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EXECUTIVE SUMMARY

Since the 1970s, the Economic Development Administration (EDA) has helped capitalize
hundreds of revolvingloan funds (RLFs) far economic development in America’ s distressed
communities. The agency continues to seek innovative ways to make these RLFs more effective
in bringing much-needed capital to these areas. Today, one of the biggest challenges facing
RLFsisfinding new ways to fund these economic development efforts without large pubdic
expenditures. For many years, financial experts have argued that securitization could become an
important way to chamnel private capital into economic development lending. In the past decade,
there have been a handful of isolated experiments in securitizing loans from economic
development RLFs. The cost of securitization was high in these early trials, meaning either that
RLFs sold their loans at a significant discount or that they were forcedto provide reserve pools
and overcollateralization that severely diminished the value of the deal. Despite this, the RLFs
participating in these experiments have been happy with their outcomes.

Still, securitization as awhole has simply not caught on, in part because RLFs continue
to believe they must accept large discounts to <l their loans in secondary markets. Sometimes
thisistrue; sometimesit isnot. Discounts have many sources, but they most often resuit
because the loans being sold carry below-market interest rates, which reduces their value on sale.
Discounts have also been inflated by the fact that both RLFs and investors have very little
experience in marketsfor RLF loans and securities backed by those loans.

To help move securitization forward and make it a more viable RLF capitalization
approach, EDA began ademonstration program in 1999 to promote several real-world
transactions. EDA defines securitization broadly to include techniques such as the sale of loans
to back security offerings in secondary markets, the pledging of the future income stream of a
loan, and similar activities. The goals of the program were to

1. increase investor familiarity with RLF paortfolios as a new type of investment asset;

2. provide RLF managers information they need to determine if securitization is an
appropriate strategy for them and to pursue securitization more effectively; and

3. help government agencies identify policies to promote successful securitization.

EDA selected four organizations from a national competition to receive funding to conduct
securitizations and report back to the agency on their experiences. Specifically, EDA funded the
transaction costs of these participants, so they would not suffer any “breakup costs’ if thar
transaction failed. Total cost of the four projects was approximately $900,000. Each participant
in the study proposed using a different approach to securitizing their loans. As of spring 2001,
the status of these projects was as follows:
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Racine County Economic Development Corporation, Racine, WI, has pledged its
RLF portfolios for arevolving line of credit with local banks worth $700,000.

South Dakota Rural Enterprise, Inc. has sold notes worth $1.75 million. These
notes, known as “equity equivalent” investments, are uncollateralized, long-term
obligations offering investors the possibility of Bank Enterprise Awards and
highly leveraged credit under the Community Reinvestment Act (CRA).

Community Reinvestment Fund (CRF) of Minneapolis, MN, has purchased 27
loans from EDA-funded RLFs, and used them to back securities sold via private
placement primarily to institutional investors. The loan sales raised $1.2 million
for the participating RLFs. CRF has purchased or committed to purchase
additional loans with a market value of $3.1 million for a second security saleto
be held later this year.

Working with the National Association of Development Organizations (NADO)
Commonwealth Development Associates, Inc. (CDA) of Harvey Cedars, NJ, has
tentative commitments from RLFs nationally to buy approximately $5.6 million
in loans and use them to back security sales. The goal of the CDA transaction is
to sell arated security. To date, CDA has been unable to acquire enough loans to
obtain arating at an attractive price. NADO and CDA have conducted extensive
outreach to membersof NADO' s Economic Development Finance Service
(EDFS) regarding the benefits and costs of securitization.

Overall the direct economic benefits of these transactions have been considerable. The
demonstration projed has

raised $3.7 million innew lending for six participating RLFS;

generated an additional $8.7 million in pending sales from eight more RLFs, to be
included in future security sales; and

set the stage for muchlarger, but difficult to quantify, future benefitsin the form
of new capital raised.

Of course, immediate economic gains are not the primary goal of this demonstration
project. Itsreal benefit should bein the lessons it teaches that make securitization more viable in
the future. The project has clearly shown that the major barrier to securitization today is the
hesitancy of RLFsto <l their loans.
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. The current hesitancy to sell loans comes partly from the fact that RLFs do not
have alarge need for liquidity right now. In the strong market of the late 1990s
and early 2000s, demand for RLF loansis rdatively low because nontraditional
borrowers have been able to receive capital through conventional lendes.

Many RLFs said they would prefer to try securitization after others had, suggesting that fear of
discounts remains high. However, RLFs participating in this projed did not suffer deep
discounts on the sale of their loans, even those with low interest rates.

. More than 100 loans priced in preparation of a transaction, with a medan interest
rate of 7.5%, suffered a median discount of just 6.3%. Several loans sold above
par.

Nonetheless, low interest rates on the original loans remain the biggest contributor to discounts.
For RLFs wishing to try securitization, the project generated several important lessons:

. All RLFs participating were allowed to retain servicing of their loansif they so
desired.
. The two organizations buying loans in the demonstration imposed very similar

eligibility requirements, and required very amilar types of documents for their
due diligence process. CRF re-underwrites each loan, whereas CDA relies on
credit scoring in their respective due diligence examinations.

. The project resulted in collection of avariety of loan sale, servicing, and
collateralization documents that may serve as models for future transactions.

In seeking to increase investor familiarity with loan-backed securities, the project has

. gathered prior research on RLF loan performance into asingle place. This
research strongly suggests that credit risk from RLF losses are not much higher
than those experienced by private banks, with default rates typically being under
8%, and loss rates being much lower than that;

. demonstrated the possibility for regulated banksto earn highly leveraged CRA
credit by investing in RLFs; and

. highlighted several ways that investors can eam CRA credit for securitization, as
well as restrictions on dbtaining such credit.

The project has also highlighted key differences in the way that financial analysts and RLF
operators perceive potential transactions.



Many RLF operators have tended to view discounts as a cost that is only imposed
asaresult of securitization. Financial expertsargue that these are oppartunity
costs that exist whether or not the RLF undertakes a securitization. They argue
that these costs are imposed on RLFs by their decisions to make risky and/or [ow-
interest loans in fulfillment of their public mission.

Financial analysts haveargued that the tendency for RLFs to overcollateralize
their debt to an extreme degree is highly wasteful, because it prevents them from
maximizing the amount of cash available for new lending. RLF operators often
respond that they really do not need to borrow more than they have with the
overcollateralized debt. They also argue that overcollateralization is a cost they
need to accept in order to establish a strong record with local lenders. According
to this view, they will expect to lower the collateral levelsin future transactions.

Finally, the project led to key lessons for federal funders of RLFs

Several RLFs chose nat to participate due to federal restrictions on how they
could use their transaction proceeds, or because they feared that securitization
would make them less likely to receive other federal grants.

The federal government needs to subordinate or release any interest it hasin RLF
loans before they can be securitized. This needs to be done quickly to avoid
interfering with loan transactions. This subordination can make tracking federal
funds difficult in the future.

Borrowers from federally funded RLFs must be monitored for regulatory
compliance even after their loan is sold. Federal agencies approving loan sales
need to be sure that provisions for this monitoring are included in any servicing
agreements.



CHAPTER 1

INTRODUCTION

An Introduction to Revolving Loan Funds

Since their inception inthe 1970s, revolving loan funds (RLFs) have become a standard
tool for local economic development organizations. These funds typically serve as lenders of
last resort—Iending to nontraditional business borrowers unable to acquire all or part of the
capital they need from traditional banks. These nontraditional borrowers may include women,
minorities, and residents of distressed communities subject to current or past discrimination.
They may aso include borrowers with few tangible assets to serve as collateral, or startup firms
with uncertain income. RLFs may also provide very small “microloans’ that would normally be
too small for commercial banksto offer profitably. Often, RLF lending consists of subordinated
“gap” or “bridge loans’ used to make a borrower more attractive to private banks and
supplement the amount they can borrow. RLF loans are often made with balloon paymerts,
subsidized interest rates, and other favorableterms to the borrower. In addition, RLFs often
provide various kinds of technical and business assistance to their borrowers to help them
succeed in their business. RLF loan servicing usually entails working dosely with troubled
borrowers.

In 1997, the nonprofit Corporation for Enterprise Development (CFED) identified over
600 funds supported by federal agencies, such as the Economic Development Administration
(EDA), the Department of Housing and Urban Development (HUD), and the U.S. Department of
Agriculture (USDA) (Levere, Clones, and Marcoux, 1997). CFED estimated that these funds
have made more than $560 million in loansand created or saved more than 200,000 jobs. These
numbers almost certainly underestimate the importance of the RLFs to economic development
efforts. For one thing, CFED was unable to include many funds for which reliable data were not
available! Furthermore, the industry has grown tremendously since the CFED report was
published.

RLFs may also have strategic importance in the communities they serve that is not
adequately reflected inthe shorter term by job creation and lending staistics. RLFs routinely
support activities that ae qualitatively different than those funded by the private sector. Asa
result, RLFs help add dversity to the local economy that would not be present otherwise—even
if traditional lenders were to make more capital available. Likewise while RLFs can be foundin
every kind of community, they tend to be concentrated in economically distressed areas where
additional capital can have its greatest impact.



RLFs’ Ongoing Need for New Capital

Estimating the capital needs of RLFsis complicated and subject to great uncertainty.
However, there are several factors suggesting that RLFs will continue to require significant
infusions of new capital:

. RLF useis continuing to grow. From the perspective of the federal government
and nationally based nonprofit organizations federal RLF programs provide an
efficient means to channel funding to locd groups that are most knowledgeable
about local needs and capacity. Asthe RLF industry has matured, funds continue
to expand their lending into new types of activities.

. In the 1990s, an exceptionally strong econony created large infusions of capital
into private capital markets. Thiskept interest rates low and allowed many
nontraditional borrowers to borrow from private banks for the first time. Their
unprecedented access to private markets has probably suppressed borrowing from
RLFs. Asthe economy cools and this capital surplus shrinks, many small firms
and organizations are likely to find themsel ves |less able to tap private capital
markets, either because interest rates rise or because lending standards are
tightened.

. Even if demand werenot growing, RLFs would still require occasional
recapitalization to offset losses. Most studies have found these |osses to be
relatively small (see Chapter 5). Still, some defaults and delinquencies are to be
expected. RLFsalso may suffer long-termreal |osses because their loans are
often made at low interest rates that do not offset inflation.

For al of these reasons, most RLF managers believe they need additional funding. In their 1997
survey of RLFsin Ohio, CFED researchers found that 85% of fund managers believed they
needed further funding to pursue their mission properly (Levere, Clones, and Marcoux, 1997).
Similarly, astudy conducted for the A ppalachian Regional Commission about the same time
argued that (in Appaachia) there was a significant credit shortfall for “ startups, high-growth
firms, firmsin non-traditional industries, and firms owned by non-traditional entrepreneurs’ (Mt.
Auburn Associates, 1998:104).

Securitization As a Source of Capital

One possible RLF capitalization source that has received increasing attention is
securitization (Malone, 1992; Richardson, 1996). Technically, “securitization” refersto the
process whereby loans or the income from |cans are pledged to ensure repayment of bonds
notes, or other securities. The proceeds from these security sales are subsequently used for new
lending, with payments collected from existing and/or new borrowers used to repay holders of
the notes. For policy purposes, EDA uses a somewhat broader definition of securitization:
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Securitization refers to the technique of securing an investment of new capital
with the stream of income generated by one or more (usually alarge group of)
existing loans. EDA broadly defines securitization transactions to include
techniques such as the sale of loans, pledging the future income stream of aloan,
and similar activities, to access investor capital to increase available funds for
lending. (13 C.F.R. Part 308.8)

The main difference between this definition and the commonly used technical terminology is that
EDA includes collaterdized borrowing and similar types of transactions that pledge aloan or its
income stream as security, even where no note or bond isissued. Inthisreport, | shall use the
EDA definition, although | shall try to be clear whether | am talking aout collateralized
borrowing or more traditional concepts of securitization when that dfference isimportant.

Securitization provides local economic development lenders away to attract capital from
national and global capital markets by treating the payment stream from an RLF s economic
development loans as a tradable commodity. The value of securitization to an RLF depends
largely on the price it receives when it sells or pledges its loans to obtain new funds. | will
discuss the determinants of pricein greater detail in Chapter 4. However, itiscritical for RLFs
to understand that regardless of whether they issue notes themselvesor sell their [oans to an
intermediary, the price they receive for their loans and the conditionsof the sale depend heavily
on the demands of investors operating in broader capital markets.

Usually, RLFs selling their loans will have to absorb some discount. That is, they will be
paid less than the remaning balance of their loans because the loans pay below-market interest
rates and/or because thar loans are perceived by investors as being risky. Many RLF managers
have avoided securitization precisely because they are unwilling to accept these discounts.
Clearly, if the discount associated with the transaction is severe, it can erode the capital base of
the RLF over the longer run. However, the long-term capital position of the RLF depends on
much more than the dscount. Most important, an RLF may very well increase its capital base
over time, even with asignificant discount, if it relendsits funds & higher rates. An RLF may
also compensate for a discount by collecting loan origination and/or servicing fees on new loans
made. Of course, raising interest rates and charging fees entails cost to the borrowers and thus
represents an important policy decision on the part of the RLF. In these kinds of financial
matters, there is no shortcut to building spreadsheets and playing different scenarios out over
time (Maone 1992; Richardson, 1996). In fact, the discounts absorbed by RLFs selling loans
through the demonstration project were quite modest—usually under 10%. Establishing a
competitive market for development loans should lower these discounts even further.

Asimportant as these longer-term implications of securitization are, we should also not
forget that securitization is fundamentally about gaining liquidity. The ability of an RLFto turn
over and receive cash for its loans can be of grea strategic importance The most obvious benefit
of securitization is where an RLF needs additional cash in a hurry to finance a uniquely important
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development opportunity. In such cases, it may even be worthwhile accepting some erosionin
the capital base. The experience of the demonstration participants suggests that it is unwise for
RLF management to assume that this cash will be available immediately. These transactions
take time to put together. Nonetheless, this capital will usually be available more quickly than
waiting for existing loans to be repaid, or waiting for a recapitalization grant.

By allowing lenders to dear old loans from their books and make new loans,
securitization can also help revolving loan funds alter the composition of their lending portfolios.
This can be valuable to an RLF that wishes to diversify its portfolio, redirect lending to specific
types of borrowers, or change the terms of itslending. RLF managers may also use
securitization as a means to increase their future flexibility to respond to sudden challenges and
opportunities by shortening the term of new loans made or by retaining some share of the
transaction proceeds as cash.?

Obstacles to the Development of a Secondary M arket for RLF Loans

Securitization is well edablished as a source of capital for home mortgages, automobile
finance, and many ather types of credit. However, it has only been used on a very limited basis
for funding economic development. Why is thisthe case? As a nascent segment of the capital
market, securitization of economic development |oans faces something of aviciouscircle. On
the one hand, investorsunfamiliar with economic development lending see these markets as
risky and consequently avoid RLF-backed securities. On the other hand, this hesitancy by
investors makes it difficult for the RLF community to complete the volume and variety of
securitization transactions necessary to establish RLF-backed securities as viable investment
assets. Of course, weak demand has contributed considerably to the high discounts imposed on
RLFs selling their loans. These high discounts, in turn, further discourage RLFs from bringing
their loans to market.

It isdifficult to entice private investors to buy new types of assets under the best of
circumstances. For RLFs wishing to securitize their loans, the problem is further complicated by
several unique characteristics of economic development lending. Most obvious, economic
development loans are often subsidized with low interest rates and made to people who cannot
obtain all or part of the capital they need from private banks. These features may be important to
pursuing economic development, but they may make economic development lending less
profitable and riskier than traditional lending. Also in contrast to home and car loans, economic
development |oans are made for awide range of purposes, with great variation in underwriting
standards. This ordinarily raises the transaction costs and uncertainty associated with setting a
price for loans and loan-backed securities. This problem is magnified by the fact that the RLF
industry islargely unregulated and lacks common documentation. Finally, because RLFs tend to
be small and locally managed, loans from several different funds must typically be pooled to
obtain scale sufficient to cover the costs of puiting a deal together.



Largely as aresult of these challenges, RLF-backed securities have sofar failed to attract
the broadest range of private-sector investors possible. While some institutional investors have
been willing to buy securities backed by development loans, they have often been investors that,
while they expect to make a profit, are also willing to accept alower return in order to pursue a
social mission or to obtain credit under the Community Reinvestment Act (CRA). Of course, al
these investors are important, but securitization is unlikely to become areliable and efficient
recapitalization strategy for the large number of RLFs currently operating until it can appeal to a
much broader audience of profit-maximizing institutional and private investors.

On the supply side of the market, both RLFs and the government agencies that fund them
have been slow to try seauritization, partly due to their fear that discournts will deplete their
capital base. Often, RLF managers have faled to understand that they are already eroding their
lending capacity if they make loans at below-market rates—regardless of whether they securitize
their loans or not. Securitization simply makes that oss more obvious and immediate. Skeptical
RLF managers have also worried that investors will pressure them to adopt loan underwriting
and servicing practices that undermine their economic development mission. They have
worried, for instance, that investors will prevent them from lending to risky borrowers, prevent
them from making below-market loans and that investors will restrict the RLFs' ability to work
with troubled firms rather than foreclosing on bad debt. Finally, inthe event they attempt a
securitization and the transaction is not completed—a distinct possibility in thisimmature
market—RLFs will lose all fixed costs associated with assembling the deal, due diligence on the
portfolio, etc. Few RLFs can afford these “breakup costs.” As| show later in this report, these
are all legitimate concerns, but none of them need rule out securitization as an important and
responsible economic development tool. Fnally, even when they accept that securitization can
be avalued tool for economic development, many practitioners do not believe they have the
expertise needed to participate in secondary markets.

Organization of the Report

In the fall of 1999, EDA initiated a demonstration project with the goals of lowering
some of the barriers just described by enabling several real-world securitization transactions.
Four different grantees were chosen, with significant variety in the type of transaction used and
the type of organizationsinvolved. By spring 2001, three of the four grantees had finished their
transaction. The fourth had tentative commitments from RLFs to sell loans and was attempting
to increase the size of its pool to lower the cost of issuing arated security. The remainder of this
report is devoted to extracting lessons from those experiences.

. Chapter 2 describes prior federal efforts to promote more informed use of
securitization for community and economic development. It also describes the
demonstration projed and itsfinal resultsinfurther detail.



. Chapter 3 provides a brief summary of thedemonstration projed, including its
goals, how projects were chosen, requirements placed on selected grantees, and a
brief description of each project as originally proposed.

. Chapter 4 describes lessons derived from the project of importanceto RLF
managers contemplating securitization. This includes information about how to
evaluate whether securitization is appropriate for an organization. It also includes
lessons for managers regarding specific topics such as how a portfolio is valued,
credit enhancement, and regulatory issues. A great deal of emphasisin this
chapter is placed on explaining di scounts and how to reduce them.

. Chapter 5 includes information of importance to potential investors. This
includes basic information about RLFs and their risk characteristics, a discussion
of supply characteristics, and information about obtaining CRA credit for
investments made.

. Chapter 6 describes lessons for government agencies that are considering
allowing RLFsto securitize their portfolios. There are alarge number of issues
such agencies must tackle, including how to subordinate any governmental
interest in the loans being pledged, and how to ensure compliance with federal
regulations on borrowers.

. Chapter 7 is dedicated to a more thorough description of each of the four
Ssecuritization transactions. In each case, | describe the basic transaction, pricing
of the loans, elements contributing to any discount, credit enhancement included,
and documents required.

Note there is no chapter dedicated to intermediaries. Thisis because the lessons of
importance to them were usually also of importance to either buyers or sellers of loans.
Consequently, lessons for intermediaries are dealt with both in the supply and the demand side of
the market (in Chapters 4 and 5).



CHAPTER 2

ONGOING FEDERAL EFFORTS TO
PROMOTE SECURITIZATION

A Brief History of Securitization

Much of the critical development of securitizaion as a means to raisecapital has comein
markets for residential mortgages. Prior to the large-scale use of securitization, local banks and
savings and loans served as the dominant source of funds for mortgage lending. In mog cases,
they also served as the loan originator and loan servicer. Theselocal banks were protected by
regulations that restricted market entry by institutions in other areas or product lines. While this
meant that lending was controlled by local interests, it also meant that the supply of capital
available for lending was limited to the depogts of these institutions. Over the longer run, these
deposits ssimply could not grow fast enough to meet the demand for housing in a growing
economy. To expand the supply of capital available for home mortgages beyond the deposits of
these local institutions, the federal government created the Federal National Mortgage
Association (Fannie Mae) in 1938. Fannie Mae bought mortgages insured by the Federal
Housing Administration (FHA), thereby providing private banks and savings and loan
associations new cash for lending.

For the next thirty-five years, this system was gradually expanded to keep increasing the
funds available for mortgage lending in agrowing economy. Fannie Mae began purchasing
other types of federally guaranteed mortgages (in 1944), and eventually conventional home loans
(in 1972). When Fannie Mae was converted to aprivate institution in 1968, Ginnie Mae was
created to maintain thegovernmental side of the business. Freddie Mac was created in 1970 to
further expand the supply of funds available, and operates as a private corporation similar to
Fannie Mae. Despite this ongoing expansion, growth in the demand for home loans continued to
outpace the growth in deposits available in local institutions. Ginnie Mae issued its first
mortgage-backed seaurity in 1970, with Famie Mae and Freddie Mac following shortly
thereafter. While there were minor differences among them, most of these early offerings
consisted of some form of “pass-through” security, in which locan payments were transferred to
investors along with a guarantee of repayment (either by guaranteeing the loans themselves or
guaranteeing the securities).

Securitization meant that funds for lending were no longer limited by the deposits of the
institution making the loans. However, the early offerings were nat very successful for avariety
of reasons. Initialy, these bonds were subjed to double taxation—once when the loans were
sold to the bond issuer and again when the bonds were sold to investors. This problem was
solved by setting up trusts to handle the transfer of funds. Even then, however, many
institutional investorswere prevented frominvesting in asset-backed securities. There were also
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avariety of state “blue-sky” (full disclosure) laws with the potential to cause difficulties. All of
these problems were complicated by the fad that laws varied from state to state (Ranieri, 1998).

As many of these legd barriers were gradually solved and market circumstances
changed, the use of seauritization exploded inthe 1980s. Fannie Mae issued its first mortgage-
backed securities for conventional loansin 1981, vastly expanding the supply of loans available
to securitize. At the same time, banking deregulation lowered the barriers that had prevented
competition in loan origination and servicing. There was also increasng standardization in
underwriting and servicing, as loan originators began to make loans specifically for securitizing
that were consistent with criterialaid out by Famie Mae and Freddie Mac.

In 1983, securitization took a major step forward with the introduction of the
collateralized mortgage obligation (CMO), atool that had been used inmunicipal bond markets
for many years. Rather than issuing a single bond that looked a lot like the underlying loans, the
CMO treated aloan pool as a set of cash flows that were paid out to a series of securitiesina
prespecified priority. Each security in the offering had a different maturity date and risk
characteristics. Relatively safe, lower yield securities would be paid first. Then, as cash flow
allowed, lower tier (junior) securities would bepaid in succession. This allowed investors with
low tolerance for risk to buy the safest securitiesin the pool. More aggressive investors could
purchase the riskier (less senior) securitiesin return for ahigher yield. In this fashion, the lower
tier securities effectively “credit enhanced” the more senior notes (Ranieri, 1998).

By the 1990s, securitization had come of age Today, automobileloans, credit card
receivables, student |cans, and many other kinds of standardized borrowing are all securitized
routinely. In the early 1990s, securitization was widely used to convert the assets of failed
savings and loans to cash that could be used to reimburse depositors. In fact, by early 1994, the
Resolution Trust Corporation had securitized more than $40 billion in assets, including large
guantities of mortgages that did not meet the traditional underwriting standards of Freddie Mac
and Fannie Mae (Jungman, 1998). The structure of security offerings has also become fa more
complex. Today, alarge securitization may involve dozens of different security classes or
“tranches.” Likewise, many securitizations today (e.g., credit cards) involve revolving pools of
receivables, where new debt is swapped into the pool as existing debts are paid.

EDA and other federal agencies have recognized the potential for seauritization to
provide new capital for economic development in distressed communities throughout the
country. They have also recognized that there are features unique to economic devel opment
lending that make these loans difficult to securitize. In response, several federal agencies have
taken actions to make securitization a more viable capitalization strategy for local lenders.



Small Business Administration

The Small Business Administration (SBA) began securitizing small businessloansin
1985, when it first allowed depository institutions to pool and sell the guaranteed portion of their
SBA loans. Thiswas similar to the original “pass through” on Fannie Mae guaranteed
mortgages. 1n 1992, SBA expanded this by dlowing lenders without deposits (e.g., finance
companies) to securitize the unguaranteed portion of the loans they originate. 1n 1999, SBA
went a step further by allowing depository institutions to securitize the unguaranteed portion of
their loans. Asaresult, SBA has generated a genuine and robust secondary market for small
business lending, with approximately $25 billion in loan guaranteesand $1.3 billion in
nonguaranteed portions of loans having been securitized as of 1999 (BA, 1999).

Unfortunately, the lessons from the SBA experience are only partly applicable to
economic development lending. First, the underwriting of SBA loansis highly standardized and
consequently able to generate the volume necessary to make securitization a very cost-effective
and safe investment. Second, and also in cortrast to RLF loans, SBA loans are usually originated
by private banks. Interest rates on these loans are typically close to market price, and many
current borrowers from economic development RLFs either cannot qualify for or cannot afford
SBA loans. Third, alarge share of these loansare guaranteed by the United States governmert.

Department of Housing and Urban Development

In the early 1990s, the U.S. Department of Housing and Urban Development (HUD)
sponsored research by Cleveland State University to explore issues associated with securitizing
housing rehabilitationloans from RLFs capitalized with its Community Development Block
Grant (CDBG) funds (Dommel, 1995.) Thisresearch included a aurvey of 294 grantees that
were known to have RLFs. Of the 168 grantees responding to the survey, only 12 reported
having tried to sell loans. The researchers then devel oped case studies from experiences with
securitization in Washington, DC; Denver; S. Paul; Raleigh; Kalamazoo; Milwaukee;
Baltimore; Cincinndi; and Saginaw. The HUD RLFs have many smilarities to economic
development RLFs, suggesting that their experience may provideimportant lessons far economic
developers. Like economic development RLFs, the HUD RLFstend to be concentrated in needy
communities. Loans are often made at bel ow-market rates with favorable payment and servicing
terms to the borrower. Usually, the borrowers are unable to obtain credit from commercial banks
and the loans are risky asmeasured by standard criteria, such as |oan-to-value and debt service-
to-incomeratios. In many cases, HUD’ s RLFs take a subordinated pasition with respect to
repayment and collateral. Also in similarity to economic development lending (and in contrast
to commercia lending for housing), there is great variability in underwriting practices and
documentation. Findly, the involvement of the federal government raises many similar issues
for rehabilitation and economic development loans.

Taken as awhole, the 12 HUD securitizations resulted in the sale of 548 |oans, raising
approximately $4.6 million in new cash. Individually, each of the HUD casesillustrated the
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complexity and variahlity of securitization goproaches. The Cleveland State study yielded
many important |esons:

The municipalities studied typically suffered large discounts due to the low
interest rates charged on the loans. On average, this discount was 19.1%. The
average interest rate charged on the original loans sold was 6.2%.

None of the buyers of the HUD-backed loanswere institutional investors
evaluating the investments with traditional criteria such asincome potential.
Over half the buyers were local banks at least partially motivated by the need to
gain credits under CRA. In several instances, the buyers were nonprofit
organizations.

The average time to complete a first-time transaction varied from 7 to 18 months,
with an average around 14 months. For subsequent transactions, thistime
dropped dramatically to just over 8 months. Most, but not all of these subsequent
transactions were to thesame buyers. In at leag one case (Denver), delaysin
completing a transaction contributed to the collapse of a deal, because continuing
repayment during the delay significantly decreased the value of the portfolio.

Buyers used a variety of means to protect themselves from credit risk. First they
tended to buy the least risky loansin any portfdio. Second, buyers usually
required that the seller agree to repurchase or substitute loans in the case of
delinquency or default. Some transactions also required sellersto maintain a
reserve account.

In most cases, documentation necessary to complete the transaction was present
but poorly organized. In many instances, documentation was not made according
to industry standards. In afew cases, key documents such as notes and insurance
policies were missing altogether. These inadequacies in documentation were
central to the collapse of at least one transaction, and led to delaysin others. The
study did not determine if poor documentation contributed to the level of discount
on sae.

The practice of making deferred loans turned out to be a major deterrent to
securitization, since deferred payment provisions tend to reduce the income from
lending and make it less predictable for invegors.

While many of the lessons from the Cleveland State study are valuable for economic
development RLFs, the HUD loans included in the research are for housing rehabilitation rather
than business development. Partly because of this, these loans tend to carry lower interest rates
and slightly longer terms than economic development loans.?
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In addition to the sale of the housing rehabilitation loans included in the Cleveland State
study, there have been several other isolated sales of loans made with CDBG funds. The most
significant of these wasin 1994, when the South Carolina Jobs-Economic Development
Authority (JEDA) sold a security backed by economic development loans to the MacArthur
Foundation. JEDA isan intermediary that helps capitalize local loan funds®. The securitized
portfolio of $11 million included loans pooled from RLFs that JEDA funded. This portfolio was
divided into two classes. The RLF' s best-performing loans were placed into a$7 million senior
security that was sold to MacArthur. The remaining $4 million was retained by JEDA, with loan
payments flowing to the senior security first so that JEDA only got paid after the Foundation.
This credit enhancement allowed the senior bond to be sold at par, with ayield of 7.45%. At the
time, thisyield was equivalent to the return on atreasury security of similar maturity, plus 1.5%.
According to Richardson (1996), this represented a below-normal spread for the risk inherert in
the bonds, estimated to be of BBB quality. The Foundation was further protected from loss by a
reserve account funded from payments on principle to the junior portion. JEDA retained
servicing of the loans, and collected a small srvicing fee.

Based on its experience in pilot securitizations like those described above, HUD issued a
directive on securitizing loans funded by CDBGs in December 1995 (HUD, 1995). This
directive points out that existing programs available at HUD not only allow for securitization,
but can provide additional funds for credit enhancement in the form of loan or security
guarantees and reserve pools. The directive goeson to raise certain issuesinvolved with
securitizing CDBG loans. Among other items they point out is that any federal requirements
imposed on borrowers when the loan was orignated must remain in effect even after theloan is
sold. Also, the directive outlines rules governing the use of new funds raised from the
securitization. Whilethe loan repayments transferred to investorsas aresult of the sale cesse to
be program income, the capital raised fromthe loan saleis classified as program income it must
be used consistent with CDBG program rules

Lessons from the HUD experience are clearly important to RLFs considering
securitization of their portfolios. However, the scale of transactions to date still has been very
small. Securitizationis acomplex topic andthere are many more important questions that need
answering. As an example, most of the HUD securitizations have been local or regional in
scope. Consequently, they have not tested the use of national pooling arrangements that coud
possibly reduce discounts received by the RLFsinvolved. Likewise, HUD’s studies tended to
focus on the immed ate sale of loans, with much less analysis of the securities that are issued
using the loans as collateral. It isunclear, for instance, whether it makes sense to obtain ratings
for loan-backed securities, or whether these transactions can support more complicated forms of
structured finance.
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Early EDA Securitization Efforts

Parallel to HUD’ s efforts, EDA actively encouraged RLFs to experiment with
securitization between 1993 and 1998. As aresult, the agency approved several requests by
RLFsto sell or securitize their loans. However, most of these transactions were never
completed. Two notable exceptions to this were transactions involving the New Jersey
Economic Development Authority and the Virginia Small Business Financing Authority. Both
of these are large RLFs with considerable finance expertise. In March 2001, as part of the
demonstration project, EDA staff went back and interviewed staff from these RLFs to identify
lessons they had |earned from their experience.

New Jersey Economic Development Authority ©

The New Jersey Economic Development Authority (NJEDA) provides business financing
throughout New Jersey, with a strong focus on distressed communities. Typically, these loans
are for gap financing where NJEDA provides 25% of the financing needed by a business,
guaranteeing an additional 25%. The remainder is provided by private banks, with NJEDA
taking a subordinate position on repayment. While NJEDA’s sharemay be as low as $50,000, it
is more often in the $250,000 to $500,000 range. The term on NJEDA loansis set to match
those of the bank loans, with loan terms usually between 5 and 10 years. Interest rates on the
NJEDA loans are made at one percentage point (100 basis points) above prime—significantly
below-market rates for most NJEDA borrowers. Interest rates are variable, with a ceiling st to
protect borrowers from having to make excessve payments in the event of macroeconomic
volatility.

In the economic downturn of the early 1990s nontraditional borrowersin New Jersey
found it increasingly difficult to borrow from private banks. Asaresult, NJEDA found its own
reserves strapped as it tried to meet the demand for affordable credit. In 1995, NJEDA pledged a
$28.3 million portfolio with an average interest rate of 5.9% to NatWest Bank to collateralizea
letter of credit (LOC). The loans were effectively pledged at par (with no discount) because the
value of the LOC was equal to the assessed value of the portfolio. The LOC, in turn, was used to
back abond sale. Under this arrangement, state bonds were issued by NJEDA to be repaid
solely by drawing on the letter of credit. Unde this direct-pay LOC, NJEDA immediately
reimbursed NatWeg for payment madeto bondholders.” Use of the LOC allowed the bonds to
earn a AA rating in the market—the rating of thebank itself. The bonds were 6-year variable-
rate obligations. Other notable features of the transaction included the following:

. All income from the existing loans and any new |oans made after recapitalization
were pledged to payments on the LOC.

. The RLF was required to maintain a reserve account equal to 30% of the bonds
outstanding to guarantee their repayment (equal to $8.5 million at the time of the
bond sale).
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. NatWest Bank required NJEDA to retain a cash reserve of at least 125% of the
debt service due each month. If cash flows from the portfolio were to fall below
125% of debt service onthe bonds, NJEDA coud be required by the bank to
repurchase bonds. To date, this has not happened.

. NJEDA was required to pay a monthly credit enhancement fee to the bank of .8%
of the outstanding bonds.

The New Jersey transadtion highlights an important difference in the way many financial
analysts and RLF managers evaluate these transactions. From the perspective of many private-
sector analysts, thiswas not a highly “efficient” deal for the RLF. Most notably, Richardson
(1996) points out that the large reserve fund requirement meant that $8.5 million was unavailable
for new lending. Likewise, the fact that the new loans were pledged as collatera precluded the
RLF from securitizing or borrowing againg the new loans. In effect, these provisions aded as a
hidden discount.

The RLF sview is quite different. NJEDA was strongly committed to retaining
ownership and servicing of itsloans. Under this arrangement, it was able to do so, and with no
discount. From its perspective, the reserve requirement is very different from a discount,
because the cash in the account reverts to the RLFwhen the bonds are repad. Furthermore, it is
earning usable interest on that cash in the interim.

Another major issue inthe transaction was the choice to issue variable-rate bonds, which
potentially exposed the RLF to considerable interest rate risk. Because the rates on the
underlying portfolio were relatively fixed, NJEDA could end up paying more on the bondsthan
they earned from the portfolio if interest rates rose dramatically. In fact, interest rates did rise
significantly after the transaction was completed. However, NJEDA had done extensive
sensitivity analysis beforehand to determine what would happen in jug such an event, and it
reports that yields paid on the bonds never exceeded 5.5%. At the time of the transaction, the
portfolio was earning approximately 5.9%, and this actually increased over time as older loans
were retired and new ones underwritten at higher rates.

The NJEDA transaction has provided valuable information regarding the types of
financing structures that are available to RLFswishing to retain ownership of their portfolio. It
has also provided valuable information about the issues RLFs must consider when structuring a
deal. Despite the concerns raised by private financial analysts, this was a highly successful
transaction from the perspective of the RLF, because it was able to obtain new capital in the
short-run and still have longer-term growth in the portfolio.

What the NJEDA transaction does not tell usis how RLF loans might be priced in the

open market. After dl, it wasthe letter of credit from the bank, not the underlying portfolio, that
determined the value of the bonds sold. Thereis also some question regarding the replicability of
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the approach. NJEDA required eighteen months to put this deal together, and is an exceptionally
large and sophisticated organization, with a highly trained staff by RLF standards. It also retains
large deposits in the bank that helped in its negotiations. Whether less-well-heel ed organizations
can repeat this approach has yet to be seen, but certainly they can take lessons fromit.

Virginia Small Business Financing Authority

Between 1977 and 1994, EDA made a series of grants to the Commonwealth of Virginia
worth atotal of $8,675,000 for the purpose of establishing revolving loan funds® Much of this
money was loaned through Independent Development Authorities(IDAS), which acted as
intermediaries and reloaned the money to local businesses. The RLFs frequently took a
subordinate repayment position. In 1996, the Commonwealth consolidated the RLFsinto a
single fund, the Virginia Small Business Financing Authority (VSBFA). In 1999, VSBFA
sought to expand its lending activities and planned an aggressive marketing campaign for that
purpose. To enable thisincreased lending, the RLF raised capital by selling 19 loans from its
EDA funds as part of alarger package (Malone, 1998). The average interest rate charged on the
loans was 6.75%. The prime rate was in the range of 8.25% to 8.50% at that time. For most of
the loans included, theloan amount was over $100,000. The loans typically had terms between
five and seven years, although they were seasoned to different degrees. At thetime of sale, the
outstanding principle of the EDA loans was $5.6 million. VSBFA received approximately $4.7
million for the loans representing a discount of 19%.°

To identify potential investors for their portfolio, VSBFA invited goproximately fifteen
nationally known financial organizations to express their interest in purchasing or investing in
theloans. The solicitation included information about VSBFA as well as the detailed
information about each individual 1oan being offered for sale. Theinitial invitation did not
specify that the transadtion had to be awhole loan sale. VSBFA also considered other
securitization options. VSBFA received three responses to the invitation, eventually choosing
Cargill Financial Services Corporation as the buyer. VSBFA also hired two financial
consultants, Laurelwood Capital Inc. and Capital Access Group, LLC (CAG) to assess the
purchase offer made by Cargill, to determine the source of any discount imposed on the sale, and
to help the RLF in reviewing legal documents associated with the sale.

Prior to the actual sale, CAG estimated that thefinal discount would be approximately
19.5%—very closeto theactual figure. CAG further estimated that 10 percentage points of this
were due to the low interest rates charged on the loans. About five percentage points of the
discount were attributable to the underlying ddinquency and default rates on these loans. Three
percentage points were to cover the costs of servicing the loans, and the remainder of the
discount was to cover transaction costs of due diligence, legal fees, etc. In estimating the portion
of the discount attributable to underlying riskiness of the loans, CAG assigned the portfolio a
conservative default rate of 12%. Thisis 2.5 timesthe actual default rate for the portfolio (5%).
V SBFA had carefully selected the loans to be 0ld, excluding any problem loans where buyers
might need special treatment.” In fact, the EDA loansin the portfolio had no record of
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delinquencies at the time of sale. The risk factor also accounted for the fact that the sale was
nonrecourse, meaning that the buyer could not pass any losses back to VSBFA or EDA if the
borrowers failed to perform. In performing due diligence on the portfolio it purchased, Cargill
did its own loan-by-loan analysis.

To proceed with the transaction, VSBFA had to obtain permission from EDA to sell the
loans. Before approving the transaction, EDA required that any proceeds of the sale be rel oaned
within two years of the sale in a manner consistent with the RLF slending plan. Using average
benefit figures from lending by EDA RLFs overall, the agency estimated that new loans made
from the proceeds of the sale would create at least 750 new jobs and leverage about $9.5 million
in additional private-sector financing. Asacondition of the sale, thebuyer requested that
V SBFA relinquish servicing of the loans. In return, EDA required that VSBFA retain the right
to repurchase any loansin the event foreclosure proceedings were initiated, and that Cargill
inform VSBFA before foreclosing. In addtion to seeking permission for the sale of the loans,

V SBFA aso obtained an amendment to its lending plan to ensure that |loans made from the
proceeds of the Cargill sale would meet the same €eligibility criteria EDA had imposed on the
original loans.

There are severa interesting points to be made about this transaction:

. According to VSBFA, Cargill never intended to, and has not, resold or issued
securities using the loans it purchased from them.

. In contrast to NJEDA, VSBFA was quite willing to sell their loans, and was not
especialy concerned with giving up either ownership or servicing of theloans. In
fact, VSBFA staff indicated that it might have been difficult for them to handle
the workload of servidng both the original loans and new |oans anticipated after
the sale.

. Also in contrast to NJEDA, VSBFA staff were not very concerned about the
discount imposed on sale of the loans. While it would have been dedrable to
have alower rate of disoount, they viewed the discount itself as an acceptable cost
of acquiring new capital.

. Although the initial impetus for the loan sale was to generate new lending,
VSBFA found it more difficult to make new loans than expected. Thiswas
largely because of the dramatic turnaround inthe U.S. economy inthe latter half
of the 1990s, which caused banksto relax their underwriting standards (i.e., they
allowed higher loan-to-value ratios), lessening the need for gap financing.

. One of the most difficult challenges VSBFA faced in its transaction was
reassigning the collateral from the RLF to the buyer. In part, this was because the
original loans had been made through IDAS, so each piece of collateral had to be
transferred twice (once by the intermediary and once by VSBFA). Thisinvolved
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dozens of different atorneys, each using their own unique legal documents that
had to be modified and agreed upon by the parties involved.

In the end, despite their notably different approaches and concerns, and despite the
significant costs invdved, both the Virginiaand New Jersey RLFs were very satisfied withtheir
transactions and state they would do them again if they needed additional capital for lending.
Both RLFs make their loans a bit differently than they did previoudy. New Jersey tendsto
make itsloans at rates closer to market than it used to. Virginiano longer makesitsloans
through intermediaries and uses shorter terms than it did in the past, building in balloon
payments where needed. However, both organizations state that these changes would have
occurred anyway and are unrelated to their securitization experience. Neither NJEDA nor
V SBFA indicated that they rely heavily on servicing fees as a source of revenue.

In addition to these isolated experiments in securitization, EDA has dso sponsored
research to investigate the feasibility of securitizing economic development loans. Most
importantly, the agency funded a project tha explored the potential for making “credit
enhancement” grants to fund multiyear debt service reserves or subsidized interest accounts for
public infrastructure bonds issued by base reuse authorities. These credit enhancement
approaches would allow the federal government to leverage its fundswhile limiting its potentia
liability to the amount of any grants provided (Reznick, 1998)."* Subsequently, EDA has
experimented with afew of these credit enhancement grants for military base reuse. However,
the agency has not chosen to use federal fundsfor credit enhancement more broadly. EDA’s
view has been that the market is so poorly developed and so poorly understood that it is not yet
clear how much or wha kinds of credit enhancement are needed, or where the federal
government has aresponsible role to play in credit enhancement. Instead, EDA policy has been
to encourage projects that build market experience, both on the part of RLFs and investors. By
building such experience, EDA hopes to contribute to the development of a market in which
RLFs can obtain the highest prices possible for their portfolios with the most efficient federal
support.
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CHAPTER 3

SUMMARY OF THE EDA DEMONSTRATION PROJECT

Project Goals and Design

In 1999, EDA initiated a demonstration project designed to build on the experience of
others and overcome some of the identified barriers to RLF securitization by supporting a
handful of real-worldtransactions. The spedfic goals of the project were to

1. increase investor familiarity with RLF portfolios as a new type of investment asset.

2. provide RLF managers information they need to

. determine if securitization is an appropriate strategy for them;
. minimize any discount of their loansin the market; and
. maintain loan underwriting and servicing practices that balance investor

and borrower needs.

3. help staff members of government agencies identify policies to promote successful
securitization and determine what forms of oversight might be required in such markets.

To maximize the praobability that real transactions would actually be completed, EDA had
to overcome at least some of the barriers that had previously restricted the use of securitization.
The chosen strategy was to provide grants covering participants' transaction costs (staffing, legal
and rating agency fees, etc.). This effectively insured participants against any potential breakup
costs. Under this appraach, if atransaction cdlapsed, participating RLFs and/or intermediaries
would not be harmed financially, because their transaction costs were reimbursed by the
government. If, on the other hand, a deal were completed successfully, the share of the proceeds
that would normally go to paying the transaction costs would simply flow to the RLF as
increased capital for relending. Any transaction proceeds were required to be reloaned in a
timely fashion in a manner consistent with the RLF’ s lending plan.

In May 1999, EDA issuad arequest for proposds (RFP) that invited organizations to
submit descriptions of potential transactions they would pursue if funded. The RFP did not
specify any preferred securitization approach. Nor did it require buyers and sellersto be
identified in advance. However, proposers were required to:
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. ensure there would be a good faith effort to complete the proposed transaction;

. describe projects that could reasonably be expeded to be replicable by others;

. include a plan to guarantee competitive pricing (as part of this, there was a
prohibition against using federal funds for |oan guarantees or other credit
enhancements designed to influence market prices);

. describe anticipated impacts on participating RLFs; and

. describe how any proceeds of the transaction would be used, ensuring that these
uses would be consistert with the lending plansof participating RLFs

Additionally, participants were required to:

. demonstrate that participating RLFs actually needed recapitalization;
. include EDA RLFsin the project (although othe RLFs could participate as well);
. work with EDA to gather information needed to describe lessons learned from

their experience, including information needed to determine those factors that
influence the discount on loans sold; and

. perform post-transaction monitoring to determine if securitization influenced
future lending and/or servicing practices.

The Participants

By late July, EDA seleded four grantees froman initial pool of thirteen applicants. Final
awards were made in late September. The selected participants had a wide breadth of
experience, with each using a different method of securitization. In one case, the grantee was an
RLF; in the other cases, the grantee was an intermediary. The grantees al tended to operate at
differing geographic scales, and in different parts of the country. The following are brief
descriptions of each grantee and its proposed securitization strategy:

Racine County Economic Development Corporation (RCEDC): RCEDC is a county-wide
economic development agency operating an EDA-funded RLF in Racine, Wisconsin. The
grantee proposed arelatively simple transaction which used its |oans as collateral to back aletter
of credit from local banks.

South Dakota Rural Enterprise, Inc. (SDREI): SDREI is a private nonprofit organization that
makes low-interest loans to local RLFs to capitalize their loan funds. SDREI proposed to pool
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loans from RLFs around the state and market them to investors nationally. Part of the project
was to include a study to determine which among several alternative securitization strategies
would be most appropriate for the state’'s RLFs.

Community Reinvestment Fund, Inc. (CRF): CRF isanonprofit organization located in
Minneapolis, Minnesota CRF has been buying and selling community development loansin
secondary markets for many years, but had not previously purchased loans from EDA RLFs.
CRF proposed to buy loans from EDA RLFs nationally and use them to back bond sales. In the
past, most of CRF's bond sales have been to ingtitutional investors. CRF uses foundation
funding to buy loans and warehouse them until its bonds can be sold.

Commonwealth Devel opment Associates (CDA): CDA isaprivate for-profit firm based in
Harvey Cedars, NJ. Like CRF, CDA proposed to pool loans from RLFs around the country and
use them to back securities marketed to institutional investors nationally. However, CDA’s
proposal differed in several key respects. First, it does not warehouse loans while waiting for
notes or bonds to be issued. Instead, it has helped RLFs to obtain necessary authorization to sell
their loans in advance of an actual sale. Second, CDA intends to obtain an investment grade
rating for its securities The purpose of obtaining arating isto makethe CDA securities
attractive to amuch larger set of investors, many of which are constrained by regulations or
internal rules regarding the types of securitiesthey can invest in. CDA has partnered with the
National Association of Development Organizations (NADO). NADO'srole hasbeento actasa
facilitator and help CDA provide outreach to the RLF community.

Once each project began, EDA continued to have contact with the grantees at several key
points. For the two national intermediaries, EDA served as aliaison to the RLF community,
providing CRF and CDA with alist of RLFsthey could solicit for loans. EDA also published a
brochure describing the demonstration project and identifying each of the grantees. While EDA
offered no official endorsement of the various organizations, the fact that they received EDA
grants to participate in the pilot project provided RLFs interested in securitization some comfort
that the intermediaries had some familiarity with their mission. EDA also invited each grantee to
make presentations at regional and other EDA-sponsored conferences. This encouraged open
competition among the intermediaries seeking to buy loans, and helped RLFs to obtain better
pricesfor their loans. Once an intermediary negotiated a tentative deal with an RLF, EDA’s
approval of sale of theloans, and in most cases, subordination of the government’s interest in
those loans, in accordance with EDA’ s regulations, was required.

A Summary of the Results to Date

Under the original terms of their grants, it wasanticipated that grantees would complete
their securitization transactions in approximately eight months® None of the grantees were able
to meet this deadline. In most instances, this was because they had dfficulties enticing RLFs to
participate. Asthisreport was completed, after approximately 20 months, three projects (Racine
County, South Dakota and CRF) had structured and closed a transaction. In the South Dakota
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case, the hesitancy of RLFs to participate forced a significant change in strategy—abandoning
traditional securitization in favor of an innovative borrowing approach that made use of
incentives offered under the Community Reinvestment Act. CDA has acquired tentative
commitments to sell approximately $5.6 million in loans. However, the number of loans
involved is not yet largeenough to obtain arating at a favorable price.

As of May 2001, the demonstration project had dlowed 6 RLFs to raise goproximately
$3.7 million for new lending. Deals worth an additional $8.7 million had been approved and
were expected to close soon, involving 8 more RLFs. Although they do not have firm

Table 3.1
Status of Transactions and Capital Raised
South D akota Community Commonwealth
Racine Rural Reinvestment Development
County Enterprise Fund Associates Total
Completed $700,000 $1.8 million $1.2 million $3.7 million
transactions
No. of RLFs 2 1 3 6
No. of loans 25 na 27 52
Total 8.0% 2 7.0%
discount
Pending na $3.1 million $5.6 million $8.7 million
transactions
No. of RLFs na 6 2 8
No. of loans na 63 34 97
Discount 8.4% 3.0%
Reasonably na $8.3 million unknown, but
anticipated ongoing
purchases
anticipated
& Discount calculated on loans as priced. RCEDC final transaction detailswere largely unrdated to the
portfolio value. Not all the loans priced w ere used as collateral.
Completed: Transaction structure finalized and final dollar values agreed to; paperwork may not be
completed. Pending: Transaction agreed to by all parties and structure settled, but final dollar values or
approvals may be pending. Reasonably Anticipated: Transaction with high probability of completion in
negotiation but somewhat speculative; dollar values estimates only.
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commitments in place, SDREI expectsto raise an additional $8.25 million in equity equivalent
investments. CRF iscontinuing to buy EDA loans, and further direct lending benefits will
accrue if CDA’stransaction is completed. Using even the most conservative assumptions, the
$900,000 spent on the demonstration appearsto have leveraged severd times that amount in new
private capital for economic development. A large number of loans have been priced for market,
even though some of them were not securitized. This has allowed the project participants to
generate a significant amount of data about what affects |oan pricing, procedures and
documentation required, etc. Even in cases where the securitization has not proceeded exactly as
planned (i.e., SDREI and CDA), agreat dea has been learned and there may be very significant
amounts of capital raised.

Based on the knowledge we have now, it appears the worst fears that RL Fs had about
securitization will not meterialize. In the vast mgjority of cases where loans have been priced as
part of atransaction, associated discounts have been modest—usually under 10%. In every case
where an RLF wished toretain servicing of their loans, they have been dlowed to do so. While
thereisalonger-term trend for RLFs to move more toward market rate lending, there is no
strong evidence so far that their securitization experience has led RLFs to change their lending or
servicing practices.

Perhaps more importantly, a great deal has been learned in the demaonstration project
regarding

. how RLFs should eval uate securitization opportunities,

. actions RLFs can take to reduce discounts;

. opportunities to reduce discounts by clever structuring of the transaction;

. factors that determine the willingness of RLFs to market their loans; and

. actions federal agencies can take to avoid interfering with the market and to

promote RLF securitization.

Let us now consider those lessons more closely.
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CHAPTER 4

LESSONS FOR RLFS ABOUT
SELLING ORPLEDGING LOANS

To Securitize Loans or Not?

The decision of whether or not to securitize a portfolio can be complex. Securitization is
not appropriate for all RLF portfolios, and RLF managers with seemingly identical portfolios
may come to very different conclusions depending on their particular needs. However,
experience gained in thedemonstration projed suggests that RLF managers do not require
specialized financial backgrounds to make these decisions responsibly—provided they are given
adequate information to understand their options fully (Blumfield, 2001; Reznick 2001).

Reasons to Securitize

Securitization isfirst and foremost a means for making the relatively fixed assets of a
loan portfolio more liquid. The most obvious form of liquidity provided by securitization is the
cash raised for new lending. Even with a significant discount, securitization typically increases
lending capability of an RLF significantly inthe short-term. This can be especially valuable
where an RLF has a strategic opportunity that will belost if it must wait for existing loans to be
repaid before making new ones. Of course, there are other ways that liquidity can benefit an
RLF aswell. By alowing lendersto clear old loans from their books, securitization can allow
RLFsto alter the composition of their lending portfolio. This can be valuable to an RLF tha
wishes to diversify its portfolio, increase its cash reserves, redirect lending to new areas or
specific types of borrowers, or change the terms of itslending. One RLF participating in the
demonstration project used securitization to dear low-interest loans from its books, allowing it
to earn increased operating revenue when it relcaned its money at higher rates.

Reasons to Avoid Securitization

In the demonstration project, many RLFs indicated they were not interested in
securitization because they had no need to make new loans. On the surface this may seem
difficult to understand, since most distressed areas have unmet demand for additional economic
development lending. However, there are many legitimate reasons why an RLF may choose not
to make additional loans:

. There may not be aready population of high-quality projectsto fund. Thisis
especialy truein rural areas and small markets where quality projects may not be
available at al times. It may also be true where local capacity to undertake
projectsis weak, wherethere is a shortage of local workers with the specific skills
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needed for the project, or where infrastructure is substandard. In short, the area
may not be “devel opment ready.”

. RLFs may lack the management and/or staff to monitor alarger portfolio of loans.

. An RLF may need to reevaluate its strategic goals and approach before making
new loans.

Despite these important exceptions, we believe that most RLF managers can use
occasional infusions of new capital. Indeed, the vast mgjority of RLFs participating in the
demonstration projed indicated that they needed funding immedately to make new loans. Still,
even where there is high demand for lending, securitization may not be the best means for
suppling the necessary capital. Most importantly, private bankers may be able to meet the
demand for local development capital. Typically, RLFs have arisen in direct response to
ongoing failure by private markets to provide nontraditional borrowers with capital at an
affordable price. However, this changed somewhat in the boom economy of the late 1990s, as
large infusions of capital into the U.S. banking system made it eader for many nontraditional
borrowersto obtain capital from private sources. Even if private capital is not available, RLFs
may have access to low-cost funding from foundations or other granting organizations, which
also see their contributions increase in good economic times. There have also been public
policies, such as the Community Reinvestment Act, that give private banks greater incentives to
lend in distressed communities. Still, supply conditions can change quickly and dramatically.
Of course, as the boom economy cools, we should expect increasing demand for RLF loansas
private capital is less forthcoming.

Another reason why RLFs might avoid securitization is that it can deprive them of
income streams that are crucial to their everyday operations* In principle, an RLF can
replenish this revenue by immediately relending the capital it receives upon the sale of itsloans.
In practice, however, thismay not be possible. To offset thislost income, some experts have
advocated that RLFs increase interest rates and charge higher fees for originating and servicing
loans. These are possihilities, although they may conflict with RLFs' efforts to keep costs down
for their borrowers. Also, many fees are one-time charges that do little to supplement ongoing
revenues. In general, the RLF managers we interviewed that had experience with securitization
did not describe originaion and servicing feesas an important source of revenue for their
organizations.

Still another reason why an RLF may choose not to securitize its portfolio is to avoid
federal regulations. When an EDA loan is sold, any new loans made from the revenue raised
must be made in accordance with EDA regulations. We heard of at |east one casein the
demonstration project where an RLF chose not to securitize for this reason. The particular RLF
had been funded as a reponse to the 1994 Northridge earthquake in Southern California, so new
loans had to be made for disaster-related purposes. Despite ongoing need for economic
development in the aren, the RLF could not find enough applicants meeting the disaster criteria.

-23-



In another case, an RLF chose not to sell its loans because it feared that raising cash by
securitization would make it appear too wealthy and hurt the organization’s chances of receiving
future grants. In yet another instance, an RLF stated that it was afraid to open its books to
outsiders. Evidently, some of its earlier loans had been poorly documented. Again, it feared this
could jeopardize its ability to obtain subsequent grants.

The Role of Discounts

In the past, and in this demonstration project, many RLFs have avoided securitization
because they fear deep discounts that may be imposed at the time of sale. The discount in a
securitization is simply the difference between the balance due on aloan or portfolio and the
market price that private investors are willing to pay. Later in this chapter, we will describe how
the discount is calculated. For now, we are concerned with identifying how and when a discount
should affect the decision to securitize or not to securitize. There are two main reasons why
investors may be unwilling to pay full price for loans or |oan-backed securities they purchase:

. the underlying loans may be made at below-market interest rates. When investors
buy aloan, or a security backed by al oan, they are essentialy buying the income
stream from repayment of the loan. The income received depends both on the
interest rate and the length of repayment (as well as any balloon payments). If the
interest rate on the loan is below what investors could earn on another investment
of comparable term (e.g., a Treasury note of comparable maturity), they will not
be willing to pay as much for the loan; and

. the investments may be risky because the |oans are made to weak businesses,
there are federal regul&ions on the loans, or market conditions could change. In
such cases, investors will lower the price they are willing to pay in order to
compensate for the likelihood their return will be lower.

Obvioudly, the deeper the discount, the less capital the RLF will receive to make new
loans. If an RLF takesa deep discount on a sale then relends its cash at bel ow-market interest
rates, the RLF can experience significant erosion of its capital over the longer run. However, the
presence of adiscount, by itself, may not be a good reason to avoid securitization. Consider the
case of an RLF that charges below-market interest rates on itsloans. Clearly, when the loans are
repaid, the RLF will have less capital availableto relend than if it had made its original loans at
the market rate. Thisloss occurs whether the loans are subsequently sold or not. We can
measure the size of thisloss today by calculating the present value of the portfolio assuming the
loans had been made at market rates and comparing it to the present value of the portfolio with
loans made at the subsidized rate. All else being equal, this differenceis precisely the discount
that would be imposed by an investor at the time of sale. In this case—where the discount is
driven solely by the fact that the RLF makes low-interest loans—the discount simply represents
the present value of a loss that would have been incurred anyway. Stated another way, if the
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RLF took its cash and reinvested it at market rates, it would have the same amount of capital
available when the loans are repaid as it would if it had never securitized its portfolio. The rea
loss occurs because the loans are made at below-market rates—and thét lossis often
compounded when an RLF securitizes its portfolio, then continuesto relend the new cash at

bel ow-market rates.

Lending to risky borrowers and at below-market rates are policy choices that RLF
managers make. These policies have costs. The discount simply makes the cost of those
policies more visible. Thereisno reason to avaid securitization simply because thereisa
discount imposed if those costs are being incurred anyway as a matter of policy. Thereal
guestion is whether those policy choices are necessary to support the economic devel opment
mission of the RLF. Lending to risky borrowersisamost certainly a critical part of that
mission. It has yet to be shown that lending at below-market rates is asimportant.

Other components of the discount are less policy-driven. If an RLF s portfolio is
discounted because it ismistakenly perceivedto be morerisky than itreally is, then the RLF will
suffer alarger discount than it should—a greater loss than if it simply held the loans. So, if an
RLF s portfolio is being discounted because the RLF keeps sloppy |can records or because
investors are unfamiliar with RLF lending, the RLF manager should think twice before selling
loans.

Evidence on Discountsfrom the Demonstration Project

Just how largeisatypicd discount? Aspart of thedemonstration projed, we examined
the discounts imposed on 115 different loans from 9 different RLFs. 90 of the loanswere priced
by one organization and 25 by another. Not all of these loans were ultimately sold or pledged,
but all went through aformal market valuation. Across the entire sample, the total outstanding
balance on the loans priced was $6.4 million.” The market value of the loans was $5.8 million.
This represents a gross discount of 9.6%. In fect, thisfigure is somewhat inflated, because there
were afew large loans that received very large discounts (one loan was discounted by 62%).
Given the skewed nature of the distribution, a more representative measure isto look at the
median. Thisistheloan inthe middle of therange—where half the loans have higher discounts
and half have lower ones. For our sample, the median discount was just 6.3%. Fully two-thirds
of the loans that were priced received discounts less than 10%, and several 1oans were actually
priced above par. CDA, whileit has not actually purchased any loans, estimates that at current
interest rates, it will achieve a net discount of approximately 3%.

Clearly, one reason far the low discounts expeienced was the fact tha interest ratesin
the broader markets were at historically low levels. Were interest rates to increase, investors
would demand higher returns and RLFs making loans at low interest rates would suffer a greater
discount.
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It isalso likely that part of the reason for this small discount isthat RLFs tended to
engage in “creaming” or “cherry picking” whereby they included only their best loans. 1t may
also be that the RLFs participating were those that tend to make loans at or near market rates.
Whatever the reason, the median interest rate on loans included was somewhat higher than we
might expect to find for RLFs overall—with amedian around 7.5% (about 2 percentage points

Table 4.1

Eligibility Guidelines for RLFs
Suggested by Intermediaries

Commonwealth Development
Associates

Community Reinvestment
Fund

Minimum loan balance
Remaining term of loan
Seasoning

Intered rate type
Balloon payments

Subordinated payment
position

Borrower tenure

Collateral

Debt service/
delinquencies

Leverage ration
(debt to worth)

Taxes and Insurance
N/A - not applicable

$10,000

less than 15 years
1 year minimum
fixed only
allowed

secondary and tertiary position
allowed (collateral dependent)

in business at least 2 years

1% or 2™ lien on commercial real
estate, machinery, personal real
estate, personal guarantees

no more than four 30-day or 2 60-
day delinquencies in past 24
months

N/A

current

$10,000

less than 10 years
1 year minimum
fixed only
allowed

secondary position allowed

tenure not gecified. loans
seasoned 1 year

personal guarantees
collateral coverage of 1:1

debt service coverage of 1:1
payments current since
origination of loan

not to exceed

current
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below prime at the time the loans were priced).® The loansincluded also had arelatively short
term remaining—with amedian of 5 years.

Loan Eligibility

In principle, aimost any kind of loan can be securitized if the owner of the loan iswilling
to accept alarge enough discount. During the savings and loan crisis, the RTC was able to
securitize loans that few people thought had any value whatsoever. In practice, however, the
vast mgjority of investors favor loans that ae less risky than this. Table 4.1 shows the suggested
standards for loans invited by CRF and CDA to participate in the demonstration project. These
are not strict standards. In fact, both organizations accepted |oans that failed to meet one or
more of the criterialiged. However, the table does show the types of loans that each
organization targeted. Both organizations had very similar views regarding the types of loans
they wanted, and what they thought RLFs might provide.

Preparing a Portfolio for Securitization

Once an RLF has determined that securitizationis a viable option, the RLF analysts need
to inspect their portfolio records to prepare for due diligence proceedings. Incomplete or poorly
maintained loan documents can result in alarger discount, may increase transactions costs, and
can slow atransaction. Most potential buyers of RLF portfolios will require very similar
documentation. Common records critical for due diligence are described in Table 4.2.

Identifying Potential Investors

For RLFstrying to use their loan assets to raise capital, it isthe investor that ultimately
determines the value of their portfolios and the conditions imposed on any transaction. The
universe of potential investors varies tremendously with the capitalization approach taken. For a
collateralized borrowing, lenders will typically include local banks and foundations. In cases
where securities are issued, RLFswill often sell or pledge their loans through an intermediary,
but the ultimate market will be investors interested in the loans as a payment stream. Below, we
consider some of the primary investors of importance to RLFs, as well astheir concerns
tolerance for risk, and investment capacity.
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Table 4.2

Documents Required for Due Diligence

Inform ation Required (applies to each loan included in CDA CRF
transaction unless stated otherwise)

Basic borrower information: contact information, purpose of the e e
business, |egal structure of the borrower, etc.
Loan origination and closing documents: |oan agreement, v v
repayment schedule, warranties, purpose of the loan, evidence of
fee payments, checklist for servicing system, etc.
All recorded mortgages, notes, liens, deeds of trust, pledge v v
agreements, security agreements, etc, endorsed by seller where
applicable
Record of payment history: including original and outstanding v v
balance; term/maturity; history of delinquencies, writeoffs, & debt
restructuring
Evidence of title insurance and insurance on collateral, with annual v v
certifications
Description of statutory/regulatory issues imposed by RLF funders, v v
as well as any history of compliance problems or issues
Attorney letter verifying the adequacy of loan documents v v
Borrowers’ current financial statements v 3yrs.
UCC-11 search documents to perfect security interest of the seller v v
Finandial gatements of theRLF v
Portfolio summary for the RL F, describing the balances, v v

delinquency history, foreclosures/writeoff history, etc, of all loans
in the portfolio (not just those loans being sold).
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Banks

Local banks are an obvious source of capital for RLFs. Lending istheir business, and
they tend to have avested interest in local economic performance. Consequently, local bankers
are usually sympathetic to what economic developers are trying to achieve. Indeed, itis
extremely common for bankers to be represented on the governing boards of RLFsin the
communitiesthey save. In the Racine County case, and in the New Jersey Economic
Development Authority case described in Chapter 2, economic devel opment agencies
successfully used their loan portfolios as collateral to establish credit with local banks.

Banks are also subject to CRA. Under CRA, federal banking regulators are required to
examine a bank’ s record of meeting the credit needs of its community and consider this record
when considering applications by the bank to merge, acquire other operations, relocate, etc.
With the banking industry’ s wave of mergers and acquisitions over the past decade, a handful of
banks have made large economic and community development investments explicitly to earn
CRA credit. Banksinvesting for CRA credit bring tremendous resources to the market for RLF-
backed securities, and may be willing to accept higher credit risk than other institutional
investors. Interestingly, in the Racine County case, one local bank actually withdrew its
participation in RCEDC' s collateralized borrowing shortly after it was acquired by alarger
operation. This suggests that CRA credit may not be enough to offset the loss of local control
over lending decisionsthat often accompanies merger activity. In the South Dakota case,
SDREI was able to use afinancial instrument known as an “equity equivalent investment” to
obtain very low-cost cgpital in return for exceptionally favorable CRA treatment for investors.

Institutional Investors

Institutional investorsinclude banks, insurance companies, universities, mutual funds
pension funds, and other organizations that routinely reinvest deposits for profit. This segment of
the market accounts for the overwhelming mgjority of demand far mortgage and other asset-
backed securities. It also represents a huge potential market for RLF loan-backed securities.
Institutional investorsare investing other people’ s money and have fiduciary responsibilities to
protect those deposits. Asaresult, they are typically conservative, placing a high priority on
preservation of capital, liquidity, and income stability. Reznick (1998) points out that many of
these investors prefer securities with maturities less than ten years.

In the course of the demonstration project, it became clear that there are different
categories of ingtitutional investors, and that even the financial expertsinvolved in securitization
may disagree on precisely what an institutiond investor is. Some expertsinsist that institutional
investors are those ingtitutions and organi zations that will only purchase highly rated securities
in order to minimizerisk. These institutional investors also typically favor relatively large
investments in highly standardized assets that allow them reduce transaction costs to help offset
the relatively low rates of return characteristic of their conservative investments. Other expats
suggest that institutional investors may include banks seeking CRA credit, as well as pension
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funds and other for-profit investors that do not necessarily seek the highest level of return when
their investments support some important public purpose, such aseconomic devel opment.

We know of no case to date in which economic development loanshave been used to
back arated security. Thisis primarily because dbtaining arating at a reasonable cost still
requires that arelatively large number of loans be included in the transaction, so that the rating
agencies can perform reliable statistical analyses necessary to rate the securities. Inthe
demonstration project, only CDA proposed to obtain arating. CRF considered obtaining a
rating for its securities but determined this was not cost effective for the size of transaction it
intended to undertake.

Private Individuals

Individua investors are adiverse group. Some individual investors seek higher rates of
return and are less risk-averse than typical institutional investors. These individuals represent a
major source of demand for below investment grade (“junk”) bonds that are relatively risky but
pay highyields. A makedly different, and growing, group of indvidual investors have targeted
“socially responsible” investments such as environmentally sensitive or labor-friendly
companies, and invegments in community and economic devdopment. Often, these investors
are willing to accept lower rates of return in order to support their chosen causes.!” Overall,
individual investors aimost always engage insmaller transactions than their institutional
counterparts. Unfortunately, attracting large numbers of private individuals into this market may
require that securities be marketed through public offerings. In past securitizations, including
the transactions proposed and undertaken in this demonstration project, securities have not been
sold in this fashion because it entails much more oversight by the Securities and Exchange
Commission.

Foundations and Charitable I nstitutions

Led by large foundations such as Ford, McArthur, Casey, and Mott, a growing number
of charitable institutions have sought to stretchtheir available funds by making “program-rel ated
investments” (PRIS). Initially structured as loans or loan guarantees to organizations, PRIs have
taken on new sophistication in recent years, including investment in asset-backed securities. As
aresult, the line between PRI, and institutiond investing has become blurred. Asinvestors
charitable institutionsmay be willing to accept higher levels of risk and/or lower returns than
institutional investorsin order to promote the causes they are supporting (Baxter, 1999).
Relative to the scale of investment possible from profit-maximizing investors, foundations
represent atiny part of the market. However, they have become very proficient at leveraging
their limited dollars. In the case of CRF, for instance, foundation investors not only buy the
loan-backed securitiesthat CRF issues; they also provide CRF with working capital to
warehouse loans whilethe organization acquires |oans and seeks out buyers. In some instances,
foundations and charitabl e institutions may be able to make investments that are large enough to
“tip the scale” and make a transaction possible that was not feasible without their intervention.
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How Your Portfolio is Valued

Before an RLF can pledge or sell itsloans, it must have each loan assigned a market
value. In this demonstration project, all RLF loans were valued using very similar methods. To
an investor, aloan’s value liesin the future stream of paymentsit generates. However, when a
loan is traded or pledged, we must express the value of that future payment stream in today’ s
dollars. The standard method for making such valuationsisto calculate the “present value”’ of
the payment stream. Thisisfamiliar language to many readers, but for those who do not have an
intuitive feel for what it means, let me explain it briefly. The present value of afuture payment
is simply the amount of cash held today that is required to generate agiven payment in the future
at some assumed interest rate. Thus, for instance, if current interest rates are 8% annually, and
you are guaranteed a payment of $108 a year from now, the present value of that investment is
$100. However, if interest rates were to rise to, say 10%, the present vadue of that $108 would
declineto $98. Why isthis? Because you could generate the same payment with just $98
invested over the sameperiod at the higher rate. Imagine someone was buying the right to tha
future payment from you. They would not pay $100 when they coul d generate the same
payment themselves simply by investing $98 of their own money at current rates. Stated in
terms of aloan portfolio, if your money is locked into 8% loans and interest rates subsequently
rose, your portfolio would be worth |ess because a potential buyer could earn the same return
with asmaller investment. To compensate the buyer for that 10ss, the portfolio would normally
receive a 2% discount on the sale.

Present value cal culations are easily done with any standard spreadsheet program. We
simply need to know the cash flow from each loan at each period in the future. The interest rate
assumed is equal to thecurrent rate of return that investors could earn on their investment. This
isreferred to as the “ discount rate” and is not to be confused with the “ discount” imposed on the
portfolio. In our example, the discount imposed on the loan was 2% when the discount rate was
10%. Likewise, apresent value calculation will awaysinvolve a discount rate, but it may not
involve a discount. Consider a portfolio where all loans are made at market interest rates. If we
ignore transaction costs and risk for the moment, this portfolio would have a discount rate et
equal to the current rate of return on capital, but it would have zero discount (because the
investor could not earn more by reinvesting his/her cash elsewhere). It isimportant to note that,
in cases where the loans in a portfolio are made at interest rates above current market rates, RLFs
may be able to sell their loans at a premium above their face value.

Factors Affecting the Discount Rate

The discount rate is critical, because it determines the price of the loan. Typicaly, the
discount rateisinitially set equal to the current yield on Treasury notes with a comparable
maturity date. Thus, if the loan to be sold maturesin 5 years and has asingle payment due at
maturity, the analysts will compare it to a 5-year Treasury note. It does not matter whether it isa
new 5-year loan or a 10-year loan that has been seasoned for 5 years. The Treasury yield isthe
largest single component of the discount rate 1n general, different analysts will use identical
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yields to set the basic discount rate for any given portfolio. Bonds with longer maturities usually
pay higher yields to compensate investors for the fact that their capitd islocked into relatively
fixed investments. Smilarly, loans with longer maturities will suffer a greater discount to
compensate investorsfor the fact that their money is unavailable to make other investments In
the event that interest rates rise, the investor will miss out on an opportunity to earn a higher rae
of return.”® Thisis often referred to as “interest rate risk.”

There is more to calculating the discount rate, however, than just determining the proper
Treasury yield to use. Virtually any analyst will adjust this base Treasury rate by some “ spread.”
The spread is an adjustment (increase) in the disoount rate used to compensate for additional risk
and uncertainty. Common types of risk considered in pricing a portfolio are summarized in
Table 4.3. Because attitudes toward risk vary from one investor to another, different investors
may apply different spreads to the same portfolio. The spread is aso heavily affected by the
discretionary lending policies of an RLF. Firally, the way in which securities to be sold are
structured will determine the price demanded by investors, and conseguently the price that can
be paid to loan sellers. Let us consider some of the specific items tha can affect the spread
portion of the discourt rate.

First and foremost, there is always some adustment for credit risk—the risk a borrower
will default or be delinquent on payments. To achieve their economic devel opment goals,
RLFs routinely underwrite loans using risky practices:

. they loan to individualswith poor or nonexistert credit histories;

. they loan to startup businesses;

. they take a subordinate position with respect to repayment and collateral;

. they accept collateral that is hard to value or less reliable than traditional
standards;

. they tend to make loans in arestricted geographic area, so any regional recession

can affect repayment on the entire portfolio; and *°

. they make loans that include balloon paymerts;

The discount rate may also be adjusted for two specific kinds of interest rate risk. The
first, known as “ prepayment risk” applies when a borrower prepays aloan. In this case,
investors lose the future interest generated from the loan. 1n theory, they can restore this revenue
by immediately reinvesting the cash fromthe payoff. However, if interest rates havefallen since
theinitial loans were made, investors will be forced to reinvest at alower rate of return. The
problem is compounded by the fact that borrowers are most likely to prepay their loans when
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interest rates are low—refinancing their loans at alower rate. When interest rates are high,
borrowers paying lower rates have little incentive to prepay. Consequently, creditors are likely
to find themselves with cash on hand when the return on capital islow and vice-versa.

The second form of interest rate risk that appliesis found where an intermediary
purchases loans in advance of issuing a security—warehousing loans while it assembles a pool
and finds buyers. In this case, the buyer of theloansis subject to alossif interest ratesrise,

Table 4.3

Types of Risk Affecting the Discount Rate

Credit Risk The risk associated with potential delinquency or default on the part of the
borrow er, or bank ruptcy on the part of the securities.

Issuer Risk Therisk to an investor that theissuer of a security will go bankrupt, with the
creditors subsequently trying to mak e claims on the securities.

Interest Rate Risk The risk associated with changing interest raes. When investors purchase a
loan or a bond backed by aloan, their money is unavailable to make other
investments. Consequently, if the loans they purchase are made at fixed rates,
they risk missing more profitable opportunities if ratesincrease. This risk
may be reflected both in the spread and in the higher rates paid on Treasury
notes with longer maturities.

Prepayment Risk A special kind of interest raterisk. |f a borrower pays off aloan early, it
denies interest income to the owner of the loan. In principle, theinvestor
could tak e that cash and reinvest it immediately to compensate for the loss.
However, thereis arisk that she will be forced to invest it & alower rae, and
the investor will almost certanly incur costs associated with the transaction.

Warehouse Risk Another form of interest rate risk, in which an intermediary bears the risk that
interest rates will increase w hile they are assembling a pool of loansto
securitize.

Regulatory Risk When investors buy loans from government-funded RL Fs, those loans are

usually subject to a variety of regulations. In the event a borrower fails to
comply with those rules, the investor may have to recall the loan early or pay
some penalty, etc.

because the value of the portfolio declines. In fact, CRF faced exactly this situation in the
demonstration projed. It purchased its loansat one price, only to have interest rates subsequently
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rise before it could market its security. When CRF did go to sell its security, investors that had
not previously agreed to a price were either unwilling to pay the high price CRF expected
originally or they expected to earn a higher yield.

Y et another source of risk is government regulation. When government programs
capitalize RLFs, they impose regulations onthe grantees and the borrowers to ensure that public
funds are used in a fashion consistent with the sponsoring program. These rules can raise risks
and costs to investors. For instance, if a borrower breaks a regulation and the federal
government requires the purchaser to recall tha loan, there will be transaction costs and poterntial
interest |osses associated with that action. From the investor’s viewpoint, recall of aloan has the
same effect as a default. Other government policies may make it more difficult to foreclose on
troubled borrowers. Ineach case, if investorsbelieve that these regulaions threaten the integrity
of the portfolio’s revenue stream, thiswill be reflected in the spread. Particular regulations of
importance to federally funded RLFs are described more fully in Chapter 6.

The spread above Treaaury yields can also reflect uncertainty on the pat of investors. In
cases in which investors cannot completely assess the risk associated with making a particular
investment, their normal inclination isto be conservative and discount its value. In present value
calculations, this conservative behavior is equivalent to increasing the discount rate by some
amount to overcompensate for risk. Unfortunately, the vast mgority of institutional investors
are largely unfamiliar with RLF loans as an asset class. They are not familiar with the types of
lending undertaken by RLFs, or the performance characteristics of those loans or the securities
backed by them. Furthermore, there are no standardized, known, and accepted tracking systems
in place to help investors evaluate the credit worthiness of RLF loans. Thisuncertainty is
increased by the fact that some RLFs have poorly maintained records. In general, investors and
intermediaries will nat buy loans where records are incompl ete.

Once the spread is calculated, afinal contributor to the discount rate is transaction costs.
In some cases, transaction costs are compensated through fees; in other cases they affect the
discount. Transaction costs can include such things as legal and consultant’ s fees, filing fees,
salaries and overhead devoted to assembling loans, and due diligence. Many transactions costs
are relatively fixed, inthat they do not vary much with the size of thetransaction. Asaresullt,
the contribution of transaction fees to the discount is likely to be much less for large transactions
than for small ones. In al the demonstration cases, EDA partially subsidized the transaction
costs through the grant. Some increase in the discount should be expected in future transactions
unless compensated for by lower interest rates, other cost savings, or risk reduction. None of the
grantees have provided accounting that is detailed enough to identify al their transaction costs.
RCEDC faced legal fees above $30,000 for itsrelatively small collateralized borrowing. On the
other hand, CRF estimated that removal of the EDA subsidy on future transactions would be
likely to add less than 50 basis points (one-half of one percent) to the total discount imposed on
any portfolio.
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Most of the information we have provided onthe discount rate, and on the spread in
particular, is highly theoretical. We know these things can and do affect discounts, but how did
the numbers actually play out in the demonstration project? We do not really know. The CRF
transaction, which acoounted for the vast mgjority of all loan valuaions considered, usedasingle
spread figure of 2.5% used for every loan. Consequently, differencesin risk among individual
loans did not affect the discount. By design, the only real variation indiscount rates resulted
from the interest rates charged on the loans and the term of the loansremaining when they were
sold. Although CRF used afixed spread in thedemonstration projed, its normal policy isto
adjust the discount for credit risk in loans greater than $50,000. Based on its due diligence
investigation, CRF raes each loan based on the following criteria:

. liquidity ratio (assets/liabilities);

. duration of positive cash flow;

. debt service coverage raio (monthly cash flow/debt service);
. degree of collateral coverage (collateral/outstanding debt);

. credit and payment history; and

. the presence of any government guarantees.

The Use of Pricing Models and Credit Scoring

In secondary markets for residential mortgages and other highly standardized assets,
transaction costs associated with pricing loans for sale have been greatly reduced by use of
specialized pricing models and credit scoring. These statistically-based models allow analysts to
calculate aprice or assign arisk rating to aloan quickly using afew key pieces of information
about the borrower. This alleviates the need for agreat deal of |abor-intensive investigation of
individual loan files. SBA uses credit scoringin itsloan program. As investors have gained
experience and trust in these models, it has become a marketing advantage to have a portfolio
priced with them. CDA uses asmall business model developed by Fair-1saac & Company.

There are several possible drawbacks with credit scoring and related techniques. Itis
difficult to know jug how serious these are inany given case. Nonetheless, in relatively small
markets with highly varied underwriting pracices, borrowers, and collateral, it may be difficult
to draw valid statistical conclusions based on the data available. Also, in markets where thereis
rapid structural or technological change, it may not be statistically valid to draw conclusions
about the future based on past trends. Finally, these models tend to be proprietary and closdy
guarded by their develgpers. This makes them something of a*“bladk box,” that is not open to
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scientific scrutiny. Indeed, in March 2000, Fannie Mae announced it would stop using the Fair-
Isaac model precisely because the model’ s structure and methods are not public.

Beyond Pricing

For RLFstrying to raisecapital for new lending, the price they receive for their loansis
obviously acritical consideration. However, it is not the only issue that RLFs selling or
pledging their loans need to consider beforehand. Even if thereis no security sale anticipated,
the RLF s management still needs to consider issues such as whether the cash raised will be
available when needed, how loan servicing will be conducted, and whether there are continuing
legal obligations imposed on the borrowers. In the case where an RLF sloans will ultimately be
used to back a security sale, the issues are even more complex. All of these issues have the
potential to affect theprice an RLF receives for itsloans.

Market Intermediaries

As economic development finance has become more sophisticated, a growing diversity of
financial intermediaries has become increasingly important to RLFs. Initially, this condsted
mainly of nonprofit groups and foundations that funded local loan funds using grants. More
recently, intermediaries have become significant buyers of economic development loans. In fact,
it is probably safe to say that an RLF wishing to securitize its portfolio today is most likely to do
so by selling or pledging its loans to an intermediary. CDA, CRF and SDREI all began the
demonstration project intending to serve as intermediaries that would buy loans from RLFs and
remarket them. SDREI changed its mind because RLFs in South Dakota were not willing to sell
loans. CRF was successful at buying RLF loans and using them to back securities, and is
continuing to buy loansafter the project. CDA has not yet closed its transaction, but is
continuing to pool loans toward the ultimate goal of issuing a security with an investment grade
rating.

To date, intermediaries have tended to act something like general contractors, performing
awide variety of jobs and bringing in outside expertise as needed. As markets become more
developed, it islikely these intermediaries will become more specialized in different parts of the
securitization process. For the present discussion, we will act asif there is a single intermediary
for atransaction. Roles commonly filled by intermediaries include the following:

. Serving as pool assemblers (“conduits’). Given the small portfolio size of most
RLFs, pooling of loansis critical to helping RLFs obtain the best possble price
for their loans. Pooling can increase geographic and sectoral diversity in the loan
pool, helping to protect downstream investors from losses due to an economic
downturn in any single region or industry. Pooling can also help ensure that loans
in the pool have avariety of maturity dates. Finally, pooling helps RLFs to spread
fixed transaction costs over alarger base. In some cases, such as with CRF, an
intermediary with sufficiently deep pockets can buy loans as they become
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available, warehousing them until enough loans are acquired to structure a
Security sale.

. Providing RLFs with financial market expertise that their own staff may lack.
Intermediaries can help the RLF work with investment bankers to develop
marketing strategies, identify potential investors, and organize and prepare their
portfolio for resale. Where the loans will ultimetely be used to back a security
sale, intermediaries can help to structure the securitiesin away that provides
RLFsthe best return ontheir loans. Intermedaries may also help to prepare
offering statements and obtain credit ratings for the portfolio being securitized.

. Setting up the trust used to distribute revenues to bondholders. Usualy a
commercial bank will serve astrustee.

. Serving as master servicer to ensure that payments are collected and distributed to
investorsin atimely fashion.

RLF operators need to remember that an intermediary is just that—a middleman—it isthe
downstream buyers that ultimately determine the price paid an RLF for its loans and the
conditions imposed on sale.

“Warehousing” vs. “ Forward Commitment”

One of the major differences between CRF s approach and CDA’ sproposed approach is
the timing of their transactions. CRF operates by buying loans and then “warehousing” them
until it can pool enough loans to issue new notes. RLFs are immediately paid for their loans.
CRF uses lines of credit from banks and credit reserves from foundations to acquire the loans.
These are repaid from the proceeds of the securities sale. In contrast, CDA does not actually
transfer the loans until the security is ready to sdl. Originally, CDA had intended to use forward
commitments that would require RLFs to commit to sell their lcans at some future date under
agreed conditions. Asthe project evolved, the forward commitment was dropped. Now CDA
works with RLFs to obtain advance authorization from government funders, the RLF s Board of
Directors, and any other necessary signatories.

Aside from the issue of when the RLF receives its cash, the main difference between
these approaches is who bears the risk of changing interest rates between thetime adeal is
agreed to and when an investor isfound. In apeiod of rising interest rates, a pool assembler
that warehouses loans will typically bear the cog of declining portfolio values caused by interest
rate hikes. In the case of aforward commitment, such as that used by CDA, the cost of this
interest rate change woud be borne by the RLF when it sold itsloans. Conversely, if there were
adecrease in rates, the RLF selling to awarehouse would earn less than if it had sold by forward
commitment.
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On the surface, this suggests that, in a period of increasing rates, RLFs should seek out
intermediaries that use warehousing, and vice-versain periods of falling rates. In redlity, the
case is far more complicated and makes such “gaming” of the system highly problematic. First
of all, any intermediary that uses warehousing is likely to build thisinterest rate risk into its
spread when it pricesthe RLF loans it is buying. Second, there are likely to be transaction costs
associated with warehousing loans. We might expect that, al else being equal, the intermediary
buying loans at the time the security isissued would be able to pay a higher price for the RLF
loansit buys. On the other hand, RLFs presumably are undertaking securitization because they
need to make loans immediately, so waiting to receive their cash may entail a significant
opportunity cost. Furthermore, risk-averse RLFs may prefer to use warehousing because interest
rates are hard to predict. Overall, the differencesin prices paid to RLFs by intermediaries are
likely to be caused by many things—of which the timing of their transaction is only one small
part. In general, interest rate risk will increase with the time required to complete the transaction.

Ratings

To date, no security backed by RLF loans has received an investment grade rating. CDA
has tried to obtain one, but thus far has been unable to pool the number of loans required to do so
at reasonable cost. Asthe market becomes more developed, the volume of |oan sales shoud
increase to the point where obtaining arating is cost-effective. Because ratings are familiar to
and trusted by investors they can vastly expand the market for any security—particularly those
securities that can be desgnated as investment grade. For this reason done, it isimportant to
understand what it really means to obtain arating.

Rating agencies provide information to investors to help them determine the likelihood
they will be paid principal and interest in atimely fashion, as described in the security offering.
The resulting ratings are critical for setting the prices received by sellers and the yields that must
be paid to investors for different bond offerings. Rating agencies are typically paid by the issuer
of the bond. By having the rating completed up front, investors do not need to research the
credit quality of the individual loans used to back the security. All they need to know are the
standards for each credit rating category and the payment characteridics of the bond. To oltain
an investment grade rating required by most institutional investors, a security must demaonstrate a
very high probability of being repaid fully and in atimely fashion even under the harshest
economic conditions

In rating a security, the rating agency looks at the historical performance of the pool from
which the loan is taken, and the characteristics of individual loans (age type of loan, etc.) that
may affect their repayment. The agency also considers the underwriting practices of the
originator and loan servicing characteristics. To obtain a high investment grade rating, timdy
repayment must be essentially guaranteed, even during the most severe recession. Geographic
diversity of the loan pool is considered to determine if repayment is contingent on strong
economic performance in any single area. As an example, in rating mortgage-backed seaurities,
Fitch Investment estimates hypothetical |asses based on a recession comparable to the Texas real

-38-



estate crash of the 1980s (Baron, 1998). If thepool is geographically isolated, economic
forecasts for the region during the repayment period may be germane. The rating agency
estimates the maximum loss possible to the investor in the event of such aworst-case scenario,
and requires the issuer to provide protection for the investor in the form of insurance, areserve
pool, residual and mezzanine securities or other 10ss protection or credt enhancement. Because
most institutional investors are restricted to buying investment-grade securities, a credit rating is
central to establishing arobust secondary market for RLFs.

Loan Servicing

In every securitization, it is necessary to decide who will service the loansafter they are
sold and what standards they will use. Investors generally require very high standards for
servicing. Indeed, it isnormal to have both a master servicers and backup servicer to ensure
seamless payments to investors in the event the master servicer goes bankrupt. Most (but nat all)
RL Fswish to maintain servicing of their loans so they can protect and work with troubled
borrowers. In both the CRF and CDA securitizaion efforts, RLFs were allowed to retain
servicing of their loans by having the master servicer contract servicing back to the RLF. CRF
paysthe RLF asmall fee for servicing. To protect investors, CRF serves as master servicer and
retains the right to replace the RLF as servicer if they fail to performtheir duties associated with
collecting payments, monitoring collateral, etc. CRF also has a specialized Loan Servicing
Agreement that spellsout the rights and obligaions of CRF and the RLF servicer. The proposed
CDA approach isvery amilar, but the master servicer would be chosen by the pool assembler.

In cases where the RLF retains servicing, there are significant issues that need to be
agreed upon by the buyer and the RLF. Among others, these include

. alist of loan files to be maintained;

. adescription of who collects loan payments and how those payments are to be
distributed;

. description of any feesto be collected and/or distributed;

. provisions for inspecting collateral;

. provisions handling ddinguencies and defaults, including claims on collateral;

. provisions for handling probate, bankruptcy, etc. of borrowers;

. requirements for monthly, quarterly, or annual reports; and

. provisions for terminating a servicer in the event of nonperformance in collecting

and distributing payments, maintaining collateral, etc.
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Of course, these are only representative issuesto think about and RLFs should obtain qualified
legal advicein al such matters.

In some instances, buyers will wish to take over servicing of the loans they purchase,
both because they can earn fees for servicing and because it allows them to exercise more control
in the event of delinquency or default. Other RLF operators may prefer to let someone else do
their servicing. In Chapter 2, for instance, VBFA did not believe it had adequate staff to
service both its existing loans and the new loansit anticipated making after securitization. In
cases where servicing istransferred to the invegor or buyer of the loans RLFs may wish to
retain the right to substitute another loan into the portfolio in the event a borrower is delinquent
or threatened with foreclosure. In thiscase, it isalso advisable to require that the servicer notify
the RLF before initiating foreclosure proceedings, so that the RLF has time to substitute aloan
before proceedings are started.

Credit Enhancement

Credit enhancement generally refersto any of avariety of interventions to reduce risk to
investors below what it would be otherwise. Credit enhancement can be done at many different
stages—as early as when aloan is underwritten or as late as when any securities are actually put
up for sale. The most common example of credit enhancement is afederal |loan guarantee. By
guaranteeing repayment in the event that a borrower defaults, the federal government
significantly reduces risk to lenders—and to any subsequent purchaser of the loan. Similarly,
governments may guarantee bond payments to investors with any of avariety of full faith and
credit guarantees or pledges.

In many instances, these options wil | not be availabl e and the RLF will have to bear some
cost of credit enhancement, usually by diverting cash from the proceeds of the transaction or by
locking up assets in anilliquid form.?’ Some common types of credit enhancement and their
costs are described below:#

. Recourse: One of the more common approaches to pratect investors against |osses
isfor an RLF to guarantee that it will repurchase or replace any nonperforming
loansit has sold or pledged with other loans from its portfolio. Recourse may be
either mandatory or voluntary. This also provides the RLF a means to intervene
when foreclosure is threatened against a borrower. The main drawback to this
approach is that the RLF must retain enough unpledged loansin its portfolio to
satisfy investors that they will not be forced to absorb any loss.

. Overcaollateralization: Another alternative tolarge discountsis to overcollateralize
any line of credit or bonds sold. In both the New Jersey EDA example and the
Racine County borrowing, the RLF was required to pledge its new loans as well
asthe original portfolio to the bank as collaterd for itsline of credit. In each
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instance, this resulted in collateral worth several times the amount borrowed. As
with recourse, the cost to this approach is that the additional loans pledged as
collateral cannot subsequently be sold to raise new cash. The exact level of
overcollateralization must be negotiated with investors.

Reserve Pools The RLF can dedicate apool of funds to guarantee repayment in
the event of delinquency or default by aborrower. Typically, thiswill be funded
out of the cash raised from the loan or bond sale. Inthe NJEDA case, for
example, the RLF was required to set aside 30% of proceeds of its bond sale.
RCEDC was also required to fund a 30% reserve pool on its collateralized
borrowing. In the CRF case, areserve pool wasset up for each security class that
was replenished as necessary by the monthly payment stream from the securitized
loans. In the event of widespread delingquency, payments to residud securities are
interrupted to ensure the reserve pool on senior securitiesis replenished. In the
CDA case, arelatively small reserve pool is proposed for delinquency or default.
Large reserve pools can significantly deplete the capital available forimmediate
lending. However, assuming no major losses, the required size of the reserve pool
should normally decline as loans or bonds arepaid off, until it ultimately reverts
to the RLF or bond issuer when repayment is complete. RLFs should also
determine if they are entitled to use the interes earned on any reserve pools.

Letters of Credit (LOC): Letters of credit allow a bond issuer essentially to “rent”
the credit rating of abank or other financia institution. Under adirect-pay LOC,
the bank pays investorseach period and isrepaid by the RLF or intermediary
issuing the bonds by drawing on the LOC. Different types of LOCs may specify
different approaches to settling investor claimsin the event of default or
delinquency by the issuer. Most often, the bark will accelerate payment or recall
the bonds. Inreturn for using its credit rating, the issuer pays the bank an
ongoing fee (Reznick, 1998). This approachwas used in the NJEDA case
described in Chapter 2.

Credit Enhancement Grants: Reznick (1998) suggests that government agencies
could provide grants explicitly for credit enhancement. A county government
could, for instance, st aside some portion of its deposits as a reserve pool to
enhance the rating of bonds sold by an RLF. Very much along these lines, HUD
recently announced a $10 million pilot program whereby applicants could receive
grants up to $1 million to fund loan loss reserves for securitization.?

Multi-Tiered Bond Structures: A final means of credit enhancement isto use
multiple tiers of bonds where payments on one class of securities can be diverted
to another in the event of a shortfall. Both CRFand CDA use this approach. This
can be thought of as awaterfall where monthly loan repayments are placed in a
single pool. Payments then flow out of tha pool, cascading from one security

-41-



class (tranche) to the next in a prescribed priority. In the event payments are
insufficient to pay all investors, it is the downstream bondholders who are not
paid. This effectively credit enhances the upstream investors. While there can be
any number of bond classes included in such a security, atypical structure for
RLF loan-backed securities might have four classes—senior, junior, mezzanine,
and residual. By channeling payments to the senior securities in the event of a
shortfall, these securities may be able to earna higher rating—and pay a lower
yield. Normally, each lower tier would be farced to pay a higher yieldto attract
investors. The highest tier securities normally appeal to the most rik-averse
investors (e.g., institutional investors) while the subordinated tiers are bought by
investors willing to bear more risk in return for a higher yield (perhaps
individuals or foundations). Often the most subordinate tiers are held by the RLF
or intermediary issuing the bonds. This bottom tier security acts very much like a
reserve pool. Inthe CRF case, the intermediary issuing the notes held both the
mezzanine and the residual securities.

Requlatory |ssues

In most cases, federd or other government bodies funding RLFs maintain alegal interest
in loans originated by the fund. Before these loans can be sold, that governmental interest must
be released or subordinated. In the demonstration project, this was accomplished by requiring
EDA approval of all loan sales. When approval was granted, EDA Headquarters provides the
RLF with aletter releasing or subordinating EDA’ s interest in the [oan (see Chapter 6). EDA
release or subordination is contingent on two conditions.

First, any new loans made from the proceeds of the transaction must be reloaned in
accordance with EDA rues and the RLF slending plan. This effectively transfers EDA’s
interest from the old loans to any new loans made.* It also meansthat RLFs must relend alarge
percentage of their saleproceeds within a presaribed time period. In caseswherethe RLF's
existing lending plan interferes with the ability of the RLF to securitize its portfolio or reloan its
funds quickly after atransaction, EDA can expedite changes to the plan.

Second, any federal regulations originally placed on the borrowers and enforced by the
RLF travel with the loan. For instance, EDA rues specify that if a borrower leaves the distressed
area where they were located when the loan was made, the RLF must recall the loan. In the event
of asale, thisregulation would remai n in effect, but the designated servicer would assume
enforcement responsibility. There are a variety of other regulations that apply to borrowers from
federal RLFs, includng Davis-Bacon wage standards, various antidiscrimination clauses, etc.

A special type of regulatory issue arisesin cases of tribal RLFs. Although Tribes are
sovereign entities, the U.S. government holds a trustee responsibility over tribal lands. In the
past, this has made it dfficult for tribes to borrow from banks, which could not be certain that
their claims on collateral would be honored inthe event of default. Even if the claimswere
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honored, foreclosure could be tied up for long periods by the need to obtain approval from the
Bureau of Indian Affairs (BIA) and other relevant government agencies. To remedy this, many
market-oriented tribes have created Uniform Commercial Codes and foreclosure and eviction
statutes that make it easier for them to deal with private banks and investors.

Asaresult of the demonstration project, CRF negotiated a transaction with the Hoopa
Valley Tribal Government in California® In this case, BIA approva was needed because the
loan was for a public facility located on trust land. To facilitate the deal, the RLF involved was
rechartered to make it atribal enterprise distinct from tribal government. Both the Tribe and the
tribal enterprise had to provide limited waivers of sovereign immunity to allow the transaction to
go forward.
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CHAPTER 5

LESSONS FOR INVESTORS

As arelatively new asse class, securities backed by economic develgpment loans are
unfamiliar to mostinvestors. Furthermore, the social mission of RLFsto encourage local
economic development often causes themto make loans and manage their portfolios very
differently than if they were lending for prafit. Together, these features could cause uncertainty
on the part of investorsregarding how to value RLF loans. In this chapter, we describe key
features of these loans with the goal of lessening this uncertainty.

Revolving loan fundsfor economic development are |ocally-managed pools of capitd
used primarily for small business lending. Mast often, they have recaved their initial
capitalization from some governmental source, nonprofit organization, and/or foundation.
Pioneered by EDA and later by HUD in the 1970s, RLFs today are operaed by organizations at
every geographic level, and may target borrowers as different as industrial tenantsin
municipally-led brownfield redevel opments and women-owned microenterprises. Some funds
provide capital for construction or purchase of a business, while others focus on provision of
working capital. Today, some RLFs (but not EDA’s) even provide equity capital, although we
will focus on debt financing here. Thereis no single trade organization or industry association
that represents these lenders or collects data on their operations. These funds are unregulated by
the federal banking system and subject largdy to local control, although funders usually place
regulations on how the funds may be used.

The varied and fragmented nature of the RLF industry makes it difficult to identify the
entire universe of RLFs, much less to characterize the industry’s financial practices and
economic health statistically. What these RLFs do have in common is that they provide cgpital
to inexperienced or nontraditional borrowers that have difficulty borrowing from private banks.
Some RLFs even require that borrowers be rejected by one or more local banks before they are
eligible for funding to ensure that RLF funds do not compete with private sector lending. The
specific barrier to the borrower may be alack of credit history, low or sporadic income to
support debt repayment, or small transaction size. These borrowers may also rely on
unconventional collateral and/or personal repayment guarantees.

In the case of EDA RLFs, lending is specificdly targeted at areas of the United States
exhibiting low income, high unemployment, adverse structural economic change, or economic
distress brought about by specific events such as natural disasters and military base closings.
EDA requiresits RLFsto match any grant it provides with local funding, the exact amount of
which depends in part on the severity of distresslocally. Thisleveragesfederal dollars, givesthe
local community a strong stake in the performance of the fund, and encourages private sector
involvement in economic development activities. The specific projects funded will depend on
local needs and opportunities. EDA RLFs develop alending plan that describes investment
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targets and connects them to broader economic development goalsof the region. EDA requires
that, once established, its RLFs keep 75% of their funds loaned out at any given time.

Overview of Underwriting and Servicing Practices

While underwriting practices vary widely with the precise goals of eech fund, afairly
typical RLF might concentrate on gap lending to make up the difference between the amount a
borrower can obtain from private banks and the amount needed to complete a project. Suchgap
financing is usually made subordinate to the private loan, and may be made at alower interest
rate. Ina1987 evaluation of EDA RLFs, Mt. Auburn Associates found that loans were typically
made at about three percentage points below the prime rate (Mt. Auburn Associates, 1987). A
decade later, asimilar evaluation of EDA RLFs created for defense conversion found lending
was typically about 2 percentage points below prime (Burchell, 1997). Borrowing from an RLF
can provide local small businesses with needed funding while helping them to establish a strong
credit history with locd banks. It is common for RLF loans to be made with variable interest
rates, often with a cap. Balloon payments are also common. RLFs also tend to service loans
differently than profit-driven lenders. They routinely work closely with troubled borrowers,
often restructuring payments to prevent default and foreclosure.

In recent years, the common RLF practice of charging below-market interest rates has
come under criticism from a growing number of financial and economic devel opment experts.
The basic question asked today is whether nontraditional borrowers actually need bel ow-market
interest rates and favorable terms, or whether they simply need access to capital denied them by
the private market. Opponents of low rates and favorable terms argue that these practices are
either wasting public funds by supporting businesses that are not fundamentally viable, or
stealing business from banks by offering subsidized rates that bankscannot match. Proponents
of favorable terms traditionally argued tha many small businesses could survive if only given
the chance to get established—an opportunity thet is denied them by banks applying market rates
and lending rules. In general, there has been some tendency to move more toward market rates
and terms. However, many RLF managers continue to argue that bel ow-market rates should be
included in broader incentive packages designed to keep businessesin or attract them to
economically distressed areas.

Risk Characteristics of RLF Loans

By design, economic development lendingis more risky than typical bank lending. Asa
matter of policy, RLFstarget risky borrowers and engage in practices that raise risk to the lender.
When these practices were initially adopted, few if any RLF managers anticipated they woud
ever be transferring tha risk to athird party via securitization or collateralized borrowing. Partly
due to the fragmented and localized nature of the industry, there are very few systematic studies
of RLF performance or even industry-widedescriptions of the types of loans made. However,
what we know is summarized below.
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Credit Risk

Recapping the material provided in Chapter 3, there are avariety of common RLF
practices that raise credit risk to investors in securities backed by these laans. These include:

. Making loans to borrowers with limited credit history.

. Lending to startup firms and small borrowers(who demonstrate statistically
higher failure rates than established and large firms).

. Taking a subordinate position with respect to repayment and col lateral.

. Accepting collateral that is hard to value or less reliable than conventional
standards.

. Making loansin arestricted geographic area, so any regional recession can affect

repayment across the entire portfolio.
. making loans that include balloon payments

Despite these practices, most evidence is that loan losses are only slightly higher for
RLFsthan for private lenders. Table 5.1 summarizes key studies that have been done on RLF
performance. Unfortunately, these studies do not use consistent definitions, and it is not always
clear precisely what is being measured. The studies also look at very different groups of RLFs.
Nonetheless, the overal picture is onein which default rates are typically between 5% and 8%.
For studies done since 1990, default rates are most frequently under 8%. Still, there are wide
differences among funds. Inits Ohio analysis, CFED found del inquency rates that varied from 0
to over 50%, with default rates ranging from 0% to 65%. Nearly half the funds older than 2
years had default rates below 6%. CFED aso found that these rates tended to be lower for
microenterprise funds, and that there was little difference in defaults between funds that received
funding from a singe agency and those with funding from multiple agencies.

Of the studies shown, most do not calculate true loss rates, because they exclude
recoveries of collaterd. The exception isthe report by Lipson (2000) of the National
Community Capital Association (NCCA). Each year, NCCA collects data from its membership,
which includes nongovernmental RLFs. Their loss rates average between 4% and 8%. CDA
reported loss rates that were significantly lower in the demonstration project (Reznick, 2001).
To be sure, these loss rates are higher than for private banks. Nonetheless, we should not expect
loss rates similar to private banks if RLFs are actually targeting risky borrowers. Indeed,
extremely low loss rates would likely indicatethat RLFs are making loans to borrowers that
could qualify for bark loans.”®
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Table 5.1

Research Findings on RLF Delinquencies,
Defaults, and Losses

Author Y ear Populations Studied Key Findings
Mt. Auburn 1987 EDA RLFs default rate of 9.6% on fixed asset |oans
Associates

default rate of 19.1% on working capital

loans
Levere, Clones, 1997 290 federally-funded median default rate of 5.7%
and Marcoux RLFs (excludesHUD
(CFED) loans)
81 Ohio RLFs combined delinquency & default rate of
6.3%
NADO 1999 52 rural RLFs default rate of 2%
42% of RLFs had no defaults
Lipson (NCCA) 2000 20 business and cumulative lossrate of 7.6%

microenterprise CDFIs  90-day delinquency rate of 9.4%
with assets under $2
million

17 business and cumulative lossrate of 4.7%
microenterprise CDFIs ~ 90-day delinquency rate of 2.6%
with assets between $2

million and $6 million

15 business and cumulative lossrate of 5.7%
microenterprise CDFls 90-day delinquency rate of 6.0%
with assets greater than

$6 million

If we look more specifically at underwriting practices affecting credit risk, Reznick
(2001) found that, among the RLF loans he has examined, there is a grong tendency to
overcollateralize, with a collateral-to-loan ratio of about 1.5:1. On the other hand, RLFs also
tend to have few, if any loss reserves. The CFED study of Ohio RLFsfound just 14% of funds
with any lossreserve. On adollar basis, this represented |ess than a 4% reserve for loans
outstanding. NCCA’sstudy of small business and microenterprise CDFIs (those with assets less
than $2 million) found average loss reserves of 12%, declining to 8% for large funds (those with
assets greater than $6 million). The exact size of reserves can be heavily influenced by federal
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regulations of programs used to establish each fund. Some microenterprise funds, for example,
are required to establishloss reserves. The USDA IRP program, which provides loansto RLFs,
requiresits RLFsto retan reserves of 15% to ensure that these loans are repaid. In contrast,
EDA RLFsare funded by grants. To make sure that the largest amount of federal funding
possible goes directly to lending, EDA does nat allow cash reserves—peamitting only non-cash
reserves to be used for accounting purposes.

Interest Rate and Prepayment Risk

Of course, the level of interest rate risk inherent in securities backed by economic
development loans depends largely on macroeconomic conditions and how the securitiesare
structured. In general, economic development loans tend to have short- to medium-term
maturities. Taken as a group, the loans examined as part of this demonstration project carried a
median maturity of 10 years, and had 7.5 years remaining on themat the time each portfdio was
priced. Unfortunately, we do not have any reliable information on prepayment. To the extent
that these borrowers have low incomes and tend to receive below-market interest rates, we
should expect relatively low prepayment rates.

Issuer Risk

Because RLFstend to be very small organizations, they will typically need to sell or
pledge their loans to some form of pooling intermediary to engage in transactions of a
meaningful size. The immature nature of this market also means that there are very few
intermediaries currently serving thisfunction. This has not, however, led the emergence of a
dominant intermediary such as Fannie Mae inhousing. The two organizations that pursued
conventional securitization in this project, CDA and CRF, both designed (or intend to design)
their security offerings to use bankruptcy-remote special purpose vehiclesin order to protect
investors from any cadlapse on the part of thebond issuer. To the bes of my knowledge, thisis
the first time such a structure has been used in markets for securities backed by economic
development loans.

Credit Enhancement

To date, the primary form of credit enhancement used in RLF securitization has been
overcollateralization, as shown in the New Jersey and Virginiatransactions. The Racine Courty
collateralized borrowing was also heavily overcollateralized. The use of reserve funds has als
been extensive, with both the New Jersey and Racine County collateralized borrowings having a
reserve fund equal to 30% of the value of the notes outstanding. RCEDC reports that this
overcollateralization & the portfolio level is necessary to offset undercollateralization at the loan
level. To date, the CRFs Twelfth Series and CDA'’ s proposed securities are the first known use
of multi-tranche structures for RLF loan-backed securities. In contrast to earlier deals, none of
the transactions in the demonstration project included mandatory recourse or swapping of loans
at the request of the bondholders. Voluntary recourse at the request of the RLF was included.
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Despite the widespread activity of the federal government in thisfield, the use of governmental
guarantees either on the notes themselves or on the underlying loans has been rare—being
restricted mainly to SBA loans.

The Supply of Loans for Securitization

Without question, the biggest barrier to undertaking successful securitization in the EDA
demonstration project was the hesitancy of RLFsto sell or pledge thar loans. Of the three
grantees that intended to use securitization, only CRF was able to complete a transaction before
this report went to press In the South Dakota case, RLF hesitancy and the availability of lower
cost capital caused securitization to be discarded as an option. Low RLF participation has also
been amajor barrier in CDA'’ s effort to obtainarating, since the rating agencies required
something on the order of 300 loans to be included in atransaction in order to guarantee the
statistical validity of their credit analysis.

Why have RLFs been so hesitant to participate? As part of their final reportsto EDA,
CDA and CRF each tried to answer this question. CDA surveyed 110 RLFsthat subscribe to
NADO'’s Economic Development Finance Service (EDFS). Thelack of interest in securitization
isexemplified by thefact that CDA receivedonly 12 repliesto its survey. Of these, 11 saw
securitization as a useful recapitalization tool. The top reasons givenfor not participating were
that the RLF did not need capital at thistime and that the RLF would prefer to wait and see how
others did before participating. This view was supported by the CRFresearch. The most
frequent reason RLFsgave CRF for not selling their loans was that they did not need additional
capital at thistime. Indeed, the only RLFsthat sold loans to CRF were those that needed
immediate funding.®

The fact that so many RLFs say they do not need additional capital warrants further
examination. Clearly thereis continuing needfor new investment in the distressed areas where
EDA’s RLFs operate. RLF managers are adiverse lot. In some cases, it is certainly possible that
RLF managers are not working hard enough to make new loans, or that they are using a
perceived lack of lending opportunity as an exause to avoid securitization. However, there are
also several good reasons why RLFs may hesitate to make new loans, even where thereisa
demand for capital. Some of these were described in Chapter 3. AnRLF may, for instance lack
the day-to-day operational resourcesto expandtheir lending. It takes avery largeincreasein
servicing income and loan origination fees to enable hiring of new staff.

RLFs may also have dfficulty making loans for macroeconomic reasons. RLFsare
traditionally lenders of last resort. However, in the strong economy o the late 1990s, traditional
banks with large amounts of cash were scrambling to find borrowers. As aresult, these banks
began to lend to individual s and businesses they never would have consdered previously. In this
situation, if RLFswere to avoid competing with banks, they could only make new loans by
targeting even riskier borrowers. It a'so becomes more expensive to work with |ess sophisticated
and/or riskier borrowers. At some point, RLF managers simply have to stop making loans if they
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are to manage public funds prudently and avaid potentially large losses.?” Of course, as
macroeconomic conditions change, private sector banks will tighten their lending standards
again. When this happens, RLFs should find they have greater need for new capital and may be
more open to securitization. It isimportant to note that current public policy may interfere with
managers good sense here, if regulations force RLFs to continue making new loans without
regard for business cydes or the quality of borrowers available.

Another reason why RLFs avoid securitizationis their lingering fear of discounts. In
some instances, these fears may be irrational, because these losses result from making low
interest loans and will eventually be realized anyway. Again, howeve, the timing of these
losses may be important. First, if there is an immediate shortage of lending opportunities for
these RLFs—as many have indicated—then they could not recoup their discount by relending at
higher rates. Second, and more speculatively, many RLF manage's may have believed that while
these losses occur they could, given sufficient time, be offset by new grants. Selling or pledging
the loans makes the lossimmediate. If there are no grants immediately available to make up the
difference due to the discount, it indeed represents aloss to the RLF that might not have
occurred otherwise.

Other reasons given by the grantees for low RLF participation include
. reluctance of RLFsto open their files to outsiders;

. difficulties convinang the RLFS Boards of Directors that securitization is a
responsible approach to asset management;

. fear that the RLF will gppear too wealthy after atransaction, hurting its chances
to obtain federal grants;

. government rules that specify how new funding may be used; and

. in at least one case, RLF participation was further constrained by governmental
policy, when the U.S. Department of Agriculture refused to allow interested IRP
RLFsto participate in the EDA project.

Potential CRA Benefits

In the end, the market for securities backed by economic development loans will succeed
or fail based on the fundamental soundness of those investments. However, there are additional
incentives that are important for investorsto consider. Especially important among these is the
possibility of regulated financial institutions receiving CRA credit. There are several important
issues when collateralizing or securitizing economic development loans for CRA credit.
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The first issue is whether investments in loan-backed securities can earn CRA credit at
all. Anyone seeking CRA credit from an investment in development loan-backed securities
should obtain qualified legal advice. Roughly speaking, however, CRA requires that
investments must support one or more of the following activities:

. affordable housing, community services or permanent jobs for low-or-moderate
income individuals;

. equity or debt financing of small businesses
. arearevitalization or stabilization; or
. other activities, services or facilities that primerily promote the public

welfare—in conformity with the provisions of 12 C.F.R. Part 24.

In the demonstration project, SDREI and CRF both included statementsin their legal documents
to verify that all proceeds of their transaction would go toward these purposes, and that each
intermediary would support the claims of any investors for CRA credit to the extent possible.
There are several different interpretive letters from the Department of the Treasury and
Interagency Questions and Answers (Q & As) that bear on the question of receiving credit for
investing in securities backed by developmert loans.

. Interagency Q & A Section 23 (Scope of Test) speaks to the issue of making
indirect investments through a fund rather than investing directly.”® Generally
CRA does not differentiate between “direct” and “indirect” investments.
However, investors may not receive additiond credit for investing loans they
originated and already receive CRA credit for (since that would constitute double-
counting).

. Aninterpretive letter dated September 9, 1996 speaks directly to investment in
EDA RLFs, noting tha such investments may earn credit, but that the RLF in
guestion did not specify that itslending is for qualified small business purposes,
for the creation of permanent jobs for low and moderate income individuals, or
for qualified community development lcans.

Thereisan additional complication in obtaining CRA credit where securities being
offered are backed by a geographically diverse loan pool. CRA is, after all, intended to promote
reinvestment in a bank’ s home community. Consequently, there has been some question
whether bonds backed by national loan pools can be given credit, since those investments may or
may not affect local redevelopment in the bank’ s assessment area. According to an interpretive
letter dated September 11, 1997, investment in
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a broader statewide or regiona areathat includes the institution's assessment
area(s) will receive congderation for the invesment, provided the institution has
adequately addressed the community development needs of its assessment

area(s).”

What is less clear is whether the entire investment of such an investor is counted, even if the
bank’ s own assessment area represents asmall part of the overall loan pool. |s some form of
pro-rating system used? If so, exactly how is this accomplished?

A special issue of CRA credit applies to the equity equivalent investment as undertaken
in the South Dakota case. In an interpretive letter dated June 27, 1996, the Comptroller of the
Currency determined that the investor may be entitled to credit, not only for its original
investment, but also for a pro rata share of any additional funds leveraged. This allows
investors to earn morein CRA credit than they invest.

One interesting questioning that emerges with respect to CRA credit for securitization
has to do with broader trends in CRA investing. Some experts report that, as rules have been
relaxed to allow a greater breadth of investments to qualify, banks no longer have to make the
extremely low return or deeply subordinated investments that they once did to qualify. If this
trend continues, inveding in relatively high reurn RLF-backed securities could prove very
competitive with other types of potential CRA investments.

Tax-Exempt Status of Bonds

Despite the fact that states are widely involvedin economic development lending either
as RLFs or asintermedaries that fund RLFs, the bonds issued by these organizations are
generaly not tax-exempt. Thisis because the proceeds of these transactions benefit private
firms (the private borrowers). While they could be qualified as “qualified private activities,” this
would apply against thetotal cap for such activities allowed each state by the federal
government.
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CHAPTER 6

LESSONS FOR GOVERNMENT AGENCIES

Some of the most important lessons learnedin the EDA demonstrétion project have been
for government agency staff wishing to encourage securitization. Securitization can be a very
powerful tool for government agencies invaved in economic devd opment, because it provides a
new means to bring the private sector back into funding development projects. Even where
private capital markets are unwilling to make direct loans to RLF cusomers at acceptable terms,
those same investors may be willing to fund RLFs through securitization, providing adequae
loss protection and/or credit enhancement isincluded. However, very few investors will be
willing to risk their capital unless government funders release or fully subordinate their interest
in any loans to be securitized. Federal accounting rules ensure that subordinating the
government’ sinteres isnot trivial. Furthermore, most government agencies want to ensure their
funds will be used in specific ways designed to fulfill their public mission. In some cases, this
will mean having spedfic rules and regulations remain in effect ater the transaction. We will
describe these issues more fully below, focusing on the federal role, although many of the
lessons learned should apply to state governments and regional authorities as well.

Subordinating the Public’s Interest in Securitized Loans

The need for government to subordinate its interest in any loans to be securitized is
straightforward. If investors' claims for repayment are encumbered by any sort of prior
government claim inthe event of delinquency or default, it makes any deal far less attradtive.
Depending on the particular investors and the specific nature of the risk involved, investors will
either not show any interest in the loans, they will require alarger discourt on sale, or they will
demand a higher yield from securities purchased. In EDA’s case, this was addressed by a sinple
letter to the intermediary whereby EDA subordinated the federal interest in the loans. Generally,
EDA releasesitsinterest in the case of asale, and fully subordinatesit in the case where loans
remain the property of the RLF.

EDA reserved its right to disapprove of any deal where public interests were
compromised. For instance, if an RLF wanted to securitize its portfolio, but had large reserves of
cash, the agency would block a sale. EDA would also stop adeal if aparticular RLF had shown
signs of gross mismanagement or was the subject of an audit invegigation. The need to
subordinate the public interest in any loans provides government an opportunity to take a close
look at each transaction, collect datafor tracking securitization’ s impacts on the RLFs involved,
stop any deals that are undesirable, and impose specific conditions on transactions as may be
needed. Asamatter of policy, EDA chose notto interfere with the transactions any more than
was absolutely necessary. The agency did not, for instance, block transactions simply because of
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the discount or other purely financial aspects of the transaction. With few exceptions, EDA
approved all requests presented to the agency. In afew cases, approvd was withheld
temporarily because incomplete or conflicting information had been submitted. 1n one case,
EDA'’ s approval processidentified a situationin which an RLF and a buyer were prepared to
undertake a transactionin which they did not actually have authority to do so, because there was
a co-grantee involved that had not been consulted.

At least asimportant as the act of subordinating interest in aloan is that this action be
taken swiftly. Delayslower the value of the transaction to investors and RLFs alike, as the loans
are paid down, decreasing the value of the transaction. Aswe saw in theHUD cases described
in Chapter 2, this can kill adeal if the value of the portfolio becomes too small to make
securitization worthwhile. Furthermore, delays almost always rai s transaction costs as prices
have to be recal culated with changing market conditions, and as lawyers and other specialized
professionals monitoring the transaction continue to accrue costs.

In EDA’s case, the decision to subordinate the federal interest required coordination
between our regional offices and headquarters Normally, EDA’ s regional offices makeall
operational decisions regarding RLFsin their aeas. However, the fact that thiswas a
demonstration projed meant that there was astrong national interestin learning as much as
possible from each transaction, so some headquarters involvement was clearly needed.
Furthermore, for anintermediary trying to assemble a pool of lcans nationally, havingto
negotiate separately with each regional office could be problematic. After consultation among
EDA management a& headquarters and in theregions, the process eventually agreed upon was to
have the approval process centered in headquarters, but with regional participation. Without
exception, it was the regional office participants that had the specific knowledge of each RLF
required to make informed decisions about whether the government should subordinate its
interest. When one of the grantees wanted to proceed with atransaction, they would contact
EDA’s Economic Adjustment Division (EAD) in Washington D.C. Typically, this meant
submitting alist of loans to be sold by an RLF, along with supporting documentation for the
transaction. EAD would then assemble a panel with representatives from their office, the
appropriate regional office, and the headquarters Research and National Technical Assistance
Division. EAD would distribute copies of documents required to assess the transaction and
convene a conference call shortly thereafter. Once all parties agreed to atransaction, EAD
would prepare the documents releasing the federal interest and submit them for approval by the
appropriate EDA official(s). In most cases, approval was obtained in less than three working
days, although there were cases where it took longer to draft the language of the letter. EDA
now has several standardized letters that are used for this purpose, but it is still necessary, on
occasion, to negotiate specific language with the RLF or intermediary acting on their behalf.



Reuse of Securitization Proceeds

In order to ensure that its funds are applied to new lending as quickly as possible, EDA
rules require that RLFsfunded by the agency loan their funds out according to a strict schedule:

. within 18 months of its grant, the RLF must loan 50% of its funds

. within two years, it must loan 80% of its funds; and

. within three years it must loan 100% of its funds.

. After that, the RLF must operate the fund sothat 75% or more of itsfunds are

loaned at all times.

For securitization, EDA treats the proceeds of atransaction asif it were anew capitalization
grant. This effectivdy transfers the federd interest from the loans being securitized to any new
loans that are made. Inprinciple, this meansthat RLFs must lend out their proceeds accordng to
the schedule described aove. For the purposesof the demonstration project, EDA wished to
minimize any potential barriersto RLF participation. Accordingly, the agency waived the 18-
month and two-year milestones for relending proceeds, but maintaned the three-year full
lending requirement. In practice, the RLFs participating all reported that they needed the funds
immediately, so it does not appear the regulations were a barrier. However, there were RLFs
that reported they were interested in securitization, but did not need capital immediately. This
suggests that waiving the three-year lending deadline might have increased participation by a
small amount. Wesimply do not know. The agency made an informed policy decision not to
waive the relending requirement entirely in order to facilitate securitization; securitization is
deemed to be ameansto allow new lending, not an end in itself.

EDA also has rules regarding how RLF grants can be used. Many of these are mandated
by Congress. To enforce these rules, but encourage flexibility in how the rules are applied to the
needs of each community, EDA requires each RLF it funds to devdop alending plan that
specifieshow it will useitsfunds. These plans are also required to be consistent with the
community’ s Comprehensive Economic Development Strategy (a prerequisite to obtaining EDA
funding). EDA mug approve the lending plan of each RLF. Part of the review for this approval
isto ensure the plan meets all federal regulations. Again, EDA has chosen to treat securitization
proceeds like an RLF grant. Specifically, theagency requires that any proceeds be reused
consistent with the RLF sfederally approved lending plan. Thisis not unique to the
demonstration projed, having been included in earlier securitizations as well.

Several important and unanticipated questions about the reuse of securitization proceeds
have arisen in the course of the demonstration project. To date, thesehave appeared as largely
hypothetical issues, so EDA (and to the best of our knowledge, other agencies) have not
formulated policiesto respond. We present them here so others may be aware of them:
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. Can the proceeds of aloan sale be applied toward the matching requirement on a
subsequent grant application? EDA requires localities seeking RLF funding to
provide a local match. The question here is whether an RLF can apply funds
obtained under a securitization toward that match.

. Relatedly, can an RLF treat the discount it receives on aloan sale as a matching
contribution?

. How long do funds initiated from a federal grant continue to maintain their
“federal character?” EDA requiresfederal grant funds to be tracked indefinitely.
However, such identification of funds becomes very difficult where an RLF does
repeated securitizations, where RLFs obtain funding from nonfederal sources as
well (which EDA requires them to do), or where nonfederal funds are used for
credit enhancement.

Protecting Borrowers

In the vast majority of cases, RLFs are very careful to ensure their borrowers are
protected. However, government agencies may wish to examine how borrowers are protected
before subordinating the public interest in aloan. In approving transactions that predated the
demonstration projedt, EDA typically required RLFs to include a repurchase option in their loan
sales in the event a borrower whose loan was soldfell into default. EDA did not impose such
reguirements on loan sales made under the demonstration project. In most cases, the
participating RLFs already had a clause in their sale agreement that allowed them to repurchase
or substitute aloan in place of a borrower subject to foreclosure. Often the RLF also retained
servicing of the loans.

Regulatory Issues

Virtualy all federally-funded RLFs are subject to avariety of federal regulations,
although they differ from one agency to anather. The most obvious regulations applying to
RLFs are those that control the kind of activities they can fund. For EDA, these regulations do
not pose a specia problem for securitization because federal rules are generally included in the
lending plan approval. Requiring that any new funds be used consistent with this lending plan
assures that most, if not all regulations affecting the RLF will be met.

Regulations applying to borrowers are more problematic for securitization, because they
may raise risk to invegors or require the servicer of the loans to incur monitoring costs they
would not otherwise bear. Thisis because the curent practice by EDA and other agencies has
been to require that all federal regulations on borrowers travel with the loan. Table 6.1 lists some
of the common reguiations that may apply. There are also agency ecific regulations, as well as
state and local laws. Togive an example, if aborrower whose |oan has been sold subsequently
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moves out of the distressed area served by the RLF that originated the loan, the new owner of the
loan is required to recall the loan.

Table 6.1

Representative Federal Regulations Affecting

EDA RLF Borrowers

Law/Regulation
Topic

Citation

Purpose

Anti-Kickback Act

Civil Rights Act of
1964, Title VI

Contract Work Hours
and Safety Standards
Act

Davis Bacon Act (Fair
Wages)

Executive Order on
Protection of
Wetlands

Executive Order on
Environmental Justice
in Minority and L ow-
Income Popul ations

Flood Hazard
Insurance

Freedom of
Information Act

Inspector General
Audits

40U.S.C. 276(c)
18 U.S.C. 874

42 U.S.C. 4002, et seq.
15 CFR Part 8.

40 U.S.C. 327-333

40 U.S.C. 276a-276a-5;
42 U.S.C. 3222

Executive Order 11990
(May 24, 1977)

Executive Order 12898
(February 11, 1994)

42 U.S.C. 4002, et seq.
P.L 97-348 (16 U.SC.
3501, et seq.)

15 CFR Part 4

Agency-specific

To ensure that parties entering into contracts with the
federal government do not mak e or receive payments
to receive those contracts

Prohibits exclusion from federal programs/ass stance
on grounds of race, color, or national origin

Sets overtime rates for laborers and mechanics on
federally-funded projects

To ensure that government contractors and grantees
(including RLF borrowers) pay locally prevailing
wages

To ensure that federally funded activities do not
result inunnecessary destruction of wetlands

To address disproportionately high and adverse
human health or environmental effects of federal
programs and activities in minority and low-income
neighborhoods

while not generally regulated as banks, RLFs may be
required to havetheir borrowers purchase flood
insurance.

to ensure public access to government records
(including some nonproprietary RLF documents)

Most agencies will stipulate tha the I nspector
General responsible for their agency has authority to
audit the accounts of RLFs and their borrow ers

Source: EDA Regulations, 13CFR, Chapter I11
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The Use of Federal Funds for Credit Enhancement

Reznick (1998) and others have pointed out tha the federal government could leverage its
available funding tremendoudly if, instead of recapitalizing existing RLFs directly, it funded
credit enhancement of loans to be securitized. The federal government has long used credit
enhancement in the form of guarantees for student, home, and ather loans—many of which are
subsequently securitized. There have been far fewer efforts to fund credit enhancement for
RLFs. HUD’ srecent pilot program to fund loss reserves for its Section 108 Economic
Development Initiative loans is a notable exception (see Chapter 2).

Without question, funding loss reserves or other forms of credit enhancement could make
securitization easier to achieve and vastly leverage federal funds. This loss protection could allow
securities backed by economic development loans to pay much lower yields and allow new types
of loans to be securitized that would never reach the market otherwise Still, to many observers,
credit enhancement for loans from federally sponsored RLFs seems like a double subsidy,
because the government would be subsidizing the sale of |oans that have already been subsidized
using government funds. The real question here should be, how many total federal dollarsdoesit
taketo created agiven level of lending? Sinceit only takes a small amount of added loss
protection to make bonds more attractive, aedit enhancement should be many times more
efficient than simply using that same amount of capital as adirect capitalization of an RLF for
lending.
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CHAPTER 7

CASE STUDIES

In the prior chapters we have presented the lessons learned from the cumulative
experience of the four projects funded by EDA under its demonstraion. This chapter presents a
more focused look at each of the projects. For each case, we describe

. the portfolio(s) being securitized or collateralized;

. the basic details of the transaction, including how is was structured and carried out,
who the investors were, etc.;

. any discount that was imposed on the participating RLF(s); and

. any documents develgped to facilitate the transaction. (In most instances, these
documents may be obtained from the grantees.)

Collateralized Borrowing by a Single RLF:
Racine County Economic Development Corporation

As described throughout this report, many RLF managers have been unwilling to
securitize their portfdios where a significant discount isinvolved. For these RLFs, collateralized
borrowing has provided the most attractive means to generate new capital from their existing loan
assets. EDA included one collateralized borrowing in the demonstration project specifically to
learn more about the benefits and costs of this approach relative to conventional securitization.
Racine County Economic Development Corporation (RCEDC) is ardatively small local
economic development agency like many others throughout the United States. Prior to the EDA
project, RCEDC had discussed the possibility of pledging its portfolio for aline of credit (LOC)
with local banks. However, RCEDC had not decided the exact approach to take. Initially, they
proposed to have two separate L OCs, one with a consortium of local banks and one with the
County of Racine—each worth approximately $400,000. The main unanswered questionwith
regard to the structure of the deal was how the county would fund their LOC (direct expenditure,
bond issue, etc.). Partof the EDA grant was used to hire a consultant to assess the various county
financing options,

To determine how large an LOC could be obtained from the bank syndicate, RCEDC
hired an independent firm, Valuation Research, Inc. (VRI) to appraise two portfolios—one with

-59O-



Table 7.1

Racine County Economic Development Corporation
Summary of Loans Pledged

Racine County RLF

Description small business lending
No. of Loans 22

Original Loan Value $64,655
(median)

Original Term (median) 5yrs.

Interes Rate (median) 7.0%

Term Remaining (median) 2.5yrs.
Balance $1,227,733
Market Value $1,084,135
Discount from Face Value 11.7%

Source: Valuation Research Corporation, 2000

twenty-two active loans and a second with threeloans. Only the first portfolio was
collateralized. Summary datafor the portfolio isincluded in Table 7.1. The fund consisted of
small business loans with atotal outstanding balance of $1,227,733. VRI valued the RLF at
$1,084,135, for atotal discount of 11.7%. Thisfigure is somewhat misleading, because the
portfolio includes afew large loans with very high discounts. The median discount of 5.9%is
more representative of individual loans in the portfolio. The relatively low discount imposed on
the majority of loansis primarily due to the fact that these loans carry a high interest rate and
short maturity compared to many RLF loans. The average interest rate charged on the loansis
7.0%; the median termremaining is 2.5 years RCEDC also manages a second portfolio of three
loans valued as well, but these were not included as collateral.

During the course of the project, RCEDC was able to enlist more financial support from
local banks than had been expected. Asaresult, RCEDC established a single $1 million
revolving LOC with the banks—eliminating the need for a county LOC. Each bank contributed a
minimum of $100,000, with no bank contributing more than 20% of the total. The Bank of
Elmwood serves as lead bank for the syndicate. Repayment of the LOC is made using the income
stream from new and existing loans. The interest rate charged by the banks on the LOC is 5%
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(Table 7.2). RCEDC will relend those funds a& 6%. The one percentage point spread is used to
fund RCEDC administrative costs and to help cover any loan losses. Repayments on interest are
to be made quarterly, with repayments on capital being made annually.*®

Table 7.2

Transaction Summary
Racine County Economic Development Corporation

Capital Raised $700,000
Interest Rates borrowing at 5%
relending at 6%
Backed By $1.1 million loan portfolio
Credit Enhancement 1) 30% rztlerve pool on $1 million line of
credit

2) overcollateralizationby $84,135in
current loans and up to $700,000 of

future loans
Discount 11.7%
CRA Credit equal to pro rata share of new lending by
the RLF
Documents Used Security and Collateral Agency Agreement

Revolving Credit Agreement

There are also several forms of credit enhancement built into the transaction. First, the
portfolio used as collateral actually was valued at approximately $84,000 higher than the line of
credit, representing a small overcollateralization. Second, the RLF may never draw more than
70% of the total credit line, effectively providing additional overcollateralization of 30%.
Finally, all future loans are pledged as collateral as well, representing a potential additional
overcollateralization of $700,000. Assuming the RLF loans the full amount that it can borrow, it
will have nearly three ddlars in loss protection (collateral plus reserve pool) for every dollar
borrowed.® This degree of credit enhancement is much larger than that seen in other projects
funded under the demonstration, but not larger than that required by other securitized borrowings
we have seen. Indeed, these terms are very similar to those contained inthe New Jersey
financing. In theory, this overcollateralization deprives the RLF of capital it could have used to
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make additional loans® It cannot, for instance, |oan out the $300,000in the reserve pool; nor can
it securitize or collateralize the loans it makes from the transaction proceeds to borrow further.
On the other hand, the income from new loans made should still be enough to ensure positive
growth and cash flow to the RLF. Given this, the RLF s management views the severe
overcollateralization as a cost they must endure in the short run, but expects that banks will
reduce their collateral requirements in future transactions once the RLF establishes itself as a safe
borrower. RCEDC management also notesthat some of this collateralization at the portfolio level
was necessary to make up for the fact that individual loans tend to be undercollateralized. By
pledging the income stream from its loans rather than selling the loans outright, RCEDC retains
full control over servidng itsloans. Althoughthe syndicate of bankscould have chosen to
impose strict and spedfic standards for underwriting and servicing on future loans to be made, it
has chosen not to. Interestingly, this borrowing has led to new loans being underwritten at lower
interest rates than what the RLF had previously been charging (6% on new loans vs. 7% on
existing loans).

The transaction costs on the collateralized borrowing were much higher than RCEDC
expected. Legal fees a one were more than $30,000, even though RCEDC only had to deal with a
single set of attorneys because the consortium of banks chose a single bank (the Bank of
Elmwood) to act on their behalf. Without publicly available examples to draw on, the participants
were operating in uncharted territory regarding the types of agreements that had to be negotiated.
Another challenge RCEDC identified was tha, in the year and a half it took to finalize a deal,
several of the banks were acquired by larger barks centered el sewhere. In most cases, these newver
operations were less interested in supporting RCEDC' s efforts. This meant that RCEDC had to
start over, convincing anew management team that the project was worthwhile.

Equity Equivalent Investing: South Dakota Rural Enterprise, Inc.

South Dakota Rural Enterprise Inc. (SDREI) is a private nonprofit intermediary that
makes loans to capitalize rural RLFs throughout the state. Initially, SDREI’ s proposal to EDA
considered two possible vehicles for securitizng loansin the state. The first model was a
collateralized borrowing, whereby RLFswould pledge loans as collateral to SDREI. The
intermediary would then borrow funds from banks and lend it back to the RLF. The second
model SDREI considered was the direct sale of loans to SDREI, with SDREI discounting loans to
asmaller degree than would the private marke. Alternatively, the sdes could have been directly
to outside investors, with some sort of subsidy to the RLFs (presumably from SDREI or
government).

After significant analysis, SDREI rejected both collateralized borrowing and securitization
as strategies for recapitalization. There were three main reasons for this. First, RLFsin thestate
indicated they would not participate in any program that required them to absorb a significant
discount. Because most RLFsin the state make their loans at below-market rates, SDREI would
have had to provide the RLFs alarge subsidy in order to obtain significant participation. Second
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and equally important, current economic and political conditions have made less-expensive
sources of recapitalization available. Third, and related, it isnot in the interest of either SDREI or
the RLFsto offer collateral when uncollaterdized financing is available.

Given this turn of events, SDREI and EDA negotiated a modification to the project that
allowed SDREI to explore an alternative source of RLF recapitalization known as “ equity
equivalent investment” (EQ2). EQ2 isnot securitization in the classic sense, but it does have
considerable potential as a source of RLF capital. Developed by the National Community Capital
Association (NCCA) and Citibank in a project supported by the Ford Foundation, EQ2 is an
unsecured, low-interest, deeply subordinated bank |oan to a community lender in return for very
favorable CRA treatment (Park, 2000). EQZ2loans have several unique features:

. the borrower only makes interest payments until the loan is due;

. the loans have arolling term;

. the loans are subordinated to the RLF s other lenders and are not collateralized;
. for accounting purposes, the lender treats the loan as an investment while the

borrower treats it as subordinated debt;

. the lender has no right to accelerate repayment of the loan unless the RLF ceases
its normal lending operations; and

. the interest rate on the loan is not tied to the cash flow into the RLF. Inthe NCCA
demonstration projed, interest was set at 250 basis points (2.5 percerntage points)
below the rate on aten-year Treasury note, withafixed rate over the first 10 years
of the loan.

Because EQ2 loans have an indefinite term and are unsecured, they ad much like an equity
investment (hence the*“equity equivalent™). Inthelegal documents investors are referredto as
investing in notes, rather than making along-term loan to SDREI. Investors were solicited using
aprivate placement offering document. EQ2 is attractive to banks because they can claim
highly leveraged CRA lending or investment credit in proportion to their share of the RLF's
equity. Lehr (1997:4) describes the situation, using a community development financial
institution (CDFI) as anexample:

Assuming a nonprofit CDFI has equity of $2 million, $1 million in the form of
permanent capital and $1 million in equity eguivalents provided by acommercial
bank, the bank’ s portion of the CDFI’ s equity is 50%. Now assume the CDFI uses
this $2 million to borrow $8 million in seniar debt. With its $10 million capital
under management, the CDFI makes $7 million in community development loans
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over atwo-year period. In thisexample, the bank is entitled to claim its pro rata share of
loans originated, 50% or $3.5 million. 1ts $1 million investment resultsin $3.5 million of
lending credit over twoyears.

To date, SDREI has approximately $1.75 million in EQ2 commitments under which
investors will lend SDREI funds at 3% (Table 7.3). SDREI will then relend the fundsto RLFsat
5%. Subject to certain paformance criteria, the initial term of the loan is 10 years, renewable
yearly thereafter. In addition to CRA credit, it is anticipated that participating banks will receive
a 15% rebate from the Department of the Treasury as a grant under its Bank Enterprise Award
(BEA) program. Any nonprofit RLF promoting community investment can use EQ2 investments.
However the BEAs are available only to CDFI’ scertified by the Treasury Department.

Table 7.3

Transaction Summary South Dakota Rural Enterprise, Inc.

Capital raised $1.75 million

Backed by unsecured

Interest Rates borrow at 3%
relend at 5%

Credit Enhancement N/A, loans not pledged or sold

Discount N/A

Servicing retained by RLFs

CRA credit 1) highly leverage investment or lending
credit

2) possible 15% rebate from Bank
Enterprise Award

N/A - not applicable

Clearly, obtaining unsecured loans with an indefinite maturity dateis a tremendous benefit
to cash-starved RLFs. However, there are three points to make about EQ2. First, it isvery new,
and rules on EQZ2 investing are still evolving. Second, while the EQ2 investment can be renewed
indefinitely, investors can call their debt in after the initial term expires. This means that an
issuer of the EQ2 “notes’ should structure its assets in such away that it could begin repayment if
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required to do so asthe initial term expires. Third, and perhaps most important, EQ2 is attractive
to banks today due to a specific set of conditions:

. the economic boom of the 1990s resulted in a huge influx of deposits with a
relatively scarce supply of investment/lending outlets;

. CRA requires banks to demonstrate a commitment to local investment in order to
obtain regulatory approval for significant restructuring; and

. the banking industry has been undergoing rapid consolidation, requiring frequent
regulatory approval.

If any of these conditions change, the attractiveness of EQ2 investment could change dramatically
relative to other investment opportunities available.

Securitization by a National Intermediary: Community Reinvestment
Fund, Inc.

Created in 1988, Community Reinvestment Fund, Inc. (CRF) isthe country’s most
established buyer and sller of economic and community development loans. Most of CRF's
transactions consist of buying whole loans, although it aso buys participation in loans (owning a
fraction of the loan), and makes advance commitments to purchase loans when they aremade.®
Once CRF purchases aloan, it is held until the arganization acquires enough additional loans to
back asizable security. Alternatively, CRF has served as a broker of loans sold directly to a
single institutional investor. Operating as a nonprofit organization, CRF borrows working capital
from foundations and has also obtained a warehouse line of credit from a commercid bank to
support its loan purchases until a security sale can replenish its cash. The fact that CRF
warehouses loans has two important implications. First, it means that RLFs selling loansto CRF
can sell when it is most opportune for them, receiving cash at the time of sale. Second, it means
that CRF is exposed to warehouse risk from changing interest rates between the time it buys a
loan and the time it issues its security. The degree of thisrisk increaseswith the time required to
complete its transactions.

In general, CRF requires that |oans be seasoned at |east one year (except for advance
commitments) (Table 7.4). It also prefers to acquire loans greater than $10,000. The loan sales
are non-recourse, meaning that the seller is not required to buy the loan back in the event of
default or delinquency (although the RLF may substitute other loansin their placeif it wishesto
protect the borrowers). CRF enters a“Qualified Seller Agreement” with the RLF that estallishes
the authority of the seller to market its loans, the eligibility of loansto be sold, and the general
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procedures for pricing the loans and closing the transaction.®* This agreement remansin effect
after the transaction and can be used by the RLF in subsequent sales. A second document, the
“Loan Purchase Agreement,” sets the actual purchase price and obligations of buyers and sellers.
This document is unique to each transaction. At the time of sale, CRF requires sellersto meke a
variety of warranties confirming that they have full authority to make a sale and testifying to the

Table 7.4
Community Reinvestment Fund
Summary of Loans Purchased
Loans included in 12" L oans Purchased or
Series Security Committed for Purchase
Thereafter

Description 3 RLFs 6 RLFs
No. of Loans 27 63
Original Loan Value (median) $50,000 $60,000
Original Term (median) 5.5 yrs. 10.0 yrs.
Interes Rate (median) 8.50% 7.25%
Term Remaining (median) 6.0 yrs. 6.8 yrs.
Balance $1,323,433 3,400,002
Market Value $1,230,845 3,104,975
Discount from Face Value 7.0% 8.7%
(entire portfolio)

accuracy of the loan documentation. CRF may require the RLF to repurchase aloan in the event
these warranties are violated. In some cases, CRF aso uses foundation funds to provide
additional loss protection for investors by establishing reserve pools.

In pricing the loans it purchased under the demonstration project, CRF used a 2.5% spread
above theyield paid to Treasury notes of similar duration. At the time this paper was prepared,
CRF had priced 90 EDA loans from 9 different RLFs. Only 27 of these loan sales had actudly
been securitized. These securitized loans had an outstanding balance of approximately
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Table 7.5

Structure for Community Reinvestment Fund
Twelfth Series Notes

Note
Component Amount Yield Description
Senior $7.6 million 8.8%" First payment position. Noteholders
(ClassA) have firg claim on all interest and
principal generated by the underlying
development loans.
Junior $3.5 million 6.25% Subordinated to senior notes. Pay ments
(Class B) to the junior note holders shall be

interrupted in the even of significant
defaultsin the underlying development
loans.

Subordinated $0.6 million 9.15% Held by CRF, may be sold. Subordinate
to senior & junior notes. Interest
payments on the subordinated notes
shall be interrupted in the event of
significant defaults in theunderlying
development loans. The default hurdle
islower than for thejunior notesNo
principal is paid until senior and junior
notes are fully paid off.

Residual $2.9 million N/A Held by CRF. Only paid when all

notes are pad. CRF is prohibited from

selling its residual interest.
& The senior notes were split into two classes paying different yields. Because CRF is a nonprofit
corporation, it occasionally obtains investments from foundations that carry below-market interest rates. In
this transaction, the John D. and Catherine T. M acArthur Foundation purchased $1.0 million in Class A-2
notes that carried a 5% coupon.
N/A - not applicable
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$1.32 million. CRF paid approximately $1.23 million for the loans, representing a cumulative
discount of 7.0%.% For individua loans, there was significant variation in the discount. The
largest single discount for aloan was 22%. On the other hand, several |cans actually sold slightly
above par, because the loans carried interest rates above current market rates. The median
discount was just 3.2%, in large part because theloans carried arelatively high median interest
rate of 8.5%. CRF alsocharges certain feesin its transactions. For theEDA project, these
included a 2% transaction fee and $20 setup fee CRF offers sellers the option of continuing to
service their loans or transferring the servicing of the loansto CRF. Inthe demonstration prgect,
only one RLF chose to have CRF serviceitsloans. Where the RLF continuesto service the
loans, CRF and the RLF enter aloan servicing agreement that sets out the responsibilities of each

Table 7.6

Transaction Summary
Twelfth Series Notes
Community Reinvestment Fund.

Capital Raised® $1.23 million
Backed by $1.32 million in loans from 3 RLFs
Credit Enhancement 1) tiered structure of nates

2) reserve poolsfor upper tier securities

3) limited recourse (RLF must replace
defaulted loansif warranties are voided,
but not for default)

Discount 7.0%

Servicing may be retained by RLFs at their discretion
they earn servicing fee

CRA Credit CRF supports claimsby investors for credit

Documents Used Qualified Seller Agreement
L oan Purchase Agreement
Loan Servicing Agreement
Private Placement Memorandum

#Includes only EDA portionof larger offering worth $14.4 million.
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party. Inthe event that an RLF failsto service its loans responsibly, CRF may take over servicing
theloans. For the EDA project, CRF is charging borrowers a servicing fee of .375% of the
outstanding loan balance; .25% is paid to the RLF doing the servicing and the remainder is
retained by CRF as master servicer.

In January 2001, CRF completed the sale of its 12" Series securities (Table7.5). These
securities were backed by approximately $14.4 million of development loans it has purchased
from RLFs nationally, including the EDA loans described above. Some of the other loans
include federally guaranteed loans. The offering was an unrated private placement. The
securities were structured using a 3-tranche structure with aresidual. Payments from the loan
portfolio are collected by a bankruptcy-remate corporation set up expressly for that purpose then
paid to each tier in order—with senior obligations paid first, then junior, subordinated, and
residual notes, respectively. This structure allows CRF to raise more capital from agiven
portfolio, because investors in the lower-tier securities are willing to accept greater risk in return
for ahigher yield. Theseinvestors subordinate their claim for payments to investors that are
highly risk averse—enhancing the credit of the upper-tier securities because they receive payment
only after the higher-level obligations are paid. 1n the CRF transaction, this did not play out quite
as we would expect, because the riskier junior securities actually paid alower yield than some of
the senior notes. This anomaly occurred because yields were negotiaed with different buyers at
different pointsin time during a period of rising interest rates. The price for the junior noteswas
locked in earlier, but one of the senior securities was not priced until interest rates had risen
significantly.

The repayment risk for the senior and junior notes is further diminished because CRF has
established areserve account for each tier that can be drawn against in the event of a payment
shortfall (Table 7.6). CRF has chosen to hold the subordinate and residual tier notes themsdves,
although they can sell their subordinated notes later, as the risk to the higher-level investors
diminishes over time. These notes could, for instance, be sold to foundations engaged in
program-related investment or to risk-tolerant private investors seeking a higher yield. Each
month, interest payments are paid first, with scheduled payments to principal made afterwards.
No principal payments are made on the subordinate notes until the senior and junior note holders
have been paid off completely.

To the extent that debt securities sold in secondary markets help recapitalize economic
development RLFs, buyers of these notes are supporting economic development lending.
Accordingly, the Treasury Department has shown willingness to give CRA credit for CRF
securities. As part of its marketing effort, CRF helps investors document their claims for CRA
credit from investingin its securities.

CRF identified a number of specia legal challengesin executing its transaction. Most of
these are described elsewhere, including issues related to loan sales on tribal trust lands and SEC
exemption from registration. There was also one issue that applies somewhat uniquely to CRF.
As anonprofit organization, CRF is exempt from income tax onthe proceeds of its security sales.
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However, transfers from one nonprofit to another are generally taxable. To solve this, CRF
operates as a “ supporting organization” under the Internal Revenue Code. Assuch, it can only
buy loans from nonprofits or units of government making loans supporting its economic
development mission. This also affects the particular documents it uses.

Securitization by a National Intermediary Using a Rated Security:
Commonwealth Development Associates

Commonwealth Development Associates, Inc. (CDA) isaprivate financial consulting
firm based in Harvey Cedars, NJ, and headed by Scott Reznick, a practicing attorney and former
professor at Rutgers University Law School. Partnering with CDA isthe National Association of
Development Organizations (NADO). NADO is atrade organization representing many EDA
Economic Development Districts and RLF operators, especially in rural areas of the country. As
this paper was being prepared, CDA had not yet completed its transaction. However, it had
obtained authorizationto sell loans from two large RLFs holding approximately $5.6 million in
marketable loans. Like CRF, CDA acts as an intermediary that pools loans for the RLFs and uses
them to back securities that are marketed nationally. The two most visible differences between
CDA'’s and CRF s approaches are that: (1) CDA does not buy loans in advance and warehouse
them; and (2) CDA intends to sell an investment-grade rated security.

Much of the CDA/NADO project has been devated to extensive outreach. As part of this
outreach program, CDA and NADO have used NADO' s access to the community of RLF
operators to

. advertise EDA’ s demonstration project in NADO’s Economic Development
Digest, anewsletter with severd thousand subscribers;

. post CDA'’ s Securitization Manual on NADO's Web site; and

. e-mail NADO members and members of similar organizationsabout the project
and securitization more broadly.

CDA has also had extensive contacts with rating agencies, investment bankers, and loan servicers
to educate them about the project and about RLF |oans as potential investments.

Rather than buying loans in advance, CDA’ s approach is to encourage RLFs that have
loans to sell to obtain advance permission from their Board and from any government grantors to
sell loans when an attractive deal can be put together. CDA also offersto help RLFs scrub their
loan files to prepare them for due diligence. CDA provides RLFs that are interested in
securitizing their loanswith an estimate of the price they could receive if the loans were sold
today. Thefinal priceis not established until the securities are sold. Because it does not
warehouse loans, CDA does not have to build any protection against interest rate increases into its
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spread. All else being equal, this should allow it to offer a better pricefor their loans. Of course,
the RLF bearsthe risk of any rate increases prior to the time the securities are priced.

CDA intends to use a multi-tiered, bankruptcy-remote structure for its securities (Table
7.7). CDA dso intendsto haveits securities rated, with sufficient loss protection so that its
upper-tier security can earn an investment-grade rating. This should atract a much broader aray
of institutional investors than have purchased RLF loan-backed securities in the past. Depending
on the details of how a scurity is offered, obtaining a rating can be expensive. To help reduceits
overall costs, CDA intends to price its loans with a credit scoring model from Fair-l1saac &
Company. Thiscan help reduce transaction costs and burden on RLF staff, since it is requires
less information than performing a detailed review of each loan file. It can also help RLFs keep
their loan files private, because credit scoring uses relatively little data from loan files. Credit
scoring is also respected by the rating agencies and can help reduce uncertainty surrounding the
valuation of the loans that underlie the security. Both of these features of credit scoring
ultimately benefit the RLF, because they reduce the discount imposed on the RLF' s portfolio at
the time of sale.

Table 7.7

(Proposed) Transaction Summary
Commonwealth Development Associates

Capital raised $5.4 million (tentative)
Backed by $5.6 million (tentative)
Credit Enhancement 1) tiered structure of nates

2) voluntary recourse for default or delinquency
3) single reserve fund

Discount 3% (tentative)

Servicing may be retained by RLFs at their discretion
they earn servicing fee

CRA Credit CDA supports claimshby investors for credit

Documents Used Loan Sale Agreement

Loan Servicing Agreement
Private Placement Memorandum

#Includes only EDA portion of larger offering worth $14.4 million.
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CDA intends to hire a master servicer, but allow for servicing to be contracted back to the
RLFsif they wish. CDA’stransaction also allows for voluntary repurchase or replacement of
loans by an RLF.
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CONCLUSION

In less than two years, the securitization demonstration project has raised more than $3.7
million in new private-sector capital for economic development lending in distressed aress, with
an additional $8.7 million in sales pending. Perhaps more important, the experience of the very
diverse set of granteesmakes clear that securitization can be carried out in such away asto
address the serious concerns of RLF operators

L oan sales can be made with very modest discounts (two-thirds of the participating
RLFs experienced disoounts of less than 10%).

At the levels of discount typically experienced, most RLFsfind they can still
generate healthy growth in their revolving fund.

RLFs can retain servicing of their loans, or pass on servicing to someone el se,
depending on their needs.

RLFs can further protect their borrowers by induding voluntary recourse
provisions that allow them to substitute loansin the event of foreclosure.

RLF pricing can be done in ways that RLFs need not open their detailed loan files
to outside scrutiny.

The usefulness of seauritization to RLFsis likely to increase even further as the volume of loan
salesincreases.

Asit becomes possible to sell loans at any time, it will be easier for RLFs to adopt
asset management techniques that allow them to sell loans only when they have
ready borrowers—to pratect their operating income by guaranteeing they can
quickly relend the proceeds of securitization.

Discounts will decline further as investors become more comfortable with buying
RLF loan-backed securities and as competition increases.

Transaction costs will decline as standardized documents and procedures are
developed.

Specialized intermediaries should emerge to increase competition.

At the current time, it appears that the biggest obstacle to expanding the use of
securitization to meet RLF needs lies on the supply side of the market. Each of the demonstration
participants that attempted to buy or pool loansfound it difficult tofind RLFswilling to sll.
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While recognizing that demand for RLF loans may be suppressed somewhat right now due to the
fortunate economic times the nation has experienced, it seems unlikely that thisisthe only
explanation. Each of the demonstration project grantees reported that significant numbers of RLF
operators and their boards of directors remain skeptical of securitization. For that matter, so do
many officialsin EDA and other federal agencies. Many RLF operators may also be trapped by
their past practices, because their loans carry low interest rates that would subject them to large
discounts.

The experience gained in the demonstration project raises important new questions.

. What forms of continuing outreach can hdp RLFs to determine if securitization is
right for them?
. Would securitization be more viable if the federal government worked with RLFs

and the financial community to develop standardized documents?

. Are subsidized interest rates central to the economic development mission of RLFs
operating in distressed areas?

. If subsidized rates are important, should the federal government reimburse RLFs
for the cost of those subsidies?

. If not, should the federal government encourage or require RLFstolend at interest
rates that are closer to market rates?

. Should the federal government require RLFsto attempt securitization before they
can qualify for recapitalization grants?

EDA and other federal agencies that fund RLFswill have to consider these questions
carefully as it becomesincreasingly difficult to fund RLF recapitalization using grants. Inthe
meantime, a growing number of RLF operators are using securitization to generate new lending
capital from their portfolios. EDA is continuing to support these innovative approaches as one
way to increase the impact of federal funds in the communities we serve. Operators of EDA
RLFs may securitize their loans at any time; obtaining EDA approval isfast and ssimple using the
procedures developed under this demonstration. RLF operators are invited to contact any of the
demonstration partid pants using the contact information listed on the following page.
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CONTACTS

Mr. David Witschi, Director

Economic Adjustment Division

Economic Development Administration
U.S. Department of Commerce, Room 7327
14" and Constitution Ave., NW
Washington, DC. 20230
dwitschi@eda.doc.gov

Ms. Beth Davis, President

South Dakota Rural Enterprise, Inc.
PO Box 802

Sioux Falls, SD 57101-0802

(605) 978-2804

beth@sdrei.org

Mr. Scott Reznick, President

Commonwealth Development Associates, Inc.

7A West 82" St.

Harvey Cedars, NJ 08008
(609) 361-7639
sreznick@ix.netcom.com

Mr. Frank Altman, President
Community Reinvestment Fund
2400 Foshay Tower

821 Marquette Ave.
Minneapolis, MN 55402

(612) 338-3050
Marketing@crfusa.com

Mr. Gordon Kacala, Executive Director
Racine County Economic Development Corp.
4701 Washington Ave., Suite 215

Racine, WI 53406

(262) 638-0234
gkacala@racinecountyedc.org
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NOTES

1. Most notably, CFED excluded RLFs funded by HUD’ s Community Development Block
Grant (CDBG) funds, even though these funds represent a huge source of capital for RLFs
nationally. Some undfficial estimates put the dollars in RLFs nationwide as high as several
billion.

2. The ability of an RLF to retain cash may be constrained by rules placed on the RLF by
government agenciesor foundations that capitalized the fund initidly. EDA, for instance,
requires that RLFs operate their funds so as to have 75% or more of thar funds loaned out at all
times.

3. According to the survey conducted as part of the research, the average rehabilitation loan on
single family homes carried an interest rate of 3.11% and term of 12.8 years; for multifamily
homes, the interest rates was 2.35%, with aterm of 8 years (Dommel, 1995: 8). According to
Malone (1992), the average EDA RLF loan as of March 1991 carried an average interest rate of
7.6% and term of 7.75years.

4. Details of case from Richardson (1996).

5. Both HUD and EDA have provided funding to JEDA. EDA loanswere not included in this
transaction, however.

6. Details of case from Richardson (1996).

7. In contrast to this direct-pay LOC, a“standby LOC” would have payments being made by the
RLF, with the bank backing those payments.

8. In several cases, the grant was made to support a specific loan, with the requirement that the
repayments on the loan be used to establish arevolving fund.

9. Figures provided by Cathleen Surface, Executive Director of VSBFA, March 2001.

10. Oneresult of thiswas that VSBFA had an inordinately large percentage of poorly
performing loans left in its portfolio after the sale.

11. Inretrospect, VSBFA indicated that they had received positive comments from borrowers
about the quality of Cargill’s servicing practices.

12. The author, Scott Reznick, is also President of Commonwealth Development Assodates
(CDA), one of the demonstration project grantees.

13. The projects started October 1, 1999. The anticipated closing for transactions was
August 15, 2000.
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14. Most federal agendes alow some portfdio revenue to be used for overhead and operational
expenses. EDA allowsinterest income, but not repayments of principal to be used for these
purposes (EDA RLF Standard Terms and Condition, 1998, E. Financial Requirements, 05-06).

15. We have pooled these loans for our analyssin order to protect the anonymity of individual
borrowers.

16. Thiswas 1 to 1.5 percentage points above the yield on 5-year fixed maturity Treasury notes.

17. In many cases, “socially responsible” mutual funds and other investments have been able to
earn returns comparable to or better than the market as awhole.

18. Of course, interest rates could also fall, in which case the investor would receive awindfall.
For the purposes of pricing their loans, the relaionship between risk and price is asymmetrical.
Investors only consider the down side.

19. Interestingly, Reznick (2001) finds that RLF collateral coverage ratios at the loan level are
often higher than commercial standards.

20. To provide an example of why these options might not be available, most states do not allow
full faith and credit guarantees to be provided on bonds where the revenue goes to fund private
businesses (Reznick, 1998).

21. Adapted largely from Reznick (1998).

22. See Federal Register. June 30, 2000. U.S. Department of Housng and Urban
Development, Economic Development Initiative, Community Empowerment Fund.

23. Inthe case of Racine County, EDA also subordinated its rights on any new loans from the
RLF, because these were also pledged as collateral. However, at suchtime that the line of credit
expired, EDA’sinterest in these loans was to be fully restored.

24. Thetime to settle the legal issues involved precluded this transaction from being included as
part of CRF s Twelfth Series Notes. However, it is expected to be included in a new note
offering in 2001.

25. Similarly, we might expect an increase in loss rates if interest rates and terms are shifted
more toward market standards.

26. CRF reportsthat all but one of the RLFs they bought oans fromwere able to relend their
proceeds immediatdy, and that the remaining one anticipated being able to make new loans
quickly.

27. Also remember that in the Virginia case, the RLF that was willing to accept a large discount
in order to securitize its portfolio subsequently found it could not easily relend its funds.
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28. http://www.ffiec.gov/cra/ga/sect23.htm Retrieved April 12, 2001.

29. http://www.ffiec.gov/cra/galletter_19970911.htm Retrieved April 12, 2001.
30. There are no charges (except minor administrative fees) unless the RLF draws on the LOC.

31. Thisincludes $2.1 million dollarsin collateral loans and reserve funding for a borrowing of
$700,000.

32. Thisassumesthe RLF could actually find acceptable borrowers for any additional cash
provided.

33. CRF has other services as well, but most of these do not apply to the EDA project.

34. Asanonprofit organization, CRF also reguires that proceeds of |oan sales go to socially
beneficial purposes.

35. Infact, these numbers differ slightly from the final figures at closing, because some loan
payments were made between the time the |can sales were approved and the final closing date.
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