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Note

For simplicity this presentation contemplates TruPS CDOs; however, the concepts are extendable to all security types.



Lessons from the Crisis

• Risks associated with TruPS CDOs increase significantly

• Illiquidity risk
• There is no “true” traded market for TruPS CDOs

• Credit risk
• High deferrals / defaults amongst the underlying bank issuers that support the TruPS CDOs

• Arrival of myriad “other” risks
• e.g., interest rate risk, prepayment risk, documentation risk, legal risk

• Many TruPS CDO bonds can no longer be carried at par; pricing needs to 
account for all of the above risks
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Example of Documentation Risk

External party attempts to purchase some of the underlying assets that support TruPS CDOs at huge discounts.  
Read more here:  Piercing the Securitization

http://expectedloss.blogspot.com/2009/11/piercing-securitization.html


Existing Pricing Solutions

• Self-Pricing
• Certain large banks determine the price of their own TruPS CDOs

• Broker-Dealer (BD) Pricing
• Banks obtain pricing from the BDs that sold them the TruPS CDOs
• In some instances, banks can choose from a range of pricing scenarios offered by the BDs

• Independent 3rd Party (3rd Party) Pricing
• Banks pay 3rd Parties to price their TruPS CDOs
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Key Concerns

• Biased Opinions (or Potential for Price Manipulation)
• Banks may price too high to camouflage losses
• Banks may choose BD prices based on overly optimistic assumptions
• BDs may price too high to safeguard client relationships
• BDs may price too high because they hold same / similar TruPS CDOs
• BDs may price too low because they provide funding to banks holding TruPS CDOs

• Lack of Transparency, Accuracy
• Variables driving TruPS CDO prices are not always disclosed and are often unjustified
• BDs may apply approximate “matrix pricing” comparison techniques because in-depth 

analysis can be cumbersome

• Price Shopping
• Poorly incentivized bank executives may search for the party willing to provide the highest 

prices on their TruPS CDOs
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Examples

Go to “Appendix – Examples of Contentious Pricings”



Key Concerns

• Lack of Understanding
• Banks may not fully understand the pricing analysis used to derive their OTTI.  This renders them 

unable to discern good from bad 3rd Parties.

• Taxing Costs
• BD pricing often free; but high quality, thorough independent analysis can be expensive (to the 

extent not shared, the costs associated with 3rd Party pricing may constitute a material burden for 
smaller banks)

• Human Resources
• Bank examiners may be tasked with monitoring a number of different TruPS CDO pricing 

methodologies across different parties

• Resulting Inconsistencies
• A certain TruPS CDO bond may be carried at different price by different banks
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Shared Concerns

According to IOSCO’s Technical Committee (Feb. 2011) regulators felt that “firms were overly-reliant on information 
from rating agencies and price providers.” 
Read more here:  Final Report on Price Verification of Structured Finance Products

http://hb.betterregulation.com/external/Intermediary Internal Controls Associated...  - Consultation Report.pdf


Central Pricing Solution

• Similar to a central pricing solution, National Association of Insurance Commissioners 
(NAIC) has teamed up with external experts to implement a uniform risk-based capital 
approach for RMBS (PIMCO Advisory) and CMBS (BlackRock Solutions)

• Several, but not all, of the concerns discussed in the previous slides are eliminated
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Central Pricing Solution

• Authorities (e.g., Fed, FDIC, OCC) can create a similar central pricing 
solution for TruPS CDOs

• Regulators can work with independent 3rd parties on a single pricing 
methodology and deliver consistent TruPS CDO pricing across all banks
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Key Benefits

• Creation of an enhanced pricing methodology where regulators can 
contribute their unrivaled insight as to the credit quality of the underlying 
banks that support TruPS CDOs

• Ability to analyze systematic concerns, in advance, by testing control 
variables

• Pricing consistency minimizes information asymmetries and promotes 
liquidity

• Reduced impact of large or unexpected ratings movements (which can 
lead to forced selling, price fluctuations and even defaults)

• Platform can be extended to provide risk-based capital and reduce or 
remove over-reliance on credit rating agencies (a directive of the Dodd-
Frank Act)
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Appendix – Examples of Contentious Pricings
• Mutual Funds' Muni-Debt Prices Are Questioned  (February 2011)

• Legal Woes for Regions Financial  (April 2010)

• Under Fire, NIR Group Switches Valuation Firms  (July 2009)

• Evergreen Pays Over $40 Million to Settle SEC Charges that it Overvalued Mortgage-Backed Investments  (June 2009)

• FHLB Executive Who Left Cites Securities Valuations  (April 2009)

• “Large Number” of Banks Miss-Marked Assets, U.K. Regulator Says  (August 2008)

• Financial Services Authority’s “Dear CEO: Valuation and Product Control” Letter  (August 2008)

• The Subprime Cleanup Intensifies: Did UBS Improperly Book Mortgage Prices? Several Probes Expand  (February 2008)

• Ex-RBC trader says colleagues mismarked bonds  (October 2007)

• Pricing Tactics Of Hedge Funds Under Spotlight  (October 2007)

• Deutsche suspends trader over £30 million 'cover-up’  (January 2006)

10
© Copyright 2011 PF2 Securities. All Rights Reserved.

http://online.wsj.com/article/SB10001424052748703561604576150792788023516.html?KEYWORDS=mutual+funds'+muni
http://online.wsj.com/article/SB10001424052702304846504575177750911356446.html
http://www.forbes.com/2009/07/24/nir-group-corey-ribotsky-business-wall-street-nir-group.html
http://www.investmentfraudlawyerblog.com/2009/06/evergreen_pays_over_40_million.html
http://online.wsj.com/article/SB123877496763887003.html
http://www.bloomberg.com/apps/news?pid=email_en&refer=&sid=auYi0eJARhsI
http://www.fsa.gov.uk/pubs/ceo/valuation.pdf
http://online.wsj.com/article/SB120191503643937097.html
http://www.reuters.com/article/idUSN2621642220071026?dlbk
http://online.wsj.com/article/SB119188830831852841.html
http://business.timesonline.co.uk/tol/business/industry_sectors/banking_and_finance/article786001.ece


Resources

• Websites
• www.pf2se.com
• www.cdodatabase.com

• Research
• http://www.pf2se.com/Content.aspx?Type=Research
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http://www.pf2se.com/
http://www.cdodatabase.com/
http://www.pf2se.com/Content.aspx?Type=Research


Disclaimer
This presentation has been prepared by PF2 Securities Evaluations, Inc. (PF2).  It is published solely for informational purposes, 
it does not constitute an advertisement and it should not be construed to constitute a solicitation or offer to buy or sell securities 
or financial instruments in any jurisdiction.  No representation or warranty, express or implied, is provided with regard to the
accuracy, completeness or reliability of the information contained in this presentation, except with respect to information about 
PF2, nor is this presentation intended to be a complete statement about or summary description concerning the securities, 
markets or developments referenced in this presentation.  Investments involve risks and investors should exercise their own 
reasonable business judgment in making investment decisions.  Nothing in this presentation should be regarded as a substitute
for the conduct of independent analysis.  Any opinions expressed in this presentation are subject to change without notice and 
may differ or be contrary to opinions expressed by PF2 on account of the use of different assumptions and criteria in a different 
context.  The analysis contained herein is based on numerous assumptions.  Different assumptions could result in materially 
different outcomes.  Those responsible for the preparation of this presentation may interact with trading desk personnel, sales 
personnel and other parties in gathering and interpreting market information.  PF2 is under no obligation to update or keep 
current the information contained herein.

PF2 prohibits the redistribution of this material in whole or in part without the written permission of PF2 and PF2 accepts no 
liability whatsoever for the actions of third parties in this respect. Copyright © 2011 PF2 Securities Evaluations, Inc. All Rights 
Reserved.
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