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CREDIT CARD SECURITIZATION

I. Assets

A. Accounts and Receivables

- "Accounts" are the contractual relationships with credit card obligors

- "Receivables" are balances arising under the Accounts

- only the Receivables are transferred to the securitization vehicle, generally a Trust

- the Accounts remain property of the Account originator

- Receivables in a Trust are the balances arising in a designated group of Accounts

- credit card receivables are short-term revolving assets; new balances are included as incurred while old balances are paid down
- Eligible Account requirements and Eligible Receivable requirements must be satisfied

- Accounts can be added or removed.  An addition of Accounts means the Receivables in additional designated Accounts are transferred into the securitization.  A removal of Accounts means the Receivables arising in designated Accounts are no longer transferred into the securitization and outstanding balances from those accounts are removed from the Trust
B. What are the Receivables?

- Principal Receivables – balances incurred on credit cards for goods and services and cash advances

- Finance Charge Receivables – periodic finance charges (i.e., interest charges assessed on principal balances), fees (i.e., annual fees, late payment fees, overlimit fees, cash advance fees), Recoveries, Interchange and investment earnings on amounts in Trust bank accounts

- Recoveries – amounts collected on charged-off accounts

- Interchange –  fees payable to the Account originator as card issuer through MasterCard or Visa or a similar organization in connection with cardholder charges

C. Key Performance Variables

- Yield – collections of Finance Charge Receivables as a percentage of  outstanding balances

- Payment Rate – how quickly principal is repaid relative to outstanding balances

- Losses – charge-offs allocated to the Trust; delinquencies are also reported as an indicator of potential charge-offs

- Dilution – reversed charges including those related to returns and fraud

D. Other Assets

- Bank Accounts – the assets of the Trust will also include bank accounts such as a collection account, distribution account, spread account or cash collateral account

- Derivatives – the assets of the Trust may also include interest rate and/or currency swaps and interest rate caps

II. Structures

A. What are the Structuring Objectives?

- investment-grade securities issuance

- off balance sheet – originators of securitizations, who are usually the Account originators and Account owners, have generally structured transactions to achieve sale treatment for accounting purposes and to allow the transactions to be treated as bank sales without recourse

- debt for tax purposes – originators generally want the investor securities to be treated as debt of the entity transferring receivables to the Trust

- medium-term issuance – short-term assets securing medium-term securities

B. The Transferor Interest

- when Receivables are transferred to the Trust, the entity that transfers the Receivables – the Transferor – takes back investor securities and a Transferor Security evidencing its interest in the Trust, then sells senior investor securities

- the Transferor Interest represents the excess of the Principal Receivables in the trust over the outstanding investor securities

- the Transferor Interest is generally pari passu with investor securities in terms of rights to collections and absorption of Losses, but absorbs Dilution first

- the Transferor Interest is time-subordinated in its right to principal payments during the amortization of investor securities

- the Transferor Interest is entitled to receive excess spread

- Minimum Transferor Interest requirement generally ranges from zero to 7%

- retained subordinate classes of investor securities may absorb Dilution if the Transferor Interest is insufficient

C. Collections and Allocations

- Collections of Principal Receivables and Finance Charge Receivables and Default Amounts are allocated to each series of investor securities generally as follows

- during the Revolving Period

- Floating Allocation Percentage used for Finance Charge Collections, Principal Collections and Default Amounts

- during the Scheduled Amortization or Accumulation Period


-
Floating Allocation Percentage used for Finance Charge 


Collections and Default Amounts


-
Fixed Allocation Percentage used for Principal Collections

- during the Early Amortization Period

- Floating Allocation Percentage used for Default Amounts and generally for Finance Charge Collections 


-
Fixed Allocation Percentage used for Principal Collections 


and in some non-bank deals for Finance Charge Collections

- A "Floating Allocation Percentage" is generally the percentage equivalent of a fraction the numerator of which is the outstanding invested amount of the series of investor securities and the denominator is the outstanding amount of Principal Receivables in the Trust
- A "Fixed Allocation Percentage" is generally the percentage equivalent of a fraction the numerator of which is the outstanding invested amount of the series of investor securities at the end of the Revolving Period (or the day prior to the commencement of the Early Amortization Period) and the denominator of which is the outstanding amount of Principal Receivables in the Trust
D. Revolving Period

- generally no principal payments to securityholders during this period

- principal allocated to a series is reinvested in new Principal Receivables or shared to accelerate payment of principal for other amortizing series

- the Revolving Period begins on the closing date and continues until the beginning of the Scheduled Amortization or Accumulation Period or the occurrence of a Pay Out Event

E. Early Amortization Period

- begins upon the occurrence of a Pay Out Event 

- collections of Principal Receivables allocated to a series or available to be shared from other series is repaid monthly to securityholders until the earlier of the date on which the series is paid in full and the legal maturity date for the series

- intended to repay the securities as quickly as possible

F. Controlled Amortization Period

- principal allocated to a series or available to be shared from another series is repaid monthly up to a specified amount until the series is paid in full

- begins on a scheduled date and continues until the earliest of the occurrence of a Pay Out Event, the payment in full of the securities and the legal maturity date for the series

- designed to provide investors with increased certainty regarding timing and amount of principal payments

G. Variable Accumulation Period

- principal allocated to a series or available to be shared from another series is deposited in a principal funding account until an amount equal to the outstanding amount of the securities is funded in the account

- the length of the accumulation period is established at closing but is subject to adjustment based on principal anticipated to be available during the accumulation period.  This period may be shortened to a single month.  Most large programs use this feature and shorten each accumulation period to one month

- principal repaid in full in a single payment on a scheduled payment date

- the period ends upon the earlier of the occurrence of a Pay Out Event or the scheduled payment date for the securities

H. Pay Out Events

- like events of default for note transactions, they trigger early and rapid repayment of principal, but they generally do not provide a liquidation remedy

- typical Pay Out Events:

- breaches of representations, warranties or covenants that have a material adverse effect on securityholders

- events of bankruptcy or insolvency of the Account originator and any other entity through which the Receivables are transferred prior to transfer to the Trust

- the Trust becomes an investment company

- occurrence of a default by the Servicer

- failure to satisfy the Excess Spread Test

- failure to satisfy the Collateral Tests

I. Excess Spread Test

- income allocated to a series must exceed expenses and Losses borne by that series

- the portfolio yield, which means generally the yield allocated to a series, net of the charge-offs allocated to a series, averaged generally over a period of three months must equal or exceed the base rate, which means generally the sum of the average interest rate plus the servicing fee rate for that series

- for most programs if the three-month average excess spread is negative, a Pay Out Event is triggered; for some non-prime programs a margin is added to this test

J. Collateral Tests

- the amount of Receivables in the Trust, plus amounts in the Excess Funding Account, cannot be less than the amount of investor securities outstanding, plus, in some cases, a minimum amount required to be retained by the Transferor

- at all times including during the amortization of any series, the amount of Principal Receivables, plus amounts in the Excess Funding Account, must equal or exceed the sum of the numerators used in the allocation percentages for the allocation of Principal Receivables

- the amount of the Transferor Interest, plus the amount of any retained subordinate classes expressed as a percentage of the aggregate amount of Principal Receivables plus amounts on deposit in the Excess Funding Account, cannot be less than the Minimum Transferor Interest

K. Excess Funding Account

- a collateral account into which funds that would be paid to the Transferor are deposited if the Transferor Interest would otherwise be less than the Minimum Transferor Interest

- the cash in the Excess Funding Account is counted toward meeting the principal collateral tests

- upon the occurrence of a Pay Out Event the cash in the Excess Funding Account is paid as principal to the investor securityholders

L. Finance Charge Collections allocated to a series or shared from collections allocated to another series are generally used to cover:

- current and overdue interest

- servicing fee

- investor default amount – current month's charge-offs allocated to the particular series of investor securities – cash applied to avoid a write-down of the principal amount of the securities

- investor charge-offs – amounts written down from prior months – cash applied to reinstate previously written down amounts

- funding of spread account and/or cash collateral account

- remainder can be shared with other series

- excess paid to the Transferor

This Finance Charge Collections "waterfall" becomes more complex where there are multiple classes or certain forms of credit enhancement

M. Credit Enhancement

- Subordination – junior classes of a series provide enhancement for more senior classes of that series; in some cases, subordinate classes are retained by the Transferor or an affiliate

- Cash Collateral Account – an account funded at closing in some cases by a third party lender

- Spread Account – an account that may not be funded at closing, but must be funded from available Finance Charge Collections if excess spread is less than a trigger level; most transactions have multiple funding requirements triggered by reductions in excess spread;  the spread account may be for the benefit of all classes of a series or only the junior most class

- Finance Guaranty Insurance Policy or Surety Bond – an insurance policy generally covering timely payment of interest on each interest payment date and the ultimate payment of principal on the legal, rather than scheduled, maturity date

- Letter of Credit – used for early deals, but uncommon now; can be drawn on to make timely payments of interest and ultimate payment of principal

N. Derivatives – Are included in some transactions
- Swaps – interest rate swaps (e.g., floating to fixed rate) or currency swaps (e.g. dollars to euros)

- Interest Rate Caps – the counterparty is obligated to make payments if an indexed rate exceeds a certain level – may improve enhancement levels for certain floating rate classes of securities

O. Common Law Master Trusts

- common law trusts:  formed pursuant to a pooling and servicing agreement – not statutory or business trusts

- Master Trusts were developed to eliminate performance differentiations across trusts and to reduce transaction costs

- multiple series from the Master Trust can be issued off an S-3 shelf registration statement

- tax and accounting balance

- issuance of certificates from time to time in series

- provide for allocation of collections to each series and sharing across series

- not the issuance vehicle of choice for new programs, but still in use by most major issuers

P. Owner Trusts

- ERISA and tax benefits

- when securities are in the form of notes, it is easier to conclude they are debt for ERISA and tax purposes

- if debt for ERISA purposes, generally ERISA eligible

- Discrete Secured Note/Owner Trusts

- were used initially for issuance of "BBB" rated notes

- still used by some programs for tax or ERISA benefits

- usually Delaware statutory trusts

- a Collateral Certificate issued by a Master Trust is deposited into a newly established owner trust as collateral for an issuance of notes

- the Secured Note/Owner Trust is a discrete trust that will be used for a single transaction

- can be used to issue multiple classes or a single class of notes, either senior or subordinate

- downside is that an Account originator can end up with multiple Secured Note/Owner Trusts and will have to fulfill separate reporting requirements for each Trust

- Master Owner Trusts

- usually Delaware statutory trusts

- can be used to issue multiple classes and series of notes

- have been used for de-linked notes which are multiple tranches of each class issued from time to time, so long as sufficient collateral is outstanding (i.e., do not issue all classes of a series at one time)

- currently the structure of choice for most frequent issuers

Q. Other Types of Issuance

Variable Funding Notes

- issuance of a class or series of notes, principal amount of which can be increased or decreased during the Revolving Period

- generally sold to commercial paper conduits

- the coupon on the notes may reflect the cost of funding of the buyer

- usually short-term issuance, but the term may be extended

Extendible Notes

- alternative for short-term issuance

- notes issued under an extendible note program are paid off by the issuance of new notes under the program

- they generally have a very short Revolving Period

- if new notes cannot be issued to repay maturing notes, the notes begin to amortize

- at a designated point in amortization, a group of committed purchasers agree to purchase maturity notes; the proceeds are used to repay the extendible notes

R. De-Linked Issuance

1.
Single Series

- senior tranches must have a specified amount of subordination beneath them in order to be issued

- basic structure: three classes with set enhancement levels

- tiered issuance:  modification of enhancement levels and enhancement flexibility allow issuance of multiple rated tiers

- issuance of tranches of notes, each tranche is part of a class of notes and there will be multiple tranches of each class over time.  All the tranches of the various classes collectively comprise a single series of notes

- reduction of enhancement levels – several major programs have implemented enhancement reductions

2.
Collateral

One or more Collateral Certificates from one or more Master Trusts
- terms of Collateral Certificate

- matched with note principal and interest payments or unmatched slice of a Master Trust

- sole asset of owner trust or one of several assets including Receivables

- Reg. AB clarifications re: registration and ratings requirements for Collateral Certificates

- for public offerings the Collateral Certificate must be registered, but does not need to be rated to be registered on Form S-3

- Receivables

- in some cases included currently

- upon repayment of other outstanding master trust securities, the collateral certificate from a Master Trust may be paid down and then the Master Trust may be terminated and receivables transferred directly to issuance trust

3.
Benefits and Burdens of De-Linked Structures          

Benefits:

- ability to aggregate issuance of subordinate securities and issue senior securities opportunistically

- ease of execution; reduction of transaction costs

- movement toward medium-term-note-style execution

Burdens:

- start-up costs: documentation, systems modifications

- requires issuance of subordinate notes prior to issuance of senior notes

III. SEC

A. Regulation AB (Reg. AB)

1.
Definition of "Asset-Backed Securities"

- "discrete pool" requirement

- exception for Master Trusts that allow additions of Accounts in connection with new issuance and maintaining minimum pool balances.  Does not address other additions or removals of accounts

- Prefunding Periods – up to one year and 50% of the total pool (not just the specific series or tranche)

- Revolving Periods – no limitation on length of Revolving Period

- "passive ownership" requirement

- activities of issuing entity limited to passively owning or holding the pool of assets, and other activities reasonably incidental thereto

- no non-performing assets at measurement date

- measurement date means date as of which portfolio disclosure is made in prospectus

- non-performing credit card accounts are charged off and given zero balances

2.
Registration Statement Revisions

- Expanded Disclosure on Transaction Participants

- Servicer

- the Servicer is generally the Account originator and Account owner

- focus on affiliates and third parties performing servicing functions on behalf of the contractual servicer

- Trustees

- system in place for updating Trustee disclosure

- Derivative Counterparties

- specific disclosure standards and analysis of "significance percentage"

3.
Disclosure of credit score information

- standardized scores vs. proprietary scores

- most programs are presenting FICO score information

- investors have expressed a preference for FICO score information to allow "apples-to-apples" comparisons across programs

- however, FICO scores may differ based on the credit bureau providing the score and the version of the score used

- SEC did not provide specific guidance on presentation; different programs use different buckets

- provided as a point-in-time snapshot

4.
Static Pool

- major efforts were made to produce static pool data

- many programs do not provide information for periods significantly prior to the SEC mandate of January 1, 2006

- significant problems producing historical data, especially for Account owners who consolidated multiple pools that had been tracked separately

- because no specific guidance was provided for the format of the disclosure, the presentation is very different across programs

5.
'34 Act Reporting

- Form 10-D now used for monthly distribution reports, which must satisfy requirements of Item 1121 of Reg. AB

- additional Form 8-K filings for legal opinions

- assessments from "parties participating in the servicing function" and accountants' attestation required for Form 10-K

- focus on who should provide assessments and what categories of the Item 1122(d) criteria should be covered by each such party

B. Securities Offering Reform (SOR)

1.
Filing of Free Writing Prospectuses

- different approaches by different issuers

- file a one-page free writing prospectus with final pricing terms or

- get comfortable that all pricing information disclosed via Bloomberg, or otherwise, falls under Rule 134 or is not issuer information

2.
Rule 159 Letters

- 10b-5/Negative Assurance Letters now address materials available at pricing, or Time of Sale, as well as final prospectus

3.
Use of red herrings

- some frequent issuers were not delivering red herrings prior to SOR; most, but not all, now do

IV. Accounting Issues

A. Proposed Amendments to FAS 140 and FIN 46(R)

- credit card securitization trusts have generally been viewed as qualified special purpose entities or "QSPEs"
- the proposed amendment to FAS 140 eliminates the concept of QSPEs

- while an Account owner might still meet the requirements for sale treatment under amended FAS 140 the issuance vehicle would be consolidated with the transferor under amended FIN 46R

- therefore, credit card deals will generally move back onto the Account originator's balance sheet

- Account originators will need to weigh the costs and benefits of securitizing

- will bank regulators provide capital relief?

- credit card securitization is a significant source of funding for most Account originators

- structures may be modified when freed of the constraints previously imposed to obtain off balance sheet treatment

V. Tax Analysis

A. Debt for tax treatment for "BB" rated notes

- ratings as a proxy for likelihood of repayment

- analysis by attorneys of performance data

- debt opinions for "BB" rated notes have become increasingly prevalent this year and allow broader distribution of "BB" rated notes with fewer transfer restrictions

VI. Credit Card Regulation, Legislation and Enforcement Actions
A. Proposed Rule on Unfair or Deceptive Acts or Practices ("UDAP")

Under the proposed amendment to UDAP the following practices would be prohibited

- increasing the annual percentage rate ("APR") on outstanding balances, unless one of the following circumstances exists:  (1) a variable rate has increased based on an index; (2) a promotional rate has expired; or (3) the minimum payment has not been received within 30 days of the due date

- allocating any amounts paid in excess of the minimum monthly payment other than in one of three defined methods which are beneficial to consumers (e.g., repay highest cost balances first), or a method that is no less beneficial to consumers

- treating a payment as late for any purpose, unless consumers are provided with a reasonable time to make payment (would create a safe harbor if statements are mailed or delivered at least 21 days before a payment is due)
- assessing a fee if a consumer exceeds the limit on an account due solely to a hold placed on the available credit, unless the transaction amount would have exceeded the credit limit as well 

- computing finance charges on outstanding balances based on balances in billing cycle – i.e., "double cycle billing"

- charging fees or security deposits for the issuance or availability of credit during the first 12 months of an account – such as account-opening or membership fees – if those fees or deposits utilize the majority of the credit available on the account 

- advertising multiple APRs or credit limits without disclosing in the solicitation the factors that determine whether a consumer will qualify for the lowest APR and highest credit limit advertised

B. Proposed Rules Amending Truth in Lending Regulation Z Disclosure Requirements
- credit card applications and solicitations would need to highlight the nature and timing of certain fees (e.g., late payment, over the limit, and  cash advance fees) and when penalties apply

- key terms would need to be summarized whenever an account is opened or terms change 

- periodic statements would need to include the cost of late payments and of making the minimum allowable payment

- rate re-pricing must be disclosed 45 days before implementation

The Fed plans to issue a final rule when it issues the joint final rule on unfair and deceptive practices 

C. Complaint in FTC vs. CompuCredit Corp. and Parallel FDIC Enforcement Actions
- the FTC filed a lawsuit against CompuCredit alleging deceptive marketing practices in selling subprime credit cards

- the FDIC issued enforcement actions against CompuCredit, First Bank of Delaware and First Bank & Trust (both banks with whom CompuCredit had contracted to market and service credit products)

- the FDIC also entered into a separate Cease and Desist Order with Columbus Bank and Trust

- these actions mean heightened scrutiny for so called "rent-a-bank" arrangements where a bank extends credit to cardholders on behalf of a third-party finance company

D. Potential for Legislation
General focus of current bills:

- prescribe when interest can be charged on revolving credit card accounts

- prescribe when and how interest rates can be increased

- limit events of default that can result in interest rate increases

- restrict the imposition of certain fees

- require a specified cutoff hour when payments must be credited to accounts

- prescribe how payments must be allocated to outstanding balances on accounts and

- restrict the issuance of credit cards for persons under 21 years of age except in certain circumstances.

In late September a credit card reform bill was passed by the U.S. House of Representatives.  The U.S. Senate is not expected to vote on a credit card bill this year.
Legislation has also been proposed that would create an antitrust exemption that would allow merchants to collectively bargain over Interchange rates with banks and card networks.

In addition, legislation has been introduced that would impose a ceiling on the rate of interest, inclusive of finance charges and fees, which a financial institution may assess.
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