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The Wind Up, the Pitch… 
Like Chicagoans weeping for joy on the news that Greg
Maddux had rejoined the mighty Cubs, there wasn’t a dry
eye in the house due to the utter beauty of Alan
Greenspan’s latest Monetary Policy testimony. The
Chairman expertly indicated that although the economy
appeared to be turning around in a fairly substantial way
the Fed was content to stay on the sidelines until…when-
ever he decided it was best to begin raising rates.  Mssr.
Greenspan’s carefully crafted low interest rate environ-
ment, coupled with his unflappable testimony and man-
nered responses to Congressional queries have pitched a
70mph “fastball” right over the center of the market plate;
let’s see if American industry can hit it out of the park.  

The stock market continues to rise and real disposable
income has also steadily risen due to the downward spiral
of core prices and the effect of tax cuts. Dr. Sherry Cooper,
BMO Financial Group’s Executive Vice-President and
Global Economic Strategist notes that “If this weren’t an
election year…we would be marveling at the nascent eco-
nomic rebound, the strong growth of corporate profitabili-
ty, the revival of capital spending and the staying power of
the American consumer.” 
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To be sure there is a nagging problem with the economy:
lack of job growth. “Nagging problem” of course, to those
in the workforce; a major, full-blown crisis to those out of
work. Normally at this point in the economic cycle we
would have already been adding jobs at a prodigious rate.
However, previous hefty investments in technology and
the resultant incredible productivity gains have left jobs far
behind even as the economy surges. As Dr. Cooper again
notes “We would recognize that the flip side of the produc-
tivity surge, which has done so much to increase profit
margins and improve operating leverage, is reduced hiring
for a given level of output.” 

The jobs picture (or lack thereof) has become THE issue
in the upcoming election. President Bush has pulled back
from his previous prediction of creating millions of new
positions by the end of the year. Democratic challengers
seem to be indicating that they are in favor of some sort of
protectionism to stop the “jobs drain”, specifically to China

and India. Of course close attention (or at least the pretense
of paying close attention) to the economy in general and
the employment picture in particular is a political necessi-
ty; let’s just not erect trade barriers at the very point where
we seem poised to take off. 

There are no doubt some dark clouds on the horizon.
Most notably the rising Federal deficit looms as a potential
stumbling block to the economy’s ultimate health like the
lack of left-handed relief pitching is lamented when the
heart of the Yankee order is up to bat. No one is going to
argue the current dollar level of the deficit is a positive
indicator. However, the actual deficit-to-GDP ratio is
approximately 4% currently; not an optimal level by any
means but it compares favorably to the 6% in 1983 or 5.1%
in 1985. 

HH OO TT   SS PP OO TT SS

The price of oil continues to rear its ugly head as a poten-
tial roadblock to growth. A surprise agreement among
OPEC members to cap production caused a surge in price
of the benchmark to nearly $35 per barrel. The impact
could be felt far and wide if this level persists or unless
everyone in the U.S. trades in their five gallons per mile
Hummer for a hybrid Prius and its 50mpg rating. Another
potential area of concern is the price of steel. When
President Bush rolled back the tariffs on steel I’m sure he
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did not expect a 66% price increase for a ton of hot rolled
steel. Demand from China is the direct reason for this
increase with Chinese manufacturing continuing its
apparently insatiable surge, requiring huge amounts of
raw steel to “feed the dragon.” At some point these types of
raw material costs will have to passed on to the consumer
and inflation will become a concern again. 

TT HH EE   EE LL EE CC TT II OO NN

The upcoming 2004 presidential election is continues to
be on the frontal lobes of almost everyone’s mind. Current
polls have both John Kerry and John Edwards beating
President Bush if the election were held today —- the oper-
ative word being “today”. Undoubtedly a goodly portion of
these results are a direct result of the constant news cover-
age of the Democratic primary race; nonetheless Mr. Bush
should be rightfully concerned. It will be interesting to see
if the Bush campaign stays “above the fray” – not likely in
our minds – or gets down and dirty to mix it up, Texas-
style, with his opponent, whoever it may turn out to be.
Let’s see them land on an aircraft carrier…  
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We are thinking of chiseling this section into stone and
sending everyone a hard copy. Issuing levels again remain
relatively unchanged One month ABCP Tier 1 paper is
trading in the Libor – 6 to Libor – 8 range. ABCP outstand-
ings fell from $717BN at the end of December to $703BN at
the end of January.  Although the Fed took its “considerable
period” verbiage out of its statement, the outlook remains
that rates will not rise until the summer at the earliest.
Several major players have the Fed on hold for all of 2004,
convinced that Mssr. Greenspan will not raise rates until
inflation becomes a concern and the employment figures
begin to improve.

Intellectual Property-Backed
Securitization: A Closer Look

In our October Asset-Backed Update, we discussed the
importance of pioneering new asset classes to further
growth in the ABS industry.  We briefly touched upon the
emerging intellectual property-backed (“IP”) securitiza-
tion market and provided some examples of recent deals.
This month, we will review those segments of the IP mar-
ket that could provide real future opportunities, the risks

involved in IP transactions, and some of the barriers that
could hinder progress in the IP market.  
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Since 90% of corporate net worth world-wide is made up of
intangible assets and intellectual property, at first glance,
there appears to be tremendous potential in the emerging
IP asset class.  So far, the film industry, followed by music,
has accounted for the largest dollar issuance volumes.
However, since music transactions have typically raised
much smaller amounts of debt, the industry actually
accounts for the largest issuance volume based on number
of deals completed.  The potential for further volume from
the music industry could become substantial, especially if
creative bankers are able to innovate new structures that
pool portfolios of artists, genres, etc.  Also generating some
excitement in the industry are drug royalty-related securi-
tizations.  With the increase in the number of research
institutions, biotechnology companies, and pharmaceuti-
cal companies attempting to develop the next lucrative
blockbuster drug and the mounting R&D expenditures
associated with product development, such transactions
could become an attractive means of financing.      

RR II SS KK SS

ABS transactions supported by IP present unique risks in
addition to those faced by the commodity asset classes.
One major risk is that of piracy.  Piracy has received exten-
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sive publicity in the music industry, but appears to be wan-
ing as the industry’s push to combat free music download-
ing is becoming realized.  Another major risk involves liti-
gation involving patent enforcement, infringement, and
exploitation.  Additional risks warranting further investi-
gation, especially when considering drug royalty-backed
securitizations, include: risk of withdrawal from the mar-
ketplace due to health risks, potential changes in legisla-
tion, and obsolescence as a result of new technological
advancements.    

HH II NN DD RR AA NN CC EE SS   TT OO   GG RR OO WW TT HH

As a result of some of the unique risks, IP securitizations
often necessitate substantial due diligence in comparison
to standard ABS deals.  For exam-
ple, when lenders underwrite a
securitization transaction backed
by drug royalty streams, it is often
necessary to perform comprehen-
sive reviews of the patent licensing
agreements.  Furthermore, it is
essential to understand how the
royalty stream functions so that the
likelihood of interruptions to the
royalty stream can be assessed.  If
patent licensing agreements are
determined to be sound and the
likelihood of royalty stream inter-
ruptions minimal, lenders must
still evaluate the third parties obli-
gated to make payments under the
patent licenses.  If royalty payments are derived from a
manufacturer, what is the likelihood that the manufacturer
will continue to be solvent or continue to market the
patented drug?  Such extensive due diligence could
become cost prohibitive and may limit such drug royalty
transactions to those of a larger scale, perhaps a $100MM
threshold or higher.
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Despite the unique risks and substantial due diligence
requirements, we see IP ABS as one of the most attractive
areas for future growth.  While growth at the onset will
continue to be slow, the origination pace should pick up in
the foreseeable future.  While it is true that each IP deal
contains risks specific to the transaction, we believe that as
volumes grow, rating agencies, bankers, lawyers, and
investors will become comfortable with the asset class.  As
such, more standard structures will begin to emerge for

each of the sectors (if they haven’t done so already).
Furthermore, past issuers will begin to experience
economies as they add follow-on transactions to their
existing securitization trusts.  

Regulatory Update:  Latest
news leaves one to believe we
are nearing the end of the
Decathlon

Basically, since the minute the 1988 Basel Capital Accord
was first published, it was already outdated.  Since then the

Basel Committee on Banking
Supervision (“the Committee”)
has been trying to develop a sys-
tem that keeps pace with the
ever-changing markets and
develop one that forces banks to
hold a sufficient amount of capi-
tal for the risk they were incur-
ring.  

Most of us in the securitization
industry know and have been
wrestling with the complexity of
the New Basel Capital Accord’s
(NBCA) Securitization Frame-
work that was included in the
Committee’s early-2003 release
of the third consultative paper

(CP3).  Since then, the industry has participated in a third
Quantitative Impact Study (QIS3) and the Committee has
received over 50 comment letters, all of which sent the
message that the NBCA was overly complicated and in
some cases produced illogical results or required more
capital than would have been required if the transaction
was a fully funded loan on the financial institutions’ bal-
ance sheet.  

Apparently, the Committee listened.  During October
2003, they announced plans to revise the internal ratings-
based approach to securitization exposures.  During the
January 2004 meeting, the Committee reached agreement
on several fronts, all of which appear to be beneficial for
the market participants without putting the banks at addi-
tional risk.  The first major change is allowing banks to
derive the risk weights on unrated exposures to asset-
backed commercial paper (ABCP) conduits via an internal
ratings model that has been vetted with their regulators vs.
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forcing all unrated transactions from being deducted from
capital.  This change alone now gives sponsors of ABCP
programs the ability to avoid obtaining explicit external
ratings for the liquidity facilities, assuming you could even
obtain one, and avoids lining the agencies’ coffers.  The
second change, simplifying the Supervisory Formula for
unrated exposures, provides administrators who are classi-
fied as originating banks within CP3, to use a less compli-
cated calculation and avoid two pools having the same cap-
ital hurdle provide two different required results.  In addi-
tion to this change, the risk weights within the Ratings
Based Approach (RBA) have been refined and the
Committee will now allow all conduit administrators to
use the RBA for rated securitization, whereas before it
could only be applied in special circumstances. 

The end result will hopefully be a product that not only
will banks be able to adhere to but will also result in a bet-
ter-aligned, risk-sensitive capital structure, assuming all
institutions adopt the rules.  Latest market intelligence
indicates that only a handful of U.S. based financial insti-
tutions will adhere to the New Basel Capital Accord when
finally released, so one would think that capital adequacy
comparisons have just become more complicated for a
financial institution investor.  In addition to that challenge,
the Committee is hard pressed to wrap up any additional
changes during March 2004 so they can hit the European
parliament’s cut-off date; failure to do so will only delay
the implementation to 2007 or beyond.  

One can only hope that, when all is said and done, the
New Basel Capital Accord will be applied across the world,
all players will be on the same playing field, and that it isn’t
already outdated the minute it becomes the rule…one can
always dream.

That’s Just the Way It Is; Some
Things Will Never Change

AA NN OO TT HH EE RR   SS UU CC CC EE SS SS FF UU LL   AA BB SS   CC OO NN FF EE RR EE NN CC EE   SS EE AA SS OO NN
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It seems that an annual blackout of ABS activity occurs dur-
ing the end of January through the beginning of February
when the ABS industry assembles in Scottsdale, Arizona
for eight days of presentations, networking, golf, dinners
and drinks. 

During the last week of January, the American
Securitization Forum (“ASF”) held their first winter indus-
try event at the Scottsdale Princess. Participants estimated

that close to 900 people were on hand to support the caus-
es being put forth by the ASF. The ASF conference had a
strong turn out from the Asset Backed Commercial Paper
industry.  From an ABCP perspective the new format for
investor presentations and one on one meetings could be
considered hit or miss. Some participants felt that while
the individualized meetings had some merit, these meet-
ings may be best handled by the CP dealers who provide a
value added role in bringing the right participants togeth-
er. The other first for this event was the industry dinner,
where the ASF asked the dealer community to avoid one
night of entertaining to allow the ASF to facilitate bringing
the industry together. With some estimates of the atten-
dance being in the 800-900 range this is an idea that should
work in the future. The usual topics of regulatory pro-
nouncements from FASB and Basel continued to be high-
lighted this year.

During the first week of February it seemed that the
entire ABS term market desk from every player in the
industry converged on Scottsdale for their days in the
Arizona sun. Attendance was projected at over 2,000 indus-
try participants, many of who had just been at the ASF
Conference the week before;  the same conference dance
continued on to a slightly different beat.  We can only
assume that this conference was a bigger hit than expected
since the venue for this event appears to be too small for
the attendees. The only thing harder to get then an on-site
breakfast or lunch reservation was a Yellow Taxi to take
Mr. Jones or Mrs. Potter from their off-site hotel to the con-
ference venue.  However, once one arrived the atmosphere
was buzzing with new business initiatives as was evi-
denced by the small groups gathering in every corner or
meeting room.  

One topic that seemed to draw critical discussions was
transparency in the ABS market. Many investors appear to
feel that the deals they are buying are not being adequately
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disclosed and that the underwriters in conjunction with
the issuers and trustees must continue to work toward pro-
viding investors a true picture of the inherent risk
involved. 

All in all we feel both conferences were quite construc-

tive. We here at Harris Nesbitt felt privileged to have the
opportunity to continue to roll out the word of our new
term securitization effort and to meet with the valued
investors and clients of Fairway Finance Company, LLC.

CC OO NN TT RR II BB UU TT OO RR SS ::

Susan Miceli
Lou Galassini
Karen Louie

Anthony Harris
William Barbino
Jason Michelletto
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March 11, 2004
IMN - Equipment Loan and Lease
Investor Conference*
Marriott Marquis, 
New York

March 16-17, 2004
SRI-ABCP Conference*
Marriott Marquis, 
New York

March 23-24, 2004
World Research Group-IP
Valuation*
Allerton Crown Plaza, Chicago

March 25-26, 2004
SRI - Servicing and Securitization &
Debt Capital Markets
Hotel Nikko, 
San Francisco

May 3-4, 2004
SRI - 5th Annual Symposium on
Securitization of Student Loans
J.W. Marriott - Washington, D.C.

May 16-19, 2004
S&P - Structured Finance*
Hyatt Regency Grand Cypress
Orlando

Upcoming Industry Conferences

U.S. Asset-Backed Commercial Paper Market 
vs. Harris Nesbitt (U.S. only) 
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Asset Securitization Team
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Jeff Phillips, Executive Managing Director
(312) 461-7282

OO RR II GG II NN AA TT II OO NN   &&   SS TT RR UU CC TT UU RR II NN GG

David Kucera, Managing Director
(312) 461-3893

Pete Walsh, Managing Director
(312) 461-2332

Tom Gervais, Managing Director

(214) 914-2239
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Ron Kirchler, Vice President
(312) 461-3841

Lou Galassini, Vice President
(312) 461-5353

CC OO NN DD UU II TT   MM AA NN AA GG EE MM EE NN TT

Kristi Riffe, Vice President
(312) 461-5640

The opinions, estimates and projections contained herein are those of Harris Nesbitt Corp. (“HNC”) as of the date hereof and are subject to change with-
out notice.  HNC endeavors to ensure that the contents herein have been compiled or derived from sources that we believe are reliable and contain infor-
mation and opinions, which are accurate and complete.  However, HNC makes no representation or warranty, express or implied in respect thereof,
takes no responsibility for any errors and omissions which may be contained herein and accepts no liability whatsoever for any loss (whether direct or
consequential) arising from any use of or reliance on this report or its contents.  Information may be available to HNC, which is not reflected herein.
This report is not to be construed as an offer or solicitation to buy or sell any security.  
HNC, its affiliates and/or their respective officers, directors or employees will buy from or sell to customers the securities of issues mentioned herein
on a principal basis. HNC usually makes a market in the securities and actively trades these securities for its customers and as principal for its own
account.  HNC may act as financial advisor and/or underwriter for the issuers mentioned herein and may receive remuneration for same.
HNC is a subsidiary of Bankmont Financial Corp., which is a subsidiary of the Bank of Montreal.  HNC is affiliated with Harris Bankcorp. Inc.  

TO CANADIAN RESIDENTS: BMO Nesbitt Burns Inc. and BMO Nesbitt Burns Ltee, affiliates of Harris Nesbitt Corp., furnish this report to Canadian res-
idents and accept responsibility for the contents herein subject to the terms set out above.  Any Canadian person wishing to effect transactions in any
of the securities included in this report should do so through BMO Nesbitt Burns Inc. and/or BMO Nesbitt Burns Ltee.
TO U.K. RESIDENTS: The contents hereof are intended solely for the use of, and may only be issued or passed onto, persons described in part VI of the
Financial Services and Markets Act 2000 (Financial Promotion) Order 2001.
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