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Industry, Regulators Clash
Over Reforms

Looming Headaches
A Greek exit from the
eurozone could stir up
a legal mess for some
securitizations.

—Hugh Leask
egulation, as expected, is a main
theme of the conference and the topic
took center stage Wednesday morning in
a spirited discussion on the cumulative
impact of new regulations. Christian
Moor, policy expert, securitization
and covered bonds, market risk at the
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Steve Gandy,
Santander Global Banking

Keep It Simple

(Continued on page 4)

Investors say the key to getting
CMBS back on track can be
summed up in one word:
simplicity.
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Autos Stalling
On Counterparty
Concerns

Solvency II: Has
The Train Left
The Station?

—Hugh Leask
ome auto asset-backed securities
issuers in Europe are finding
it increasingly tough to source
counterparties for deals because of
rating agency downgrades of banks
and stricter rules on counterparty
criteria, which may make it difficult
to issue AAA-rated bonds further
down the line.
Stefan Rolf, head of assetbacked securitization and treasury
at Volkswagen Bank—described by
speakers as the “benchmark issuer”
in European auto ABS during a panel
session Wednesday—said the matter

—Graham Bippart
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T

he time needed to make changes
to Solvency II regulation is
running short, according to panellists
at Wednesday’s discussion on whether
its implementation will cause an
exodus of insurance companies from
the structured finance market in
Europe. The regulation will increase
the cost of capital for insurance
companies investing in securitization.
“We’re really running out of time
for any real changes” to Solvency II,
said Henry Cooke, European head
of secured credit at Threadneedle
Asset Management. About 75% of
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designed for speed, ease of use and deal transparency, enables users to analyze single
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Simplification Remains Key To CMBS Return
—Hugh Leask

S

implification of the commercial
mortgage-backed securities
market remains the major
requirement needed to make
it more attractive to investors,
delegates at the CMBS Solutions
panel heard Wednesday afternoon.
Structural quirks such as derivatives
and liquidity facilities need to be
removed, panellists said.
Asked by moderator Andrew
Vickery, partner at Linklaters,
about what investors would like
to see structured into a new-issue

CMBS in Europe, Andrew Jackson,
portfolio manager at HSBC, said
simplicity was key, both in terms
of disclosure and in the structure.
“We’d like deals to be simple, and
that means removing swaps and the
liquidity facility that gets in the way
of the flow of the deal,” Jackson
said.
Post-crisis issuance in Europe’s
CMBS market has remained scant,
and Jackson said for CMBS to thrive,
it has to be the most attractive
form of finance and refinance

for borrowers. “What is needed is
simplification,” Jackson said.
The potential investor wishlist
would also include a reasonably
diversified underlying loan
portfolio, as well as a safe
jurisdiction. “At the moment, that
means the U.K., Germany and the
Netherlands,” he told panellists.
New deals should be structured
using current loan-to-value ratios,
while pay should be sequential. He
noted fixed-rate transactions could
potentially be one route.

Legal Headaches Of Greek Exit A ‘Huge Issue’
—Hugh Leask

A

ny securitized assets originated
in Greece and any special
purpose vehicle being domiciled
there will feel the effects of the
country’s exit from the eurozone,
panellists said Wednesday. Such
a move potentially gives rise to a
series of legal headaches, according
to Ian Sideris, partner at Simmons
& Simmons, who described the
topic as a “huge issue.”
With securitizations involving
foreign law SPVs, the assets would
likely be redenominated into the
domestic currency, but bonds would
remain in euros since there cannot
be a forcible redenomination at the
liability level. Panellists pointed to a
number of Greek securitizations that
have foreign law SPVs, while some
SPVs in Spanish deals fall under local
jurisdiction.
“[The effect] depends upon
the connection or nexus that any
securitization had with the departing
state,” Sideris told delegates. “There
is also a knock-on effect for the

holders of the paper—and a lot of
securitization paper is now held by
the European Central Bank through
its repo program.”
Ganesh Rajendra, managing
director, head of asset and
mortgage-backed strategy, EMEAA,
at RBS Global Banking & Markets,
conceded it is “nearly impossible” to
make a call on the outcome of the
Greek crisis. “It’s highly politicized,”
Rajendra told delegates.
Rajendra put a 90% probability of
Greece exiting the euro. “The next
stage then is what happens with
the rest of the eurozone. If Greece
implodes, will that motivate the
rest of the members to stay and gel
the union closer together? Or will
some of the others be incentivized
to leave? There are so many
outcomes.”
The panel also mulled the
potential structural implications,
particularly if swap counterparties
are based in a departing state. Any
mismatch between the assets and
www.securitizationintelligence.com

liabilities could give rise to the
potential for legal disputes, according
to Sideris. “It depends on a detailed
analysis of the contractual terms,” he
said. “Would the SPV have obligations
to pay across what it receives from
underlying assets, which would
be redenominated, or is there a
euro obligation? Would the swap
be subject to an illegality event if
the swap counterparty is based in a
departing state?”
Aidan Canny, managing director,
BNY Mellon, added, “We have to
have contingency plans in place for
our clients.” He said he expects the
euro to continue to exist, though
some peripherals may exit, which
may serve to restrict growth. In that
context, securitization still has a role
to play, Canny said.
“ABS dislocated significantly
in 2008. It has improved over a
four-year period to a point where
we hope the PCS initiative will reinvigorate [securitization] and drive
funding to the real economy.”
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(continued from page 1)

European Banking Authority, said
the EBA is “very supportive” of the
securitization market as a funding
tool for the real economy, pointing
to the PCS initiative, launched
at the conference Tuesday, as a
positive step. “Regulation did not kill
securitization in 2007—it was lack of
regulation,” Moor told delegates.
But Steve Gandy, managing
director, head of securitization
at Santander Global Banking &
Markets, said Solvency II will “kill
interest” on the part of insurance
companies for buying ABS (see
related page 1 story), citing one
study that suggests over 30% of
investors will stop buying ABS/RMBS,
and 67% will significantly downsize.
Moor said covered bonds benefit
from having national legislation
across EU member countries, which
includes public supervision of both
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the issuing bank and the pools
of collateral. “It’s also just one
tranche, one product. The one-sizefits-all regulation makes covered
bonds much easier to look at. But
in securitizations, there are CMBS,
RMBS, ABS, CDOs,” Moor said.
Gandy countered: “You said you’ve
created a ‘one-size-fits-all’ regulation.
But [for securitization] you’ve created
legislation to stop people buying U.S.
subprime securitizations but which
will now also stop them from buying
U.K. and European RMBS, which has
held up quite well.”
Alexander Batchvarov, managing
director, international structured
finance research at Bank of
America-Merrill Lynch Global
Research, added the capital charges
are “blatantly incorrect,” and do
not reflect the reality of spread
and pricing movement. Batchvarov
warned that capital charges are
already setting up the next crisis and
creating bubbles, and would lead to

investors piling into other assets.
Industry professionals also
took aim at requirements for
rating agencies to rotate analysts
for securitizations, but not for
corporates or sovereigns. “I’ve been
told that rating agencies are running
out of analysts to rate securitizations
because of analyst rotation,” Gandy
said. “Tell me why that’s a good
thing.” Panel moderator Jason
Kravitt, partner at Mayer Brown,
added clients miss the ability to talk
frankly with rating agencies.
Maria Teresa Fabregas
Fernandez, acting head of unit
securities markets at the European
Commission, said regulations are
still being developed, and the
aim is to provide legislation that
helps restore investor confidence
in the product. Moor added that
regulations are not yet in the final
stage, and the next 6-12 months will
be crucial. “As regulators, we do take
your opinions seriously,” he said.

On The Scene
At Global ABS
F o r m o re ph o to s,
s e e pa ge 14
Stephan Pring, NordDeutsche Landesbank
Girozentrale; Trutz Rendtorff, NORD/LB; John
McDermott, NORD/LB

Elizabeth Fitzgibbon
and Claudia Olver,
BNY Mellon

Ian Sideris, Simmons & Simmons
Photos by Ed Alcock
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A G E N D A
08:30

Stream B

Registration and Breakfast

Investment Opportunities in the CLO
and Leveraged Loan Sector

9:00

Moderator:
Gerard Donohue, Executive Director, GE CAPITAL

Keynote Address:
Speaker:
Evangelos Tabakis, Deputy Head of Risk
Management, EUROPEAN CENTRAL BANK

09:30
ABS Investor Roundtable
Five years after the crisis, what are primary
market ABS investors most concerned about today?
Moderator:
Pradeep Pattem, Managing Director, Head of
EMEA ABS Trading & Credit Solutions, RBS

10:30

Shadow Banking: Should We Brace Ourselves
for Yet More Regulation of ABS?
Moderator:
Jo Keighley, Co-chair of the Market Standards
and Practices Committee, AFME/ESF

Overview of the Dutch and UK RMBS Market
Moderator:
Arun Sharma, Director, BARCLAYS

Stream B
European CLOs and Leveraged Loans: US
recovery vs European sclerosis?
Moderator:
Dagmar Kent Kershaw, Head of Credit
Fund Management, INTERMEDIATE CAPITAL
GROUP PLC

Stream C

Sovereign Debt Challenges and Impact on the
Investor
Moderator:
Marjan van der Weijden, Head of EMEA
Structured Finance, FITCH RATINGS

Stream D
Innovations in Securitization Data and
Techniques
Moderator:
Douglas V. Long, EVP Business Strategy,
PRINCIPIA PARTNERS

INVESTOR FAST TRACK:
11:50
Stream A
Euro Issuers’ Roundtable
Moderator:
Jonathan Trup, Executive Director,
MORGAN STANLEY

Moderator:
Tim Conduit, Partner, ALLEN & OVERY LLP

Stream C
Moderator:
Andre Pottas, Partner: Infrastructure
Advisory & Debt Advisory Leader, DELOITTE &
TOUCHE

Stream D
Loan by Loan Cash Flow Analysis

Luncheon for all Delegates

INVESTOR FAST TRACK:
1:45
Stream A
CMBS – Challenges and Conflicts in
Restructuring Transactions
Moderator:
Christian Aufsatz, EU CMBS Strategist,
BARCLAYS

Moderator:
Kevin Samborn, Vice President, SAPIENT GLOBAL
MARKETS

3:25
Keynote Address
Speaker:
Philip Coggan, Buttonwood Columnist and
Capital Markets Editor, THE ECONOMIST

3:55
Refreshment Break in the Exhibit Hall

Stream B
ABCP Market Overview
Moderator:
James Pedley, Senior Associate,
CLIFFORD CHANCE

Is CRA Regulation a Shakespearean Tragedy?
Moderator:
Anne Tanney, Associate Director, BERWIN
LEIGHTON PAISNER

The Role of Infrastructure Finance and
Government Debt Relief

Emerging Markets Overview

Stream D

12:40

Stream A

Moderator:
Jesus Rio Cortes, Managing Director,
BANK OF AMERICA MERRILL LYNCH

Stream B
Stream C

Refreshment Break in the Exhibit Hall

INVESTOR FAST TRACK:
11:00

(Spain, Italy, Ireland, Greece)

Stream C
US Regulatory and Tax Developments:
Implications for the European Investor
Moderator:
Christopher Horn, Partner, New York,
BAKER & MCKENZIE

Stream D
Latest Trends and Developments in
Structuring Deals
Moderator:
Tamara Box, Partner, REED SMITH

INVESTOR FAST TRACK:
2:35
Stream A
Outlook for the Peripheral Economies
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INVESTOR FAST TRACK:
4:15
Stream A
RMBS Deal Performance Analysis
Moderator:
Alastair Bigley, Senior Vice President, DBRS

Stream B
Assessing Liquidity and Outlook for the Global
Covered Bonds Market
Moderator:
Juan Pablo Soriano, MD-Structured Finance,
MOODY’S INVESTORS SERVICE

Stream C
Corporate Finance and Securitisation
Moderator:
Julian A. Tucker, Partner, SHEARMAN &
STERLING LLP

5:05
Day Three of Global ABS 2012 Concludes
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Is ‘AA’ The New ‘AAA’?

Debt Crisis Could Spark Ratings Re-Think
By Amelia Granger

R

ecent widespread downgrades
in order to preserve the AAA-rating on
of sovereign debt and deal
the securitized debt. But that may be
counterparties mean that the
poised to change. “The cost of such
universe of outstanding AAA-rated
remedies may not be insignificant,
paper has shrunk dramatically in
potentially even prohibitive,”
Europe—with AAAs falling from
according to RBS’ Adams. “Indeed, as
50% of the outstanding market
the rating gap between counterparties
in September 2010 to 30% today,
and senior securitized bonds widen,
according to research from Royal
the cost of supporting such AAA
Bank of Scotland strategist Phil
ratings becomes more expensive.
Adams. That change has market
“If there is a re-think in this
players saying that the era of reliance respect (that is, say double-A
on AAA-ratings could
ratings become the new
be coming to an end.
triple-A standard in
“We question whether
securitizations), we would
the structured finance
expect even programmatic
ritual of reaching for
ABS/RMBS issuers to
AAA ratings is likely to
consider allowing senior
be tested before long,”
bond ratings to fall under
Adams wrote.
any counterparty rating
Marjan
Fitch Ratings Head
pressure,” he added.
van der Weijden
of EMEA Structured
While AA-rated paper is
Finance Marjan van der
becoming more prevalent,
Weijden told SI she agrees a shift in
it’s not clear investor appetite is
investor attitudes toward ratings is
growing at the same rate. “It’s a
possible, given the quickly changing
challenging time for AA,” van der
landscape. “From a credit standpoint, Weijden said. Investors are generally
investors have to be realistic,” said
moving up the capital stack, or away
van der Weijden, who is moderating
from riskier assets, as Eurozone
today’s panel on “Sovereign Debt
volatility increases. “The hope is
Challenges and the Impact on the
that appetite develops because it
Investor. “AA is a very solid credit
is getting more difficult to achieve
quality.” But she cautioned many
and maintain AAA ratings on
investors couldn’t pivot away from a
securitizations due to sovereign and
ratings-driven strategy easily. “A lot
counterparty risks,” she said.
of investors are still predominantly
The environment of prevalent
focused on AAA securitization paper,
rating downgrades has been a reality
particularly insurance companies,”
in Europe for some time, but a new
she said. “AA credit is good, but if you shock to ABS is expected if and
need to hold more capital against
when Greece exits the eurozone.
it, it becomes more difficult. The
RBS strategists peg a Greek exit as
current Solvency II proposals are a
a 90% probability. A country’s exit
major road block even for AAA, let
from the eurozone would result
alone for AA.”
in a redenomination process,
Today, when a counterparty to an
which would have unknown and
ABS deal is downgraded, often the
potentially severe consequences
seller of the notes will post more
for outstanding ABS, as well as
collateral to back the securitization,
shaky consumer performance in the
6

underlying loans. “It’s the question
of what you’re going to recover that’s
ultimately important for investors,”
van der Weijden said. “With a lot of
the Greek transactions, a relatively
small market, credit enhancement
has been building up, and they could
withstand a lot of deterioration. But
no matter how much protection is
available a re-denomination will lead
to defaults on Greek securitizations.”
Modeling consumer performance
in countries undergoing a
redenomination process is difficult,
however. In Greece and other
countries hit hardest by sovereign
debt woes, unemployment is at
historically high rates. But van der
Weijden said she thinks consumer
performance won’t change as much
as some market participants fear. “In
a country like Italy, where concerns
about sovereign debt sit now, it’s
interesting that transactions largely
have stable performance,” van
der Weijden commented. “Even in
troubled countries like Spain and
Portugal, so far we’re seeing decent
performance on prime mortgage
transactions. People will still make
an effort to pay the mortgage on the
property they live in.”
Van der Weijden added that it’s
important to remember not all ABS
is set to take a direct hit from the
sovereign debt crisis. “On the flip
side, 60% of our portfolio comes
from consumer assets in countries
like Germany, Holland and the U.K.,
and all of that is doing well,” she
said. “This sector gets a lot of bad
press and headline risk, but the
large majority of securitizations in
Europe have good quality assets, solid
underlying structures and show stable
performance. There have hardly been
any losses and we only expect a very
modest amount to materialize.”

www.securitizationintelligence.com
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More Than Just The Data
By Douglas Long, EVP Business Strategy, Principia Partners

A

pricing of their structured finance
s the shifting sands of global
investment portfolio.
securitization settle and form
In the current environment
a more stable footing, structured
where investor due diligence and
finance pricing and data providers
detailed investment analysis is the
are jostling for position. Investor
accepted (and mandated) norm for
demand for quality market data for
investors, 64% of respondents said
asset-backed securities, mortgagethey also evaluated pricing in-house,
backed securities and structured
alongside their third party sources.
credit has never been higher. But in
a sea of pricing information
and with the additional
These graphs shows the breakdown of the
complexity in making
most widely used pricing services globally.
investment decisions
Independent pricing services: EU investors
for ABS, investors are
Relative market share of vendors in the EU
demanding more than just
1
3
5
the data.
Principia’s survey of
104 EU- and U.S.-based
2
4
6
1. Bloomberg
investors revealed that
2. Markit
3. Interactive Data
greater operational control
4. Moody’s Analytics
and the ability to effectively
5. S&P Capital IQ
6. Other
consolidate and manage the
wealth of bond pricing and
Independent pricing services: US investors
analytics consumed across a
A wider range of vendors used than in the EU.
book of complex securities
is a growing priority for
1
3
7
9
11
5
investors. This concern will
come into ever sharper focus
2
4
8
10
6
as investors look to scale
1. Bloomberg
up their credit investment
2. Interactive Data
3. Markit
businesses and leverage the
4. Thomson Reuters
5. Trepp
increased transparency of
6. PriceServe (BoAML)
the supporting securitization
7. Moody’s Analytics
8. Pricing Direct (JPM)
data.
9. RBS PriceSmart
Ninety-three percent of
10. S&P Capital IQ
11. Other
respondents said that they
use at least one independent
service provider of pricing
Independent pricing services market share
This highlights the relative market share of secondary market pricing
across their structured
providers across structured finance securities
finance assets.
1
3
5
7
More revealing
though, was that 60% of
investors used at least
2
4
6
8
two independent pricing
1. Bloomberg
2. Markit
services, with 78% using
3. Interactive Data
4. Moody’s Analytics
at least one other method
5. Thomson Reuters
(in-house evaluation, dealer
6. Trepp
7. S&P Capital IQ
marks, administrators or
8. Other
advisors) to support market
www.securitizationintelligence.com

Sixteen percent of investors
further highlighted the spaghetti
soup of pricing data they must get
to grips with, stating that they used
four or more independent pricing
vendors across their ABS, MBS
and collateralized loan obligation
positions.
This is just the pricing information
alone – used to determine the
market value for portfolio positions;
it doesn’t even begin to consider
the plethora of internal and
external data sources for dealspecific information such as pool
performance statistics, collateral
details and structural information
such as the priority of payments,
trigger levels and so on.
In recent events at JP Morgan,
an example of these operational
challenges was reported. Recent
news stories indicate that
discrepancies existed between
market valuations used by the chief
investment office and the bank’s
credit swaps desk.
Centralized operational
control and consistent and timely
processing of pricing information,
from trade, through risk
compliance and into accounting,
across a diverse investment book,
has too often proven to be less
than straightforward to implement
and control around structured
finance.
This was echoed by the ABS
industry. After price quality and
transparency, the integration and
access to pricing sources ranked
as the most important factor to
investors when choosing a vendor.
The challenges are amplified due
to the varied nature of investors’
holdings across combined fixed
income and structured finance
portfolios where structured
credit, ABS and MBS products
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alone demand the use of multiple
independent pricing sources,
alongside other internal valuation
methods.

Meet the vendors

Principia’s survey aimed to record
the major vendors being used by
investors for independent structured
finance pricing. These were:
Barclays
Bloomberg
Clayton IPS
Credit Market
Association
EuroABS
FactSet
Interactive Data (IDC)
Markit
MBS Source
Moody’s Analytics

PriceServe (BoAML)
Pricing Direct (JPM)
RBS PriceSmart
RiskSpan
S&P Capital IQ
Sector MBS Plus
SIX Telekurs
SQX
Street Software
Thomson Reuters
Trepp

received at least a 15% share of U.S.
investors, compared with just five
suppliers across the EU investor base.
This highlights the more mature
and competitive market for pricing
data in the U.S.
There were marked geographical
differences between the vendors
used by U.S. and EU investors, and
also in how these services were used
depending on investment in EU or
U.S. issued assets.
For U.S. assets, IDC was used more
that Markit and for EU assets Markit
was used more than IDC. European
investors tended to use data vendors
with larger market coverage in
EU asset pricing (e.g. Markit). U.S.
investors more often select data
vendors with greater market coverage
in U.S. asset pricing (e.g IDC).

Tying It All Together
The vendors with larger overall
From an operational perspective,
market share were those used for
access and integration of data across
pricing across multiple asset classes.
their businesses was very important
Those that, on average, provided
- key to managing and using
pricing for three or more asset
information from multiple sources
classes to individual investors had
in day-to-day portfolio management,
the greatest slice of the market.
risk oversight and accounting.
Providers that focused on
individual asset classes in more
depth ranked well alongside
Number Of Sources
the larger cross-asset pricing
Number of independent pricing sources accessed by investors
providers. Trepp for example
specializes in CMBS data
1 pricing source 40%
and analytics and compares
2-3 pricing sources 44%
favorably with the larger
4+ pricing sources 16%
cross-asset pricing vendors in
terms of relative market share,
particularly in the U.S.
Increasingly, cross-asset
providers are leveraging data
from best-in-class providers to
Aspects of pricing provider services
Ranked by investors in order of importance
build out cross-asset offerings.
One recent example is Markit’s
7
5
1
3
distribution of CMBS pricing
from Trepp.
Geographical Differences
U.S. investors used a broader
range of independent pricing
services than EU investors.
10 different suppliers
8

2
1.
2.
3.
4.
5.
6.
7.

Quality of Prices
Transparency of assumptions
Data access & integration
Coverage of assets
Active price challenge process
Access to pricing team
Value added services

4

6

It became evident that a large
proportion of investors experience
operational barriers when trying
to integrate and manage these
fundamental data points across their
structured finance assets.

In Summary
Pricing information is becoming more
readily available. Even where it is not,
there are new data parsing services
and vendor offerings delivering strong
proxy valuation tools, observable
prices on comparable assets and
growing access to historic pricing for
building model valuations.
For price determination alone,
an investor might use anywhere
between two and five pricing
methodologies and data sources
across their portfolio. Competition
will drive availability and pricing
quality across asset classes and the
major players in the space are seeing
the value of becoming a ‘one stop
shop’ for structured finance and
credit assets - something that many
investors will value.
However, even as vendors deliver
more comprehensive asset and
geographical coverage on the data
front, the operational challenges of
managing the sea of data efficiently
and effectively will remain for
structured finance investors.
Ready access to independent
pricing information is key to
investors’ ability to accurately
calculate front office valuations as
well as in the running of mark-tomarket calculations for accounting
and for ongoing risk management.
The commoditization and ever
increasing volumes of market
data will demand that portfolio
managers have the flexibility
and operational infrastructure to
efficiently integrate and analyze
multiple sources of pricing data
consistently and in as automated
a fashion as possible, from front
to back office to ensure true
operational due diligence and
compliance.
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Bail-in Boost For Securitization?
By Peter Green and Jeremy Jennings-Mares, partners at Morrison & Foerster

T

here has been little to cheer
participants in the securitization
and structured finance market
among the international regulatory
response to the financial crisis. The
most significant proposal is that
banks, other financial institutions
and insurance companies will
be required to hold more capital
against many securitization positions
under the new Basel III capital
rules and, in the European Union,
under the Solvency II proposals. In
addition, proposed new liquidity
rules under Basel III do not consider
securitization positions to fall within
the definition of liquid assets, unlike
certain covered bonds.
However, the recommendations of
the Financial Stability Board (FSB)
seeking to minimize the effects of
any failure of systemically important
financial institutions, which were
endorsed by the G20 leaders at
their Seoul summit in November
2010, may provide an incentive to
bank investors to invest more in
securitizations or similar structured
securities.
One of the FSB’s proposals is to
give regulators the essential tools
to assist with the resolution of a
failing bank. These would include the
ability to impose a “bail-in” of debt
as part of the resolution process.
Bail-in is the term used for imposing
losses on a failing bank’s creditors,
by the writing down or writing off
of debt owed to them by the bank
and potentially the conversion of
their debt into shares or other equity
positions.
The concept of using bail-in as
a resolution tool for failing banks
has gained considerable traction
in Europe. At the time of writing,
the European Commission’s draft
directive on a European framework
for recovery and resolution of credit

institutions and investment firms
maturity of less than one month.
is due for imminent release. It is
The effect of these proposals is
expected to contain details of the
that investors in unsecured bank
proposed bail-in tool on which the
debt are facing the prospect of their
Commission has recently completed
claims being written off or converted
a separate consultation. In the U.K.,
into common equity in circumstances
the Independent Commission on
where bank regulators judge that
Banking (ICB) has recommended
the bank is not viable without such
the introduction of bail-in powers
a bail-in. Regulators have sought to
to complement the resolution
assure investors that the proposals
capabilities given to authorities
should not materially change the
by the Special Resolution Regime
risk profile of unsecured bank debt,
under the Banking
Act 2009. The U.K.
government has
Bail-in is the term used for
indicated its intention
imposing losses on a failing
to implement these
recommendations
bank’s creditors, by the writing
before 2015. Both
down or writing off of debt
the EU Commission’s
proposals and the
owed to them by the bank
U.K. implementation
and potentially the conversion
of the ICB proposals
are likely to apply
of their debt into shares or
to a wider range of
other equity positions.
institutions than the
FSB’s initial list of 29
global systemically
important banks.
with the European Commission’s
In the U.K., the ICB has proposed
consultation intending bail-in to
that all unsecured debt (including
preserve the existing hierarchy of
debt subject only to a floating
liquidation proceedings as far as
charge) with an initial term of at
possible.
least 12 months should be subject
There is, however, considerable
to a primary bail-in power and, if
nervousness among many traditional
that is insufficient to resolve a failing
bank investors about the effect
institution, with a potentially much
of such provisions. Many of these
wider category of unsecured debt
investors may therefore look to a
being subject to a secondary bail-in
wider range of debt investments
power. The European Commission
that do not carry bail-in risk.
is expected to propose that all
Although covered bond structures
unsecured senior debt of a financial
are an obvious alternative, they are
institution should be eligible for
unlikely to meet the needs of all
bail-in, with only limited exceptions
existing bank investors, many of
including liabilities arising from repo
whom may be looking for highertransactions and other title transfer
yielding investments and a wider
collateral arrangements, deposits
risk profile than that permitted
covered by a guarantee scheme and
under relevant covered bond
short-term liabilities with an original
legislation. Whilst off-balance sheet
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securitization structures may be a
possible alternative investment, such
investors may also consider a wider
range of asset-backed debt including
structures that contain hybrid
elements of both existing covered
bond and securitization structures.
Securities could be structured as
either stand-alone issues or continual
issuance programs backed by a pool
of mortgage loans or other assets
which could be supplemented
or substituted by other assets to
achieve flexibility for the bank and
enable longer-dated debt securities.
The similarities to covered bond
programs are clear, though without
the necessity to comply with strict
covered bond criteria, such as
minimum over-collateralization
levels.
Although the bail-in proposals will
create obvious incentives for banks
to consider a wider range of secured
and asset-backed issuances, the
European Commission and the ICB

have clearly signaled the intention
to impose hard limits on the level
of encumbrance of banks’ assets.
This is to put a brake on banks
eroding the pool of assets available
to depositors and other unsecured
investors. They are well aware that
over-encumbrance of assets could
lead to a lack of unsecured, “bailinable” debt in a resolution situation,
which would defeat the purpose
of the bail-in tool. In the U.K., the
ICB has addressed this issue by
requiring banks to hold minimum
levels of bail-inable debt, in addition
to shares and other loss-absorbing
capital, compared to their riskweighted assets, and it is likely draft
EU legislation will contain similar
proposals.
It is far from clear that anxiety
over the status of unsecured bank
debt will result in investors returning
en masse to securitization or similar
debt instruments; doubtless that
would run contrary to the intentions

of some international regulators.
However, subject to their need
to issue a minimum amount of
unencumbered assets and issue
minimum levels of bail-inable debt,
banks are likely to look to a range of
asset-backed alternatives to meet a
significant amount of their funding
needs. Covered bonds will continue
to play an important role in funding
but banks will need to come up
with a wider range of alternatives
to meet investor needs. As investor
confidence returns, it is probable
that off-balance-sheet securitization
will play a role. But we should also
be prepared to see a greater range
of full- or limited-recourse assetbacked issuances by banks, utilizing
securitization techniques to provide
investors with secured non-bailinable debt over a pool of underlying
assets. The coming years will reveal
just how much of an unintended
boost regulators have really offered
to this slice of the market.
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The Recovery Continues For U.S. Auto ABS,
But What Risks Lie Ahead?
By Mark Risi, senior director, ABS ratings, Standard & Poor’s Rating Services

A

fter nine consecutive years
of annual new-vehicle sales
between 16.0 million and 17.5
million units through 2007, sales
dropped sharply to 13.3 million
units in 2008. Auto sales were even
weaker in 2009, at 10.6 million units,
the lowest annual number since
the early 1980s. The weak economy
slowed consumer spending, and
potential buyers often had a harder
time getting financing than in prior
years. In addition, we believe that
uncertainties leading up to the
eventual Chapter 11 bankruptcy
filings of both General Motors
Corp. and Chrysler in 2009 further
weakened consumer confidence in
the industry.
The U.S. auto loan asset-backed
securities sector was not immune to
the larger industry’s troubles. After
peaking at $103 billion in 2005, new
auto loan ABS issuance slipped to
$45 billion in 2009, a 56% decline.
In our view, uncertainties about the
economy and the auto industry, as
well as fears of contagion from the
downturn in the mortgage market,
caused spreads to widen dramatically
as investor demand recoiled.
ABS collateral performance
also weakened during the period.
Underwriting standards had
loosened in 2006, 2007, and into
2008, and the weaker credit quality
of borrowers combined with the
struggling economy spurred a greater
number of defaults on vehicle
loans, and softer demand for used
vehicles led to lower recovery rates
on those defaults. Using Standard
& Poor’s Auto Loan Static Index as
a gauge, cumulative net losses for
those vintage years were significantly
higher than for prior vintages.
Cumulative net losses by month 36
for the 2006-2008 prime vintages

averaged 2.0% of the aggregate
original pool balance, more than
double the 0.95% average for the
previous three vintage years. In the
subprime sector, losses by month
36 averaged 13.0% for 2006-2008
originations, up 63% from the 8.0%
average for the prior three vintages.
Despite this tough credit cycle,
auto loan ABS performed as well,
if not better, than we expected,
and our rating actions on the
sector reflected this stability. In
the two most difficult years for the
industry, 2008 and 2009, Standard
& Poor’s lowered only seven ratings
as a result of its view of credit
deterioration on U.S. ABS auto
loans, compared with 118 upgrades
over the same period. For the most
part, these transactions benefited
from conservative securitization
structures. Most employed a
sequential-pay structure, whereby
credit enhancement (on a
percentage basis) builds as the
collateral amortizes, creating greater
loss coverage over time.

Where Things Stand Now
The recovery for both the U.S.
auto industry and the ABS market
continues. However, auto sales and
ABS issuance still have a way to go
before returning to pre-recession
levels.
U.S. annual auto sales continue to
climb back, increasing almost 20%
in 2011 to 12.7 million units, from
10.6 million in 2009. We believe
that pent-up demand following the
recession continues to strengthen
sales volumes. In addition, usedvehicle sales have started to increase,
with a 9% rise to 38.8 million units in
2011, up from 35.5 million in 2009.
U.S. auto loan ABS volume has
historically moved in step with new
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and used vehicle sales. And while we
have seen this trend continue, overall
ABS volume has not rebounded as
quickly as sales because many of the
large bank lenders do not securitize
their loans. For 2011, U.S. auto loan
ABS volume was up approximately 9%
over the 2009 low, while total newvehicle sales were up 22%. Much of
the increase for auto loan ABS came
from the subprime sector: subprime
volume reached $11.8 billion in
2011, up almost 450% from a low
of $2.2 billion in 2008. In fact, 2011
subprime volume nearly equaled
the total volume for the three prior
years. The increase in overall auto
loan ABS issuance and a significant
tightening in spreads signaled a
return of investor appetite in this
sector as underwriting standards
improved and, in our view, the fear
of contagion from residential housing
subsided.
Underwriting began to tighten
significantly in late-2008. For prime
auto ABS, FICO scores averaged
740 between 2009 and 2011, up
from 715 in 2007 and 2008, and
the average loan-to-value ratio
dropped to 96.53% from 100.36%
for the same comparison periods.
These improvements signal a return
to better-quality borrowers and
stronger loan terms. The subprime
sector has experienced similar credit
tightening in recent years.
These stronger credit
fundamentals have resulted in
better collateral performance.
Cumulative net losses for the 20092011 vintages have been significantly
lower than those of prior vintages.
For transactions in the Auto Loan
Static Index, cumulative net losses
by month 17 on prime collateral
averaged 0.50% for 2009 and 2010
originations, down 57% from an
11
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average of 1.21% for the prior two
vintage years. Subprime collateral
showed similar improvements in
2009 and 2010, with a 47% decline
in losses compared with the previous
two vintages. Standard & Poor’s
ratings on auto loan ABS remained
largely stable in 2010 and 2011,
with 206 upgrades and only seven
downgrades for the two years
combined, reflecting our view of
improving collateral performance.

Where The Sector’s Headed
We believe the auto loan ABS market
will continue to grow over the next
couple of years. However, a number
of issues could influence both the
speed and the magnitude of growth.
We’ve seen some loosening of
credit standards in the past few
months, specifically in the subprime
sector, as evidenced by declining FICO
scores and increasing loan-to-value
ratios. At this time, we believe this
reflects a change in lending standards
as originators look to increase
originations following the extreme
tightening of underwriting over
the past few years. In our view, the
collateral underlying auto loan ABS
securitizations remains stronger than
it was before the recession. However,
we will be monitoring further changes
in lending standards as origination
volumes continue to grow.
If underwriting standards continue
to soften, we would expect losses
to increase somewhat for the 2012
vintage and later transactions. Any
increase in losses would be off of
record lows, however. In addition to
the softer underwriting, we expect
used-vehicle values to eventually
decline after remaining at historical
highs over the past three years.
After bottoming out in late-2008,
used-vehicle values have enjoyed
a strong run, primarily because
demand increased just as the supply
was shrinking due to a slowdown in
new-vehicle sales and leasing (which
reduced the number of used cars
returning to market).
12
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We expect new-vehicle sales will
continue to increase in the coming
years, and the resulting turn-ins
will help boost the used inventory.
Leasing has also been on the rise
in recent years, and we expect the
majority of lessees to return those
vehicles at the end of their terms. As
the supply of used vehicles continues
to grow, we would expect values, and
in turn recovery rates on the ABS
pools, to soften.
We’ve seen an increase in subprime
issuance this year, and we expect
this to continue. A number of firsttime securitizers in the subprime
sector entered this market over the
past few years, including American
Credit Acceptance, Exeter, JD
Byrider, Tidewater, and Westlake.
When analyzing these securitizations,
in addition to other factors, we
review the originator/servicer’s
financial performance and funding
sources, management experience,
and infrastructure, along with its
underwriting, collections, and
servicing platforms. Although some
of these first-time issuers have been
able to achieve ‘AAA’ ratings on their
transactions, we’ve capped the ratings
for many in the ‘A’ or ‘AA’ categories
pending our assessment of further
performance history. As origination
volumes grow, we expect more
subprime finance companies will turn
to securitization as a funding source.
Economic uncertainties both at
home and overseas are a wild card
that could have an impact on both ABS
volumes and performance. In the U.S.,
the economy continues to improve,
but at an anemic pace. Standard &
Poor’s economists currently place the
threat of another U.S. recession at
20%. The more imminent concern lies
in Europe, where events in Greece and
elsewhere continue to weaken the
economy, increasing the possibility of
contagion to the U.S.
Lastly, we believe the impact
of regulatory changes across the
financial sector on auto lending
and auto loan ABS volumes is hard

to predict. The Dodd-Frank Act and
applicable regulations set forth a
number of new requirements for
securitizations, including increased
disclosure of representations and
warranties and related enforcement
mechanisms (under Rule 17g-7),
as well as increased disclosure of
information provided to hired rating
agencies (under Rule 17g-5).
The Federal Deposit Insurance
Corp.’s new rules regarding safe
harbor and risk retention slowed
banks’ issuance of auto loan ABS in
recent years, in our view. However,
bank securitization has begun to
pick up again, with both Huntington
Bank and Bank of America issuing
ABS transactions in 2012.
The Securities and Exchange
Commission plans to update
Regulation AB, which governs
disclosure and reporting requirements
for securitizations, later this year.
Although the rules aren’t final yet,
we understand that the revisions
will ultimately look to improve
transparency regarding the securitized
assets, and perhaps the borrowers.
Increased reporting requirements
often prove costly for issuers, and it
remains to be seen whether higher
issuance costs will slow volumes.

The Rebound Will Likely
Continue
Despite the myriad factors that
could influence the volume and
performance of U.S. auto loan ABS, we
expect the market to continue to grow
as light vehicle sales rebound and the
economy continues to strengthen.
We believe that while both sales
and lending will continue to grow,
lenders will heed the lessons from
the downturn and won’t liberalize
their credit policies to the same extent
we saw in 2006 and 2007. As such,
we expect collateral performance to
remain at least consistent with our
ratings for the foreseeable future,
and rating upgrades should continue
to considerably outweigh rating
downgrades.
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Autos Stalling
(continued from page 1)

has been keeping VW busy this year
and away from new issuance.
Rating agencies downgrading
banks is making it difficult to find
banks to act either as account
banks in securitizations or as
swap counterparties, Rolf told
delegates during the European
Auto Loan and Lease ABS panel.
“It keeps us busy looking at who
has to post collateral, and it also
poses the question—if so many
counterparties are out of the
market, where does the risk go? It

Solvency II:
(continued from page 1)

Threadneedle’s book consists of
holdings on behalf of insurance
companies, with about $2 billion in
asset-backed securities investments,
Cooke said.
Under the regulation, which
is set to go into effect in 2014,
securitization investments held by
insurance companies would incur 10
times the amount of capital charged
to covered bond holdings, panellists
said. That equates to about 700
basis points times an investment’s
duration, according to the directive.
And though a year-and-a-half may
seem sufficient time to make changes
to the rule, insurance investors seem
to be betting against fundamental
revisions to the treatment of
securitizations. “We’ve already seen
a massive change in the investment
behavior of insurance companies,”
said Martin Krause, partner at
Norton Rose LLP, adding that many
insurance companies, whose longterm investment targets extend
beyond the implementation deadline
for the regulation, are “simply forced
to walk away” from securitization.
Panellists didn’t uniformly agree
whether the regulation would translate
into an avalanche of supply from
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doesn’t disappear. Instead, there is
a risk concentration on the very few
[counterparties] left in the market.”
This could lead to a situation
where originators cannot issue
AAA-rated auto loan ABS to the
market if they are unable to find
counterparties, he explained. “What
would then happen? Investors would
have to rethink their strategies, as
they would be faced with investing
in AA rather than AAA.”
The panel said the “perfect
solution” would be to offer fixedrate transactions into the market,
eliminating the need for swap
counterparties in deals. “But we

tested [a fixed-rate deal] in August
2010, and it was not a great
success,” Rolf said, adding investors
still prefer floating-rate bonds and
structures.
Andreas Wilgen, managing
director and head of EMEA ABS
at Fitch Ratings, said he shared
concerns about counterparty
concentration. “It’s not a good
idea to get further concentration
in the swap counterparty area,”
Wilgen told the panel. “But it’s also
a question of systemic risk. You
can blame us for taking the action,
but as Stefan said, the risk doesn’t
disappear.”

insurance companies selling holdings
ahead of implementation. But
Francisco Paez, director at MetLife,
said he didn’t expect a fire sale.
“On the other hand, I also wouldn’t
expect ... to see insurers piling on”
securitization investments, he said.
Panellists did agree on the need
for yield on the part of investors,
and that securitization, which
offers varied risk and yield profiles,
can satisfy part of that need. After
suggesting that ABS represents the
kind of “illiquid, high quality, high
yielding assets” investors need in
a low-yield environment, Cooke
added that the consequences of
Solvency II “[seem] to go against what
governments and economies need
and securitization could do.”
As a result, many insurance
companies may already be looking
into developing internal models

that would allow them to simulate
the credit and yield characteristics
of securitization while getting more
favorable capital treatment on their
holdings. But that option could
involve high development costs
that could be unjustifiable for some
investors, and regulators could shoot
such models down, potentially seeing
them as attempts to financially
engineer around the rules.
“The fact that we’re talking about
this question ... says a lot,” Paez
said, posing the question, “Is there a
way that insurance companies could
take basically the same kind of risk
without getting the same kind of
capital charge?” That the market is
asking that question highlights the
problem with regulation as it stands,
he added, pointing to a “divergence
in capital charges for what is
effectively the same amount of risk.”
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