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INTERAGENCY GUIDANCE ON ASSET SECURITIZATION ACTIVITIES

BACKGROUND AND PURPOSE

Recent examinations have disclosed significant weaknesses in the asset securitization practices of some
insured depository ingtitutions. These weaknesses rai se concerns about the generd leve of
understanding and controls among indtitutions that engage in such activities. The most frequently
encountered problems stem from: (1) the failure to recognize and hold sufficient capitd againgt explicit
and implict recourse obligations that frequently accompany securitizations, (2) the excessive or
inadequately supported valuation of “retained interests”* (3) the liquidity risk associated with over
reliance on assat securitization as a funding source, and (4) the absence of adequate independent risk
management and audit functions.

The Office of the Comptroller of the Currency, the Federd Deposit Insurance Corporation, the Board
of Governors of the Federd Reserve System, and the Office of Thrift Supervison, hereafter referred to
as“the Agencies” arejointly issuing this statement to remind financid ingtitution managers and
examiners of the importance of fundamenta risk management practices governing asset securitization
activities. This guidance supplements existing policy statements and examination procedures issued by
the Agencies and emphasi zes the specific expectation that any securitization-related retained interest
clamed by afinancid inditution will be supported by documentation of the interest’ sfar vaue, utilizing
reasonable, conservative va uation assumptions that can be objectively verified. Retained interests that
lack such objectively verifiable support or that fall to meet the supervisory sandards set forth in this
document will be classified asloss and disdlowed as assets of the indtitution for regulatory capita
purposes.

The Agencies are reviewing ingitutions vauation of retained interests and the concentration of these
asetsrediveto cagpitd. Consgtent with existing supervisory authority, the Agencies may, on a case-

! In securitizations, a seller typically retains one or more interestsin the assets sold. Retained inter ests represent
theright to cash flows and other assets not used to extinguish bondholder obligations and pay credit losses,
servicing fees and other trust related fees. For the purposes of this statement, retained interests include over-
collateralization, spread accounts, cash collateral accounts, and interest only strips (10 strips). Although servicing
assets and liabilities also represent aretained interest of the seller, they are currently determined based on different
criteriaand have different accounting and risk-based capital requirements. See applicable commentsin Statement of
Financial Accounting Standard No. 125, "Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities" (FAS 125), for additional information about these interests and associated accounting
requirements.
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by-case basis, require indtitutions that have high concentrations of these assets rdlaive to their capital, or
are otherwise a risk from impairment of these assets, to hold additional capital commensurate with their
risk exposures. Furthermore, given the risks presented by these activities, the Agencies are actively
conddering the establishment of regulatory restrictions that would limit or diminate the amount of certain
retained interests that may be recognized in determining the adequacy of regulatory cepitd. An
excessive dependence on securitizations for day-to-day core funding can aso present sgnificant liquidity
problems - ether during times of market turbulence or if there are difficulties specific to the inditution
itsdlf. Asapplicable, the Agencies will provide further guidance on the liquidity risk associated with
over reliance on asset securitizations as a funding source and on implicit recourse obligations.
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DESCRIPTION OF ACTIVITY

Asset securitization typicaly involves the transfer of on-baance sheet assetsto athird party or trust. In
turn the third party or trust issues certificates or notesto investors. The cash flow from the transferred
assets supports repayment of the certificates or notes. For severd years, large financid indtitutions, and
agrowing number of regiond and community ingtitutions, have been usng asset securitization to access
dternative funding sources, manage concentrations, improve financia performance ratios, and more
efficiently meet customer needs. In many cases, the discipline imposed by investors who buy assets at
ther fair value has sharpened seling indtitutions' credit risk selection, underwriting, and pricing practices.
Assatstypicaly securitized by ingtitutions include credit card receivables, automobile receivable paper,
commercid and resdentid first mortgages, commercia loans, home equity |oans, and student |oans.

While the Agencies continue to view the use of securitization as an efficient means of financid
intermediation, we are concerned about events and trends uncovered at recent examinations. Of
particular concern are inditutions that are relaively new users of securitization techniques and inditutions
whose senior management and directors do not have the requisite knowledge of the effect of
securitization on the risk profile of the indtitution or are not fully aware of the accounting, lega and risk-
based capitd nuances of thisactivity. Smilarly, the Agencies are concerned that some indtitutions have
not fully and accurately distinguished and measured the risks that have been transferred versus those
retained, and accordingly are not adequatdly managing the retained portion. It is essentid that
indtitutions engaging in securitization activities have appropriate front and back office affing, interna
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and externd accounting and legd support, audit or independent review coverage, information systems
capacity, and oversght mechanisms to execute, record, and administer these transactions correctly.

Additiondly, we are concerned about the use of ingppropriate vauation and modeling methodologies to
determine the initia and ongoing vaue of retained interests. Accounting rules provide a method to
recognize an immediate gain (or loss) on the sdle through booking a“retained interest;” however, the
carrying vaue of that interest must be fully documented, based on reasonable assumptions, and regularly
andyzed for any subsequent vaue impairment. The best evidence of fair vaue is a quoted market price
in an active market. In circumstances where quoted market prices are not available, accounting rules
dlow far vaueto be estimated. This estimate must be based on the "best informeation available in the
circumstances.” An estimate of fair value must be supported by reasonable and current assumptions. If
abest estimate of fair value is not practicable, the asset isto be recorded at zero in financid and

regulatory reports.

History shows that unforeseen market events that affect the discount rate or performance of receivables
supporting aretained interest can swiftly and dramaticaly dter its value. Without gppropriate interna
controls and independent oversight, an ingtitution that securitizes assets may ingppropriately generate
“paper profits’ or mask actual 1osses through flawed |0ss assumptions, inaccurate prepayment rates,
and ingppropriate discount rates. Liberal and unsubstantiated assumptions can result in materia
inaccuracies in financid statements, substantia write-downs of retained interests, and, if interests
represent an excessive concentration of the inditution’s capita, the demise of the sponsoring indtitution.

Recent examinations point to the need for indtitution managers and directors to ensure that:

Independent risk management processes are in place to monitor securitization pool performance on
an aggregate and individud transaction level. An effective risk management function includes
gppropriate information systems to monitor securitization activities.

Conservative vauation assumptions and moddling methodologies are used to establish, evauate and
adjust the carrying vaue of retained interests on aregular and timely basis.

Audit or internd review gdaffs periodicaly review dataintegrity, mode agorithms, key underlying
assumptions, and the appropriateness of the vauation and modeing process for the securitized
asHsretained by the ingdtitution. The findings of such reviews should be reported directly to the
board or an appropriate board committee.

Accurate and timely risk-based capita ca culations are maintained, including recognition and
reporting of any recourse obligation resulting from securitization activity.

Interna limits are in place to govern the maximum amount of retained interests as a percentage of
totd equity capitdl.

Theinditution has aredidic liquidity plan in place in case of market disruptions.

2 FAS 125, at par. 43
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The following sections provide additiona guidance relating to these and other critica areas of concern.
Ingtitutions thet lack effective risk management programs or that maintain exposures in retained interests
that warrant supervisory concern may be subject to more frequent supervisory review, more stringent
capita requirements, or other supervisory action.

INDEPENDENT RISK MANAGEMENT FUNCTION

I ngtitutions engaged in securitizations should have an independent risk management function
commensurate with the complexity and volume of their securitizations and their overall risk exposures.
The risk management function should ensure that securitization policies and operating procedures,
including clearly articulated risk limits, arein place and gppropriate for the inditution’s circumstances. A
sound asset securitization policy should include or address, a a minimum:

A written and consstently gpplied accounting methodol ogy;
Regulatory reporting requirements;

Vauation methods, including FAS 125 residud vaue assumptions, and procedures to formaly
approve changes to those assumptions;

Management reporting process, and
Exposure limits and requirements for both aggregate and individud transaction monitoring.

It isessentid that the risk management function monitor origination, collection, and default management
practices. Thisincludesregular evauations of the quaity of underwriting, soundness of the appraisa
process, effectiveness of collections activities, ability of the default management staff to resolve severdy
delinquent loans in atimely and efficient manner, and the appropriateness of 10ss recognition practices.
Because the securitization of assets can result in the current recognition of anticipated income, the risk
management function should pay particular atention to the types, volumes, and risks of assets being
originated, transferred and serviced. Both senior management and the risk management staff must be
dert to any pressures on line managers to originate abnormally large volumes or higher risk assetsin
order to sustain ongoing income needs.  Such pressures can lead to a compromise of credit underwriting
standards. This may accelerate credit losses in future periods, impair the value of retained interests and
potentidly lead to funding problems.

The risk management function should aso ensure that appropriate management information systems
(MIS) exigt to monitor securitization activities. Reporting and documentation methods must support the
initid vauation of retained interests and ongoing impairment analyses of these assets. Pool performance
information has helped well-managed inditutions to ensure, on a quditetive bas's, that a sufficient
amount of economic capital isbeing held to cover the various risks inherent in securitization transactions.
The absence of qudity MIS hinders management’ s ability to monitor specific pool performance and
Securitization activities more broadly. At aminimum, MIS reports should address the following:
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Securitization summaries for each transaction - The summary should indlude relevant
transaction terms such as collaterd type, facility amount, maturity, credit enhancement and
subordination features, financial covenants (termination events and spread account capture
“triggers’), right of repurchase, and counterparty exposures. Management should ensure that the
summaries are distributed to al personnd associated with securitizetion activities.

Performance reports by portfolio and specific product type - Performance factors include
gross portfolio yidd, default rates and loss severity, deinquencies, prepayments or payments, and
excess goread amounts. The reports should reflect performance of assets, both on an individua
pool basis and total managed assets. These reports should segregate specific products and different
marketing campaigns.

Vintage analysis for each pool using monthly data - Vintage andyss heps management
understand higtorical performance trends and their implications for future default rates, prepayments,
and delinquencies, and therefore retained interest values. Management can use these reports to
compare higtorica performance trends to underwriting standards, including the use of avdidated
credit scoring modd, to ensure loan pricing is congstent with risk levels. Vintage andyss dso helps
in the comparison of dea performance at periodic intervals and validates retained interest vauation
assumptions.

Static pool cash collection analysis- Thisandyss entails reviewing monthly cash recepts
relative to the principa balance of the pool to determine the cash yield on the portfolio, comparing
the cash yidd to the accrud yield, and tracking monthly changes. Management should compare the
timing and amount of cash flows received from the trust with those projected as part of the FAS
125 retained interest vauation andysis on amonthly basis. Some master trust structures alow
excess cash flow to be shared between series or pools. For revolving asset trusts with this master
trust Sructure, management should perform a cash collection analysis for each master trust structure.
These andyses are essentid in ng the actua performance of the portfolio in terms of default
and prepayment rates. If cash receipts are less than those assumed in the origina valuation of the
retained interest, this analysis will provide management and the board with an early warning of
possible problems with collections or extension practices, and impairment of the retained interest.

Sensitivity analysis - Measuring the effect of changesin default rates, prepayment or payment
rates, and discount rates will assst management in establishing and validating the carrying vaue of
theretained interest. Stress tests should be performed at least quarterly. Anayses should consider
potential adverse trends and determine “best,” “probable,” and “worst case’ scenarios for each
event. Other factorsto consider are the impact of increased defaults on collections staffing, the
timing of cash flows, “spread account” capture triggers, over-collateradization triggers, and early
amortization triggers. An increase in defaults can result in higher than expected costs and addlay in
cash flows, decreasing the vaue of the retained interests. Management should periodicaly quantify
and document the potential impact to both earnings and capital, and report the results to the board
of directors. Management should incorporate this andyssinto their overal interest rate risk
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measurement system.®* Examiners will review the andysis conducted by the inditution and the
volatility associated with retained interests when assessing the Sengitivity to Market Risk component

rating.

Statement of covenant compliance - Ongoing compliance with ded performance triggers as
defined by the pooling and servicing agreements should be affirmed at least monthly. Performance
triggersinclude early amortization, spread capture, changes to over-collateralization requirements,
and events that would result in servicer removal.

VALUATION AND MODELING PROCESSES

The method and key assumptions used to vaue the retained interests and servicing assets or liabilities
must be reasonable and fully documented. The key assumptionsin dl vauation analyses include
prepayment or payment rates, default rates, loss severity factors, and discount rates. The Agencies
expect inditutions to take a logical and conservative gpproach when developing securitization
assumptions and capitalizing future income flows. It isimportant that management quantifies the
assumptions on a pool-by-pooal basis and maintains supporting documentation for dl changesto the
assumptions as part of the valuation process, which should be done no less than quarterly. Policies
should define the acceptable reasons for changing assumptions and require appropriate management
approval.

An exception to this pool-by-pool vauaion andyss may be gpplied to revolving asset trugtsif the
master trust structure allows excess cash flows to be shared between series. In amagter trust, each
certificate of each series represents an undivided interest in al of the receivablesin the trust. Therefore,
vauations are appropriate a the master trust level.

In order to determine the value of the retained interest at inception, and make appropriate adjustments
going forward, the ingtitution must implement a reasonable modeling process to comply with FAS 125.
The Agencies expect management to employ reasonable and conservative vauation assumptions and
projections, and to maintain verifiable objective documentation of the fair value of the retained interest.
Senior management is responsible for ensuring the vauation modd accurately reflects the cash flows
according to the terms of the securitization’s Sructure. For example, the modd should account for any
cash collatera or over-collateraization triggers, trust fees, and insurance payments if appropriate. The
board and management are accountable for the “modd builders’ possessing the necessary expertise
and technicd proficiency to perform the modding process. Senior management should ensure that
interna controls are in place to provide for the ongoing integrity of MIS associated with securitization
activities.

As part of the modeling process, the risk management function should ensure that periodic vaidations
are performed in order to reduce vulnerability to model risk. Vaidation of the mode includes testing the

% Under the Joint Agency Policy Statement on Interest Rate Risk, institutions with a high level of exposure to
interest rate risk relative to capital will be directed to take corrective action. Savings associations can find OTS
guidance on interest raterisk in Thrift Bulletin 13a- Management of Interest Rate Risk, Investment Securities, and
Derivative Activities.
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interna logic, ensuring empirica support for the model assumptions, and back-testing the models with
actual cash flows on a pool-by-pool basis. The validation process should be documented to support
conclusons. Senior management should ensure the vaidation processis independent from line
management as well as the modeling process. The audit scope should include procedures to ensure that
the moddling process and vaidation mechanisms are both appropriate for the indtitution’s circumstances
and executed congstent with the ingtitution's asset securitization policy.

USE OF OUTSIDE PARTIES

Third parties are often engaged to provide professona guidance and support regarding an ingtitution's
Securitization activities, transactions, and valuing of retained interests. The use of outside resources does
not relieve directors of their oversight responsibility, or senior management of its respongbilities to
provide supervison, monitoring, and oversight of securitization activities, and the management of the
risks associated with retained interests in particular. Management is expected to have the experience,
knowledge, and abilities to discharge its duties and understand the nature and extent of the risks
presented by retained interests and the policies and procedures necessary to implement an effective risk
management system to control such risks. Management must have a full understanding of the vauation
techniques employed, including the basis and reasonableness of underlying assumptions and projections.

INTERNAL CONTROLS

Effective interna controls are essentid to an indtitution’s management of the risks associated with
securitization. When properly designed and consistently enforced, a sound system of internd controls
will help management safeguard the ingtitution’ s resources, ensure that financid information and reports
are rdiable, and comply with contractua obligations, including securitization covenants. 1t will dso
reduce the possbility of sgnificant errors and irregularities, aswdl as asss in thar timely detection
when they do occur. Interna controlstypicdly: (1) limit authorities, (2) safeguard access to and use of
records, (3) separate and rotate duties, and (4) ensure both regular and unscheduled reviews, including
tedting.

The Agencies have established operational and manageria standards for interna control and information
systems.” An ingtitution should maintain asystem of internal controls appropriate to its Size and the
nature, scope, and risk of its activities. Indtitutions that are subject to the requirements of FDIC
regulation 12 CFR Part 363 should include an assessment of the effectiveness of interna controls over
their asset securitization activities as part of management’ s report on the overall effectiveness of the
system of interna controls over financid reporting. This assessment implicitly includes the interna
contrals over financid information that isincluded in regulaory reports.

AUDIT FUNCTION OR INTERNAL REVIEW

* Safety and Soundness Standards 12 CFR Part 30 (OCC), 12 CFR Part 570 (OTS).
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It is the respongbility of an indtitution’s board of directors to ensure that its audit saff or independent
review function is competent regarding securitization activities. The audit function should perform
periodic reviews of securitization activities, including transaction testing and verification, and report al
findings to the board or appropriate board committee. The audit function also may be useful to senior
management in identifying and measuring risk related to securitization activities. Principd audit targets
should include compliance with securitization policies, operating and accounting procedures (FAS 125),
and deal covenants, and accuracy of MIS and regulatory reports. The audit function should aso confirm
that the indtitution’ s regulatory reporting process is designed and managed in such away to facilitate
timely and accurate report filing. Furthermore, when athird party services loans, the auditors should
perform an independent verification of the existence of the loans to ensure balances reconcile to internal
records.

REGULATORY REPORTING

The securitization and subsequent removal of assets from an ingtitution’ s balance sheet requires
additiond reporting as part of the regulatory reporting process. Common regulatory reporting errors
gemming from securitization activities indude:

Failure to include off-balance sheet assats subject to recourse treetment when calculating risk-based
capital ratios,

Failure to recognize retained interests and retained subordinate security interests as aform of credit
enhancemen;

Failure to report loans sold with recourse in the appropriate section of the regulatory report; and
Over-vauing retained interests.

An indtitution’ s directors and senior management are responsible for the accuracy of its regulatory
reports. Because of the complexities associated with securitization accounting and risk-based capital
trestment, attention should be directed to ensuring that personnel who prepare these reports maintain
current knowledge of reporting rules and associated interpretations. This often will require ongoing
support by qudified accounting and lega personnd.

Ingtitutions that file the Report of Condition and Income (Call Report) should pay particular attention to
the following schedules on the Cal Report when inditutions are involved in securitization activities
Schedule RC-F: Other Assets Schedule RC-L: Off Balance Sheet Items and Schedule RC-R:
Regulatory Capital. Inditutionsthat file the Thrift Financid Report (TFR) should pay particular
atention to the following TFR schedules: Schedule CC: Consolidated Commitments and
Contingencies, Schedule CCR: Consolidated Capital Requirement, and Schedule CMR:
Consolidated Maturity and Rate.

Under current regulatory report instructions, when an inditution’ s supervisory agency’s interpretation of
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how generaly accepted accounting principles (GAAP) should be applied to a specified event or
transaction differs from the indtitution’ s interpretation, the supervisory agency may require the indtitution
to reflect the event or transaction in its regulatory reports in accordance with the agency’ s interpretation
and amend previoudy submitted reports.

MARKET DISCIPLINE AND DISCLOSURES

Trangparency through public disclosureis crucid to effective market discipline and can reinforce
supervisory efforts to promote high slandards in risk management. Timely and adequate information on
the indtitution’s asset securitization activities should be disclosed. The information contained in the
disclosures should be comprehensive; however, the amount of disclosure that is gppropriate will depend
on the volume of securitizations and complexity of the inditution. Well-informed investors, depositors,
creditors and other bank counterparties can provide a bank with strong incentives to maintain sound risk
management systems and internal controls. Adequate disclosure alows market participants to better
understand the financid condition of the ingtitution and apply market discipline, cregting incentives to
reduce ingppropriate risk taking or inadequate risk management practices. Examples of sound
disclosures include:

Accounting policies for messuring retained interests, including a discusson of the impact of key
assumptions on the recorded value;

Process and methodology used to adjust the value of retained interests for changesin key
assumptions,

Risk characteridics, both quantitative and quditative, of the underlying securitized assets,

Role of retained interests as credit enhancements to specia purpose entities and other securitization
vehicles, including a discussion of techniques used for measuring credit risk; and

Sengtivity analyses or stress testing conducted by the indtitution showing the effect of changesin key
assumptions on the fair value of retained interests.

RISK-BASED CAPITAL FOR RECOURSE AND LOW LEVEL RECOURSE
TRANSACTIONS

For regulatory purposes, recourse is generdly defined as an arrangement in which an inditution retains
therisk of credit loss in connection with an asset trandfer, if therisk of credit oss exceeds a pro ratia
share of the indtitution’s claim on the assets® In addition to broad contractua language that may require
the sdlling indtitution to support a securitization, recourse can aso arise from retained interedts, retained
subordinated security interests, the funding of cash collateral accounts, or other forms of credit

®The risk-based capital treatment for sales with recourse can be found at 12 CFR Part 3 Appendix A, Section
(3)(b)(1)(iii) {OCC}, 12 CFR Part 567.6(a)(2)(i)(c) {OTS}. For afurther explanation of recourse see the glossary entry
"Sales of Assetsfor Risk-Based Capital Purposes’ in the instructions for the Call Report.
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enhancements that place an indtitution’s earnings and capitd at risk. These enhancements should
generdly be aggregated to determine the extent of an ingtitution’s support of securitized assets.
Although an assat securitization quaifies for sdes trestment under GAARP, the underlying assets may il
be subject to regulatory risk-based capital requirements. Assets sold with recourse should generally be
risk-weighted asif they had not been sold.

Securitization transactions involving recourse may be digible for “low level recourse’ trestment.® The
Agencies risk-based capitd standards provide that the dollar amount of risk-based capita required for
assets transferred with recourse should not exceed the maximum dollar amount for which an inditution is
contractudly liable. The*“low leve recourse’ trestment applies to transactions accounted for as sales
under GAAP in which an indtitution contractudly limits its recourse exposure to less than the full risk-
basad capita requirements for the assets transferred. Under the low leve recourse principle, the
indtitution holds capital on gpproximately a dollar-for-dollar basis up to the amount of the aggregate
credit enhancements.

Low level recourse transactions should be reported in Schedule RC-R of the Call Report or Schedule
CCR of the TFR using either the “direct reduction method” or the “ gross-up method” in accordance
with the regulatory report ingtructions.

If an indtitution does not contractudly limit the maximum amount of its recourse obligation, or if the
amount of credit enhancement is greater than the risk-based capita requirement that would exigt if the
assets were not sold, the low level recourse trestment does not gpply. Instead, the ingtitution must hold
risk-based capitd againgt the securitized assets as if those assets had not been sold.

Finaly, as noted earlier, retained interests that lack objectively verifiable support or thet fail to meet the
supervisory standards set for in this document will be classified as loss and disdlowed as assets of the
indtitution for regulatory capital purposes.

INSTITUTION IMPOSED CONCENTRATION LIMITSON RETAINED INTERESTS

The cregtion of aretained interest (the debit) typically dso resultsin an offsetting “gain on sae’ (the
credit) and thus generation of an asset. Indtitutions that securitize high yidding assets with long durations
may create aretained interest asset vaue that exceeds the risk-based capita charge that would bein
placeif the inditution had not sold the assets (under the exigting risk-based capita guidelines, capitd is
not required for the amount over eight percent of the securitized assets). Serious problems can arise for
indtitutions that distribute contrived earnings only later to be faced with a downward vauation and
charge-off of part or al of the retained interests.

Asabasic example, an indtitution could sall $100 in subprime home equity loans and book a retained

® The banking agencies' low level recourse treatment is described in the Federal Register in the following locations:
60 Fed. Reg. 17986 (April 10, 1995) (OCC); 60 Fed. Reg. 8177 (February 13, 1995)(FRB); 60 Fed. Reg. 15858 (March
28,1995)(FDIC). OTS has had alow level recourserulein 12 CFR Part 567.6(a)(2)(i)(c) since 1989. A brief explanation
isalso contained in theinstructions for regul atory reporting in section RC-R for the Call Report or schedule CCR for
the TFR.
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interest of $20 using libera “gain on sd€’ assumptions. Under the current capitd rules, the indtitution is
required to hold gpproximately $8 in capitd. This $8 isthe current capitd requirement if the loans were
never removed from the balance sheet (eight percent of $100 = $8). However, theindtitution is il
exposed to subgtantidly dl of the credit risk, plus the additiona risk to earnings and capitd from the
voltility of the retained interest. If the value of the retained interest decreases to $10 due to inaccurate
assumptions or changes in market conditions, the $8 in capitd isinsufficient to cover the entire loss.

Normaly, the sponsoring inditution will eventudly receive any excess cash flow remaining from
Securitizations after investor interests have been met. However, recent experience has shown that
retained interests are vulnerable to sudden and sizesble write-downs that can hinder an indtitution’s
access to the capitd markets, damage its reputation in the market place, and in some cases, threaten its
solvency. Accordingly, the Agencies expect an ingtitution's board of directors and management to
develop and implement policies that limit the amount of retained interests that may be carried asa
percentage of tota equity capital, based on the results of their vauation and modeling processes. Well
condructed internd limits also serve to lessen the incentive of inditution personnd to engage in activities
designed to generate near term “paper profits’ that may be at the expense of the ingtitution’s long term
financid podtion and reputation.

SUMMARY

Asst securitization has proven to be an effective means for ingtitutions to access new and diverse
funding sources, manage concentrations, improve financid performance ratios, and effectively serve
borrowing customers. However, securitization activities so present unique and sometimes complex
risks that require board and senior management attention.  Specifically, theinitid and ongoing vauation
of retained interests associated with securitization, and the limitation of exposure to the volétility
represented by these assets, warrant immediate attention by management.

Moreover, as mentioned earlier in this satement, the Agencies are sudying various issues relating to
securitization practices, induding whether regtrictions should be imposed that would limit or diminate the
amount of retained interests that quaify as regulatory capitd. In the interim, the Agencies will review
affected ingtitutions on a case-by-case basis and may require, in gppropriate circumstances, that
indtitutions hold additiond capitad commensurate with their risk exposure. In addition, the Agencies will
study, and issue further guidance on, indtitutions exposure to implicit recourse obligations and the
liquidity risk associated with over reliance on asset securitization as a funding source.
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