sham” arrangements with Indian tribes 
to claim sovereign immunity from state 
usury laws.

Whereas Rubin pleaded guilty to the 
charges against him and is awaiting sen-
tencing, Tucker and Hallinan so far are 
contesting the allegations made in their 
indictments, which will present an early 
opportunity to see the theory tested in the 
courts. 

The government’s extension of crimi-
nal RICO into online payday lending nat-
urally leads to several related questions:

First, it is logical to wonder if the 
government might seek to extend the 
criminal statute into other online lend-
ing models. For example, could nonbank 
purchasers or assignees of consumer 
loans made over the Internet and funded 
by banks find themselves the subjects of 
a criminal RICO investigation if the loans 
exceeded the limits in state usury laws? 
The simple answer is possibly, as long as 
federal preemption laws and the “Valid-

When-Made Doctrine” do not apply - is-
sues that are currently before the United 
States Supreme Court. Indeed, civil RICO 
has already been extended to marketplace 
lending, where the statute has been cited 
in a class action suit against Lending Club 
that alleges usury violations.

Moreover, although less likely, it is 
conceivable that the investors, too, could 
be wrapped up in a RICO investigation 
if they are aware that the loans to be col-
lected violate state usury laws, since RICO 
covers anyone who “directly or indirectly” 
participates in the conduct of the enter-
prise’s affairs.

Second, the same questions apply 
equally to debt buyers who purchase de-
linquent loans originated by banks. Might 
they also be subject to a RICO investi-
gation? Given the government’s current 
approach, it certainly seems possible, de-
pending on the outcome in the Supreme 
Court, if they seek to collect loans that 
violate various states’ usury laws.

Third, the acquiring banks that have 
online payday and other lenders as cus-
tomers, and others involved in the on-
boarding and monitoring of these mer-
chants, should reconsider the adequacy 
of their BSA/AML controls and other 
methods to mitigate fraud and consumer 
protection risks. 

To be sure, prior guidance issued by 
the Office of the Comptroller of the Cur-
rency and the Federal Deposit Insurance 
Corp., along with the Federal Financial 
Institutions Examination Council’s BSA/
AML exam manual, discuss the need 
for financial institutions to understand 
the principal business activities, geo-
graphic location, and sales techniques of 
their merchant customers. This includes 
whether the merchants are operating le-

gitimate businesses. Unfortunately, these 
requirements are written only in general 
terms and institutions looking for more 
specific advice may be frustrated.

For example, institutions may wonder 
to what extent they must investigate in 
which states their lender customers make 
loans, study the various APRs of such 
loans, and be certain that the recipients of 
each of the loans live in states that do not 
have bans or other rate caps. With respect 
to online payday lenders, they also may 
ask if they need to be certain that the stat-
ed relationships between payday lending 
businesses and tribes are more than sham 
arrangements. 

Lenders, financial institutions and 
others in the chain should pay close at-
tention as RICO cases applying to online 
lenders progress through the courts. 

The government’s decision to extend 
RICO’s “collection of an unlawful debt” 
language to online payday lenders is a 
significant moment in federal law en-
forcement. If this new theory of law en-
forcement survives legal challenges, look 
for the government to continue using it in 
the online payday lending industry and 
potentially beyond. 

Michael J. Bresnick is chair of the finan-
cial services investigations and enforcement 
practice at Venable LLP in Washington, 
D.C. Evan Minsberg is an associate at Ven-
able specializing in financial services regu-
lation.

How Far Will RICO Probes 
of Online Lenders Go?

BY MICHAEL J. BRESNICK 
AND EVAN MINSBERG

  OBSERVATION
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FOR THE FIRST SINCE THE CRISIS, CLO 
MANAGERS ARE SHORING UP COL-
LATERAL BY DIVERTING FUNDS EAR-
MARKED FOR JUNIOR CREDITORS

Sometimes, you have to rob Peter to pay Paul. 
For the fi rst time since the fi nancial crisis, some 

collateralized loan obligations are being forced to 
divert funds normally used to pay junior notehold-
ers to be used for the benefi t of more senior note-
holders.

CLOs, collectively the biggest investors in be-
low-investment grade corporate loans, have a 
number of tests that they must meet each month 
that are designed to protect the quality of their 
portfolios. Some of the most common tests mea-
sure the amount of collateral supporting each class 
of notes issued by a CLO (interest diversion), the 
amount of assets supporting all of the notes, col-
lectively, (overcollateralization) and the amount of 
interest available to pay notes (interest coverage).

If a CLO fails any of these tests, cash fl ows ear-
marked for holders of the most subordinated secu-
rities may be used instead to purchase additional 
collateral. In some cases, the funds may be used

by Allison Bisbey

REROUTED
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to repay the principal of senior notes
Two CLOs, Mountain Hawk II CLO and 
ECP CLO 2014-6, failed their interest di-
version test for the April payment date, 
according to research published that 
month by Deutsche Bank. As a result the 
managers, Western Asset Management 
Co. and Silvermine Capital Manage-
ment, respectively, diverted some cash 
flow from the most subordinated tranch-
es of these deals, known as the equity, to 
be reinvested in new collateral.

Another deal managed by Silver-
mine, Silver Spring CLO, failed two tests, 
interest diversion and overcollateraliza-

tion, causing payments to both the sin-
gle-B rated tranche and the unrated eq-
uity tranche to be diverted to pay down 
principal on the most senior, triple-A 
rated tranche.

No surprise, all three deals have un-
usually heavy exposure to the oil and gas 
and metal and mining industries, where 
downgrades and defaults of loans have 
been most heavily concentrated.  

Silver Spring CLO, issued in July 
2014, had 15% of its portfolio invested 
in loans to energy companies and 4% in 
loans to metals and mining companies as 
of late February, according to Moody’s 
Investors Service. 

And ECP CLO 2014-6 had 11% of its 
portfolio invested in loans to oil and gas 
companies and 4% in loans to metals and 
mining companies as of late February. 

In comparison, most outstanding 

CLOs issued since the financial crisis 
have limited exposures averaging about 
6% to energy and commodity-related in-
dustries.

While the broader leveraged loan 
market recovered some lost ground in 
March and April after selling off steep-
ly in the first two months of the year, a 
number of companies in these sectors 
have either been downgraded or have 
defaulted.

In April alone, three loans totaling 
$1.7 billion defaulted: Peabody Ener-
gy filed for bankruptcy, Vertellus Spe-
cialty missed an interest payment, and 

Stallion Oilfield conducted a distressed 
debt exchange. That pushed the trailing 
12-month institutional leveraged loan 
default rate to 1.8% in April, up from 
1.6% at the end of March, according to 
Fitch Ratings.

When loans are downgraded too 
steeply or are in default, they can cause 
CLOs to trip coverage tests because, at 
that point, managers can no longer value 
the loans at par, or face value.  

Although managers can avoid realiz-
ing a par loss by selling low-priced assets 
and replacing them with another simi-
larly discounted asset, this kind of sub-
stitution is subject to many criteria that  
depend on the particular deal.

Ideally, diverting cash flows from ju-
nior noteholders to purchase additional 
collateral ultimately benefits all note-
holders. That’s because CLOs generally 

fail these tests at times when loan pric-
es are falling, allowing them to acquire 
new collateral at a discount. And unless 
these loans are considered to be deeply 
distressed (generally meaning they are 
trading below 80 cents on the dollar) the 
CLOs can value these new loans at face 
value, for the purposes of their tests. The 
end result is that all notes held by CLO 
investors are supported by more assets, 
and at a lower average cost.

But there just aren’t as many bargains 
as there were at the beginning of the year. 
Outside of energy, metals and mining, 
spreads (or risk premiums) on leveraged 

loans have narrowed considerably over 
the past three months. As of late April, 
spreads on double-B rated loans were 
at 383 basis points over one-month Li-
bor, on average, 25 basis points less than 
they were one month prior and 75 basis 
points less than they were three months 
prior, according to Deutsche Bank.

In other words, the only really cheap 
loans are the ones that CLO managers 
probably don’t want to buy.

And loans in general are scarce. In 
the first four months of the year, just 
$160 billion of leveraged loans were is-
sued, down 25% from the same period 
a year ago, according to Thomson Reu-
ters LPC. And just $100 million of those 
loans were syndicated primarily among 
banks, a decline of 29% on the year. Just 
$60 billion were syndicated among CLOs 
and other institutional investors, a de-

COVER STORY

While the average CLO has low exposure to the energy and 

commodity sectors, and to deeply downgraded loans in general, 

there are likely to be additional deals that divert funds.

012_ASR0516   12 5/10/2016   6:42:21 PM



   www.asreport.com // May / June 2016   13

cline of 17% on the year.
While the average CLO has low ex-

posure to the energy and commodity 
sectors, and to deeply downgraded loans 
in general, there are likely to be some 
additional deals where managers are 
compelled to divert funds from junior 
noteholders to shore up collateral. Deut-
sche Bank identified five other CLOs 
that were failing interest diversion tests 
in April, but had yet to take remedial ac-
tion: Silvermore CLO, EPC CLO 2013-5, 
KVK CLO 2014-1, West CLO 2013-1, 
and Oaktree CLO 2014-1. 

The deals were all completed in 2013 
and 2014. In the report, the analyst noted 
that deals printed in 2012 have had more 
time to build up larger margins of over-
collateralization, though downgrades 
and defaults of loans were chipping away 
at cushions on these deals as well. On 
the other hand, deals completed in 2015, 
after problems at oil and gas companies 

became apparent, generally do not have 
any exposure to the energy sector.

Moody’s has identified a somewhat 
larger pool of deals at risk. Although 
most CLOs that it rates have significant 
buffers to protect against overcollateral-
ization test failures, 26, or roughly 5%, 
are at greater risk of because they ex-
ceeding their limit on assets rated ‘Caa’ 
or lower and have large exposures to the 
riskiest assets, the rating agency stated in 
an April 25 report. 

Moody’s considers interest deferrals 
to be a negative for mezzanine and junior 
notes – it has downgraded these por-
tions of both Silver Spring CLO and ECP 
CLO 2014-6 – at least until the tests are 
“cured.” But it is positive for senior notes, 
and “could build credit enhancement for 
even mezzanine and junior notes in the 
long term,” the report states.

The rating agency only rates the se-
nior notes of Mountain Hawk II CLO, 

the other deal that is already diverting 
cash flow earmarked for equity holders; 
as a result it has not downgraded any se-
curities issued by the deal.   

The report notes that, during the 
peak of the 2008-09 credit crisis, nearly 
40% of CLOs failed their junior overcol-
lateralization tests, and 10% failed their 
senior overcollateralization tests. How-
ever, cash flow diversion and mandatory 
deleveraging helped nearly 70% of them 
cure these test failures within one year.

CLO managers are in a much better 
position than they were headed into the 
financial crisis, when they found their 
hands tied by provisions that made it 
difficult to add collateral that would have 
improved the portfolio’s credit quality. 

At the time, many deals contained 
language compelling managers to value 
collateral acquired at a deep discount at 
the purchase price. So acquiring such 
loans would not help them boost their 
cushions of collateral, at least as mea-
sured by their test. This might have made 
sense in normal market conditions, 
when only distressed loans traded at 
deep discounts. But at the time, even the 
highest quality loans were trading at his-
toric lows, and so had to be classified as 
deep discount. 

As a result, collateral managers would 
often refrain from substituting a loan of 
rapidly deteriorating credit quality that 
did not constitute a deep discount loan 
at the time of purchase (and therefore 
was valued at par for purposes of the OC 
tests) for a higher-quality deep discount 
loan due to the negative impact the trade 
would have on OC test compliance. 

Since then, many deals issued pre 
crisis have amended their terms, allow-
ing them to substitute high quality but 
deeply discounted loans without nega-
tively impacting their overcollateraliza-
tion tests.
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The CLO market got off to a rocky 
start this year, as defaults on lev-
eraged loans started to multiply, 

sending prices of these assets down 
sharply and putting many deals at risk 
of tripping coverage tests. 

The resulting selloff in collateralized 
loan obligations themselves, combined 
with a dearth of new loans, has made it 
difficult to bring new deals to market.

But one of the biggest challenges in 
putting new deals together, according 
to Justin Plouffe, managing director of 
U.S. and European CLOs at The Carlyle 
Group, has the thinning ranks of buyers 
of CLO debt.  

Plouffe says that this has resulted 
in “clubbier” transactions; that’s a term 
more commonly associated with lever-
aged buyouts, where a few large inves-
tors team up to by a company.

But CLOs are now distributed 
among a much smaller group of inves-
tors than has been the case in recent 
years.  And these investors individual-
ly have more power to negotiate deal 
terms than they would have otherwise.

Just $15.1 billion of CLOs (in 37 
deals) were completed in the U.S.  
through May 2, down 66% from the 
same period of 2015. The Carlyle Group 
completed two of them totaling $901 
million in April, following what Plouffe 
described as a deliberative and mea-
sured ramp-up of senior-loan assets 
over first three months of the year

Plouffe is an attorney and former 
partner at Ropes & Gray who joined 
Carlyle in 2007. He spoke with Asset Se-
curitization Report following the launch 
of the deal about the loss of liquidity in 
CLO trading, opportunities for bargain 
hunting in the secondary loan market, 

and the firm’s efforts to navigate im-
pending rules requiring managers to re-
tain a share of the risk in their deals. An 
edited transcript follows.

Carlyle GMS CLO 2016-1, issued 
on April 22, was Carlyle’s first CLO 
for 2016. Can you walk 
us through the market’s 
trends and challenges, 
such as volatility in loan 
spreads, that Carlyle 
faced in putting together 
this deal?

JUSTIN PLOUFFE: 
In the first quarter of the 
year there have been few-
er participants in the debt 
tranches of CLOs. That 
means that it takes longer 
to put a transaction to-
gether. 

Transactions tend to be less broad-
ly distributed and more bilaterally ne-
gotiated. We’ve seen this in the market 
before. The market comes and goes in 
terms of the number of participants. 
That’s probably that largest challenge, 
that there have been fewer participants 
in the market.

How do you view the market con-
ditions right now for new deals? Can 
the new primary issuance market re-
cover enough to still reach the fore-
casted 2016 volume levels of $75 bil-
lion to $90 billion?

I think issuance will pick up for the 
remainder of the year, but I doubt it will 
be at the level that gets us above $75 bil-
lion.

Is the secondary market becoming 

a growing resource for CLO issuance 
out of necessity to fill the pipeline, or 
because of sell-off pricing opportuni-
ties?

Both. 
One of the challenges on the asset 

side is lack of consistent new issuance 
in the loan market.  That 
means collateral manag-
ers have no choice except 
to turn to the secondary 
market. But I think vol-
atility in the secondary 
market also offers some 
attractive opportunities. 
Many managers like the 
value they can purchase in 
the secondary market so 
turn to the secondary as 
a means of ramping up a 
portfolio. 

How has the lack of liquidity  been 
impacting the trading of CLO paper 
this year? 

Liquidity has been inconsistent. 
Earlier in the quarter, when we saw sig-
nificant widening of spreads in the ju-
nior part of the capital structure, that 
widening did not seem to be based on 
a significant amount of volume, and 
when trades picked up we saw spreads 
contract.

As growing defaults and down-
grades of leveraged loans increase 
pressure performance of assets in 
CLOs, do managers have to adapt to 
new ways of monitoring the portfolio 
loans for sell/hold decisions?

This is what we have seen in past 
credit cycles. CLO managers have to 
pay very close attention to the triple-C 

Why Broadly Syndicated CLOs 
Are Getting Clubbier

Justin Plouffe

014_ASR0516   14 5/10/2016   6:42:23 PM



   www.asreport.com // May / June 2016   15

assets, to their WARF [weighted average 
rating factor] scores, to defaulted assets 
and assets likely to default because all of 
those things can make it very difficult to 
trade within the CLO and they can re-
sult in cutting off equity cash flows. The 
last three or four years have been a very 
benign default and downgrade environ-
ment, but we’re seeing that change. But 
it’s not a surprise. This is what happened 
in the last two credit cycles, and expe-
rienced CLO managers should be ready 
for it.

Will energy exposure continue to 
stress CLO overcollateralization cush-
ions and the (typically 7.5%) threshold 
on Caa-rated asset limits? Or do you 
think CLO managers have that issue 
contained?

I think that’s highly dependent on 
the CLO manager and specific portfo-
lios. We see certain transactions that 
are in very good shape in terms of their 
energy exposure. We see other transac-
tions that we think will continue to have 
problems throughout the rest of the 
year. I think that is a question that has 
to be decided deal by deal.

Has Carlyle made any changes re-
lated to its own energy exposure in its 
CLOs?

We were relatively underweight in 
energy starting in 2014, so we felt we 
were well positioned. We have not made 
any significant changes recently to our 
energy exposure because we had already 
underweighted the industry.

Are there particular sectors or 
certain pockets of the leveraged loan 
market that may provide good pricing 
opportunities for CLO managers this 
year?

There are definitely credits we see 
that we think are underpriced and ar-
eas to add value. I would not say there is 
one particular sector. It’s more of a cred-

it-by-credit analysis. 
We are looking to find value in com-

panies that we think have traded off 
unfairly maybe due to the overall mar-
ket sentiment and not anything that is 
fundamentally wrong with their credit 
profile.

How has Carlyle prepared for the 
upcoming U.S. risk retention stan-
dards? In particular, how do you plan 
to warehouse or finance the retention 
stake?

We are prepared to comply with risk 
retention rules in the U.S. We’re start-
ing to see the market require that even 
though the rules don’t technically come 
into effect until December. 

We currently comply with risk re-

tention rules for European CLOs as well. 
We’ve been preparing for this for some 
time. It’s an expected market develop-
ment, and we expect to continue to be in 
the CLO market in size despite the new 
regulations.

We take a very straight forward ap-
proach: the collateral manager purchas-
es the retention notes. We are interested 
to see how the market views new types 
of structures, and we are aware they are 
out there.

Is Carlyle focused on ways to get  
future deals into compliance with risk 
retention rules in both the U.S. and 
Europe?  

Right now, we are not seeking dual 
compliance for transactions. We have 
not seen the market demand for that.

 There are some complexities to 
achieving dual compliance. So I think it 
will be interesting to see over the course 
of the next 12-24 months whether or not 
the market moves to require dual com-
pliance.

One of the panels at the upcoming 
IMN CLO conference will feature dis-
cussions about the “real cost” of im-
plementation for risk retention. What 
do you think have been the real costs 
that were perhaps unanticipated by 
regulators and examiners?

Risk retention certainly makes man-
agement of CLOs a more capital-inten-
sive business. It is likely to be dominat-
ed by managers that have access to more 
capital, whereas prior to risk retention, 

managers could be relatively asset lite 
and balance-sheet lite and still carry on 
a business. It will change the capitaliza-
tion of managers in favor of the more 
heavily capitalized.

I think the other cost is the cost of 
financing of companies that come to 
the loan market to be funded. There is 
a theory that risk retention will reduce 
the number of CLOs issued – CLOs are 
a large portion of the loan market – and 
that could result in increased cost of fi-
nancing for companies coming to the 
loan market. 

I’m not sure that we’ve had enough 
time to see if in fact that has happened, 
or if the demand for loans will be filled 
by other sources, but it’s definitely some-
thing to keep an eye on in the coming 
years. — GF

 ABS
 REPORT

“The last three or four years have been a very be-
nign default and downgrade environment, but we’re 
seeing that change. But it’s not a surprise. Experi-
enced CLO managers should be ready for it.”
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The European Central Bank’s an-
nouncement of expanded eco-
nomic stimulus has provided 

some welcome relief for the region’s CLO 
managers, allowing several to complete 
deals that had been in the works for 
months.  3i Debt Management was one 
of those managers; it priced the €413 
Harvest CLO XV in March, some two 
months after the deal was launched.  Jer-
emy Ghose, the firm’s managing partner 
and CEO, still has a cautious outlook for 
the remainder of the year, however. In a 
telephone interview with Asset Securiti-
zation Report, he warned that the cur-
rent rally in European credit markets is 
likely to run out of gas, and the ensuing 
volatility will continue to make it difficult 
to securitize below-investment grade 
corporate loans and bonds.

And if 3i, one of the biggest Euro-
pean CLO managers, struggled to price 
a deal in these conditions, where does 
that leave other smaller, less experienced 
players? 

Ghose, an industry veteran, found-
ed the London-based leveraged finance 
business of The Mizuho Corporate Bank 
in 1988. He became one the first non-Jap-
anese board members for Mizuho, join-
ing 3i in 2010 when private equity firm 
3i Group acquired Mizuho’s investment 
management business.

How do you see the European CLO 
market shaping up this year? 

JEREMY GHOSE: My view is that it’s 
going to be an up and down year for all in 
the CLO market, not least in Europe but 
also the U.S. As you know, in 2015 the 
total issuance globally was around $100 
million to $110 billion. My sense is that 
it’s going to be approximately half of that 

this year. Our expectation is for approxi-
mately $50 billion to $60 billion globally. 
My sense is that in Europe we’re going 
to see circa $15 billion in total issuance, 
which will make Europe a much bigger 
percentage of the global pot.

Why is that the case? 
One, Europe is a sig-

nificantly smaller market 
than the U.S. The risk re-
tention rules mean that the 
number of players with the 
capability of issuing CLOs 
is about 20, so by default 
the larger players face an 
implied ceiling on the 
number of CLOs they can 
issue because the investor 
base is not endless.

The investor base is in 
fact very concentrated. Investors want to 
diversify and they don’t typically want to 
double up or triple up on the same man-
agers or on the same collateral. If you take 
all of that into account, it means we will 
continue to see a somewhat constrained 
CLO market in Europe. However, more 
positively, a couple of newcomers have 
printed CLOs and there may be one or 
two more.

Another factor is deal flow. The pri-
vate equity houses have a lot of dry pow-
der. So that’s good news. But what we 
typically still see is that in volatile times, 
there is often a substantial gap in price 
expectation between what a seller wants 
for his assets and what a buyer is pre-
pared to pay. 

What’s the impact of the European 
Central Bank’s expanded stimulus?

Clearly, Mr. [Mario] Draghi’s quan-

titative easing program is overall good 
news for the credit markets. l think with 
the ECB increasing it from 60 billion to 
80 billion [euros] per month, and ex-
tending it to corporate investment grade 
bond purchasing, this gives the overall 
markets a big boost. What that also does 

is delay the credit cycle, 
which is good news for 
the CLO market because 
if defaults are rising on the 
portfolio side and CLO 
equity is trading at a very 
low price in the secondary 
market, often investors are 
better off buying that dis-
counted secondary paper 
as opposed to buying pri-
mary new CLO equity. 

Does 3i plans addi-
tional issuance?

We just priced Harvest XV, which we 
were hoping to do in January. We were 
ready to go then, however it took us until 
the end of March to price the deal, so that 
shows how tough the current market is. 
We will continue with our issuance lev-
els, with the next one projected around 
June/July and, all things being equal, we 
usually print one in the autumn. That be-
comes our three CLOs in a calendar year 
on this side of the ocean, and we also 
have plans to do the same in the U.S. It 
remains difficult to issue more than three 
CLOs in Europe in a calendar year.

This is caveated by what we see on the 
deal flows side. If there are no deals and 
the M&A market and PE firms are not 
active, then there are no loans to invest 
in. Investors don’t want to see us always 
investing in the same loans. They want to 
see new primary deals.— GF

Volatility Still a Problem for   
European CLO Managers

Jeremy Ghose
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As more U.S. companies help their 
employees pay off student loans, 
some lenders are sensing an op-

portunity to reel in new, potentially high-
net-worth customers.

Student loan assistance is emerging as 
today’s hot new employee benefit, in the 
same way the 401(k) did a few decades 
ago. These payments, of up to $2,000 an-
nually, are increasingly seen as a way for 
firms to attract and retain employees who 
are straining under the weight of educa-
tion debt.

Some lenders that specialize in refi-
nancing student loans are hoping to profit 
from this corporate perk. The basic prem-

ise is that borrowers who are excited to get 
a helping hand from their employers will 
also be amenable to refinancing at a lower 
interest rate.

In the coming weeks, Citizens Finan-
cial Group in Providence, R.I., plans to 
announce a new partnership with Gradifi, 
a Boston-based startup that administers 
student loan assistance benefits on behalf 
of employers.

Under the deal, the $143 billion-asset 
Citizens will have the exclusive right to 
make loan refinancing offers to borrowers 
who use its partner’s platform. Citizens 
has been looking to grow its student-lend-
ing business; its balances increased by 
93% last year.

Meanwhile, Social Finance Inc., a 
rapidly growing online lender that got 
its start in student loans, recently built its 
own benefits platform for employers.

SoFi is using its platform to adminis-
ter employers’ student loan contributions, 
even in cases where the loans are backed 
by the federal government or another pri-
vate lender. The company is betting that 
once borrowers open SoFi accounts, they 
will be more apt to refinance into a SoFi 
loan.

There could be cross-selling oppor-
tunities as well. Down the road, it’s not 
hard to imagine borrowers — many with 
advanced degrees and good-paying jobs 

— turning to lenders that refinanced their 
student debt for mortgages, car loans or 
other financial products. SoFi is already 
offering mortgage loans to many of its 
student-loan customers.

Citizens and San Francisco-based 
SoFi are both responding to a surge in 
interest in student loan assistance at large 
U.S corporations.

PwC, the accounting and consulting 
firm with more than 200,000 employees 
globally, announced in September that it 
will contribute $1,200 annually toward re-
ducing an employee’s student debt.

Fidelity Investments, which has 
45,000 employees, said last month that it 
will offer them $2,000 per year to help pay 

back their student loans. Fidelity launched 
the new benefit following a broad effort to 
gauge the mood of its workforce.

“What we heard was that student loan 
debt was a significant challenge,” said Jen-
nifer Hanson, head of benefits at Fideli-
ty, referring to feedback provided by the 
firm’s employees. “They were putting off 
things like buying a home, getting mar-
ried, having children, until they paid off 
this debt.”

Across the country, total student debt 
increased from $481 billion in the first 
quarter of 2006 to $1.32 trillion in the 
fourth quarter of last year, according to 
data from the Federal Reserve Board.

Young adults carry the biggest debt 
burdens, which means loan assistance can 
be a particularly attractive perk for recent 
graduates. Nearly 70% of members of the 
class of 2014 had student debt, and those 
who did owed an average of $28,950, ac-
cording to a report last year by the Insti-
tute for College Access & Success.

“This is a custom benefit made for the 
millennials,” said Bruce Elliott, manager 
of compensation and benefits at the Soci-
ety for Human Resource Management in 
Alexandria, Va.

His organization found last year in a 
survey that 3% of participating companies 
were providing student loan repayment 
assistance to their employees. Elliott ex-
pects that number to rise over time, in 
part because it has become much easier 
for employers to offer the benefit.

Within the past 18 months, Gradi-
fi, SoFi and Santa Monica, Calif.-based 
Tuition.io have all launched programs to 
administer student loan repayment as-
sistance on behalf of employers. This is a 
complicated business — in large part be-

New Employee Perk Could Be a 
Boon for Student Lenders

“I know I should be saving for my retirement, but 
that benefit is pretty attenuated for me. I don’t 
expect to see that money for 40 years.“

See Perk on Page 26 >>
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Over the past year, threats of steep 
downgrades have chilled demand 
for securitizations of federally 

guaranteed student loans, but two recent 
transactions suggest that the market is be-
ginning to thaw.

This development could help open the 
door for banks to resume unloading port-
folios of Federal Family Education Loan 
Program (FFELP) loans. Such loans have 
become unattractive to hold, because of 
increased regulatory scrutiny of student 
lending and loan servicing and because 
banks see other, more profitable ways to 
put their money to work.

In February, Navient Corp., the largest 
servicer in this asset class, sold $1.1 billion 
of bonds backed by FFELP loans in what 
chief financial officer Somsak Chivavibul 
said was the largest such deal in over two 
years. And in April the company complet-
ed a $497 million securitization that, while 
smaller, was distributed more broadly and 
commanded far better pricing.

The triple-A rated notes, which have 
a weighted average life of 5.2 years, were 
priced to yield 138 basis points over the 
one-month LIBOR; that’s far more than 
FFELP bonds yielded before Moody’s and 
Fitch put the credit ratings of some $40 
billion of these securities on watch last 
year. But it’s also much less than yields at 
which comparable securities trade in the 
secondary market, according to research 
published by Deutsche Bank in April.

The latest deal “opens the door to fu-
ture transactions,” Chivavibul said on a 
April 20 conference call discussing first 
-quarter financial results. He noted that 
Navient acquired the collateral only re-
cently. “There wasn’t that avenue over the 
past year, to acquire a portfolio, unless you 
had access to term funding.”

In November of 2014, Navient dis-
closed it was buying $8.5 billion of FFELP 
loans from Wells Fargo; three months lat-
er, Bank of America moved $2.7 billion of 
student loans from its investment portfo-
lio to its available-for-sale portfolio. But 
bulk portfolio sales ground to a halt last 
year as a result of the rating  reviews.

Moody’s and Fitch have yet to con-
clude their reviews; both are in the process 
of revising their criteria for rating FFELP 
bonds to account for the slower rate at 
which borrowers are repaying loans. 
Thanks to the growing popularity of some 
generous government programs, many 
FFELP bonds are at risk of not paying off 
at maturity, even though Uncle Sam guar-
antees they’ll be repaid eventually.

“We believe the final criteria will be 
more favorable than the initial draft pro-
posals, but we decided not to wait to re-
start our asset-backed program,” Jack Re-
mondi, Navient’s chief executive, said on 
the conference call.

The two securitizations that Navient 
completed this year have a feature, un-
available on most outstanding bonds, that 
reduces the chance of unpleasant surpris-
es. Both have an extremely long final le-
gal maturity – 49 years. By comparison, 
most FFELP loans have original terms of 
10 years and FFELP bonds typically have 
20-year terms.

Navient has also extended the matu-
rity on $4.8 billion of outstanding FFELP 
bonds to date. On the conference call, Re-
mondi said the longer terms are “well in 
excess of what’s needed” to avoid a matu-
rity default. “This is providing protection 
to investors … that the ratings will exist 
through the life of the bonds,” he said.

Maturity extensions are one of sev-
eral options that Navient and other stu-

dent loan servicers are exploring to avoid 
downgrades on FFELP bonds. It is looked 
upon favorably by Fitch and Moody’s but 
can be difficult to execute because in some 
cases it requires the approval of 100% of 
the investors.

But other options, including repack-
aging FFELP bonds into new securities 
with extended maturities and pledges to 
call bonds at risk of maturity default, are 
viewed less favorably by the agencies.

The strong reception for Navient’s 
latest securitization could make holders 
of older bonds reconsider the benefits of 
extending maturities, however.

“Given the strong execution on 
this deal, we think that bondholders of 
watch-listed FFELP who have thus far 
ignored calls to amend and extend might 
take another look at whether having very 
long maturity dates could improve the 
value of their securities,” Deutsche Bank 
stated in the April report.  — AB

Thaw in Student Loan Market 
Could Revive Portfolio Sales

 ABS
 REPORT

Big Man on Campus
Navient is the most active securitizer of student 
loans this year, and the only one reselling 
federally guaranteed loans. All the rest have 
securitized only private student loans. 

Sources: Deutsche Bank, Thomson Reuters

Total issuance as of April 13: $1.7 billion
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Leasing rates for tankers have fallen 
sharply as oil prices decline and 
participants wait for new U.S. safety 

standards to take shape. So it would seem 
like an inopportune time to tap the secu-
ritization market to fund railcar leases, 
particularly for a first-time issuer.

But that is exactly what Napier Park 
Global Capital, the hedge fund spun out 
of Citigroup, did in April, when it issued 
$260 million of bonds backed by railcar 
lease payments.

The deal, dubbed NP SPE II, consists 
of two classes of senior notes, both provi-
sionally rated single-A by both Kroll Bond 
Rating Agency and Fitch Ratings. The 
$103.3 million tranche of class A-1 notes 
will amortize over a 10-year period, while 
the $156.545 million tranche of class A-2 
“soft bullet” notes are expected to be paid 
off in a single payment in April 2026.

Credit Suisse Securities is the lead.
The notes are backed by a pool of 

2,905 railcars with a fair market value of 
approximately $342 million acquired by 
the trust from Trinity Industries Leasing.

The securitization trust will also enter 
into a rental sharing agreement with RIV 
II, a joint venture between Napier and 
Trinity that owns 476 railcars. Under the 
agreement, NP SPE bondholders and RIV 
will pool their lease revenues and Trinity 
will distribute them according to their pro 
rata percentages of the total fair market 
value of the combined portfolio.

Trinity will service both portfolios 
and manage the rental sharing agreement. 
At closing, bondholder’s railcars will ac-
count for approximately 90% of the total 
fair market value of the total portfolio.

This agreement diversifies the sourc-
es of bondholder cash flows, according 
to KBRA. That’s because RIV’s portfolio 

has a smaller proportion of tank cars; 
as a result, the share of tank cars in the 
combined portfolio is 48.4%, down from 
52.1% of the securitization trust’s portfo-
lio. KBRA views this diversification as a 
credit positive. In addition, the securitiza-
tion trust bears the costs associated with 
only its own assets, so this diversity comes 
at no extra cost.

The majority (89.2%) of bondhold-
er’s fleet at closing are under a full service 
lease, in which the lessor is responsible 
for maintaining and servicing the railcars, 
administering and paying applicable taxes 
and providing ancillary services to the les-
see. The remainder (10.8%) of the fleet at 
closing is under a net lease, in which the 
lessee is responsible for all maintenance, 
applicable taxes and expenses.

The lease rate for full service leases is 
typically higher than net leases.

The railcar industry is capital inten-

sive; operators are required to purchase 
expensive equipment as well as make 
modifications to older products in or-
der to remain compliant in an increas-
ingly regulated environment. A federal 
law passed in May 2015 established new 
safety requirements for tank cars, includ-
ing enhanced braking mechanisms and 
restrictions on continuous blocks of cars 
carrying flammable liquids such as crude 
oil. Another law passed in December 
2015 introduced further safety standards 
that apply to any individual cars carrying 
flammable liquids.

Napier is an employee-owned invest-
ment management firm that invests in a 
broad range of products, including CLOs, 
diversified credit funds, and cash-generat-
ing real assets. The firm got into the railcar 
business two years ago, when it formed a 
partnership with Trinity to acquire about 
$1 billion of railcars.  — AB

Did This Lease Securitization 
Miss the Train?

NP SPE II will enter into railcar rental sharing agreement with Trinity Industries.  

iStock
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The pain is spreading among busi-
ness development companies that 
put money to work in an unloved 

corner of the capital markets: CLO equity.
Business development companies, 

closed-end funds that trade on an ex-
change, like stocks, are themselves out of 
favor. They are trading at steep discounts 
to their net asset values as many of their 
investments sour, causing them to trim 
payouts to shareholders. That’s particu-
larly true of BDCs that invest in the equi-
ty, or most subordinate tranches of notes 
issued by collateralized loan obligations.

This, in turn, is putting pressure on 
BDCs to sell assets to repair their balance 
sheets.

BDCs and CLOs are similar animals; 
both pool money from investors to lend 
to below investment grade companies. 
But CLOs are private funds and generally 
invest in loans to large companies; these 
loans are broadly syndicated and relative-
ly easy to buy and sell. Publicly traded 
BDCs, on the other hand, typically invest 
in loans to smaller companies as well as in 
other, less liquid assets – such as debt and 
equity issued by CLOs.

CLO securities sold off sharply ear-
ly in the year, and, sure enough, several 
BDCs that reported first quarter earnings 
in early May, including TICC Capital, 
KCAP Financial and Ares Capital, have 
significant realized and unrealized de-
clining valuations of their CLO holdings, 
including third-party and internal equity.

This comes on top of the drops that 
were realized in the fourth-quarter by two 
other BDCs that are major buyers, Amer-
ican Capital Corp. and Prospect Capital.

Prospect, which at nearly $1 billion 
has the most CLO equity holdings among 
BDCs, was scheduled to release its first 

quarter earnings after markets close on 
May 10.

TICC’s Cohen Calling the 
Market’s Bottom  
But despite the deterioration in their CLO 
holdings, these BDCs appear to be main-
taining their dividends, and in TICC’s 
case, at least, to be in no particular hurry 
to unload holdings.

To the contrary, TICC  added 
$400,000 in CLO equity to its portfolio 
during the first quarter, as well as $2.7 
million in CLO debt, according to filings 
and statements from chief executive of-
ficer Jonathan Cohen in the company’s 
quarterly earnings call on May 3. This 
despite a market slide that wiped $9.5 
million off the value of its existing CLO 
holdings (including equity) in the first 
three months of the year.

Apparently the bargains were just too 
good to pass up...and the price points to 
low to unload existing holdings. 

“What we had seen...during the 
March quarter was really the low point 
in asset valuations,” said Cohen, accord-
ing to a transcript. “And so, we certain-
ly didn’t want to sell either corporate 
loan assets or CLO equity assets that we 
expected would experience some price 
rebound over the course of the coming 
months, which is so far what’s been hap-
pening.”

On May 4, Ares Capital reported it 
wrote down $1.6 million in deprecia-
tion in CLO debt and equity (none of it 
third-party), which are held and managed 
at its asset management subsidiary, Ivy 
Hill. Ares has an approximate $20 billion 

Despite Pain, BDCs in No Hurry 
to Unload CLO Equity

 ABS
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See BDC on Page 22 >>

High Risk, High Return
Median total cash return on the equity, or most subordinated securities 
issued by broadly syndicated collateralized loan obligations.

Source: Intex, Wells Fargo Securities
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CLO portfolio that is the largest of any 
BDC in the market. 

KCAP followed on May 5, reporting 
net $11.6 million in realized and unre-
alized depreciation in assets “primarily 
attributable to our investments in CLO 
fund securities and our asset manager 
affiliates.” 

In a report published late last year, 
Keefe Bruyette & Woods (the boutique 
investment bank acquired by retail bro-
kerage Stifel Financial in 2013) had es-
timated that KCAP had approximately 
13% of its portfolio in CLO equity. The 
CLO portfolio is managed by KCAP’s Tri-
maran Advisors asset management firm. 

(According to KBW, KCAP is one of 
a few BDCs allowed to own a registered 
investment advisor because it is grandfa-
thered from a Dodd-Frank requirement 
prohibiting such holdings by a registered 
investment company). 

Most BDCs Are Sustaining 
Their Dividends
Nevertheless, KCAP is maintaining its 
dividend at $0.15 a share. The company 
reported a first-quarter net income of 
$4.8 million, compared to $6.8 million 
in the first quarter of 2015, on its direct 
lending business and its overall invest-
ment portfolio fell to $378 million from 
$488 million a year ago March 31. 

Ares is also sustaining a $0.38 a share 
dividend that it has paid for the last five 
quarters, and TICC’s dividend remains at 
$0.29 a share. 
As regulated investment companies, 
BDCs have a pass-through tax structure; 
they must distribute at least 90% of tax-
able income as dividends to investors to 
avoid paying corporate income tax.

The devaluations will continue to 
prompt the market to question wheth-
er it is appropriate for BDCs to invest in 
CLOs, and in particular in third-party 

CLO equity, given the need for cash flow 
to meet distribution requirements.  

The problem isn’t just that a selloff 
in CLO equity is depressing the value of 
these securities; in some cases, investors 
in CLO equity are not receiving any inter-
est.  That’s because, as conditions in the 
leveraged loan market deteriorate, some 
CLO managers are being forced to divert 
funds normally reserved for equity hold-
ers to benefit more senior investors.

“We just don’t organize the business 
inside the BDC,” said Ares chief executive 
Kipp deVeer in a May 5 earning confer-
ence call, “because we don’t see it as the 
right place to own CLO investments.”

TICC and THL Credit both an-
nounced last year plans to unload their 
CLO equity due to shareholder pressure.  

THL Credit, which still has 2% of its 
portfolio in CLO equity, did not provide 
a breakdown of quarterly depreciation in 
its first-quarter earnings tally, but report-
ed it has lost $3 million in the fair market 
value of the three remaining CLO posi-
tions since those assets’ purchase dates 
(2013-2014). The Thomas H. Lee Part-
ners affiliate, however, earned a 14.9% 
yield in its CLO positions, on top of the 
14.8% yield in the fourth quarter. 

Chief operating officer Terry Olson 
said during a May 6 conference call that 
the company has not changed its plans to 
sell off the CLOs based on the NAV im-
pact, but has widened its sell offer on the 
positions based on the overall loan mar-
ket recovery. 

There’s a potential upside to interest 
rate diversions. In a March report, KBW 
analyst Ryan Lynch noted that purchas-
ing additional leveraged loans ultimately 
benefits all investors in a deal, since it can 
boost the overall quality of the portfolio - 
including that of equity holders.

The report noted that, while CLO 
equity investments can be volatile, they 
“historically have produced attractive re-
turns.” 

But if those returns disappear, share-

holders at some point may revolt. At least 
one BDC, TICC, is embroiled in a proxy 
battle with one of its largest shareholders, 
the specialty lending arm of private equi-
ty firm TPG, because of impairments in 
its CLO holdings.

On May 2, TPG send a letter to TICC 
asking its board of directors to address its 
concerns about the “rapid deterioration 
of the value of CLO equity investments 
held by TICC.” 

“These consistent poor returns and 
ongoing deterioration of NAV per share 
are in part a result of a failed investment 
strategy into CLO equity,” the letter read. 
“This not only distorts management fees 
but also contributes to the unsustainable 
nature of TICC’s dividend.” 

TPG points to a 26.6% slide in TICC’s 
NAV per share from $9.78 in March 2014 
to $6.40 as of Dec. 31 of last year. 

The fight with TPG has erupted well 
after TICC’s announced plans to divest 
of CLO equity assets. But that progress 
has been slowed by the fourth-quarter 
disruption of the corporate credit market 
as well as falling CLO equity valuations. 
(TICC’s Cohen did not address the TPG 
complaint during the May 3 analyst call). 

“CLO equity pricing probably hit its 
low point mid-to-late February, March 
was an up month,” TICC’s Cohen said, 
according to the 1Q transcript. “The end 
of March was particularly strong for the 
CLO market, CLO equity market broadly 
defined and the month of April has been 
particularly strong in terms of CLO equi-
ty prices in the secondary market. 

“We’re actually beginning to see some 
primary market activity. We continue to 
see significant strength across the CLO 
equity market concurrent with and par-
tially as a function of, the strength in the 
syndicated corporate loan market,” he 
added. 

Cohen had said in a previous earn-
ings call that TICC remained “commit-
ted” to rotating out of CLO equity “over 
time.”  — GF

BDC
Continued from page 21
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 New lender disclosure require-
ments aren’t just disrupting the 
market for private-label mortgage 

bonds; they could also impact the market 
for bonds that transfer credit risk of mort-
gages insured by Fannie Mae and Freddie 
Mac to the private sector.

The Consumer Financial Protection 
Bureau’s TILA-RESPA Integrated Disclo-
sure Rule, known as TRID, which took 
effect in October, was intended to help 
homeowners understand the total costs of 
a home loan. But because of the number 
of variable to account for on the forms, 
compliance has proven extremely diffi-
cult. This has caused private investors to 
reject loans at an unprecedented rate, out 
of concern that they could be held respon-
sible for noncompliance.

The Federal Housing Finance Agency, 
Fannie and Freddie’s regulator, has direct-
ed the government-sponsored enterpris-
es NOT to conduct loan-level reviews 
for technical compliance, at least during 
a transitional period. Moody’s Investors 
Service believes that this creates a risk 
for investors in bonds linked to the per-
formance of loans insured by Fannie and 
Freddie, known as credit risk transfer 
transactions.

Connecticut Avenue Securities (CAS) 
and Structured Agency Credit Risk 
(STACR) are general obligations of Fan-
nie and Freddie, respectively, yet investors 
can lose interest or principal in the event 
that enough loans insured by the GSEs 
default. 

While the CFPB has said it would be 
lenient on lenders that make good faith 
efforts to comply, the rule opens the door 
to private action by borrowers.

The most likely way that a TRID viola-
tion could cause a loss to a loan, according 

to Yehudah Forster, a senior vice president 
and lead author of the report, is if the bor-
rower successfully used it in a defense to a 
foreclosure; in that case, the holder of the 
loan [an MBS trust] could be responsible 
for up to $4,000 in damages plus attor-
ney’s fees.

If, for example, that came to $20,000, 
this would reduce proceeds from a fore-
closure, potentially leading to increase in 
loss severity on that loan.

Fannie or Freddie, as guarantor to the 
loan, would be responsible for making 
good on the losses to holders of the mort-
gage bonds backed by the loan. And the 
GSEs might withhold funds from inves-

tors in risk transfer bonds, which act as a 
form of reinsurance.

The risk is only to future CAS and 
STACR. “None of the deals done so far 
have had loans subject to TRID,” Forster 
said. “It remains to be seen when these 
loans will show up in a reference pool.”

Moody’s thinks that risk of TRID vio-
lations will be “slightly credit negative” for 
those future deals.

Fannie and Freddie both released 
statements saying that the Moody’s report 
overstates the possibility that TRID-relat-
ed losses could impact investors in CAS 
and STACR.

“We require our sellers to be TRID 
compliant,” Freddie said in its statement, 

which was emailed to ASR. “If we become 
aware of a loan with a material TRID vi-
olation, we have the ability to remove it 
from the STACR reference pool in order 
to eliminate potential losses from being 
passed on to investors.” 

Likewise, Fannie’s statement said that 
it expects lenders to make good faith ef-
forts to comply with TRID and remains 
committed to working with these part-
ners during this time of transition. “If a 
TRID violation were to occur that results 
in assignee liability, this would result in 
a repurchase under our rep & warrant 
framework and therefore would not result 
in a loss to the CAS investor,” the compa-

ny said.  
Moody’s itself expects that overall 

losses on CAS and STACR owing to TRID 
violations to be “fairly small,” despite its 
expectations that the frequency of TRID 
violations on loans purchased by Fannie 
and Freddie will initially be high. And 
these losses are likely to be mitigated be-
cause lenders will be compelled to repur-
chase some of the loans with TRID viola-
tions from the GSEs.  

By contrast, future private-label res-
idential mortgage-backed securities will 
be less exposed to these risks, because 
private-label issuers are conducting thor-
ough third-party due diligence for the 
loans that they purchase. — AB

Risk-Transfer Bonds Exposed to 
TRID Violations, Moody’s Says

The risk is to future Connecticut Avenue Securi-
ties and Structured Agency Credit Risk; none of 
the deals done so far have loans subject to TRID.

023_ASR0516   23 5/10/2016   6:42:35 PM



24   Asset Securitization Report // May / June 2016  

MBS
REPORT

 Ginnie Mae is mulling whether to 
guarantee a new type of securi-
tized-loan pool.

It plans to conduct a test run made 
up entirely of modified and reperforming 
loans that at the outset would come from 
its balance sheet.

“We’re doing this as an experiment. 
We have quite a few of these loans that 
we’ve bought out from pools over the 
years, mainly from the Taylor Bean de-
fault,” Ginnie President Ted Tozer said, 
referring to Taylor, Bean & Whitaker.

Ginnie would sell the new pool type 
outside of the main “to be announced” 
market as a specified pool. Reperforming 
and modified loans otherwise will contin-
ue to be pooled along with recent produc-
tion in multi-issuer Ginnie II securities.

The government agency plans to issue 
pools made up of Ginnie-owned loans 
using the new pool type by this summer, 
John Getchis, senior vice president of cap-
ital markets at Ginnie, wrote in an email.

“We will share our price discovery 
with the industry,” he said.

Specified pools are more common at 
the agencies than at Ginnie, according to 
a 2015 JPMorgan Chase report. For exam-
ple, Freddie Mac has three pool types for 
modified  or reperforming loans, Freddie 
spokeswoman Lisa Gagnon wrote in an 
email. All contain loans that were per-
forming for 12 months at securitization.

Ginnie is testing a specified pool of 
this type that has a large number of mods 
to pool because its previous subservicer of 
the Taylor Bean portfolio was unable to 
pool those loans as they became current, 
Tozer said in an email.

Tozer did not immediately reply to 
questions seeking the names of the sub-
servicing companies that formerly han-

dled or currently run the Taylor Bean 
portfolio, or why the reperforming loans 
had not previously been pooled.

The volume of newer FHA reperform-
ing and modified loans that issuers could 
contribute to the potential new pool type 
has dwindled in line with 90-day delin-
quencies since the downturn when Taylor 
Bean defaulted.

However, there have been significant 
concentrations of modified and reper-
forming loans in some types of contem-
porary Ginnie securitizations. Mods and 
loans that appear to be RPLs based on 
their weighted average loan age were more 
than 25% of recently originated Ginnie IIs 
at one point in 2015, according to the JP-
Morgan report.

There were 394,140 households that 
had trouble paying their Federal Hous-
ing Administration loans between Oct. 1, 
2013, and Sept. 30, 2014, and received a 
modification or other type of cure for the 
first time during that fiscal year.

Seventy-eight percent of these re-
mained reperforming after 12 months, 
and while 22% redefaulted within a year 
after the first cure, some in that catego-
ry received multiple cures and may have 
reperformed later. In total there were 
480,436 cures applied to FHA loans 
during fiscal year 2014.

Modifications are complicated for 
Ginnie issuers that service loans, or com-
panies subservicing for them, so they may 
favor opting to use a new pool type if it 
results in a better price for, and return on, 
those loans.

When loans have been delinquent for 
more than 90 days, Ginnie servicers have 
to buy the mortgages out of pools or cover 
the payments, and then mitigate losses as 
specified by FHA rules. If borrowers start 

paying regularly after modification, the 
loans that have been removed can be re-
instated in pools.

How Ginnie will define reperforming 
loans in its test pool remains to be seen, 
but it could require timely payments of 
somewhere between three and 12 months 
after the loss mitigation is applied.

What price investors are willing to pay 
for any new type of security or loan pool 
is typically uncertain because the new in-
vestment lacks a specific track record that 
buyers can use to size up its value.

“The market would receive any new 
[pool type] with interest, but they would 
want a lot of data on the performance 
characteristics on [Ginnie’s or] FHA’s own 
pool before they started to put numbers 
on the bonds,” said Walter Schmidt, a 
senior vice president in FTN Financial 
Group’s Chicago office.

FHA/Ginnie reperforming rates can 
vary widely depending on seasoning, 

Ginnie Mae to Test Pools of 
Modified Loans

Back on Track
Most FHA borrowers are still current on 
their mortgages 12 months after 
receiving a modification or other workout

Households that got loans modified = 394,140

Sources: HUD, FHA
Note: 12 months after initial cure in �scal year 2014

Reperforming
78%

Redefaulted
22%

See Ginnie on Page 26 >>
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 RBC Capital Markets is marketing 
what is likely to be one of very few 
offerings of Canadian commercial 

mortgage bonds this year.
Mortgage bonds play a much smaller 

role in Canada’s economy than they do in 
the U.S., where conduit lenders account 
for about a quarter of all commercial real 
estate lending. And since the middle of 
last year, when declining oil prices roiled 
Canada’s capital markets, it’s been even 
harder to compete with traditional port-
folio lenders such as commercial banks 
and insurance companies.

Thanks to weakness in the Canadian 
dollar, there’s also competition from for-
eign players such as U.S. and Asian banks.

“In general borrowers [in Canada] 
have more choices, because there is so 
much capital available, and conventional 
lenders are very active,” said Karen Gu, se-
nior vice president, DBRS. 

But Real Estate Asset Liquidity Trust, 
Series 2016-1, is notable for more than its 
scarcity. The $400 million deal also illus-
trates just how different lending standard 
in the U.S. and Canada really are.

Perhaps the most striking difference 
is the lack of interest-only lending.  RE-
ALT 2016-1, which is being rated by both 
DBRS and Fitch Ratings, is backed by 55 
loans secured by 91 properties. All of the 
loans were originated by RBC, one of the 
few conduit lenders currently active in 
Canada. And all of them amortize - for 
their entire loan terms.

Compare that with one of the most re-
cently launched U.S. conduits, Wells Far-
go Commercial Mortgage Trust 2016-C3, 
which is also rated by DBRS and Fitch: it 
is backed by a pool of loans that will only 
pay off 12.3% of their initial balance prior 
to maturity. As paltry as that sounds, it’s 

more amortization than the average for 
CMBS rated by Fitch this year or last. 

Two of the loans backing Wells Fargo’s 
deal pay only interest, and no principal, 
for their entire terms, and 32 pay only 
interest for part of their terms; just 10 are 
fully amortizing.

The less amortization there is in a deal, 
the bigger the risk that it will be difficult to 
refinance the loans when they come due, 
potentially leading to maturity defaults.

Another big difference between com-
mercial real estate lending in the U.S. and 
Canada is borrower recourse. Twenty-sev-
en loans in RBC’s deal, representing half 
the pool, provide lenders with recourse 
to individuals and real estate investment 
trusts or established corporates. 

By comparison, U.S. commercial 
mortgages do not offer any recourse to 
the borrowers, with the exception of some 
smaller loans to landlords. Lenders only 
have recourse to the property itself.

One thing RBC’s deal has in common 
with recent U.S. transactions is a complete 
lack of exposure the oil industry, or any-
where in the province of Alberta. On May 
10, Fitch warned that the wildfire in Fort 
MacMurray has further challenged the al-
ready stressed market for  the six oustand-
ing Canadian CMBS its rates with expo-
sure to properties in Fort MacMurray.

So why is RBC comning to mar-
ket now? One reason could be the large 
amount of loans in CMBS coming due 
this year: 22 deals with 478 loans totalling 
$3.4 billion.

CMBS can also appeal to borrowers 
for the longer terms available – 10 years, 
versus five for mortgages from most con-
ventional lenders, according to Gu. Bor-
rowers with heavy funding needs, in par-
ticular the bigger real estate investment 
trusts, may also turn to conduit lenders 
because other borrowers don’t want too 
much exposure to a single name. — AB

Here’s a Rare Sight: 
A Canadian CMBS Conduit

Mortgage bonds play a minor role in financing commercial real estate in Canada.

iStock
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cause borrowers often have several differ-
ent loans, and payments have to be care-
fully allocated between them.

“For the employer to try to administer 
this,” Elliott warned, “I would wave them 
off from it six ways from Sunday.”

Gradifi Chief Executive Tim DeMel-
lo said that his firm is currently working 
with just over 100 companies, and has 
been approached by another 180 or so 
that are interested in offering loan repay-
ment assistance. Employers pay Gradifi 
$36 to $60 annually for each employee in 
the program.

“There’s been a lot more interest than 
even I expected there to be,” DeMello said.

One obstacle to more widespread 
adoption by corporations involves the tax 
treatment of student loan assistance. Un-
like contributions to a 401(k), loan assis-
tance dollars are currently treated as pre-
tax income. That status makes them less 
attractive as a benefit.

Legislation has recently been intro-
duced in both the House and Senate to 
change the tax treatment. “I think when 

that happens, the demand will go up ten-
fold,” DeMello said.

In the meantime, firms that refinance 
education loans are exploring how they 
can benefit from the fledgling efforts of 
employers to help their workforce pay 
down its debt.

SoFi said that it developed its benefit 
administration platform for an unnamed 
company that is in the top 10 of the For-
tune 500. The San Francisco-based com-
pany is now looking to administer the loan 
assistance benefit for other smaller firms.

“It really is a differentiating benefit,” 
said Catesby Perrin, SoFi’s head of busi-
ness development. “I know I should be 
saving for my retirement, but that benefit 
is pretty attenuated for me. I don’t expect 
to see that money for 40 years, or 30 years.”

Citizens Financial hopes that its new 
partnership with Gradifi will help win the 
attention of more borrowers. As part of 
the deal, Citizens may seek to encourage 
borrowers to refinance by offering them a 
one-time cash payment.

Brendan Coughlin, the head of con-
sumer banking at Citizens, said the pro-
gram offers borrowers the chance to win 
twice — first by getting cash assistance, 

and second by refinancing into a loan 
with a lower interest rate.

“This is obviously an emerging need 
for Americans, in terms of managing their 
student loan debt down,” he said.

Many borrowers are unable to refi-
nance at a lower interest rate, and even 
those who do qualify should be aware 
that they will lose certain protections by 
switching from a federal student loan to 
one that is privately backed.

Often the best candidates for student 
loan refinancing are folks with graduate 
or professional degrees, since the govern-
ment loan program that many of them use 
to finance their education carries compar-
atively high interest rates.

In recent years, some private student 
lenders have partnered with professional 
organizations and alumni groups in an ef-
fort to make more borrowers aware that 
refinancing may be an option. The new 
wave of marketing toward borrowers who 
are getting a valuable employee benefit is 
another step down the same path.

“I do see this as an opportunity for 
lenders,” said Stephen Dash, CEO of the 
student loan comparison site Credible.   
— Kevin Wack

modification type, vintage and coupon, 
according to JPMorgan research and sep-
arate FHA data. So how investors may 
react could depend on the test pool’s com-
position.

Investors pricing the bonds will look 
particularly closely at how modifications 
and RPLs have prepaid due to refinanc-
ing or redefaults. Historically, the prepay-
ment profile of mods and RPLs has been 
“mixed,” Tozer said.

During the housing downturn, the 
rate of 90-day delinquencies that occurred 
within three months of a modification or 
other type of loss-mitigation measure 

was 9.76%. In more recent fiscal years, 
the equivalent FHA redefault rate three 
months after cure has been about 3%, and 
the redefault rate 12 months after cure has 
been closer to 22%.

Although there is considerable per-
formance variation within the universe 
of modified or reperforming FHA loans, 
the two categories of mortgages still might 
have a better prepayment profile than re-
cent production.

“Given the relatively high levels of vol-
untary refinancing in the market, the pre-
payment advantage provided by the low 
rate sensitivity of [Ginnie] mods and re-
instateds outweighs the cost of high rede-
faults,” JPMorgan researcher Matt Jozoff 
said in a report on 2015 securitizations.

Overall home loan refinancing rates 
have trended downward over time, but re-
fis still constitute more than 50% of home 
loan applications, according to weekly 
Mortgage Bankers Association surveys. 

Given such current market condi-
tions, former Ginnie Chairman Joe Mu-
rin thinks it may be worth it for Ginnie to 
test out the new pool type. “An alternative 
liquidity instrument makes sense. They 
just don’t know how that’s going to work 
yet and whether there would be an appe-
tite for it in the marketplace,” said Murin, 
who is currently chairman of the invest-
ment advisory firm JJAM Financial LLC 
in Pittsburgh. “They’ll see how it goes, and 
if it goes well they’ll continue.”  — Bonnie 
Sinnock

PERK
Continued from page 18

GINNIE
Continued from page 24
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www.imn.org/globalabs2016
For sponsorship opportunities, 

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

Featured Keynote Speakers:

Gillian Tett
US Managing Editor

Financial Times

Paul Tang
Member

European Parliament (S&D)

Almoro Rubin de Cervin 
Head of Unit, Directorate  

General for Financial Services  
European Commission

To commemorate two decades as Europe’s most significant gathering in the securitisation 

industry, the 2016 programme will feature a look back at some of the historic developments 

in ABS, and provide an outlook on new innovations and how the market is adapting to 

positive regulatory developments as renewed confidence in securitisation helps restore 

economic growth and builds towards capital markets union in Europe.

Please join us as we further engage with the regulatory community, participate in key 

policy and client networking discussions, and continue to focus on ways to rebuild the 

European securitisation market for sound growth and performance in the future. In addition, 

the conference will explore and discuss other current issues concerning the state of the 

securitisation market and the financial sector as a whole.
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