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Introduction

U.S. Structured Credit Roundtables:

Momentum is 
Gathering in 2011

The U.S. Structured Credit market appears to be gathering momentum for continued
modest growth in 2011. While there have been profound changes in market dynamics
and global regulations, a consensus is developing that investor demand is markedly

improving across a number of sectors.

In late 2010, Standard & Poor’s Rating Services Structured Credit team reached out once again
to seasoned market professionals for a series of roundtables covering a wide spectrum of the
structured credit markets. We very much appreciate the participation of the 75 researchers,
strategists, risk managers, senior investors, traders, deal counsel, issuers and arrangers who
shared their invaluable insights for the year ahead.

While each roundtable discussion focused on its specific sector, some common themes emerged.
Generally, most participants expressed a belief that the worst of the “Great Recession” is behind
us. For certain sectors, participants stated that they believe there is sufficient clarity around reg-
ulatory changes to remove this concern as a barrier to new issuance. Other sectors were viewed
as in need of more clarity with respect to regulatory changes. Many sectors seem to be garner-
ing strong interest from traditional and new investors globally.

Standard & Poor’s Structured Credit team is delighted that through our series of roundtables
and dialogues with thought leaders, we can continue sharing market insights and trends and fur-
ther the added value we deliver to all participants.

Peter Kambeseles
Business Leader
U.S. Structured Credit
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Nontraditional Asset
Investors See Market’s
Revival, But Proceed
With Caution

While large swaths of the U.S. securitization market

remain on the sidelines and traditional financing is still

hard to come by, the nontraditional asset sector—securitizing

everything from railcar and container leases, tobacco settlements,

and timeshare loans—appears to be reviving, according to

panelists at a recent roundtable hosted by Standard & Poor’s.

Panelists said there’s been a flood of new entrants in the sector,

including hedge funds, with one panelist noting that “there are

great opportunities to build that market up, more so than everin

the past.”  
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But great opportunity should be accompanied by a measure
of caution, according to another panelist: “The challenge is
really one of rapid growth as this sector reemerges post-cri-
sis. It has grown pretty rapidly, and you wonder from a
pricing and structural perspective, has it possibly moved too
far too soon?”

Behind that broad question are specific topics that pan-
elists discussed—such as the regulatory environment,
increased competition, preferences for various asset classes,
due diligence, and the role of the servicer—that provide
insight into what might come next. 

Panel Discussion
Credit analyst Winston Chang, managing director in Standard &
Poor’s Structured Credit group, moderated the roundtable.

What follows is an edited excerpt of the conversation. The
opinions expressed in this article are the opinions of the individ-
ual participants, not of their employers or Standard & Poor’s.

Standard & Poor’s: Why are you in the nontraditional asset sec-
tor and what are the major trends impactingyour involvement?

Jay Eisbruck: Generally, one gets better returns versus the
traditional asset-backed securities (ABS) asset classes. Our
return hurdles are higher than the low- to mid single digits
that traditional ABS asset classes currently generate.

Maureen Coen: We support our clients’ businesses with, for
instance, warehouse facility financings pending a term secu-
rities take-out. That is the main reason we are interested in
the nontraditional asset sector.

Andrew Stein: In nontraditional, we’re mainly invested in
transportation because HSH is a large sector lender global-
ly and we have better-than-average information on the
assets and issuers. Many issuers are clients, financed apart
from securitizations.

Richard d’Albert: Nontraditional assets are a key component
of our strategy, niche asset classes with higher returns than
flow ABS. We’re involved in the nontraditional sector or

specific asset types, but not to the extent it becomes main-
stream from an investor standpoint and starts to trade sig-
nificantly tighter. Another issue is credit trends in the
underlying asset sectors and for particular originators.

Standard & Poor’s: How has the Dodd-Frank Act affected your
investment strategies and asset type allocation?How has the
regulatory environment affected the nontraditional sector?

Andrew Stein: Because we’re a German bank, theDodd-Frank
Act really doesn’t directly apply to us.

Richard d’Albert: It’s less significant as we’re not regulated by the
feds. There is a trend of investors going directly to funds such
as ourselves and other hedge funds to gain that exposure. But
Dodd-Frank doesn’t impact us in a major way strategically.

Maureen Coen: First, I would point out that as a U.S. conduit of
a Swiss bank, some of our regulation, such as capital rules, is
different from the regulation applicable to U.S. banks.

We haven’t analyzed the full impact of the Dodd-Frank
law on our conduit, but elements such as risk retention
affect us regardless of the asset class.

Overall, the new regulation that has been imposed post-
crisis, which we have early-adopted in some cases, has
increased our costs of doing business overall, but that
increased cost is related to regulation, not a particular
asset class.

Standard & Poor’s: What are major considerations in adding a
new asset class to your portfolio?

Jay Eisbruck: We’re very return-driven, so we look for asset
classes that provide the greatest return. This can depend on
many factors including credit trends, market supply,or liquid-
ity. Also, new asset classes can be developed that can offer
higher returns due to their unfamiliarity to the market. We
don’t have specific preferences for or against any asset class.

Andrew Stein: We approach a nontraditional asset class as
any asset class with regard to sector credit characteristics,

Panel participants included:
● Maureen Coen, Managing Director and Head of Global Asset-Backed Commercial Paper (ABCP), Credit Suisse;

● Robbin Conner, Head of ABCP Origination for the Americas, Credit Suisse;

● Jay Eisbruck, Research Analyst Focused on Structured Finance Assets, Serengeti Asset Management;

● Richard d’Albert, Chief Investment Officer, Seer Capital; and,

● Andrew Stein, Portfolio Manager, HSH Nordbank U.S.



the service and risk, structure risk, and relative value. We
feel we have proprietary information, which helps us get
comfortable with the sector.

Richard d’Albert: We are fundamentally credit research-driven;
we’ll first do a full view of the credit and sector participants.
If we like a particular sector, then we’ll
deep dive on issuers involved.

Standard & Poor’s: What due diligence do
you perform on these investments, and
how involved are you in negotiating
and structuring?

Robbin Conner: It’s financial, legal, credit,
and depends on how much information is
available. But checking all the points, test-
ing validity, and assuring a good under-
standing of what we think the primary
risks are—that takes a fair amount of time.

Maureen Coen: In the conduit space, the
financing arrangements are typically
bilateral, maybe multibank in some cases,
so as a result we’re heavily involved in
transaction negotiation and structuring.
Credit Suisse takes the risk very seriously,
so we’re very involved in every aspect of
the underwriting process.

We do extensive due diligence, roughly the same across
all asset classes. To get involved in an asset class, we need
some foundation of knowledge in the firm. We do extensive
financial analysis on the company, understand their credit
quality, the industry, comps, peers, and potential back-up
servicer if we’re concerned there. Legal review is extremely
important to understand our exit strategy and how to effec-
tuate it if things go wrong.

Jay Eisbruck: If you’re considering purchasing a bond in the
secondary market, you’ll want to review the transaction’s
performance history and that of other bonds in the asset
class. You might talk to industry experts about that partic-
ular industry. It is also important to build a cash flow to
project future cash flows.

Maureen Coen: We usually like to reach out to the rating
agencies for their views.

Standard & Poor’s: Given the past macroeconomic credit con-
ditions, how has your organization changed its stress sce-
narios for future asset performance of certain nontradition-
al asset classes?

Richard d’Albert: We ramped up our stress cases for many
asset classes, including nontraditional, because they tend
to be more niche. There’s greater volatility around the
expected case, so whether it’s structured settlements or
timeshare or other assets like insurance premium finance,
we run much higher loss severity and frequency to deter-

mine adequacy of credit protection for
the bond.

Andrew Stein: We also use much more
severe comprehensive stress scenarios,
even via scenarios that may have never
happened. With the changing world,
our baseline may be much worse than
what’s actually occurring, then we
stress that to a 3x-5x multiple. In this
current stressed environment, nontradi-
tional asset classes have performed
much better than traditional ones. I
think that’s a function that, in many of
these asset classes,the securitization
used for financing businesses is notas
big an arbitrage as it was with CDOs or
in some mortgage markets.

For our container issuer or aircraft
leasing company, securitization is basi-
cally an alternative financing for their
business, and they retained a much more

significant deal interest than in some of the mortgage and
CDO spaces. Don’t paint all securitization sectors with the
same brush, as some nontraditional sectors are quite com-
pelling in a very stressed environment.

Robbin Conner: I think people were aware before, but it
was driven to the front that correlation is not station-
ary; it increases dramatically during stress periods. One
question is whether or not relevant performance of
other of the key economic players is changing andwhat
kind of correlation.

Jay Eisbruck: Stress cases are now more conservative than in
the past because the recent crisis’ severity has demonstrated
that performance can deteriorate more than the historical
data would suggest. We also know to keep an eye on the
effects of events in broader markets outside of a specific
transaction. These would include liquidity, potential refi-
nancing strategies, and the broader economy. All of these
can affect transaction performance and the ultimate return
to investors.

Standard & Poor’s: Do any nontraditional asset classes cause
you concern, and why?

Standard & Poor’s | U.S. Structured Credit Roundtables 9
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Jay Eisbruck: There are not any particular asset classes
that I specifically avoid. I think rental car transactions
are different than most asset-backed transactions, since
their performance is so closely tied to the performance of
the rental car company, but the returns don’t reflect this.
For other asset classes such as aircraft leases or shipping
containers, you have to take into
account where you are in the economic
cycle when analyzing and pricing the
risk. These are historically volatile
industries, and the performance on the
securitization reflects this.

Maureen Coen: No asset class per se cre-
ates particular concerns. General con-
cerns for any asset classes, number
one, is to make sure there’s no reputa-
tional risk that precedes or otherwise
may exist by financing in a nonflow
asset class. That’ll depend on jurisdic-
tions, the form of financing, and, of
course, the entity. It also causes us
concern if an asset class only has a few
providers of servicing capabilities.

Richard d’Albert: I have particular con-
cerns around two asset classes: small
business loans or franchise loans, and
timeshares. Structurally what I don’t love about time-
shares is that developers are usually the servicers and the
liquidation agents. By coincidence, they’re usually the
buyer of the assets at auction; so conflict of interest both-
ers me and their ability to manipulate the recoveries, if
you will.

I also have issues in small balance securitizations with a
very high level of built-up delinquencies and modifications.
These deals are very dependent on servicing advances to
maintain cash flows. You worry about what happens when
the servicer starts to liquidate assets and what happens to
your actual losses and severities.

Andrew Stein: Two sectors I don’t like are insurance-related
securitizations tied to mortality risk. They are shots in the
dark. With the advent of new drugs and cures for chronic
diseases coming out on a daily basis, it’s very difficult to
predict mortality risk, as proven in past years when mortal-
ity projections were way off.

As a broader statement, market value type transactions
(deals with inherent market value risk) are extremely volatile
and it’s very difficult to predict future performance. That’s
because markets do unexpected things, so those risks really
don’t belong in securitizations.

Standard & Poor’s: Does the role of the servicer in nontra-
ditional asset classes cause any additional concerns ver-
sus more traditional asset classes? How do you mitigate
those concerns?

Maureen Coen: It’s not necessarily the nontraditional asset class
servicer that creates a problem for me; it’s
an asset class requiring specialized servic-
ing, as sometimes exists in a nontradition-
al asset class. Mitigating that risk becomes
very difficult if the platform is such that
you cannot really get a separate servicer.

Bankruptcy risk concerns me less than
the risk of insolvency. Then the servicer
goes out of business, and no one is serv-
icing those assets. With a bankruptcy, for
an entity to continue in business, they
need the capital that allows them to con-
tinue, and, frankly, servicing assets are
usually the jewel of the estate.

The way to mitigate that risk is to
have financial covenants that get you out
well before an insolvency is likely, which
is difficult to predict, or basically try to
have back-up servicing arrangements.
Frankly, it’s a degree of comfort, and if
we don’t get comfortable with the back-
up servicer and their financial credit

quality, then that’s probably a deal we won’t enter.

Robbin Conner: This relates to your last question as well that
across the board in the nontraditional asset type, you’re often
dealing with specialized legal regimes, whether patents, film,
timber, oil and gas, timeshare, containers, aircraft, etc. To
develop the expertise to evaluate servicing these properly, you
need to take a number of steps in getting involved.

Richard d’Albert: Some of Maureen’s points are really right
on. In a lot of cases with these nontraditional asset classes,
performance of the asset is very closely linked to the busi-
ness risk of the servicer, and typically, though not always,
these are smaller companies. The servicing is specialized in
a lot of these cases and not so easily transferable as it is in
some of the more commoditized asset classes.

Jay Eisbruck: Obviously, where there is a continually
active role for the servicer in these asset classes, the ser-
vicer will be important, and you need to be comfortable
that they’ll be around to perform that role. If possible,
you want to mitigate that risk by having the ability to
replace them, if necessary, prior to the business getting
into real difficulty.

Jay Eisbruck
Research Analyst
Serengeti Asset
Management



The one thing I would add that is a bit different now is
that the market has evolved over the last few years to under-
stand the risk of servicing can also affect traditional asset
classes like credit cards where there are a limited number of
large servicers. If one of these servicers would get into finan-
cial difficulty, it would be difficult to transfer servicing in
those cases as well. In many ways, the issues are similar in
traditional asset classes to nontraditional asset classes when
you talk about potential insolvency.

Maureen Coen: Just on that point, Jay, yes, it is true that serv-
icing transfer may be more difficult with respect to a private
label credit card portfolio or retail cards originated by a non-
bank, but the majority of plain vanilla flow assets in the cred-
it card space are originated and serviced by financial institu-
tions. Historically, what has happened when a financial
institution is in distress is that they’re taken over and run by
the regulators. Because there is value in the servicing rights of
the taken-over financial institution, there is emphasis placed
on making sure those servicing assets are preserved.

Jay Eisbruck: I agree—the regulators can play a role in assist-
ing the transition for a credit card portfolio. In other asset
classes, like autos, where you have unregulated big issuers
like Ford Credit or GMAC, if they were to get into trouble,
just the sheer size of the servicing portfolio might make it
difficult to transfer.

Maureen Coen: That’s a fair point.

Richard d’Albert: Without question, we’re seeing a flood of
new entrants into the nontraditional asset sector. I’m almost
amazed at how quickly people have jumped back in, and in
many cases some of the earliest securitizations were asset
classes that were very niche-y and were able to get done in
the market at very aggressive levels.

We’re seeing structured settlement deals where the senior
bonds are trading very aggressively. There was a manufac-
tured housing deal done recently that tightened in a good
50-odd basis points from initial talk, just over a few days.
You wonder whether the investors really appreciate some of
the complexities and the risks involved in some of these off-
the-run asset classes. But we’re definitely seeing an increase
in competition in those spaces.

Andrew Stein: Many of the new broker-dealers are entering
the nontraditional ABS market, setting up esoteric ABS
desks. They wouldn’t be setting up desks absent investor
appetite in the product.

Jay Eisbruck: I would say in 2008 through the beginning of
2010, hedge funds and other nontraditional ABS investors

entered the market. Prior to that, it was more traditional
ABS investors, with the more sophisticated ABS investors
focused on the newest asset classes. Before this, hedge funds
weren’t that involved because the returns were not attrac-
tive enough. As returns continue to tighten to more histori-
cal levels as observedon the recent new issuance, hedge
funds could pullback again.

Standard & Poor’s: What are the future opportunities or chal-
lenges in these nontraditional asset classes, and why?

Andrew Stein: On the opportunity side, there’s a lot of inter-
est in the nontraditional asset classes, so from an issuer’s
standpoint, there are a lot of opportunities because there’s
investor demand, and I think that that’s a good thing.

When I started in this business in the ‘90s, the private
placement business was quite active. You would get togeth-
er a few investors, structure up a deal (whether it was sub-
prime autos or equipment or timeshares) and do a private
placement. As the market grew, the day of the private place-
ment went away and these huge megadeals got done in the
public markets or the 144-A market.

I think we’ve come a little bit full circle. As the market
has gotten smaller, the CDO market, in many respects, has
gone away. Many of the mortgage products have gone
away. Because of investors’ demand, you’re back to struc-
turing and issuing these more esoteric ABS private place-
ment deals to satisfy that demand, so I think there are
great opportunities to build that market up, more so than
ever in the past.

I think the challenges are probably the counter to that,
which is as more interest in this sector develops, the spreads
will contract and the return and relative value will go away.

Jay Eisbruck: I think there is an opportunity here for smaller
companies to the extent that nontraditional ABS doesn’t
need to be rated ‘AAA’ anymore. Recent deals show that
there is investor interest at ‘A’ or ‘BBB’ levels, which can
enable smaller, noninvestment-grade companies to issue
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investment-grade-rated debt in the ABS market and get bet-
ter funding rates than they might get in the unsecured or
bank markets.

That seems to be the opportunity if the deal can be struc-
tured correctly and provide the additional protection to jus-
tify the rating uplift. The question will be whether compa-
nies will be able to understand that and go through the
work that’s needed to get quality securitizations done. I
think the opportunity is there because, as people have said
earlier, the esoteric transactions have held up relatively well
through the current cycle and there is still investor confi-
dence in them. If they’re structured well, there should be
interest in deals of that type going forward.

Maureen Coen: From an investor’s side, I’d say that the chal-
lenge right now is what we’ve talked about earlier, which is
that there have been a lot of investors chasing a lower num-
ber of deals. So what happens when there is more demand
than supply—structure and pricing become more aggres-
sive. Deal terms are becoming looser as compared with two
to three years ago.

From a securitization underwriting perspective, there’s a
big opportunity for underwriters, such as ourselves, in the
nontraditional asset class securitization space because
investors are looking for yield, and nontraditional asset
classes produce higher yields than traditional asset classes

in general. The appetite even exists at below the ‘AAA’
level, which hasn’t been the case for many years.

So from an opportunity standpoint, the nontraditional asset
class sector has provided benefits to banks that provide ware-
house financing, securitization underwriters, and investors.
This is because, as the economy has slowed and there are fewer
traditional assets like auto loans and credit cards that need to
be financed, the nontraditional asset sector has filled the void.

Richard d’Albert: Maybe I’m quoting some of the points
made earlier, but in terms of the opportunity, we’re defi-
nitely seeing a lot of growth in the nontraditional sector.
We’re seeing start-ups discussing asset-backed securitiza-
tion as a means of growth capital, and it’s clearly a positive
for the economy.

The challenge is really one of rapid growth as this sec-
tor reemerges post-crisis. It has grown pretty rapidly, and
you wonder from a pricing perspective and from a struc-
tural perspective, has it possibly moved too far too soon?
I think one of the casualties of this is that the legal, the
credit, and the structural analyses are usually the first to
suffer. They don’t get the focus they should, because
investors don’t have the time or the inclination to read
through the whole servicing agreement or model up the
deals themselves. They’re taking too much for granted in
terms of information they’re getting from the sell side. ●





14 www.standardandpoors.com

U.S. Structured Credit Roundtable  |  Quantitative Challenges



Standard & Poor’s | U.S. Structured Credit Roundtables 15

Quantitative Challenges
In Nontraditional
Securitization Investing

Several leading practitioners in the natural hazard risk and

longevity risk modeling industry (i.e., EQECAT, Genworth

Financial, and RMS) gathered for a roundtable discussion at

Standard & Poor’s New York headquarters to discuss their

quantitative challenges in November 2010. The practitioners

touched on a range of topics involving their firms’ cutting-edge risk

models, forms, and applications. They also discussed the

challenges they face when modeling natural hazard risks and the

approaches they take when addressing exposure to longevity risk.
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Panel Discussion
Credit analyst Cristina Polizu, a managing director in
Standard & Poor’s Quantitative Analytics and Research
group, moderated the roundtable.

What follows is an edited excerpt of the conversation. The
opinions expressed in this article are the opinions of the individ-
ual participants, not of their employers or Standard & Poor’s.

Standard & Poor’s: What types of natural hazard exposure
have your firms modeled?

Peter Nakada: On the natural catastrophe side, we model
what we call the Big Five, which has the most peak concen-
trated perils in natural catastrophes, and those include U.S.
hurricane, Europe windstorm, U.S. earthquake, and Japan
typhoon and earthquake. Those represent the lion’s share of
the risk transferred to the capital markets. Also, we model
other perils, such as Europe flood, tornado hail in the U.S.,
and other versions of wind, ground movement, and flood in
other areas of the world.

Kenneth Travers: EQECAT offers a wide suite of 181 natu-
ral hazard models including the five peak perils, tropical
wind storm, earthquake ground shake, fire follow and
sprinkler leakage, flood, tornado, hail, winterstorm/ice,
wildfire, and offshore risk for the Gulf of Mexico. We
also recently unveiled a basin-wide Asia typhoon model
that covers the largest geographic basin area and wasrec-
ognized as the “Innovation of the Year” at the Asia
Insurance Industry Awards.

Standard & Poor’s: Where would you fit the volcano activity
in Iceland in terms of natural catastrophe?

Peter Nakada: That is not on our radar. We don’t have a vol-
cano model, yet. We did pitch the idea to a large European
airline many years ago and they said, “No, we’re not inter-
ested, that’s not going to happen.”

Part of the backdrop there is that we do look for things
to model when there is a commercial insurance-related
need. We’ve had a lot of interest and capability to model
volcano activity, but it wasn’t really commercially viable
because there wasn’t enough risk being transferred.

Kenneth Travers: We can support our consulting clients using
an internal engineering model that’s utilized for the support
of volcanic activities, but we have no current plans to devel-
op and release it as a licensable model.

Standard & Poor’s: What challenges do you see in calibrating
models for quantifying natural hazard risk?

Peter Nakada: One of the rare and valuable things about this
asset class (assets backed by natural hazard risk) is that
there aren’t many common risk factors—hardly any. They
truly are independent.

The wind blowing in the U.S. and the ground shaking in
Japan have pretty much nothing to do with each other. You
can rely on that both conceptually and statistically as a port-
folio manager. That’s one of the beauties because in other
asset classes, in credit, equity, and commodities, everything
seems to be really linked to global economic factors.

As we’ve seen in the recent economic meltdown, when
things get bad, it seems to drag everything down with it,
whereas throughout the economic meltdown, the odds of a
big Category 3 hurricane hitting Miami didn’t budge.
There’s something very clean about that. If you were to say
there has to be something that’s a common risk factor, I
would say things like construction quality would be a risk
factor that cuts across the different perils.

If you have poor code compliance, for example, that
would impact homes that are both wind and earthquake
exposed, you could imagine there being some kind of corre-
lation in that the results would be worse in either case.
That’s really a second order, third order effect. At the pri-
mary level, there’s very little correlation across perils.

Within a peril, there’s significant correlation and it has to do
with geography, it has to do with where your exposed proper-
ties are, but that’s within hurricane or within earthquake.

I would describe catastrophe models as structural, not
reduced form or statistical. 

We build these structural models because the statistical
techniques that you use in modeling other asset classes
such as credit just don’t apply. There just aren’t enough
events, and the relationships are both complex and fairly
well-defined by science so that you can build a robust
structural model.

Panel participants included:
● Saul Goodman, Vice President, Genworth Financial;

● Peter Nakada, Managing Director, RMS; and

● Kenneth Travers, Senior Vice President, EQECAT.



However, catastrophe models can still be described as
parametric in the sense that we build the structural mod-
els and calibrate them to a handful of well-defined
parameters that then drive the behavior of the model.

Kenneth Travers: The issue that we deal with is that we all
begin from a historical catalog correspon-
ding to whichever peril region we’re inter-
ested in, and, of course, as we know, these
are high severity, low frequency events.

This historical catalog is typically not
sufficient on its own to build a robust
model, so we have to expand from the
historical catalog and create synthetic
events that enable a full view of the
potential severity and frequency of
events that have not necessarily been
recorded but which we know can occur
within nature. The result is a full proba-
bilistic set, which can provide a compre-
hensive view of risk. I would agree that
these models are structural.

Regarding common risk factors, when
you get into construction and code
enforcement, and building construction
practices when you’re talking about
physical assets, you do see some overlap
and correlation between a few of the
various perils where you have geographic proximity.

Generally speaking, I would agree that the risk factors are
fairly limited.

Standard & Poor’s: What quantitative tools do you use to
model small incidences of occurrence and fat tails in
loss distribution?

Peter Nakada: Interestingly, we don’t use a lot of extreme value
theory in what we do. We use it somewhat when we look at
actual historical wind speeds, and we try to extrapolate that
to what the real low frequency, very high severity winds are.
We do use the historical records to calibrate models.

For example, let’s take Europe windstorm, where we
actually have a numerical weather prediction model that is
used to model wind speeds. If you will, the tails of the dis-
tribution are informed by taking parameters from histori-
cal storms, feeding them into the model, and letting the
model run. It’s mimicking what actual windstorms look
like. That combination of history from the fatter part of the
distribution with the actual model that’s tuned to the phys-
ical behavior of the storm produces the tails.

They are simulation-based models. That’s one of the
things that is a cost of modeling the way we model. It’s

incredibly computationally intensive. We have tens of
thousands of events and then we’re simulating off of
those. Then combine the fact that there are high-resolu-
tion exposures, and you can see it becomes a pretty inten-
sive simulation problem.

In terms of the data storage required, and in terms of the
computing power and time required to
get all this done, it’s one of the most com-
putationally intensive risk modeling
exercises.

Standard & Poor’s: What are some of the
most-used statistical distributions in
your models?

Peter Nakada: You can think about it as
we need a frequency distribution for how
often events come, and we need a severi-
ty distribution for how much damage is
done, so they’re not dissimilar to one
another. The basic distributions that we
use are Poisson on the arrival and beta
on the severity side.

As you can imagine computationally,
those are some of the easier distribu-
tions to deal with. We’ve had to diverge
from those to try to capture more real-
ism in things. For example, a simple

Poisson distribution for Europe windstorm doesn’t cap-
ture the fact that there’s clustering. What we’ve had to do
with that is start incorporating negative binomial distri-
butions by storm type. We actually split the storm uni-
verse into types that are similar and related to each other
and we run them negative binomial.

We have done some work with a higher parameter beta
distribution. A typical beta distribution is two parameters
by alpha and beta, and it has very nice flexible properties
bounded by zero and one—just like the percentage damage
to a building. We’ve actually experimented with an
increased parameter beta distribution that accounts for how
much weight you have at zero and one. That gives you a
couple more degrees of freedom to play with, to make the
beta behave like you want it to.

Kenneth Travers: Our general approach is typically similar to
Peter’s, where we have several statistical distributions that
we’ll use in the frequency side of the equation to determine
arrival of these events. Poisson is a fairly standard one that’s
used in certain perils.

Also, we use a negative binomial distribution in the
European windstorm area because we do see that cluster-
ing impact in the historical record. We’ve also used
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Weibull distributions within European windstorm to look
at some of the correlation across that continent. It is a dif-
ferent phenomenon than what we see in tropical cyclones,
but generally speaking, most perils can probably be effec-
tively addressed with a Poisson distribution for frequency.

Once we build out our stochastic event set, and that
could be in the multiple hundreds of thousands of events, as
Peter was describing, you can understand how you can
quickly get to computational complexity in modeling. EQE-
CAT extends beyond the frequency/severity domain and
conducts 150,000 years of simulation in the temporal
domain—this is true of all of our peril region models—to
help us better determine the ordering of those events over
long time horizons.

At EQECAT, we call this component our Stochastic
Risk Atlas (SRA), and that’s embedded in the models that
our licensing client base utilizes. We do that to provide a
more robust perspective on a variety of reinsurance
financial contracts such as multiple event covers, and
inner aggregates, providing an improved intra-event cor-
relation perspective.

Standard & Poor’s: Can you share some of your experience
that made you more comfortable with a beta distribution
as opposed to extreme value distributions? Is that easier-
to calibrate?

Peter Nakada: I think initially we chose it [beta distribu-
tion] because of its flexibility in calibration and computa-
tion. Particularly if you think about over the past 10
years, computational power has increased dramatically,
and prior to a certain time, it just wasn’t useful to get
good enough resolution on the model. Beta was nice
because you can combine correlated betas pretty quickly.
You can see now that there is more computational horse-
power with our experiment.

Standard & Poor’s: I wanted to get a better understanding of
the historical data that is being used for calibration. Are

there enough historical datasets to do a proper calibration,
or do you have trouble finding an appropriate historical
set? What do you do if that’s the case? How can we make
an appropriate forecast?

Kenneth Travers: There are two aspects of the calibration.
Peter has provided a perspective on the historical data with
respect to the frequency arrival of a variety of different
types of perils, and where we all start from a historical cat-
alog and utilize some techniques to help fill those gaps.

As far as the vulnerability side of the equation, we addi-
tionally focus on calibration through the engineering sup-
port of EQECAT’s parent, ABS Consulting, a large engi-
neering consulting firm focused on natural and manmade
perils. At ABS, we have teams of engineers that provide a
whole host of natural catastrophe support for corporate
and government clients around the world. We utilize these
teams for several things.

First, they help us develop empirical models and what
we see the vulnerability responses to be on a variety of
asset classes, including commercial and industrial build-
ings and unique assets such as offshore platforms and
power generation equipment. 

Second, we also utilize our resources on the ground, and
have been doing so for almost 30 years, when actual events
occur around the world. ABS Consulting and EQECAT will
send teams of people to earthquakes, hurricanes, and flood
events not only to support our clients, but also to get a bet-
ter understanding of specifically what happened during a
particular event. This 30-year set of data and information is
valuable because we’ve seen how buildings, which one might
assume are identical or similar, respond quite differently—
even when they’re in close proximity to each other. We are
able to identify underlying characteristics as to why some
have collapsed and others have not. Still, with others, we
can’t necessarily identify the source and of course, that’s
uncertainty. EQECAT utilizes this insight to help us calibrate
our perspective on vulnerability. 

The third leg of this effort is, of course, to use claims
data, information that we gather from a wide variety of
insurers and reinsurers around the world after major events
to help us calibrate what we develop as vulnerability func-
tions within our model. 

Peter Nakada: I’ll split that into two pieces. We have to calibrate
the hazard piece of it, which is how often and how bad does
the wind blow or the ground shake. Then there’s the vulnera-
bility piece, which is how much damage is there if the wind
blows 110 miles an hour on a house that is a wood frame with
this kind of windows and this kind of roof attachment.

Those are two separable problems. On the hazard side,
the good news is there’s a decent amount of historical

We also utilize our resources on the ground,
and have been doing so for almost 30 years,
when actual events occur around the world.

—Kenneth Travers



data, so think about a hurricane being 100 years of his-
torical information about hurricane wind speeds. Even
there, within an average of two and change hurricanes per
year, you’re only looking at a couple of hundred data
points. It’s more than other challenges that we have, but
less than you would want necessarily to have something
really robust statistically.

What we do is we build a bridge
between what we can see and what we
want to know, and these are the structur-
al models that I was talking about. We
actually have a wind field model that
allows us to create hypothetical hurri-
canes from a number of parameters that
you model. One puts in things like central
pressure and things like the size of the
hurricane. One puts in things like the
path that it has taken to get to land, and
then using information about how hurri-
cane power behaves, it creates a model of
how the winds blow, and it then projects
that forward.

We do, of course, use the historical
data to inform the hurricane model.
Before 2006, for example, for the average
hurricane arrivals, we used to use the
100-year historical average because we
didn’t believe that there was anything bet-
ter than history.

In 2006, we changed our hurricane model because we
believed that the science of hurricane meteorology had
advanced to the point where the community of experts could
have a forward-looking view of hurricane activity that was
different from the 100-year historical average that was
informed by their knowledge of what was going on in, as it
turns out sea surface temperatures, and what that means for
hurricane frequency and severity.

We have used something that we call an expert elicita-
tion. We convene a panel of experts that study hurricanes.
We get them together. We ask them a set of structured
questions about their view of hurricane activity rates, and
then we come out with a consensus. You don’t tend to see
this kind of interface between the scientific community
and the model parameters in other asset classes.

It has worked pretty well for us. What we have found is
that ever since 2006, the consensus was that because we are
in a period of higher sea surface temperatures, we are in a
period of elevated hurricane activity rates. That’s an inter-
esting addition to calibrating to history.

Standard & Poor’s: How do you validate the model? Do you
use traditional “in sample and out of sample” validation?

How do you assess whether the model is robust and the past
is indicative of the future?

Peter Nakada: When someone doesn’t have a lot of data you
can’t really do the traditional in sample, out of sample test-
ing. What we usually do is do a judgmental look at what the

model says for historical events. For
example, we run all of the historical
earthquake events through our vulnera-
bility model so we know how much the
ground was shaking in, for example.

We then run that through our vulner-
ability and we say if the Northridge
Earthquake were to reoccur today, this
is how much loss there would be. Our
folks and people in the market look at
that and say “does that make sense
interposing?” So it’s more of that, and
then also on the frequency side, you can
do a historical exceedance probability
curve, so for the probability of having a
loss greater than a certain amount, you
can plot the model exceedance proba-
bility curve. Then you can plot a histor-
ical one that is basically assuming that
the historical events are the events that
make up that exceedance probability.
It’s a little bit crude because you could

be off just because of luck, but it’s somewhat of an indi-
cation of whether you are close enough. 

Kenneth Travers: We’re all faced with the same issues—
there’s just a limited amount of data to be able to do in and
out sampling. In a similar fashion, we’ll break the models
apart once we create them initially, and contrast them, run
them against the perspective hazard, look at the historical
catalog of events, and see if we’re in sync or in line with the
frequency assumptions.

We’ll do testing, for example, for hurricane or European
windstorm. We’ll look at the wind speed hazard historical-
ly. On the vulnerability side, we’ll take a look and run that
through all of the historical catalog events to see if our
model produces what we’ve seen in those historical events
that have occurred, where we have good data.

It’s a similar approach to that in validation. Again,
because we’re starting with a limited data set, it becomes
rather difficult. What we want to do is try to reproduce
what the market has seen or experienced. With respect to
losses that are actually reported, there is also a phenomenon
of demand surge and claims paying practices that can work
into the mix that can otherwise change your technical risk
perspective of how these assets should have responded. We
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go through an effort of trying to validate those local phe-
nomena as well.

Depending upon the region, components of our models
are validated by third-party experts in disciplines including
civil and structural engineering, geologic sciences, meteorol-
ogy, and actuarial science. This process is important to
assure that the resultant risk metrics pro-
duced are supported by sound modeling
principles and provide credible results to
the market.

Standard & Poor’s: What are the most
common practices for quantifying
longevity risk?

Saul Goodman: We look at longevity risk
from an historical experience perspec-
tive and we project based on a table. We
have a mortality table that takes into
account the different risk categories of
the exposed lives, and we use that to
project forward.

You can take into account expected
mortality improvements, or you can
leave that in if you want a measure of
conservatism, depending on what you’re
modeling. Essentially the baseline is a
deterministic projection where you take
your best estimate mortality and project that forward.
Then we apply various shocks to that, or stresses to that,
and depending on the rating agency you’re working with,
there is a lot of interest in particular on things like mortal-
ity post level term period for term insurance product. The
stresses will include stressing lapse rates and associated
mortality effects.

Standard & Poor’s: How do you incorporate medical and
other longevity improvements into the forecast?

Saul Goodman: What we’re looking at on our deals now are
relatively short-term projections, so we’re looking ahead I
would say five to 10 years. We’re protecting against high
mortality, so we’re less concerned about medical advance-
ments to the extent that the risk that we’re passing
through is more linked to severe mortality or catastroph-
ic mortality. To some extent, you could quantify the
impact or the reduction on the exposure resulting from
projected improvements. 

Peter Nakada: My understanding, Saul, from what you said
before, is you’re looking at mostly Regulation XXX (other-
wise known as Triple-X) modeling, and when we think

about modeling that, we don’t use our longevity model for
that. We use our pandemic flu model or our catastrophic
mortality model which, when we end up looking at most
Regulation XXX credit structures, it’s mostly pandemic flu
that triggers it. But mostly we think of it as a pandemic flu. 

Saul Goodman: There is some concern
linked to adverse selection that may be
tied to lapsation, but in general I would
agree. The catastrophic type risk would
be similar to pandemic flu or other
pandemic events.

Standard & Poor’s: Can you describe some
of the most important features for
longevity risk models?

Saul Goodman: We use structural models,
and, as I said, we’ve identified various
risk categories and we sliced the histor-
ical experience along those lines. Then
we would do simulations projecting
into the future.

Peter Nakada: Our understanding is that a
lot of the industry uses actuarial tech-
niques for thinking about mortality and
longevity, and typically what we’ve seen

is an extrapolation of prior trends informed by slicing and
dicing by population. So you look at the rate people were
dying at in the past, slice and dice it by bucket, then project
that bucket forward.

What we’ve done is, we’ve built a longevity catastro-
phe model that is very similar to the structural models
that we have in the natural catastrophe world where we
actually simulate the medical drivers of longevity, and we
have it boiled down into six drivers that we call vitagion,
which are lifestyle, health environment, disease reduc-
tion, regenerative medicine, and life extension, and then
catastrophe is something that is on the other side. But
those are the six drivers.

Then we model each one bottom up and see what is the
impact, what is actually going to cause people to live
longer, and then, how can we model that. For example,
for disease reduction, we model every one of the over
2,000 drugs in the FDA pipeline, and we figure out if it
gets through the FDA approval, what are the odds that it
reduces what it’s supposed to reduce by a certain amount
in the population?

That then gets driven into the survival statistics, and
then it goes forward from there. Interestingly, because the
FDA approval process is quite long—it takes at least seven

Saul Goodman
Vice President
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years until something comes out at the back end—there
isn’t a lot that can happen quickly. You’re not going to
find something overnight.

For the next seven to 10 years, there aren’t likely going to
be miracle cures that are going to extend things dramatically.

Standard & Poor’s: Regarding model validation, what kind of
tests do you use to back-test the life expectancy?

Saul Goodman: We do the standard type validations that are
typical in appraisal work or life projections. I would say
that for rating purposes, agencies like to see external con-
sultants develop the actuarial projections, and they would
typically do standard validations.

You would look at the projected outflows associated with
claims, and you would ensure that initially the modeled data
adequately fits the exposure of the block of business. You
would validate all the key financial exposures of the block of
business, and then projecting things like premiums and
claims, you’d compare that to actual over the last few years.

We focus quite a bit on validating the reserving since
Regulation XXX structures are associated with redundant
reserve financing. What we sometimes see is differences
depending on the reserving models or systems that are used
to produce the reserves, so we ensure that even if there are
some remaining differences that we might adjust for, we
understand the drivers of those differences. 

Kenneth Travers: EQECAT offers catastrophe modeling for
workers’ compensation and supports group life analyses
through consulting offerings for terrorism, hurricane, and
earthquake perils, the latter specifically for the West
Coast of the United States. We inform those models in a
similar fashion to what we do for property. We approach
it with our same underlying peril region models, and then
we bin up the population that we’re modeling with out-
put based on a classification of six medical outcomes, of
course the top being fatalities and the second being those
leading to fatalities. Our modeling then provides risk met-
ric output similar to what we would normally develop
with our property-based models, including expected loss
metrics and per-occurrence losses by region/state and by
class of population. 

Standard & Poor’s: Can you describe systemic and idiosyncrat-
ic components in longevity risk?

Saul Goodman: I think that issue is getting quite a bit of
focus now, particularly with developments in the U.K.
on the longevity side, where they’re looking for capacity

in the financial markets to finance some of the pension
obligations. They’ve looked carefully at how great is the
basis risk and whether that is something that pension
fund providers would be willing to pay for orto retain.

What I would say on our side, we’re not using indices.
We’re passing through the risk of an actual group of lives,
and the banks, on their side, might want to swap out some
of that mortality risk. For them, that may be more of an
issue as to what basis risk they are comfortable retaining. 

Standard & Poor’s: One last thing. I wanted to get your feed-
back on some of the existing standard models for longevity
risk like the Lee-Carter model, as well as maybe others that
I’m not aware of. 

Saul Goodman: I’d say the Lee-Carter is reasonably widely
used, including modified Lee-Carter models, but there are
critics of the Lee-Carter model. I think in the U.K. there
are some potential shortcomings of that model that don’t
take into account differences between cohortsof lives.

I haven’t seen Lee-Carter widely used for the kinds of
modeling we’re doing of life blocks. Typically, the kind of
stochastic modeling is random variation around a fixed
mean and stochastic future mortality improvements.

Peter Nakada: One of the things that we found with our
longevity model, compared with the Lee-Carter model, is
that we found much tighter error bars after calibrating
our model. Our range is quite a bit lower than the Lee-
Carter model’s range, and you can think about that as us
putting more structure into the model because we only
have six things that can drive the variation, and we study
each one separately—the rest becomes noise. In Lee-
Carter land, one has a trend, and then everything is noise
around that. One of the things that we’ve noticed is, the
more you specify in a model structurally, the lower your
error is. ●
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For Alternative 
Energy Securitization,
Growth Will Require
Clear And Consistent
Government Policy

There isn’t yet a sustained and robust securitization market

for alternative energy projects. This is largely because, in

the past few years, these undertakings have typically been funded

through bank loans or project finance deals. Yet, the potential for

more securitization in the alternative energy sector remains

intriguing and could prove increasingly viable—especially if

investors and project developers begin to feel more certain about

the future direction of U.S. energy policy toward alternatives.

According to one participant in Standard & Poor’s roundtable

discussion on alternative and renewable energy transactions,

“Gridlock in Washington is probably a greater danger for this

industry than most others.” 
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Nevertheless, the flow of alternative and renewable energy
deals through late 2010 has been steady, with several trans-
actions and 30 active banks in the sector, according to one
participant. None have been pure securitizations. Typically,
they’re hybrids consisting of traditional project financing
with securitization components. This small stream of deals,
however, faces an uncertain future. Not only are investors
sometimes looking for longer maturities than bank or proj-
ect financing can offer, but bank lending might end up being
constrained by the new capital guidelines in the Basel III
Accords. The securitization of alternative energy projects is
still in the embryonic stage, and the panelists believe that
major changes in public policy and investor understanding
are necessary for it to reach its fullest potential.

Panel Discussion 
Winston Chang, managing director and analytical manager
for new issue transactions in Standard & Poor’s Structured
Credit group, moderated the roundtable. 

What follows is an edited excerpt of the conversation.
The opinions expressed in this article are the opinions of
the individual participants, not of their employers or
Standard & Poor’s.

Macroeconomic Perspectives
Standard & Poor’s: What has been the impact of the current
macroeconomic environment on the alternative energy mar-
ket? How do you compare 2010 with 2009?

John Joshi: From what we’re seeing statistically, the alterna-
tive energy market held up very well relative to the broad
markets and other sectors—including the banking, finan-
cial, and securitization markets.

Ron Borod: I think that the esoteric structured debt market’s
return after the financial crisis that peaked in 2009 points
to greater activity in the alternative energy space.

Anadi Jauhari: The impact of the macroeconomic environ-
ment on the alternative energy sector is most visible in the
banking system, through the availability of debt and project
finance funding. Project finance desks underwrote a signifi-

cant amount of alternative energy projects. One reason for
the continued issuance of alternative energy deals during the
financial crisis was their conservative terms, such as shorter
maturities and higher credit ratios. In 2009, we saw struc-
tures with tenors between five and seven years. Now, some
of the banks are coming back and are comfortable with
tenors of 10 to 12 years or more.

Keith Martin: In the U.S. market, the economic stimulus bill
helped the renewable or alternative energy sector significant-
ly. Anecdotally, just judging from lawyers’ billable hours,
we’re all exhausted. The alternative energy sector has been
robust in the past two years. The outlook is more challenging.

This is an industry that relies on temporary public policy
support that Congress has to renew periodically. Gridlock
in Washington is probably a greater danger for this industry
than most others. This year, newly-installed capacity in the
wind market is down about half from last year, although
2009 was unusually strong; it’s expected to remain at 2010
levels next year. The continuing inability to get power con-
tracts is a troubling cloud on the horizon.

Regarding capital, most renewable energy products have
traditionally been financed in the U.S. market with tax equi-
ty. However, last year, only 40% of the capital going into
the wind sector, which is the easiest to track, came from tax
equity. The other 60% was debt or true equity. Tax equity
is anywhere from 270 to 400 basis points more expensive
than it was in 2007, depending on how you measure it.

The supply of tax equity this year and the volume of deals
will exceed those in 2007, which was the last good year
unaffected by the economic collapse. For instance, as of the
end of third-quarter 2010, a total $4.2 billion–$4.3 billion
has already been funded in tax equity in the U.S. for wind
and solar, compared with $5.4 billion in 2007. With the
deals in the pipeline, we should surpass that.

When you talk about raising debt capital, there are at
least 30 active banks. The debt markets seem fine, with
about 28 alternative energy deals financed so far this year.
The more recent ones have been in the bank market with
15-year maturities, aside from one with a 17-year term. In
the institutional debt market, where the rates tend to be a
little higher, you’re getting 20- and 25-year debt.
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Government Policy And Support
Standard & Poor’s: Let’s talk about an overarching theme in
this sector: What impact does government policy have on
building securitization platforms for alternative and renew-
able energy projects?

John Joshi: A comprehensive energy policy
is needed. That’s a key issue. To be effec-
tive, it can’t be something that has to be
changed every year. Our energy policy
also needs to be far more comprehensive
and should include more Clean Energy
Deployment Administration (CEDA)
entities, green banks, and public/private
partnership structures.

Ron Borod: The elephant in the room for
the alternative energy space is what’s
going on politically. Congress has to
decide—are we going to have an energy
policy or not?

Anadi Jauhari: Government subsidies are
critical in the U.S., and maybe in other
jurisdictions too. If you look across the
markets in the Americas, however,
you’ll find that a number of countries
have no explicit subsidy via the tax code for their energy
projects. It’s been argued that exposing these projects to
competitive bids before the feed-in tariff is a better form
of regulatory regime.

Depending on the certainty of the regulatory regime, and
the reliance of the renewable and alternative energy projects
on regulatory support, projects will vary in terms of their
risk profiles. So that might mean more opportunities out-
side, not inside, the U.S. I think if the U.S. market evolves
in fits and starts due to uncertain public policy, then it’s
going to be challenging to think about financing models or
securitization structures.

Keith Martin: If you think about the cost per installed
megawatt of capacity, alternative energy technologies can’t
yet compete effectively without public policy supports.
Those supports, in theory, are temporary until these tech-
nologies can reach the scale they need to bring down the
cost. In practice it’s a dynamic, fluid market when you have
natural gas prices falling as much as they have. The goal line
moves farther away.

Standard & Poor’s: Where in the alternative and renewable
energy sector do you see or expect to see more consistent
securitization flow?

Ron Borod: If Basel III and other influences put a noticeable
limitation on the banks’ ability to fund, it’ll be the need for
capital that kick-starts securitization. Necessity will be the
determining factor here. I believe that many of the ele-
ments are already in place to get some programs done.
When you look at some of the deals that were rated before

the meltdown, they were all using the
project financing model. Many of these
project-finance alternative energy deals
included elements of securitization.

John Joshi: It will take a strong founda-
tion of public policy that’s long-term to
push securitization forward, in my
view—both on the energy side and the
financing side. You can’t sit there and,
every two or three years, have to figure
out whether your project is going to be
viable. Investors can’t take that risk.

The Role Securitization Can Play 
Standard & Poor’s: I’d be interested in hear-
ing what folks here are classifying as
securitization in their minds.

Ron Borod: Securitization technology has
brought liquidity into parts of what

we’re calling the esoteric market. We had a dialogue at this
rating agency a few years ago about whether it would be
possible, for example, to tranche wind portfolios. The
project finance template would say it’s an on/off switch:
We would rate primarily based on the strength of the oper-
ator, and there would be a ceiling on how high that rating
could be. For wind, that’s generally been ‘BBB’ or ‘BBB-’.
That’s kind of where the industry sits.

John Joshi: To see securitization flow in this space will
require opening up to broader capital markets and free-
ing up capital beyond the traditional bank loan markets
or balance sheet financing that we’ve been talking about.
Given the landscape of the U.N. and the World Bank, it’s
estimated that we need to deploy about$10 trillion to
meet our energy needs throughabout 2050.

Keith Martin: From the standpoint of a CFO of a renewable
energy company, he or she is just trying to stack capital,
going from cheapest to most expensive, to cover the full
project cost. The entire cost can’t be found in one place.

So how do you stack? The cheapest is 30% of the cost, and
it’s currently covered by Treasury cash grants. The next cheap-
est, if you can get it, is federally guaranteed debt. If you can
borrow under the innovative loan guarantee program, you’re
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paying 7.5 basis points above Treasuries. The next cheapest is
probably tax equity. It has some features in common with
debt, but you’re repaying it partly in a currency you can’t use
efficiently on your own. Then there’s true debt, and then true
equity. Securitization is a very interesting thought, but you
have to figure out where it fits in this capital stack. 

The other point is that the tax subsi-
dies on wind and solar projects are
potentially worth about 56 cents per dol-
lar. No one can afford to leave them on
the table. It will be very interesting to
think how you’d marry a securitization
structure with a tax equity deal.

Ron Borod: I don’t believe it’s really that
difficult. I’m working on several deals
right now where we’re combining vari-
ous elements of the capital stack with a
securitization structure. That’s pretty
routine in this industry. 

One of the major benefits of using
securitized debt for your true debt piece
is the tenor. We’re working on a trans-
action right now where the tenor will be
25 years, and another for which it’ll be
about 30. Tenor matters. If you’re the
CFO and you can get a longer-dated
true debt piece to your capital stack,
that’s more dollars, and that’s one of the cheapest sources
of capital. That’s really what’s been driving this market
for many years.

John Joshi: If you look at a traditional asset-backed struc-
ture, even the senior bonds will have a maturity date that
might be 25 years out. They may have a weighted average
life expected to be much shorter—three, four, or five years,
or some other duration. But the actual implied maturity
(without prepayments or any other curtailments) is 25 or 30
years. If you want long-term debt placement, securitization
is a good source for that type of structure.

Anadi Jauhari: The question is, can the two sources (tax-
motivated capital and private capital) be blended? If you
stack the cheapest to the most expensive, and the most
expensive becomes the longer-dated capital provided by
institutional investors or specialized funds, can the sources
be skillfully blended into one pool of capital that can
finance a portfolio of alternative energy projects?

The primary benefit I see—which is essentially the ben-
efit of securitization—would occur when you blend a
number of projects in a portfolio. Then you would “diver-
sify away” the idiosyncratic risks of a single asset. When

in a portfolio, a single asset becomes really indistinguish-
able as far as its individual wind risk or individual wind
turbine risk. A portfolio will likely have its own character-
istics and a lower risk profile. With that, if you have 30-
year financing and government sources of capital, which
cost much less, I think that could be a great solution to

achieve debt-related cost-efficiency. But
I don’t know how easy it would be to
blend all these sources.

Ron Borod: If you’re the CFO and you’re
trying to finance a specific project,
securitization may not work for you.
But if you have some seasoned projects
in a portfolio and want to back-lever-
age that portfolio, that’s where securiti-
zation would have its ideal applica-
tion—because you’ve now got your
portfolio, you have scale, and you can
go with your long-dated debt to take
out the debt piece of your capital struc-
ture with securitization.

Anadi Jauhari: In a way, it’s functionally
equivalent to when banks securitize their
portfolios. So think of this as banks own-
ing a lot of senior debt to wind farms on
their balance sheets, in tenors ranging

from five to 10 years or longer. If they put all the loans
together and basically securitize just the wind or alternative
energy portfolios, they’re likely to achieve the same balance
sheet effect. And hopefully, it will be reflected in banks’ cost
of financing those wind farms, the benefit of which will
extend to the company. Isn’t this very similar?

Standard & Poor’s: Would you please summarize your views
on the opportunities and challenges facing alternative ener-
gy securitization in the future?

John Joshi: Getting alternative energy securitization to lift
off has been a slow process. We’re seeing the project finance
area continuing on for the renewable energy sector, but the
broader securitization markets are not really that active
beyond traditional consumer assets and some commercial
mortgage-backed securities. It would be much harder for
“esoteric” or off-the-run assets like solar leases, wind farms,
and other renewable assets currently.

We are seeing private deals that are modeled more like
master limited partnerships (MLP) or limited partner-
ship/general partnership (LP/GP) structures but not like
true securitizations. There are macro issues that have to be
dealt with before securitization can grow in this sector.

John Joshi
Managing Director
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Specifically, in the U.S., we have to figure out the right
energy policy and how we’re going to put that in place.
Are we willing to be part of a global action on environ-
mental policies involving carbon abatement, among other
issues? With ongoing developments and proposals for the
green bank and the covered bond market modeled after
existing structures in Europe and else-
where, there is potential for creating
long-term financing opportunities for
renewable structures with the appropri-
ate leverage and credit enhancement.
The growing movement in ESG and SRI
investments is also a potential source for
additional capital, thereby creating
demand for the asset class.

Ron Borod: I think that securitization is defi-
nitely a growth opportunity, although it
may be a slow-growing one. All the trends
we’re talking about are long-term. Maybe
there are a few elements of securitization in
some of our deals, and maybe those ele-
ments will start to populate more and more
of them, eventually getting us to where we
want to be. I see it as a long journey.

Anadi Jauhari: What I’m seeing in the alter-
native investments space is the emergence
of long-dated pools of capital as an alternative market.
Think of this as a shadow bank system that is emerging
because banks won’t likely be long-term providers of capi-
tal to the industry. We’ve seen that in Australia, and in

Europe; dedicated debt funds backed by long-term institu-
tional investors are emerging to invest in infrastructure.

In terms of just solar and wind, it seems to me that solar is
perceived to be less volatile when it comes to both resource risk
and performance degradation. Depending on where you are
geographically, it’ll have a material change on the economics.

Mezzanine financing for energy proj-
ects is likely to increase. It seems to me
that many positive characteristics of alter-
native energy or renewable infrastructure
(i.e., stable cash flows, inflation hedging,
and residual value) can be monetized to
appeal to different investors. We see this
innovation happening now. We should
expect more institutional capital emerging
to fund the significant infrastructure
needs for renewable energy.

Keith Martin: I’m optimistic in the medium
term. I think even if the pace of growth in
the U.S. slows, India and China will pick
it up on a large scale, which could bring
costs down.

I also see priorities shifting in the wake
of the November elections from a federal
energy policy to a renewed focus on what
can done to advance the clean energy
agenda at the state level. This is what hap-

pened during the Bush Administration: When the Federal
Government wasn’t interested in dealing with carbon, the
emphasis shifted to states. I see that happening again for at
least the next couple of years. ●
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Longevity Securitization
Is Poised For Growth
As New Investors Step
Into The Market

Longevity securitizations and longevity hedging are becoming

more popular with investors for their potential yields,

relative stability, and low correlation with other asset classes,

according to panelists at a recent roundtable discussion hosted

by Standard & Poor’s. 

Long the domain of insurers and reinsurers, financial

instruments created to offset longevity-related risks—essentially,

the risks of higher-than-expected payouts due to increasing life

expectancies—are now attracting interest from pension plans

seeking to mitigate these risks, as well as from investors such as

hedge funds and alternative investment firms. 
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Up to now, transfers of longevity risk have been limited
to some transactions in the U.K. and, more recently, the
Netherlands. But while some challenges remain in terms
of investor education, barriers to entry, and a limited
secondary market, the roundtable panelists were unani-
mous that the longevity market has potential to grow in
the U.S. 

Participants noted that because insur-
ance and reinsurance companies hold
large books of mortality-related risk,
longevity risk offers a natural hedge—and
consequently, growth is likely to acceler-
ate there first. But as one panelist said,
capital-market efforts to standardize
longevity transactions—such as the Life
& Longevity Markets Association’s pro-
motion of consistent best practices and
tradable indices—will provide greater
transparency and confidence for a broad-
er pool of investors and allow transaction
activity to grow. 

Panel Discussion
Winston Chang, managing director and
analytical manager for new issue transac-
tions in Standard & Poor’s Structured
Credit Group, moderated the roundtable

What follows is an edited excerpt of
the conversation. The opinions expressed in this article are
the opinions of the individual participants, not of their
employers or Standard & Poor’s.

Market Overview
Standard & Poor’s: What types of transactions are you seeing,
given the early stage of longevity securitization?

Jeffrey Stern: There are a few different structures that we
are seeing in the market. First, there are several types of
structured insurance finance transactions, such as
Regulation XXX and Guideline AXXX reserve-funding
transactions, which use insurance technology to achieve a
combination of financing and risk transfer goals. While

they are complex deals that require quite heavy structur-
ing, this class of transactions has been quite robust in the
last several years, even through the capital markets crisis.
These insurance finance deals continue to be very active,
although they have shifted from capital market issuances
to bank balance sheet execution.

I’m also seeing a significant volume of
life settlement and premium finance
transactions, which have been major
drivers in this longevity and mortality
market. These transactions have become
an increasingly important component of
this developing market.

Finally, I am starting to see a material
increase in the number of pure risk-
transfer transactions. Although such
risk-transfer deals are currently the
smallest of these three transaction cate-
gories, they likely represent the one with
the biggest potential for growth. There
is enormous need, particularly in the
pension plan arena, for transfer of mor-
tality and longevity risks. There have
been several longevity and mortality
risk transfer deals that closed this year
in the U.S. and an even greater number
completed in Europe. These deals were
typically structured for companies that

face significant longevity or mortality risk and were trying
to shed or manage that risk. 

Ron D’Vari: One early indicator of a sector, like longevity secu-
ritization, coming alive is if Wall Street is hiring specialists,
and we’re seeing that. Some banks that let people go during
the downturn have hired them back. It’s probably one of the
areas that have not yet seen its liquidity return in a meaning-
ful way, which means that profit margins will remain high as
the result of other sectors really rallying. 

We’re seeing interest for life settlement and traditional col-
lateralized premium finance from the alternative investment
community and banks, and also some Northern European
parties drawn by embedded values in these transactions. 
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There are parties with unfavorable experience in improp-
erly underwritten life settlement and uncollateralized premi-
um finance that are discontinuing and unwinding their
exposures, but people are gradually lining up to take them.
We are experiencing quite a bit of inquiry aboutthe tools
and analytic services for transparency, disciplined evalua-
tion, and ongoing management of these
stranded portfolios.

Jeffrey Stern: You mentioned the issues
of transparency in life settlement trans-
actions, and we spoke earlier about
some of the risk and legal issues associ-
ated with pooling life settlements. It is
interesting to note that synthetic life
portfolios formed in recent years by
various banks represent one possible
approach to addressing certain of those
issues. On the other hand, setting up
synthetic life portfolios can be labori-
ous and expensive. 

Gordon Fletcher: I advise pension plans on
these issues, and there are two areas you
identified: hedging the risk and investing in
longevity-related products. For some
plans, it may be attractive to invest in
longevity as a relatively small proportion of a diversified alter-
native portfolio.  

However, the main activity I see is de-risking and hedg-
ing. That’s been substantially focused in the U.K., with
funded or unfunded transactions, and is growing in the
Netherlands following updated mortality tables. It’s a much
less active market in the U.S.—one big reason being that
buyer-seller pricing hasn’t converged. 

When I approached the market for our U.K. clients about
five years ago, pricing between buyers and sellers was miles
apart, primarily because banks were charging too much and
pension funds were adopting too-low assumptions. In a
more recent transaction we’ve been involved in, the pension
plan could have laid off the risk and still made a profit
against their book reserve. To get to this point, providers
reduced their prices and pension plans substantially
increased their reserving assumptions, mostly through U.K.
regulatory pressure. That hasn’t happened in the U.S.; there’s
much less focus from the actuarial and regulatory bodies on
pension plan mortality assumptions. 

But even large pension fund populations differ greatly.
There’s been much U.K. activity looking at mortality at
the postal code level that uncovers differences between
socioeconomic classes. There’s no reason that this can’tbe
done in the U.S. 

Investor Focus
Standard & Poor’s: What are the critical components of
investors’ decision-making?

Manish Kapoor: One big concern across all asset classes is
counterparty credit risk. Some investors in longevity are giv-

ing as much thought to analyzing counter-
party credit risk as longevity risk. Issues
did arise from collateralization provisions
in past transactions. Counterparty risk
and collateral provisions have been given
more attention in recent transactions. For
example, issuances of extreme mortality
bonds were collateralized with IBRD
[International Bank for Reconstruction
and Development] bonds, which are fairly
high-quality. However, in a low interest
rate environment, high-quality collateral
tends to drag down projected returns. 

There are certainly reasonably good
approximations of LEs—life expectan-
cies—in the short term. But for long-term
residual LEs, 20-plus years out, for exam-
ple, especially for younger populations,
there is significant concern about jumps
in LE. 

Gordon Fletcher: The key for pension funds in hedging or
investing is simplicity and counterparty security. Generally,
pension funds are quite risk-averse, with strong fiduciary
responsibilities that push them there. But the products are
generally not simple, so unless pension funds have very
sophisticated in-house capabilities, they need specialist
advice. It can get quite complex, which puts them offfrom
this space. 

Counterparty issues were a real problem a few years
back, particularly for U.K. deals. The risk transfer business
grew massively up to about 2008, when it ran into prob-
lems, in particular counterparty risk. If a pension fund is
going to hand over substantial assets on day 1, how do they
ensure that the counterparty will be around to keep their
promise in 20 to 30 years?

Ron D’Vari: In life settlement and premium finance, larger
asset managers don’t find it cost-effective to maintain talent
and build the requisite infrastructure unless there is enough
product scale and liquidity yet to be achieved. However, the
uncorrelated return pattern of longevity is attractive to
alternative investors. Hence, the interest comes mostly from
private equity and hedge funds; some decide to use special-
ized longevity solution providers such as ours to access the
asset class more efficiently. 
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Standard & Poor’s: Are there other differences between U.S.
and European longevity securitizations? 

Gordon Fletcher: Not much is going on in the U.K. life settle-
ment area; it’s primarily a U.S.-based product. But there’s
more activity in U.K. longevity hedging, and I see no reason
why that shouldn’t come to the U.S.
Certainly, the growing number of pen-
sion funds that are freezing will be a driv-
er. After a hard freeze, you’re no longer
accruing benefits; the lifetime of that plan
becomes finite. Pension sponsors want to
get some certainty over those costs and to
reserve sufficiently to run the plan off or
annuitize it. If they’re wrong on longevi-
ty, they’ll have to put in a lot more money
in the future. 

So hedging themselves against that
could certainly be desirable for U.S. plans,
and there’s certainly potential. It’s all con-
nected with the maturity of the plans.
There’s always tension between hedges
that want 50- to 60-year products and
those investors that want nothing beyond
10 years. 

In addition, longevity deals have
been quite inelegant. In one large U.K.
hedge, part of the documentation was a
several-hundred-megabyte spreadsheet
that included all plan participants, their spouses, and
monthly cash flows for 60 years, etc. Anything involving
individual member data can become a real minefield. 

The life and longevity markets associations are currently
active in the U.K., and looking overseas. They’re seeking to
standardize things. That’s attractive to investors, and could
be attractive to hedgers, as well. We need to move pension
funds from fixating on totally removing risk to something
more akin to managing risk, as they’re doing on the asset
side. For example, they’re investing in long credit to miti-
gate the interest rate and credit spread risks. 

Jeffrey Stern: You’re right that U.S. insurers in many ways
are the natural buyers of this product. If insurance compa-
nies become significant participants in the longevity risk
transfer market, that may address some of the pricing issues
that Gordon referenced before, since the insurance compa-
nies may not demand the high-return profile that most
hedge funds, for example, would require. Moreover, the fact
that acquiring longevity risk is such a natural hedge for
insurers actually creates an embedded value that may fur-
ther temper their need to earn high returns on the longevity
risk protection they provide.  

There is still another advantage that insurers offer as
acquirers of longevity risk. One of the issues the capital
markets face, with regard to longevity and mortality risks,
is that the investors’ analytical teams are generally not set
up to evaluate actuarial risk. They understand credit risk;
they don’t necessarily understand actuarial risk. The

monolines played an important role in
managing this gap in analytics, particu-
larly in rated XXX and AXXX transac-
tions because they were able to mediate
between the sponsoring insurance com-
panies and the capital markets.
Although the monolines can no longer
readily play this mediating role in these
transactions, the entrance of insurers as
key participants may serve to mitigate
this loss. The insurance companies—as
investors—have the necessary actuarial
expertise to assess transaction risk and
so have the capacity to analyze deals and
price properly. 

One of the bigger barriers to the entry
of insurance companies into the longevity
risk-transfer markets may be that while
the insurance companies have made enor-
mous strides over the last 10 years, in
their sophistication in financial engineer-
ing and financial matters, I’m still not
sure that there are many insurers that are

nimble enough to throw themselves into this emerging field.

Manish Kapoor: On a transactional level, certainly significant
activity has been restricted to the U.K. However, on a macro
basis, it is interesting to look at pension funds in the U.S.,
especially the public pension funds, which have expected
asset return targets of 8% but are typically earning signifi-
cantly below that target rate. There has been a trend with
certain public pension funds focusing on moving more into
more alternative assets. For example, the Texas teachers’
pension fund entered into a transaction to lease the parking
meters in Chicago, pushing the envelope for higher returns.
U.S. pension funds have typically been more asset-focused,
but are now starting to focus on the liability side as well. 

Thinking about longevity hedging is similar to LDI [lia-
bility-driven investment] strategies, where pension funds
entered into interest-rate swaps to balance out their net
short duration position. Longevity hedging is an extension
of focusing on other attributes on the liability side. This is
important given the significant pension deficits, which will
require a focus on the liability side as well. I completely
agree with you that we need more end capital market users
of longevity. 

Gordon J. Fletcher, FIA, Ph.D.
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As of now, longevity investors of significant size have
been confined to the insurers and the reinsurers, since in
many cases this is an organic hedge within their existing
books. When I look at longevity, there are certain parallels
to where the catastrophe bond market was 10 to 12 years
ago and issuers realizing the value of using capital markets
to finance storms and earthquakes.

I think longevity hedging is elegant in
a similar sense, in that it allows an enti-
ty to finance pension fund deficit risk,
reverse mortgage longevity risk, and so
on and so forth. I think you are seeing
the beginning of a deeper capital mar-
ket as people start to understand
longevity. I would think that there are
investors such as family offices that are
looking for low-correlation assets, and
longevity is one such asset. Again, I
think some of the main points that need
to be fleshed out include obtaining
more comprehensive actuarial data and
agreement on pricing methodology,
especially for long-dated flows. 

Right now, the number of players that
you could effectively break or novate a
trade to is fairly limited. It’s certainly
growing, but if you’re a hedge fund, you
typically are subject to certain liquidity
constraints, based on what the lock-ups
for your investors are. Given that, I think some hedge funds
are looking at this and are very interested, and are moving
into it slowly and with prudence, but I think we’ll see more
activity on that front.

Standard & Poor’s: Gordon, what was the investor base in the
deal you were working on?

Gordon Fletcher: It’s almost exclusively global reinsurers with
large mortality books and, interestingly, large U.S. mortali-
ty books. They’ve written a huge amount of term insurance
and they get diversification benefits for taking on longevity
risk. Solvency II [the EU’s updated regulatory requirements
for insurance firms] permits them to take a capital credit
there. Almost exclusively in the U.K., the big players who
ultimately take this risk are large reinsurers. 

Standard & Poor’s: These transactions are often referred to as
nontraditional investments. What type of investors might be
attracted to longevity securitization?

Manish Kapoor: In this current environment, an investor in
an alternative asset class would be required to do much of

their own bespoke due diligence. That’s where some index-
driven initiatives come in: they certainly don’t remove the
burden of due diligence, but they do place it in more of a
standard box. Investing in alternative assets currently
requires months of extensive due diligence. I see some stan-
dardization of certain components down the road, perhaps

documentation clauses.
For the next few years, in every asset

class, many investors and managers will
be doing their own due diligence, possibly
in conjunction with outside asset special-
ists. It certainly makes sense for investors
to be aware of the various risks, and
more importantly, to be more aware of
how the portfolio would perform in a
stress scenario. 

It is important to think about scenar-
ios such as life expectancy extending out
one, two, or three years, ending up in the
99th percentile or multiple standard
deviations away from the median LE and
at least have some level of quantification
in stress scenarios. Investors are con-
cerned that they did not adequately
quantify certain implicit risks they had
assumed pre-2008. An example would
be the heightened focus on collateral and
counterparty risk. People are very proac-
tively probing to see where risks and

stresses are and how the portfolio behaves given another
2008-type scenario.

Ron D’Vari: People said reinsurers were taking this risk,but
they’re actually captive insurers specifically set up by hedge
funds. One jurisdiction is allowed to do that, primarily
Bermuda; also one of the other jurisdictions, where ultimate-
ly, capital requirements are dictated not by aU.K. or a U.S.
body, but, very frankly, by totallydifferent restrictions.  

One transaction we’re involved in—just the embedded
value of an insurance product—is taking about six months
on a very small book. Investors are looking into very sce-
nario-specific policyholders and their lapse behavior. An
insurance product like that has the complexity but also
offers good potential return for doing a deep dive analysis.
Of course, investors would need to make an investment in
the infrastructure and have focused resources or get sub-
advisors with the necessary tools to enter the space in a
meaningful way.

Government Regulation And Longevity Securitizations
Standard & Poor’s: What about new and existing regulations
and their impact? 
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Manish Kapoor: Solvency II seems to be more substance over
form, specifically more on the longevity side. QIS 5, a
draft under Solvency II, came out with a 25% stress factor
for longevity for writers of annuities, which gives them
more incentive to hedge out longevity exposure. From a
macro level, Solvency II gives the option of stress testing
internal models, but that’s not a trivial task and requires
significant resources. That could help bigger insurers and
reinsurers in the U.K., and could be a disadvantage to
smaller insurers. 

So basically, we may see market share go to bigger insur-
ers and reinsurers, which can take on more risk and use
their internal models to calculate associated capital, includ-
ing, but not limited to, longevity. 

Gordon Fletcher: In the pension space, accounting regulations
are changing in Europe, with changes potentially following
to the U.S. At the moment, pension funds in the U.S. are
allowed to book expected, rather than actual, returns on
assets. If we see changes in the U.S. regime, then this could
prompt a move from equities to bonds, and as the equity
risk in the plan declines, the longevity risk goes up so
longevity becomes more of an issue. So potential accounting
regulatory changes could impact pension funds’ plans to
hedge their longevity. 

Ron D’Vari: There’s a good reason banks don’t own a lot of
equity: regulators don’t allow them, and the new capital
requirements will make equity even less attractive. You
don’t need to go that far, but there has to be some ration-
al connection between how you perform on your assets
versus how your liabilities perform, or else we’re in a
dreamland. That’s where we focus on disciplined asset-lia-
bility management. 

Unfortunately, the natural fixed-income assets are a lot
less available as an investment for a lot of parties.
Therefore, all things equal, I would say yields should have
a tendency to decline—not because the economy will be in
the tank, but there’ll be less allocation to equity and more
to fixed income due to bigger emphasis on asset-liability
management. That by itself changes the dynamics of the
two asset classes and the growth environment in terms of
capital being available. Given this, I expect growing inter-
est from the pension funds to seek to hedge out their
longevity risk and naturally more involvement from
investors, particularly insurance companies, but mostlike-
ly in private transactions.  

Jeffrey Stern: There’s a certain irony that we’re in a period
of such growth in securities regulation and yet, there
remains this huge sector of the economy that seems to
have missed the attention of those driving the reregula-
tion process.  I’m wary of calling any area of finance
underregulated; however, it is probably true that U.S.
pensions have not been subjected to the same level of
heightened scrutiny that has been applied to the banking
and securities industries.  I suspect that will change over
time. Perhaps as pension plans mature, and as the PBGC
[Pension Benefit Guaranty Corp.] is called upon to save
an increasing number of plans, there will be a shift,
whether driven by the industry or by regulators, in the
management of assets and liabilities by U.S.pension
plans. I expect that we will then see moreconsistent
efforts by U.S. pension advisors to manage longevity risk.

Manish Kapoor: There are also political sensitivities. This week,
the Finnish finance minister said pension deficits are worsen-
ing the sovereign debt crisis. There certainly is significant
political awareness of the pension deficit both in the U.S. and
in Europe, and ultimately the capital markets would have to
be involved in helping to manage risk of that magnitude.

Market Outlook
Standard & Poor’s: I’d like to get everyone’s views about this
sector in the near future.

Gordon Fletcher: Six months ago, I wasn’t expecting to see a
lot of activity in this area; I’ve actually seen far more and

Left to Right: Ron D’Vari, Gordon J. Fletcher, Jeffrey Stern, and 
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I’m quite bullish. There’ll be more activity in pension-risk
transfers, first through funded transfers like annuitization.
A lot of U.S. insurers are well capitalized and very keen to
take on pension liabilities, and maybe subsequently we’ll see
pure longevity transactions—but they’ll be at the back of
the train.

Ron D’Vari: The first fund will be positive and probably will
target insurance companies, because they’re the natural
takers of this risk, with tools to analyze it, plus the other
requirement highlighted: not being marked to market. 

Multiline insurance companies have done much work in
product-line diversified risk themselves. With this as a new
tool, they can easily absorb the marginal transactions.
Hopefully, capital market intermediaries would recognize
that soon enough and become a conduit to put together the
parties as much as possible. 

I’m a big fan of separate accounts, and managing specif-
ic risk with specific portfolios. That’s a trend in insurance
companies. On the capital market side, there is much focus
on life settlements and then on premium finance, which is
actually not as much of a natural product for insurance
companies to participate in. So that’s a true alternative asset
class that we are focused on, in terms of being able to ana-
lyze it and evaluate risks and pricing. 

Jeffrey Stern: We are entering a growth phase in mortality and
longevity risk transfer. The capital markets will develop more
standardization to allow a broader range of investor groups
to enter the market. We will develop structures to provide
actuarial analysis on behalf of new investors while invest-
ment houses gear up their actuarial capabilities. In the mean-
time, we can expect insurance companies to become some of
the most active participants in this market, both because of
their built-in actuarial sophistication and because of the
inherent hedge offered by longevity risk transfers.

Manish Kapoor: The outlook is positive. We’ll see continued
measured activity as both holders of the risk and those seek-
ing it continue to explore the asset class. We’ll see more efforts
at standardization between transactions, and as that occurs,
increased liquidity—albeit to a limited extent—and the abili-
ty to novate or exit structures. It will be interesting to see how
the pricing changes as capital market participants other than
insurers and reinsurers enter. This year so far, between British
Airways, RSA, and Deutsche, there has already been $10 bil-
lion traded. On the life settlement side, there is U.S. activity,
specifically around distressed portfolios for existing legacy
holders, large banks, and so on, but that requires investors
with a different profile. On longevity, we’ll continue to see
more investors and issuers actively exploring the space. ●
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Catastrophe Bonds In
The Primary And
Secondary Market
Gain Momentum

Catastrophe bond issuance is on track for another year of

growth, and as investors look for yield, there’s now an

expanding buyer base for the product. Further, a sophisticated

secondary market is expanding.

In November 2010, Standard & Poor’s hosted a roundtable

with participants who play various roles in this market.

Participants noted that they welcome new investors in this space

but hope for more issuance to support the growing demand. The

group discussed catastrophe bonds that cover perils outside the

U.S. as well as other timely topics regarding catastrophe bond

securitizations, such as modeling peril developments, and

secondary trading.
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Panel Discussion
Deborah Newman, an associate director in Standard & Poor’s
Structured Credit group, moderated the roundtable. What fol-
lows is an edited excerpt of the conversation. The opinions
expressed in this article are the opinions of the individual par-
ticipants, not of their employers or Standard & Poor’s.

Catastrophe Bond Performance
Standard & Poor’s: Why should investors consider catastrophe
bonds, and can you tell us how they’ve performed versus
similarly rated investments?

Patti Guatteri: I can make a brief comment on this based
on the Swiss Re Index. The Swiss Re Index is one vari-
able index that tracks the performance of catastrophe
bonds. Catastrophe bonds have shown good returns,
exceeding the return on the S&P 500 over the past four
years, for instance.

Most important, they showed stable returns compared with
those of other asset classes. This is one of the strengths of this
asset class when compared to comparable investments.

Standard & Poor’s: Brian, why catastrophe bonds, how have
they performed, and also, are your investment decisions
guided by the perils that they cover?

Brian Tobben: I think investors are attracted to catastrophe
bonds because they have recently performed better than
the broader capital markets. In addition, there’s almost no
correlation between catastrophe bonds and economic and
financial market events. So, for many investors, the catas-
trophe bond market helps them diversify their portfolios.

From a reinsurer’s perspective, catastrophe bonds have
paid a premium over the reinsurance market over the last
few years. For Partner Re, the attractiveness of catastro-
phe bonds depends on the risk-adjusted return relative to
that of other opportunities. So it’s not so much an issue of
peril as much as it is overall risk-adjusted return and the
relative return to what we might be able to achieve in the
reinsurance market.

Niraj Patel: Within our fixed-income portfolio, catastrophe
bonds are a diversifying asset class. This asset class has paid
well historically compared to the risk one takes and versus
other asset classes. We have a mandate that requires us to
diversify within the catastrophe bond asset class itself. So we
do look at various perils.

Brett Houghton: Our investors are attracted to the catastro-
phe bond market, primarily for the high stable risk-
adjusted returns that they can access relative to other
investment alternatives available in the core equity and
fixed-income markets.

Standard & Poor’s: Patti, would you be interested in seeing the
market further expand beyond U.S. perils?

Patti Guatteri: I can give you the view of the secondary trad-
ing desk, not as an investor. The inclusion of new perils
shows that the market is growing in all dimensions, not
only in volume or investor base. Any growth in the market
basically stimulates secondary trading; more bonds and
more perils create more opportunities for trading and for
investors to adjust their portfolios and to make decisions
about risk-reward and portfolio composition. I see the
inclusion of new perils as a welcome growth in the sector.

Niraj Patel: We’re interested in risks outside the U.S. to diversify
peril exposure. But it needs to hit our minimum relative value
threshold. Risks in Europe and Japan may be of interest to us.

Brett Houghton: We’d like to see further expansion beyond
U.S. perils. We think such expansion would provide a
broader investment opportunity set for market partici-
pants. Some of the recent developments, such as the perils
index for European windstorms, will continue to facilitate
the expansion of the market. On the whole, expansion of
perils will continue to be a big plus for the market.

Pascal Karsenti: Outside of the U.S., well-established mod-
eling frameworks exist for many nonpeak regions such as
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Asia and South America and are ready for securitization.
However, further diversification within U.S. perils is also
possible. Examples include recent U.S. hurricane transac-
tions focused on a single state with low correlation with
peak Florida or Gulf of Mexico risk. U.S. transactions can
also offer diversification by focusing on perils other than
hurricanes or California earthquakes,
such as recent deals focusing on the
New Madrid earthquake or a severe
thunderstorm. Finally, new trigger
methodologies, such as the Verisk
Catastrophe Index, allow new types of
cedants to enter the catastrophe bond
market, providing diversification from
the traditional cat bond issuers.

Models, Data, And Analysis
Standard & Poor’s: What types of models do
you have that use historical data to meas-
ure the risk of perils outside the U.S. and
Europe, such as the Chile or Indonesia
earthquakes this year?

Pascal Karsenti: We have models for more
than 50 countries throughout North
America, the Caribbean, Central and
South America, Europe, and Asia-Pacific;
so really, all regions where there’s a sub-
stantial insurance presence. This includes Chile, Indonesia,
and New Zealand, for which we provided loss estimates with-
in 24 hours of the Christchurch earthquake in September.

In this market, there’s typically going to be a split
between so-called peak perils and nonpeak perils. The
peak perils are U.S. earthquakes and hurricanes, Europe
wind, and Japan earthquakes and typhoons, broadly
speaking. For nonpeak perils outside of these regions,
most of the risk comes from earthquakes and hurricanes.
We try to assist with market growth by creating new mod-
els for countries that never had models before. For exam-
ple, we are currently working with the World Bank to
develop typhoon, earthquake, and tsunami models for
countries in the South Pacific.

Standard & Poor’s: We’ve seen varying results among modeling
agencies by peril such as U.S. wind exposure. Do you make
any quantitative or qualitative adjustments to the results?

Pascal Karsenti: When we estimate the risk for any peril,
we first collect as much historical information as possible
on past catastrophic events. Where did they happen?
How strong were they? Are there any measurements from
wind recording stations or seismic stations? Then we

look at the science that underpins the distribution of
these events. In other words, what’s their potential range
of behavior? What’s the distribution of frequency and
severity of hurricanes, earthquakes, and other perils in
various regions?

We look at this historical data, how the events behave, and
at engineering studies that observe the
impact of the event on different kinds of
structures. When combined with exten-
sive claims information, this allows us to
determine what consequences an earth-
quake, hurricane, wildfire, or severe storm
would have on a particular building.

There are a number of steps to deter-
mine the impact, and at each step scien-
tists may have different and yet valid
interpretations of the data. The end
result is that there will tend to be differ-
ing opinions for the same transaction.

Standard & Poor’s: Brian, as an investor, do
the varying results among modeling
agencies affect your decision-making
process at all?

Brian Tobben: First, it’s important to recog-
nize that no model is correct. That being
said, the views of third-party modelers

are an important input into our decision-making process.
We also consider the views of our internal proprietary mod-
els and feedback from our in-house research team. We think
it’s important to form our own view of the risk. That view
is a combination of models and the expertise and experience
of our underwriting team.

Patti Guatteri: In the past, I’ve seen bonds in the secondary
market trade at a significant discount after issuance, due
to the views of other modeling companies that differed
from the view of the firm that did the official risk analy-
sis for the bond. It can also go the other way,of course.

The risk view of outstanding bonds may also be impact-
ed by the use of a dated model. If a dated model is used
when the risk analysis for a bond is performed, there may
be a price correction in the secondary market.

Brett Houghton: We license the three prevailing software pack-
ages from the various modeling agencies that service the
catastrophe bond market. It’s not only the access to the dif-
ferent model views, but the access to each of the independ-
ent, expert teams that adds value.

We have a frequent dialogue with these teams to
understand where they’re getting the data, how they are
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interpreting the data, and how that results in differing
views of the risk.

Standard & Poor’s: How is your investment appetite limited, if
at all, by concerns relating to the mechanics of the process
following a loss event?

Niraj Patel: It’s important to have a well-
defined process that investors are com-
fortable with upon a loss event. I look
for full and prompt information and dis-
closure if there’s an event or a loss is
expected. Information on the collateral
is also important.

Brett Houghton: We’d limit our appetite if
the mechanics around postloss reporting
weren’t consistent with the type of risk
transferred. For example, on an indemni-
ty transaction relative to an index or a
parametric transaction, reporting must be
more robust and transparent.

A transferred risk that’s more compli-
cated and takes longer to work out from
a loss perspective requires a more robust
and transparent reporting process. The
market has been moving in this direction,
and we think all investors in the market
focus on this.

Brian Tobben: I don’t think the settlement process is a limita-
tion unless there’s a lack of transparency. When we buy a
bond we’re prepared to hold it to maturity if necessary.

For certain triggers there can be a delay in the reporting,
which might make secondary-market trading a challenge
during a period when information is limited. But even an
occasional reporting delay wouldn’t impact our appetite,
unless there’s a lack of transparency in how the settlement
process would work.

Standard & Poor’s: Can you provide color on how you meas-
ure data quality, specifically when modeling indemnified
deals? Do you have any metrics that measure the quality of
the information?

Pascal Karsenti: Data quality is the detail and precision of
building and policy information that’s provided to the mod-
eling firm. Building information includes structural charac-
teristics such as construction type, age, and height, as well
as additional building characteristics (so-called secondary
modifiers) such as the shape of the roof or the presence (or
lack) of storm shutters. Precise information is important

because knowing whether a building is made of wood frame
or of masonry, whether it’s commercial or residential, will
impact how much damage it takes from catastrophic events.
We also determine the geo-code—the latitude and longitude
of individual buildings based on their addresses. Thus, a
building located on the coast will likely suffer more damage

from hurricanes, and one located close to
a fault line will be more likely to be dam-
aged by an earthquake.

Standard & Poor’s: Do you commonly deal
with investors and their questions,
whether they’re performing their own
analysis or inquiring about portions of
your analysis?

Pascal Karsenti: We help investors at three
stages of the process. Before issuance, we
provide extensive information to rating
agencies, so that they may assess the
transaction’s risk and issue a rating. At
issuance, we participate in the road show
to answer any investor questions. Finally,
investors licensing my company’s
CATRADER software can use it to deter-
mine how the transaction fits with the
rest of their insurance risk portfolio.

Standard & Poor’s: Since the Lehman bankruptcy in
September 2008, most transactions have invested collateral
in money market funds, which provided relatively low
yields. Do you think investors will be craving a higher yield,
prompting a return to the total return swap?

Brett Houghton: The short answer is: yes, and many already
are craving higher yields. That said, there isn’t currently a
huge difference between money market fund returns and
returns available via the total return swap replacement.

I don’t expect that we’ll see a return of the total return
swap in its pre-Lehman bankruptcy form. The market has
generally gravitated toward a triparty repo-style agreement.

Niraj Patel: Currently, there isn’t an incentive in terms of the
spread or yield to move away from the money market solu-
tion. I’d think that as the gap opens up, there will be a
desire among some investors, if not all, to look at alterna-
tives other than money market funds.

There’s a place for non-money market type of collateral
within catastrophe bonds, provided it’s designed properly.
It’s extremely important for the market as a whole to have
this done properly, because I don’t think the market can
take another shock like what happened with Lehman and

Deborah Newman
Associate Director
Standard & Poor’s



the collateral issues associated with it. That’s especially
because many of the investors in this space are looking at
insurance risk, and they may or may not have the capabil-
ity of analyzing the credit risk, not to mention that they
may not be counting on credit risk to manifest itself.

Standard & Poor’s: Do you think there’s a market for cat
bonds linked to terrorism?

Niraj Patel: It’s unlikely. We obviously won’t be a buyer of
this type of risk. One of the attributes of a natural catas-
trophe bond is that by nature, it’s not something that’s
subject to human intervention and it’s easily modeled
from that perspective.

Brett Houghton: Any risk that comes to the cat bond market
has to be properly structured for it to be accepted by the
investor base. Terrorism risk changes hands in the reinsur-
ance market. So there’s a fairly deep market for that in mar-
kets that are parallel to insurance-linked securities. On that
basis, there’s probably a subset of the current ILS investor
base that would be willing to invest in properly structured,
quantifiable terrorism risk in ILS form. I’m cautiously opti-
mistic that it could be done. 

Brian Tobben: My company’s Vita VI extreme mortality bond
had some exposure to terrorism. So there already is some
terrorism risk in the market. On the property side, there
could be a market, but structure, terms, and pricing are real
issues. The challenge in putting a terrorism bond together
will be how it triggers, how it’s going to settle, and whether
or not it will be transparent.

Outlook For The Market
Standard & Poor’s: This past hurricane season was one of the
more active ones; however, each hurricane missed or just
grazed the U.S. What impact, if any, do you think that this
will have on next year’s pricing for traditional reinsurance
and hurricane-linked catastrophe bonds?

Brian Tobben: Pricing in the reinsurance industry and the
catastrophe bond market is driven by supply and demand
for risk capital. Unless there’s a major event before next
year’s wind season, the insurance industry’s collective bal-
ance sheet is in a much stronger position than it was at the
beginning of this year.

You’ve got an abundance of capital in the insurance
and reinsurance space, so you’ll probably see insurers
retaining more risk. That would suggest a slight decline
in catastrophe reinsurance rates, and then that will prob-
ably translate to tighter spreads in the catastrophe bond
market as well.

For those who trade in the secondary market, it’s some-
thing I think they’ve already seen. Catastrophe bond
spreads tightened significantly around the end of the third
quarter in anticipation of a clean U.S. hurricane season for
2010. This will translate into tighter spreads in 2011.

Brett Houghton: I agree with most of Brian’s commentary
regarding the overall direction of spreads in both the rein-
surance market and the catastrophe bond market. Despite
an active season, there was little to no loss, which will result
in a fairly benign environment for spreads. One important
by-product of this environment is that we should expect an
increased amount of issuer interest in the market, given the
lower overall premiums for risk protection. We expect a
fairly active new issue market in 2011as a result.

Patti Guatteri: I agree with the previous comments, and would
also add that the past active hurricane season may help rein-
force the general awareness of hurricane risk. This may con-
tribute to stabilizing pricing, while keeping demand for
capacity strong.

Standard & Poor’s: If there was an event of great or moderate
magnitude that hit Florida in either points north or west,
and several catastrophe bonds reached their attachment and
exhaustion points, do you think this would increase
issuance, or possibly drive away investors?

Niraj Patel: Such an event would affect not only the catastro-
phe bonds, but also severely affect the capital position of
insurers and reinsurers. Therefore, there would be a need to
tap into the capital markets for further issuance.

Brian Tobben: From my company’s perspective, a loss would-
n’t reduce our appetite for catastrophe risk. Losses are part
of the catastrophe business, and we invest heavily in the peo-
ple, systems, and processes that are required to understand
the risk that we’re taking, so that we’re prepared to provide
our clients with risk capacity when they need it most.
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Most investors are sophisticated, and they understand
that a large event usually results in a hard market and pric-
ing above historic averages. That being said, maybe there
are a few investors who are new or don’t understand the
potential severity of market losses. I believe, though, that
would be the exception rather than the rule.

Brett Houghton: If you’re talking about an event such as 1992’s
Hurricane Andrew in Florida reoccurring, we should also
compare it to what occurred after Louisiana’s Katrina in
2005. An Andrew-like event in certain geographic areas
could be north of a $100 billion market loss, which is about
two and a half times what Katrina was at $40 billion.

The results of a massive hurricane, in terms of its impact,
would be fairly similar to what happened after Katrina but
quite amplified in terms of its size. There was a dramatic
increase in the amount of issuance demand after Hurricane
Katrina throughout the remainder of ‘05 and ‘06, and then
into early ‘07 as well.

Given a larger event, I think that would happen to a much
larger degree in terms of interest from issuers and also from
investors. I’d expect we’d see incremental investor capital
come from sources similar to what happened in ‘05. There
was a good deal of incremental capital from existing investors
and also from new investors who were more opportunistic.

Pascal Karsenti: Brian talked about making sure that investors
understand the risk. In large part, as the modelers, we see that
as being our role: to help investors understand the likelihood
of such an event and prepare for it, should such an event occur.

Using catastrophe models, investors can determine
whether their portfolio is overexposed to a particular type
of event. Investors can then minimize their exposure
through diversification and accurately communicate their
exposure to management and their own sources of capital,
both before and after an event. We believe that having accu-
rate information will help the market rebound strongly fol-
lowing a tail event.

Attracting New Investors
Standard & Poor’s: Sponsors are constantly considering how
to broaden the investor base in the sector. What do you
believe would attract new investors?

Brett Houghton: Factors that would help to broaden the
investor base would be primarily more consistent issuance
volume across cycles. That would give entrants confidence
that they could maintain mandates of a critical investment
size throughout the cycle. Investors would like to see more
consistent issuance and an overall larger market.

Niraj Patel: I don’t think there’s a need to attract more new
investors right now. What we need is a proper level of sup-
ply across perils, and a more consistent level of supply
through the reinsurance cycle, as Brett pointed out.

Earlier this year, there was hardly any issuance in the
European winds area, because sponsors found it expensive.
However, during the last two months, two transactions
have been structured. Having strategic issuers who issue
through the cycle would be good for the market.

Patti Guatteri: To attract new investors, we need to have more
committed sponsors, and in general, a consistent pipeline of
new issuance. A broader investment base may also acceler-
ate the convergence of pricing of traditional reinsurance and
catastrophe bonds.

If spreads tighten to a point where sponsors want to issue
more cat bonds, then that could create a sustainable volume
over the cycle. However, we also need other things to hap-
pen to attract new investors beforehand. For example, the
use of transparent structures and indices, as well as the
availability of leverage and financing, may facilitate the
entry of new investors in the market. On the other hand,
some new investors are already considering entering this
market, attracted by the good long-term track record and
diversification opportunities.

Pascal Karsenti: There are two broad types of investors that
may have different incentives. The first type of investor
would be those that tend to manage risk a bit like reinsur-
ance companies do. These investors want a broadly diver-
sified portfolio. One thing that would help them commit
more capital would be to add more diversifying perils. For
instance, there were recent transactions that, although
they were exposed to the U.S., were exposed to nonpeak
perils such as severe thunderstorms or the New Madrid
earthquakes. These kinds of transactions are useful for
investors who have hit their limits in terms of concentra-
tion of peak risk, but are still able to commit more capital
to diversifying deals.

The other type of investors are often multistrategy
funds for which catastrophe bonds are just a very small
piece of their portfolio. For them, any catastrophe risk is
diversifying, and so they are looking for high yields.
These investors might be interested in catastrophe bond
transactions that tend to have higher probabilities of
loss than what you typically see in the market. The typ-
ical catastrophe bond these days has an average expect-
ed loss of between 1% and 3%, and some investors out
there may be very interested in seeing potentially much
higher yields. ●
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Transportation Lessors
Expect Securitization
Transactions To Remain
Strong In 2011

Transportation securitizations performed relatively well

through the recent economic downturn, and demand for

cargo container leases has increased as trade volumes recover. 

In a recent roundtable discussion hosted by Standard &

Poor’s, a panel of aircraft, railcar, and marine cargo container

lessors shared a cautious optimism about prospectsfor

continued growth in 2011. According to the panelists, the

sector seems to be recovering, but these improvements arein the

early stages.

As demand for leases increases, some manufacturers and lessors

are once again looking to the asset-backed securities (ABS) market

for affordable financing options.
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Panel Discussion
Credit analysts Weili Chen and Betsy Snyder moderated the
roundtable. 

What follows is an edited excerpt of the conversation. The
opinions expressed in this article are the opinions of the individ-
ual participants, not of their employers or Standard & Poor’s.

Market Overview 
Standard & Poor’s: Please provide a brief description of your
coverage in the transportation equipment leasing sectors.

Brian Sondey: TAL International is one of the world’s oldest
and largest intermodal container lessors. Our fleet includes
over 1.3 million TEU (20-foot equivalent units) of contain-
ers, and we offer a full range of dry, refrigerated, and other
specialized containers. We lease our containers under a vari-
ety of long-term and short-term structures, primarily to
international shipping lines.  

James Perry: Trinity is the largest manufacturer of railcars in
North America. We also provide railcar leasing and man-
agement services. We are also the largest manufacturer of
inland barges as it relates to transportation.

Usama Ashraf: CIT is a bank holding company with more than
$50 billion in assets. In transportation finance we have a
focus both on the aircraft sector and the railcar leasing sec-
tor. On the aircraft side, we have a portfolio of about 300
commercial aircraft on operating lease as well as under loan
contracts. On the rail side, we own over 100,000 railcars,
both tank and freight cars, as well as locomotives. In terms
of our presence in the market, we believe we are the third-
largest railcar lessor in North America, and we are a top five
player in global aircraft leasing.

We also have a lending business in transportation
finance that focuses on providing companies withcorpo-
rate finance solutions, including cash flow and asset-
based lending.

Recovery Prospects
Standard & Poor’s: In your view, where are we in terms of
recovery in your respective sectors?

James Perry: On the manufacturing side we’re starting to see
signs of recovery, in terms of orders for various railcars. We
have seen some inquiries in the market on the intermodal
side for domestic containers, hopper cars, and tank cars.
But it’s still a rather choppy recovery at this time, although
it is moving in a positive direction. 

In the leasing business, we really started to see a recovery
in late fourth-quarter 2009. First in utilization rates, and then
lease rates have started to find their bottom and recover. It
will probably take another couple of years to fully recover on
the leasing side, with about 300,000railcars still in storage. 

Brian Sondey: The container leasing business has benefited
from a V-shaped recovery, and our fleet utilization is current-
ly near 99%. Trade volumes and demand for leased contain-
ers fell sharply at the end of 2008, but our performance bot-
tomed in the summer of 2009 and started recovering by the
fourth quarter of last year. In 2010, leasing demand has been
exceptionally strong due to recovering trade volumes, con-
strained container capacity, and a reluctance of our shipping
line customers to directly purchase containers. Many ship-
ping lines have increased their use of leasing in 2010 to help
them reduce the capital needed to pursue the stronger-than-
expected recovery in trade volumes this year.  

The recovery of container leasing has also been aided by
the ordering cycle for containers. Containers are generally
ordered with only a few months of lead time, so that when
trade volumes fell at the end of 2008, leasing companies
and shipping lines quickly ceased new production, and the
worldwide fleet of containers started adjusting to the lower
level of trade activity. This relatively rapid adjustment of
container supply helped mitigate the effects of the downturn
and more quickly translated the 2010 recovery in trade vol-
umes into a need for more containers.  

Usama Ashraf: For CIT, we have a relatively young fleet in the
railcar leasing sector. While utilization has recovered in 2010,
lease rates have room for improvement. Aircraft leasing, on the
other hand, is seeing a stronger recovery due to the fact that it’s
more global, and it is leased out to mostly non-U.S. airlines.
This diversification in the context of the global economy in this
phase of recovery puts us in a stronger position.

Panel participants included:
● Brian Sondey, CEO of TAL International;

● Usama Ashraf, Managing Director, Treasury at CIT; and

● James Perry, Chief Financial Officer of Trinity Industries Inc.



Standard & Poor’s: As a follow-up, looking to 2011 and
beyond, how would you describe the prospect of continued
recovery—are there lingering concerns that the recovery
might be slowed or otherwise affected?

Usama Ashraf: There are different variables depending on
whether it’s railcar or aircraft leasing, so I’ll
start with aircraft. 

We have seen a decline in aircraft lease
rates, although utilization is holding up
well. We think that that the aircraft part
of our business is well positioned in its
recovery and rates. A great help is our
ability to deploy aircraft across the
world. We will hopefully continue to see
growth both on the demand side as well
as on the lease rate side.

A recovery in the railcar sector is a
longer-term focus. We are seeing utiliza-
tions rates pick up, but on the lease rate
side, we think there is still some room to
improve. It’s difficult to say how long
that recovery process will take. I believe
we’re still in the earlier stages of the
recovery for rail than the later stages, and
so we hope to see some pickup on the
rates side over the next 12 to 24 months.

James Perry: We’re cautiously optimistic. We have seen con-
tinued, modest improvement in railcar demand in certain
markets during 2010, and we think in 2011, we’ll contin-
ue to see recovery. There are certain car types that have
fewer cars in storage, such as tank cars for chemical serv-
ice, and there are certain car types that are seeing increased
demand, such as grain covered hopper cars. Nonetheless,
the broader market appears to be slow to recover.

Brian Sondey: We have a fairly optimistic view for 2011.  Most
analysts are projecting containerized trade volumes to
increase 5%-10% next year, and we are hopeful that we will
continue to see our shipping line customers rely more heavi-
ly on leasing than they have in the past. While economic
uncertainty in the United States and Europe does of course
concern us, we have a global customer base, and a significant
portion of our growth is coming from strong growth in devel-
oping markets. In fact, intra-Asian trades are now collective-
ly larger than the Asia-to-Europe or Asia-to-U.S. trade lanes. 

Weathering The Recession
Standard & Poor’s: Standard & Poor’s rated securitization
transactions backed by transportation leasing assets
have performed well, with few collateral-related down-

grades through the downturn. In your view, what are
someof the key factors that enabled the lessors to weath-
erthe downturn?

Usama Ashraf: CIT has diversified exposure to a variety of
sectors and obligors. The reason that transportation leas-

ing assets have fared relatively well is
beyond just credit exposure to lessees;
the underlying asset generally tends to
hold its value over the long term
through various cycles. You have the
value of the asset and you have the abil-
ity of a very experienced team to rede-
ploy the asset elsewhere (globally as it
relates to aircraft) to the extent you
experience downturns or credit issues
with certain lessees.

James Perry: Well, railcars historically
hold their value through cycles, with
long-term leases with creditworthy cus-
tomers creating a predictable source of
cash flow. 

Trinity typically originates fixed-rate
leases with longer terms than the industry
average, so in a downturn we only see a
relatively small percentage of our fleet
come up for lease renewal, which tends to

soften overall utilization risk and risk of lease rate contraction.
Similarly, in an upcycle, a relatively small percentage of

our fleet comes up for lease renewal, which can tend to
moderate overall lease rate increases. We saw our fleet uti-
lization decline moderately during the recent recession, but
historically speaking, it remains at a very solid level, and
that’s true of the asset class in general.

Brian Sondey: While our business performance was noticeably
down in 2009 from the strong year we had in 2008, our results
really weren’t that bad. Our leasing revenue decreased less
than 5% in 2009, and we generated fairly attractive returns as
well. The main reason we held up so well last year was the
combination of the short ordering cycle for our containers,
which helped limit the impact of excess capacity, and the large
portion of long-term leases in our portfolio, which kept the
vast majority of our containers on-hire with our customers
throughout the downturn.  Almost 70% of our containers are
on multiyear leases with our customers, and the average
remaining duration of these leases is in the range of four years.  

Market Outlook
Standard & Poor’s: Please describe your view of the near-term
prospects of bank loans, corporate debt, and securitizations
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in your sectors. Also, what’s your prediction for the ABS
market in 2011: volume, deals, trends, etc.?

Brain Sondey: Access to capital at competitive rates has
become a key competitive advantage in this new era. This is
a big change from pre-recession times, when capital was
available almost everywhere and to
almost every participant in our market
space. Over the last three years, we have
been using a mix of bank loans and secu-
ritizations to fund our investment. We
like ABS for its long duration that match-
es the life of our assets, and ABS has also
provided a deep and cost-efficient source
of funds for us.

Usama Ashraf: Right now, the unsecured
debt market is not the most attractive
source of funding for us. We do think
that both the ABS market and the loan
market are open right now, as well as
some high-yield and leveraged loan type
structures that typically have been done
in the aircraft area recently.

Our transportation assets are long-
lived assets (i.e., aircraft and railcars);
with ABS structures, we have to live
within a very tight set of parameters and
limitations.  But we consider how much savings we could
achieve via the ABS debt and weigh that against, for
instance, limitations on operational flexibility or the sale or
replacement of assets in the existing pools, and then make a
decision based on the tradeoff.

We think there’s good demand, and we think pricing will
continue to tighten. On a relative basis right now, pricing
for railcar financings is probably lower than aircraft financ-
ing, and we are seeing a pretty meaningful drop in the cost
of financing aircraft from where we were at the beginning
of the year to where we are today. We think there is a good
amount of demand across various financing sectors, and we
think that should continue to flow into 2011 in terms of
demand for the market for financing both the railcar space
and the aircraft space.

Outside these markets, export credit financing is also
active this year for new aircraft deliveries. We had original-
ly set up an export credit agencies [ECA] facility in 2008,
and we continued to finance new Airbus deliveries last year
and this year. And so we’re actually financing our new
deliveries on the Airbus side through our ECA facility.

The one question that we’re looking at—and a lot of
players are looking at over the next couple of years—is
what the availability of export credit financing will be in

terms of both capacity and all-in pricing and whether there
will be big changes there. But as we sit here today, we
think export credit is an attractive financing source for
new deliveries.

James Perry: At the corporate level, we have the capacity to
issue unsecured debt for the rail lease
segment. However, we like ABS, and that
market has been very receptive to the
Trinity name. Our preference historically
has been to finance our railcar leasing
assets in secured ABS transactions,
which typically allow for greater lever-
age and lower cost of funds than alterna-
tive financing sources. Whether we
access alternative financing markets will
depend on the needs we have at the com-
pany for liquidity as well as the relative
cost of funds, but I do think the capital
markets in general continue to improve. 

We were just in the ABS market in
October, very successfully, and I do think
we’ll continue to see recovery of the ABS
market coinciding with the recovery of
the economy. We have historically had
good access to those markets and will
continue to access the ABS and other cap-
ital markets based on what type of capi-

tal we need and where it fits best in our balance sheet for a
specific need.

Standard & Poor’s: In your view, have the recent regulatory
changes (such as SEC Rule 17g-5) in the ABS market made
other financing alternatives such as bank loans and corpo-
rate (secured and unsecured) debt more attractive?

Brian Sondey: We were concerned when 17g-5 was coming
out and feared potential impediments to ABS issuance.
Thankfully, the rule so far has not been a major hindrance
to doing deals.

James Perry: I agree—17g-5 has not been a hindrance to our
ABS transactions.

Standard & Poor’s: Please describe the change in your investor
base as monoline insurance disappears from your sectors.
What are the challenges and opportunities?

James Perry: I don’t think we have seen much of a change in
our investor base. Our investors were supportive of our move
away from monoline-insured debt offerings. The difference
to the investor is a little more yield, of course, that they take

David Graubard
Associate

Standard & Poor’s



for that credit risk as opposed to that going to the monoline
for insurance protection. But I don’t think in the transactions
that we’ve done, which have been roughly one every year or
two, we’ve seen much change in the investor base or in the
way we’ve dealt with the investor base.

Brian Sondey: Our investor base changed a great deal due to
the shift from monoline-wrapped ‘AAA’ rated securitiza-
tions to unwrapped ‘A’ rated deals. The investors in our pre-
vious wrapped transactions were mostly SIVs [structured
investment vehicles], while the investors in our recent deals
are long-term fixed-income investors, such as insurance
companies. I think the investment process has also changed
for our ABS investors. With monoline wraps, investment
analysis was primarily focused on the monoline’s ratings,
while investors are now spending more time analyzing the
underlying container assets.

Standard & Poor’s: How would you describe the level of trans-
parency—lease rates, market price of collaterals, etc.—in
your sectors? What are some of the top priority improve-
ments, if any?

Brian Sondey: The public offering memorandum is one of the
best sources of information for investors, and additional
information is available because many of the top lessors and
ABS issuers in our sector are public companies. We collect a
great deal of data and statistics about our business and try
to make sure this information is clearly presented to our
investors as they review our information. 

As I mentioned before, investors have become more
focused on the underlying collateral supporting our ABS
transactions as well as on our capabilities as a servicer.
That’s not something investors had to focus on as much
when the monolines were wrapping deals. 

One more thing about our sector is that containers and
performance statistics are fairly standardized across con-
tainer leasing companies so that investors can readily track
performance trends and compare performance among
lessors from public filings.  

James Perry: Trinity and GATX Corp. are really the two that
provide the most complete public data. We provide a high
level of detail about our lease fleet through our publicly filed
10-Qs and 10-Ks. We also provide transparency to much of
the investor community through the offering memorandums
issued in conjunction with our lease financing transactions. 

Beyond that, most of the North American railcar lease
fleet is owned by much larger financial institutions or pri-
vate companies that do not provide public information, so
there’s a relatively low to medium level of transparency
across the industry from that perspective.

In terms of what improvements should be made and so
forth, I’m not sure I would suggest any changes per se. Again,
the level of disclosure that we and others make when transac-
tions are executed is about all you’re going to see. I’m not sure
any other level of disclosure or improvement needs to be made
necessarily, given how the market is laid out.

Usama Ashraf: There’s clearly a difference between how
investors look at aircraft and railcars. I believe for aircraft,
investors have the ability to use the available information to
really form a view on the individual assets and the individ-
ual credits in the various transactions.

For railcars it’s obviously more of a pooled approach and,
depending on the background of investors, there is a class of
investors that is very comfortable with that product and have
a lot of background in it. These investors have a very specific
view on the collateral, the lessees, and the dynamic in terms of
the industry and the cycle we’re in.

And then, there’s probably a class of investors that are not
as familiar with the asset class, but are looking for longer-
duration fixed-rate paper and have an appreciation for this
kind of fixed assets with long lives. And for them it’s really
more a matter of getting educated on the various dynamics of
the sector and getting comfortable with the structure.

But, overall, whichever class of investor you fall into,
there is a good amount of work to do in terms of getting
up to speed with the specific sponsor, issuer, servicer, and
getting comfortable with the structure. It certainly
requires in-depth analysis to truly understand the dynam-
ics of a deal.

Standard & Poor’s: Can you please comment on the level of
M&A activities and new entrants to your sectors, and how
that might change the competitive landscape for you?

Usama Ashraf: At the moment, we do have several start-ups in
the aircraft sector and there is, on a relative basis, a decent
amount of capital available. The question is what the
longevity of these players will be and what happens in the
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...It’s going to be interesting to see how the
landscape changes in rail from a cyclical
perspective, as we’re on the downside
coming up.  

—Usama Ashraf
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capital markets (as well in terms of availability of capital),
and how successful the newcomers can be through the cycle.

On the railcar side, I believe the conditions are still softer.
We are seeing it in our portfolio, where lease rates are down
year over year. As it relates to utilization, we’re trying to keep
as many of our cars on lease, but our rail portfolio isn’t fully
utilized right now. I would say our focus really is to continue
to manage our existing portfolio to optimize returns. 

But, clearly, it’s going to be interesting to see how the
landscape changes in rail from a cyclical perspective, as

we’re on the downside coming up. Even though financing is
available, it’s going to be tougher to make very high returns
in the railcar sector in the near term.

James Perry: We’re going to continue to see an evolution of
who owns railcars in the North American rail space. The
trend for several decades has been a shift from railroad own-
ership to private (lessor and shipper) ownership. Lessors may
enter or exit the market as market forces and internal compa-
ny focus impact railcar ownership and purchasing decisions.

You go through cycles like the current downturn, and
financial institutions look at where their priorities are and
where their asset base and capital is allocated, and reassess
and decide if they want to own different assets. Railcars
are certainly an asset class that they take a look at. Railcar
investments historically perform well, but owners’ needs
can change from a financial institution perspective. 

Those of us that are committed to the industry long term
will continue to look for acquisition opportunities as they
present themselves.

We believe we will continue to see movement. The
movement so far has been rather small transactions, little
fleets or parts of fleets, but there’s discussion lately of
some of the larger fleets potentially coming to the second-
ary market for sale.

Brian Sondey: We have seen a number of M&A transac-
tions involving container leasing companies over the last
few years. Most of the transactions that resulted in con-
solidation involved small leasing companies being
acquired by larger players, and we haven’t yet seen any
mergers involving two top-tier participants. I suspect that
one of the factors driving the acquisition of smaller com-
panies has been their lack of access to capital. Large con-
tainer leasing companies, such as TAL, have been able to
raise capital to continue investing in our businesses, while
capital access has been more difficult for smaller and
newer companies, which probably increased their willing-
ness to consider a sale. ●

Left to Right: David Graubard and Brian Sondey.

Left to Right: Weili Chen and Betsy Snyder.
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Transportation
Securitizations Rise
As Aircraft Lease
Issuances Are Poised
To Rebound 

While the transportation subsectors within the securitization

market have recovered economically at different rates, most

appear to have bottomed and turned toward an upward trajectory,

according to panelists who spoke to Standard & Poor’s during a

recent roundtable discussion.

The roundtable participants noted that the transportation

subsectors started to see steady growth in 2010 after a drop in

asset-backed securities (ABS) issuance during the downturn. They

stressed that improvement in the underlying assets was the

strongest among the aircraft lessor sector; however, they noted that

container and railcar securitizations also appear to be onthe rise.



54 www.standardandpoors.com

Transportation Securitizations Rise As Aircraft Lease Issuances Are Poised To Rebound

The panelists expect more growth in 2011. This trans-
portation sector comeback has been characterized by
change, panelists said. Issuers and investors have had to
look at different sources for financing, have faced legisla-
tive changes (such as the SEC’s Rule 17g-5), and have
returned to more transparent deals. These changes, accord-
ing to the panelists, appear to have had a positive effect on
the transportation securitizations on non-aircraft transac-
tions so far. 

Panel Discussion
Credit analysts Weili Chen, a senior director in Standard &
Poor’s Structured Credit group, and Betsy Snyder, a director
in the company’s Corporate & Government Ratings divi-
sion, moderated the roundtable. 

What follows is an edited excerpt of the conversation.
The opinions expressed in this article are the opinions of
the individual participants, not of their employers or
Standard & Poor’s.

Participants’ Coverage In The Transportation Equipment
Leasing Sectors
Standard & Poor’s: Please provide a brief description of your
coverage in the transportation equipment leasing sectors.

Jessica Gray: I am the head of commercial operating asset
finance at Wells Fargo, where we provide coverage of most-
ly esoteric asset-backed issuers such as pharmaceutical roy-
alty and whole business “concept” companies. Our practice
is focused on the transportation sector, specifically contain-
ers. We pioneered that asset class. We are also active in rail-
car leasing and are refocusing on aircraft leasing space since
Wachovia’s merger with Wells Fargo.

Patrick Käufer: I’m with Deutsche Bank in debt capital mar-
kets. I’m responsible for the secured debt financing that
reaches across all transportation sectors, including aviation
and rail. 

Scott Corman: I head up the transportation asset finance
group for Credit Suisse. We focus on aircraft, railcars, and
the container leasing business. However, the majority of our
efforts are focused on aircraft, given the larger volume.

Potential For Recovery
Standard & Poor’s: In your view, where are we in terms of
recovery in your respective sectors?

Scott Corman: We’ve come off the bottom in this recovery for
aircraft values, airlines, and aircraft lessors. The railcar sec-
tor recovery has a ways to go—especially in the context that
the railcar recovery tends to be more North American eco-
nomic focused. It’s going to take awhile to take away excess
inventory in certain industry sectors.

Jessica Gray: There’s definitely recovery. In the aircraft
space, you have traffic up 8% year over year; in rail space,
you have loadings up 14%; and utilization for the contain-
er leasing companies went to a now mid- to high-90s per-
centile from a low of 82% in a record amount of time. So
surely there has been recovery.

I think that one extreme is the container sector, which
has come back so quickly. It has some fundamental things
going on within the industry with respect to the shipping
lines that they support, where that sort of recovery has
been so dramatic and so unexpected. Even the shipping
lines that the container lessors support have rebounded
quickly, being healthier than they were a year ago and
profitable now.

Patrick Käufer: The aircraft leasing sector has made tremen-
dous gains this past year, as characterized by some major
trends. First, we have seen a significant amount of financing
from a variety of lessors on continuously improving terms.
Second, the stabilized environment is allowing the owners
of large lessors (e.g., AIG, CIT, and RBS) to make a strate-
gic reassessment of when or whether to separate out their
captive aircraft leasing business. And third, we have wit-
nessed the arrival of several new entrants—some of them
well-known players forming new platforms, who are being
funded with a combination of equity capital, syndicated
warehouse facilities, and bilateral facilities.

Standard & Poor’s: Looking to 2011 and beyond, how would
you describe the prospect of continued recovery—are there
lingering concerns that the recovery might be slowed or oth-
erwise impacted?

Panel participants included:
● Jessica Gray, Head of Commercial Operating Asset Finance, Wells Fargo;

● Patrick Käufer, Head of Transportation Secured Debt Financing, Deutsche Bank; and

● Scott Corman, Head of Transportation Asset Finance, Credit Suisse.



Scott Corman: No, I think there was enough of a downturn
and prolonged period at the bottom of the trough that we
should feel pretty comfortable that we’re off the bottom.
While we certainly aren’t rocketing off the bottom, we are
on the upswing and seeing real solid signs of improvement. 

I think the rationalization and the cost controls that the
airlines put in place, combined with the discipline that the
manufacturers have exhibited lately, cre-
ates a pretty good base to weather any lit-
tle bumps along the way as we move into
the next phase of the business cycle.

Jessica Gray: The way I see it is that
they’re all cyclical businesses. We’ve
focused on aircraft, container, and rail,
and they’re certainly all cyclical. But
they’re certainly also fundamentally facil-
itating moving people around the world
or moving things that we all buy around
the world. 

There are certainly things that could
happen—some economic crisis that could
shock the system again—and everybody
is wary of that. I think there are some
protections in the various business lines,
such as to secure longer-term leases, par-
ticularly in the container space.

Spread Levels For New And Secondary
Market Deals
Standard & Poor’s: Please describe the spread level in your sec-
tors, both for new deals (if applicable) and for secondary
market deals.

Jessica Gray: It’s sector-by-sector, and it’s different if you are
speaking about term issuance versus the use of banks’ bal-
ance sheets. We are a bit unusual in that my team both uses
balance sheets and also serves as agent/arranger in terms of
seeking term investors. We’re very happy to use our balance
sheet to support customers, but we also like to tap into the
capital markets when they become more efficient. Recently,
these markets have returned, have become more efficient,
and, hopefully, will continue to do so.

In the container space, Textainer, a client and public com-
pany, recently announced they’d raised a $750 million
asset-backed warehouse, and the pricing on that was +275
basis points (bps). I think that is on the tight end of the
range for new container money. But I’m starting to get a lot
of pushback from clients when I’m negotiating on pricing.
They’re saying that they’ve got numerous banks calling
them, ready to use a balance sheet, and I think that is in part
a function of the term markets being open again, which

we’ve demonstrated. In other words, the asset class is liquid
again. So folks are more willing to let you use their balance
sheet because they want to get involved on the terms side,
and they can represent to internal folks that it’s not a ware-
house to nowhere—it’s a warehouse to a term ABS deal.

On the term ABS side, we’ve had two issues: they’ve both
been post-market-meltdown, you’ve worked on both of them,

and they’re public companies, so I can
divulge pricing. The first TAL (TAL
International Container Corp.) deal was
done at the end of June 2010, priced at
5.5% for $200 million, ‘A’ rated, 10-year
maturity, and five-year weighted average
life. 

We just closed another TAL deal in
October, and pricing came in consider-
ably. That deal, approximately $200 mil-
lion, was broadly syndicated to a number
of investors, and it priced at 4.3%.

Then, in the rail space, there really
hasn’t been anything new. That market,
from a balance-sheet perspective, is a
domestic asset, so it attracts asset-based
lenders, which is different from an inter-
national aircraft or container. So that
tends to be a little bit tighter from a bal-
ance-sheet perspective because it’s more
broadly syndicated.

The market right now on the term side
generally for transportation issuers is a

bit choppy as we approach year end, but we believe that in
the container market there will be a lot of issues, particular-
ly around some M&A situations in 2011.

Near-Term Prospects And Predictions 
For The ABS Market In 2011
Standard & Poor’s: Please describe your view of the near-term
prospects of the bank loans, corporate debt, and securitiza-
tion markets for your sectors; what’s your prediction for the
ABS market in 2011—volume, deals, innovations, trends?

Jessica Gray: The ABS market disappeared during the
downturn. Everybody was trying to figure out what else
they could do. In the aircraft space, that’s exactly what
happened. I think in the container space, certain compa-
nies, who could do so without disrupting their corporate
revolver, went out and issued private-placement debt. 

For the most part, the container companies, since they
weren’t really buying anything, didn’t really have a need
for any financing, provided they didn’t have any maturi-
ties. I think that some of these companies would love to be
an unsecured issuer. But they’re not of the profile yet
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where that’s probably cost-effective. Now, if you had one
of them become a strong investment-grade company, then
clearly that is a market that they would consider—they
should consider. 

But the term markets seem decidedly open again, and I
predict issuance will be fairly heavy for the container sector
during at least the first half of 2011.

Patrick Käufer: When it comes to the financing for the air-
craft lessors, there’s no single way in which they can
finance. This market has been characterized by a large
diversity of types of financing sources. What is appropri-
ate for one lessor has been very much the function of what
their specific needs are.

One interesting trend stands out. Where historically we
saw airlines issue recourse secured debt in EETC format
and aircraft lessors issue nonrecourse secured debt in ABS
format, we now have seen two large lessors (AWAS and
ILFC) access the market with recourse secured debt. This
has led to a convergence of the respective investor bases, as
accounts are putting to good use their expertise in the air-
craft assets, as well as the leasing sector.

At the same time, the aircraft ABS market has
remained dormant, for reasons which are both specific
to aviation, as well as more market-specific (i.e., the
overall problem in the ABS market). With that I mean
that many of the investors, who are traditional investors
in aircraft ABS, have been dealing with larger problems
in their broader securitization portfolios (e.g., CMBS)
and have not been willing or interested in purchasing
new product and certainly not in aviation as one of the
asset classes.

The problems in the aircraft ABS market have been
further compounded by the problems with the monoline
wraps, as they are essentially no longer available for
this market. 

Instead, what we’ve seen is companies going into differ-
ent debt markets—secured and unsecured, bank and capital
markets, public and private.

I expect that this reliance on a variety of markets will
continue into the future.

Aircraft Lessors’ Diversification
Away From ABS Financings
Standard & Poor’s: Scott, I have two follow-up questions:
What do you make of the trend of some of the aircraft
lessors that have previously only done ABS financings and
are now diversifying away into the unsecured market,
such as ACG and Air Castle, as well as AWAS going the
corporate route?

Scott Corman: From a corporate finance standpoint, financial
flexibility of the lessor/manager is one of your single most
important things. Management track record, asset quality,
and financial flexibility are all very important.

You don’t really want to be in a situation where your bor-
rower is tied solely to one market for their capital. I general-
ly view branching out into these other markets as a positive
event for the sector. While the unsecured market is one that
is very attractive to the lessors because of the operational
flexibility it gives them for their fleets, I think that it’s not a
product that works for all the lessors because not all the
lessors are able to pursue a capital structure, which tends to
be geared towards slightly less leverage, in order to achieve
a higher investment-grade rating. The use of secured
recourse indebtedness is something I expect you will see
more often as companies look to ensure a balance of capital
sources and its use provides a happy medium between non-
recourse secured and unsecured debt. 

Expectations For Start-Up Aircraft 
Lessors In The ABS Sector
Standard & Poor’s: And then, my second question has to do
with the fact that there are several new start-up aircraft
lessors, and several of them have publicly discussed poten-
tial ABS transactions. Any comments on that?

Scott Corman: Yes, certainly most have discussed ABS transac-
tions, and I think it’s a testament to the attractiveness of that
as a financing structure, as an attractive capital source. 

It does provide you with a very attractive cost of cap-
ital at attractive leverage levels. Historical structures
have caused lessors some issues. I think the structures we
have today that we would employ can alleviate these
issues, but the lessors’ previous concerns were mainly
operational flexibility and equity-return-driven. They
felt that the structure put them into a situation where the
portfolio was tied to geographic concentration limita-
tions for the required rating agency confirmations,
which often handcuffed them in their ability to manage
the fleet. For instance, if an aircraft they owned needed

From a corporate finance standpoint, financial
flexibility of the lessor/manager is one of your
single most important things. Management
track record, asset quality, and financial
flexibility are all very important.

—Scott Corman



to be re-leased, they sometimes felt they couldn’t re-lease
it to an airline that was logical for them as an equity
holder because perhaps the portfolio already had an
exposure to that airline and it would violate either a
country, a regional, or an airline-specific concentration
limit for the rating that was attached to those notes. This
created a situation whereby a transac-
tion that could enhance cash flows
could result in a negative rating action.

This was compounded by the fact that
those older transactions had no ability to
substitute an aircraft. The structures we
would employ for a portfolio of ABS-
style transactions are ones that would
recognize and permit the flexibility that
the lessors need to actually properly man-
age their fleet for the long term, which is
to everybody’s benefit—noteholders and
equityholders alike. 

The fact is that we’re overcoming the
hurdles of the past, which I believe the
overall market recognizes as critical in
new transactions. The lessors certainly
like the product. The concerns were that
it was too difficult when you looked at it
longer-term, since you didn’t know
where the aircraft were going to migrate
to over the required time horizon of 10-
plus years. I think that those issues can
be overcome in today’s market, which is
why people are refocusing on that product.

Patrick Käufer: There’s no question in my mind that we’re
going to see not just one but a number of separate aircraft
ABS transactions next year. There are two drivers. The pri-
mary one is the need to refinance near-term maturities such
as warehouse facilities that are coming due, which is put-
ting tremendous pressure on the lessors to find alternate
financing sources, and there’s a limit on how much the
bank market is willing and able to do. 

The second driver is that there are some companies
which, for a variety of reasons, do not want to issue
recourse secured debt. For example, a lessor may want to
shed assets to free up capital or manage asset and credit
concentrations. They do that by financing a portfolio
through new equity and nonrecourse debt. I’m aware of a
number of lessors who are actively looking at and consid-
ering going into the ABS market.

Standard & Poor’s: How do you think the reception would be
for some of the new start-up lessors if they were to do an
ABS transaction as opposed to the established ones?

Patrick Käufer: I see no reason why they would be any less
attractive from an investor’s point of view compared to a
more established lessor. One aspect that would characterize
an ABS transaction from a new aircraft lessor is that they
have very high quality new assets that are going to be very
attractive in terms of their lease performance and value main-

tenance. A big question is whether the
management team can effectively con-
vince the investors, and of course the rat-
ing agencies, whether they have the sys-
tems in place and the ability to do what it
takes to manage the aircraft portfolio. 

Effect Of Recent Regulatory
Changes In The ABS Market
Standard & Poor’s: A somewhat-related
question—in your view, have the recent
regulatory changes (such as the 17g-5
rule) in the ABS market made other
financing alternatives such as bank loans
and the corporate (secure and unsecured)
debt capital market more attractive?

Scott Corman: I don’t necessarily think
so. I think that the changes that have
taken place may make the issuers a lit-
tle more cautious going the capital
market route, but it is certainly not
going to necessarily make the bank
market more attractive. 

The reality is that the bank market finances most of the
aircraft financing anyway. There are 10s of billions of
dollars of aircraft financings done every year, and most
of those are done through the bank market. So if the
bank market already has the upper hand for the transac-
tions and the recent regulatory changes, while they may
layer an additional consideration on the capital market
side, I don’t think that it’s that negative that it will dimin-
ish the use of it.

Jessica Gray: Nobody likes change, and there was so much
hoopla about what it was and what people were going to
have to do and Web sites and who could call who. I think
there was a lot of trepidation on investment banks, on the
issuers’ part. In reality, as we’ve experienced with you, it
was new, and there were things that we had to do different-
ly. There were negotiations over letters that didn’t exist
before. There are definitely things that have changed, but I
don’t think it has been a true impediment like I think many
thought that it would be. 

I will say that we have not had the same experience with
each of the rating agencies, and I’ll just leave it at that for
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now. I think everybody is trying to cope with whatever their
issues are and whether there’s a workable solution or not in
the case with our issuers working with you guys. It has
worked okay, different, maybe a little bit slower, more lead
time, but manageable.

Patrick Käufer: In a post-17g-5 world, I think it’s a question
of what the process is going to be like in working with the
rating agencies, and I would share what Jessica said in her
comments that some rating agencies have been more con-
structive than others in terms of how to approach this. 

I think none of us wants to be perceived in any way as
influencing what ought to be an independent process by the
rating agencies. That goes both for the underwriters and
the issuers. At the same time, the only way to get a struc-
tured transaction done is to have dialogue throughout the
execution process. 

Challenges And Opportunities Within The Investor Base
Standard & Poor’s: Please describe the change of your investor
base as monoline insurance disappears from your sectors—
what are the challenges and opportunities?

Jessica Gray: Our experience on the last TAL deal was
really interesting in that it’s largely insurance money. I go
back to when we did the first container deal for Triton in
2000 or 1999—it was insurance companies, and it was a
bifurcated kind of barbell. Some insurance companies
would take a large bite size, with some of the smaller
names taking very small sizes, and that’s exactly what we
saw in the TAL transaction. 

You’ve got certain investors who have owned the paper
throughout the downturn and have realized that it per-
formed; they really like it and really like it in size.
Interestingly enough, it’s also people that bought the private
placement deal. That kind of crossover is new—they used to
be very distinct areas, and now they’ve kind of amalgamat-
ed or are certainly talking to one another about the merits
of the structure. 

Patrick Käufer: I think the disappearance of the monolines is
forcing investors to go back to doing fundamental work on
the underlying transactions. One of the problems during the
last six or seven years is that with the monoline deals, some
investors got complacent. By relying too much on the value
of the wrap, they got too far away from what it means to
have an aircraft asset or to be invested in an aircraft leasing
company. What you have to do now is, if you want to invest
and want a security, you have to get your mind around how
aircraft assets work, what the dynamics in the aircraft leas-
ing market are. This is ironically no different from what we
had at the inception of the aircraft ABS market back in the
mid-’90s through 2003, when the original investors had to
do the work on the underlying sector and assets.

Scott Corman: I think a lot of underlying investor work disap-
peared when we went the wrap route because the wrap
provider was the one that people were relying on. While we
were relying on the performance of the portfolio, the com-
fort of the wrap changed the investor base, mainly due to
pricing benchmarks. The typical private-placement insur-
ance-company-type investor that does all their own work
doesn’t really get paid enough to do a ‘AAA’ wrapped trans-
action—certainly not on an asset type that is as complex as
aircraft leasing and aircraft in general.

While the investors were doing their homework, those
deals were getting done at LIBOR plus 30 bps or even
LIBOR plus 25 bps, which didn’t make sense for many tra-
ditional investors. The investor base transformed over to
one that was really trading off the wrap. What we’re going
to see today is a return to more transparency as we move
back to a stand-alone-rated transaction that will have a
defined amortization profile and will have, accompanying
that, greater openness to reporting as to the underlying
assets and their performance from time to time.

Transparency Across Lease Rates,
Collateral Market Prices, Etc.
Standard & Poor’s: How would you describe the level of trans-
parency—lease rates, market price of collaterals, etc.—in
your sectors? What are some of the top priority improve-
ments, if any?

Scott Corman: I think that—this kind of goes back to what I
was alluding to before—I think we’re going to wind up in a
world where we’re at that happy medium, from the pre-
2001 transactions to the wrapped transactions. Today’s
transactions may have more leverage than where we were
with the wrapped transactions, but not as much leverage as
we had when the market really first started. But with that,
you’ll have more transparency, as well as on the actual
underlying revenues and cash flows and related expenses

I think the disappearance of the monolines
is forcing investors to go back to
doing fundamental work on the
underlying transactions.

—Patrick Käufer



because you’re going to have a preset amortization occur-
ring to the underlying bonds. 

Jessica Gray: I think it’s balancing what kind of information
investors find useful and what is prudent for issuers to share.
The problem with legacy deals is that the asset base and man-
ager reports don’t make any sense to them. Investors can’t
line up the information in those reports to what they can pull
from Bloomberg or Intex. I think the issuers in all the sectors
are willing to provide information, but they have to balance
that with that information getting in their competitors’
hands, and that’s truly what they’re concerned about. 

It’s not that they don’t want to share with investors.
They don’t want investors trading and somehow that infor-
mation getting in the competitors’ hands. So, it’s balancing
that—customer A, B, C, and D, in terms of exposure and
things like that.

Patrick Käufer: I agree with that, and this is also an issue for
the lessee airlines because the airlines don’t want to make

public confidential details of their lease agreements. It’s a
competitive issue for both the airlines and the leasing com-
panies. This is a conundrum where, on the one hand, a
transaction is relatively easier to price and trade if more
information is available, but on the other hand, the leasing
companies and airline do not want competitors to have
that kind of data. 

There has been some discussion of setting up a clearing-
house for the relevant data. The problem is that if you
make it too generic, then it’s not relevant. Just to talk
about what a generic lease rate is for a three-year-old
A320 or 737-NG won’t help anybody. You really have to
know what the lease rate is for a particular aircraft with a
particular maintenance status in a particular portfolio for
a particular aircraft lessor. 

I think this idea of the clearinghouse, while theoreti-
cally elegant, is not practically helpful and ultimately
you’re always going to have the problem of there being
some information asymmetry that’s going to lead to
higher costs. ●
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Tobacco Securitizations
Face The Challenges
Of More Regulation
And Fewer Smokers

Investors in tobacco settlement-backed bonds are looking at a

fast-changing landscape, according to participants at a recent

roundtable discussion of the tobacco industry and its securitized

settlement debt. 

Some of these changes are positive, according to these experts’

opinion. Several recent court cases have reduced litigation risk

for the tobacco industry to its lowest level in years. But the

performance of these securities depends on cigarette sales, which

have been declining amid increasing prices and health concerns.

Meanwhile, some proposed regulatory changes at the Food and

Drug Administration (FDA) could yield both opportunities and

challenges for the industry. A new generation of smokeless

tobacco products is emerging, but the industry also faces a

possible ban on menthol cigarettes, one of its bestsellers. 



62 www.standardandpoors.com

Tobacco Securitizations Face The Challenges Of More Regulation And Fewer Smokers

The panelists expect that future tobacco securitizations are
likely to have more conservative structures in order to bet-
ter align the interests of investors and state and local gov-
ernments. The first wave of tobacco settlement securitiza-
tions is over, but in the panelists’ opinion, there is a future
for issues that are structured to take into account the
changes ahead.  

Panel Discussion
Elena Serdyuk, associate director and credit analyst in
Standard & Poor’s Ratings Services Structured Credit
group, moderated the panel. 

What follows is an edited excerpt of the conversation. The
opinions expressed in this article are the opinions of the individ-
ual participants, not of their employers or Standard & Poor’s.

Macroeconomic Perspectives
Standard & Poor’s: What are the future opportunities and chal-
lenges for the tobacco industry in light of the current econo-
my, recent excise tax increases, and new FDA regulation? 

Kym Arnone: The combination of the recession and excise
tax increases by federal, state, and local governments
affected the price of cigarettes, ultimately influencing con-
sumer behavior. The 62-cent increase in federal excise tax
in April 2009 and a myriad of state and local government
excise tax increases created a weighted average excise tax
of $1.45 per pack. But this number masks vast differences
in excise taxes when considering local and state taxes—
from a low of 30 cents per pack in Virginia to $5.85 per
pack in New York City. 

During the recession, many consumers traded down to
discount brands, sometimes produced by participating man-
ufacturers (PMs) such as Philip Morris with Basic or
Reynolds American with Pall Mall, Doral, and Misty. But
some also traded down to generics, known as “black-and-
whites” for their no-frills packaging.

For the PMs, the challenge has been to maintain market
share in a difficult economy. That challenge was most acute
in 2008–2009, when shipments were down 9.3%. However,
the market share has stabilized—and even improved for cer-
tain manufacturers. For example, Lorillard shipments for

the third quarter of 2010 were actually up 5.5%, versus an
industry decline of approximately 3.5%. The industry
decline has moderated as the economic outlook slowly
improves. We expect further declines in the near term to be
more tempered, rather than the steep shocks of 2008-2009.

FDA regulation poses many additional challenges for
manufacturers, including a potential menthol ban, more
stringent warning labels, and higher FDA compliance costs.
The most pivotal issue for the industry is the current review
by the Tobacco Products Scientific Advisory Committee on
whether menthol should be banned in the same manner the
FDA banned candy- and fruit-flavored cigarettes. Menthol
accounts for approximately 30% of the cigarette market.
Over the past six months, the Scientific Advisory
Committee has heard testimony about menthol’s impact on
health, with the primary conclusion that the data and stud-
ies are inconclusive. The committee was trying to figure out
whether menthol inherently poses a greater health risk than
regular cigarettes, or if it results in early smoking initiation
or subsequent greater nicotine dependence.

Several groups, such as the NAACP and the American
Legacy Foundation, have called on the FDA to ban men-
thol, given the disproportionate share of minorities who
smoke menthol cigarettes. While the consensus that a com-
prehensive menthol ban is unlikely based on scientific
findings, the FDA could be pressured to ban menthol
based on demographic or sensory concerns. Lorillard has
the most at stake here, because over 90% of its revenues
come from its Newport brand, which is also the industry’s
leading menthol brand. 

Although cigarettes are responsible for 81% of industry
profits, growth opportunities appear to be in smokeless
products, such as chewing tobacco. Smokeless tobacco vol-
ume has been growing at about 5%-6% per year. Altria,
Philip Morris’ parent, entered the smokeless segment in
2008 with the acquisition of U.S. Tobacco. Its key brands
include Copenhagen and Skoal. Reynolds has the longest
tenure in smokeless since its 2006 acquisition of Conwood,
with key brands such as Grizzly and Kodiak. Altria &
Reynolds also concentrated on dissolvable tobacco prod-
ucts, such as sticks, strips, and orbs. For these two manufac-
turers, smokeless has contributed double digits to operating
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● Christophe Razaire, Chief Credit Officer for the U.S., Natixis;
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● Prof. David Sweanor, Adjunct Professor of Law, University of Ottawa.



profit. The benefit of smokeless products is that they can be
consumed within existing bans. But unfortunately for tobac-
co securitizations, growth in the smokeless category does not
translate into master settlement agreement (MSA) revenue. 

Albert Simons, III: I think the most significant aspect of the FDA
regulation is as it relates to the regulation
of menthol. A prohibition on menthol use
would raise numerous questions, such as
whether smokers will move to another
brand or stop smoking altogether; and
whether it will decrease the number of
early smokers.

In addition, the legislation prohibits
cigarette manufacturers from labeling
their product as “low tar” or “light.” It
requires disclosure of additives and FDA
approval of any claim tobacco manufac-
turers make about reduced health risk. It
allows the FDA to require the reduction
of nicotine and place more severe restric-
tions on advertising, and it eliminates the
federal preemption of cigarette advertis-
ing, which could result in the tobacco
industry having to comply with inconsis-
tent state regulations.  

Christophe Razaire: The excise tax issue is
going to remain preeminent, given the states’ budgetary diffi-
culties. That’s going to further decrease cigarette consump-
tion. Issues related to health care present another challenge.
It’s not clear what the impact of excluding certain smokers
from certain health plans or increasing their premiums could
be on future volume. 

I think the FDA regulation can be an opportunity for
Philip Morris, which originally pushed for the act’s passage.
With a 50% market share and excellent shelf space
throughout the country, Philip Morris can benefit from
reduced industry advertising and merchandising becoming
the only game in town.

It may also create an opportunity for the industry because it
becomes at least a concerted discussion, instead of one in the
tradition of opposition and frontal war that was the case for
decades. Obviously that doesn’t detract from what was men-
tioned about the potential impact on menthol, but we’ll never
know what would happen if there was no FDA regulation and
the future of the industry was to be decided entirely in courts. 

David Sweanor: A key challenge, which goes back to why
Altria decided to support FDA regulation, is the concern
about society revoking the right of the cigarette industry to
exist. That issue was brought up on the board of Altria years

ago, and others at the company tried to change the social
view of the cigarette industry, recognizing that the alterna-
tive was probably extinction. There’s a question of how
much the FDA is going to help legitimize the industry, versus
being a tool for pummeling the industry. In some ways, the
FDA regulation makes it more difficult for small manufac-

turers. In other ways, it affects what will
happen with contraband, and ultimately
what’s going to happen with cigarette
alternatives. 

Another challenge is the price elasticity
of cigarettes. Several entities can dictate
price: companies, because of marketing
power; state and federal governments,
through excise taxes; and county and
local governments, through their own
ability to tax. These entities are in a prof-
it-maximizing—rather than sales-maxi-
mizing—mode. That means they each
benefit by continuing to raise cigarettes’
retail price. Rising prices reduce demand
and create a demand for alternative prod-
ucts that the MSA would not cover. All of
that affects the overall market, and, ulti-
mately, the MSA payments.

Contraband is an issue that doesn’t get
nearly the attention it should. Experts I
talk to at the Bureau of Alcohol, Tobacco

and Firearms believe that contraband is growing fairly rap-
idly in the U.S. We’ve seen in other countries how it can
take over a quarter of a market fairly rapidly. 

A long-term challenge to the cigarette part of the nicotine
business is that nicotine itself, at the dosage level smokers
want, is not particularly hazardous. It’s the delivery system
that’s dirty. As more people understand that, and as regula-
tion starts to reflect that, cigarettes could possibly go the
way of leaded gasoline. If alternative products gain far
greater traction—as we’ve already begun to see with smoke-
less tobacco and electronic cigarettes,and with the move by
the U.K. to a harm-reduction approach to nicotine—ciga-
rette sales could potentiallyfall quite precipitously. 

Trends In Litigation 
Standard & Poor’s: What are your short-term and long-term
views on litigation risk?

Albert Simons, III: In some sense, the litigation environment is
considerably better. The primary reason is the Second
Circuit Court’s favorable ruling in the Freedom Holdings
case, that the New York Qualifying Statute and the New
York Contraband Statute do not violate the Sherman Anti-
Trust Act or the Commerce Clause of the U.S. Constitution.
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The time to request an en banc rehearing or to file for a writ
of certiorari with the U.S. Supreme Court has not expired,
but the circuit court decision is definitely a positive for bond-
holders given the Second Circuit’s prior rulings. Eight of the
10 Federal circuit courts have now upheld the MSA and the
model statutes. Therefore, I do not see a strong rationale for
the Supreme Court to grant certiorari. 

The Grand River case is still out there,
and the facts could be different from
Freedom Holdings. But if the Second
Circuit wanted to strike down the MSA
or the qualifying statute, it could have
done so in Freedom Holdings without
waiting for Grand River. 

In the Vibo case, the District Court
granted the defendants’ motion to dis-
miss all claims, but an appeal is pending
before the Sixth Circuit. The Sixth
Circuit has previously upheld the MSA
and the qualifying statute in S&M
Brands v. Cooper and other cases. I don’t
see a particularly compelling reason to
think they would take this, or, if they do,
reverse their prior decisions.

The federal litigation in U.S. v. Philip
Morris has been resolved. Although those
findings may be used against the tobacco
industry by other plaintiffs, at least the
industry dodged the huge monetary pay-
ment that the government was seeking. 

In civil litigation, most of the class action suits have been
decertified. This means that litigation costs to individual
plaintiffs will be higher. Suits such as Engle now need to be
brought by each individual plaintiff. In most of these cases,
the judgments have been modest, although there have been
a few quite large ones. The tobacco industry seems to view
this as a cost of doing business. 

In my view, the current biggest threat to tobacco bonds
comes from the non-participating manufacturers (NPM)
adjustment. Three things need to happen before there is an
NPM adjustment: There has to be a loss of market share by
the PMs, it has to be determined that the MSA is a signifi-
cant contributing factor, and it has to be determined that a
particular state is not enforcing its qualifying statute. There
clearly has been market share loss. The economic consult-
ants have determined that the provisions of the MSA were
a significant contributing factor. That means that the issue
is whether each of the settling states has been diligently
enforcing the qualifying statute. 

States that are determined to have not diligently enforced
their statutes would end up bearing the full weight of the
NPM adjustment, which could wipe out a particular state’s

tobacco settlement revenue in a year. The states had hoped
this would be handled by litigation in each state, feeling that
they would have a better hearing before courts in their indi-
vidual states. In virtually all of these situations, however, the
courts have determined that it’s an issue for arbitration,
which is what the tobacco companies have been pushing for. 

Christophe Razaire: There are two cate-
gories of litigations that can affect
tobacco securitization bonds. The first
are claims challenging the MSA or the
qualifying statutes, which started with
the Freedom Holdings case in New
York. But I think the recent decisions in
the cases we’ve mentioned, except for
Grand River, signal the end of a poten-
tial catastrophic event for the bonds.
The process continues, but the risk is
now significantly lower than before
those decisions were rendered.

The second area of legal challenges is
litigation against the industry and how
that affects tobacco settlement-backed
bonds. The risk is that a court decision
against the cigarette companies, the PMs,
could lead to their bankruptcy, which
could then lead to uncertainty about
whether MSA payments continue. The
risk today is significantly lower than it

was in 2003-2004 because most states have passed bond
caps. Ironically, they’ve passed the caps specifically for orig-
inal participating manufacturers (OPMs), which means the
states showed interest in protecting the industry from poten-
tial liquidity shock. For instance, the $200 million cap the
Florida legislature passed for the entire industry is at a level
I believe the tobacco manufacturers can definitely meet. 

There have been some adverse decisions with “lights” cer-
tification cases, but the fundamental issue of class certifica-
tion really hasn’t been tested yet. That’s the weakest point of
those claims. How can you convince a courtthat all members
of the class were equally adversely affected by a claim of
deceptive advertising? That willbe heavily challenged.

It appears as if the industry is in a situation where it
should be immunized from liquidity shocks thanks to bond
caps. The industry will have adverse verdicts, but it should
be able to manage case timing so the companies’ cash flows
will easily absorb the costs, even if some cases eventually
lead to payments. I think that the litigation risk picture has
not been better since at least the 1990s, when Engle was
filed. In saying this, I assume that Philip Morris
International and Japan Tobacco would be able to absorb
most of the judgments that could arise from Canadian
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provinces’ claims, based on their agreements with Philip
Morris International USA and RJ Reynolds. 

Trends In Consumer Behavior 
Standard & Poor’s: In your view, how do cigarette price
increases affect consumer behavior? Do you think higher
cigarette prices will prompt current smokers
to switch to the discounted tobacco brands
or seek alternatives to traditional smoking?

David Sweanor: We’ve mentioned some of
this in terms of the alternatives to cigarettes
and the existing cross elasticity. We’ve seen
major moves in other markets between
things like cigarettes and roll-your-own
tobacco, or electronic cigarettes and
smokeless tobacco, as people move to a
product that saves them money. We also see
moves by people to alternative products if
they think that will reduce health risks. 

As cigarette prices go up, this also cre-
ates a market incentive for such things as
medicinal products or nontraditional
products. An example of medicinal prod-
ucts might be high-dosage forms of nico-
tine replacement therapy that people use as
a form of self-medication to deal with a
psychiatric condition. People with condi-
tions like schizophrenia, attention deficit disorder,
Tourette’s syndrome, chronic depression, and the like are
actually a very large part of the overall cigarette market.
As prices of cigarettes go up and as awareness increases of
the relative risks of different forms of nicotine delivery, it
becomes viable for someone to start marketing products to
people who are essentially using the nicotine in cigarettes
to treat a condition they have. That’s potentially a very
lucrative market because the cost of manufacturing some
of the medicinal products can be very low and the poten-
tial market very large. 

You could also have medical doctors who have a profes-
sional obligation to prescribe or recommend an alternative
product for fear they’d otherwise be sued for the injury
befalling their patient from continued smoking when far
less toxic forms of nicotine delivery are available. We also
have nontraditional products like the e-cigarette, for which
business right now is really “fly-by-night,” but could easily
be consolidated and present a significant competitive threat
to combustion-based delivery. 

A company with capital could potentially market these
cigarette alternatives quite effectively. For example, there
already are a lot of dual users of smokeless tobacco and
cigarettes. The relative risk of cigarettes is such that

they’re somewhere in the range of 50 times as likely to kill
you as using smokeless tobacco. If awareness of this risk
differential became widely known, it could move a lot of
the dual users very quickly to only using smokeless tobac-
co, and could probably move considerably more cigarette
smokers in the same way. Overall, I think the price

increases and growing awareness of
relative risks are helping to create
demand for alternatives, whether it
be legal or illegal. 

Tobacco Settlement-Backed
Securitizations 
Standard & Poor’s: The Illinois tobacco
securitization was announced not too
long ago. Could this deal start another
securitization trend in this sector?

Kym Arnone: Possibly. A new wave of
securitization depends more on the
existing states’ current use of tobacco
settlement revenues (TSRs) and their
motivation for potentially proceeding
with a securitization. During the first
wave of securitizations from 1999 to
2003, it was easier for states and
municipalities in New York and
California to justify proceeding with a

securitization, since the TSR stream was relatively new
and recipients had not fully accounted for TSRs in the
budget. Many issuers were also motivated by risk transfer
as a potential rationale. 

During the second wave, from 2005–2008, market condi-
tions were really a driving force for the $25 billion of
issuance volume, because the combination of incredibly
tight credit spreads and interest rates approaching their
absolute lows was compelling. Many issuers refinanced dur-
ing that period and further leveraged their TSR stream. A
lot of issuers also refinanced to switch to a turbo structure
from the earlier residual release deals that ended up trap-
ping TSRs when RJ Reynolds was downgraded to below
investment grade.

The recent credit crisis, however, redefined risk, effec-
tively shutting down the market for the past two years.
During the crisis, the yields on some of these bonds traded
as high as 14%. Many bonds have recovered in the second-
ary market, although with the exception of a few crown
jewels, the spreads are still much wider than their original
issue level. So it’s certainly possible that the Illinois trans-
action issued through Railsplitter Tobacco Settlement
Authority may encourage issuers to review the tobacco sec-
tor as a means of raising capital for budget deficits,
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although it’s doubtful there will be the same kind of wave
as in 2005-2008.

I should probably mention that Barclay’s is a co-book
runner on the Illinois transaction, and that Standard &
Poor’s was asked to rate the transaction.

Christophe Razaire: As a potential investor, I think the deci-
sions in Freedom Holdings and similar cases have eliminat-
ed the catastrophe bond aspect of those transactions—
where the probability of certain events occurring is very
low, but if those events do occur, the consequences are dev-
astating. That could make tobacco settlement securitiza-
tions more attractive to some investors. I think it’s less of a
gamble than it would have been in the past in terms of all-
or-nothing binary outcomes. 

The second factor that militates in favor of some market
acceptance is that litigation risk is receding. The third fac-
tor is that to buy tobacco bonds, you don’t have to believe
in a fancy mathematical construction. You can do your own
homework and read what the agencies are saying and posi-
tion yourself based on that. 

Standard & Poor’s: Are there any unique legal issues that arise
in these securitizations that investors should be aware of?

Albert Simons, III: Investors just need to know that they’re
buying a security totally dependent on the payments tobac-
co companies make under the MSA. Investors are taking
tobacco company risk and MSA risk. I think offering circu-
lars make this clear. 

There is a major player apart from the parties issuing
bonds—the state attorneys general who have to enforce the
qualifying statutes. Tobacco securitizations have had provi-
sions that the state will act in the bondholders’ best inter-
ests and often specifically obligate the state to diligently
enforce the qualifying statutes. If the state has retained a
significant residual interest, its interest will be closely
aligned with those of the bondholders. But if a state has
sold TSRs for a long period, its interests may be less
aligned with bondholders’.

Moreover, attorneys general could be influenced by polit-
ical pressures or public policy concerns other than those of
the MSA. 

Christophe Razaire: The NPM adjustment issue, which is at
the border of litigation and arbitration, is important for
these securitizations. One tobacco manufacturer, Phillip
Morris, continued to make the payments and has not put
the disputed portion into a separate account, while the
other two, RJ Reynolds and Lorillard, put the disputed
payments in separate accounts but will offset it against
future payments in case of a decision in the manufacturers’

favor. It will be interesting to see whether that could some-
how affect the structure of those future bonds. If the pos-
sibility that Phillip Morris might not have to make full
NPM payments could in some way be embedded in the
structure, that could be a better match between deal struc-
ture and investor expectations.

Standard & Poor’s: How could a new tobacco deal bestruc-
tured to appeal to investors?  What are the largest changes
in how future transactions will look versuspast transactions?  

Kym Arnone: New transactions will have to accommodate
investors’ current focus on the annual rate of consumption
declines that a bond can withstand. With the past two years
in the rearview mirror, investors are less focused on average
bond lives and more focused on tobacco fundamentals. The
pendulum has swung from concern over event and litigation
risks, which populated the second wave of tobacco
issuances, to whether the bonds can withstand the steeper
decline in cigarette smoking. New tobacco bonds will have
to survive much more dramatic declines in order for
investors to commit additional capital to the sector. Whether
the structures come in the form of fixed amortization trans-
actions with high average coverage levels or turbo transac-
tions that survive a more-robust year-over-year decline, the
conventional standards that predominated during the prior
wave of securitizations are no longer stringent enough. 

The other issue at the forefront of investors’ minds is
the NPM adjustment and each state’s diligent enforce-
ment efforts. Investors’ frustration with the slow pace of
the process is very palpable. While it’s not really a struc-
tural issue, it’s important for prospective issuers to
demonstrate their ability to enforce qualifying statutes,
to monitor the NPM sales, and to exhibit a litigation
track record for pursuing noncompliant NPMs in their
respective states. Transparency is very important inthis
area, yet understandably complicated as AGs prepare to
present their cases before the panel ofthree arbitrators.

Albert Simons, III: Investors have seen consumption forecasts
that have not materialized. I expect that investors will want to
see more coverage. I also think that they may want states to
have real skin in the game—either by retaining some current
interest or significant residual interest in the TSRs—so bond-
holders feel the state really is their partner in the deal. I’m not
sure investors will push for that, but I think there is some
sense that states’ and investors’ interests are not necessarily
aligned when a state has sold all its tobacco receivables. 

Christophe Razaire: It’s a critical point. There is a world of dif-
ference between before the crisis and now when it comes to
investor sensitivity to the alignment of interests. ●
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Is The Worst Over
For Timeshare
Securitizations?

Even as U.S. consumers snapped shut their checkbooks during

the recession, the timeshare industry, along with the

securitized timeshare loans, held up relatively well, though there

certainly was a rise in delinquencies and defaults. Still, according

to panelists at a recent roundtable hosted by Standard & Poor’s,

“the worst is definitely over.” One panelist explained that

customers who made it through the credit crunch were strong

borrowers to begin with, so the existing securitized pools contain

higher-quality loans than, say, two years ago. This also reflects

continually tightening underwriting standards and the fact that

the timeshare industry avoided many of the other challenges

associated with mortgage lending, like teaser rates and adjustable

floating rates. Nevertheless, panelists still see residual concerns

after the recession.
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Panel Discussion
Credit analyst Carmi Margalit, a director in Standard &
Poor’s Structured Credit group, moderated the roundtable.

What follows is an edited excerpt of the conversation. The
opinions expressed in this article are the opinions of the individ-
ual participants, not of their employers or Standard & Poor’s.

Standard & Poor’s: The timeshare industry went through a dif-
ficult period in the past couple of years, with many develop-
ers cutting sales and new construction. As an investor, how
has this impacted the receivables financing side of things,
both on the securitization side as well as the private market?

Todd Fasanella: The credit quality has generally improved as
developers cut back sales; they’re not financing as many
customers anymore. The biggest impact that I’ve seen with
the pools is that 2008 and later origination investments
have been much higher in credit quality.

Standard & Poor’s: There’s a higher credit quality for those
with higher credit scores, but if you look at performance of
2008 and 2009 vintages, comparatively for developers,
there’s a lot of stress still in there.

Todd Fasanella: That stress has more to do just with the peri-
od that we’re currently experiencing. But the defaults are
much higher in the 2007 and prior vintages because those
pools had more borrowers with lower FICO scores.

Standard & Poor’s: Performance on timeshare loans and secu-
ritizations, while definitely exhibiting some stress, has held
up relatively well in the face of the consumer-led recession.
Why do you think that is?

Steve Viscovich: We believe the primary reason why these
portfolios have held up fairly well from a performance per-
spective is because of the value proposition that each of the
timeshare operators provide through their networks.

The timeshare customer knows that their payment is X
hundred dollars a month, and in return, they’re going to
be able to enjoy a great vacation experience each year with
their family at a variety of resorts with a particular quali-

ty and selection of amenities. That value proposition has
held up very well, and in most cases has increased, due to
the additional options provided by the operators to their
customers: number of resorts where they can go, addition-
al uses (whether points or whatever kind of credit or cur-
rency they get) with respect to the time that they own
through the timeshare system, more amenities at the
resorts, etc.

Andy Yuder: In addition, people are typically buying a time-
share when they’re already on vacation, so an initial screen-
ing has taken place showing that these customers can afford
to vacation. Therefore, buying an interval and taking on a
$200-$300 monthly payment is usually a very doable thing
for people who already made a priority for vacations as part
of their lives.

It’s not like the subprime mortgage mess we saw in 2008
and 2009. There are no teaser rates, there’s no adjustable
floating rate, and there’s no refinance possibility where if
they can’t afford the payments they can refinance some-
where else. That doesn’t happen in this product. Timeshare
assets are performing more like prime credit cards.

Weighted average credit scores today of most timeshare
loans are in the high 600s, low 700s, whereas two or three-
plus years ago it was more in the mid-600s.

Standard & Poor’s: Do you think there’s a difference in terms
of the value proposition and, therefore the loan perform-
ance, between a larger diversified system and some of the
one-resort or smaller systems out there?

Andy Yuder: It’s much harder for the smaller one- or
two–resort developers to compete with the larger developers
like Marriott and Starwood which have 40-plus resorts in
their systems. Then you have the more middle-market devel-
opers like Bluegreen or Silverleaf, who they can’t compete
with either. Bluegreen has over 40 resorts; Silverleaf has over
a dozen. Customers have more resorts to choose from and
can vacation more flexibly with these larger middle-market
developers, so the value proposition is stronger. It’s much
more difficult for the smaller developer who has one or two
properties to compete. Also, the market does not see the loan
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performance of the one-resort or small developer because
the paper does not get securitized.

Todd Fasanella: On that front, I think it’s almost a perpetual
difference because the smaller players that have one or two
resorts, the reality is they’re borrowing to finance the con-
struction of the product, so at the end of
the day they have to sell to as many cus-
tomers as they can to be able to pay off
the construction debt, and, as a result,
they’re reaching for credit historically
more than the big developers.

It’s just a fundamental business model
difference. If we got to a point where you
didn’t have normal real estate guys in the
timeshare business and you had a bunch
of people who were capitalizing the busi-
ness by financing the construction with
equity, I think you’d have a much differ-
ent reality with the smaller developers.
But that’s not the world we live in.

Steve Viscovich: The larger-branded players
certainly have more resources from a mar-
keting standpoint. One of the most valuable
tools they have is the use of their loyalty
programs to refine their target marketing.
Through these loyalty programs, they’re
able to utilize the data to market to more
likely buyers of their product based on people’s travel patterns
and where they typically stay when traveling.

Standard & Poor’s: Do you think that the worst is behind us in
terms of default and delinquency performance on timeshare
loans? Have we reached a “new normal,” or do you expect
current default and delinquency levels to change in the next
year or two?

Andy Yuder: I think the worst is definitely over. Customers
who came through the credit crisis are the stronger borrow-
ers. Also, customers that could have easily prepaid before
don’t have the option of just pulling from their home equity
line, so a lot of good credits will stay in these pools. The new
loans being originated are of better credit quality today than
two-plus years ago, so the performance should be strong.

Todd Fasanella: In our view, we’re going to end up with
much better loan pool performance than before the crisis
because the average credit quality is much higher today. I
see 40 to 50 points higher on the FICO scale, and that’s
going to mean much lower delinquencies and defaults
going forward. The recent higher delinquencies that we’re

seeing are all cyclical, and even though unemployment will
stay high during the next three years, the reality is that
current loan originations are much better credit quality
than earlier pools.

Standard & Poor’s: Do you think that easy credit availabili-
ty might have masked some defaults
where ultimately, the customer default-
ed on a home equity loan that they took
out, but not on the timeshare loan? Do
you think that’s part of what we’re see-
ing today and where the “new normal”
is going to be?

Todd Fasanella: We have all seen static
pool default data during the ‘90s, when
prepayment rates were closer to 10% per
year. Then, the defaults were not mean-
ingfully higher.

Standard & Poor’s: Do you think that if the
asset-backed security market continues
to be robust next year, intermediary
lenders are going to step back in?

Andy Yuder: One may see some interme-
diary lenders tiptoeing back in. I think
the tiering continues to play a big role.
Large lenders just shy away from the

more middle-market developers, and if they’re lending to
the timeshare industry, they’re going to lend to the upper
end. Bottom line, I don’t think a lot of new intermediary
financingwill enter the market.

Standard & Poor’s: Is the return of intermediary lenders a
must-have for developers to start building again? Or is it a
case of if there’s demand for timeshares, developers will find
a way to increase inventory when necessary?

Andy Yuder: One thing the developers have pushed for is
higher down payments and cash sales, which helps with liq-
uidity. Developers will manage construction/inventory, sales,
and receivables origination based on receivables financing.
Developers will always persist in seeking financing, based
on the idea that one can never have too much liquidity,
especially after the crisis we just came through.

Standard & Poor’s: A lot of timeshare securitizations offer
developers repurchase or substitute options, and many
developers have exercised those options. Can you talk a lit-
tle bit about the background of how this came to be and
why these things are capped at a certain percentage?
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Gilbert Liu: Optional repurchase and substitution provisions
have been part of timeshare securitizations for a long time.
Typically, an originator or affiliate has an option, but not
the obligation, to purchase or replace defaulted loans that
are owned by the issuer.

Typically, there’s a cap on the aggregate loan balance of
timeshare loans that can be purchased
or replaced, and the cap is usually
based on a percentage of the initial
aggregate loan balance of the original
pool. The percentage caps that have
been permitted in deals can vary.

Repurchase and substitution provi-
sions can raise issues for true sale and
non-consolidation opinions. One key
concern is that the provisions are a
type of recourse. The counterargument
is that there is no recourse, because the
issuer has no way to put the defaulted
loans to the option holder. It’s not
mandatory. It’s an option of the origi-
nator. The option holder can make its
own decision as to whether it will pur-
chase or substitute, and there is no
contractual obligation that requires
the option holder to do so. There usu-
ally are a number of legitimate busi-
ness reasons why an originator may
want to buy or replace.

Another factor to consider is that if an option holder had
the option to buy back every loan in a pool, one could argue
that the option holder has complete control over the pool,
which would be a negative fact for bankruptcy opinions. To
counter that concern, transactions will cap the amount of
loans that can be repurchased or replaced,

None of this is an exact science, but in our experience,
in the timeshare space, law firms have gotten comfort-
able with the concept of optional repurchase andsubsti-
tution provisions.

Standard & Poor’s: Do you think that these repurchase and
substitution options are something the developer wants as a
source for their own inventory? Do investors demand these
options be part of the transaction structure?

Steve Viscovich: From an administrative standpoint and han-
dling inventory that is fairly fungible in today’s world, hav-
ing this option is a very valuable tool for them.

Most of the larger players choose to repurchase their
defaulted loans because it makes the process of getting that
inventory back much easier. Some operators still do use sub-
stitution instead of repurchasing, as they have determined it

is a better economic option for them. I think for them it is
also very helpful in their inventory management process. If
you had any other type of company, say a car manufactur-
er that knew it could go and take a defaulted auto loan and
sell that car for as much as, if not more, than what they sold
it for originally, they would incorporate this type of

mechanic into their transactions as well and
utilize it, so I think it’s very important.

From an investor standpoint, it is certain-
ly something that they look at, and I think
they value, when analyzing a timeshare
transaction. Even though it’s an option, I
think they do view it as a layer of protection
in the transaction and certainly, they realize
how important it is to the timeshare opera-
tor to be able to utilize it to manage their
inventory going forward. So it does play a
role. It’s a win-win for both the operator
and the investor even though they all know
it’s an option. I believe it certainly factors
into everyone’s analysis.

Andy Yuder: I think they’ll continue to substi-
tute or repurchase as they have been doing
for years, but from an economic standpoint,
it’s pretty much a non-event. All these devel-
opers own the residuals in their deals; so
whether or not they contribute cash flow
for defaulted loans at the top of the water-

fall and get it out at the bottom, at the end of the day, it’s a
neutral event for them. It makes the most sense and keeps
the deals’ bond classes’ cash flow smooth. Also, substitu-
tions provide a little source of liquidity for them as well.

Steve Viscovich: Even in situations where the economics are
not necessarily taking it from the left pocket to put in the
right pocket, such as where deals are in trigger events and
none of the excess is flowing out to the operator, they have
been buying out the defaulted receivables. Again, as support
for the transaction, it’s certainly showing the value that it
has to the management of their inventory.

Standard & Poor’s: Obviously, from a ratings standpoint,
when we analyze deals, we assume that they don’t exercise
the option. From an investor’s standpoint, when you’re
pricing a deal, do you assume some level of repurchase?

Todd Fasanella: No. It’s not helpful because if the developer is
not around, you don’t get anything, so, no, we don’t assume
or give any credit for repurchases.

Despite the convenience factor that everybody just men-
tioned (which is true), the reality is—especially with regard
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to triggers—we’d be foolish to give credit for repurchases,
especially in a pro rata deal.

Standard & Poor’s: There were a few smaller developers that
went bankrupt, though none of the larger ones or develop-
ers that tapped the public markets. From an investor stand-
point, is a developer bankruptcy something that is a sce-
nario that you consider when you’re looking at a deal?

Todd Fasanella: Absolutely. And if we think that it’s likely, we
don’t do a deal.

Standard & Poor’s: But even if it’s unlikely, you’re buying these
deals, they have a weighted average life of two to three
years and a term of probably five or six years. Even a ‘BBB’
rated developer or definitely a speculative-grade-rated
developer, it’s possible that they will file for bankruptcy. Is
that one of the scenarios that you worry about, and in terms
of the performance, how do you think the developer bank-
ruptcy scenario is going to play out?

Todd Fasanella: In the old days, I used to worry more about
whether the resort system is going to be kept up, frankly,
more than anything else, forgetting for the moment about
recoveries upon defaulted loans. But what used to matter
more is that if your customer was happy, it wouldn’t
default, so you worried about who’s going to take over
resort management, and will it do as good a job or offer the
same benefits as the prior developer, especially if it’s one of
the brands that offers a lot of benefits.

Given that the credit quality has risen so much lately in
timeshare loan pools, I think it’s less likely, whether bor-
rowers are unhappy or not with their timeshare experience,
that they’re actually going to take a default hit to their cred-
it rating. They’re more likely just to pay off the loan, so it’s
less of an issue than it used to be when you were dealing
with an average 650 or 670 FICO score borrower in these
pools. The average borrower FICO score is now above 700,
so I think that customer is going to satisfy its obligation.

Gilbert Liu: One of the interesting things about a bankrupt-
cy of a timeshare developer is the existence of the home-
owners’ association (HOA) in the equation. For example,
if XYZ developer has a dozen resorts and a good portion
of the related intervals are sold, there’s a possibility that
the bankruptcy of that developer is not really going to
materially affect the related HOAs. Between the way the
timeshare organizational documents are crafted and state
regulations, HOAs can be pretty independent of the devel-
oper. If the HOA can still run the resort, hire and fire man-
agers, keep the pools running and the towels stocked,
owners can still enjoy the vacation experience that they

thought they were buying. If the owners are happy, they
are more likely to keep paying their loan payments.

Todd Fasanella: That is really the single largest issue in time-
share financing today—the HOAs. You’re not worried about
the developer bankruptcy as much as you’re worried about
whether the HOA will be solvent after the bankruptcy
because right now there’s a lot of developer-owned inventory,
or just because of the economy, there’s a lot of delinquencies
anyway and the developer is not going to be supporting the
HOA by trying to resell those defaulted VOIs (vacation own-
ership intervals) that are sitting at the HOA.

So that really is the single largest issue—making sure that
the HOA doesn’t have double-digit delinquency rates where
they may need to enact a special assessment, which would
really upset a lot of customers and may result in higher
delinquencies or defaults. It’s a much bigger issue for the
industry today.

The aggressive capital markets we have right now proba-
bly are not going to result in a lot more securitizations for
smaller developers because they’re generally the ones having
more issues with heavily delinquent customers in paying
maintenance fees to HOAs.

Steve Viscovich: There are, obviously, different types of bank-
ruptcies that one could go through, whether it’s a Chapter
11 or a Chapter 7, and we’re seeing each of those happen in
today’s market.

Certainly the strength, health, and organization of the
HOAs are really what keep the value of the system in
place. In each of the situations that you see today, those
that have strong HOAs will emerge as new organiza-
tions or partner with a stronger operator to be absorbed
into their system. The better-run HOA organizations
will be the ones who emerge and continue to be success-
ful going forward.

The ones that have a lot of problems are in situations
where the HOAs are relying on subsidies from the develop-
er’s sales and marketing arm. Those are the entities that will
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Certainly the strength, health, and organization
of the HOAs are really what keep the value of
the system in place. 

—Steve Visovich
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have more difficulty and may not be able to keep up the
resorts as well as the others, which in turn could negatively
affect the receivables’ performance.

Standard & Poor’s: Lower levels of new sales on timeshare
units will naturally lead to less need for financing, and
therefore less new issuance over the next year or two. If the
demand for timeshare securitization on the buy side per-
sists, do you see this as an opportunity for new, perhaps
smaller, developers to access the securitization markets?
How would you analyze a transaction from a single-resort
developer, or one that aggregates receivables from multiple
small developers?

Andy Yuder: I don’t think we’re going to see any new time-
share developers or smaller developers entering the market.
First of all, you need large enough scale, and you have to
have the critical mass. Doing these deals is expensive.
Investors today are more cognizant than ever of tiering, so
particularly in an asset class like timeshare, given what we
went through in 2008 and 2009, investors are more discern-
ing on where they’re going to invest as far as the issuer’s bal-
ance sheet is concerned.

As far as aggregating a bunch of smaller developers to issue
securitizations, there aren’t really any lenders out there, espe-
cially with Textron and GMAC leaving, who are lending in
critical mass where that would be practical. We’re going to
continue seeing the same developers issuing securitizations
that we have over the past few years, and I do not think
they’re going to dial up originations in any dramatic way.

Steve Viscovich: I don’t think you’re going to see any new,
smaller developers jump into the market. I think we’ll see
more consolidation in the industry over the next couple of
years as some of these smaller developers go through their
issues and the larger, stronger operators take advantage of
opportunities in the market.

Most of the stronger timeshare operators have geared their
business to drive more cash by dialing back their loan origi-
nations and focusing on cash sales and larger down payments.

Over time, there will be a finer modulation of what the
right balance is between cash versus finance sales. The ques-

tion is, do companies think they have gone too far in terms
of driving cash sales?

Going forward, you may see more loan originations come
through, but I don’t think it will be at the level that you saw
in the past few years. Companies will be very careful about
increasing their loan origination because it makes them
resemble more of a true finance company that eats up capi-
tal, which is not a very attractive investment from either a
public or the private equity market perspective.

There will probably be some modulations back towards
writing more finance loans, but it won’t be to the level that
they were previously from a propensity percentage.

Standard & Poor’s: From an investor’s standpoint, do you feel
that there is enough supply for timeshare receivable financing,
or do you think that it’s going to keep driving prices down?

Todd Fasanella: The absolute yields are already so low it’s
hard to really say.

Steve Viscovich: At this point, the primary driver of where
something prices is based on its absolute yield. The core
buyer in timeshare is typically going to be an insurance
company or a money manager. Insurance companies, in
particular, are trying to match their assets up against lia-
bilities that have minimum yield requirements. So spreads
are going to be a function of what absolute rates are at
that point, versus the opposite which has been the case in
the past.

Todd Fasanella: Right now, it’s more a function of our Federal
Government’s policies. Right now, it’s buying all the riskless
assets and driving investors into risky assets, and it’s trying
to do it as fast as it possibly can, which means that assets like
ABS are tightening in yield tremendously. As soon as Fed
buying slows down, that dynamic will change.

Standard & Poor’s: Do you think that will also dry up the
demand for timeshare paper, or is that going to stay there
for a while?

Todd Fasanella: Demand will be fine; prices will go up. ●
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Investors May Consider
Unwrapped Royalty
Securitizations In 2011

Royalty securitizations were thought by market participants

to be a thing of the past, but the future is brighter than

many realize, according to participants in a roundtable on the

sector held by Standard & Poor’s. Before the credit crisis, royalty

securitizations had a wide array of ‘AAA’ investors to tap, thanks

to the help of monoline insurers that have since exited the

market. However, the roundtable participants believe that

investors may revive this market, given a stronger economic

environment with a slate of potential business models that

present similar credit characteristics and structural mechanisms

that may lead to more future activity. Restaurant franchise

transactions are the most probable candidates for new issuance,

one of the participants said.
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Panel Discussion
Winston Chang, managing director and analytical man-
ager for new issue transactions in Standard & Poor’s
Structured Credit group, moderated the roundtable. 

What follows is an edited excerpt of the conversation. The
opinions expressed in this article are the opinions of the individ-
ual participants, not of their employers or Standard & Poor’s.

Key Features
Standard & Poor’s: Please describe what you view as the key
features of royalty securitizations. Please feel free to provide
some recent examples.

Benjamin Fernandez: The key features of pure royalties securi-
tizations include intangible assets that are generally in the
form of intellectual property. Often, pure royalty securitiza-
tions feature robust top-line cash flow that, while it’s not
necessarily scheduled, it is contractual and pledgeable in
nature. At least on the restaurant side, more recently royal-
ties securitizations have also been combined and expanded
to include other sorts of future flow and operating income,
such as company [EBITDA] and product sourcing revenue.

The other key feature in most royalties securitizations is
that they can be based on perpetual nondepreciating assets,
although some may argue that formal royalties securitiza-
tions may be an exception.

Gerald Keefe: I’d add that one of the keys of royalties securi-
tization, from the company’s standpoint, is that the owner of
the intellectual property rights generally retains control over
them and the right to continue to exploit them.  In the secu-
ritization, though, they are managing the intellectual proper-
ty rights for the benefit of the bondholders.

The other key features of intellectual property securitiza-
tions are the structural protections that the securitization
puts around these property rights. They obviously have to
be transferable. They have to generate a predictable stream
of cash flows from a diverse range of sources, and the bond
issuance is backed by those cash flows, secured by the intel-
lectual property, and the contract rights that Ben referenced.

This area was extremely quiet over the last two years, but
I think that everyone in the market expects that issuance
will be growing in the next 12 to 18 months in this space.

Curtis Probst: The only additional thing I would mention is
that a key feature of royalties securitizations is the develop-
ment of a framework for servicing the assets, including
provisions for an adequate fee and the ability to find
replacement servicers.

We’ve talked about the structure, and we’ve talked about
the intellectual property.  It’s critical to understand the serv-
icing mechanics for these assets, because in general, the
servicing mechanics are less well understood than in the
financial assets securitization market.

Attributes Of The Sector
Standard & Poor’s: What are examples of industries that
have used royalty securitization? In your view, what are
the characteristics of these industries that make them can-
didates for this sector?

Curtis Probst: A few examples of industries that have used roy-
alty securitization would be restaurant, hospitality, media,
apparel, and pharmaceutical companies. There are other
examples of industries where royalties are part of the equa-
tion, but they look more like traditional asset securitizations
or more like traditional corporate financings.

There are probably three main characteristics of these indus-
tries that make them candidates for royalty securitization. First
would be predictable revenue streams with established track
records. Second is relatively low operating costs to produce the
revenue stream. One example is franchise restaurants or
hotels. Even though the costs of the franchisee are high, the
franchisor completing a royalty securitization has low over-
head and predictable costs to generate the revenue stream.

Then third is competitive barriers to entry in the industry.
That could be the need to have a strong brand, or that could
be through regulatory mechanisms such as patent protec-
tion in the case of pharmaceutical royalties.

Gerald Keefe: That’s a good survey of the landscape beyond
media and entertainment. Within media and entertainment
you have music publishing, film libraries, andslate financings.

Those are what I’d describe as almost the soft asset type of
securitizations where the value really is derived from the intel-
lectual property, and the cash flows that Curtis described come
off that intellectual property and the related contract rights.

Panel participants included:
● Benjamin Fernandez, Vice President, Barclays Capital;

● Gerald Keefe, Managing Director, Citigroup Global Markets; and

● Curtis Probst, Managing Director, Goldman Sachs.



There are also securitizations in this asset class that aren’t
necessarily intellectual property driven, but driven by a pro-
tectable right or some type of asset that has a high barrier
to entry, but that are structurally similar to intellectual
property securitization. In that category I’d put things like
cell towers, billboards, and to a lesser degree, rental cars.

Benjamin Fernandez: Just looking at dollar
amounts, this technology has been most
applicable to the restaurant franchise
concepts, which generate robust cash
flow that’s top-line and less subject to
margin compression. These brands have
tended to have long and robust operating
histories. The chains are generally grow-
ing.  These are future flow deals. So I
think investors are looking at an element
of growth in the cash flow. In addition,
the brands tend to be iconic in nature,
mitigating the risk of obsolescence.

Development Of The Market
Standard & Poor’s: Are there new sectors in
royalties securitization? How has the market
evolved given the current economic environ-
ment, based on how you view any evolution
of new sectors in royalty securitization?

Gerald Keefe: We’ve just gone through a period where just
about everything that had the word “securitization”
attached to it was inherently suspect. For that reason,
intellectual property securitization, along with a lot of
other valuable financing tools, was taken out of the corpo-
rate finance toolbox, and that resulted in a near shutdown
of the market.

As we’ve come out of this period, we’ve seen an investor
base that’s dramatically different from the one that existed pre-
viously. I think investors in the current economic environment
and the current market are a lot more thoughtful about the
risks in these securitizations. They’re a lot more focused on
who the transaction sponsor is. They’re focused on the impor-
tance of servicing.  They’re doing the credit work, and in many
cases getting paid a complexity premium to take a risk that’s
structured as opposed to a comparably rated corporate.

Generally speaking, the market tone is positive for these types
of securitizations. I’d say that the reinvigoration of the investor
base from our standpoint is the key to the return of this market.

As to new sectors in royalty securitizations, the list that
we collectively ticked off a few minutes ago is fairly
expansive. I’d expect the market to return to the full range
of intellectual property-based securitization applications
that have been used previously.

I think M&A applications will drive this sector of the
market in 2011. We’re expecting significant increases in
M&A activity, both from the sponsor side in leveraged buy-
outs as well as from the strategic side.

Intellectual property-based based securitization has a role
to play there because companies that are good LBO and

takeover candidates are often good securi-
tization candidates. The asset profile and
cash flow profile that make a company a
good acquisition target often makes them
a good securitization target as well.

Benjamin Fernandez: The potential for royal-
ty securitizations relative value will increase
with the continued health of the high-yield
market. Recently, some high-yield takeouts
have replaced securitizations, and a couple
of the notable restaurant deals were taken
out. Then, as the high-yield markets have
rallied to the point of offering execution
rates that are comparable to existing
financing levels, that has been attractive
and it’s just a broader and deeper market.

There’s a high degree of correlation,
though. As long as the high-yield markets
remain robust, there’s an incremental
benefit for issuers, because it’s a win-win
for everybody. You’re offering investors

an incremental return for the rating level and you’re offering
issuers a better rate than they may otherwise achieve in the
high-yield market. It’s tied to the broader market health.

Changes In The Market
Standard & Poor’s: Moving on to a couple of questions that
reflect some of the events of the last couple of years, do you
believe that investors are comfortable with transactions that
don’t benefit from bond insurance? How will structures
change in the future, given the decline in use of this insurance?

Benjamin Fernandez: I think investors not only are comfortable
with transactions that don’t benefit from bond insurance, I
think they prefer it. One of the primary criticisms that we’ve
heard of royalty securitizations in the post-monoline world is
the lack of control that’s directed to the noteholders.
Investors in this space are becoming more sophisticated.
They’re thoroughly vetting and analyzing both the underly-
ing credit and cash flows, and the structure, to a much
greater extent than in the “monoline wrap” days where you
were primarily buying the risk of the bond insurer.

Throughout the crisis, investors have devoted a lot of time
to educating themselves. I think they prefer structures where
there may be more direct control that the noteholders have.
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Curtis Probst: The only additional thing I would say is that
historically, when the monolines were performing well,
investors took a lot of comfort from having belts and sus-
penders in structures—in other words, a strong underlying
structure and the credit support of a bond insurer.

I would agree with Ben’s comments that structures with-
out bond insurers are the preferred option, given the current
state of the bond insurance industry. Without the bond
insurers, there’s much more of a focus on control party pro-
visions and making sure all of the incentives to perform are
aligned, because investors no longer have the perception of
belts and suspenders in these structures.

Gerry Keefe: These financings traded well off from what the
fundamentals suggested was rational pricing over the last
couple of years, and for a period of time, it would have been
a lot more efficient for any given company that has an intel-
lectual property portfolio to issue straight corporate debt or
secured debt rather than do a royalty securitization.

Although pricing in the asset-backed securities (ABS)
markets isn’t back to where it was, investors have returned
to the space and companies are once again finding that
securitization can deliver incremental leverage at a lower
cost than a traditional leveraged finance execution.

I don’t think that in this iteration of the market we get
back to previous leverage levels any time soon.  It’s likely
that in the current economic and market environment, you’ll
see transactions with amortization requirements and per-
haps shorter tenors or some trade-off between the two; but
candidly, I think those are probably healthy developments
that will make the market more sustainable in the long run.

Key Risks
Standard & Poor’s: What are the key risks in these transactions?

Curtis Probst: One of the most obvious risks is the risk of
diminution in a revenue stream, which is something that
probably requires as much corporate credit analysis as it
does structured credit analysis. Perhaps a less obvious risk
is the risk that the manager fee or servicing fees isn’t suffi-
cient to support the ongoing generation of cash flows.

One additional risk in some of the structures historically is
refinancing risk. To the extent that substantially all of the
debt comes due at the same time, there’s increased risk that if
financial market conditions are weak at that time, it may be
difficult to complete a refinancing, resulting in an inability to
repay the debt at the anticipated repayment date.

I think there will be fewer of those structures where all
debt is coming due on a single day, and rather, structures
where we either see laddered maturities or some amount of
amortizing debt to help mitigate some of that market risk
upon refinancing.

Benjamin Fernandez: Curtis gave a great summary. The only
thing I’d add to that is at their core, royalty securitizations
are monetizations of intellectual property, so to a large
extent both its underlying value and its ability to continu-
ally generate cash flows are tied to the financial and oper-
ational health of the manager/servicer.

There’s a high degree of corporate-like risk in these secu-
ritizations, which have several mitigants. An iconic brand is
one example, or a brand with expansive reach.  We’ve
talked to investors about this, and there’s a high degree of
focus on the financial health of the sponsor.

Gerald Keefe: In securitization, generally, there’s heavy
reliance on data, particularly in the traditional asset classes.
As you step out into more esoteric areas like intellectual
property-based securitization or royalty securitization, the
future flow nature of the transactions makes the data less
predictive than it is in some of these other asset classes.

That’s a risk that historically was probably underappreci-
ated by the market, but now causes investors to take a care-
ful look at who the transaction sponsor is, what the true
value of that intellectual property is, what the inherent
value is, and whether there are any threats out there on the
horizon to that IP maintaining its value.

As an example, if you look at music publishing, that’s an
industry that 10 years ago would have looked bulletproof.
However, we’ve gone through periods of rapid technological
change that result in a very different set of assumptions about
the value of those revenue streams because of the rise of digital
distribution, digital piracy, and changes in customer behavior.
And the historical data would not have predicted any of this.
These types of developments can quickly change the value of
the intellectual property and the associated cash flow streams.

The good news there is that these structures are built using
assumptions that are draconian enough to allow them to
withstand most technological disturbances that might come
an industry’s way. But at the same time, it’s something that
we see an increasing focus on by investors as we talk to them
about intellectual property-based securitizations.

Standard & Poor’s: What are the challenges with the servicer
function and the potential for replacement servicers in this
asset class?

Gerald Keefe: Everyone has hit on the importance of a servicer
to these transactions because to maintain (and in some trans-
actions to grow) the value of the brand and the franchise sys-
tem, it’s key that you have a servicer or a manager that’s
expert in exploiting that intellectual property and maximiz-
ing its value for the benefit of the bondholders.

The questions around the servicer come down to the
degree of operational intensity of a given business. If the ser-



vicer’s function is a coupon-clipping type of function where
the cash flows and all the hard work that goes into generat-
ing them is a result of the work of the franchisees, as
opposed to the servicer or the manager in a transaction, then
I think that’s a transaction that investors would receive more
favorably than one where it’s more of a quasi corporate exe-
cution that has significant corporate operating risk mixed in.

In the latter type of transaction where you have incre-
mental corporate operating risk, it’s a lot harder to make
the argument that a servicer replacement is easily accom-
plished. To some degree, the question comes down to what
you’re actually expecting a backup servicer to achieve.

If you’re expecting a backup servicer to essentially be able
to wind up a transaction and get investors their money back,
there are any number of top-flight restructuring firms that
could act as replacement servicers.  The triggers that bring
replacement or backup servicer provisions into play general-
ly are set at levels that reflect some level of corporate or sys-
tem distress.  In view of that, it may be that some of the con-
cern about whether a backup is going to be able to
adequately perform the functions of the servicer may be
overblown, because the scenarios where a backup or
replacement servicer comes into play are so extreme.

Opportunities And Challenges
Standard & Poor’s: What do you see as the current market trends
in this sector? What are the future opportunitiesor challenges
in this asset class that you’d expect to see and why?

Benjamin Fernandez: I think the market trends in this sector
are extremely positive. We’ve touched on the growing and
robust investor base. The other thing I’d highlight is that the
performance of a lot of the existing royalty securitizations
has been extremely positive in the face of the biggest eco-
nomic downturn in a lifetime. I think that this performance
is not lost on the investor base.

If we think about challenges in addition to all the structural
elements that we’ve highlighted today, one of the big chal-
lenges is to get enough transactions out there to create a solid
base, which will allow for some robust secondary market liq-
uidity. If we look at the cell tower space, we’ve got a little niche
market there where there’s a lot of paper, a lot of investors, and
a lot of liquidity. Other than the cell tower example, liquidity
is typically the big challenge for niche products.

All in all, I think there’s reason to be optimistic andthat
royalties securitization will be used expansively in the future.

Curtis Probst: Ben hit on many of the key points. The factors
arguing for continued health of this segment of the market
would be the historical performance, a return to increased
activity in the M&A markets, and an improvement in cred-
it market conditions generally over the last couple of years.

Liquidity will be a challenge. That’s always going to be a
little bit more of an issue even if we see a lot of volume
because these transactions have to be analyzed much more
on a case-by-case basis, rather than looking at them as a
homogeneous asset class as we do in many of the segments
of the traditional ABS market, like prime auto loans or
prime credit card receivables.

The other factors to consider that may challenge the
market’s development would be the form and shape of
securitization regulation, specifically disclosure. The
sponsors of these sorts of transactions don’t typically
have the historical data that many of the frequent securi-
tizers would have.

Another factor I would consider is again strength in the
traditional corporate debt markets. While the securitization
markets and the corporate debt markets will, to a degree,
move in sync, they won’t move with perfect correlation. So
there will be times where the market favors securitization
execution or favors corporate debt execution. That just
needs to be factored into the analysis.

Gerald Keefe: I agree with those generally positive comments.
Transaction performance of existing intellectual property or
franchise securitizations has generally been exceptional. As
issuers look at the markets currently, they see a low-bench-
mark environment and an increasingly attractive spread
environment.  That generally bodes well for issuance.

Investors are once again engaged in the space, and I think
the challenge to the banks on that front is to expand the
investor base and continue to do investor outreach and
investor education on these structures.

The 80-20 rule very much applies in the securitization mar-
kets, generally in the vanilla asset classes (that is, 20% of
investors buy 80% of the bonds). That leads to some chunky
executions on a deal-by-deal basis that I think will be even
more the case as we execute more esoteric opportunities.

A real challenge for this market is to continue to grow
and expand the investor base so that we do, as Ben pointed
out, have a functioning secondary market for these assets,
and investors feel like they’ll have a bid for these bonds
when they want one.

In addition, one of the most important challenges is the
unknown of regulatory risk facing the ABS market gener-
ally right now.  This risk is particularly acute in this
space because these transactions have traditionally been
executed as private placements under Rule 144A.  If the
SEC goes down the path of essentially imposing public
registration disclosure standards on 144A transactions, I
think they will shut the market down quickly, because we
don’t believe that issuers are ready to provide that level
of disclosure or even would be able to in a reasonable
time frame. ●
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Increase In New
CLO Issuance Is
Likely As Loan
Performance Holds
Steady Through 2011

The performance of collateralized loan obligation (CLO)

transactions is likely to remain stable over the next six to

12 months, according to panelists who spoke to Standard &

Poor’s during a recent roundtable discussion. The roundtable

participants noted that a gradual, but steady, increase is likely for

CLO issuance in 2011. They believe that the low-default

environment and tightening CLO liability spreads that we saw in

2010 will continue to have a positive effect on new issuance.

Despite these positives, risks remain, including the potential

impact of collateral extensions and macroeconomic factors such

as European sovereign risk.
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While regulatory changes should have a limited immediate
effect, the panelists noted, investors may face long-term
changes from the new laws. The potential risks and forth-
coming regulations will likely limit new CLO issuance from
reaching the peak issuance volumes we saw in 2006 and
2007. However, the panelists agree that CLO issuance should
continue to grow with a healthy mix of deal types in 2011.

Panel Discussion
Credit analyst Stephen Anderberg, a managing director
in Standard & Poor’s Structured Credit group, moderat-
ed the roundtable.

What follows is an edited excerpt of the conversation. The
opinions expressed in this article are the opinions of the individ-
ual participants, not of their employers or Standard & Poor’s.

Stronger Economy Could Yield Positive Results
In The CLO Markets, Keeping Defaults Steady
Standard & Poor’s: What is your outlook for loan performance
over the next six to 12 months, and how will this affect the
new issue and secondary CLO markets?

Rishad Ahluwalia: J.P. Morgan continues to have a relatively
benign outlook on loan performance. 

We forecast loan defaults to end the year between 2%
and 3% for 2011 and 2012, or basically around current lev-
els. Correspondingly, our fundamental view for CLO
tranches is positive. Our loan-level loss model now forecasts
cumulative loss up to the ‘BB’ tranche area, down from the
‘AA’ area a couple of years ago during the heart of the cri-
sis and before the recovery began.

Vishwanath Tirupattur: Last year, the looming wall of maturi-
ties was the pervasive worry that the market faced, particu-
larly for high-yield bond and leveraged loan market partic-
ipants. Over the fourth quarter, the wall of maturities has
been chipped down substantially, at least in the near term,

through a combination of loan-to-bond takeouts, organic
deleveraging, reopening of the new issue market for lever-
aged loans, and loan maturity extensions. We expect that in
2011, the conditions that made this leveling of the maturity
wall possible are likely to continue. Thanks to a significant
improvement in the refinancing environment, as well as the
subpar, but positive, economic growth expectations, we
expect a continuation of the current low-default-rate envi-
ronment. In 2011, defaults should hover around 2%.

David Yan: Given an improving credit environment and
recovering economy, we expect the loan default rate to stay
low at around 2%-3% for the next 12 months, and the
recovery rate should move up close to the historical average
of around 70%. These will be positive for new issue CLOs,
as the outperformance of loans will prove to investors that
leveraged loans and CLOs are valid asset classes, deserving
a share in their overall asset allocations. 

The impact of a stronger economy on the secondary CLO
market should prove net positive: first, the valuations will go
up as CLO performance measures improve; and second, even
though trading volume might go down a little if the volatili-
ties decline, it could be offset by an increase of participation
in the loan/CLO market from a broader investor base.

Ed Trampolsky: For the next six to 12 months, we expect
benign loan performance both in the U.S. and in Europe,
with a limited number of defaults (approximately between
2% and 2.5%). Leverage loan spreads are likely to tighten,
probably between 50 bps and 100 bps, leading to price
appreciation. However, if the economic rebound gains steam
(at the same time the Federal Reserve Bank raises interest
rates) loan spreads could contract even further.

Looking at the impact on the cash flow CLO universe, the
low-default environment and tighter leverage loan spreads
will, generally, have a positive impact on secondary CLO
prices—particularly on junior mezzanine tranches. For equity,
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the impact of benign loan performance may be less certain.
On one hand, low defaults are beneficial for equity, on the
other, tighter loan spreads will lead to opportunistic refinanc-
ing, resulting in lower collateral spreads in CLO pools. 

For senior tranches, tightening loan spreads will result in
tighter senior CLO tranche spreads. Senior tranches from
transactions that have exited or are about
to exit their reinvestment period may be
the biggest beneficiaries as tighter loan
spreads and refinancings will result in
faster amortization. Nonetheless, a rally
in loan prices could potentially present
headwinds for the primary market,
because the arbitrage that is currently
challenging may stop working if the tight-
ening in loan spreads is not followed by a
tightening of the senior spreads in the
CLO market. 

Justin Pauley: Our macro credit strategists
believe that corporate fundamentals are
going to remain strong in 2011—specifi-
cally, robust balance sheets, strong earn-
ings growth, less leverage, low borrowing
costs, and strong demand for credit. They
also predict that the market is going to
remain open to lower-rated issuers. 

On top of that, our economists expect that the econo-
my is going to grow at a rate of 3% to 3.5% next year. So
we believe that this translates into the default rate hold-
ing between 2% and 3%. The maturity wall is getting
pushed out, and we see higher loan prices and increased
loan issuance.

We also see overcollateralization cushions growing,
‘CCC’ rated and defaulted buckets shrinking, and
stronger demand for CLO equity and mezzanine notes.
Moreover, a booming corporate market will boost
demand for the opportunities to get long corporate cred-
it in a leveraged form, so we think that should boost
CLO issuance as well. 

David Preston: We are generally bullish on corporate credit
also. Steady but low growth in the economy should help the
corporate entities increase loan issuance. Increased quality
of assets leads to better CLO structures. 

Nicolas Gakwaya: It’s pretty much the same story for us.
We’re fairly positive on high-yield credit in general, based
on our view of economic growth—the soft spot is where we
see enough growth so that you do not have a recession scare
but not strong enough growth so that you start thinking
about tightening.

Everything in fixed income that has kind of an equity feel is
probably going to outperform in the year ahead. So given the
light refinancing calendar, I think that kind of supply/demand
dynamic in structured products is going to lead to gradual but
steady recovery in the primary CLO issuance. 

Several Potential Risks, Including The
New European Regulations, Loom Over
CLO Investors 
Standard & Poor’s: Does your outlook for
the performance of U.S. and European
CLOs differ, and if so, how?

David Yan: I don’t think the overall trends
will be much different. Nevertheless, the
European market could suffer from
more headline risk, such as with the sov-
ereign debt issues and banking prob-
lems, as well as the potential impact of
the austerity measures. 

Nicolas Gakwaya: We have tended to be
fairly cautious with European CLOs
because they have more risk on a portfo-
lio construction basis. This is mainly due
to the lower depth in the underlying
European loan market. 

Now, in the longer term, there are some concerns about
how refinancing is going to occur in jurisdictions that are
less developed on the high-yield side than the U.S. is, but if
we are talking about the next year, I believe Europe is going
to be a fairly nice place to be as well, given slow but steady
fundamental improvements in the near-to mid-term and the
overall tiering compression in global CLOs.

Ed Trampolsky: From the fundamental standpoint, defaults
will be low both in the U.S. and Europe so we don’t antic-
ipate vastly different collateral credit performance. We
expect junior and, to a lesser extent, senior European CLO
tranches to continue trading at a discount to the U.S. CLO
counterparts of the same (original) rating, though this is
mostly a supply/demand dynamic, rather than a difference
in credit quality, particularly for mezzanine and senior
mezzanine tranches. 

We think, though, that premiums for ‘AA’ and ‘A’ rated
tranches in U.S. CLOs relative to Europe may shrink, as
investors will be assessing relative value opportunities and
looking at low-dollar tranches. We expect that by mid-
2011, at least three-quarters of European CLO transactions
will be making full distribution to equity tranches.
However, in the absence of a LIBOR floor for most
European CLO assets, some ramifications could be fewer
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refinancings, lower collateral spreads, and prices that could
be significantly lower than those we currently see in the U.S.

Vishwanath Tirupattur: The fact that the European loan market
is much bigger relative to the European high-yield market (in
stark contrast to the U.S.), means that bond takeouts as an
exit for European loans are going to be
limited. Although loans in European CLO
portfolios contain many strong credits,
the fact that about 80% of the European
loan universe is private and nonrated,
including many loans from small to mid-
sized issuers, concerns us, in light of the
macro uncertainties in this market. Their
high leverage and lack of transparency, as
well as the covenants that are being
breached, are a troubling sign in the long
run, in our view, even if defaults in 2011
remain benign. In contrast, not only is the
U.S. loan market more transparent, but
relative to its size, fewer covenant breach
reliefs are being sought. Further, the
maturity wall has been leveled a lot more
in the U.S. The combination of these fac-
tors in conjunction with the macro con-
cerns makes us favor U.S. loans relative to
their European counterparts. 

We have seen a remarkable improve-
ment in deal performance metrics (senior
and junior overcollateralization and interest coverage tests
and excess ‘CCC’ haircut tests, among others) throughout
the year, particularly in U.S. CLO portfolios. We expect a
further consolidation of the gains in deal performance in
terms of coverage and quality test performance. In our
view, the evolving sovereign crisis in peripheral European
countries could result in a constrained refinancing environ-
ment for loan obligors in those countries. As such, we
expect collateral performance metrics within European
CLOs to show a significant divergence within deals, driven
by exposures to obligors in the peripheral countries. Even
though there is a reasonable case for being strategically
long among European CLOs, we are tactically reluctant.

Standard & Poor’s: Looking forward, what are the potential
risks that investors in primary and secondary CLO transac-
tions should be taking into account at various points with-
in the capital structure?

Justin Pauley: In general, we have two main concerns about
the corporate and CLO markets for next year. First, we
believe that the European sovereign debt problem may
cause some short-term volatility in the market and may

cause lower prices. Second, we have moderate concerns that
increased M&A and LBO activity could lead to increased
leverage and rating downgrades. 

We believe that the ‘AAA’ CLOs are safe investments
and will not be impacted by the short-term volatility;
however, with the amount of amends to extends we have

seen in recent months, ‘AAA’ notehold-
ers may face some extension risk.
Mezzanine noteholders, on the other
hand, may experience short-term
widening, but will continue to tighten
in the long term.

Unlike the secondary market, where
investors are earning their yields from
price appreciation, yields in the primary
market may suffer if LIBOR continues to
remain low.

David Yan: I think the bigger risks come
from the macro side, namely European
sovereign debt issues, as well as tension
between North and South Korea and
China’s economic stability, for instance.
A triggering of these macro events could
hurt the bottom of the CLO capital struc-
ture the most. On the other hand, we
take the view that macroeconomic prob-
lems would create a buying opportunity
if they actually happened (granted they

don’t derail the economic recovery). 

Ed Trampolsky: There are several risks that investors should
be taking into account. First are collateral extensions, both
in form of amend-to-extend situations and reinvestments
beyond the reinvestment period, which will likely be made
easier following upgrades of CLO tranches. Second, going
into next year, we expect to see some volatility among
risky assets. As a result, significant price corrections, par-
ticularly for junior tranches, may be quite likely. Finally,
for equity, the risk may be coming from both the decrease
in collateral spreads, as well as the diminishing effect of
the LIBOR floor.

Rishad Ahluwalia: For senior tranches, ‘AAA’ and ‘AA’, we see
better value in primary versus secondary. The current coupons
or spread margins for new primary ‘AAA’ and ‘AA’ tranches are
at their historical highs, which, coupled with the low level of
interest rates and the high level of subordinations, means senior-
rated primary CLOs are a good income asset for banks and real
money. We also see value in CLO subordinates. One of the key
risks is extension risk for existing CLOs, as managers continue
to reinvest in discounted collateral and push back portfolio

David Yan, Ph.D., CFA
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WALs. This is less important in primary CLOs, however, given
the higher current coupons/par prices when pricing bonds.

Vishwanath Tirupattur: We are largely constructive on CLOs
going into 2011, particularly U.S. CLOs. Our constructive
views are predicated on the macroeconomic backdrop in the
U.S.—GDP growth is in the 3% range, which is subpar by his-
torical standards coming out of a recession but still positive for
credit—and containment of the sovereign related macro issues
to the other side of the Atlantic. One of the risks that CLO
investors face is that if hopes of containment fail to hold and a
larger malaise sets in, all risk assets will be negatively affected,
and U.S. CLOs will be no exception. Yet another related issue
concerns the potential involuntary en masse unwinding of the
legacy CLO ‘AAA’ tranches held by European banks forced by
capital/regulatory considerations. We think that the secondary
CLO market will be able to deal with an orderly unwind of
such assets, but an en masse liquidation could be messy and
put pressure on CLO tranche prices.

David Preston: I think the biggest risks for investors are
extension risk and structural risk. Extension risk is a prob-
lem especially for the ‘AAA’ rated tranches, and when you
go down the stack, you have to examine the assumptions.
When I say “structural risk,” I think you are going to see
CLOs exceeding weighed-average life tests and long-dated
asset buckets created through interpretations of the docu-
ments that allow for that. 

I think that that is the biggest risk for the mezzanine-note
investors as the returns are back-ended. When they get to matu-
rity, are they going to have a large bucket of long-dated assets?

As far as price risk, the mezzanine notes are the high beta.
There is going to be short-term volatility, but we think that,
outside of a credit downturn, the large price risk would be
any sort of sovereign debt crisis that causes European banks
to have to sell their CLO holdings. 

Nicolas Gakwaya: I agree on the extension risk discussed. I
would like to add as well the fact that there might be some
negative selection on top of that risk. As a junior mezza-
nine noteholder, you can find yourself invested in a very
long bond, and by the nature of the refinancing cycle,
those loans that paid down were probably the better qual-
ity ones with more intrinsic value. As a result, a junior
noteholder may end up with very long-dated position and
relatively lower quality assets. So that might destroy the
value proposition. 

Any reassessment of the yield environment is a risk for
CLOs, because yield is so much at the core of our bullish
supply/demand argument for CLOs, where people are going
down the credit risk curve to pick up higher returns. If we
do have bad behavior in the yield environment, that is

something that is going to be difficult for the most duration-
sensitive asset types in the capital structure. 

Investors Are Likely To Face A Marathon
Instead Of A Sprint With New Regulations
Standard & Poor’s: How will the implementation of new regu-
lations affect the primary and secondary CLO markets? Will
there be a different impact for U.S. and European CLOs? 

Nicolas Gakwaya: We think regulatory reform is going to be
more of a marathon than a sprint. For instance, based on
the implementation time scale and the understanding we get
directly from regulators, Basel still seems to have a fairly
protracted implementation timeline.

That means that I don’t think the fears of disorderly sup-
ply are justified in the near term. The problem the struc-
tured world faces is more of a lower structural demand with
time; the fact is that whatever was done in ‘06 or ‘07 with
off-balance-sheet and shadow banking investments is prob-
ably not going to happen anymore. In the near term, you
could argue regulation is probably even supportive of the
net negative supply story that favors risky fixed-income
assets. But longer-term, you need someone to replace that
balance sheet capacity to offer refinancing ability to the sys-
tem as well. 

So we try to balance the type of time horizon, and it looks
to me like the consequences on the short term are likely to
be very moderate. Something we discuss with U.S. clients
that they might not be fully aware of on the Solvency II side,
which is going to regulate European insurers and probably
Asian insurers further down the road, is that (if you back
out the calculations) the CLO-like structured product types
have full deduction of capital for all non-’AAA’ tranches. So
again, we are in situations where the incentive is going to be
very much toward the ‘AAA’ base. 

Dave Preston: I would just say that the European bank regu-
lations on owning securitized assets look to be more oner-
ous than in the U.S.—this is as of today. They’re still work-
ing through the U.S., but it could limit European banks’
purchasing of new issue CLOs. 

Justin Pauley: Since the Dodd-Frank bill is not really sup-
posed to go into effect until 2012, we do not expect that
this regulation is going to immediately impact the primary
market for 2011; however, since many of the details have
not been flushed out, it is kind of hard to predict the scope
of its impact. 

Likewise, as the EU Capital Requirements Directive
(CRD) Article 122a (7) is still in flux, despite the fact that
it is going into effect in January, it is difficult to predict its
impact on the primary CLO market as well. 
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As the U.S. banks incorporate the new Basel rules, we
expect to see more legacy portfolio liquidations, as future
capital requirements will make it more economically viable
to liquidate than to continue to hold lower-rated assets.
However, we believe these liquidations may start with asset
classes that have not benefitted from recent upgrades.

CLOs Won’t See A Return To 2006 And 2007
New Issuance Volume Anytime Soon,
But Some Issuance Growth Is Likely
Standard & Poor’s: Moving on to new issuance, does anyone
have a forecast for new CLO issuance in 2011, and then
beyond that, does anyone ever see a return to the peak
issuance volume we saw back in 2006 and 2007?

Rishad Ahluwalia: We had forecasted $5 billion in global
CLO issuance for 2010, which was achieved by late
November. For this year, we raised our forecast to the $10
billion-$15 billion range. The main economic obstacle to
creating new CLOs, in our view, is the historically wide
‘AAA’ funding, but in our recent client survey, the majori-
ty of respondents appeared to be amenable to a ‘AAA’
spread of around 125 bps, which is more economical
based on current loan spreads. We also see a major hurdle
with risk retention. Regulatory regimes are still being
hashed out, but we’re not sure how many CLO managers
would have the capital to commit.

Justin Pauley: We believe that the demand for the new issue CLOs
will come from investors looking for newly minted deals that
have lower leverage, fresh ratings, and their pick of manager and
size, which they can’t easily find in the secondary market. 

In addition to existing demand for CLO equity, addition-
al demand for equity is going to come from investors that
are likely new to the CLO space and the lower leverage
and, therefore, have different yield targets than the hedge
funds which have typically dominated the CLO equity mar-
ket. We believe that this will lead to between $10 billion
and $20 billion in new issuance in CLOs in 2011. 

Beyond 2011, while we expect issuance will continue to
grow, we don’t expect that it will reach the levels we saw in
2007. We believe that the issuance levels we saw in 2007,
facilitated by large amounts of leverage in the system, are
not sustainable and led to the wall of maturities that we’re
dealing with today. 

David Preston: We called for $12 billion to $15 billion of new
CLO issuance in 2011, and we see issuance sort of doubling
in 2012, to the $25 billion range. 

As far as your question about it ever returning to 2006
issuance levels, “ever” is a long time, but it’s difficult to envision
a scenario where that happens in the next three to four years. 

Nicolas Gakwaya: I look at some of our sister markets; they
have picked up a little bit earlier in terms of issuance, like, for
instance, CMBS. So I think we can probably be where CMBS
was a year ago, something in the low-teens billion in the U.S. 

Going forward, the fact that participants won’t be able
to build multibillion-dollar negative basis books will like-
ly create limit on market growth. All this shadow banking
bid on the ‘AAA’ tranches is not going to exist anymore to
bring the liabilities to a level where you can issue that type
of volume. It’s difficult to say never, but ‘06 and ‘07 levels
appearing again look fairly unrealistic to me in the mid- to
long-term.

Vishwanath Tirupattur: Lately, the CLO new issue market has
shown some signs of life after the virtual standstill during
much of the year. At this time, we count eight U.S. transac-
tions and one European transaction pricing during the year,
amounting to $5.1 billion of issuance (meeting the lower
end of our forecast for 2010). We expect the momentum in
new issue to continue, despite the regulatory uncertainty
under Dodd-Frank, as well as CRD II. Risk retention and
other regulations under Dodd-Frank will not become effec-
tive for CLOs until two years after the completion of rule
making. We expect a predominantly U.S.-focused new
issuance in the range of $15 billion–$20 billion in 2011.

Ed Trampolsky: We forecast about $10 billion–$15 billion of
new issue in the U.S., as well as several transactions in
Europe. The peak volume that we saw in 2007 looks
extremely unlikely. However, Basel III makes senior CLO
tranches attractive for banks, so we are hopeful that, in the
longer term, banks will be looking at the asset class again,
helping to push primary issuance higher.

David Yan: We expect $10 billion for U.S. new issuance in 2011.
I don’t think we will see the 2006-2007 levels anytime soon.

Panelists Expect Healthy Mix
Of CLO Deal Structures In 2011
Standard & Poor’s: What is your outlook in terms of the types
of CLO transactions that will see new issuance in 2011 (i.e.,
broadly syndicated versus middle-market loans, arbitrage
versus balance sheet)?

Dave Preston: I think you’re going to see a mix as you’ve seen
in the past. Of the 11 CLOs we tracked for 2010, three were
primarily middle market. In the fourth quarter, you saw
somewhat of a return to something closer to the 2006-type
structure. I think that that’s more likely the template going
forward. You’ll see a smaller investor base, which may lead
to more customization, but you’re already seeing returns to
leverage in the 7x-8x range. 



Nicolas Gakwaya: I think it is simply a reflection of where peo-
ple can find the arbitrage. It was a bit difficult at the begin-
ning of 2010 where, for the middle market, CLO arbitrage
was working a little bit more. Now, with the way loans have
kept running, it could be that we again see the middle market
being a bit more favored simply because, if ‘AAA’ CLO
tranches can’t rally or follow the underlying loan behavior,
you find yourself back in the situation you were in at the
beginning of 2010.

On arbitrage versus balance-sheet CLOs, I think the need
for banks to shed risk-weighted assets because they’re going
to be more costly going forward is generally going to be
pretty good for issuance on the bank balance sheet side,
simply because banks have to get these loans or these assets
off of the balance sheet.

Vishwanath Tirupattur: We expect much of the new issue activ-
ity to remain focused on arbitrage transactions using broad-
ly syndicated loan collateral and sporadic transactions in
middle-market deals and balance sheet transactions. Again,
much of the activity will be U.S.-focused.

David Yan: We expect to see a more meaningful comeback of
broadly syndicated arbitrage deals; we will continue to see
more balance-sheet deals; and finally, middle-market deals
might turn out to be the most interesting and profitable sec-
tor, given better economics and a relative lack of credit
available to middle-market borrowers.

Ed Trampolsky: In 2010, we have seen balance sheet deals,
middle-market deals, and arbitrage CLOs. We expect to
see the healthy mix going forward, as long as structur-
ers can get the economics of each particular transaction
to work. Balance sheet deals may be particularly popu-
lar in Europe.

Standard & Poor’s: In terms of the “class of 2010” CLO trans-
actions, what has changed from CLOs that were issued
prior to the credit crisis? What are additional changes we
might see in CLOs originated in 2011?

Vishwanath Tirupattur: Not surprisingly, the CLO structures
we have seen in 2010 were vastly different from the 2004-
2008 vintage deals. CLOs issued this year are structured
with shorter reinvestment and non-call periods and lower
leverage compared with those of their earlier counterparts.
The recent transactions allow a smaller pool for second-
lien loans, and none of them has a structured finance
bucket. We expect the new issue deals in 2011 to be large-
ly similar to those seen in late 2010, with lower leverage,
higher credit enhancement, and tighter portfolio manage-
ment guidelines.

Justin Pauley: In the 2010 CLOs we saw lower leverage, shorter
non-call periods, shorter reinvestment periods, shorter maturi-
ties, fewer tranches, more private transactions, and thicker
equity slices. Going forward in 2011, we expect that these
trends will continue. However, we expect that several of the
characteristics, such as leverage and non-call periods, will prob-
ably start creeping back toward the levels we saw in 2007.

Nicolas Gakwaya: I think it’s an interesting one. The very rapid
return of ‘BBB’ tranches, let alone ‘BB’, and the increasing
leverage are things that I was not expecting to happen so
quickly. I think it’s a reflection of the feedback loop between
secondary and primary markets. There’s so much pressure on
yield in the secondary market that at some point, the primary
market comes in and validates that because it offers the addi-
tional supply that people can’t get in size on the secondary. 

Going forward, I believe that we are going to be closer to
older-type CLOs than what I would have estimated six or
nine months ago. 

There is some reinvestment risk present in the structures.
Given how cheap the ‘AAA’ tranches are, if and when they
rally, the deal may get called early, and you end up getting
called in a very different environment.

David Preston: We believed that the 2010 CLOs would be
simpler, cleaner structures. That ended up to not be the
case, and it was because you had fewer investors who
were able to customize it more and who knew what they
were looking for—they were often veterans who knew
how to read the documents. So I think that will continue
for the short term. 

David Yan: The “new” structure tends to have a shorter rein-
vestment period, mainly because the senior investors
demand more certainty of the underlying collaterals they
invest in. While for equity investors, a shorter non-call peri-
od makes their call option more valuable, especially consid-
ering the spreads are still wide. Also, new CLOs were struc-
tured more conservatively, with lower leverage on the equity
tranches. However, recent deals seem to suggest a trend for
the leverage to rise back to historical levels. We will also con-
tinue to see change in deal documents in terms of restrictions
on reinvestment and trading flexibilities of CLO managers.

Standard & Poor’s: Given the levels of high-yield corporate
bonds being issued by speculative-grade companies, is there
a possibility that CBO (collateralized bond obligations; not
CLO) transactions could be done if the right structural pro-
tections were in place?

David Preston: I don’t think there’s going to be a rash of CBO
issuance, but I believe that people are going to look for yield
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and exposures in many different ways. I certainly think any-
thing is possible. 

Justin Pauley: The two big problems we see with CBOs are
that: one, corporate bonds have lower recoveries than corpo-
rate loans; and two, that corporate bonds pay a fixed coupon,
so there would have to be a swap in play for the traditional
CBO to return, at this point, the floating-rate liabilities. 

That being said, from our discussions with insurance
companies, we know that there is interest out there for
fixed-rated bonds backed by corporate debt, and that might
best be accomplished with a CBO that has fixed liabilities. 

David Yan: I don’t see why not.

‘AAA’ Spreads Will Continue To Tighten And CLO Equity
Performance Should Remain Strong In Both The New
Issue And Secondary Markets
Standard & Poor’s: What is your outlook on ‘AAA’ and other
spreads for primary and secondary CLO tranches? If you
see a significant divergence between primary and secondary
spreads, to what would you attribute it?

Justin Pauley: With CLO liabilities continuing to trade three
to six points less than the underlying collateral; improved
CLO performance; new money from traditional mortgage
buyers, structured finance buyers, and traditional corporate
accounts entering into the CLO space; and a default rate at
the 24-month low that is also expected to remain low, we’re
pretty bullish on CLO spreads throughout the capital stack. 

Based on our outlook, we expect secondary ‘AAA’ CLO
tranches will hit LIBOR plus 100 bps by the end of 2011.
Based on our current issuance and spread-tightening trends,
we expect that ‘AAA’ notes will grind tighter to the LIBOR
plus 100 bps to 125 bps area in the primary market by the
end of the first half of 2011.

Nicolas Gakwaya: Barring what we’ve discussed on investor
discomfort with the extension risk, I think by any type of
metric you could look at, versus the underlying or compa-
rable CMBS or cards or corporate, CLO ‘AAA’ tranches are
really, really cheap. So I think they have room to run as
high-yield credit rallies and also as their liquidity premium
fades away.

If I compare, for instance, a CLO ‘AAA’ versus a broad
index of high grade assets, we still are at a 50 bps to 60 bps
differential, whereas for a decade CLO was priced inside
that. So I think there is a combination of compression of the
differential plus the rally in high-yield credits starting to
lead ‘AAA’ in the low-hundred bps by the end of the year. 

It’s also the feedback loop between the primary and sec-
ondary markets. We see the primary prints coming much

tighter than that at the secondary level. Then we see that if
you do have a strong primary issuance, the secondary levels
are forced to change. So that’s the proper dynamic where
the new supply kind of forces everything tighter. So we are
fairly positive on the short ‘AAA’ tranches in the near term.

David Preston: I think that you’re still going to see a little bit of
a gap between primary and secondary ‘AAA’ spreads on the
CLO side. I think we called for ‘AAA’ spreads on the second-
ary to tighten by at least 25 bps in the first quarter. I think that
CLOs are cheap to corporate credit and cheap to other ABS,
but I think they’re going to remain cheap because of a small-
er investor base and extension issues as we’ve talked about. 

Rishad Ahluwalia: We have 100 bps-125 bps and 125 bps-150
bps spread targets for primary and secondary ‘AAA’ CLOs,
respectively. Our end-2010 target was 150 bps for second-
ary, which was partially met (super seniors were around
170 bps at year end). Again, we think the combination of a
higher coupon margin (less pricing impact of extension
risk), higher subordinations, and potentially lower lever-
aged and higher quality collateral suggest a basis between
the CLO primary and secondary debt markets.

David Yan: I think both secondary and primary spreads
will grind in. We expect senior ‘AAA’ tranches to trade
around 100 bps-125 bps by the end of 2011. We might
see a divergence between primary and secondary spreads,
as we could see more ‘AAA’ holders (especially European
banks and insurance companies) start to sell out their
current holdings when the secondary spread moves in
further and the dollar price gets closer to par. We could
also get some cues from the CMBS new issue market, as
historically CLOs and CMBS tend to have a high corre-
lation. The most recent transaction, GS/Citi’s multibor-
rower new CMBS deal, priced the five-year ‘AAA’
tranche at around 130 bps and the 10-year ‘AAA’ at 140
bps over swap (both with 17.5% subordination)—the
tightest so far this year.

Vishwanath Tirupattur: In the seasoned ‘AAA’ tranches, we
expect a significant spread tightening (approximately 75 bps-
100 bps) in 2011, especially if new issuance returns in size.

Standard & Poor’s: For primary and secondary CLO transactions,
which parts of the capital structure offer the best value current-
ly? And, what is your outlook for CLO equity performance?

Ed Trampolsky: Overall, we expect tightening in ‘AAA’ spreads
of probably some 50 bps-75 bps from the current levels in the
secondary—we are talking about generic 2006-2007 transac-
tions. The potential supply of legacy positions will prevent



more tightening in ‘AAA’ spreads. Primary has traded, and
will likely continue trading 40 bps-50 bps inside the second-
ary. The tighter spread in primary is a reflection of cleaner
collateral, higher subordination, higher ratings, tighter
restrictions, and shorter reinvestment periods. Finally, simply
from a supply/demand prospective, new deals won’t work at
spreads as wide as those in the secondary markets.

Equity in secondary CLO transactions, particularly those
that are within their reinvestment period, should continue
exhibiting strong performance, with annual payments for
stronger transactions being in the mid-20s (as a percentage
of equity notional). From this prospective, secondary equi-
ty with front-loaded cash flows is very attractive. For new
issue, cash-on-cash payments are significantly lower, leaving
significant chunks of IRR (internal rate of return) to price
appreciation. Additionally, both primary and secondary
CLO equity face the risk of tighter collateral spreads and
the disappearance of a LIBOR floor. 

David Preston: I think that the ‘AAA’ tranche is by far the cheap-
est; specifically, even if you look at middle-market CLOs, the
‘AAA’ is very cheap. I think that on the primary side the best
value would be buying the discounted mezzanine notes. 

I think that secondary equity is still a very good buy. It’s
difficult to source in larger sized positions a lot of times,
and I think that distributions are going to probably get a lit-
tle smaller going forward as leveraged loan spreads tighten
in further. When you look at the investment universe, it’s
still one of the better values out there. 

Justin Pauley: In the secondary market, investors that are look-
ing for safe cash flows are hard pressed to find anything safer
than the ‘AAA’ CLOs. Investors looking for price apprecia-
tion can definitely find bargains in the ‘BB’ notes with longer
duration. However, our favorite part of the capital stack still
remains CLO equity—that’s trading between $60 and par, or
roughly three and a half to four years of cash flow. 

Our bullish view on CLO equity stems from overcollater-
alization cushions that continue to grow, loan defaults that
are expected to remain low, the wall of maturities that con-
tinue to get pushed out, the large amounts of excess spread
from LIBOR floors and new issue loans, managers building
par by purchasing secondary loans at a discount, and the fact
that a limited number of asset classes offer 25%-type yields. 

In the primary market, ‘AAA’ investors can take advan-
tage of the shorter, cleaner, freshly rated deals with 35%
type subordination levels. 

Nicolas Gakwaya: Yes; on value in the secondary market, we
still very much like the ‘AAA’ tranches. They are the cheap-

est part of the capital structure by far. And on the equity
side, even though it is not as cheap as when we became bull-
ish on the carry theme one year ago, we still like high carry
versus the principal optionality that you get in mezzanine. 

I still think that with the fundamentals lining up the way
they are, with very soft refinancing schedules for the next year
and a half and the very strong rebuilding of cash flows, we are
going to see some people who didn’t do CLOs or CLO equi-
ty look at the asset as the way to kind of boost yield in their
general fixed income portfolio. So I think that the IO (interest
only) multiple is going to go up, and at some point before
then, with defaults staying in the 2% to 4% range, you can
see people starting to price the return of principal. However,
it is definitely more of a trading call than a flat out buy-and-
hold call because it’s not as cheap as it was a year ago. 

On the primary side, I still like pretty much the
entire capital structure. It just addresses different peo-
ple. So, obviously the equity performance can be dif-
ferent, but the volatility is going to be lower on the
primary market as well. I still think that the ‘AAA’
tranche, with the kind of high-running cash, very high
subordination, and still very conservative characteris-
tics, is going to be a very, very good asset to own, rein-
vestment risk notwithstanding.

Vishwanath Tirupattur: In legacy CLOs, we like tranches orig-
inally rated ‘A’ and above for U.S. deals because of their
resilience, which is invariant to the portfolio composition
and different default and recovery scenario outcomes, given
their current price levels. As such, we continue to maintain
that ‘A’ tranches are a sweet spot within the CLO capital
structure for investors seeking the best relative value in the
CLO capital structure.

We continue to think that LIBOR floors and additional
spreads for loan extensions bode well for U.S. CLO equity
tranches, especially for those still under reinvestment periods,
which should benefit from continued high prepayment levels.

David Yan: We are constructive on the CLO market in
general, given both fundamental and technical factors.
In particular, within the non-PIKable space, senior, first-
pay ‘AAA’ tranches remain our favorite; while in the
PIKable space, we found ‘BB’ and equity tranches the
most interesting. 

We expect both new issue and secondary equity to per-
form well, given an improving credit environment and
recovering economy. Newly issued equity could deliver a
potential return around 10%-15%, while secondary equi-
ties could vary dramatically from deal to deal. But in many
cases, they could deliver a return higher than 20%. ●
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Regulation And
Collateral Managers
Will Play A Critical
Role In The Future
Of The CLO Market

Collateralized loan obligation (CLO) investors generally

believe that the new-issue CLO market will likely revive in

2011 as regulations get finalized, arbitrage returns, and more

liquidity becomes available. Also, they believe investors will be

attracted to certain collateral managers that have a positive track

record and a management style that is suited to the transaction

structures they will be asked to manage.

Standard & Poor’s recently hosted a roundtable with CLO

investors to discuss their views on the CLO market. The

participants on this panel believe that pending regulation of

the U.S. CLO market needs to be finalized quickly for the

CLO market to grow, but also that the regulators need to

consider the resilient performance of this asset class and

relatively strong structural features that already exist before

setting the requirements.
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According to one investor, the existing structures already
align the interests of collateral managers with investors.
In addition, one participant expressed the view that
requiring collateral managers to invest significant dollars
for new transactions may make it challenging for small
managers to compete.

Also, the investors stated that they must consider many
factors when evaluating collateral managers, as they
often view the collateral manager’s experience with
CLOs as one of the most important aspects in determin-
ing future CLO performance. In particular, the investors
indicated that they evaluate the trading practices and
decisions, capabilities to manage the structural features
and limitations, and position in the capital structure of
the collateral manager. Transparency and ability to have
an active dialogue with investors are also deemed by the
participants to be important factors, along with credit
competency and financial health.

Robert Radziul, senior director in Standard & Poor’s
Structured Credit group, moderated the roundtable. 

What follows is an edited excerpt of the conversation.
The opinions expressed in this article are the opinions of
the individual participants, not of their employers or
Standard & Poor’s.

CLO Investment: Primary Or Secondary Market?
Standard & Poor’s: Do you typically invest in the primaryor
the secondary CLO market, and what tranches do you
typically invest in?

Matt Natcharian: We’ve been active for many years in both the
primary and secondary markets with a variety of clients, includ-
ing insurance companies, pension funds, and other separate
accounts. We’re very active up and down the capital structure,
since some of our clients invest across the capital structure,
while others invest in only the equity or senior tranches.

Aashh Parekh: Our current holdings were sourced both from
the primary and secondary markets, as one market can trade
rich or cheap to the other. Our ratings-sensitive accounts
tend to hold at the top of the capital structure, as they have
capital charges to consider, while other accounts would have
exposure up and down the entire capital stack.

Keith Ashton: We currently manage five funds and advise on
several more. We are very broad-spectrum here, and each of
our funds has a slightly different investment focus. A few of
our funds invest primarily at the top of the capital structure,
so we have been actively trading original ‘AAA’ and ‘AA’
tranches. We manage other funds with an overall mezzanine
strategy, and have found terrific value from ‘AA’ down to
‘BB’. We also have a couple of funds where we have been
finding great opportunities in CLO equity. All of our capital
was raised since the beginning of the cycle, so for us, the
opportunity set has been largely within the secondary mar-
ket. Recent capital raises are looking more deliberately at
new-issue opportunities, working directly with managers to
structure and bring new deals, and helping to drive terms
that meet our investors’ investment objectives.

Serhan Secmen: Our focus has also been primarily limited to the
secondary market during this period because there have not
been many opportunities in the primary market until recently.
We invest mostly in tranches from ‘A’ down to equity.

How Will Regulation Affect CLOs?
Standard & Poor’s: How do you think the pending regulations
will affect the CLO market and its investors?

Matt Natcharian: A lot of the regulations are still pending,
and I think it would be very helpful to the market in gen-
eral if those regulations were finalized sooner. The

Panel participants included:
● Keith Ashton, Partner, Indicus Advisors;

● Matt Natcharian, Managing Director, Babson Capital Management;

● Aashh Parekh, Director, TIAA-CREF; and

● Serhan Secmen, Portfolio Manager, Citi Capital Advisors.

Our current holdings were sourced both from
the primary and secondary markets, as one
market can trade rich or cheap to the other.  

—Aashh Parekh
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“skin-in-the-game rules” that will focus on aligning the
interests of managers with investors already exist in the
CLO market, and we’re hoping that the rules will not tip
the balance too much in terms of changing those incen-
tives for managers to do a good job. The subordinated
and incentive management fees that exist clearly align
the managers’ interests with minimiz-
ing losses in the collateral pool. I’m
hopeful that the regulations really just
codify that and don’t overreach and
require significant dollars to be invest-
ed by collateral managers, which
would make it very challenging for
smaller managers to come up with the
necessary capital for new deals. If so, I
think we will see a trend of only larger
managers being active in the market. 

Keith Ashton: Some of these proposals
could be quite damaging to the CLO
market if they aren’t rationalized to the
CLO product itself. Such broad-brush
approaches, applied indiscriminately
across all structured products, penalize
CLOs despite how well this product has
worked. Corporate loans, which make
up CLO portfolios, did not suffer from
the kind of perverse incentives and lack
of underwriting transparency that were
apparent in the mortgage market. It seems to me that the
proposed regulations also tend to favor one type or
source of capital over another. That, in effect, creates
winners and losers in the push to rejuvenate the new-
issue CLO market. I will go out on a limb here and sug-
gest that these negatives are likely unintended. A better
approach would be to model what has made CLOs suc-
cessful through multiple cycles and seek ways to integrate
these features into other structured products. 

Volume Expectations For
New Transactions
Standard & Poor’s: What is the CLO new issuance transaction
volume that you expect in 2011, and what main factors will
both negatively and positively affect the volumes? 

Aashh Parekh: I expect there to be more CLO new issuance
in 2011 than in 2010, without putting a specific number
on it, although we are still expecting a net negative
issuance over several years. Continued strength in the
high-yield bond and loan markets is a positive that will
likely go a long way toward increasing the attractiveness
of both the leveraged loan and CLO markets. Currently,

there is a robust secondary CLO market that is bringing
credit spreads toward levels that make arbitrage attractive
for a new CLO and gives investors comfort that the mar-
ket is active and has enough volume to support new
issuance. We are also hearing that select Asian investors
may be coming into the market to buy at the top of the

stack, providing an additional positive
technical to liability funding costs.

Keith Ashton: At this time last year, there
were widespread, rosy predictions for
significant new-issue CLO volume in
2010. Almost every bank forecasted
‘AAA’ spreads down into the low 100s,
and some were even calling for even
tighter spreads on ‘AAA’ tranches by
summer. All of this was supposed to
usher in the new-issue market.
Obviously, that didn’t happen, largely
because the conditions that were needed
to spark and sustain a strong new issue
market simply didn’t materialize. Besides
arbitrage conditions, there are two pri-
mary conditions that are also key. First,
uncertainty around the regulatory frame-
work, and punitive capital treatment of
CLOs, particularly in Europe, has chilled
demand for a meaningful segment of
institutional investors who would other-

wise be involved. Second, we see sufficient liquidity and
capacity in the market to take down new-issue loans; you
don’t currently have what I call a “structural need” in the
market for new-issue CLOs to soak up the excess loan sup-
ply. This factor obviously plays heavily into necessary arbi-
trage conditions. So despite my conviction that CLOs are
both an attractive investment and an appropriate type of
leverage, until the regulatory framework gets sorted out,
and until there is a structural need for CLOs, the new-issue
CLO market will look a lot more like 2010 than
2004–2005. 

Serhan Secmen: The heavy CLO new issuance in 2006 and
2007 was primarily driven by the arbitrage that existed in
the structures and the need for yield. The catalyst was the
excess liquidity, resulting in investors pushing for yields at
whatever the cost. Also, the equity investor was getting
returns in line with the risk and leverage in the CLO struc-
tures. Now, the deals have the same risk; however, the yield
or return multiples to equity are much lower. The present
deals are happening because of balance-sheet reasons, rather
than for the arbitrage. The manager is taking most, if not all,
of the equity and using the structure as a leverage tool. After

Matt Natcharian
Managing Director

Babson Capital
Management
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this trade is done in 2011, I don’t see any major catalysts
that would turn the CLO machine up, barring the unlikely
return of the excess liquidity, where the investors hunt for
yield. With that and an appropriate risk and return balance,
the true arbitrage will come to the market. I don’t foresee
that happening in early 2011, but if it does, then we will see
a meaningful new-issuance market. 

Matt Natcharian: There is an active search
for yield in the investment-grade corpo-
rate and high-yield bond markets,
although absolute low interest rates have
made bank loans a little bit less attrac-
tive than high-yield for some investors.
As more liquidity is added to the system
over the next six-plus months, and if
more inflation fears develop, bank loan
bids will improve to protect against that.
Also, some senior CLO buyers will come
back into the market if the regulations
get settled and CLOs continue to per-
form well. Getting senior note buyers
back really is the missing piece right now
for CLOs to come back in size, and we’re
starting to see more interest from both
equity and senior investors, who have
been the toughest to find for new CLO
issuance. We hear that there are some
real equity buyers comfortable with returns in the low
teens, which is bullish, indicating that the search for yield
is really expanding as absolute rates remain so low. People
are looking for that type of return, even with the call risk.
So I think it’s just getting going. A lot depends on the econ-
omy continuing to improve and the regulations being sort-
ed out. I think, if it moves, it could move pretty quickly as
people jump on the bandwagon, as spreads are tightening
in other sectors. I think the pressure to buy yield will pick
up in 2011. 

Structural Features And Collateral
Characteristics Of CLOs
Standard & Poor’s: What are some of the structural features or
collateral characteristics you have seen in more recent transac-
tions, and that you expect to see in new transactions in 2011?

Keith Ashton: All investors would probably agree that some
of the CLO indenture requirements were terribly problem-
atic. They created perverse incentives and negatively affect-
ed performance for some managers and deals. Certain eligi-
bility requirements, such as the discount asset thresholds,
are being addressed in new deals. Other requirements, such
as linking the manager’s ability to reinvest to tranche rat-

ings, should likewise be addressed. Changes to terms or eli-
gibility rules naturally posit some trade-offs. When we are
structuring new-issue CLO equity, for example, we push for
features that preserve equity economics given lower lever-
age and high-cost financing. Alternatively, when we are
structuring new-issue ‘AAA’ liabilities, we seek features that

an equity investor probably doesn’t like.
What will always remain true is that
whichever class of investor has the most
leverage in negotiating terms will get
more of the features that they like. So the
tug-of-war will continue. Terms and
structures will almost certainly evolve
from what we’ve seen during 2010 as we
move from a manager-sponsored new-
issue market to something that’s broadly
syndicated. Where I think investors of all
classes can work well together is on the
adaptation of structures and terms to
particular managers and their portfolio
strategies. 

Matt Natcharian: I mostly agree with
Keith, except that I think a little more
standardization in the documents will be
helpful for the market—in particular,
standardization with how haircuts are
applied to ‘CCC’ assets and discount

purchases, so that deals do not interpret them differently.

Retiring Tranches At A Discount
Standard & Poor’s: Do you believe that collateral managers
should be able to purchase CLO tranches at a discount and
retire them, making it easier for overcollateralization tests
to be satisfied?

Matt Natcharian: The right compromise is that it can be done,
but the O/C denominator is protected. This allows the man-
ager to take advantage of the economics of buying it back
at a discount if it’s available in the market, while still pro-
tecting the senior tranches.

Aashh Parekh: I have a hard time convincing myself that this
works for everyone in the trade. I just go back to the origi-
nal way that the trades were intended. If you were to tell a
senior noteholder that there’s a possibility a subordinate
note could be retired, which could effectively alter the way
the O/C test is calculated and make the subordinate O/C test
easier to be satisfied, thus taking a little bit more time or
more defaults before they’re protected in the structure, my
guess is that a senior noteholder would probably say, No.
I’m not okay with that possibility. I would be comfortable if

Serhan Secmen
Portfolio Manager

Citi Capital Advisors
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you were to do the same thing with a senior holder, as this
is sort of like redeeming the note structure.

Key Information For Evaluating CLOs
Standard & Poor’s: What information do you find useful when
evaluating new CLOs or monitoring existing CLOs?

Serhan Secmen: There are three tiers of information for new or
existing transactions. The first is the structure—documenta-
tion, representation of the waterfall, the manager’s ability to
reinvest, and other structural features. The second is the
underlying collateral. When we invest in equity, we do a line-
item-by-line-item review and try to form an opinion on the
portfolio as if it was in a static portfolio. Then the third thing,
which is the most subjective and difficult, is to evaluate the
manager and try to predict their future behavior. For that, we
look at recent transaction history, to see what kind of trades
they made and what kind of par building they have been
doing. Some managers have been very aggressively trying to
build up par by selling expensive assets and buying cheap
ones. Yet, some others are truly just buying credit whenever
they see it fit, regardless of whether it’s cheap or expensive or
what the O/C test is going to be after the trade. 

Matt Natcharian: We look at how much the collateral pool
changed since the beginning of the transaction, and if it’s
smaller, whether it got there from defaults or realized trad-
ing losses. It has gotten more complicated, with all of the
diversion tests and the O/C test failures that have made it
more difficult to compare manager performance by just
looking at O/C levels, because you miss a lot of the story.
What we’re spending more time doing is allocating that
between actual defaults that they’ve experienced and net
losses. We also evaluate the value added from the interest
diversion test versus another deal that might have delevered.
We try to see how much of this is from the manager impact
and how much is structural impact, as both things obvious-
ly affect you and you want the best combination of the two. 

Collateral Manager Characteristics
Standard & Poor’s: What characteristics do you look for in a
collateral manager?

Aashh Parekh: The manager is perhaps the most important
aspect of the CLO trade, and it is equally important to con-
sider whether or not the manager is appropriate for the task
at hand. We think about it from a lot of different perspec-
tives. To name a few things, we ask ourselves: Is the manag-
er appropriate for the strategy that the CLO is going to take
on and experienced at managing inside of a CLO vehicle,
considering all the restrictions? Is their style consistent with
the limitations or the way the trade is structured? Where do

you sit in the capital structure relative to the manager, and
do you really want to sit where you’re sitting relative to the
manager and the trade? Also, is the manager going to do
what they’ve said they’re going to do? We then decide
whether or not that’s appropriate for the pool, structure,
and investing strategy. We want to be able to call the man-
ager and ask them questions about what they are doing and
how they feel about what’s going on in the markets, as it
really should be a two-way dialogue. Manager transparen-
cy is also very important.

Keith Ashton: Aashh makes a good point. The way I like to say
it is: everybody started off in June 2007 with portfolios
priced at par and full O/C. The performance that we’ve seen
since has almost everything to do with the decisions that each
manager took during the cycle. Some made very good deci-
sions; others made poor decisions. This is why manager
analysis is such a key focus for us, and is one of the most
valuable things that we do for our investors. We have met
with hundreds of managers, and we speak with two to three
of them every week. I cannot think of an instance where our
manager due-diligence process hasn’t uncovered something
important about the investment process, the trading strategy,
the operations, or the financial health of a manager and
where those discoveries led directly to CLO performance
down the road, positively or negatively. We focus our man-
ager analysis in four primary areas: transparency (e.g., their
ability and willingness to provide information we deem rele-
vant to our investment), process integrity (e.g., how their
processes actually work and what they are working to
accomplish), credit and trading competency, and financial
health. Few managers score high in all areas, and every man-
ager is unique. 

Who Has Authority To Replace The Collateral Manager?
Standard & Poor’s: Which investors should have the ultimate
authority to remove and replace a collateral manager?

Matt Natcharian: It should be a compromise between the
equity and the controlling class, working together to
remove a manager for cause and nominate a replacement
manager. Those two parties should work hand-in-hand to
do what’s best for the investors throughout the capital
structure. The rules are very different deal to deal, though
I think that is one area where a little bit more standardiza-
tion might generally be helpful. It’s difficult to remove a
manager, and usually the choice you’re left with is to hold
or sell a security that’s underperforming because of poor
manager performance.

Serhan Secmen: In an ideal situation, you would think that
all of the investors would have some say in the removal of
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the manager; however, the practical solution is having the
extreme ends of the capital structure represented as the
proxy for the representation of the full capital structure. It
should be both the controlling class and the equity investors
making the decisions.

Will The Refinance Cliff Be A Concern?
Standard & Poor’s: Are you concerned that the refinance cliff
(e.g., supply/demand imbalance in loans maturing in the
near term) will result in increased defaults of underlying
loans and events of default in CLOs?

Keith Ashton: While I don’t view the so-called “wall of loan
maturities” as a major EOD threat, I am absolutely con-
cerned about it. It is a particularly interesting phenomenon
insofar that it’s very unusual that one can see the risk, and,
for some people, the opportunity, years before it actually
shows up at your doorstep. I believe there will be a big range
of outcomes for CLO investors. Some CLOs will sail
through this period, having been well-positioned for it and
having the capacity to take advantage of what will probably
be at least a mild-to-moderate loan market dislocation. But
we also expect that other CLOs, managed by other man-
agers, will literally hit the wall. The next two years are crit-
ical, not only for the credit market as it looks to spread out
those maturities, but also for CLO managers as they devel-
op strategies to deal with this risk in their portfolios. I would
go so far as to say that investors and managers who simply
hope and believe that the credit market will solve this prob-
lem for them may find themselves with very few and unat-
tractive options at the end of 2012. Many CLO investors
will likewise want to reposition their portfolios for this risk,
if they know how. I expect deal and manager differentiation
every bit as much as we saw with the EOD language two
years ago, but along the lines of who is well-positioned for
2013 and 2014 and who is not.

Serhan Secmen: Our view is that it is going to be less of a
concern relative to Keith’s position. First, maturity walls

have always existed. From 2001 and even earlier, by the
nature of the issuance and the market, there has always
been a hump five to seven years out in the cycle, and it has
moved as a wave as we were moving forward in the cal-
endars. Unfortunately, that wave stopped moving for-
ward, and we started moving closer to the wall. That
became the issue. Currently, there are two trends that
we’re seeing. One of them, to a minor extent, is eroding
the wall. The wall is a lot less scary today than it was
about a year ago, and there is a good amount of erosion
that is still happening on the front end of the wall that
would make it less of a concern. In addition, we believe
there are approximately 30% of the CLOs in the market
that will still be within their reinvestment period. This
will also create a natural demand for the loans. We believe
that this will be enough to get over the hump. I don’t
think all of these deals will make it, but we do not see that
as a major threat to cause an EOD on the CLOs.

What Type Of Collateral Is Unacceptable For CLOs?
Standard & Poor’s: Are you uncomfortable with any type of
collateral that’s typically included in CLO portfolios?

Aashh Parekh: That depends on where I am in the capital struc-
ture. If I’m a senior noteholder, then I’m uncomfortable with
anything that has aggressive characteristics. The portfolio
should be arguably as conservative as possible. The opposite is
true if I’m at the bottom of the capital structure, where I would
want something that is going to cash flow for as long as pos-
sible so that I can get my return. The majority of our activity
is in the senior part of the capital structure for our accounts.
We are aware of some of the more aggressive types of collater-
al or some of the more less-restrictive types of collateral,
including covenant-lite loans, payment-in-kind toggles, indus-
try concentrations, exposure to industries with lower recover-
ies, names with lower recoveries or higher leverage or trading
volatility, and excessive ‘CCC’ ratings. Sometimes the manag-
er has a justifiable reason for including them in the collateral
pool, and other times it doesn’t make sense, or just isn’t con-
sistent with the way the deal documentation intended.

Keith Ashton: I am uncomfortable with certain managers
having certain types of collateral in their deals because I
think some have proven themselves to be not particularly
good at it.  To illustrate this point, take a look at the bond
bucket of U.S. CLOs. Looking at those CLO portfolios
where there is a material bond allocation, the range in the
weighted average price of the bond bucket runs from less
than 82 for the worst 10% to more than 104 for those in
the best 10%. Within the buckets for second-lien assets,
those same pricing percentiles run from 67 to 95. This data
points to very material differences in credit risk and value.

The bottom line is that whatever latitude
managers want for their portfolios, there should
be a thoughtful discussion and strategy to
determine whether that manager can translate
discretion into value.  

—Keith Ashton
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In Europe, you see similarly wide ranges of price perform-
ance, except that allocations to non-senior assets are typi-
cally larger, so the credit implications are more material.
The bottom line is that whatever latitude managers want
for their portfolios, there should be a thoughtful discussion
and strategy to determine whether that manager can trans-
late discretion into value. Consequently, I think giving all
managers some standard set of 15 buckets is a bit lazy and
can contribute to poor performance in some cases. I think
that overly restrictive criteria, with certain managers, can
also be negative. Portfolio criteria should be customized to
the manager. Thankfully, now we’ve got a recent track
record to help make those judgments.

Matt Natcharian: Particularly on the structured credit basket,
I think the managers should have a proven ability and
resources to monitor other managers’ deals, if they’re going
to use that bucket for deals other than their own. Certainly,
through the crisis, you saw much broader use of that partic-
ular bucket. My guess is that in new issues, investors will
choose to limit that a little bit more. Generally, we’ve been
pretty happy with the managers that have bond buckets and
how they’ve used them through this crisis. These managers
have been a bit of a stabilizing force in terms of the excess
spread they’ve added to a lot of the deals. We don’t have
any hard and fast rules other than that the manager has to
have proven competence in each sector in the structure. ●
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U.S. CLO Managers
Are Cautiously
Optimistic About
The Market’s Future

Standard & Poor’s recently hosted a roundtable with U.S.

collateralized loan obligation (CLO) collateral managers to

discuss both the current state and outlook for the CLO market.

These collateral managers generally indicated that they believe the

U.S. CLO market is resilient, based on its strong track record, and

still holds many opportunities for investors. 

While most of the panelists agreed that it’s still early to gauge the

overall impact of new financial regulations on both CLOs and

collateral managers, most appear to believe U.S. regulators

understand that CLOs are different from other structured finance

vehicles because of collateral managers’ vested interest in those

vehicles and their alignment of that interest with investors. They

also pointed out that there is greater transparency of information

available on the underlying loans for investors to analyzethe CLOs. 
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Some of the more recent CLO transactions have incor-
porated new structural features and larger subordina-
tion levels, which the participants view as “debt-
investor-friendly.” The participants are also aware of
other structural changes that are being discussed for
future transactions that they believe may benefit debt
investors. Generally, these collateral managers appear to
believe that issuance in the CLO market will become
more consistent as liability spreads tighten further,
leverage providers are recapitalized, regulations are
finalized, and third-party equity investors return to
the market.

Panel Discussion
Robert Radziul, senior director in Standard & Poor’s
Structured Credit group, moderated the roundtable.

What follows is an edited excerpt of the conversation. The
opinions expressed in this article are the opinions of the individ-
ual participants, not of their employers or Standard & Poor’s.

Effect Of New And Pending Regulations
Standard & Poor’s: How do you think the new or pending regu-
lations will impact the CLO market and collateral managers?

Joe Lemanowicz: Right now, we feel it’s probably a little early
to really know how they are going to impact our CLO busi-
ness. We are encouraged, however, with the engagement
that the U.S. regulators have here, and I think they’re sym-
pathetic to the fact that our asset class is different from the
asset-backed securities market. 

Jonathan Insull: I agree, and I think it’s going to take a while
longer for things to get going. It also depends on the type of
manager, as the regulations are not going to affect every-
body the same. It will be different for a passive manager
that’s owned by a bank than it would be for a manager that
is part of a private equity firm or an independent, boutique-
type, fixed-income manager. 

Hans Christensen: Dodd-Frank has been past the first level
of comments, and we do like the tone. The Federal
Reserve made a point that CLOs are different, as they’re
managed and the manager has a vested interest. Also,
there is a stronger alignment of interest, more trans-
parency, and the underlying assets are easy to identify.
We anticipate the regulators will distinguish CLOs from
other types of collateralized debt obligations.

Structural Features And Changes
Standard & Poor’s: What are some of the structural features in
more recent transactions that you believe are beneficial or
detrimental for investors, and do you see other structural
changes for new transactions in the upcoming year?

Yvonne Stevens: I understand that there are a few things
being discussed. The reinvestment period has generally been
shorter in the most recent transactions. Some investors may
view that as good because there is less risk. On the other
hand, they are seeking yield, and it means they get paid
more for less duration. Also, there are no structured finance
buckets being offered and revised discount purchase
requirements are being discussed, such as whether or not
the prices for the discount purchase threshold are to become
more index-based versus an absolute number. 

Steve Vaccaro: We’ve had some active discussions about
shorter reinvestment periods. I’m not so sure it’s in any-
body’s interest to have longer reinvestment periods at this
time, as you don’t want a deal outstanding too long with
the risk of an uneconomic capital structure, should liabili-
ty spreads and collateral prices tighten. So it might be ben-
eficial in the transition period, as the CLO issuance and
loan markets recover, for everybody to have shorter deals.
Also, we’re definitely seeing more subordination than
we’ve seen in the past, which is definitely investor-friend-
ly. Similarly, on deep-discount definitions, there has been a
lot of discussion about tying deep-discount thresholds to
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● Hans Christensen, CEO, MJX Asset Management;

● Mike Freno, Portfolio Manager, Babson Capital Management;

● Jonathan Insull, Managing Director, Trust Company of the West;

● Joe Lemanowicz, Portfolio Manager, Prudential Financial;

● Joe Rotondo, Senior Portfolio Manager, Invesco;

● Yvonne Stevens, Senior Portfolio Manager, Columbia Management (formerly known as RiverSource Investments); and

● Steve Vaccaro, Co-Chief Investment Officer, CIFC.
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an index, although we’ve also heard there is some push-
back from the ‘AAA’ investors on this point. There’s also
been discussion on the ability to refinance discrete tranch-
es of a CLO’s liability structure within the first year of
issuance should liability spreads decline, which would be
beneficial to maintaining attractive transaction economics. 

Joe Lemanowicz: The deals are being struc-
tured in a balanced way. On the one hand,
the ‘AAAs’ are getting tremendous subor-
dination, ranging from 30% to 35%. At
the other end of the spectrum, the equity
is looking for flexibility that allows them
to call a deal if the arbitrage starts to get
out of balance. The equity is also looking
for some flexibility on ‘CCC’ buckets and
below-par substitutions. 

Jonathan Insull: It depends on which
investors you are talking about. On bal-
ance, a lot of the changes may be a little bit
more debt-friendly right now. Obviously,
there are some things in it for the equity as
well, such as the ability to call the debt.  

The Refinancing Cliff
Standard & Poor’s: Are you concerned that
the refinance cliff (e.g., the supply/demand
imbalance in loans maturing in the near
term) will result in increased defaults of the underlying loans
or result in any events of default (EODs) in the CLOs?

Mike Freno: We don’t see EODs in CLOs as being a problem for
the majority of the deals. We keep an eye on the refinancing
cliff, but we are not overly concerned about it in the long run,
even though there will be issuers that will be unlikely to refi-
nance their capital structures. Over the coming years, before we
hit the 2014 peak in maturities, you will start to see the market
figure this out. This will likely allow for wider-than-historical
spreads on the loans and high-yield bonds. It’s going to be a col-
laborative effort from several types of market participants to
address this issue, and there will have to be new entrants com-
ing into the market to replace the CLOs exiting their reinvest-
ment periods. I think the new loan investors are only going to
come on an unlevered cash basis if spreads are wider.   

Joe Rotondo: We’re not concerned about the refinance
cliff in the near term. The maturities coming due in
2011 and 2012 are very small and manageable, where-
as 2013 is a little bit more of a concern. There is a little
over $200 billion in loan maturities that are coming due
in 2014, so there continues to be work that needs to be

done for these maturities. We feel good about what’s
going to be happening over the next two or three years,
given all the progress that’s been made through high-
yield bond take-outs and amend-to-extend on loans.
More work needs to be done for 2014, but the good
news is that we’ve got three-plus years to grapple with

it. As for EODs and CLOs, I think that
absent some very significant negative
event, there’s no way that those EODs
are going to be triggered. There was a
lot of concern about EODs back in
2009, but we didn’t even get close to
triggering EODs, even in a 10%
default environment.

Yvonne Stevens: The only thing that hasn’t
been discussed is where the supply comes
from. We’ve seen retail investors increase
their investment in the corporate sector
through prime-rate or floating-rate funds.
Also, there are the traditional institution-
al investors at insurance companies,
crossover buyers, and, of course, CLOs.
We believe that CLOs will play less of a
part than they did in 2006 and 2007. It
will not be a question of defaults for the
loans, but rather the cost of debt for those
companies, as rates should remain high.

Hans Christensen: We don’t believe the refinancing cliff will
be a problem because there’s a vested interest by the major
investors, including commercial banks, to extend beyond
the cliff. The commercial banks have a shortage of capital
now and will need an off-balance-sheet mechanism, such as
CLOs, to alleviate that.

Default And Recovery Levels
Standard & Poor’s: Where do you believe the default and recov-
ery levels for the underlying loans will be in 2011?

Hans Christensen: We’re expecting about a 1.5% default
rate in our current portfolio for the coming year, com-
pared to a 3.2% default rate for the 60 portfolios that we
advise on. Since the market is pricing in a 6.8% default
rate, we believe it’s never been a better time to be in lever-
aged loans. We believe the default rates will continue to be
low for an extended period of time and excess spreads will
continue to be strong, for a variety of reasons. As for
recoveries, we believe it will be approximately 66%.

Joe Lemanowicz: Although we don’t have an official fore-
cast, I expect defaults to be low in the next two years

Jonathan Insull
Managing Director
Trust Company of

the West
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because maturities in 2011 and 2012 are muted. It’s prob-
ably somewhere around a 2% default rate and recoveries
in the 75% area. The excess returns in bank loans imply
a much higher expectation on default, but I don’t neces-
sarily think that’s a good indicator of where defaults may
be headed. 

Jonathan Insull: I think a 1.5% default
rate sounds a little low, as it’s probably
somewhere around 3%. Obviously, it’s
going to be a function of the capital mar-
kets and the economy. Even though there
may not be a marketwide crisis as the
maturities hit in 2014, you are definitely
going to have some selected borrowers
who are not going to be able to refi-
nance. Some of the weaker links will be
the companies that are going into it with
a weak rating and have a big amount
that needs to be refinanced. Recoveries
will be close to the long-term average of
mid-to-high-60s. During the dark days,
people thought recoveries were only
going to be 50 cents on the dollar, but I
believe the worst of it is over.

Purchasing Power
Standard & Poor’s: Do you believe the
CLO market “buying power” in the
leveraged loan market will increase or decrease in size in
2011 and beyond, considering the recent low level of
new issuance and more CLOs entering the end of their
reinvestment periods?

Steve Vaccaro: We definitely see CLO purchasing power
declining, largely driven by the fact that new CLO issuance
will be much lower than historical levels. This low level of
issuance will probably not keep pace with the amount of
CLO capacity run-off in the marketplace, as many CLOs
are ending their reinvestment periods. CLOs will still be a
sizeable piece of the market but a smaller percentage than
in the past. The elevated spreads and yields currently avail-
able for investing in senior secured debt should be attrac-
tive, on a limited basis, for certain cash investors in unlever-
aged vehicles. We definitely see migration away from CLOs
toward other fund structures. 

Joe Rotondo: It will take time for the CLO engine to fully
turn back on. Some of the demand that came from CLOs
will instead come from pension funds, as many investors are
looking for yield. Other than bank loans, there are not a lot
of asset classes that offer yield right now.  

Yvonne Stevens: Vintage is the key. Because the CLO market
hasn’t restarted, a declining percentage of buying power
will come from CLOs. We won’t see CLOs representing
60% to 70% of the loan market like we saw prior to the
credit crisis. New buyers, to some degree, would come from
the unlevered market, but floating-rate funds can only have

30% leverage. Essentially, loans are not
that interesting on an unlevered basis and
I think all the statistics that we talked
about prior to this—2% default rate and
a 70% or more recovery rate—still lend
themselves well to a levered model. CLOs
will come back to some degree, but you’ll
also have other levered buyers more
involved in the market going forward,
whether that’s insurance companies or
other types of structures with total return
swaps or internal leverage, provided that
capital charges aren’t too onerous to
make them a profitable venture.

Joe Lemanowicz: When I look at existing
buying power, I focus on expected repay-
ments. Currently, the asset class has
roughly a four-year average life to maturi-
ty, which translates to a 25% annual pre-
payment rate. I don’t see why those flows
aren’t going to continue. Regarding new
buyers, I think the CLO market will pick

up again, so that will be a potential source of new demand.
Finally, with current yields for high-yield bonds just wide of
7%, I believe new loan issues can be priced in a way to entice
that buyer to participate.

Potential Market Rebound
Standard & Poor’s: What will it take to get the new-issue
CLO market back to a more consistent issuance level,
and what are some of the biggest impediments for mak-
ingthat happen?

Joe Rotondo: A few things need to happen before we can get
the CLO market back to a more consistent level, which
will lead to more attractive internal rates of return for the
equity investors. One thing is a contraction of ‘AAA’
spreads, which is already happening, with ‘AAA’ spreads
now in the 175 range. Obviously, this is nowhere close to
the LIBOR plus 23 to 24 basis points that were getting
done back in 2006 and 2007, so contraction in ‘AAA’
spreads is number one. Number two is higher leverage.
There are some headwinds to higher leverage, but I think
one thing that’s important to think about historically is
that CLOs have survived a very, very difficult credit cycle.

Mike Freno
Portfolio Manager

Babson Capital
Management
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A few years from now, when some of these deals go away,
we’ll see a lot of success stories. Most of the CLOs will
have done well, not only from a rated note standpoint, but
also from an equity standpoint. That really reflects the sta-
bility of the asset class and the fact that when these loans
default, the recoveries are relatively high. I think the
investors in the asset class, or the CLO
market, need to regain confidence in the
fact that it’s an asset class that we can
lever. There is also the regulatory issue
that will work out over time, but it’s
going to take some time for that to sub-
side and for us to grapple with it. 

Hans Christensen: We think the arbitrage
will come back and leverage providers
will become far more aggressive because
that’s their nature. There needs to be a
recapitalization of the leverage providers
because they still remain undercapital-
ized. As they recapitalize, we’ll see much
more CLO issuance, because CLOs get
assets off the leverage providers’ balance
sheets. They’re predominantly banks or
various types of other financial services
companies that are already levered and
often fund with LIBOR. The other thing
is, we have to “toot our horn” about
CLO performance, as this is not securiti-
zation of subprime, mortgage-backed, cards, or cars. This
is a very different asset class with a long history. This is not
the first time that CLOs blew up a little bit. It happened in
the 1990s as well, and we learned a lot. Some of us man-
aged through that and also in the 1980s and even the
1970s. We’ve managed through it before, and it’s a resilient
asset class with a long history, including credit statistics
that predate the Great Depression. We have a lot of credit
expertise in the marketplace. We do have some issues
because people started thinking that credit and liquidity
were the same and that you could always be faster and
smarter than the guy next to you. The benefit of a CLO or
some of these other leveraged vehicles was you had term
financing to match term assets. When the market demand-
ed liquidity, our vehicles didn’t require us to have liquidity.
If you were wise enough to hold through to value rather
than price, it was great. We have to come up with a better
mechanism than being washed with the same brush that
everyone else was, because this is an asset class that exist-
ed before the mortgage market, cards, cars, and everything
else. Corporations in this country and around the world
demand and depend upon bank financing, and it has to be
financed in a leveraged vehicle.

Jonathan Insull: The only thing that I would add would be
to get the regulatory uncertainty cleared up. I think it’s
achievable to get to a more consistent issuance level
where people are approaching the asset class from the
standpoint of discipline, not like it was in 2006. Having
a business model that consists of going out and issuing a

$500 million CLO every six months is
probably not viable in the future. 

Yvonne Stevens: I think the rating agencies
are a critical part of this, and to their
credit, I think they had originally built a
very robust model for this asset class
based on all that history that Hans talked
about. Unfortunately in 2009, Moody’s
and Standard & Poor’s reversed them-
selves in a way and changed their model
based on the existing environment in
2009, which, of course, was not a steady
state. That was the height of the crisis. In
order for this market to get back to a
more consistent level, the rating agencies
have to settle themselves on something
much more consistent with the long his-
tory of the asset class and revise their rat-
ings because CLOs are ratings-driven
vehicles.

Joe Rotondo: The ratings also have an
impact on market liquidity, as some buyers are ratings-sen-
sitive. The good news is that we’ve got at least two cycles
to look back on where we had a slew of defaults. We had
recoveries at 78 cents on the dollar, based on ultimate
recovery. I think the loan market has a really good track
record of what happens to these loans when they default
and when they recover. We have more data points and
more empirical evidence to show that the loan asset class
can survive a cycle and even a very, very difficult cycle like
the one we just went through.

Steve Vaccaro: We also need to have further improvement in
the ability to have a true third-party syndicated equity mar-
ket again. The deals done to date are still very balance-sheet
heavy, with 25% to 30% of the equity being provided by the
manager. That’s a lot by historical standards. If you read the
recent Loan Syndication and Trading Association (LSTA)
CLO manager survey as an example, only a handful of man-
agers estimate they can afford to do a CLO if the equity com-
ponent they are required to invest is more than 6% or 8%. 

Hans Christensen: I’ll take the other side of that. I don’t want
investment banks backing our industry. They have made more

Steve Vaccaro
Co-Chief

Investment Officer
CIFC



106 www.standardandpoors.com

U.S. CLO Managers Are Cautiously Optimistic About The Market’s Future

money than we will for managing these funds over the life of
the vehicle. When their incentive was to place the paper,
regardless of the structure or the manager, it created tremen-
dous problems and a less-disciplined marketplace. There is a
difference between being good at credit and being a good port-
folio manager. And I suspect the CLO structure tries to capture
a mechanism to force someone who’s good in credit to man-
age a portfolio, but there’s still a difference. I think that the
structure where investment bankers were making two points
up front, which was coming at the expense of the debt and
equity investors, created some of the challenges that we have.
It happened in the other structured vehicle asset classes as well,
so I think we do have to figure out a better way of doing it.

Steve Vaccaro: That’s a good point, but I think you are refer-
ring to the differentiation between what is a good manager
and a bad manager versus what is necessary for a reason-
able level of new fund formation. You shouldn’t have good
managers shut out of the marketplace because they don’t
have enough capital to do a deal requiring them to put up
30% to 40% of the deal’s equity.

Mike Freno: We need to have a greater ability to warehouse
or ramp deals. In the deals with shorter reinvestment peri-
ods, someone covers this. But equity investors need to
have the confidence that prices aren’t going to run away
from them at the point of ramping. You don’t want to set
a capital structure operating in that nature and then see it
not work. Some of the more recent deals have been fully
or mostly ramped portfolios created to reduce capital
requirements. We need some stability in prices on the col-
lateral side just to give investors assurances that they’re
not going to face a significant run-up as they are ramping
up their vehicles.

Portfolio Management
Standard & Poor’s: Are you managing your CLOs any differ-
ently in this market environment, and how so?

Yvonne Stevens: No, I would not say so. There are obvi-
ously a lot of quality constraints and concentration lim-
its, but we’ve always had them in both a good or bad
environment. Each environment throws different chal-
lenges to unique vintages. For example, some of the
more seasoned transactions are constrained in some
longer-dated new issue. The more recent CLOs may be
slightly tighter on par, given their issuance closer to the
credit crisis, not having had time to build as much par
prior to that period.

Jonathan Insull: There’s a lot more focus on the primary
loan market because of the resurgence in activity over

the last 12 months. We’re managing around the prepay-
ment speed and need to determine where we are likely to
lose paper and how the paper would be replaced. We
have less ratings pressure in the deals as a result of the
upgrades in the underlying collateral, and this has given
us a lot more flexibility.

Mike Freno: I think a lot of the deals over the last three or
four months on the primary side have probably been some
of the most attractive deals in the high-yield market as a
whole, on a risk/return basis. The real challenge is manag-
ing between where you put your cash and staying invested. 

Lessons Learned
Standard & Poor’s: What were some of the lessons learned
over the last few years with respect to managing CLOs?
What worked and what didn’t work? 

Jonathan Insull: The structures do afford a lot of flexibility.
You don’t want to be managed by the structure and give up
your role as a manager. At the same time, you have to
understand that there’s a reason that the documents work
the way they do. The deal was designed the way it was and
it’s probably going to be a source of regret fighting against
some of the terms. For example, if you were selling out of
‘CCC’ assets just to avoid the ‘CCC’ haircuts, you were
really hurt down the road when those ‘CCC’ assets came
back in price.

Joe Rotondo: There were a few lessons learned. One is the
deep discount obligation language. In the past cycle, we
had situations where we held one loan that was trading at
$60 and a loan that we wanted to buy that was trading at
$60. If we sold one and bought the other, we would
instantly take a 40-point haircut on the overcollateraliza-
tion ratios, even though from a pure credit standpoint, we
would be better off. We’re definitely going to focus on
better or more flexible deep discount obligation language.
Secondly, we would want the ability to refinance high-
priced liabilities or use principal proceeds to pay down
more expensive liabilities. Finally, we would want to
build in the language that would enable us to create tax-
blocker subsidiaries. 

Hans Christensen: We are a manager with very diversified port-
folios, and this made it easier, as the market was moving. We
were able to maneuver around and get out of positions ver-
sus other managers with larger position sizes that couldn’t.
We’re advising on some portfolios that were impacted by
key-man clauses. Also, I suspect we will start seeing investors
looking differently in terms of whether the equity or the sen-
ior noteholders control the voting. There is also an impact of
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the bankruptcy court when determining which manager can
assume a portfolio from a manager that has entered bank-
ruptcy. The other aspect I think we all suffer with is the accu-
racy of information and the ability to close trades quickly.
When you have a trade that doesn’t settle for 45 days, some
of our counterparties were financing off of our trades, as they
were only paying us 200 basis points for not settling, rather
than paying more by obtaining funding in the marketplace.
Also, the accuracy of the ratings and the prices on the ‘CCC’
assets were sometimes suspect. There were many things that
worked well, such as the cash flow diversion mechanism,
locked-in liabilities, and a fairly liquid asset class. Also, the
assets generate cash flow, amortize, and are transparent to
the investors.

Yvonne Stevens: I believe that these structures were very
robust through the recent credit cycle, as they have been
over the last 17 years I’ve been involved in them. We should
be very careful about applying a lot more restrictions in new
documents because there are unintended consequences,
even if there is a good reason to put something in place.
This is most important in a credit crisis when you’re trying
to manage credit and do the right things for the portfolio.
For example, the trading restrictions are restrictive in the
sense that you have to go to objective criteria in order to
trade, but since ratings sometimes lag, it makes it tougher to
be able to use your management skills to precede ratings or
market changes. 

Joe Rotondo: We need to have more transparency in terms of
who the end investors are. When we try to obtain approval
for a supplemental indenture, we often don’t know who the
investors are, we can’t get in touch with them, or they won’t
respond to any messages that we send. A million dollars of
a thin tranche could make the difference between getting an
amendment approved and not getting one approved.  

Mike Freno: It was our belief going into this cycle that these
structures work and that you can’t let the structures manage
you. With all the talk around the discounted assets, the doc-
uments did allow most vehicles to purchase discounted
assets. It may not have come out favorably for the manager
in the near term, with sub fees being cut off, but I think if
you’re going to do what’s in the best interest of your
investors in the long run, you’ve got to do those things and
shouldn’t really depend on what’s going to happen with
your sub fees. The vehicles offer a reasonable amount of
flexibility as they are, although there certainly could be
some improvement to them. I think the important thing in
benign economic environments is to run a very diversified
portfolio. If you look at managers who took large concen-

trated bets, they really didn’t have a way to fix their vehi-
cles once they got into trouble.

Steve Vaccaro: A value-based decision-making process is
absolutely critical, rather than one that is solely based
on market prices. Active work-out management is also
critical, as you can’t always sell loans at a price that
makes economic sense. Additionally, you can’t always
rely on steering committees and the various agendas of
the different types of lenders on a committee to maxi-
mize recovery. Ultimately, managing for long-term port-
folio value and not managing to indenture statistics is
the key to performance. 

Joe Lemanowicz: In hindsight, what we went through repre-
sented a buying opportunity of a lifetime for the asset
class. In general, we tend to have a low approval rate for
underwriting new issues due to our credit standards. As
we were going through the downturn, we didn’t panic and
let the prices in the market drive an emotional decision.
We revisited why we underwrote certain credits that
became stressed and usually remained comfortable that
the loans represented a compelling value. We managed our
CLOs for the long term, and we were not a slave to the
metrics. When we roll out our next deal, we’re going to try
to build in tax-blocker subsidiaries, broader trading flexi-
bility, more discretionary trading, and more cushion on
the below-par substitutions. 

Manager Consolidation
Standard & Poor’s: Do you believe collateral managercon-
solidation will continue, and is it beneficial tothe
investors?

Steve Vaccaro: I think it’s definitely going to continue, and I
think it is beneficial to the investors. Quite a few managers are
subscale already, with limited or no ability to raise new funds.
They will be challenged to continue to cover adequate staffing
expenses, and their ability to cover portfolios effectively will
diminish. I think, ultimately, scale is what’s going to be neces-
sary to grow. There are going to be a few larger players who
survive and will be the future of our industry.

Hans Christensen: We believe consolidation will continue,
and it will be beneficial for investors. The ability to main-
tain an infrastructure through a credit cycle is critical. We
just went through a cycle, and you would think that at a
time that credit is very tough, you wouldn’t be laying off
credit professionals, yet it happened in many firms. We
think that the level of due diligence by investors may
increase rather than decrease. ●
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Business Development
Companies Find
Common Ground With
Middle-Market CLOs

Middle-market collateralized loan obligations (CLOs) and

business development companies (BDCs) are finding

increasing synergy as collateral managers of middle-market CLOs

seek to replace maturing loans in their portfolios and BDCs look

to expand their lending capacity. BDCs, created by Congress and

primarily limited to investments in private middle-market U.S.

companies, can serve as a source of new loans for middle-

market CLOs, while CLOs provide BDCs with an additional

source to finance those loans. As a significant level of middle-

market loans approach maturity, both BDCs and CLOs are

looking for ways to take part in the current high-yielding, low-

leverage loan environment and to help middle-market obligors

refinance their maturing loans. Standard & Poor’s recently

hosted a roundtable with BDC and middle-market CLO

professionals to discuss how BDCs and middle-market CLOs

could benefit each other in the future.
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Most of the participants expect middle-market collateral
managers to continue to explore BDCs as an origination
platform for CLOs. Several panelists pointed to the strong
performance of CLOs, even during the recent financial cri-
sis, as support for a resurgence in issuance. But one variable
that remains undefined is how upcoming financial regula-
tions will change the scope of the market.

Panel Discussion
Credit analyst Eric Hudson, a director in Standard & Poor’s
Structured Credit group, moderated the roundtable.

What follows is an edited excerpt of the conversation. The
opinions expressed in this article are the opinions of the individ-
ual participants, not of their employers or Standard & Poor’s.

Market Overview
Standard & Poor’s: Several collateral managers reportedly
established business development companies (BDCs) as a
platform to originate loans to middle-market borrowers.
What are the driving factors? 

Jim Hunt: We see loan management as highly synergistic with
BDCs. Our senior management has managed CLOs in the
past, and we see such activity fitting well with BDCs’ trans-
action flow and credit skills.

Cynthia Krus: We’ve received the most questions about the asset
management area. BDCs can use them to finance their own
portfolios or to build an asset management platform, which
they can do through either ownership of the actual CLOs or
through an asset manager who receives management fees. It’s
one of the most popular and growing areas for BDCs. 

Michael Arougheti: I think that just as many BDCs are look-
ing to form collateral managers as vice versa. Such expan-
sion would supplement existing BDC balance sheets, in
addition to providing a huge information advantage.

As the market consolidates and scale becomes important,
an origination platform becomes essential to really aggre-

gate quantity and quality of collateral. Many middle-mar-
ket CLO and bank loan managers are looking for ways,
either through BDCs or other structures, to beef up their
origination capability.

Standard & Poor’s: How big is the BDC market, in number
and dollar amount?

Cynthia Krus: There are about 28 active BDCs, with approx-
imately $25 billion. The number may have reached 30 in
2007, but it scaled back a bit with the crisis. The resilience
of the BDC model has come through; I believe more than
two-thirds of active BDCs did follow-on transactions this
year, and there have been five IPOs. That’s more than any
other year since BDCs started.

Market Outlook
Standard & Poor’s: Will the establishment of new BDC plat-
forms continue, or will other alternatives emerge that make
BDCs less appealing? 

David Heilbrunn: As a private-equity-backed, middle-market
senior loan originator and collateral manager, we see
numerous attractive attributes of the BDC structure and are
actively and carefully evaluating it. Given BDCs’ appeal to
a current-income-oriented investor base, which has a more
modest overall return requirement (especially when com-
pared with traditional private-equity-type investors), BDCs
maintain a unique ability to raise capital. As such, we see
the trend continuing, but we do expect the market to
become more judicious as to which platforms it ultimately
chooses to finance. 

Cynthia Krus: There have been regulatory questions on struc-
turing a CLO under a BDC. One reason you may want to
carry it as portfolio investment versus consolidation is the
one-to-one asset coverage test that a BDC has. 

There was some question about how much equity [in a
CLO] you could own and what made you consolidate.

Panel participants included:
● Jim Hunt, CEO and Chief Investment Officer, THL Credit Inc.;

● Michael Arougheti, Senior Partner, Ares Management, and President, Ares Capital Corporation;

● Cynthia Krus, Esq., Partner and Corporate and Securities Transactions Attorney, Sutherland Asbill & Brennan LLP;

● David Heilbrunn, Senior Managing Director and Head of Corporate Strategy & Development,Churchill Financial Group;

● Greg Cooper, Managing Director, Denali Capital LLC; and

● John Thacker, Chief Credit Officer, Denali Capital LLC. 
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We’ve talked with the SEC about this, and we hope the
position they’ll issue is that you can own all the CLO equi-
ty and still have it count as a portfolio investment if it’s not
consolidated under GAAP [generally accepted accounting
principles]. The SEC has consistently followed GAAP in
these types of questions. If a BDC does not have to have
that count against their one-to-one asset
coverage test, they’ll be able to aggregate
more assets within their BDC structure.

Jim Hunt: One trend that we based our
BDC on, at our inception three and a half
years ago as a private fund, is that there
would be less and less limited partner
capital from defined benefit plans and
state pension funds to fuel private mezza-
nine funds and equity in structured
finance transactions. Matching up yield,
which the market demands, with liquidi-
ty provides a great benefit for alternative
investors and positions the BDC well. We
expect it to continue. 

There’s a fairly high barrier to BDC
entry. Market conditions—how well
comps are trading, receptivity of the mar-
ket, the talents of the individual invest-
ment manager—have to be right. 

Standard & Poor’s: Will the BDC platform’s
popularity lead to more middle-market
CLO issuance from BDCs, or are there
other funding alternatives? 

Jim Hunt: I think absolutely we could anticipate more BDCs
issuing CLOs. Nevertheless, one of the biggest challenges is
whether the arbitrage inherent in a CLO can reliably pro-
vide a risk-adjusted dividend in the low teens, which share-
holders expect. When BDCs consider CLOs to expand their
platforms, they may consider both long-term expensive lia-
bilities today and assets that aren’t call-protected on the bal-
ance sheets of those CLOs. We’re mindful of asset-liability
management producing a durable return for our sharehold-
ers. All conditions have to be right. We would like to see
more middle-market loans, and others, be call-protected to
avoid that asset/liability mismatch. 

David Heilbrunn: Building on what Jim said, recent CLO
transactions have included shorter non-call periods on their
liabilities. Assuming that some of those liabilities were sold
at a discount, calling them at par does become more expen-
sive. Nevertheless, given the current comparatively expen-
sive liability environment, a shorter non-call period is an

important component of getting investors (especially equity
investors) to reenter the space.

Cynthia Krus: As long as some restrictions on financing exist,
people will seek out the most beneficial structures. BDCs
are attractive for raising capital because some CLO plat-

forms weren’t in a regulated environment
and the BDC structure gives that added
benefit. I think BDCs will seek out
financing such as CLOs if it’s available to
them. CLO assets have performed well,
and investors appreciate it when they’re
in the BDC structure.

Potential Challenges
Standard & Poor’s: How could new and
pending financial regulatory changes
affect middle-market CLOs and BDCs?

John Thacker: One of the biggest potential
impediments to growth is the concept of
risk retention and where it happens—at
the placement agent level or at the man-
ager level. For the time being, the market
is operating “business as usual,” but new
regulations could change that. 

Recently, some signs have indicated
that regulators are becoming aware that
CLOs (specifically, loan deals) have a dif-
ferent performance history and structural
elements versus other structured finance,

but until those rules are written, there’s uncertainty about the
market impact going forward.

Michael Arougheti: The impact should generally be net posi-
tive. As a result of regulatory reform, banks generally are
derisking their balance sheets, and regulatory capital
requirements are making it less attractive for banks to
invest in below-investment-grade corporate credit and
structured products.

Over the past 10 to 15 years, banks have been deempha-
sizing middle-market businesses, and these changes should
move that trend toward completion, which should help
middle-market lenders via the continuation of the
supply/demand imbalance in our asset classes.

David Heilbrunn: I am not an expert on issues related to expect-
ed new regulations. However, as I understand it, certain reg-
ulations being enacted overseas may require non-U.S.
investors to evidence that they are sufficiently sophisticated
to make the contemplated investment and are fully aware of
the associated risks. I am not sure of the long-term impact of

Michael Arougheti
Senior Partner

Ares Management and
President

Ares Capital Corporation
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such requirements, but in the short term, such requirements
may affect the distribution of liabilities and equity deals over-
seas. Currently, there seems to be a window between the
overseas regulations taking effect and when that will be real-
ity in the U.S., which has resulted in talk of the “regulatory
arbitrage” that may exist between the two regions. 

Jim Hunt: As a public company, we have
public filings at our BDC, and our
external manager is a registered invest-
ment advisor (RIA). As we comply with
the rules, we benefit as higher risk
assets are moved to a lower leveraged,
more specialized lending function such
as we represent.

Standard & Poor’s: How have and how will
middle-market lenders and CLOs
address upcoming loan maturities? 

Michael Arougheti: It’s a big issue. For
larger-market loans and the theoretical
wall of maturities, resolution has come
through amend-and-extend transac-
tions and bond for loan takeouts.
When you look at some of the larger
loan market statistics, some of the larg-
er buyouts of 2005-2007 have signifi-
cant concentration in a small handful
of names.

Looking at credit issued to middle-market borrowers
during the same timeframe, we haven’t made nearly as
much progress resolving those issues as we’ve seen in the
larger loan market. The opportunity in our market subset
stems from inefficiency caused by a supply/demand imbal-
ance of capital, difficulty forming capital into the market
on both the asset and liability sides, and a less-sophisticated
borrower universe.

Windows of issuance don’t open and close as frequently
as in larger markets. We are seeing some dividend recap
transactions in the third and fourth quarters, but middle-
market issuers don’t use the capital markets as opportunis-
tically as their larger counterparts.

The wall of maturities is still pretty significant in the
middle market, particularly given the reduced capital to
resolve it. A fairly sizable amount of private equity capi-
tal is still available to re-equitize some of these situations,
but that wall of maturities coincides with the period
when many CLOs and structured vehicles originally
developed to finance those will be coming out of their
reinvestment periods and, generally, available leverage
is reduced.

Upcoming maturities will resolve much more slowly
and a bit more painfully than in the larger market. It will
come through refinancing for healthier companies,
amendments and restructurings for the not-so-healthy or
overleveraged, and a general rescue or re-equitization,
either through the provision of junior capital or equity to

support an ultimate refinancing.

John Thacker: In general, even back in the
middle of the decade, middle-market
transactions were underwritten with
lower leverage than their broadly syndi-
cated counterparts. So if companies,
except for recessionary issues, are still
performing fairly well, they are much
more viable refinancing candidates than
a garden variety, broadly syndicated deal
originally underwritten with 5x leverage
on senior debt and 7.5x total leverage.

Middle-market transactions with five-
year maturities underwritten in 2006,
for example, are now within 12 to 18
months of final maturity. Through
smaller clubs with significant regional
bank participation or more institution-
al-oriented involvement, new deals have
been successfully proposed, usually with
mark-to-market pricing. Given how
markets are functioning today, borrow-
ers can come to market and achieve a

reasonable refinancing as they start to see their final matu-
rities approach.

Jim Hunt: Amend and extend in the smaller middle market
has slowed deal flow somewhat, which is why I think our
opportunity to deploy capital is still upcoming. The
amend-and-extend actions and borrowers’ reticence to
refinance until they have clear insight into their own
growth translate to deferred financing. Ultimately, banks
will reduce lending multiples, creating opportunity for
junior capital.

I think amend and extend kicked that can down the
road, but with a combination of maturities, and reinvest-
ment periods of middle-market CLOs coming to a conclu-
sion, the opportunity to replace existing financing with
lower-leverage senior debt and a bigger slice of mezzanine
debt increases.

Standard & Poor’s: We’ve heard of the new “first lien, last
out” type loans. Do you invest in these types of loans, and
if so, why are they attractive? From a recovery perspective,
how are they different from second-lien loans?

David Heilbrunn
Senior Managing Director
and Head of Corporate

Strategy & Development,
Churchill Financial Group
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Jim Hunt: We haven’t. Everything has to have an attractive
risk-adjusted return; that sounds a lot like a second-lien or
a unitranche structure. We look at credit metrics and deter-
mine if it’s an attractive yield for the risk that we are being
asked to take. 

David Heilbrunn: Our lenders aren’t very
excited about this type of product. Their
belief is that if a company goes into
bankruptcy, the last piece of collateral is
not going to be worth much. These tend
to be very risky loans.

John Thacker: We would consider it junior
capital—whether it’s second-lien, “first
lien, last out,” or true mezzanine, it’s jun-
ior capital and our focus remains on the
senior-most level of the capital structure:
first lien, senior secured. We have immate-
rial amounts of junior capital investments.

Performance Outlook
Standard & Poor’s: What is your outlook for
middle-market loan defaults, recoveries,
and CLO performance in general?

Michael Arougheti: Our outlook has been
directionally positive throughout the
past six months. Asset and fund levels have consistently
outperformed, not just on our balance sheet but in our
managed funds as well, and we expect that to continue.
Recoveries are stable, fund performance has been positive,
and defaults should continue to come down.

David Heilbrunn: Absent a significant double dip in the
economy, we view the current trends positively. The loans
we have invested in over the past 12-18 months exhibited
modest credit statistics by historical standards and have
been extended to companies and management teams that
have proven their ability to weather a storm. Absent a
major blip, we expect low default rates with reasonable-
to-high recovery rates over the near to medium term.

John Thacker: We agree. In the past several quarters, we’ve
seen dramatic reductions in actual realized default rates
and, using our internal predictive tools, our near-term out-
look for default rates. Recoveries are definitely improving,
as capital markets have somewhat recovered. That’s all
against the underlying assumption of at least low-to-mod-
erate economic recovery. External shocks, whether geopo-
litical or capital markets, that freeze capital markets again,
could derail our default rate outlooks.

Standard & Poor’s: What’s your outlook on middle-market
asset and CLO liability spreads in the primary andsec-
ondary markets? 

David Heilbrunn: We’ve seen some tightening of spreads on
the broadly syndicated CLO front. ‘AAA’ spreads seem

to be settling around LIBOR plus 150
bps to 170 bps. Even though a few
years ago we were pricing in the mid-
20s, the current spreads are improving
from the LIBOR plus 250 bps to 300
bps range. Middle-market CLOs
remain a question, but there is reason
to believe they too have tightened and
are trading 30 bps to 50 bps behind
their broadly syndicated counterparts. 

Certain large banking institutions are
offering facilities that include 65%
advance rates on senior secured pools at
LIBOR plus 275 bps to 300 bps or more.
These are pretty expensive levels, espe-
cially given where the capital markets
appear to be headed.

On the new issue middle-market CLO
front, we have received inquiries from
several Wall Street firms about demand
for ‘AAA’ middle-market new-issue prod-
uct, in the 225 bps range, for a fund man-

aged by us. Although this is encouraging, we haven’t seen
deals print at these levels. 

Having said that, I remain encouraged that broadly syn-
dicated spreads have come in. Although they’re still not
where we’d like them, when marrying them to a shorter
non-call period, you can manage some of the associated
risk. Middle-market has a way to go, but the differential in
the asset spreads between broadly syndicated and middle-
market can more than compensate.

Greg Cooper: We’re in active discussions with the major
structuring desks still in business, and we’re pretty much
hearing the same on the liability side. In terms of pricing
on the actual loans, we still see middle-market deals
benchmarked up 4.25 bps to 5.50 bps over LIBOR, with
LIBOR floors still at 150 bps to 175 bps and OIDs (orig-
inal issue discounts) in the 98% to 99% range. There
has been a push-down, but spreads mostly remained in
that range.

Where we see them getting tight is when regional
banks are involved. They are still very active in deals,
and they may drive down pricing and do things we don’t
think they have to do, such as do deals without
LIBOR floors.

Greg Cooper
Managing Director
Denali Capital LLC
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Michael Arougheti: Most ‘AAA’ buyers (less than a handful are
out there) are large Treasury functions at global and domes-
tic banks. That LIBOR 200 bps to 225 bps range is spot-on.
Looking at unlevered asset spreads and the constraints that
come with leverage, market conditions aren’t attractive
enough yet for us to issue. But, we’re encouraged that we are
seeing appetite and more liquidity from ‘AAA’ buyers than
we’ve seen before. On the asset spread side, history indicates
that when you start to see the high level of activity and direc-
tional spread tightening in the liquid market, it’s only a mat-
ter of time before you see some spread-tightening in our
markets as well. Spreads have been stable through the third
and fourth quarters; over time, we expect modest spread
tightening in our market.

Standard & Poor’s: What factors will most likely impact mid-
dle-market CLO issuance in 2011?

Jim Hunt: Availability of liabilities is first and foremost, then
the arbitrage. We hope people remain disciplined on secur-
ing appropriate arbitrage. It’s a three-legged stool: cost of
liabilities, return on assets, and credit metrics, which I think
right now is the greatest pressure. Slipping credit metrics will
scare liability buyers away because they’ll think froth is com-
ing back in the market. That will serve as a caution for the

whole system. As go credit metrics, so goes demand for the
right side of the balance sheet.

Michael Arougheti: [The major factors are] availability
and cost of leverage, what’s happening in the markets,
andperformance trends within existing collateral and-
deals. Continued resilience and positive performancein
terms of defaults and recoveries will further spurliabili-
ty-side appetite.

John Thacker: It’s a question of when that arbitrage reaches
a new equilibrium point. Lately, it’s a little bit of a horse
race. Liability pricing appears to be coming in, but then so
are the assets, and in a new market, investors are acutely
focused on the actual asset pools they’ll be levering. They’re
very interested in current market conditions.

David Heilbrunn: I might offer a slightly different perspective,
and that is from someone having been on the sell-side run-
ning these businesses. The Street is starting to ramp up
again; global salesforce-type people are talking to their
investors about how CLO technology performed through
this storm, why it’s value-added in the current environment,
and why it offers compelling risk/return. At the same time,
investors need ways to put money to work. One of the
things missing over the past couple of years was the Street.
They went through a disaster, and most groups shut down.
A couple years later, CLO technology has vindicated itself,
in my opinion, and performed well through a very difficult
period. That story needs to be told again, and forcefully.
Asset managers and other loan investors do a great job but
can only do so much. The backdrop is the continued per-
formance of the asset class.

The CLO technology has proven to be appropriately
structured. If regulatory changes don’t put real changes on
that system, I expect more issuance, and you’ll start seeing
different constituents come into line to offer the right arbi-
trage to get deals done. ●

The Street is starting to ramp up again; global
salesforce-type people are talking to their
investors about how CLO technology performed
through this storm...

—David Heilbrunn
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Private Equity Funds
May See Increased
Competition As The
Industry Recovers From
The Financial Crisis

Private equity funds are beginning to lure back investorsas the

global economy recovers from the recent financial crisis and

recession, but the industry expects to see increased competition

for capital, according to panelists who spoke to Standard &

Poor’s in a recent roundtable discussion.

As the industry rebounds from the credit crunch that began in

late 2007, there has been a significant decline in the number and

value of capital calls and distributions, although both have

significantly increased in recent months and the industry seems to

be performing better. 
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Still, the funds face a very difficult fund-raising environment
and may need to wait to raise capital until existing portfo-
lios show more improvement—both in terms of underlying
company valuation and capital distributions back to
investors. At any rate, some strong recent performance has
moved private equity funds from deeply out of favor to a
spot on investors’ buy lists.

Panel Discussion
Credit analyst Alfredo De Diego Arozamena, senior direc-
tor in Standard & Poor’s Structured Credit group, moderat-
ed the roundtable.

What follows is an edited excerpt of the conversation.
The opinions expressed in this article are the opinions of
the individual participants, not of their employers or
Standard & Poor’s.

Standard & Poor’s: What is your perspective on how private
equity has performed since the onset of the financial crisis,
and what are the main drivers?

Dave Woolford: The main drivers are a little difficult to discern.
For America post-financial crisis, policy-makers have flood-
ed the market with liquidity. After a significant drop from a
peak in 2007, prices for properly structured and attractive
private equity investments are now very close to where they
were in 2006. That’s partly because credit markets have
reopened and there’s considerable dry powder on the shelf,
with people looking to invest funds in private equity. 

Competition for well-structured deals is intense at the
upper end, but less competitive at the lower end, where the
companies themselves are somewhat less attractive at this
point. There’s still a gap between sellers’ and buyers’ expec-
tations. So the number of transactions that you see going on
are still quite small. 

In Europe, there’s more effort in terms of transformation-
al change in companies, and euro credit markets are open-
ing up. In Asia, not very much has changed over the last
three years.

James Witter: Over the last couple of years, we’ve seen a fall
in the level of capital calls and distributions—particularly

at the larger end of the buyout spectrum—but there are
now definite signs that the wheels are beginning to turn
again in the private equity market. Many general partners
(GPs) have been focusing on their existing investments
through the downturn; thus, they probably had less band-
width to chase new investments but also lacked credit
availability for larger deals. Couple this with sellers’
unwillingness to sell assets at lower prices, and it led to
dramatically lower activity. Now we’re beginning to see
some normalcy returning. I think GPs are honing in on
what they really are good at and trying to do more of the
types of deals that bring the most value and deliver good
returns for them.

Standard & Poor’s: Tjarko, is that the same for your investments?

Tjarko Hektor: Yes. Looking at economic fundamentals in the
U.S. and Europe, there’s still significant uncertainty.
However, if you see how quickly purchase prices have
rebounded, it makes you wonder if most of the activity this
time around is driven by improved fundamentalsor the sub-
stantial capital overhang in the privateequity market.

Many investors have been looking at 2002-2003 vintages
as showing very good post-crisis returns. Some investors are
talking about similar return potential from investments
made in 2009-2010. If you look at current prices being paid
for assets, there are questions about whether good returns
will be achievable from these vintage years.

Standard & Poor’s: Less capital was put to work during the
financial crisis, partly because of unwillingness to sell com-
panies at depressed prices. Does that imply the private equi-
ty industry is dependent on buying companies from other
private equity firms motivated to sell at a higher price than
their cost? Or can private equity still buy companies not
currently owned by other funds?

Tjarko Hektor: I think it’s both. The number of secondary and
tertiary buyouts has definitely increased, and motivations for
a sponsor sell are driven by the returns they can get.
Sponsors’ not selling companies during the depth of the cri-
sis definitely comes from their ability to wait for better times.

Panel participants included:
● Dave Woolford, Managing Director, Chair of the Investment Committee and Head of the Investment Management

North America Team at Capital Dynamics;

● Tjarko Hektor, Partner, AlpInvest Partners; and

● James Witter, Head of Investment Advisory and Solutions at SVG Advisers.
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The total lack of transactions during the depth of the crisis
and shortly thereafter was not just driven by private equity
sponsors not selling assets; it was broader. Look at many dis-
tressed companies, specifically in the financial services sector,
but also others. They have been bailed out and given more
time to liquidate and right-size their portfolios. Thus, they
didn’t need to sell at the depth of the crisis
or shortly thereafter. Gradually, the mar-
ket is coming to life as people are ration-
alizing and seeing that current prices are
reasonable.

Evaluating General Partners
Standard & Poor’s: Prior to the financial
crisis, many private equity firms were
doing quite well, and money was flow-
ing throughout the industry. Since the
financial crisis, has it been easier to dif-
ferentiate between GPs? Are some bet-
ter than others, such as at operations
versus financial engineering?

James Witter: Looking at the volume of
money going into private equity up until
the financial crisis, a few things were
going on:

First, because of the rapid speed of
money circulating into and back out of
private equity funds, many investors were employing
overcommitment strategies, which effectively magnified
the amount of capital committed to private equity. It was
money already in the ground, but which they expected
back again. Therefore, they could recommit it before it
came back. 

Second, looking at the statistics, quite a big part of that
overall capital commitment to private equity—you hear sta-
tistics in the range of 10%-15% or higher—was coming
from the banks themselves. As well as lending to the private
equity companies through the leveraged buyouts themselves,
banks were committing equity to the funds in order to get
access to the leveraged-finance deal flow, so there was a lot
of “bank-supplied” capital out there. That has gone away
for now, because banks are unlikely to commit to private
equity funds as they did before (if at all). 

There’s also been an obvious slowing in the speed of
capital circulating back out of the private equity asset
class. So now, following the economic slowdown, we’re
likely to see some differentiation between GPs—maybe a
greater dispersion of performance in terms of vintage
funds, particularly for 2005, 2006, and 2007. That will
draw out good GPs versus, perhaps, those that don’t add
as much value to the operational and strategic side.

Dave Woolford: If we look at the lack of activity during the
2008-2009 crisis, we really should take another look at
what did take place. Private equity firms are very oppor-
tunistic. There was significant activity in terms of either
propping up companies experiencing financial difficulties
by buying back their debt or adding additional equity to

cure covenants. Also, investments they
made by opportunistically buying debt of
other companies, some of which were
private-equity-sponsored, provided high-
er returns at less risk. And, equally
importantly, those were investments that
could be closed.

Why should they pay higher prices for
private-equity-like investments than what
public equity markets were suggesting
was appropriate? You have to look at this
as part of the reason why activity
between sponsors, and sponsors trying to
buy private companies in general, was so
low. It wasn’t just the lack of credit mar-
kets; it was also the opportunity to do
other things at expected higher rates of
return.

Standard & Poor’s: Going forward, will
investments from the last 2-3 years per-
haps yield higher returns thancurrently

expected?

Dave Woolford: Most large private equity funds will try to
under-promise and over-deliver after having gone through a
period like this. Many are talking about returns of 1-1.5
times the capital that was invested. That doesn’t seem
unreasonable, given the changes in profitability among
these more cyclical companies. I’ll pick on somebody that
isn’t a private equity company—Ford Motor. Ford is about
to have one of its best quarters ever. That’s not atypical of
many cyclical companies, despite the slow environment
we’ve been in. The one surprise to me is that profits have
already come back as strongly as they have.

The same thing happened, by the way, between 2002 and
2005. In talking about operational performance by private
equity firms, we all believe that some firms are better from a
financial point of view and others are better operationally.
We all have our prejudices. I have a hard time seeing where
private equity managers do anything different from an oper-
ational standpoint than a public management team, as long
as a public manager isn’t forced by the orderly earnings cycle
to spend more time on, if you like, cosmetic fixes. That’s
where the private equity industry has the opportunity. But I
don’t think a lot of private equity managers necessarily can

Tjarko Hektor
Partner

AlpInvest Partners
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use this advantage as well as they might, partly because
they’re looking at a 3-5 year holding period. So as the quar-
ters tick away, private equity is starting to get itchy for short-
term results, just like the public side.

Standard & Poor’s: Since private equity is typically able to
look at a longer time horizon than the
public markets, is that what, in many
cases, drives some investment decisions
for managers? 

Dave Woolford: It drives some of the oper-
ating decisions and decisions to make
wholesale changes in what a company is
producing or its customer base. But the
opportunity to do that ticks away, given a
3-6 year holding period. When you lose a
few years, you start behaving the same
way a public company CEO does. 

Looking At Compensation
Standard & Poor’s: Do you still believe the
traditional compensation structure of a
management fee and a carry interest is
viable for the industry? Are interests
properly aligned? 

Tjarko Hektor: That is the standard for the
private equity industry, and I don’t expect
material changes. 

Don’t forget that there’s also a third element—the GP’s
investment. That’s also important. And obviously, there’s
discussion about what the fee offsets are, etc. 

I think one thing that makes private equity tick, and why
you can achieve better performance than in the public mar-
ket, is the alignment of interests that’s at the core of the pri-
vate equity model; this is a very powerful model.

Standard & Poor’s: A number of private equity funds have
significant capital overhang that they need to deploy,
yet many are out in the market trying to raise funds. Is
that capital overhang affecting investment decisions?
And what is the fund-raising environment given the cap-
ital overhang? 

James Witter: My sense is that general partners are obvious-
ly very aware that it’s a very difficult fund-raising environ-
ment. Therefore, they don’t want to have to raise funds
before they have a good story to tell about previous funds—
and most importantly, their most recent fund. 

There is now a discipline around how quickly they intend
to spend their remaining firepower in the existing fund

before talking to new investors. It’s quite a finely balanced
equation within some funds, given the current trading
prospects of some existing investments. There’s a sort of
natural tension between spending remaining firepower
quickly in what should be more attractive vested vintages,
versus having to raise new money. 

Regarding fees, as Tjarko said, I think
it’s all about making sure everyone is
aligned. Frankly, maybe on some very
large funds, some of that alignment per-
haps wasn’t absolutely what it might be
going forward. For the GPs, the moment
of truth, so to speak, is when they raise
the next fund; the size of that fund direct-
ly affects the level of fee income that a
GP earns. So I think the fee structure will
tend to remain broadly as it is.

The critical point is that the next fund
is probably going to be significantly
smaller in most cases, just because the
volume of returned capital isn’t yet where
it needs to be for fund sizes to grow. So
we would expect to see a number of GPs
raising significantly smaller funds this
time versus their previous fund.

Balance Of Power
Standard & Poor’s: Do you believe that
recent performance has, for lack of a bet-

ter term, somewhat modified the relationship between GPs
and limited partners (LPs)?

James Witter: The balance of power has certainly swung, as
we discussed, more toward the LP base, because all GPs
know there’s less money to go around. So competition for
that more limited supply of capital will be more intense.
That strengthens the LPs’ position. But as we know, the LP
base is very fragmented. Therefore, I expect the real move-
ment to be in fund size, not necessarily fee structure.

Standard & Poor’s: Is there still significant pressure on the
LP side to achieve above-market returns when investing
in private equity? 

Dave Woolford: Yes, but it’s just equity with a higher volatility
and a higher potential rate of return—and a liquidity premi-
um, too. Does anyone feel that some of the larger funds will
engage in predatory fund-raising in this environment? That
phrase sounds pejorative, but I don’t really consider it as such.
One hears a lot about the number of private equity managers
that will be out of business five years hence. In other words,
they raised their last fund five years ago, and five years out
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they will have been unable to raise a new fund; they’ll either
change to a fundless sponsor structure or disappear.  

James Witter: What do you mean by “predatory fundraising?”

Dave Woolford: There you go; that’s the pejorative part of the
word. But what I mean by that is, right now, there are a
number of larger funds that can still raise funds that, looked
at five years ago, would seem very large. Not three years
ago, but five years ago. They’re out there well in advance of
when they think they’ll need to be to have a new fund for
capital, because if they can do so now, in a world with a
smaller pool of capital, that makes it much more difficult
for competitors to do the same.

Tjarko Hektor: Perhaps a few GPs think that way on the
absolute large end of the market, where one or two spon-
sors will avoid being in the market at the same time or in
the same year, to avoid tapping out some of the crucial LPs.
But those are the exceptions. There’s still differentiation
between GPs, and when they come in the door raising a new
fund, that’s what they focus on. Their key pitch is how
they’re differentiated in returns, strategy, sourcing, and
operational value-add. A number of these claims are
absolutely true, while some are ambitious.

Dave Woolford: I also think that compared with 10 years ago,
the LP base is now invested across a larger number of funds
rather than segregated so that certain LPs support one fund,
and certain support others. LPs have become much more of
a common pool.

Tjarko Hektor: I’m not sure about that. 

Dave Woolford: OK. 

James Witter: It’s an interesting concept. I hadn’t thought of
it in those terms, and it may be more of a U.S.-centric phe-
nomenon, given that’s where the majority of the large GPs
are based.

Standard & Poor’s: So, Dave, is the idea that GPs don’t only
compete for the underlying portfolio companies they buy,
how they run them, when they sell them, etc., but also for
capital in their fund-raising process? Since capital may be
more limited, if they’re able to raise it, there will be less
available for competitors—and, therefore, their opportuni-
ties are likely to be better?

Dave Woolford: One way to look at this is the evolution of the
investor-relations position in the mid-market and larger
funds. I think that was once a part-time position at KKR;

it’s now a very large number of people. And KKR is not the
exception, they’re the rule.

Tjarko Hektor: It also has to do with proliferation of the LP
base. Most LPs of the large funds used to be domestic, and
over time their base has grown international, first into
Europe, lately into Asia. That requires a different skill set.
Plus, investors also demand more continuous interaction
from managers, not just every three years when they’re
fund-raising. They want not only quarter-by-quarter, but
even intraquarter information. Everyone wants special
attention, special information, etc.

The whole investor relationship side has massively
changed, because of requirements placed on GPs by LPs and
by the proliferation of LPs. Yes, there’s competition in fund-
raising, but more so with the large buyout funds than nec-
essarily in the middle market. I don’t think it’s as big as it
looks; it’s not a boxing match. A few LPs still commit to
three, four, or five megafunds in the U.S., and it’s not that
they choose just one.

James Witter: The other obvious thing that’s been brought
into contrast is that the fund-raising process is absolutely
critical for the business model of a number of GPs.
Obviously, the last few fund-raising cycles have been rel-
atively easy sailing, whereas this time it’s going to be
much, much more difficult. Therefore, it’s absolutely cru-
cial to get it right. I think the PR side is a critical part of
the fund-raising process and will remain so fora number
of GPs over the next two years.

Broadening The Horizons
Standard & Poor’s: Does that also lead us to diversification
of activities by certain GPs? We’re clearly seeing some
GPs, especially some larger ones, starting to operate as
hedge funds or starting up their own hedge funds, adviso-
ry services, etc. What is your view of that trend? Is that
just in a handful of GPs, or is this likely to be more
broadly adopted?

…Compared with 10 years ago, the LP base is
now invested across a larger number of funds
rather than segregated so that certain LPs
support one fund, and certain support others.

—Dave Woolford
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Tjarko Hektor: It’s a bigger and bigger trend. We could end up
with a little bit of a bifurcated market—those that still have
a pure private equity model and those that look more like,
for lack of a better word, investment banks, or diversified
alternative asset managers. 

The argument for the big alternative investment man-
agers is that they have a broader group of professionals and
cross-pollination over the various parts of alternative assets,
which creates advantages for them. But the jury is out on
which works better. Maybe both can work well if set up
correctly with the right people on board.

Dave Woolford: I think you’re right, Tjarko. One is better for
alignment of interests with LPs, the other is better for the
human capital and the ability to, if you like, build a firm
that goes on beyond the lifetime of the founding GPs. I
don’t know which is better.

James Witter: I agree. We’re obviously seeing a trend. I
expect greater momentum along that track, because, as
you say, some of these GPs want to create an institution
and not be just a “monoline”—i.e., invest one fund at a
time that may or may not survive the founder generation.
Some firms will definitely try to go the institution way, but
it’s quite difficult to achieve, since it requires a lot of dif-
ferent skill sets, and getting all those under one roof is a
challenge. But if you achieve it, it’s quite exciting for the
human capital involved.

Standard & Poor’s: That might go hand in hand with a few
points that were raised. One is the idea of creating this
“firm for life” that Dave spoke of, as well as potentially
diversifying revenue sources. But it’s also driving anoth-
er interesting development: broader private equity devel-
opment, that of GPs seeking permanent sources of capi-
tal. Some larger GPs have been fundraising in the public
markets. Is that a trend? Clearly, not everybody will be
able to have the size and scope to tap thepublic markets.

James Witter: For people who can do it, tapping the public
market for permanent capital will always be a key objective.
It’s more a question of when and how well they can do it.
There are many advantages to having a source of perma-
nent capital for long-term investing institutions, which pri-
vate equity investors are.

So, there’s an obvious attraction to permanent capital that
doesn’t go away. The problem at the moment is that the pub-
lic market isn’t so receptive to buying into that investment
thesis, as demonstrated by the discounts to net asset value
that the majority of listed private equity vehicles trade at.
But things change, and we’ve already seen very strong per-
formance in the listed private equity space over the last 12

months, from being deeply out of favor to being on
investors’ buy lists. So I think it will come back on to the
agenda, possibly as soon as the next 12-24 months for some.

Tjarko Hektor: If you look at the amount of capital raised in
the public markets for private equity activities versus that
raised via private fundraising, a very small part is still raised
through public markets. And that hasn’t really increased
materially over time. Obviously, it’s the Holy Grail for GPs;
they’d love to do it as much as possible, because it effective-
ly means that they don’t have to fund-raise any more. Fund-
raising is difficult. But I think public capital is only a small
part, and I don’t think it’s growing materially. 

Standard & Poor’s: Can you share your thoughts on regulatory
changes that are occurring—Basel III, the Volcker Rules,
etc.—and how that’s affecting institutional investors’ deci-
sions to compete and invest in private equity?

Dave Woolford: It’s having the biggest impact on the financial
institutions, but that kind of yin and yang goes on with
every credit cycle. This time it’s the Volcker Rules and Basel
III; last time, it was something else. It’s something that hap-
pens in every credit cycle.

Standard & Poor’s: Is that also driving secondary LP interest
trading activity?

Dave Woolford: It’s driving some of it. I don’t think it’s the
sole source of secondary offers, by any means. One source
of secondaries is simply a normal flow in a normal environ-
ment, and with the amount of money invested in private
equity over the last 6-8 years, that “normal” flow in sec-
ondaries is now higher than it was. You see secondary flows
coming out when net asset values are regarded as relatively
stable and relatively fair. 

Tjarko Hektor: I agree with that. I think regulations are
driving secondary activity much more in the short- and
medium-term than affecting the primary fund-raising
market. Think about this as well: All of these regulations
are still in the early days and haven’t been completely
crystallized yet. So speculating on the ultimate, longer-
term impact is very difficult. 

Boosting Returns Through Leverage
Standard & Poor’s: Regarding leverage, we’ve all seen how funds
have been able to obtain it not only to acquire underlying port-
folio companies, but also to juice up or increase returns to LPs
by using fund level leverage before calling on the capital from
their LPs. Is that still available, do you think? And if it’s not, do
you think it’s going to affect returns?
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James Witter: We’ve used leverage against certain fund-
of-fund products, and it’s fair to say that the number of
banks prepared to extend that type of credit has shrunk.
But I think it’s still available from certain institutions
that have a strong relationship with the entities
involved. Obviously, pricing has increased and terms
have shortened, so it’s much, much hard get structural
leverage against either a fund or a fund of funds from
the banking side. You still can get working-capital-type
leverage to delay the time to call equity. So the credit
risk is really more around the undrawn equity and the
quality of the shareholder base than, perhaps, the assets
in the fund. 

Having said that, the lending experience institutions
have had against these types of funds is by and large pret-
ty good. It’s just, at the moment, not the most politically
desirable activity to be doing in some of the banks con-
cerned. But new entrants would undoubtedly look at it as
a potentially interesting opportunity. I envisage it begin-
ning to return over time.

Standard & Poor’s: Does that also extend to structuring secu-
ritizations of private equity funds?

James Witter: From our perspective, it obviously hinges in
a way on the institutional debt market’s appetite—not
from banks, but from investors who buy bonds or rated
debt secured by private equity assets, if they’re prepared
to buy those bonds again. I think there’s an appetite to
try and do those transactions from some of the people
who sit on large fund-of-fund portfolios. Although I
think the missing link at the moment may just be the
institutional debt appetite, which I see as absent but
potentially on the horizon. 

Dave Woolford: I agree with James. There’s an arbitrage
issue here, and you have to look at the broader debt mar-
kets. There are many alternatives for debt investors
today, so unless something is priced competitively, you’re
not going to find a particularly good execution in struc-
tured transactions. If you price structured transactions
according to those alternatives, it will be difficult to
attract the equity holder. 

Standard & Poor’s: So, spreads are still too wide for these
types of transactions to make economic sense to
equity investors?

Dave Woolford: I don’t know if it’s spreads or the amount of
leverage that people would give at various tranches. My
own view is that it’s more the tranching than the spreads.

Standard & Poor’s: That’s interesting, because in general, pri-
vate equity securitization has performed remarkably well
despite the downturn.

James Witter: As that story gets told over time, it will be
understood by more people. That will possibly bring
closer the moment where the arbitrage comes back. We’re
a bit away from that, though. But on your point about
performance of these transactions, obviously they per-
formed relatively well through what has been an enor-
mous financial dislocation.

My thought is that if you can talk to investors about these
transactions, walk them through how they survived the last
2-3 years and how they’ll deliver what they envisioned
delivering to bondholders, that’s quite a good story to talk
about in relation to potential further transactions. So there
actually is a “good news” story emerging here, but it prob-
ably needs to mature a bit further. 

Standard & Poor’s: Wrapping up, what will next year’s topics
of discussion be?

Dave Woolford: That will be very conditional on the next 12
months’ economic environment, and how the regulatory
environment changes. 

Tjarko Hektor: I agree. There’s significant uncertainty about how
the regulatory environment will affect the private equity indus-
try as a whole, and private equity fund-raising specifically. 

Dave Woolford: I was in Brazil last week, and the uncertainty
there around the tax that’s being placed on capital inflows
matches the uncertainty being placed around research and
development funds in China, which matches the uncertain-
ty around what’s going to happen with the first directive in
Europe. The markets will ultimately deal with all of these
issues successfully, but we don’t know how they’re going to
pan out. 

James Witter: I guess I agree with all that’s been said. I have
a hunch that maybe we’ll see some interesting fund-raisings
with a private equity angle on the public market in the next
12 months. ●
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Funds Of Funds Face
Changes As Managers
Deal With The
Aftermath Of The
Financial Crisis

Funds of hedge funds are beginning to rebound as the global

economy recovers from the recent financial crisis and

recession, but the industry will likely undergo a number of

changes, according to panelists who spoke to Standard & Poor’s

in a recent roundtable discussion.

The hedge fund industry in general will probably continue to

grow and be part of overall asset allocation, panelists said, as

new participants, ideas, opportunities, allocations, and risks

arise. In this light, funds of funds (FoFs) will have to adapt and

become more customer-oriented as investors demand more

customization. For smaller and mid-tier funds that survived the

crisis, there are opportunities to gain market share. Meanwhile,

all hedge funds and FoFs may look to international markets for

growth opportunities.
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Panel Discussion
Credit analyst Alfredo De Diego Arozamena, senior direc-
tor in Standard & Poor’s Structured Credit group, moderat-
ed the roundtable.

What follows is an edited excerpt of the conversation.
The opinions expressed in this article are the opinions of
the individual participants, not of their employers or
Standard & Poor’s.

Standard & Poor’s: What are the most important lessons from
the financial crisis?

Roy Callahan: The effects of leverage on the markets and the
global economy. Before 2008, leverage was cleverly dis-
guised to evade detection by the regulators—e.g., securitiza-
tion, credit default swaps, etc. This led to a bubble in lever-
age. Leverage is very similar to a phantom money supply,
and a strong increase in leverage has the direct effect of
increasing the money supply; 2008 was the culmination of
the leverage bubble.

The lesson is that if leverage isn’t monitored carefully—
particularly in an environment where returns are lower and
the spread you’re leveraging becomes very thin—you’re
exposed to some very significant, almost catastrophic, risks.

Robert Discolo: Actually, it’s the second auto-effect of leverage.
Even before the 2008 crisis, we started delevering—selling
from managers that had lots of leverage in their portfolios.

The biggest mistake we made was not recognizing that
the liquidity leaking out of the hedge fund area was going
to have a giant effect, and that leverage, even if you
haven’t got much, still affects you. For example, we had
one manager of leveraged loans in the portfolio that had
no leverage but was buying high-grade credits at around
90 cents on the dollar.

The problem was that lots of people followed the same
strategy on a leveraged basis. What happened was that
prices dropped once the crisis happened. Now what hap-
pens? Our manager who’s supposedly safe without lever-
age is thinking he has no problems. This loan is backed by
assets we can sell in case something happens, and it’s a
pretty secure loan, so we should get paid back. But the

price dropped because other buyers of that security are
levered, and banks pushed them to sell something to get
collateral back. Prop desks did the same; their bosses said
“de-risk.” So everyone was trying to sell the same thing at
the same time.

Then prices dropped to 88 cents, to 85 cents, to 75 cents,
to 70 cents. Our managers still think they can wait. But
clients are calling about the 20%-30% losses and pushing
“sell.” That’s the big lesson—the secondary effects of this
leverage and that liquidity leaked. Many sold hedge funds
at the wrong time and got really bombed because they rec-
ognized losses yet didn’t have time to recoup.

Michael Gordon: I agree with the points made by Roy and Bob.
There was absolutely embedded leverage, and the second-
order effect of the unwinding of that leverage contributed to
the devaluation of asset prices. An additional lesson was the
importance of consistency, in an FoF’s due-diligence process.

Investors can forgive an FoF for the selection of poorly
performing managers. It happens fairly frequently—you’ll
see it in a diversified portfolio. But we’ve seen that with
underlying funds in a portfolio that turns out to be frauds,
investor judgment is swift and harsh, which puts FoFs on
the defensive.

Another lesson is the importance of FoFs and finance
providers having extensive knowledge of one another.
Given the relationship nature of the business, this is critical.
Regardless of loan docs, covenant restrictions, legal rights,
etc., to the extent both parties know each other well, there
can be commercial discussions when issues arise. That’s
obviously better for each of the parties.

Related to that is the transparency and frequency of com-
munication. I think FoFs that did well and continue to do
well, pre-, during-, and post-crisis—communicated frequent-
ly and with transparency to their investor base. So when
something came up, they were in front of the issue talking to
investors, explaining the possible impact. That went a long
way in helping them navigate the crisis.

Joseph O’Connor: At Deutsche Bank, the biggest lesson with
due diligence is that you really need to know all the funds in
the portfolios and the fund’s asset-liability management. One
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● Roy Callahan, Managing Director and Portfolio Manager at Coast Asset Management;

● Robert Discolo, Managing Director and Head of Hedge Fund Solutions at PineBridge Investments;

● Michael Gordon, Managing Director and head of Americas Hedge Fund Derivatives at JPMorgan; and

● Joseph O’Connor, Director of Global Fund Derivatives at Deutsche Bank.
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of the biggest things was potential mismatches between the
liquidity of the funds in an FoF portfolio and what that FoF
was offering for liquidity to its clients. Funds that seemed to
do very well post-crisis are those with a better handle over
the redemptions’ frequency of their managers versus what
they offered to their own clients. FoFs that seemed to get in
trouble were offering better liquidity
terms, yet couldn’t meet those.

Leverage was certainly the key lesson
from the crisis. But we take special
interest in examining the due-diligence
process and asset-liability management
of the FoFs.

Locking The Gates
Standard & Poor’s: During the crisis, multi-
ple funds either gated or locked
investors. Share your experiences as
investors and/or lenders to this, and chal-
lenges in managing your portfolios.

Robert Discolo: We were running $11 bil-
lion in hedge funds and had our own
redemption crisis. I was part of AIG; we
had a number of redemptions outside a
liquidity crisis. Fortunately, we didn’t
have that many funds that side-pocketed
and gated in the portfolio, because we
have a pretty active private equity group. We never invest-
ed in a hedge fund group that had private types of positions,
or positions that couldn’t be as liquid, in part because the
firm already had exposure to the asset class through its pri-
vate equity group. We had some pretty bad experiences with
some managers in terms of gating and side-pocketing.

It helped a lot when managers got in front of issues, with
what they’re in and how they’re going to pay out. But some
managers, even in our portfolio, hid. They basically sus-
pended redemptions or put in gigantic side-pockets with no
plan for returning investors’ money. That was a very big
issue. I talk to many allocators; we share a little black book
about managers who didn’t treat investors right. When
they’re looking for money in the future, we’ll make sure they
don’t get any allocations, because they didn’t treat the
investors right—or even misled them in certain areas.

It also went on in the FoF industry. That was probably
the biggest area where they’re actually giving out monthly
or quarterly liquidity, when in fact the funds in the invest-
ment could never get out that fast.

That is probably the biggest factor in the decline of the
FoF industry—plus Madoff—that managers side-pocketed
and couldn’t give people money when they needed it. It’s a
gigantic issue. There’s probably half a dozen large, multibil-

lion-dollar FoFs that are basically out of business because
they had that gigantic asset-liability mismatch.

Joseph O’Connor: We saw a lot of direct lending funds going
into the crisis. They were the ones that really were offering
quarterly-plus-60-days’ notice for life settlement strategies,

or originating esoteric loans without the
ability to match any redemption requests
from investors. FoFs that had a sizable
allocation to those strategies had a lot of
difficulty meeting investor redemptions.
Other examples were FoFs dabbling in
private equity investments. That’s fine if
done in a size not impacting stated liquid-
ity when investors need to exit.

Roy Callahan: I have had the distinct pleasure
of running a private FoF, as well as involve-
ment with large FoFs. In a few cases, we
had direct lending managers and used lever-
age to support the portfolio. There’s no
doubt there was a liquidity mismatch.

Part of the issue with direct lending funds
was their illiquidity being strongly exacer-
bated by what happened in banking. Many
direct lending funds wanted loans refi-
nanced, or to be taken out by banks at
term-end. When bank lending went into

disarray, all but money center banks effectively shut down
lending, with manystill closed.

I’m not arguing there isn’t a liquidity issue with direct
lending funds; there absolutely is. Some secondary effects of
2008 strongly exacerbated that illiquidity. If we had any
indication the banking industry would shut down—in some
cases permanently, if you look at regionals—most would
certainly have given a lot of thought about investing in
direct-lending funds.

Nobody anticipated the secondary effects from 2008.
They happened, and it was very difficult, not only for
investors, but for leverage providers, since they loaned
against these investments. There wasn’t any inkling of the
severe illiquidity that would come about.

Michael Gordon: There was no shortage of funds that were
gating or suspending. A lender to an FoF should be familiar
with the entire portfolio and review it holistically. If there
are covenant breaches or underlying funds that just aren’t
liquid and there are outstanding amounts owed to the
finance provider, the best way to go about it is to work
through the portfolio with your counterparty.

It goes back to open communication and transparen-
cy, with everyone showing their portfolio, providing a

Alfredo De Diego Arozamena
Senior Director

Standard & Poor’s



128 www.standardandpoors.com

Funds Of Funds Face Changes As Managers Deal With The Aftermath Of The Financial Crisis

liquidity profile and how they’re going to unwind posi-
tions in an orderly manner without devastating effects to
the portfolio.

Standard & Poor’s: Over the past 12 to 24 months, how has
the industry performed, what has driven performance, and
how did performance impact investor relationships?

Robert Discolo: For performance, we have to go back to the
end of 2008. Everyone was trying to get out of hedge funds.
I was against getting out; it was the worst possible thing you
could do. Many losses were unrealized, and most invest-
ments would come back when things calmed down. And
2009 was just that: a lot of people getting more liquidity,
more beta, not alpha returns.

So 2009 was a good year. Most FoFs and diversified port-
folios with hedge funds had mid-teens returns [on a percent-
age basis] but not enough to offset 2008 losses. And the first
quarter of 2010 was OK. But then everyone seemed a bit
scared in the second quarter—with the European crises, the
flash crash, and such—and it was a horrible quarter.

Things are calming a bit now, but returns are still
mixed. Many managers are worried about business and
investment risks. There are awesome opportunities, but
the industry is in upheaval.

People keep telling me hedge funds are getting better,
but they’ve shrunk. That’s because hedge fund returns
aren’t based on opportunities; there are always opportuni-
ties. They’re based primarily on capital in the strategies.

The industry was $2 trillion, dropped to $1.5 trillion,
and now it’s at $1.8 trillion. Most of the money in hedge
fund strategies was run by prop desks, but many aren’t
doing it anymore. So there’s a gigantic leakage of money
away from hedge fund strategies. Are investors coming
back? Some flows are coming, just not as I expected.
Interest rates are so low, equity markets pretty shaky, pri-
vate equity hasn’t returned yet to normal, commodities
have their own challenges, and while real estate is probably
a good investment, it worries people.

Hedge funds have come back a lot from where they
were before. The consultants, big pension funds, and
CIOs all agree that hedge funds should be a bigger part
of people’s allocations. But pension fund trustees won’t
do it; they’re still worried about hedge funds and the
Madoff situation.

Roy Callahan: Returns in 2009 were largely a rebound from
2008’s declines, when we nearly discounted the end of the
financial world. Note that if your fund did not gate or sus-
pend, many people redeemed at exactly the wrong time, in
2008, and they missed the rebound. The better funds tended
to make back most of what they lost in 2008, but some 2009

returns were muted because people exited at the wrong time.
There is a side benefit to a fund gating. I’m not defending it,
but it saves people who panic and sell at the wrong time.

In 2010, fear again started to become an issue. Absent the
dramatic 2008-2009 decline and rebound, returns were fairly
muted the past one to two years and in 2010. The risk-free rate
anchors all rates of return. If the risk-free rate is zero and you
want 500-plus, you should achieve that in a risk-free rate envi-
ronment of zero. That’s roughly what we’re seeing. Because of
2008 there’s been more liquidity emphasis, so the better
returns of the past year or so tend to be in less-liquid strategies.
With mortgage- and asset-backed, recovery relative to the
benchmark has not been as pronounced as in corporates.

As painful as it sounds, to achieve higher rates of return
in a very low, risk-free rate environment, you need to focus
where people are still uncomfortable, which is less liquidi-
ty. While the U.S. risk-free rate is currently low and rates
associated with the risk-free rate are also fairly low, the
level of global economic risk hasn’t gone down appreciably.
If anything, it’s gone up. Thus, we have government debt
trading at very low risk premiums. Governments appear to
be trying to orchestrate investors into taking more risk.
Some of the better opportunities will be in things like com-
modities and directional trading on a global basis, where
imbalances will still manifest themselves. We’re seeing a
very strong upsurge in many commodities, due to rising
demand from developing nations.

As standards of living rise, people eat more beef, corn, and
wheat, etc. Demand for copper in China is off the chart.
We’ve seen a regime change in the sources of return; it’s going
to be more like the 1970s, where you’re paid to take more
directional risk on a global basis in nonfinancial assets.

The Future Of Compensation
Standard & Poor’s: So managers matter. Are they worth the
current compensation scheme, the 2-and-20 (a management
fee of 2% of the fund’s net asset value and a 20% perform-
ance fee of the fund’s profits)?

Roy Callahan: Probably not if they make 5%. If you’re only
making single digits but layer in a 1% to 2% nominal fee
plus incentive, that takes away from performance. When
you’re making 12% to 15%, it wasn’t so bad.

Robert Discolo: Fees are not coming down as much as we
thought. The bigger funds haven’t changed fees, except in
special cases. They’re also raising the most money, which
doesn’t make sense. But investors seek brand names, which
are charging 2 and 20.

Joseph O’Connor: Some brand names are closing their funds
again. They opened for a bit in the first two quarters of
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2009 as money was leaving the industry, then they built
assets under management back up since third-quarter 2009
and are starting to close again.

Robert Discolo: Yes, some are. But I’m surprised. Every major
hedge fund was at the JPMorgan conference last month;
they’re all basically begging for money. It’s crazy how they
have $10 billion yet still want more. Asset-raising is the
name of the game instead of performance. Many are wor-
ried about their future business—their franchise. I don’t
think bigger is better for hedge funds, or FoFs, but that’s
where we’re going.

Roy Callahan: As money that left, or new money, starts to
come back, it tends to go to the safest, most prestigious
names first. Even very large names that are not totally
top-tier are struggling to raise capital. As fear subsides
and money needs to be put to work, it’ll filter to small-
er or second-tier firms—but opportunity lies with the
former. Big firms, again, are almost certainly going to
take in too much money, which, once again, dilutes
returns. Being a small manager means you now have to
convince people that just because you’re smaller doesn’t
mean that you can’t do a very good job. Much of the
infrastructure at these funds is still in place from when
they were larger. There’s a very good opportunity to
invest into very high-quality organizations. For FoFs
there’s strong pressure to reduce fees, and some are
probably willing to negotiate.

Robert Discolo: Everyone is negotiating now. That’s how busi-
nesses works.

Roy Callahan: It’s supply and demand.

Standard & Poor’s: There have been significant regulatory
changes. Some are driving expenses up. What’s the
impact on smaller funds? Does that lead to investingin
larger funds?

Michael Gordon: It may change how business gets done, but not
stop business from getting done. The Volcker Rule will have
little impact on our business. There will be different interpre-
tations, but we think the Volcker Rule should not prevent the
ownership of unaffiliated fund shares as hedges for structured
products. That’s important for hedge fund structured prod-
ucts or extensions of credit secured by fund shares. We think
we’ll be fine the way we conduct our business.

Joseph O’Connor: I agree with everything said. How we run
structured products at Deutsche Bank changed post-crisis.
We’re not as willing to provide principal protection or

optionality on funds of hedge funds. We are much more
willing to offer products that reference funds on our hedge
fund managed-account platform.

Roy Callahan: One backlash from 2008 is a large increase in
proposed and executed regulations governing hedge funds.
Many FoFs took it seriously and already covered what reg-
ulations are now starting. There was some strong due dili-
gence before 2008 that more than adequately satisfies cur-
rent regulations, by groups like AIG, FRM, and other large
groups that understood the risks and what to monitor. For
some of these better groups, their cost structure hasn’t real-
ly been impacted that much. It’s only FoFs that were lack-
ing in some areas, maybe operational due diligence, who
got caught with a Bernie Madoff. Their costs are now heav-
ily impacted, as they weren’t doing the necessary work to
begin with.

Robert Discolo: The legislation isn’t as big a deal, but the
Volcker Rules will have an effect. Besides running funds and
portfolios, we have a big seeding business—capital to newer
managers. This is probably the best time for that; we’re get-
ting calls from people whose firm is trying to sell the team, or
they’re seeking a new home. A new regime of hedge funds is
emerging. We’ll see a lot of that, due to the Volcker Rule.
Those regulations are not set in stone yet, and no one will
really know how exactly it’s going to work.

At JPMorgan, they’re moving some prop trading into
the asset management side, the client side, as mentioned
before. But some firms can’t do that; they haven’t got
client capital. So we’ll see a pretty big upheaval in hedge
fund managers: fewer new stars, a lot of new things.

Raising Capital Under New Rules
Standard & Poor’s: Perhaps there will be many new funds.
One prominent development is the Undertakings for
Collective Investment in Transferable Securities (UCITS), a
European Union directive that aims to allow collective
investment schemes to operate freely across the EU. What

As money that left, or new money, starts to
come back, it tends to go to the safest, most
prestigious names first.

—Roy Callahan
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impact will it have on how funds raise capital and the avail-
ability of hedge-fund-like strategies?

Joseph O’Connor: We’ve had a lot of discussions with FoF
managers, and educating them about UCITS 3. Especially
with U.S. managers, it’s a fact-finding expedition, but
we’ve done a number of UCITS 3 offerings for FoFs. The
difficulty is providing the weekly liquidity with those.
There are insufficient UCITS-compliant managers to con-
struct a good fund of UCITS funds, so you either find a
bank willing to make markets on the funds between
redemption periods, or you revert to managed accounts as
the underlying that have weekly or monthly liquidity and
transparency of underlying positions. I’ve just seen stats
that in September 2010, $3 billion went into UCITS 3
hedge funds; so it’s starting to attract capital.

Robert Discolo: There are some definite limitations. There are
many UCITS FoFs, but all are small with some constraints,
as far as I know. Maybe one is a bit larger, like $300 mil-
lion. UCITS is the magic word because people are flocking
to it in Europe.

Michael Gordon: There’s big buzz about UCITS. The impact has
been positive, as has discussion about fund replication strate-
gies. Anytime you have new regulatory frameworks or go
through a shock as we did, there’s product innovation and
rethinking of the status quo. It has been thought-provoking
and forces managers and finance providers and investors to
question if they’re approaching the business the right way.

Joseph O’Connor: One negative for some funds in UCITS 3
offerings is that it has started to cannibalize their hedge fund
offerings. Especially for European institutions, the capital
charges they’re required to hold against UCITS 3 invest-
ments versus hedge fund investment are quite significant.
More inflows are coming from institutions than from retail.

Robert Discolo: At Pinebridge, we still have AIG, a U.S. prop-
erty and casualty insurer, as a big client, and my problem
over the last 12 years in managing their money has been the
capital charges they have against hedge funds. I just still
can’t see why capital charges are so high against a portfolio
of hedge funds. Done the right way, it has just as much risk
as a fixed-income instrument. We have a 23-year track
record—I don’t understand.

A portfolio of hedge funds fits perfectly with an insurance
portfolio because it usually is heavily exposed to fixed
income, and the correlation between hedge funds and fixed
income is very small, so it fits with the portfolio approach.

These regulations are endangering how to run a portfolio.
There are too many, and too many people trying to decide

what’s right, who don’t really understand how portfolios
work. That’s why things like UCITS, capital protection, and
principal protection came about. If these regulations were
more common-sense, it would be a lot easier for all of us.

Standard & Poor’s: It’s interesting regarding the UCITS direc-
tive and its high-liquidity profile that if an event takes place
that causes investors to exit, won’t the higher liquidity cause
much greater volatility in underlying asset prices? What
happens to a large UCITS fund if investors exited and that
fund had to fire-sell assets to meet redemptions? Can these
well-intended regulations end up increasing asset volatility?

Joseph O’Connor: In our UCITS 3 offerings, we’re essentially
the liquidity provider.

We try to minimize any mismatch between the
weekly liquidity and the tracking fund or index that
we’re providing liquidity on. A fairly large mismatch
would require us to hold a lot of assets and work out
of them over time in exchange for providing that liq-
uidity. Soit could contribute to higher asset volatility
in astress scenario.

Standard & Poor’s: Will that impact leverage availability?

Joseph O’Connor: Completely. In the third and fourth quarter
of 2008 into first-quarter 2009, the supply of financing
available to hedge funds dried up. Second-quarter 2009
came back slowly, and the financing available to hedge
funds and FoFs is not nearly where it was pre-crisis 2008.

Michael Gordon: Right now, as before, lending to FoFs with
the right advance rate, in a multistrategy platform, or even a
more concentrated liquid platform, is good business.

Standard & Poor’s: Are structured finance-type solution
sstill viable?

Michael Gordon: In an ideal world, both single funds and
FoFs would love to access a portion of their financings
through capital markets. One challenge is always that when
dealing with a bank on the other side, on a bilateral basis,
if some legal or technical issue or covenant breach comes
up, it’s easier to have a bilateral conversation than to get
investor consent in the capital markets. Ideally, you’d be
able to do that in some facilitated fashion.

Joseph O’Connor: If you look at principal-protected struc-
tures, the interest-rate environment, at least in major cur-
rencies, is not conducive to that. Interest rates are too low
and the present value of principal protection too expen-
sive. The type of principal protection structures we’re
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doing now are really with currencies in a high-interest rate
environment, where we’re hedging the currency risk
between dollars and the local currency. Pre-crisis, there
was a market where U.S. individuals would, instead of
buying funds, buy a call option on funds, but that market
has not returned post-crisis.

Going Mainstream
Standard & Poor’s: What is the future environment for funds
of hedge funds or hedge funds?

Robert Discolo: The fund of hedge funds model has to change
a bit. Hedge funds used to be in portfolios as “other.”
About 10 years ago, they were slotted “alternative” to com-
bine hedge funds, private equity, real estate, and “other.”
About five years ago, hedge funds got their own category.
Now some have slices called “equities.” So we have an equi-
ty slice, part of which is going to be equity long-short funds.
The hedge fund of funds industry has to recognize this.

It won’t be one size fits all, so you’ll move toward cus-
tomized accounts that fit into specific portfolios, as a risk
diversifier for what they have already. Fees also have to
be a little bit more reasonable. You also have to give
enough transparency to the end client and help them do
theirown portfolios.

The industry will change, and probably be bifurcating. A
lot of bigger guys are gobbling up assets, and many middle-
tier funds are going out of business. You’re left with special-
ty niche players. You’ll have a barbell approach. But how
workable is that with a $20 billion to $30 billion FoF? How
do you diversify that? If you’re that big, you’ll probably go
only into the larger funds. That’s a big challenge for the big-
ger FoFs. For more niche-type smaller funds, it’s going to be
harder because of costs. If looking overseas, or at special
types, you’ll need infrastructure behind that. There’s com-
petition on the FoF side from people in it, and from the spe-
cialist and generalist consultants.

Some will do it themselves, which often is a mistake. If
you’re putting a few hundred million dollars into hedge
funds, it’s probably best to have your own team. For $20
million to $100 million, that’s hard without a number of
qualified individuals. So you’ll need some help. The indus-
try is going to be different.

The hedge fund industry will continue to grow and be
part of overall asset allocation. There will be more blending
of traditional and hedge funds. There will be new people,
ideas, opportunities, allocations, and risks. We’re not out of
the woods yet; there’s still a lot of risk.

Roy Callahan: In the past, FOFs said, “build it and they will
come.” The reality is that investors want more customiza-
tion. The FoF industry will have to adapt and become more

customer-oriented. We’re also seeing a regime change. We’re
seeing demand for defensive protection, which hedge funds
can provide better than any other asset type.

There’s growing demand for some kind of protection
against another 2008—another extreme downdraft in the
markets where volatility spikes, liquidity drops precipitous-
ly. Several FoFs, both here and internationally, are coming
up with defensive products, and they will be customized.

Michael Gordon: I’m more optimistic. There’s always demand
for good stewards of capital, and it’s no different for FoFs.
I also agree with the segmentation. We’re seeing the bigger
FoFs providing customization, willingly, and they’ll contin-
ue to gain market share. For smaller and mid-tier funds,
there’s opportunity for those who survived the crisis to gain
market share.

Joseph O’Connor: It’s important to be optimistic about the
business. I see a bifurcation where after the crisis, a lot of
large, institutional FoF managers not only recouped 2008
losses but with new subscriptions substantially increased
assets. You’ll see smaller, multifamily office-registered invest-
ment advisors that have a portfolio of 10 to 100 families
they service, putting together FoF products tailored to $4
million to 10 million investment sizes. Guys in the middle
will struggle a bit; will they become a $10 billion manager
or more of a niche player?

In terms of financing the banks can provide to FoFs,
a number of new black-swan-type hedging strategies
that can be used in conjunction with financing of the
hedge fund interest, with no margin, in a cash-efficient
way that can help FoFs manage stress scenarios better
than in 2008.

Standard & Poor’s: What will be the main topics of discussion
next year?

Roy Callahan: The U.S. and the Western developed nations
are transitioning from a 30-year bull market in bonds, a 25-

It won’t be one size fits all, so you’ll move
toward customized accounts that fit into
specific portfolios, as a risk diversifier for
what they have already. 

—Robert Discolo
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year bull market in equities. It’s going to be very difficult for
these nations to maintain a growing and vibrant economy,
given debt burdens and near-zero interest rates. We’ll have
continued issues in these countries with growth in asset
prices and in the economies. But developing nations and
BRIC [Brazil, Russia, India, and China] nations represent
very good opportunities.

Next year, we may be talking about hedge funds and
strategies from the lesser-developed nations. I am a bit
pessimistic; that’s why I’m always trying to protect
things. Developed nations will struggle to produce
returns in the asset markets, whereas opportunities in

Southeast Asia, Africa, and, to a lesser extent, South
America, are onthe upswing.

Robert Discolo: We’ll see more global hedge funds. We sent an
analyst to India for a few weeks, and I’m moving my head
of Asia research to Hong Kong. The exciting markets are
South Asia and China, plus Brazil and India.

There will definitely be some issues; I’m not sure just
what. Hedge funds will be more in people’s vocabulary,
less under the term gunslingers and more part of asset
allocation. The industry will mature. We’re going back a
bit more to fundamentals. We’ll have “flation”; either de-
or in-, somewhere.

Michael Gordon: I agree on international funds; that’s where
opportunity exists.

Regulation-wise, there will be more clarity from the bank
side. 2011 will be challenging, but I am generally optimistic
for the longer term.

Joseph O’Connor: Certainly, China is probably a growth area
for hedge fund managers, and we’ll see a lot more China
launches in 2011. Post-U.S. elections, not much will happen
in D.C., which is good. Things will be slowly getting back
to normal by the second half of 2011. ●

2011 will be challenging, but 
I am generally optimistic for 
the longer term.

—Michael Gordon
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Industry Players
Discuss The Changing
Market For Derivative
Product Companies

The market for derivative products has evolved in the two

years since two Lehman-sponsored derivative product

companies (DPCs) voluntarily filed for bankruptcy. To provide

some insight into the ongoing changes, Standard & Poor’s

recently hosted a roundtable with industry stakeholders. The

discussion gave DPC managers and counterparties a chance to

talk about how they’ve adapted and to share their views on the

ongoing risks they’re facing and the factors mitigating these risks,

the impact of regulatory changes on DPCs, and the outlook on

the broader derivative markets.
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Panel Discussion
Credit analysts Jing Xie and Jake Cho moderated
the roundtable. 

What follows is an edited excerpt of the conversation. The
opinions expressed in this article are the opinions of the individ-
ual participants, not of their employers or Standard & Poor’s.

Macroeconomic Perspectives
Standard & Poor’s: How has the economy over the past two
years (i.e., interest rates, currency, and counterparty credit
quality) affected DPCs in terms of capital, collateral, or
return on capital? 

Richard Lunder: We tend to enter into deals almost exclusive-
ly with very highly rated counterparties. The effect of mar-
ket movements on required capital has not been significant.
Collateral requirements, however, have had a greater
volatility over the last two years as interest rates have gone
lower and the U.S. dollar has depreciated versus both the
yen and Australian dollar. 

As far as return on capital goes, this should not be con-
sidered on a standalone basis, given the significant added
value captured by the DPC on the back-to-back transac-
tions. That being said, however, NDPI still has been able to
provide satisfactory returns on capital on a standalone basis
during the last two years. 

Norman Jacoby: Our book has really been relatively stable, if
not contracting, and the shape of the book is relatively flat.
So, capital and collateral have really been very stable for the
entity. The events in the last two years really have not
impacted Citi SwapCo very much at all. 

Antony Yates: I would say that our client base remains highly
rated, and therefore the impact on the dynamic capital
required has remained fairly stable. However, increased
volatility in the underlying markets has meant that the cap-
ital required has gone up but is well within the capital lim-
its that we have. 

Similarly, on the collateral side, we’re a continuation
vehicle, which means that we’re not running such large
currency or foreign exchange exposures—assuming that
the parent were in default—in order to control the collat-
eral of 15-day market closeout reserves. So it’s all man-
ageable. It has slightly adjusted the way that we manage
the vehicle, but I think that has all been pretty well with-
in the kind of risk framework that we imagined when we
first set up the thing. 

In terms of the return on capital, we have typically invest-
ed our capital in the floating-rate notes issued by financial
institutions. With the deterioration of financial institutions
and just lower interest rates, that obviously means that our
absolute return is lower, in cash terms. But that’s also very
manageable within the vehicle.

Luitwin Scharfetter: I agree with previous speakers here.
The only thing that is different with the Merrill Lynch
Derivative Products [MLDP] vehicle is that capital
return on a standalone basis is low, but this is also actu-
ally measured on a consolidated basis within the firm.
The firm is now reviewing the value of a DPC for the
entire business.

In general, we’ve also seen a significant increase in collat-
eral requirements, due to the increased volatility and the
weaker U.S. dollar. 

Panel participants from DPCs included:
● Norman Jacoby, CEO, Citi SwapCo Inc.;

● Rich Lunder, Chief Operating Officer, Nomura Derivative Products Inc. (NDPI);

● Luitwin Scharfetter, Director of Global Markets and Manager of Merrill Lynch Derivative Products AG;

● Andrew Williams, Chief Operating Officer, Morgan Stanley Derivative Products Inc.; and

● Antony Yates, President and Global Head of Derivative Products Group, SMBC Nikko Capital Markets Ltd.

Participants from counterparties included: 
● Annie Johnson, Senior Manager of Risk and Performance Measurement, Province of British Columbia;

● Andrea Leon, Director of Treasury Credit Risk Management, European Bank for Reconstruction and Development
(EBRD); 

● Raluca Sarbu, Principal Risk Manager, EBRD; and

● Jessica Pulay, Deputy Head of Funding, EBRD. 
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Andrew Williams: I reiterate similar comments from every-
body else, certainly with respect to the capital. From an
accounts perspective, everybody remains very highly rated,
so I haven’t seen any changes there. I think the biggest
impact is really on the size of the book. We have somewhat
decreased that over the last couple of years. So that prob-
ably has more impact on the outright level of capital, col-
lateral, etc., than the changes in the market rates.

Adapting After Lehman
Standard & Poor’s: How has Lehman DPC’s bankruptcy fil-
ing in 2008 affected your business and what changes, if any,
have you made or are you making to addressthe impact?

Antony Yates: The major impact for us is that we’ve
changed our contingent manager arrangements. We’ve
removed the first stage of contingent manager, where
basically the contingent manager did nothing, which was
obviously a big problem in Lehman’s case when both of
their vehicles went under. 

The contingent manager is more in a state of readiness.
We’ve changed our contingent manager from where it
was a couple of years ago; the previous manager got out
of the business. The new contingent manager basically
has our portfolio up and loaded now, so it’s ready to go
at a weekend’s notice, and we’re reconciling the value of
the portfolio every month. That has led to an increase in
cost, so again I would say the biggest impact of that is
just that we have to continuously assess the economic
viability of the vehicle with the increased costs of the
contingent manager. In general, we have reduced the size
of the portfolio in order to makeit more acceptable and
easy to understand by thecontingent manager.

Norman Jacoby: We’re at the end of putting in place a trust
structure for the protection of our creditors, so that in the
event of a bankruptcy filing, our creditors would be com-
pletely protected. In the context of that, we’ll be filling a
security interest for every swap company creditor. It’s a
different solution than the solution you might find for a
perpetual structure.

Luitwin Scharfetter: I have to go along with what Antony said.
We’re also a continuation vehicle; the most sweeping
change has been the change in the contingent management
agreement. We actually have a very similar agreement with
even the same contingent manager. That again increases the
cost of the vehicle, but also addresses certain concerns relat-
ing to the continuation mechanics. 

MLDP was also affected by the downgrade more than
SMBC, mainly due to the lower rating of the sponsor of
the vehicle. 

What we’ve also reviewed as an aftereffect of the Lehman
event was the legal situation regarding voluntary bankrupt-
cy, which was one of the key concerns. Our Swiss jurisdic-
tion doesn’t allow for voluntary bankruptcy, so that miti-
gated that concern. 

We’ve also strengthened the board of the operating com-
pany and shifted some outside directors from our U.S. hold-
ing company down to the Swiss operating company.

Richard Lunder: The Nomura DPC is also a termination
vehicle so, similar to what Norman said, we have not
altered our business model as a result of the Lehman
events. However, we’ve taken a two-pronged approach to
enhance our structural and operational systems in
response to those events. 

First, for example, we’ve amended our certificate of
incorporation and operating guidelines to, among other
things, expand the standard of independence needed to
qualify as an independent director and to provide protec-
tion to the independent directors to support their decision-
making process, such as purchasing separate D&O [direc-
tors & officers] insurance, providing for separate outside
counsel at the DPC’s expense, etc.

Second, we’ve entered into a security and collateral
trust agreement with Deutsche Bank Trust Co. Americas
as a trustee, and pursuant to that agreement, we granted
to the trustee for the benefit of our nonaffiliated coun-
terparties a security interest in our capital and certain
other assets.

In addition, the security and collateral trust agreement is
a mechanism by which, if a trigger event were to happen,
the trustee would perform a significant amount of the oper-
ational tasks that are required, for example, receiving pay-
ments and making payments on a timely basis. Therefore,
that structure has created a legal and operational enhance-
ment for our vehicle.

Standard & Poor’s: For the counterparties: First, what are
the key factors that you consider when you analyze your

…We have to continuously assess the
economic viability of the vehicle with the
increased costs of the contingent manager.  

—Antony Yates
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exposure to DPCs? Second, what’s your biggest concern
when you trade with DPCs?  

Andrea Leon: The Lehman bankruptcy case raised concerns
for us around ring-fencing of the DPCs and their opera-
tional risks, as we have seen in the Lehman case.

I would say it’s also a concern that there’s much less scruti-
ny of this sector by rating agencies. I’m measuring that by
the amount published and the fact that, for example, we
only have two rating agencies on most of the names. There
is also much less scrutiny by investors (which I think is evi-
denced also by the very few counterparties on this call) as
compared to the scrutiny on our other counterparties. So
that’s an area that gives us a bit of discomfort. It means we
have to do more work in-house.

Annie Johnson: I would agree with Andrea. The other
concern that I have as well is obviously from a legal per-
spective: where the DPC is domiciled. For example, like
Luitwin mentioned, if Lehman had been in the U.K. or
Switzerland, they wouldn’t have been able to file for
voluntary bankruptcy. 

It’s also in terms of whether they’re a termination ora
continuation DPC and what measures they have in
place in the event of any problem and with respect to
the continuation agent: how well they know their
DPC’s book, etc.

Standard & Poor’s: For the counterparties: What were your
experiences with Lehman’s DPCs? Did you have any expo-
sure to either of the two Lehman DPCs?

Annie Johnson: Yes, we did, and we are still in legal proceed-
ings with Lehman’s termination DPC.

Antony Yates: I’d like to ask a question to the counterpar-
ties. Although we talk about continuation and termina-
tion vehicles as though they’re quite homogenous with-
in their categories, my experience is that actually the
underlying portfolios are very different and the types of
counterparties are very different, and even the kind of
individually negotiated policies and procedures with the
rating agencies may be somewhat different. Do you
investigate each individual DPC? Down to what level do
you investigate them? Or do you simply take the ratings
at their face value? Do you have regular talks with
the DPCs?

Annie Johnson: Following the downgrades, I have gotten in
touch with rating agencies and also at the DPC we deal with
about the procedures and how they work.  This is some-
thing I will continue to do going forward.

Standard & Poor’s: What are one or two of your biggest con-
cerns about DPCs? Was it the biggest issue that Lehman
entities ended up in voluntary bankruptcy filing and that
the original framework was under attack? 

Andrea Leon: Our understanding from discussions with other
rating agencies was that, in fact, the DPCs did not perform
as planned. The continuation vehicle and the termination
vehicle both were not sufficiently ring-fenced, and some of
the actions taken were not what was expected.

Raluca Sarbu: We recognize that this is a feature of the
entire Lehman bankruptcy process and not just specific to
the DPCs.

Andrea Leon: Basically, it was highlighted to us that opera-
tional risk existed in a number of various structures.
These are not the only cases in the crisis where we’ve seen
structures that everyone had been living with that didn’t
behave exactly as expected. So it’s the kind of risk that I
imagine every investor is looking at more closely across
his whole portfolio.

Richard Lunder: You’re right in that the DPCs did not perform
as everyone expected them to, and with the benefit of hind-
sight, there was an unforeseen risk there that happened. I
think the DPCs, certainly our DPC, have addressed those
concerns by the implementation of the security and collat-
eral trust agreement, to essentially ensure that counterpar-
ties get paid the amounts that they’re owed on the day they
are due. 

Luitwin Scharfetter: I understand the concerns about the
Lehman vehicles not having been ring-fenced enough. There
are some rumors around this issue, such as the trades
weren’t even segregated in separate books and so on. That
also made things way more complicated.

This is certainly something that we’ve looked at, and
we’ve always had a business model that has clearly separat-
ed the DPC from the rest of the firm. We have employees
who are legally employed by the DPC and wouldn’t even
lose their jobs when the parent companies default.

At the very beginning, I thought you said you didn’t
see enough scrutiny from the rating agencies regarding
the DPCs anymore as a follow-up of the Lehman
event.I think we’ve had very intensive discussions with
allrating agencies. 

We are actually rated by four of them. There is a lot of
scrutiny going on, although not a lot published.

Andrea Leon: I understand the DPCs provide you with more
information than is published, but unfortunately what we
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receive is only a little more than what is published (despite
some good conversations with both rating agencies and the
DPCs), and I think that would probably be true for most of
the investor community.

Norman Jacoby: One of the concerns I think may be true for
everybody is the DPCs are facing an increasing cost structure,
making it less beneficial to book trades on DPCs and instead
away from DPCs. I wonder if anybody else wants to make a
comment about it as well, but certainly I feel that here.

Antony Yates: I think that’s a major issue here, and in fact, we
kind of have two concerns. One, the fixed costs are going
up and obviously more than actually being ‘AAA’, I don’t
actually think that being ‘AAA’ or being ‘Aa1’ actually
makes much difference to counterparties, but it’s the volatil-
ity of that rating. So, once you’re the subject of a down-
grade or a review, that should set off all sorts of alarm bells.
What we’ve done is go to counterparties and say there are
lots of other credit mitigants available, collateral and break
clauses and other things that maybe weren’t in place when
we started off in this relationship. 

In general, with a lot of our counterparties, we do
have trades both in SMBC and in the DPC, so we’re very
willing to move trades out of the DPC if that’s what
counterparties want. I think there has been some evi-
dence of that actually. 

So that just adds, in my mind, to what I said right at the
start, which is we have to continuously assess the economic
viability of the vehicle, and doing, for example, 10-year cur-
rency swaps really is not that justifiable actually. In short-
term business it’s fine, where you can effectively manage
that if you have a different strategy in mind over the next
couple of years, but doing very long-dated, very structured
business, I think, is really difficult to justify, at least from
our perspective. 

Andrew William: I totally reiterate those comments around
cost, and then the second issue, I think, is around consoli-
dation among trading entities. Trading on DPCs plus any
other entity within a bank structure is certainly desired on
the part of banks and counterparties to increase netting as
much as possible and consolidation, etc. So, I think they are
very valid and topical issues with respect to what the place
is for DPCs going forward.

Luitwin Scharfetter: I totally agree with the three previous
speakers. Due to the cost structure, we are reviewing whether
a transaction with clients should go through the DPC or
whether there are other means of mitigating client risks. 

We are actively talking to clients for alternatives to hav-
ing trades in the DPCs. More and more clients are now able

to or willing to accept credit support annexes [CSAs] and
collateral as an alternative to facing the DPCs. What we’re
seeing is that certainly for very simple transactions, the
DPC’s cost is not really justified. 

What we see is that there are more-complex transactions,
not in the sense that the coupons are complex or something
like that, but it’s more transactions where several counter-
parties could be involved, whether there are prehedges in
place, and so on.  These are the structures that will go
through DPCs.

Standard & Poor’s: What kind of new derivative products have
you seen that have peaked market interest recently, and
what kind of new derivative products do you anticipate that
market participants will have more interest in over the
medium term?

Antony Yates: I’m limiting these comments to our DPC.
We’ve made the decision to not put any new products into
our DPC currently. 

Luitwin Scharfetter: What we’re seeing is not so much new
product but just new structures around the same product. It
could be simple interest-rate swaps that clients have, and in
fact these clients are affected by their own downgrades pos-
sibly and need to replace themselves, and then come to us
for resolutions. This is where in some instances, we were
able to help out. 

Norman Jacoby: We really have been putting little new busi-
ness on, but whatever new business we do put on has been
limited to plain vanilla swaps, nothing more than that. 

Andrew Williams: Same really, no new products, and less
business going through the DPC. 

Richard Lunder: We’ve begun seeing some inquiries for
inflation-linked products, mainly out of Europe as well as
some emerging-market currencies, which may be in
demand going forward.

Government Regulation
Standard & Poor’s:  The next question is to both DPCs and coun-
terparties: What are your thoughts on Dodd-Frank and other
regulatory changes that are happening in the derivatives mar-
ket, not just in the U.S. but in the entire Western economical
sphere? I also wanted to specifically get some comments on an
earlier topic, about how counterparties currently prefer to con-
solidate trading relationships within an umbrella banking
organization, DPCs versus the bank’s trading book. Do you
have any thoughts on how the new regulation might impact
that, as well as the other overall impact for DPCs?
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Andrew Williams: Depending on client type, obviously
mandatory clearing is coming. So certainly the U.S. should
expect DPCs to be classified as swap dealers, and depend-
ing upon what type of clients they’re facing, there will be
mandatory clearing. 

For some of the end-user clients where there won’t be
mandatory clearing, then you can see a need for a DPC where
the client still wants to face a highly rated entity. But those
clients that have to clear and then ultimately face central clear-
ing counterparty, the need to face the DPC would go away. 

The biggest change is probably going to be the shift for the
set of clients that have to clear [through a mandatory clear-
ing process] and their need for the DPC in the first place.

Norman Jacoby: I assume, although it hasn’t been defined yet,
that there will be new reporting requirements that the DPCs
will have to provide. So I think that’s still an open question,
but it seems that we’re headed in that direction.

Standard & Poor’s: I guess you’re assuming that DPCs will
meet the definition of either major swap participant or
swap dealer.

Norman Jacoby: I think there’s at least that possibility. 

Standard & Poor’s: Do you have contingent plans? I don’t
mean it in the continuation trigger the way we normally
talk about it, but if you were to be defined as a dealer, is
that going to increase the cost of running the operation? 

Norman Jacoby: It depends on what those requirements
actually require.

Andrew Williams: Up to this point, the upcoming regulations
are going to have a significant impact upon the whole mar-
ket. It’s a completely changing playing field. All entities
need to digest the rules as they come out.

Luitwin Scharfetter: These new regulations will just be one
aspect that we’re going to consider as part of the whole
evaluation of the DPC. In terms of the overall cost struc-
ture, that won’t be the determining factor. 

Standard & Poor’s: Counterparties, any thoughts?

Andrea Leon: For us it’s even broader than the question of
DPCs. Currently, the derivatives regulatory reform, both in
the U.S. and Europe, is quite unclear in a number of critical

areas. As just one example, in the regulations of clearing-
houses and exchanges, regulators haven’t sorted out yet the
segregation of assets. Also, there will probably need to be
greater scrutiny of clearinghouse risk management practices
as they become more systemic entities. 

We’re concerned that the reforms might result in frag-
mentation of the derivatives market and also result in high-
er capital charges for nonstandardized, noncleared deriva-
tives and increase costs for users like us. 

Specifically, for the DPC sector, we would like to under-
stand from the rating agencies going forward how they
evaluate the risks, especially for continuation DPCs, of
probably having to post collateral under the new derivative
legislation, and how this feeds into the capital model
assumptions that the rating agencies review. 

Standard & Poor’s: If you have any other comments or clos-
ing thoughts you would like to share that have no bearing
on the outlook, you can certainly do so.

Antony Yates: I think the last point that Andrea from EBRD
made on the impacts of potential collateral posting from
continuation vehicles is actually a really important one. I
think again it does bring into question whether as a coun-
terparty for a continuation vehicle, would you really want
to continue having that counterparty as your long-term
relationship when the sponsor has gone into being run by
a contingent manager. I think that’s a very difficult call.
You don’t have the immediacy of a termination vehicle,
but if you’ve done 30-year deals with a continuation vehi-
cle, your counterparty should also have their own contin-
gency plan about what they’d actually do in the event of
a sponsor default or a sponsor bankruptcy.

Luitwin Scharfetter: Just following up on what you just said:
the assumption that clients would actually want to stay in
30-year trades that they have on with a DPC following a
bankruptcy of the sponsor is actually pretty low. I think
clients will want to get out of transactions in an orderly
fashion. They will negotiate a termination, negotiate a
novation, and so [the 30-year maturity] may be irrelevant,
really. Clients are likely to consider leaving a vehicle, given
it has a substantial but limited source of funds following the
bankruptcy of its sponsor.

This is certainly a point about which we are in discussion
with the rating agencies as well, when it comes to determin-
ing if the funds are sufficient to hedge the orderly unwind
or termination of the portfolio. ●
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