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Abstract

In an effort to revive the credit markets, the Term Asset-Backed Securities Loan Facility
(“TALF") was established by the government as a means to promote private investment in the
asset backed securities market. Asset managers have been quick to move on this program,
using TALF loan facilities to create TALF funds for interested clients. In the following, we
investigate the TALF program and how it could provide liquidity to the credit market as well

as attractive return opportunities for investors.

PREPARED BY MARQUETTE ASSOCIATES

180 North LaSalle St, Ste 3500, Chicago, lllinois 60601 pHone 312-527-5500 wes marquetteassociates.com

Hl
MY MarquetteAssociates



In an effort to re-energize the credit markets, the Federal Reserve and Treasury Department have jointly established
the Term Asset-Backed Securities Loan Facility (“TALF"). TALF is designed to encourage private investments in asset
backed securities (“ABS") and commercial mortgage backed securities (“CMBS") issued by lending institutions. By
providing federal government loans through the New York Fed and requiring small equity investments (“haircut”),
TALF is expected to create attractive investment opportunities for institutional investors. If TALF is successful, the
renewed demand for ABS and CMBS will provide banks with additional funds to lend, therefore expanding the

supply of consumer credit. The following paper examines the details of the TALF program.

Background: How do ABS provide greater access to credit for consumers?

Asset backed securities — securities backed by loans and other assets — have surged in popularity over the last
twenty years, as they appeal to both financial institutions and investors. For financial institutions, ABS are a vital
method of funding loans to consumers and businesses, as the sponsoring institution pools loans it has originated
into asset backed securities which investors then purchase. Such securities have varying degrees of risk and
therefore appeal to a variety of investors; the broad appeal of the instruments to a large investor base has been a
primary factor in the emergence of ABS. By selling the loans in the form of asset backed securities, the sponsoring
financial institutions receive cash in exchange for the future cash flows of the loan payments; the cash they receive
is then used to originate additional consumer loans, while the cash flows of the underlying loans are funneled to the
investors. Historically, as a result of this process lenders were able to increase the availability of credit and reduce
the rates at which they extended loans: credit was inexpensive and attainable. The availability of credit served as

an important ingredient for economic growth.

One of the key forces behind the credit crisis has been a seizure in the ABS market. As liquidity disappeared
from the financial markets, demand for newly issued ABS waned and financial institutions could not place newly
originated debt. Until TALF was announced, issuance of consumer ABS has remained near zero since October, as
reflected by the low amount of issuance in 2008 (see below graph). Not surprisingly, the lack of available consumer
credit dates back to the same month, because financial institutions rely so heavily on the securitization market
to extend credit. With no demand for ABS, the availability of credit disappeared, and led to further economic
declines. For firms that were able to issue ABS, they were forced to do so at historically high yields, therefore

making it prohibitively expensive for many firms to do so.

Exhibit 1: Historial ABS Issuance
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In response to the lack of available consumer credit, the TALF program was announced by the Federal Reserve on
November 25, 2008. If successful, TALF will increase liquidity in the ABS market, thus facilitating consumer lending.
Originally, TALF was targeted to promote liquidity for ABS backed by auto loans, credit cards, student loans, and
loans guaranteed by the Small Business Administration. The program was recently expanded to include CMBS with
the same end goal: expand liquidity in the ABS / CMBS market, and therefore promote greater consumer access to
loans (in the case of CMBS, mortgages). Theoretically, TALF should provide further stimulus to the U.S. economy

by providing greater access to credit for consumers.

Details of the program

As the primary method of increasing demand for newly issued ABS, the Federal Reserve is offering attractive
financing to interested investors. Financing is available between seven and nineteen times equity, depending
on collateral - the available loans require low equity investments from the investor and provide large amounts of
leverage. The minimum loan size is $10 million, with a total of $1 trillion available for potential borrowers. Money
will be lent on a collateralized, non-recourse basis: the borrower must pledge collateral to receive the loan. The
collateral will typically be a fraction of the ABS purchased — such an arrangement is referred to as a “haircut”, and
establishes a small cushion for the lender (the Fed) against potential losses. The size of the equity commitment
(haircut) is 5 — 20%, depending on the type and maturity of ABS / CMBS. The amount of the haircut can not be
increased: it represents the maximum potential loss to investors. As the loan is non-recourse, if the borrower
defaults on the loan, the Federal Reserve Bank of New York will enforce its rights in the collateral and sell the
collateral (the ABS purchased by the borrower) to a special purpose vehicle designed specifically to manage such

assets. The terms of the loan are as follows:

e Three years in length (five years for CMBS)
e Fee is five basis points of the TALF loan amount and is paid by the borrower at time of settlement (which will
typically be at the end of the three year loan period)
® The interest rate on the loan is either fixed or floating and determined by the borrower
* Interest payments are to be made monthly, with a 30-day grace period
® The loan is due at the end of the 3 year period, at which time the borrower may:
- Repay the loan and receive the pledged collateral from the New York Fed, or
- Arrange for sale of the collateral and the NY Fed will deliver it versus any payment due, or
- If the asset matures before the end of year three, the borrower may surrender collateral in lieu of the

loan payment

Given the availability of low interest financing, the use of leverage is expected to enhance the potential returns
available to investors. As the following example illustrates, leverage can transform a single digit return into a

double digit internal rate of return:

Investor NY Fed Total
Dollars $10 $90 $100
Yields 3.25% 2.00% 1.25%
Description Gross ABS Yield Minus TALF Loan Net Yield
Leverage Ratio 10to 1
Estimated IRR per year 12.50%

It is important to note that this is a conceptual example. Yields and leverage ratios will vary with each particular
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TALF investment, but the result is clear — low cost financing combined with high leverage ratios has the potential

to significantly increase returns. This is the premise of the TALF opportunity.

In order to be included as part of the TALF program, eligible ABS must be issued on or after January 1, 2009 and
have a AAA rating from at least two of the credit rating agencies. Underlying loans and leases of the ABS must
have been originated no earlier than 2007, with the exact date depending on the type of loan (auto loan, credit
card loan, etc.). As mentioned above, the underlying loans and leases must be one of the following types to be

included in TALF eligible securities:

e Automobile loans and leases

e Credit card receivables

e Student loans

e Small Business Administration (“SBA") pools

e Residential and commercial real estate loans (for CMBS)

In order to maintain the AAA ratings on the securities, various credit enhancements are in place to insure that
if the underlying loans default, investors can still realize a positive return. The most utilized methods of credit
enhancement are the use of reserve accounts and overcollateralization. Reserve accounts are established to
maintain payments to the various tranches if underlying loans should default, therefore insuring that the expected
cash flows to investors are maintained. Overcollateralization achieves the same end result, but is executed by

establishing lower class tranches which redirect cash flows to the higher priority tranches when defaults occur.

An ABS will include various tranches with different credit ratings; typically the AAA-rated tranches are those with
the shortest maturities. As mentioned above, TALF eligible securities will be those tranches of the ABS rated
AAA, maturing in zero to five years. Different classes of the AAA tranche have different maturities and pay down
principal at different speeds — the shortest duration tranche receives all of its principal before the next shortest
duration receives any principal. TALF funds are expected to focus on the longer duration AAA-rated bonds, which

are the third and fourth tranches and expected to mature three to four years after issue.

As for the tranches not considered for TALF funds, money market funds are expected to purchase the shortest
duration bonds, as the yield on these shorter maturity tranches is not high enough to justify the borrowing rates
offered through the Federal Reserve, and the shorter maturities align better with the goals of a money market fund.
The subordinated tranches of an ABS are not AAA-rated, and would not be eligible for TALF financing. Typically,
the issuer of the ABS retains these tranches for its own portfolio and therefore the redirection of cash flows out of

the lower tranches would not adversely affect TALF investors.
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Example of deal structure

The following graphic illustrates the structure of a TALF deal. The ABS issuer will create a pool of ABS, usually
specific to one sector (i.e. auto loans). In this example, the ABS pool is a collection of auto loans divided into
different tranches based on maturity date and credit quality. The AAA-rated tranches in this example have four
different maturity dates: 1-month, 1-year, 2-years, and 3-years; the investor is purchasing the cash flows which flow
out of each tranche. The cash flows from the underlying loans are split into the different tranches so the 1-month
tranche receives all of its principal before any of the principal on the 1-year tranche is received, thus creating the
different maturity dates. Note that although the principal pay downs follow a sequential pay structure, interest
payments are made to each tranche over the course of the investment, though interest payments cease once the
principal is paid back in full. So an investor who purchases the A4 tranche is paying for both the principal and

coupon payments over the life of the security.

On the right side of the graphic, the Federal Reserve contributes the TALF loans to pay for the majority of the
investment, and the investor deposits small amounts of equity into the respective tranches. For example, the
required haircut for the A1 tranche is 6%, so an investor making a commitment to the first tranche would have to
deposit 6% of his total investment with the NY Fed. Although all four tranches are available for TALF loans, it is
likely only the A3 and A4 tranches would seek TALF financing, with shorter term investors purchasing the first two
tranches without TALF financing. Of the total ABS pool, the four AAA-rated tranches constitute 65% of the security
and are eligible for TALF financing. Of the remaining 35%, 30% is investor equity (the sum of the haircuts required
for each tranche) and the last 5% is overcollateralization via the subordinated tranches which are not AAA-rated

but provide credit enhancement to the ABS.

Exhibit 2: Example Deal Structure AAA - Rated Tranches (Sequential Pay)
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Who can participate?

It is expected that asset managers will take part in the actual TALF loans and subsequent ABS / CMBS purchase;
investors can access the TALF opportunity through these asset managers. In order to participate, an investment
firm must be domiciled in the United States; this requirement includes a branch or agency of a foreign bank that
maintains reserves at a Federal Reserve Bank, or any U.S.-organized vehicle or fund managed by an investment
manager in the U.S. Any participating asset manager must establish a relationship with a prime dealer in order to

execute the transactions necessary to obtain financing and purchase securities under this program.

Plan sponsors will not interact directly with a prime dealer to take advantage of the TALF opportunity; instead,
they can invest with their investment advisors. It is possible to invest via a separate account or commingled fund,
though most plan sponsors are expected to use separate accounts. Under most structures, redemption rights
are limited by the terms of the TALF loan, thus potential investors should be aware of the limited liquidity of the
investment. Fees vary from a 1.00% management fee and no incentive fee to a 0.75% management fee and 15%
incentive fee (no hurdle rate). Plan sponsors should be aware of the risks that TALF strategies involve (see below),
and non-taxable entities may accumulate Unrelated Business Taxable Income (“UBTI"). As the program is currently

structured, access to TALF funding will expire on December 31, 2009; the window to participate will close shortly.

Risks

The primary risks for TALF securities are extension/prepayment, credit, and leverage. Extension/prepayment risk
arises from the maturity dates of the asset and loan not aligning: the asset matures after the loan is due (extension
risk) or the asset matures (prepays) before the loan is due (prepayment risk). Given the target maturities of the
tranches included in TALF funds, extension risk poses the larger threat to impacting returns. If the asset has not
matured - fully repaid its principal — before the loan is due, there could be significant unpaid principal on the bonds
at the end of the loan term. If an asset manager is unable to pay off the loan at maturity, he would likely have to
surrender or sell the bonds, which would lead to a loss of any remaining equity interest. It is possible that market
pricing at the end of the loan term could still provide an attractive return, but given the unpredictable economy,

it is not a guarantee.

Since TALF funds are focusing on the third and fourth tranches, prepayment risk is less likely than extension risk to
impact returns. However, given the unpredictability of interest rates, it is useful to include a brief discussion here.
ABS are pooled loans, and if interest rates drop, consumers are more likely to refinance their loans, and hence
prepay their existing loans, which will shorten the lifetime (and cash flows) of ABS, as the principal value is repaid

more quickly.

Investors must be cognizant of credit risk: the underlying loans backing the ABS could default if consumers default
(rather than repay) on their respective loans. In theory, if all loans of an ABS defaulted, a tranche would not receive
much of its expected cash flow, and the value would drop to a minimal value. However, there are several mitigating
factors when it comes to loan defaults on ABS. The two types of loans expected to anchor this program - auto
and credit card - tend to reflect strong recoveries, as the repossession-auction process for these loans is fast and
efficient. In addition, these ABS require at least five times credit enhancement (as described above) over expected
default rates. Additional protection derives from subordination via tranches and over collateralization. Last, the
new loans included in new issues of ABS are being originated with stricter lending and underwriting standards. In
general, the new securities recognize higher, recession-era post credit collapse expected default rates and thereby

include more credit enhancement and immunity to loan defaults.
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The utilization of high leverage ratios poses a risk to investors. Although multiple forms of credit enhancement are
in place to protect against losses, the use of leverage accelerates the realization of losses if the underlying tranches
lose more than the credit enhancement protects. For example, if an investor deposited $10 million as a haircut and
received $90 million in TALF financing for a $100 million investment, the leverage ratio is 10 to 1. If the ABS loses
$10 million, the investor has lost all of his equity in the deal, even though the investment only lost 10%: leverage

accelerates the loss for the investor.

Interest to date

To date, the TALF program has been successful in re-establishing liquidity to the ABS market, as yields (and
spreads) on new issues of ABS have fallen, and prices have increased. In theory, this should facilitate consumer
lending while decreasing the rate of interest charged to consumers. The exhibit below summarizes the amount of
loans extended through May, which includes the three auctions in March, April, and May. As the table shows, TALF
financing has totaled approximately $17 billion, supporting about $18.5 billion in ABS purchases (the difference is

due to the required haircut).

March April May TOTAL
Auto $1,902,404 $811,023 $2,184,661 $4,898,088
Credit Card $2,804,490 $896,781 $5,524,840 $9,226,111
Student Loan $0 $0 $2,347,483 $2,347,483
Small Business $0 $0 $86,565 $86,565
Equipment $0 $0 $456,076 $456,086
Floorplan $0 $0 $0 $0
Servicing Advances $0 $0 $0 $0

$4,706,894 $1,707,804 $10,599,625 $17,014,323

May saw the expansion of ABS issuance into sectors beyond automobile and credit card loans, though these
two categories constitute the majority of TALF eligible ABS issuance to date. For the year to date, total TALF
eligible issuance is $32 billion, of which $24 billion has been issued in the three auctions. Though these numbers
represent an upward trend from the end of 2008, they pale in comparison to the record issuance in 2006. Perhaps
most importantly, the most recent auction in May was oversubscribed, as insurance companies and other financial

institutions recognized the opportunity to purchase short duration assets with high cash yields.

Not surprisingly, as demand escalates for a limited quantity of eligible assets, expected yields have dropped and
prices have risen. As spreads over the risk free rate decrease, expected returns on TALF funds have dropped from
15-20% to a lower range of 8 - 12%. Of course, return expectations will vary for each specific TALF fund; potential
investors should carefully evaluate each option, as well as their overall asset allocation before making an allocation
to TALF funds. Given the drop in expected returns, Marquette Associates encourages our clients to investigate all
available investment opportunities, including those that do not employ leverage. We will continue to monitor the

TALF landscape as changes are made to the program.

]
MV MarquetteAssociates | uUnderstanding TALF 2009 |7



PREPARED BY MARQUETTE ASSOCIATES

180 North LaSalle St, Ste 3500, Chicago, lllinois 60601 pHone 312-527-5500 wes marquetteassociates.com

The sources of information used in this report are believed to be reliable. Marquette has not independently verified
all of the information and its accuracy cannot be guaranteed. Opinions, estimates, projections and comments on
financial market trends constitute our judgment and are subject to change without notice. References to specific
securities are for illustrative purposes only and do not constitute recommendations. Past performance does not

guarantee future results.

About Marquette Associates

Marquette Associates is an independent investment consulting firm that helps institutions guide investment
programs with a focused three-point approach and carefully researched advice. For 25 years Marquette has served
this mission in close collaboration with clients — enabling institutions to be more effective investment stewards.
Marquette is a completely independent and 100% employee-owned consultancy founded with the sole purpose of

advising institutions. For more information, please visit www.marquetteassociates.com.
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