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Getting Schooled
It’s been a good year for the private student loan industry. 

Lenders and servicers got a huge boost from President Trump’s election last November, which 
changed perceptions about the regulatory climate. And concerns about maturity extensions on fed-
erally guaranteed student loans, which initially tarnished private loans by association, are now in the 
rear view mirror. (If anything, lenders are keeping an eye on prepayments.) 

Issuance and trading volumes are up and spreads are in compared with a year ago. Leo Subler, 
Sallie Mae’s senior vice president, corporate finance, even quipped at the ABS East conference that, 
every once in awhile, someone on the Street holds a bond in inventory. 

Of course the real opportunity for private lenders would come from a reduction in lending by the 
federal government, which arguably plays an even bigger role in higher education finance than it does 
in housing finance. President Trump’s first budget request included some major changes, but not the 
big “get,” which would be the elimination or reduction of loans that allow parents and graduates to 
borrow up to the full cost of attendance. This month’s cover story looks at these and other initiatives 
at the Department of Education and on Capitol Hill that could benefit both in-school and refinance 
lenders. 

Perhaps the private market’s penchant for pricing risk can ultimately help students, by signaling to 
them when their degree is not a good investment. 

—Allison Bisbey, Editor in Chief

EDITOR’S LETTER
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A Faulty ‘Fix’ for Madden
By Adam J. Levitin

Currently pending in both houses of 
Congress are versions of the Protect-
ing Consumers Access to Credit Act of 
2017 — bills that would “fix” the 2015 
appellate court decision in Madden v. 
Midland Funding LLC. Unfortunately, 
these so-called legislative solutions are 
based on a faulty reading of case law.

The Madden case held that National 
Bank Act preemption of state usury 
laws applies only to a national bank, 
and not to a debt collector assignee of 
the national bank. The decision has 
potentially broad implications for all 
secondary markets in consumer credit 
in which loan assignments by national 
banks occur: securitizations, sales of 
defaulted debt and rent-a-BIN lending.

Unfortunately, the “Madden fix” 
bills are overly broad and unnecessary 
and will facilitate predatory lending. 
Specifically, the Madden fix bills claim 
to be restoring the so-called “valid-
when-made” doctrine, which, according 
to proponents of the legislation, means 
that the usurious or nonusurious 
nature of a loan is fixed at the time 
when the loan is made. The problem is 
that this particular doctrine is wholly 
concocted. There is a “valid-when-
made” doctrine in commercial law, but 
it means something entirely different 
than the Madden fix proponents claim.

The actual “valid-when-made” 
doctrine provides that the maker of 
a note cannot invoke a usury defense 
based on an unconnected usurious 
transaction. The basic situation in all of 

the 19th-century cases establishing the 
doctrine involves X making a nonusu-
rious note to Y, who then sells the note 
to Z for a discount. The discounted sale 
of the note can be seen as a separate 
and potentially usurious loan from Y to 
Z, rather than a sale. The valid-when-
made doctrine provides that X cannot 
shelter in Y’s usury defense based on 
the discounting of the note. Even if the 
discounting is usurious, it does not af-
fect the validity of X’s obligation on the 
note. In other words, the validity of the 
note is a free-standing obligation, not 
colored by extraneous transactions.

“Valid-when-made” was a sensible 
and indeed critical rule for 19th-centu-
ry commercial law. In the 19th century, 
negotiable instruments such as notes 
passed as currency, and their liquidity 
depended on them being “travelers 
without baggage,” such that parties 
could accept them without undertaking 
diligence beyond the four corners of the 
note itself. 

But the actual valid-when-made doc-
trine has absolutely nothing to do with 
the Madden situation. The consumer 
in the court case did not attempt to 
invoke the rights of the national bank 
against the debt collector. Instead, 
the consumer’s argument was that the 
interest rate on the debt was usurious 
— and clear — under state law from the 
get-go. The state usury law’s application 
is preempted by the National Bank Act 
as applied to national banks, but only 
as to national banks; the National Bank 

Act does not void the state usury law, 
only stay its application. Once the note 
leaves the hands of a national bank, 
the state usury law applies as it always 
would. This too is a sensible outcome. 
National banks are not subject to cer-
tain state laws because they are subject 
to an alternative federal regulatory 
regime. An assignee of a national bank 
is not subject to that regulatory regime, 
however, so it should not get that re-
gime’s benefits lest there be a regula-
tory vacuum. And because consumer 
debts are not used as currency, there 
is no policy reason to enhance their 
liquidity by excusing debt purchasers 
from basic diligence.

The flawed legal foundations of the 
Madden fix bills also fail to incorporate 
an important corollary doctrine. The 
courts have consistently distinguished 
between a situation in which there is 
a legitimate loan and an unconnected 
usurious transaction, and situations in 
which the assignee is the true lender 
and the assignment is a sham. Thus, 
the sale of defaulted loans to a debt 
collector who has had no input in the 
loan’s underwriting is entirely different 
under this doctrine than a rent-a-BIN 
operation, in which the assignee is 
substantially involved in marketing and 
underwriting the loans. 

Adam J. Levitin is a professor of law 
at Georgetown University. This is an 
altered version of a post that originally 
appeared on the Credit Slips blog.

It is reasonable to rethink the role of state usury laws in national credit markets, but there 
should not be any erosion of consumer protection
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Valid-When-Made is Appropriate
By Brian Knight

There are compelling legal and policy 
arguments to undo the Madden deci-
sion that Congress should consider. (To 
be clear, this is not an endorsement of 
any particular legislation.)

 The text of the Protecting Consum-
ers Access to Credit Act of 2017 states 
that the principle that a loan is “valid 
at inception cannot become usurious 
upon the subsequent sale or transfer 
of the loan to another person” has 
been a cornerstone of banking law, 
“as provided in the case of Nichols v. 
Fearson”. Adam Levitin (see p. 6) argues 
that supporters of the legislation rely 
on an incorrect interpretation of “valid-
when-made.” Levitin points out that 
the Nichols case, as well as a number of 
other 19th-century cases dealing with 
whether “in a string of transactions 
from X to Y to Z, if X to Y is nonusuri-
ous, but Y to Z is usurious, can X shelter 
in Y’s usury defense[?]” The answer 
those cases gave was “no.” Levitin 
considers this a just result because the 
originator of the note should not get off 
the hook simply because a subsequent 
unrelated transaction was usurious.

Levitin argues that the Madden case 
is different. In Madden, the ultimate 
purchaser of the loan (Midland Fund-
ing) wanted to take advantage of the 
state usury law preemption enjoyed by 
the originator of the loan (the bank). 
Levitin argues that valid-when-made 
has nothing to do with the issue in Mad-
den and similar arrangements where 
banks sell loans to nonbanks.

Levitin is certainly right that the 
Nichols case and the similar 19th-centu-
ry cases reflect a different fact pattern 
than was presented in Madden. It 
does not necessarily follow, however, 
that the principle of valid-when-made 
should not also apply under the Mad-
den facts. The drafters of the Madden 
fix bills might have set themselves 
up for trouble by saying that valid-
when-made “as provided by Nichols 
v. Fearson” (emphasis added), since 
that implies that the court created the 
doctrine, or set out its boundaries in 
the Nichols case. But this isn’t what 
happened. Instead, the Nichols court 
cited a preexisting maxim and applied 
it to a certain set of facts. Proponents 
of the Madden fix can’t cite Nichols 
as controlling legal precedent (or else 
we wouldn’t be having this debate), 
but that doesn’t mean that the maxim 
of valid-when-made is limited to the 
Nichols facts or shouldn’t apply in the 
present case.

In fact, courts have cited Nichols and 
the principle of valid-when-made in 
other contexts. Perhaps the most direct 
example is the case of FDIC v. Lattimore 
Land Corp. In that case, the U.S. Court 
of Appeals for the Fifth Circuit held that 
a nonusurious loan made by a nonbank 
under Georgia law and subsequent-
ly transferred to a Tennessee-based 
national bank did not become usurious, 
even though it exceeded Tennessee’s 
usury cap, because “[t]he nonusurious 
character of a note should not change 

when the note changes hands.” The 
Lattimore court cited to Nichols for the 
proposition that:

“If, in its inception, the contract 
which that instrument purported to 
evidence was unaffected by usury, it 
was not invalidated by a subsequent 
transaction.” 

This proposition was articulated by 
the Supreme Court as one of the “cardi-
nal rules in the doctrine of usury.”

In Lattimore, as well as in Madden, 
the original borrower is trying to 
assert a usury defense because the loan 
changed hands. This case is not identi-
cal to the issue in Madden, because the 
loan in Lattimore went from a nonbank 
to a bank. As the United States Solicitor 
General and Office of the Comptroller 
of the Currency point out, however, 
there is an “appealing symmetry” to the 
idea that if valid-when-made applies in 
the context of a nonbank assigning a 
loan to a bank, the reverse should also 
be true.

Levitin is absolutely right that the 
rules of the credit market should be 
rethought. In the meantime, Congress 
should correct the Second Circuit’s 
mistake and restore clarity to credit 
markets and access to borrowers who 
need it.

Brian Knight is a senior research fellow 
with the Mercatus Center at George 
Mason University. This post originally 
appeared in slightly altered form on the 
FinRegRag blog.

A long-term discussion about rethinking rules of the credit market is worth having, but for 
right now Congress should restore clarity by correcting the Second Circuit’s mistake
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What higher education finance reform could  
mean for private student lenders

YOU DON’T NEED A CREDIT HISTORY 
to get a federally guaranteed student 
loan, you just have to demonstrate 
need. The interest rates are fixed, low, 
and, for those with the greatest finan-
cial need, may not have to be paid until 
the student graduates.   

Private student loans, by compari-
son, are relatively expensive and gener-
ally have less flexible terms. They may 
require a co-signature from a parent, 
and repayment begins immediately. 
So borrowers generally only apply for 
them when the maximum federal stu-
dent loan available (together with other 
forms of financial aid) is less than the 
cost of attending a school. 

This gap has been widening over the 
past decade as the cost of getting higher 
education has escalated. Still, private 
loans represented just 7.7% of the $1.3 
trillion in student debt outstanding as 
of the end of the first quarter, according 
to MeasureOne.

But the industry anticipates that the 

By Allison Bisbey

THE NEW 
MATH

role of the private sector will increase as 
President Trump asserts his agenda.

 The biggest opportunity would 
likely come from limits to PLUS loans 
for parents and graduate students, 
something that is beyond the scope of 
regulators and would require Congres-
sional action.  

Notably, it was not included in the 
administration’s budget proposal

Nevertheless, industry participants 
say that political appetite for such 
action is increasing. Ken Ruggiero, 
chief executive of Goal Structured 
Solutions, told participants at ABS East 
that lowering borrowing limits for Grad 
PLUS loans could create the need for an 
additional $4 billion in private lending 
over four years. 

And there are plenty of other things 
happening, at the Department of Edu-
cation and on Capitol Hill, that could 
benefit both in-school lending, which is 
dominated by banks (SLM Corp. is the 
market leader, followed by Wells Fargo 
and Discover) and refinance lending, 
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which was pioneered by marketplace 
lenders such as Social Finance and 
CommonBond.

Education Department Ends 
Partnership with CFPB
The Department of Education has 
ended a collaboration with the Con-
sumer Financial Protection Bureau to 
share information about student loan 
complaints.  

The CFPB has been one of the most 
aggressive regulators of for-profit 
schools and student-loan servicing 
companies in recent years. Early this 
year, it filed a lawsuit against Navient, 
accusing the company of adding $4 
billion in student debt by failing to 
offer income-based repayment plans to 
struggling borrowers. 

While private lenders have not been 
a target, they nevertheless feel encour-
aged.

In an Aug. 31 letter, the department 
accused the CFPB of overreaching and 
expanding its jurisdiction. Rather than 
turn over complaints from student 
borrowers to the department within 10 
days as specified in their deal, the CFPB 
had intervened in those cases itself, the 
letter stated.

 “Our goals are to ease the burden for 
borrowers and to enhance the efficien-
cies of our servicers - not to complicate 
the federal student loan process with 
potentially inaccurate and inconsis-
tent directives,” wrote Kathleen Smith, 
acting assistant secretary for postsec-
ondary education. 

“The department entered into the 
[memorandums of understanding] in 
reliance on the CFPB’s commitment to 
helping each agency fulfill its respective 
duties. Instead, the CFPB is using the 
department’s data to expand its juris-
diction into areas that Congress never 
envisioned.”

“That’s a big deal, it signals a lot,” 
David Klein, CEO of CommonBond, said 
in a telephone interview.  

He noted that people close to the 
Trump Administration say this data 
flow from the department into the 
CFPB “was feeding a regulatory over-
reach” on the part of the agency. 

New Federal Student Aid Chief
In June, Department of Education 
Secretary Betsy DeVos named A. Wayne 
Johnson, a financial services executive, 
as chief of federal student aid. (James 
Runcie, his predecessor, resigned 
abruptly in May.) Johnson comes from 
the private sector: in 2012, he found-
ed a company specializing in private 
student-loan refinance. He also holds a 
doctorate in academic leadership from 
Mercer University, where he authored 
a dissertation on private student loan 
indebtedness.

“If you understand who he is, why he 
got his doctorate at age 65 ... this could 
be nothing other than a very positive 
change,” Ruggiero said at IMN’s ABS 
East conference. 

Ruggiero pointed to Johnson’s 
decision to scotch plans to move to a 
system where a single company would 
service all federal student loans, saying 
“it shows that there are much more 
practical things going on. That’s all good 
news for the private sector,” and “opens 
up opportunities.”

Revising Loan Repayment and 
Forgiveness
 Since the 1990s, certain borrowers 
have had the option of making mini-
mum payments based on their level of 
income, but a series of changes begin-
ning in 2007 have made the program 
more generous and more widely 
available. In his first budget request to 
Congress, President Trump proposed 
changes that, on balance, would benefit 
undergraduates, but would substantial-
ly reduce benefits for undergraduates. 
Grads would have to make payments 
under the plan for 30 years before their 
remaining debt is forgiven, up from 20 
years currently. 

This could encourage more borrow-
ers to refinance with private student 

Consolidation play
Changes in federal loan forgiveness could encourage more borrowers to
refinance with private lenders

Source: DBRS

SoFi, 67%

DRB, 17%

Earnest, 9%

CommonBond, 7%
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lenders once they complete their 
advanced degrees and secure a job, 
according to Robert Kelchen, assistant 
professor of higher education at Seton 
Hall University. Currently, he said, 
some borrowers may avoid refinancing 
federal student loans with private lend-
ers because they don’t want to lose ac-
cess to the government’s income-based 
repayment options.   With a longer loan 
forgiveness term, however, borrowers 
would have less to lose by refinancing 
with a private lender.

 “Interest rates on Grad Plus loans are 
fairly high, so if you’re not going with 
income-based repayment, then refi-
nancing makes a lot of sense,” he said in 
an interview. The proposed changes to 
IBR would be less favorable to graduate 
students if enacted, so “refinancing may 
make sense for more people.” 

Employer Contributions
 Several bills have been introduced in 
recent months that would offer incen-
tives to employers to help pay for their 
workers’ student loans. An employer 
would be able to provide employees 
with up to $5,250 per year in tax-ex-
empt funds to repay debt. That’s much 
like an existing program that allows 
employers to provide tax-free tuition 
assistance. 

While some employers already help 
their employees repay student debt, the 
bills would encourage more to follow 
suit.

 Klein said the legislation could be a  
boon for consumers and employers. “It 
will have a dramatically positive effect 
on employees who will have a tax-free 
benefit on student loan repayment, and 
on employers who will have a competi-
tive advantage in the war for talent,” he 
said. 

The impact on student lending and 
student loan investors is less clear,  On 

one hand, it will increase the likelihood 
a loan is repaid, but also eat into the 
balance of the loan, so it will not be out-
standing as long. That will shorten the 
weighted average life of a lender’s loan 
portfolio, “which could be good or bad, 
depending on what investors want, and 
the degree of pay down,” Klein said. 

There’s some skepticism about the 
bill’s prospects, however.

 “I’d be surprised if that went any-
where,” said Jason Delisle, a resident 

fellow who specializes in higher ed 
finance at the American Enterprise 
Institute. “Tax breaks to an employer 
strikes me as providing a bigger benefit 
to those with highest incomes,” he said. 
“Most of student debt is government 
loans; all they have to do is pass a law 
that, instead of giving a tax break, 
changes the terms of loans.”

Limits to PLUS Programs 
Prior to the 2006-2007 academic year, 
students could only borrow up to 
$20,500 a year in federal loans. (There 
was also a lifetime limit.) But in 2006, 
that cap was lifted, allowing graduate 
students to borrow up to the cost of 
attendance as set by their universities, 
including living expenses. 

Parents can also borrow up to the 
cost of attendance, although this rep-
resents a much smaller proportion of 
total higher ed finance.

This makes Grad PLUS and Parent 
Plus programs easy targets for propo-
nents of reducing the government’s 
role. Eliminating or reducing them 

would create a big opportunity for 
private lenders. “If Grad PLUS or Parent 
PLUS is capped, and students need 
more money to cover costs, it’s natural 
that they will look for other options,” 
Klein said.

“It feels like a cap on Grad PLUS/Par-
ent PLUS borrowing is more likely than 
a total removal of the programs, but 
there’s real chatter on both.”

However there are both political 
and budget challenges to reducing the 

amount the government lends through 
these programs. 

 “It should be an easy thing to rally 
Republicans around,” said Delisle. 
“In fact, Republicans were the ones 
who created lending for graduates in 
2006. There doesn’t seem to be a lot of 
political appetite for a reduction in the 
amount the government lends. If you 
look at the President’s budget, it didn’t’ 
include any reduction in the amount of 
borrowing. It’s not a fight they want to 
take on.”

There’s also the issue that, under 
budget rules in place, if you reduce the 
amount of student loans the govern-
ment makes, it’s accost to the govern-
ment, Delisle said.

“So if you’re a policy maker in 
Washington studying ways to change 
the student loan program to bring in 
private capital, first of all, your constit-
uents will scream that you’re making it 
harder to get their kids through college, 
and second, the budget office is telling 
you you’ve just cost the government 
money,“ he said

“[The budget] didn’t include any 
reduction in...borrowing. It’s not a 
fight they want to take on.”
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ABS EAST

What’s Lifting Aircraft Lease ABS
What’s behind the growth in aircraft 
lease securitization – the burgeoning 
number of new issuers, or the expand-
ing collection of investors clamoring for 
high-yield, long-duration bonds?

 According to a structured finance 
director who works on esoteric ABS 
transactions at Deutsche Bank, it’s 
more of a “virtuous circle.”

“Because there’s been growth in 
volume of issuance, there have been 
incremental investors who have real-
ized, well, there is sufficient scale ... to 
be profitable,” said Simon Simonsky, 
speaking ABS East. “That’s gotten addi-
tional investors into the space, which 
has led to some spread compression 
and yield compression ... and that’s 
attracted incremental issuers.” 

As small as $1.7 billion in sector ABS 
issuance in 2013, last year the indus-
try grew to $4.6 billion worth of new 
aircraft lease securitizations, according 
to Moody’s Investors Service. Thus far 
in 2017, six publicly rated deals totaling 
$3.6 billion have come to market. 

This year, Sky Aviation and Dubai 
Aerospace Enterprise are among a bevy 
of new, smaller issuers that have made 
first-time securitizations, joining with 
longtime issuers such as Castlelake Avi-
ation and Apollo Aviation Management.  

Their deals (sometimes privately 
placed) since 2016 have contributed to 
elevated ABS issuance levels that are 
also expanding thanks to larger deals 
from the mergers of major leasing 
companies (such as Avalon’s purchase 
of CIT Group’s aircraft leasing business) 
and even the expansion of asset types 
including helicopters and prop turbo 
plane leases. 

The ABS market remains attractive to 
issuers like Apollo because, as chair-
man Bill Hoffman explained on an ABS 
East panel, the transactions offer better 
rates than bank loans, and give Apollo 
more flexibility to add or subtract from 
portfolios of passenger jets as they are 
bought and sold. “And in the event of 
an [economic] down time, it gives us 
the time and flexibility to work through 
that,” said Hoffman. 

For investors, deals are evolving with 
more investor-friendly terms, as well. 
There is a more “equitable” allocation 
of excess proceeds to Class-A note 
cash flows in deals today, according 
to Simonsky, vs. earlier generation 
aircraft-lease deals that are helping 
portfolios de-lever more quickly. 

For instance, recent securitizations 
have included a single waterfall pay-
ment that incorporates the funds from 
portfolio asset sales or end-of-lease 
payments into the Class A principal 
payment stream. In earlier deals, those 
funds were paid separately from lease 
proceeds.

Such structures make “the jobs of 
investors somewhat easier,” said Mark 
Hirshorn, a senior vice president at 
bond rating agency DBRS. “It also 
ensures that the payments coming in 
are allocated consistently to debt and 
equity investors.”

ABS investors in aircraft lease secu-
ritizations are attracted to the unique 
blend of high-yield and long duration 
– a perfect fit for the matchup of assets 
and liabilities of New York Life Inves-
tors, said Elena Serdyuk, a director 
for the group. “We being an insurance 
company are trying to match our assets 

and liabilities,” she said.
The sector’s pre-crisis deals notori-

ously underperformed for investors, so 
what’s different?

Older deals often had static pools 
that had limits on sales and predis-
positions of the aircraft assigned to 
the portfolio at launch, according to 
panelist Mark Lessard, a partner with 
Pillsbury Winthrop Shaw Pittman. Les-
see pools consisted only of lower-rated 
airlines at risk of default, and high cash 
reserves for expenses often left the allo-
cations short to service the debt.

Another problem was the accounting 
for depreciation of the planes. Before 
2001, Simonsky said, the amortization 
was based on a future projected value of 
planes with no “catch-up” mechanism 
to actual depreciation. “Post-9/11, there 
was really no means to get back on-
sides with respect to (loan-to-value) on 
the senior tranches,” he said.

Deals were also smaller and con-
centrated in geography and the obligor 
pool, unlike today’s more diverse pools 
with a mix of credit types and regions.

According to Hoffman, Apollo can 
take on high-risk lessees because it per-
forms on-site operations research and 
focuses on lessor diversity. That limited 
exposure to the recent bankruptcies of 
clients Alitalia and Air Berlin, with little 
consequence to Apollo deals. – GF
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PennyMac Plans Regular MSR ABS
New kinds of bonds that PennyMac 
issued this year to finance its growing 
portfolio of mortgage servicing rights 
have been a big hit with investors.

In February, the real estate invest-
ment trust issued $400 million of 
three-year notes that pay a spread of 
475 basis points over one-month Libor. 
In August, it followed up with another 
$500 million of five-year notes that pay 
Libor plus 400 basis points.

In a panel discussion at ABS East, 
Vandy Fartaj, the firm’s chief capital 
markets officer, explained that the 

program’s novel structure is the ability 
to issue additional term notes as the 
portfolio grows. “We are working on a 
platform that will allow us to be a regu-
lar issuer,” he said.

PennyMac has been buying MSRs in 
bulk, and it needs to have the ability to 
draw very quickly against their value. 
With the new program, “I don’t have 
to wait months to issue a new transac-
tion,” Fartaj said.

Prior to the securitization, PennyMac 
had a $400 million warehouse facility 
with a single lender. As it bulked up as-

sets, the advance rate, or the maximum 
amount it could borrow against the 
collateral, fell to 26%; the securitization 
brought this up to 60%. “We went from 
one-year financing to five- to six-year 
financing at no additional cost,” he said.

A key draw, according to Bill 
Greenberg, managing director at Two 
Harbors, an investor in the deal, was 
the fact that Credit Suisse will use the 
bonds as collateral for sale-and-repur-
chase agreements. He said this allows 
the firm to meet our investment return 
hurdle. – AB

‘Scratching Surface’ in Nonprime 
Nonprime mortgage securitization has 
picked up considerably this year, with 
several new sponsors pooling these 
loans into collateral for bonds, many 
of them publicly rated. But lenders are 
only doing a fraction of what is possible, 
according to panelists at ABS East.  

 Matt Nichols, chief executive of 
Deephaven Mortgage, said that the 
single limiting factor on the market is 
not investor appetite, but the supply of 
loans. “It comes down to the individual 
loan officer; is he going to make the 
decision to sell,” Nichols said.

“Even if it’s a great product for the 
consumer, there is an intrinsic block 
in the mind of the lender,” he said. 
“There’s a risk-adjusted rate out there 
for someone,” but “the return of risk-
based pricing takes time to adopt at the 
loan officer level.”

Consumer awareness is also a limita-
tion, according to Steven Schwalb, chief 

executive of Angel Oak Home Loans. 
“We’re in the first or second strikes at 
the bottom of the first inning of a nine 
inning game in terms of consumers 
becoming aware,” Schwalb said.

Dane Smith, managing director 
Invictus Capital Partners, thinks about 
1 million more loans could be done each 
year. While a lot could go through the 
Federal Housing Administration, which 
insures loans with low down payments 
and offers easier credit qualifying than 
Fannie Mae or Freddie Mac, “it’s not 
unreasonable to expect that this market 
could grow to 10%” of the private-label 
market in five years, Smith said.

The panel took place shortly after 
Fitch Ratings published a report raising 
concerns about one type of loan all 
three lenders have been making to 
self-employed borrowers. So-called 
bank statement loans programs allow 
these borrowers to verify their income 

using between 12 and 24 months of 
bank statements. To date, these loans 
have actually outperformed nonprime 
loans with traditional methods of 
verifying a borrower’s income, such as a 
tax return. Yet Fitch assumes that bank 
statement loans have a “meaningfully 
higher” risk of default.

Suzanne Mistretta, a senior director 
at Fitch and another panelist, outlined 
another concern the ratings agency 
has with nonprime mortgage bonds: 
the representations and warranties 
made on the loans used as collateral. 
The rating agency is concerned that 
they “sunset,” or go away, too soon, and 
that deals lack adequate enforcement 
mechanisms.

This does not appear to be holding 
the market back, however. “If investors 
are concerned, it’s not showing up in 
pricing,” said Chris Helwig, managing 
director Amherst Pierpont. – AB
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CLO Equity in Short Supply

PACE Issuers Weclome Oversight

Rules requiring skin in the game of 
CLOs and other kinds of asset-backeds 
haven’t played out quite as expected.

Some of the predicted impacts, such 
as a decline in issuance of collateral-
ized loan obligations and reduction in 
financing for below-investment-grade 
companies, were clearly overstated. 
Issuance got off to a slow start this year, 
but at over $72 billion, has now topped 
volume for all of 2016.

The rules have also had unexpected 
consequences, such as a scarcity of “eq-
uity,” a term for the most subordinate 
securities issued in deals. CLO manag-
ers at an ABS East panel discussed how 
they have had to adjust their invest-
ment strategies because of shrinking 
opportunities to put money to work in 
the equity of other managers’ deals.

“There are certain platforms and pro-
grams that we love to buy a majority-eq-
uity position in that’s just not available 
anymore,” said Matthew Andrews, a 
managing director and head of struc-

tured products at CIFC Asset Manage-
ment. “We haven’t found it prohibitive 
by any means. It’s just there are fewer 
opportunities there.”

The same goes for the investors who 
used to take out stakes in the equity of 
CIFC’s own managed CLOs, too. CIFC 
has bought the majority equity share in 
its four deals issued since risk-reten-
tion rules were put in place, something 
it had done in only one other of its 19 
post-crisis deals. “It’s just a totally dif-
ferent business model.”

Matt Natcharian, a managing direc-
tor and head of the structured credit 
CLO investment team at Barings, noted 
in the same panel discussion that risk 
retention has “changed how equity is 
raised, and it’s brought in a stabilization 
of equity demand.”

Managers needing to retain a 5% min-
imum stake in deals means they must 
raise capital (through majority-owned 
affiliates or third-party funds), so they 
can “plan well ahead on how they are 

going to issue a program of two, three or 
four CLOs a year, and reset or refinance 
their older deals.”

By pursuing a diverse set of investors 
to help them find the equity money, 
managers have fewer costs since banks 
are not the ones now exclusively match-
ing equity stakes to investors, said 
Natcharian. “Because they are investing 
in it as well, I think it’s created a lot of 
stability. I think it has also compressed 
fees which have helped equity returns.”

An audience poll of investors indi-
cated that investors, issuers and other 
market participants also feel risk-re-
tention has provided more benefits 
than expected. When asked to rate the 
impact of risk retention on the CLO 
market, a whopping 70% said it had 
less of an impact than expected. Only 
12% said it had a greater effect on the 
market than they anticipated prior to 
the enforcement period that began last 
December on new-issue collateralized 
loan obligations. – GF

It’s not often that securitization indus-
try participants welcome increased 
regulatory oversight. But Property 
Assessed Clean Energy programs have 
proven so controversial that providers 
see a benefit to strengthening and stan-
dardizing underwriting standards.

So panelists at ABS East had only 
good things to say about the two bills 
approved by California lawmakers that 
would create a comprehensive con-
sumer protection, underwriting and 

regulatory framework for PACE.
Cisco DeVries, the chief executive 

of Renew Financial, said the bills will 
bring much-needed stability to the 
PACE, which adds an assessment on 
property tax bills, to pay for energy 
retrofits to homes and businesses. He 
says the legislation could also stand as a 
model for eventual national expansion 
of the residential and commercial ener-
gy retrofit program, he said.

“It’s a historic moment for PACE,” 

the CEO said. “There’s been a need for a 
stable, long-term consumer regulatory 
regime that dealt with PACE as a unique 
product; that it was just not that same 
as a mortgage or consumer loan.”

The legislation would require lenders 
to underwrite to a borrower’s home eq-
uity, mortgage and tax payment history, 
plus follow ability-to-pay and reporting/
disclosure requirements. Consumers 
will have a three-day right-of-rescission 
and cancellation on projects.
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Buyer Class Expands for Whole Biz
There’s been a broad expansion in the 
investor base for one of the more eso-
teric corners of structured finance, the 
whole business securitization.  
      Over the past several years, many 
well-known restaurants brands, and 
even some nonrestaurants, have securi-
tized their franchise fees and other rev-
enues streams in order to lower their 
funding costs. Some $5.1 billion priced 
from seven issuers through the first six 
months of the year, up 84% year over 
year and on pace to break the record 
$7.2 billion issued in 2015, according to 
Kroll Bond Rating Agency.

Panelists at an industry conference 
in Miami offered several reasons for the 
success of these transactions, which 
come as the U.S. restaurant industry 
grapples with a decline in foot traffic 
and same-store sales growth.

The bankers and lawyers who put 
these deals together have been work-
ing hard to broaden their appeal. 
Cory Wishengrad, head of structured 
products origination at Guggenheim 
Securities, ticked off a few examples: 
a 2015 deal by Dunkin’ Brands includ-

ed a four-year tranche, which he said 
appealed to a lot of money managers. By 
comparison, insurance companies have 
traditionally been the biggest buyers 
in this asset class. And a transaction by 
Domino’s this year included the first 
floating-rate tranche of notes, which 
Wishengrad said appealed to yet anoth-
er group of buyers. When Dunkin’ came 
back to market this month with another 
$1.45 billion transaction, the number of 
participants was roughly double that of 
the 2015 deal.

Orders for the deal topped $5 billion, 
he said. The $2.075 billion Domino’s 
transaction in June was also oversub-
scribed, attracting over $8 billion of 
orders. “By any measure, the size of 
investor participation in the market has 
grown significantly,” Wishengrad said 
at IMN’s ABS East conference.

Liquidity in the secondary market 
has also improved, according to the 
investment banker. In August, $500 
million of bonds changed hands via 133 
transactions, an increase of 50% over 
July, when there were 94 trades totaling 
$322 million.

Some of the biggest deals, like 
Domino’s and Dunkin’, saw over $100 
million in trades in August alone. That’s 
equivalent to 3% of bonds outstanding 
changing hands in a single month.

Benjamin Fernandez, a managing 
director at Barclays, said many of the 
new whole biz buyers are crossover 
investors who previously invested in 
general obligation debt issued by the 
same companies, Fernandez said.

“The availability of [investment] 
product for highly franchised compa-
nies is now highly concentrated in one 
financing source,” he said. “These are 
credits that have long been traded in 
the [corporate loan] and [unsecured] 
bond markets. [Investors] are familiar 
with them, and they like them.” – AB

The California State Assembly bill 
was passed unanimously, and the up-
per-chamber state senate bill saw only 
two “no” votes. 

(The legislation was pending as of late 
September, awaiting Gov. Jerry Brown’s 
signature). 

The legislation was backed by an 
unusual consortium that includes not 
only PACE lenders but bankers and 
realtors, two groups that have fought 
against PACE expansion in California. 
Bankers take exception to the fact that 

PACE liens have a senior claim on a 
property to a mortgage. Realtors argue 
that they can make it more difficult for 
homeowners to sell or refinance.

Stacey Lawson, executive vice 
chairman of Ygrene, said at the same 
panel that many of the requirements in 
the California legislation were already 
being followed — and were even de-
veloped — by the industry to improve 
underwriting even with a very low 
delinquency rate.

“The issuers and all of the other 

stakeholders have been very involved 
in helping to advance the substantive 
regulation and rules to help support 
PACE,” said Lawson, “not only from a 
consumer protection standpoint but 
also from the perception from investors 
and others in the industry.”

More than 150,000 Californians have 
used PACE to make energy and efficien-
cy improvements to their properties 
and pay for them over time via an addi-
tional line item on their property taxes, 
according to Renovate America. – GF
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We Have to Talk: Replacing Libor
By Glen Fest

Like many who’ve spent more than 
two decades in the asset management 
industry, Paul Norris thinks doing 
business in capital markets without the 
benefit of Libor is almost unthinkable. 

“You’re talking about trillions of 
dollars in assets that will be impacted. 
It is so woven through global finance,” 
he told Asset Securitization Report in 
a recent interview. “To get rid of it is 
crazy. But we have to work under the 
assumption that we will.”

It may seem the problem is far off, 
given that the U.K. Financial Conduct 
Authority has announced the phase-
out of the London interbank offered 
rate won’t take place until 2021. But 
U.S. market participants working the 
Federal Reserve Bank of New York were 
already working on ways to replace Li-
bor with a rate benchmark driven more 
by transactional data than bank-polling 
data - which proved to be vulnerable to 
manipulation. 

In June of this year, the Alternative 
Reference Rates Committee (ARRC), a 
group of market participants assem-
bled by the U.S. government, chose to 
support the use of a broad Treasuries 
overnight repo financing rate as an 
eventual replacement for the U.S. dollar 
Libor rate.

Norris is among those believing, 
though, that more discussion needs 
to be held among structured finance 
profesionals, and that it’s not too early 
to talk what the future might hold for 
the loss of the widely used Libor bench-

mark. 
Interviewed prior to the Informa-

tion Management Network’s ABS East 
conference in Miami in late September, 
Norris hoped the topic would yield 
some “chatter” on the subject.  

Norris sat down with ASR to discuss 
how Libor replacement should proceed, 
as well as his own plans as managing 
director and head of structured prod-
ucts at investment management firm 
Conning. 

Conning provides institutional 
investors with IG and below-IG credit 
products including collateralized loan 
obligations, the latter its Octagon Credit 
Investors subsidiary that it acquired in 
November 2015 as part of a risk-reten-
tion driven merger to provide Octagon 
with a heavy capitalized parent. 

Octagon itself has issued three new 
deals and refinanced eight others in an 
extremely busy year. 

Norris joined Conning earlier this 
year following a five-year stint at 
alternative asset manager Mariner 
Investment Group, where, as a portfo-
lio manager, he focused on mortgage 
derivatives for an affiliated hedge fund. 
He also once served as director of both 
mortgage and nonmortgage invest-
ments at Fannie Mae and a fixed-in-
come portfolio manager for the former 
Mercantile Safe Deposit and Trust 
(acquired by PNC Bank).   

ASR: What are your fourth-quarter 
plans for Conning? 

Norris: No expansion per se. Of the 
asset classes we have been focused on, 
much of that will remain the same, al-
though we will be a little more involved 
in the esoteric area such as shipping 
containers, railcar, aircraft leases, etc. 

We like that asset class, as we can 
“sell” liquidity, since we’re a “buy and 
hold” for the most part. CMBS will be 
a focused as well, and for CLOs, for the 
most part the types of clients we work 
with will want to be focused on the top 
part of the stack, the triple-A tranches 
of deals. We will be investing in good 
managers that have good track records. 
We will be focused on the triple-A por-
tion of the capital stack while Octagon 
will focus on the bottom of the stack. 

What is driving client interest in 
esoterics? 
For those asset classes, it’s the ability 

U.K. authorities are years away from phasing out the London Interbank Offered Rate, but 
Conning’s Paul Norris says it’s not too soon to talk about an alternative
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to earn a higher return in exchange for 
giving up some liquidity. For example, 
whether it’s a seasoned CMBS or sin-
gle-A [rated] esoterics, these compare 
well versus investment grade corpo-
rates. [Investment grade] corporates 
will yield five-year swap plus a spread of 
around 60 basis points, while you could 
invest in a single-A [rated] rail contain-
er or a CMBS A at a spread of 100 to 
160 basis points more than a similar 
corporate. 

It’s not like our whole portfolio is 
going to revolve around esoterics, but 
when we can get paid and earn a higher 
yield, that makes a lot more sense. 

What is the general mood for struc-
tured finance investors? 
Generally, with spreads being tight and 
yields being low, we’re recommending 
a defensive posture. We generally want 
to focus on assets that are five years and 
that amortize and deleverage. We don’t 
recommend buying assets with 10-year 
spread durations, given how tight 
spreads are. 

Are there any particular asset classes 
to avoid that?
I don’t want to comment on any partic-
ular asset class, but I would say what 
we’re wary of is stuff that has really long 
spread duration. If there is a 25 or 50 
points spread widening in a long-spread 
duration asset [over a shorter-term 
note], that leads into a pretty large price 
decline. 

We want to be pretty careful about 
assets we’re buying. And now with wor-
ries about hurricanes and long-term 
exposures in structured deals, that 
defensive positioning is pretty prudent. 

How do you see the CLO market 
developing for investors? There has 
been a larger-than-expected demand 

for mezzanine paper this year, for 
example. 
Not for us. The types of clients Conning 
works with are focused on the AAA 
and AA CLOs due to the flatness of the 
credit curve. 

We have seen credit spreads flatten-
ing across other CLO and other sectors 
like CMBS where BBB and BB has flat-
tened to multi-year tights so we want to 
stay up higher in the structure. 

In addition those investors benefit 

from staying up in capital structure as 
they achieve better risk-based capital 
treatment. They are sensitive to ratings, 
as well as how much yield they are going 
to earn, so AAA and AA makes the most 
sense for insurance clients right now, 
rather than investing further down the 
capital structure. 

Many managers are offering deals 
with riskier asset allowances and 
covenants, such as extended reinvest-
ment periods. Is that shifting what 
your clients are seeking? 
You can expect us to stay plain vanilla 
right down the middle. We’re not going 
to take undue risk in CLOs, we’re going 
to focus on good managers. 

How do you assess the best qualities 
in a CLO manager? 
It’s both qualitative and quantitative. 
You assess their skill level as a manager, 
do they have history of working through 
different credit cycles. 

Do you expect to see a high level of 

deals in the pipeline through the end 
of the year? 

I’m pretty shocked by the amount 
of volume we’ve seen [more than $72 
billion in new-issue CLOs, and $120 
billion in refinancings/resets]. I would 
expect a slight slowdown in the fourth 
quarter, simply because I don’t know 
how much more refinancing there is to 
be done. From the quarterly pace we’ve 
seen, I don’t expect as much heading 
into the fall. 

How are investors preparing for the 
long-term phase-out of Libor? 

There has been surprisingly very lit-
tle talk about it. There have been deals 
across the spectrum where managers 
are putting in language to protect them-
selves in case Libor goes away. But it’s 
product by product. Everyone should be 
concerned, but it’s hard to get conversa-
tion around it with it being so far off. 

It will be interesting if at the ABS 
East conference [in mid-September] 
we’ll hear some chatter about it. 

What kind of replacement rate do 
you think investors would prefer; for 
example, repo overnight rates that 
the Fed is discussing? 

I think it’s ultimately up to the banks, 
and unfortunately we’re along for the 
ride. We look to the investment banks 
and those that set the Libor rate, and 
look for leadership from them on what 
they are going to be doing. From an 
industry perspective, it behooves us to 
ask banks what plans are.

“Everyone should be concerned, 
but it’s hard to get coversations 
around it with it being so far off.”
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Another Stab at Relief for CLOs
By Glen Fest

A bipartisan bill that would exempt 
certain collateralized leveraged obliga-
tions from risk-retention requirements 
has been reintroduced in the House of 
Representatives, following last year’s 
failed legislative attempt at carving out 
“qualified” CLOs. 

The legislation, sponsored by Rep. 
Andy Barr, R-Ky., and Rep. David Scott, 
D-Ga., would create a “qualified” catego-
ry of CLOs. It is modeled on an exemp-
tion that allows sponsors of residential 
mortgage bonds to avoid holding on to 
5% of the economic risk of deals if the 
loans used as collateral demonstrate 
a lower risk of default. For mortgages, 
the standards are the same as those for 
loans meeting the act’s Ability to Repay 
rule.

The new CLO bill, introduced Sept. 
14, largely tracks measures proposed in 
legislation by Barr and Scott in De-
cember 2015 and later introduced and 
passed by a House subcommittee. That 
bill never made it the floor for a vote, 
however.

ASR_CLObillManagers of qualified 
CLOs would not be entirely off the 
hook; they would still have to retain the 
equity, or first-loss position in a deal, 
typically less than 5% of the econom-
ic risk. Managers would also need to 
certify strong underwriting standards, 
minimum capital structures and a 
proper alignment of interests between 
sponsors and investors. 

The syndicated loan industry has 
been lobbying for relief from risk re-

tention rules since six federal agencies 
led by the Federal Reserve Board of Gov-
ernors included this asset class among 
those covered by the Dodd-Frank Act 
regulation. The rules took effect for 
CLOs in December 2016. 

As predicted, many smaller CLO 
managers have either left the market or 
established ties with larger, better-cap-
italized firms in order to comply with 
the rules, which are burdensome for 
asset management firms with little bal-
ance sheet of their own. To issue a $500 
million CLO, for example, a manager 
would have to hold on to $25 million of 
the securities.

Many firms brought in outside 
capital to hold the risk via permanently 
financed vehicles (often through bank 

debt).
The Loan Syndications & Trading 

Association, an industry trade group, 
has lobbied regulators, the Obama and 
Trump administrations and Congress 
– and has filed a federal lawsuit – in 
hopes of reducing the burden on CLO 
managers. 

Many in the industry warn the rules 
could slow lending to below investment 
grade comapines, since CLOs are some 
of the biggest buyers of junk-rated 
loans. So far, however, that has not 
been the case, So far this year, issuance 
of CLOs is some $200 billion, while 
issuance of speculative grade corporate 
loans has topped $900 billion. (Both 
figures include both new-issue loans 
and refinancings.)

Bipartisan legislation would create a carveout to risk retention rules for “qualified” transac-
tions, similar to one now available for residential mortgage bondsds

Carve out
A new bill introduced this month in the U.S. House is proposing a
risk-retention exemption for “qualified” CLOs that meet certain criteria:

Source: Loan Syndications & Trading Association

Meet asset quality tests

Adequate portfolio diversity & composition

Structural: 8% minimum equity; OC/IC tests

Keep manager/invester interests aligned

Adequate transparency, disclosure

73 32 21

76 33 95

1 74 52

97 84 27

9 220
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Tariffs Could Depress Solar ABS
By Allison Bisbey

A ruling by a federal trade agency could 
further stall U.S. securitization of solar 
panel financing, according to Moody’s 
Investors Service.  

On Friday, the U.S. International 
Trade Commission voted 4-0 that im-
ported panels are crippling American 
manufacturers, giving President Trump 
until January to decide whether to 
impose tariffs. It was addressing a com-
plaint by two solar panel and module 
manufacturers, Suniva and SolarWorld, 
that are calling for trade protections 
against foreign CSPV panel and module 
makers.

“A decline in rooftop solar installa-
tions owing to the imposition of tariffs 
would likely decrease solar compa-
nies’ originations volume of rooftop 
solar financing contracts, including 
loans, leases and power purchase 
agreements,” Moody’s stated in a 
report published last week. It said that 
originations would decline because the 
tariffs would increase PV system costs 
and therefore decrease the economic 
savings that new solar customers would 
receive from financing PV systems.

On the other hand, imposing import 
tariffs could boost the performance 
of existing solar ABS, Moody’s said. 
Obligors would have a “marginally 
stronger” incentive to continue making 
payments, it said, because the econom-
ic savings from their solar contracts 
would be higher than the then-current 
market savings level in their geograph-
ical region as a result of higher system 

costs.
One of the credit risks to bonds 

backed by solar panel financing is 

obsolescence; homeowners would 
have less of an incentive, the thinking 
goes, to keep making payments on a 
20-year loan or lease if a newer, cheaper 
technology exists that offers better cost 
savings.

Import tariffs would have a negative 
impact on the broader solar industry, 
as well. In its report, Moody’s cited 
data estimates from Green Tech Media 
Research that a ruling in support 
of the claimants would result in the 
elimination of 88,000 U.S. jobs and the 
deferred installation of 47 GW of solar 
capacity between 2017 and 2022.

“The credit impacts of the imposition 
of tariffs on solar panels and modules 
are manifold,” the report stated. “The 
U.S. solar industry employs 260,000 
people throughout the country, but 
manufacturing is just a subset at 38,000 
individuals. On the other hand, solar 
installations are the largest source of 
employment in the industry, account-
ing for over 137,000 jobs.”

The imposition of tariffs would also 
likely affect the pace of decarbonization 

in the U.S. by delaying investments in 
solar generation and, in turn, extending 
the life of some coal plants.

Moody’s noted that many utility com-
panies have announced plans to make 
meaningful investments in solar gen-
eration as a means to help meet their 
future generation needs. For instance, 
NextEra Energy plans to build up to 5.4 
GW of solar generation through 2020, 
while Duke Energy plans to procure 2.5 
GW of solar generation over the next 
five years.

“Many of these projects will likely 
be put on hold if the solar economics 
change and these investments are no 
longer competitive relative to other 
sources of power,” the report stated.

The solar industry has grown rapidly 
over the past several years, in large part 
due to a precipitous cost in the cost of 
solar panels and modules. Since 2010, 
the price of utility scale solar PV system 
cost has gone from $4.57 per watt ($/W) 
in 2010 to $1.03/W in the first quarter of 
2017, a 77% reduction in price.

Other segments of the industry like 
residential and commercial solar have 
also experienced material reduction in 
prices.

The U.S. International Trade Commission ruled that imported panels are crippling American 
manufacturers, giving President Trump until January to decide whether to impose tariffs
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Current obligors would have a 
“marginally greater” incentive to 
continue making payments. 
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Ford Credit puts AI to the test
By Penny Crosman

Jim Moynes, vice president of risk man-
agement at Ford Motor Credit in Dear-
born, Mich., first became interested in 
using machine learning to improve car 
loan underwriting several years ago.

“We were watching what others were 
working on,” he said. “We like to be 
innovative and try to stay up with what’s 
going on.”

The company recently ran an exper-
iment to see if machine learning could 
help its underwriters better under-
stand the loan applications it receives.

It was a champion vs. challenger 
test: Moynes’ team took several years 
of loan data, removed all personally 
identifiable information from it, and 
gave it to ZestFinance, a provider of 
machine-learning-based online lending 
software, and its own modeling team, 
which creates logistic regression 
models to predict potential borrowers’ 
creditworthiness.

Each team ran the loan application 
data through its models and predicted 
the future performance of the loans. 
Moynes then compared the actual 
performance of those accounts over 
the past several years to the two teams’ 
predictions.

The machine learning software won.
“What we discovered in this initial 

test is this more accurately places peo-
ple on the scale from superprime down 
to subprime,” Moynes said. “It does a 
better job than the tools we’ve been 
using today.”

However, Ford Motor Credit will con-

tinue to test the ZestFinance software.
“It’s going to take us a long time to 

move forward,” Moynes said. “As we 
develop these models using machine 
learning, we’ll continue to test them 
side by side with our existing model, 
and only after we go through that entire 
process over several years, checking the 
accuracies to make sure they hold up 
over time,” will the company consider 
taking it live. That will take at least two 
years, he said.

“We’re prudent lenders, we make 
sure we’re thoughtful about anything 
we do, but the results that came out 
of the test were interesting to us, 
and we’re going to study this as we go 
forward,” Moynes said. “If we get to the 
end of the train and find out it’s not 

performing any better, we won’t make 
the change. But based on what we saw, 
it looks like a very exciting possibility 
for us.”

What ZestFinance’s Software 
Does 
Douglas Merrill founded ZestFinance in 
2009, the year after he left Google.

“I wanted to see if we could apply the 
kind of math we had used at Google to 
build web pages to the problem of credit 
for thin-file and no-file borrowers — is 
there a way to have a financial inclusion 
play that allows lenders to make more 
loans but not increase their risk by 
doing so?” Merrill said. “I was think-
ing there’s a huge market inequity in 
that people who are pretty good credit 

An artificial intelligence model predicted creditworthiness more accurately than traditional 
models; the auto lender could someday use it to find hidden gems 
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risks pay unfair credit rates. Banks are 
also hurting to grow their credit, and 
that’s kind of a strange configuration of 
events.”

According to the Consumer Financial 
Protection Bureau, 26 million Ameri-
can adults, or about one in 10, have no 
credit record, making them difficult to 
underwrite using traditional methods. 
This includes millions of millennials 
who are also starting to buy cars. Last 
year, new vehicles purchased by millen-
nials represented 29% of all U.S. sales, 
and that number is expected to grow to 
40% by 2020.

Traditional underwriting, Merrill 
said, does not work well for millennials 
because it only draws “a few handfuls” 
of data from credit bureaus and plugs it 
into logistic regression models.

“If any of that data is missing or 
wrong, you end up with a score that’s 
not actually indicative of your true 
credit,” Merrill said.

Google had built mathematical mod-
els to correct for missing and erroneous 
information on web pages, such as mis-
spellings and missing or wrong tags.

Merrill’s team at ZestFinance took 
the same basic technology to build the 
Zest Automated Machine Learning 
Platform, which tries to compensate 
for errors and missing information in 
credit histories.

“It was an unproven hypothesis,” 
Merrill said. “We’ve come a long way 
and [written] millions of lines of code to 
demonstrate that it works in a variety of 
companies, it works in subprime loans, 
near prime [and] thin file loans and 
credit cards,” Merrill said. “And it works 
on auto loans.”

Other vendors, including CrowdPro-
cess, Upstart and Enova, offer similar 
software. 

Ford Motor Credit shares Merrill’s 
ideal of helping people with thin credit 

files, such as millennials and the under-
banked, get access to credit, to a point.

“We’re not going to change our risk 
appetite,” Moynes said.

Credit Standards Untouched 
If someone did not meet the company’s 
underwriting guidelines because of a 
poor payment history on installment 
loans before, they probably would not 
be approved in the new platform, he 
said.

However, the new platform could po-
tentially let Ford Motor Credit approve 
people who have limited credit histo-
ries, especially young people.

For investors in bonds secured by 
Ford Credit’s  auto loan and lease orig-
inations, that could mean more data 
points in assessing the overall credit 
risk of a portfolio. Ford Credit currently 
identifies the weighted average FICO 
range of prime borrowers in its loan 
pools. The company has participated 
in the securitization market since 1988 
and is one of the largest securitizers of 
automobile finance receivables.

“Everybody who has a 700 or 800 
FICO score today started with a first 
piece of credit, they started some-
where,” Moynes said.  “For people who 
may be just establishing their credit 
history, this additional data might give 
us an earlier insight into their credit-
worthiness, and they may fit into our 
existing risk appetite with these new 
insights.”

Some of these new insights already 
exist in credit bureau data, but Ford 

Motor Credit’s underwriting models do 
not consider them.

For instance, if a credit applicant 
consistently uses the same phone 
number in applications to Ford Motor 
Credit and other creditors, that can 
indicate stability, a positive factor in 
the assessment of credit. People who 
change their phone number every time 
they apply for credit could be unstable 
or a fraud threat.

And occupational credentials, such 

as medical degrees or technical licens-
es, can be a positive indicator that Ford 
Motor Credit’s models have not looked 
at in the past but that ZestFinance’s 
software mines.

“Those kinds of things are not that 
hard to get,” Merrill said. “We’re not off 
crawling your Facebook page or your 
Instagram feed. Our argument is you 
don’t have to do that” to get useful infor-
mation about potential borrowers.

It will take time for Ford Motor Cred-
it’s legacy loan systems to be adapted to 
pull in all of the additional data Zest-
Finance’s program calls for, Moynes 
acknowledged.

Moynes also pointed out Ford Motor 
Credit does not approve or deny loans 
based on a score, so the machine 
learning platform will not make credit 
decisions on its own.

“We have a team of highly trained 
credit analysts, to whom we provide 
these tools,” Moynes said. “Another fea-
ture of machine learning is these tools 
can learn over time and suggest things. 
We’re still a long way away from that.”

“For people  just establishing their 
credit history, this additional data 
might give us an earlier insight.”
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Terrorism Insurance at Risk
By Elina Tarkazikis

The Terrorism Risk Insurance Act was 
created after 9/11 to serve as a crucial 
federal backstop for commercial real 
estate insurers, but an analysis of alter-
natives to fund the program reveals the 
continued challenges of measuring and 
predicting terror risk. 

Congress developed TRIA to share 
terrorism losses between the govern-
ment and insurers and promote wide-
spread availability and affordability of 
terrorism coverage. Coverage is limited 
to incidents the government certifies as 
an act of terror and only kicks in once 
insurers’ losses reach a certain thresh-
old, $120 million in 2016.

The program doesn’t require insur-
ers to charge policyholders upfront for 
the government-backed coverage. As a 
result, private insurers include a nomi-
nal charge for terrorism risk coverage, 
if they charge for it at all, according to 
a Government Accountability Office 
report published this year.

Recent efforts to ensure the gov-
ernment can recoup its losses after an 
attack could increase insurance costs 
and discourage CRE policyholders from 
obtaining insurance backed by TRIA. 

Under the current structure, in-
stances, federal losses may be recouped 
through premium surcharges on pol-
icyholders with eligible coverage. But 
depending on the size of the terrorism 
event and the cumulative premiums of 
affected insurers, the federal govern-
ment may not be held accountable to 
recoup all of its losses.

A federal charge on insurers or poli-
cyholders could help pay for the federal 
share of potential losses or replace the 
current recoupment structure, or be 
paid to the Treasury as a promise of 
payment, but determining the price of 
such a charge would be difficult, the 
GAO said. An insurer set-aside could 
also help by covering insurers’ poten-
tial losses, but structures may be too 
complex to implement due to  current 
accounting practices and state laws.

To date, no terrorism events have 
been certified through TRIA, but the 
CRE market depends on the program 
being in place. The last reauthorization 
was in 2015, and the program must be 
reauthorized again in 2020.

“Terrorists continue to target 

American economic interests to try to 
undermine our economy, our nation-
al strength. In the face of this threat, 
American businesses must have suffi-
cient insurance coverage to effectively 
manage economic risks and protect 
the economic value of their underlying 
assets,” said Clifton Rodgers Jr., senior 
vice president at the Real Estate Round-
table. “Otherwise, America’s economic 
infrastructure is totally exposed, and 
terrorism risk is borne by businesses, 
lenders, shareholders, pensioners and 
bondholders.”

Market professionals advocating 
for another reauthorization hope it is 
completed well in advance. Almost two 
weeks passed from the 2014 expiration 
to its reauthorization in 2015.

Efforts to ensure the government can recoup its losses after an attack could increase 
insurance costs and discourage CRE policyholders from obtaining coverage
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Freddie’s CRT policy questioned
By Bonnie Sinnock

 A mortgage investors’ group is calling 
for Freddie Mac to change policies 
related to how delinquencies from 
recent storms affect certain credit risk 
transfer securities.

The group, the Association of 
Mortgage Investors, wants Freddie to 
adopt for all credit risk transfer deals 
certain policies that determine when 
“credit events” from storm-damaged 
collateral occur. Expenses and proceeds 
associated with credit events get passed 
through to investors.

The association would like Freddie 
Mac to wait 20 months after a servicer 
grants initial disaster recovery relief to 
a borrower before possibly declaring a 
credit event. This would align Freddie’s 
policies with Fannie Mae’s.

“We are disappointed that this guid-
ance was not similarly adopted by Fred-
die Mac for a small number of securi-
ties issued early in the life of the CRT 
market,” said AMI Executive Director 
Chris Katopis in a letter to executives at 
Freddie Mac and the Federal Housing 
Finance Agency.

While securities like CRT are largely 
governed by original contracts, lan-
guage in the governing documents 
allows “Freddie to make changes to the 
debt agreement that ‘will not adversely 
affect [noteholder] interests,’” Katopis 
said.

On average, about 5% of CRT-related 
loan pools have exposure to federal 
disaster areas, according to a recent 
Fitch Ratings report. According to 

Black Knight Financial Services, Hurri-
can Harvey alone could result in up to 
300,000 mortgage delinquencies from 
homeowners unable to make payments 
awaiting insurance claims or due to 
joblessness. 

Black Knight reported on Sept. 21 
that delinquencies already rose 16% 
from July to August in Harvey-relat-
ed areas, when the remainder of the 
national delinquency rate was flat 
month-to-month. “[O]ver 6,700 new 
30-day delinquencies can be attributed 
to Harvey, while an additional 1,000 
borrowers who were already 30-days 
past due missed an additional mortgage 
payment in August as a result of the 
storm,” the Black Knight report stated. 
“Based on observations from previous 

hurricanes, the heaviest impact on 
mortgage delinquency rates will come 
in September.”

Grant Bailey, a managing director at 
Fitch Ratings, wrote in the agency’s re-
port that, “Peak delinquencies typically 
occur about two or three months after 
a major event. While delinquencies re-
main higher over time than prior to the 
event, most troubled borrowers recover 
or prepay within 18 months.”

Twenty percent of current govern-
ment-sponsored enterprise borrowers 
affected by 2005’s Hurricane Katrina 
experienced delinquencies. That 
percentage receded to under 5% within 
a year. Only 3% of the initial group of 
borrowers remained more than 180 
days delinquent, according to Fitch.

Investors want the GSE to align its policy with that of sister agency Fannie Mae when it 
comes to recognizing credit events for risk transfer deals

Riding the storm out

Source: Fitch Ratings

Delinquency peak: 2-3 months after major event

Most borrowers recover or pay within 18 months

Peak delinquency rate after Katrina: 20%

Delinquencies after Katrina within a year: 5%

Katrina borrowers who remained delinquent: 3%
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Many loans affected by disasters recover over time
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