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Iridian Opportunity Fund – 3rd Quarter 2010 Letter 
 
The Opportunity Fund was up 1.6% net of fees and expenses in the third quarter. Although our catalyst-
driven portfolio tends to underperform periods of extreme risk-on market activity as we saw in both July 
and September (with US market indices enjoying their best September performance in over 70 years!), we 
generated positive relative performance from both the long and the short sides of the portfolio over the 
past three months. To be sure, however, macro considerations dominated the markets, making stock 
picking more of a defensive than an offensive strategy, as expectations ran rampant of renewed 
quantitative easing from the Federal Reserve in the form of massive purchases of long-dated Treasuries.  
 
We continue to maintain a cautious net exposure, as we believe that there is a pervasively high level of 
complacency regarding a double dip in the US, a renewed sovereign debt crisis in Europe, and another 
Flash Crash. That said, we well understand the potential impact of QE 2 on financial assets. Such central 
bank actions pump liquidity into the capital markets, resulting in financial asset inflation – higher stock 
prices – even if the liquidity never reaches the real economy. We submit, however, that timing is always 
the rub in anticipating such macro policies. Although we remain highly cognizant of the macro picture – 
and we will bend with the market in whatever direction these gale force winds demand – we remain 
investors first and foremost. We believe that our catalyst-driven stock picking process is responsible for 
our uncorrelated, low volatility gains over prior time periods, as shown in the chart below, and we see no 
reason to alter that process today. On the contrary, as we hope the balance of this letter will demonstrate, 
we continue to identify and embrace what we believe are compelling catalyst-driven investment 
opportunities. 
  

 
Performance as of 9/30/10 
 

1 year 2 years 3 years 5 years 10 years 

 
S&P 500 cumulative 

returns including income  
 

10.1% 2.5% -20.0% 3.2% -4.2% 

 
S&P 500 annualized 

returns including income  
 

10.1% 1.2% -7.2% 0.6% -0.4% 

 
S&P 500 annualized 

volatility 
 

18.8% 33.0% 30.7% 25.0% 22.1% 

 
Opportunity Fund1 

cumulative returns, net of 
all fees and expenses 

 

3.9% 17.4% 26.4% 70.6% N/A 

 
Opportunity Fund1 

annualized returns, net of 
all fees and expenses 

 

3.9% 8.3% 8.1% 11.3% N/A 

 
Opportunity Fund 

annualized volatility 
 

6.3% 6.5% 8.1% 7.6% N/A 

 
                                                 
1 Past performance is not a guarantee of future results. Please see final page for additional information on performance and 
disclosures. 
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Our typical quarterly letter has three parts. We describe our current macro view of the world, discuss 
briefly a current investment theme, and conclude with an examination of micro-market dynamics. Our 
goal with this structure is to share with our investors what we are seeing from the front lines of the global 
capital market battleground. But rather than write one more description of the pros and cons of QE 2, 
rather than write one more post mortem of the SEC report on the Flash Crash or the pernicious impact of 
correlation on stock picking, we have decided to devote this entire letter to an in-depth review of an 
investable theme that we are currently researching and acting upon: the mortgage backed securitization 
(MBS) crisis of 2010. This theme also has secondary and tertiary macroeconomic implications, and 
therefore influences our portfolio-wide views on risk and exposures. 
 
We call this an MBS crisis, as opposed to “foreclosure-gate” or “robo-signing”, because there are three 
distinct dimensions to the crisis, only one of which is directly related to the foreclosure process, but all of 
which are inextricably part of the mortgage securitization process. The dimensions are: 
 

1) Securitization and Underwriting 
2) Trust Formation 
3) Servicing 

 
We believe that there are substantial investment risks and opportunities stemming from each. Before we 
discuss these opportunities, however, a brief review of the mortgage securitization process is in order. 
 
In the beginning, there is a loan made to a homebuyer, secured by the title to that home. That is, for every 
mortgage loan there are two essential legal documents: the IOU or promissory note that establishes what 
is owed to whom over what period of time and what interest rate, and the deed of trust that is the security 
pledged to support that IOU. Of the two documents, the note is the dominant one, although without the 
deed of trust the note is simply a non-recourse note. For the 900 or so years in which mortgages have 
existed in the world, the two documents have typically been treated as two sides of the same coin, 
inseparable and indivisible. With the development of asset-backed securitization, however, that all 
changed. The two documents were split so that the notes could be pooled, tranched and then sold in the 
form of securities to different investors with different risk appetites, while the deeds of trust stayed at the 
local county courthouse. An electronic database kept track of what securities contained what notes, and 
what notes were linked to what deeds of trust. In this way the securities composed of similar notes could 
be freely sold and resold, while the unique deeds of trust remained safely off to the side. 
 
This pooling and tranching of residential mortgage notes became the dominant capital market activity in 
the world, with approximately $9 trillion in such securities created between 2004 and 2008. To create 
these securities, sponsors (typically investment banks) would purchase the notes in bulk from an 
originator (typically a commercial bank or dedicated mortgage lender), which would make a 
representation as to the underwriting standards on which the loans had been made to the homebuyers. The 
sponsors might “sample” the batch of purchased loans, by hiring a third party such as Clayton Holdings to 
double check if the homebuyers actually lived up to the standards claimed by the originator, but this due 
diligence was for the benefit of the sponsor, not the investor in the security. That is, the sponsor might use 
the results of the sampling to negotiate a better price for the purchase of the bulk loans, but not to update 
the prospectus of the securitization with more accurate loan quality information.2 Typical sponsor practice 
was to parrot the originators’ underwriting claims in the representations made concerning loan quality in 

                                                 
2 See Clayton Holdings testimony http://fcic.gov/hearings/pdfs/2010-0923-Johnson.pdf ; Gretchen Morgenson September 26, 
2010 NYT article http://www.nytimes.com/2010/09/27/business/27ratings.html ; Felix Salmon  October 13, 2010 Reuters 
article http://blogs.reuters.com/felix-salmon/2010/10/13/the-enormous-mortgage-bond-scandal; Morgan Stanley settlement 
with Massachusetts Attorney General, June 24, 2010. 
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the prospectus, because investors in the security were granted a far-reaching warranty – if it turned out 
that the representations concerning loan quality were not true for any given loan, the investors could put 
the loan back to the sponsor, where it would be repurchased at par. 
 
As part of the process of creating a “true sale” and a pass-through tax entity, the securities formed by the 
pooling of the residential mortgage notes are passed through an entity known as a depositor and are 
ultimately held within a trust, managed by an independent trustee on behalf of the owners/investors of the 
securities. For a set annual fee (maybe 25 bps of the securitization par value), the trustee takes possession 
of the notes, confirms that they have been properly assigned and that the deeds of trust are appropriately 
linked, hires a servicer, and distributes the proceeds of the loans to the investors as per the trust indenture.  
 
The servicer, who also works for a set annual fee (another 25 bps of the securitization par value, perhaps) 
is responsible for collecting loan payments and taxes from the homeowners as per the terms of their 
individual note, as well as confirming that title and property insurance are in force. The servicer is 
typically responsible for remitting those payments to the trust or the appropriate tax authority regardless 
of whether the homeowner pays what he or she owes, although the servicer is repaid in full for these 
“advances” plus any associated fees, prior to any other claims that the trust may have, from any recovery 
proceeds in a foreclosure process. The servicer is responsible for managing any loan modification or 
foreclosure process, as governed by the loan servicing agreement and the instructions of the trustee. 
 
 
Problems with Securitization and Underwriting    
 
We believe that the banks that created these mortgage backed securities face as much as $150 billion in 
“put back” losses on the basis of the standard reps and warranties clause within the securitization 
documents, against a total current reserve of approximately $10 billion. 
 
There are three potentially aggrieved parties who have purchased these securities in vast quantities and 
are now in the process of putting the individual loans back to the originating or sponsoring banks: the 
housing agencies (Fannie Mae and Freddie Mac), the monolines (insurers of MBS, particularly those 
comprised of home equity lines of credit and 2nd liens), and investors in “private-label securitizations” 
(essentially any non-agency securitization). We will examine each in turn. 
 
The Housing Agencies 
 
Fannie Mae and Freddie Mac are, in effect, investment banks in their own right. They purchase loans in 
bulk from originating banks, provided that the loans “conform” to the underwriting standards set by the 
agencies, and then securitize and sell those notes to investors. If it is subsequently discovered that the loan 
sold to Fannie or Freddie did not conform to their underwriting standards, then the agency has the right to 
put that loan back to whatever bank sold it to them, at par plus accrued interest. 
 
As part of their government mandate to provide a stable residential market, Fannie and Freddie guarantee 
the loans packaged in their securitizations. In other words, a failing loan can also be put back to Fannie or 
Freddie. What this means in practice is that if a mortgage in an agency-guaranteed trust is 24 months 
delinquent or is foreclosed, then the agency is forced to buy the loan out of the trust at par. To get the 
capital for these "involuntary prepayments" prior to 2010, the agency had to borrow from the Treasury via 
preferred stock sales, which have a coupon of 10%. Then the loan was written down on the balance sheet 
at an average of 40% of par. Very expensive! As a result, the agencies have historically not bought out 
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any delinquent loans until they were forced to do so, but just continued to make the coupon payment 
month after month to the investors. 
 
The world changed on Jan 1, 2010 with the implementation of FAS 166/167, which required entities such 
as Fannie and Freddie to consolidate their off-balance sheet obligations. All the guaranteed securitizations 
and their component loans, current and delinquent, magically appeared on the agency balance sheets on 
Jan 1 ... at par. As a result, there is no longer a balance sheet write-down required when one of the 
delinquent loans is brought onto the balance sheet, because it's already on the balance sheet. Certainly the 
agencies must maintain a loan loss reserve against all the delinquent loans on their balance sheet, 
wherever they show up, but for 24 months of delinquency, not the net present value of the loan (which 
would require a much greater reserve). And since they were already reserving for the coupon payments to 
the investors under the prior accounting regime, total reserves did not increase much at all with the 
implementation of FAS 166/167. 
 
What changed dramatically, however, was the capital required for agency buy-backs. Under the new 
accounting rules, buying back delinquent loans from the securitized pools requires essentially zero 
additional capital for the agencies, because they are just shifting it around from one place to another on 
the consolidated balance sheet. 
 
There are two operations within an agency like Fannie Mae: a Guaranty group that is responsible for 
packaging conforming loans and supporting the US housing market, and a Capital Markets group that is 
responsible for managing the asset portfolios. The former group is what Congress and the White House 
care about. They are wards of the state and do everything that Barney Frank asks. The latter group is 
trying to make a profit. They are strongly supported in this effort by Treasury and the Fed, who 
desperately want to maintain the fiction that the $6 trillion in implicitly guaranteed agency debt should 
not be consolidated within the US public accounts. 
 
Between March and June of this year, the Capital Markets groups at Fannie and Freddie "bought" $220 
billion in delinquent loans out of securitizations and transferred them from the guaranteed MBS bucket on 
the balance sheet to the retained portfolio bucket on the balance sheet (the “Big Bang”, to use Freddie 
Mac’s terminology). They continue to "buy" delinquent loans at the rate of $15 billion per month. This is 
an 80% increase in the amount of whole loans within the retained portfolio, and the only thing that has 
stopped Fannie from doing more is that they are at the Congressionally mandated portfolio limit. 
 
Why are the Capital Markets groups so determined to shift assets around the balance sheet? Because once 
the loans are in the retained portfolio bucket, they can do whatever they want with them. They can push 
foreclosures forward and shoot for a 60% recovery (which is accretive versus the loan loss reserves), or 
they can attempt to put the loans back to the originating banks and get a 100% recovery (which is wildly 
accretive versus the loan loss reserves).  
 
We have not yet seen this enormous increase in potentially put-able loans hit the banks. 
 
Total repurchase requests from the agencies across all banks in Q4 2009 were $3.8 billion, increasing to 
$4.8 billion in Q1 2010 and $5.6 billion in Q2 2010.3 Judging from the Q3 bank earnings report available 
as of the writing of this letter, we expect total Q3 2010 agency repurchase requests across all the banks to 
be higher than Q2, but only by 5 to 10%. As for bank reserves for agency put back requests in Q4 2010 

                                                 
3 Chris Kotowski, Oppenheimer, “Dubious Put-Back Math Hits Bank Stocks”, October 14, 2010. 
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and subsequently, we are similarly seeing only slight increases, and in the case of Wells Fargo, a 
sequential decrease in agency put back reserves. 
 
Given that it requires at least 90 days – and sometimes significantly longer – just to begin the process of 
putting back a loan, we believe that what the banks experienced in agency put back requests in Q3 of this 
year comes from agency activity surrounding the Q4 2009 and Q1 2010 level of whole loans in the 
retained portfolio. Put back activity connected to the Big Bang of $220 billion worth of whole loans 
transferred to the retained portfolio is only now starting to gear up. 
 
In other evidence that the agencies are ramping up their prosecution of loan put backs, the agency 
regulator – the Federal Housing Finance Agency (FHFA) – issued subpoenas in July to more than 60 
originators and sponsors in connection with the private-label securitizations in which Fannie Mae and 
Freddie Mac invested.4 This is separate and in addition to the put backs contemplated from the whole 
loans transferred out of the agency securitizations. 
 
The banks (and the Wall Street analysts who follow them) are expecting a simple arithmetic increase in 
put back requests from the agencies. We observe, however, that there has been a geometric increase in the 
supply of such put-able loans, and these loans are being managed by a group within the agencies that is 
determined to squeeze the maximum return from these assets.  We suggest that this disparity between 
expectations and reality is unlikely to end well for the banks.  
 
The Monolines 
 
MBS insurers such as Ambac and Radian and Assured Guaranty enjoyed a lucrative business model for 
several years. To create a AAA rated tranche (and in some cases, a super-AAA rated tranche) for 
securitizations of what would be riskier mortgage assets in and of themselves, sponsors would first over-
collateralize these tranches and then pay the monolines a small fee to insure the cash flows and capital of 
these tranches. Mesmerized by the over-collateralization, monolines rushed to insure increasingly risky 
pools of assets, from collateralized debt obligations (CDO’s) comprised entirely of home equity lines of 
credit (HELOC’s) to CDO-squareds (CDO’s of CDO’s). As with many business models that rely on 
picking up pennies in front of a steam roller, this practice ended in tears for the monolines, and they have 
been forced to pay out billions over the past few years.  
 
If an MBS insurer can demonstrate that the failed loan failed to meet the underwriting standards described 
in the securitization process, then the loan can be put back to the sponsor and the monoline can get its 
money back. Companies such as Assured Guaranty have been pursuing this strategy, with some material 
success, for almost two years now, but the reimbursements to the monolines are still just a trickle 
compared to what they believe they are owed. For example, according to the umbrella organization 
representing the monoline industry5, “well more than half” of the loans insured from Bank of America’s 
2005 – 2007 sponsored securitizations failed to meet the required underwriting standards, leading to a 
repurchase obligation by Bank of America alone in the range of $10 – $20 billion. 
 
The big issue for the monolines in their pursuit of put backs is whether the banks will ultimately agree to 
a blanket settlement or whether they will continue to review cases begrudgingly and on a loan-by-loan 
basis. Unlike the agencies, who merely have to demonstrate that any element of the original loan failed to 
meet the agencies’ conforming standards, the monolines must demonstrate that the original loan failed to 

                                                 
4 http://www.fhfa.gov/webfiles/15935/PLS_subpoena_final__7_12_10.pdf  
5 Association of Financial Guaranty Insurers (AFGI). http://www.afgi.org/resources/1005705.pdf  
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meet the banks’ standards as set forth in the securitization prospectus and/or the insurance agreement. It is 
a subtle difference, but enormously important in the actual prosecution of these put back requests. So long 
as the requests are evaluated on a loan-by-loan basis, the monolines  are faced with a significant (and 
intentionally so) due process obligation and expense given the banks’ control over the loan-level 
documentation and authorship of the governing securitization documents. 
 
Even though the issues are only tangentially related, we believe that the recent attention by federal and 
state authorities to foreclosure malfeasance increases the chances that the banks are ultimately pressured 
into a blanket settlement on securitization malfeasance. That is, in the public (and hence political) 
perception, there is very little difference between Countrywide as a bad actor in its capacity as loan 
servicer and Countrywide as a bad actor in its capacity as loan originator and sponsor. As of today, legal 
challenges to the loan-by-loan review standard are in their initial stages and have not yet been fully 
adjudicated. We are watching developments here very carefully, as we believe that this is the crux of the 
issue for monoline put backs. 
 
Private Label Investors 
 
Investors in private label (or non-agency) mortgage-backed securitizations are in much the same position 
as the monolines. They must pursue their put back requests on a loan-by-loan basis, in a setting where the 
resources of individual investors are typically swamped by the resources of the resisting banks. To make 
matters worse, investors generally do not have access to loan-level data about the notes that comprise the 
securitization issue, making it next to impossible even to know where to begin in establishing a put back 
request. As a result, put back requests from private label investors on the basis of reps and warranties have 
been essentially nil to date. 
 
The fundamental roadblock in a more effective, or at least more organized, effort to put back loans from 
private label trusts has been the trustee. For whatever reasons (increased legal expense, potential 
revelations of malfeasance, etc.) trustees have stymied efforts to prosecute put backs at every turn, 
including opening up loan-level performance and underwriting data. Without a significant percentage of 
investors demanding action from the trustee (the percentage varies from trust to trust, but is typically a 
minimum of 25%), investors have no recourse but to accept the trustee’s judgment in matters such as loan 
put backs and assignment of servicer.  
 
Recently, however, enormously powerful MBS investors such as the Federal Home Loan Banks, 
Blackrock, the Federal Reserve, and Pimco have come together to break this trustee roadblock through 
litigation. There are two such major initiatives moving forward, one spearheaded by the law firm Gibbs & 
Bruns, the other by the law firm Grais & Ellsworth, each with a slightly different approach to bypassing 
the barrier established by the relevant trustee. 
 
Grais & Ellsworth represents the three Federal Home Loan Banks (Chicago, Seattle and San Francisco) 
that are suing to put back billions in delinquent loans, as well as a group of hedge funds (Greenwich 
Financial, Amherst Securities, etc.) that claims to own more than $600 billion in mortgage backed 
securities. In addition to efforts to cobble together the 25% required to force the trustee of specific trusts 
to open up loan-level information, Grais & Ellsworth argues that enough third-party data exists regarding 
the underwriting standards and subsequent performance of the loans within their securitizations to put 
back the loans regardless of trustee cooperation. One issue to watch carefully here is whether the FHFA 
shares the loan level data acquired through its subpoenas with these private investor groups.  
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Gibbs & Brun represents Blackrock, the Federal Reserve, Pimco, Metlife, and TCW in a specific $47 
billion put back request directed at Bank of America. It is difficult to imagine a more formidable group of 
protagonists, at least in terms of assets under management, arrayed against Bank of America.  The trustee 
in this case – Bank of New York Mellon6 – is a perfect example of a recalcitrant trustee, having denied 
the Gibbs & Brun group’s initial request to push for loan put backs on the grounds that simply meeting 
the 25% threshold level of investors was a necessary but not sufficient condition in a trustee’s 
determination of an Event of Default in the Pooling and Servicing Agreement (PSA) governing the 
relevant trusts. In response, Gibbs & Brun is now attacking the trustee-servicer relationship.7 If 
successful, then the trustee will be bypassed or co-opted, and the MBS investors can go straight after the 
bank. 
 
Here's the strategy. In their letter to Countrywide and Bank of New York Mellon, Gibbs & Brun "urge the 
Trustee to enforce Countrywide Servicing's obligations to service loans prudently by maintaining accurate 
loan records, demanding the repurchase of loans that were originated in violation of underwriting 
guidelines, and compelling the sellers of ineligible or predatory mortgages to bear the costs of modifying 
them for homeowners or repurchasing them from the Trusts' collateral pools." The argument here is that 
the servicer's duty, in order to maximize the value of the portfolio to the investors, includes pressing for 
repurchases of loans that do not meet the underwriting guidelines. Reasonable people could disagree 
whether the servicing agreement requires this sort of affirmative action, but it is up to the trustee to 
interpret the servicing agreement. 
 
Bank of New York Mellon's response is that the investor group letter asks nothing of them, but is merely 
a request to Countrywide to cure these alleged faults. True enough. But to cure, Countrywide Servicing 
must force the repurchase of the loans from itself, or rather from its parent, Bank of America. 
 
The direct pressure on the trustee begins in sixty days, when Countrywide has not cured. At that point, the 
investor group will demand that Bank of New York Mellon fire Countrywide in its capacity as servicer, 
for cause. If Bank of New York Mellon fires Countrywide on this basis, then they have agreed that an 
Event of Default has occurred, which triggers a fiduciary responsibility on the part of the trustee to 
cooperate in the put back effort. If they do not fire Countrywide, then the door is opened for the investor 
group to sue Bank of New York Mellon directly for failure to abide by the direction of a suitably large 
investor group as per the terms of the trust indenture and the PSA. 
 
The brilliance of this approach is that it puts Bank of New York Mellon squarely in the crosshairs. If they 
do not interpret the servicing agreement the way the investors want, then they will be at war with the 
largest bond investor in the United States, the largest asset manager in the United States, the largest 
insurance company in the United States, and the Central Bank of the United States. We believe that this is 
a completely untenable position for a trust bank. If they do interpret the agreement as the investors want, 
then the road is clear to put the entire $47 billion portfolio back to Bank of America, with the cooperation 
of the trustee. 
 
Putting the Pieces Together 
 
So how do the actions of the three potentially aggrieved parties – the agencies, the monolines, and private 
label investors – come together to impact the relevant banks? What is the potential scope and impact of 
this dimension to the MBS crisis of 2010? 

                                                 
6 Bank of New York Mellon has a dominant market share in the trustee business, at least in the MBS trusts at issue today. 
7 http://www.gibbsbruns.com/institutional-holders-of-countrywide-issued-rmbs-issue-notice-of-non-performance-10-18-2010/  
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Let’s look at the potential impact on the most visible target of put back actions thus far – Bank of 
America8 – beginning with the Gibbs & Brun case. In this single request, the investor group is presenting 
a portfolio comprised of delinquent accounts, all originated and securitized by Countrywide, with a par 
value of $47 billion.  
 
The first question in scoping out the potential impact is to estimate the percentage of loans within this 
portfolio that fail to meet espoused underwriting standards. We believe that a majority of loans written by 
Countrywide over the period in question have a high likelihood of being put-able, particularly if that loan 
is now delinquent. It may take a long time to wade through each account, but we believe that ultimately 
Bank of America will be forced to take in as many as 80% of these loans. That’s $38 billion out the door.  
 
The next question is estimating the losses to Bank of America from this pool of loans brought back onto 
the balance sheet. There are three possible outcomes for any individual loan in delinquency: it can cure 
itself, it can be modified, or it can go into foreclosure. By far the most common outcome is the last, but 
taking an average across the three outcomes you can expect a recovery rate of at best 50% (JP Morgan 
Chase’s experience). However, we believe that the recovery rate will be closer to 33% as foreclosures 
continue to be halted and contested across the country, resulting in a potential pre-tax loss for Bank of 
America of $25 billion.  
 
How much more in potential losses stands behind the Gibbs & Brun claim? Bank of America has about 
$450 billion in private label securitizations outstanding.9 We believe that at least a fourth of that is 
arguably put-able, which would suggest that there is another $70 billion in potential put back requests 
above and beyond the $47 billion in this specific case. The monolines intend to make up to $20 billion in 
put back requests from Bank of America. We believe that at least one third of the $220 billion agency Big 
Bang in delinquent loan repurchases can be sourced back to Bank of America or its subsidiaries, which 
would generate an additional $75 billion in put backs. In sum that is $165 billion in additional put back 
claims. Using the same Gibbs & Brun math as above yields an additional pre-tax loss of $88 billion and a 
total pre-tax loss of $113 billion. These are incremental losses to what Bank of America has said they are 
expecting (continued agency put backs at an arithmetic rate of increase), which means that there are zero 
reserves for the losses projected here.  
 
To be sure, these are worst case scenarios and will take two years or so to play out, over which period of 
time Bank of America will presumably be earning profits that can be set against these losses. But even 
with more benign assumptions or estimates based on a blanket settlement it is very difficult for us to 
imagine an outcome where Bank of America does not suffer at least $50 billion in unanticipated pre-tax 
losses. 
 
Today, Bank of America’s tangible common equity is about $130 billion with a TCE ratio of 5.8%. Basel 
3 requires a minimum TCE ratio of 5%, which corresponds to $112 billion in TCE against the current 
tangible assets. Of course, as all of these mortgage loans are brought onto the balance sheet you are 
increasing the denominator of the TCE ratio, which means that the capital required to support the 

                                                 
8 As of the writing of this letter, we are neither long nor short Bank of America.  
9 $750 billion in securitization from Bank of America, Merrill Lynch, and Countrywide over the period 2005 – 2008,  less an 
estimated 40% that has refinanced or otherwise been removed from the trusts. Per James Mitchell, Buckingham Research. It 
should be noted, however, that plaintiffs’ attorneys for private-label RMBS investors claim that liquidated properties are still 
fair game for put back requests, and the amount paid by the bank would be the difference between par value of the loan and 
whatever recovery was made in liquidation. This would add meaningfully to the $450 billion estimated pool of put-able 
private-label loans.  
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numerator must go up. As a result Bank of America will need all of its current common equity (and 
probably more) even if there are no losses on the put back loans, just to hit the minimum TCE 
requirement. Of course, it is very difficult to imagine that Bank of America’s credit rating and 
counterparty risk scores are going to do very well as all this occurs, placing the bank in the unfortunate 
position of attempting to raise some tens of billions of dollars in fresh equity capital as its CDS spreads 
blow out.  
 
As we saw in 2008, it is extremely difficult to recapitalize a balance sheet when a vicious cycle of credit 
downgrades and stock price declines grips the market, but we believe that this is the potential risk for 
Bank of America and other similarly situated banks. Unlike 2008, however, we do not believe that the 
Fed and Treasury will spearhead a capital replenishment effort through some sort of TARP 2, which 
means that the impacted banks are on their own. Not only is there less than zero political appetite for 
additional government support of bank balance sheets, but also the projected losses across the banking 
sector as a whole from put backs –while crushing for the balance sheets of the banks involved – are less 
than half of the $400 billion in 2008 banking sector losses from the first popping of the real estate bubble. 
We believe that the MBS crisis of 2010 may not present a systemic risk where the global banking system 
is in danger of collapsing, but it certainly presents a distinct capitalization risk for specific banks.  
 
 
Problems with Trust Formation    
 
We do NOT believe that there is a systematic crisis within the trust formation process, either around the 
true-sale and tax characteristics of the customary REMIC structure or the fundamental assignment of 
both note and deed of trust. 
 
There are two moments in the life cycle of a mortgage backed security where the splitting of the note and 
the deed of trust can create a problem – first in the creation of the trust holding the pooled and tranched 
notes (proper note assignment and proper knowledge of linked deeds of trust), and second in the 
prosecution of any foreclosure effort, where the note and deed of trust must be married in order to have 
standing to foreclose (note assignment) and a secured loan (deed of trust assignment). The trust creation 
process is undertaken by sophisticated investors, in sharp contrast to the consumer-facing foreclosure 
prosecution effort. As a result, the legal standards guiding the trust formation process are substantially 
less harsh or stringent when it comes to curing any problems within the trust establishment 
documentation. 
 
For example, much has been made of the “assignment in blank” practice, where the line on the note 
document showing to whom the note has been assigned is intentionally left blank until some sort of final 
assignment (as in a foreclosure or a prepayment) is entered. While such blank assignments are indeed a 
potential problem in the consumer-facing foreclosure process (particularly if the original note cannot be 
produced, and crushingly so if the deed of trust is unassigned), this is an anticipated practice in most trust 
formation documents and does not constitute a structural fault in the trust itself. 
 
Other issues that have been claimed to have the potential to blow up trusts are failure to demonstrate a 
true sale if note assignments are retroactively entered, failure to physically transfer notes to the trustee, 
and use of Mortgage Electronic Registration Systems (MERS) to track deeds of trust. In the “true sale” 
case we believe that trust formation documents allow such issues to be “perfected” retroactively without 
damaging the structure or the tax status of the trust. In the “note transfer”  case we believe that facsimile 
transfer, including electronic copies, are allowable under most trust formation documents, provided that 
the trustee’s nominee (which may well be the originating or sponsor bank) has control over the original 
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notes. Similarly in the “MERS use” case, responsibility for the proper implementation of deed of trust 
tracking appears to be contemplated by most trust indentures and is typically assigned away by the trustee 
to the primary servicer.  
 
For all of these issues, we believe that these practices are enormous problems in the consumer-facing 
foreclosure process (reviewed below), but are tractable in the context of the institution-facing trust 
formation process. Certainly there may be specific trusts that have idiosyncratic language or that were 
constituted on the basis of truly egregious sponsor or trustee behavior, but we have not found evidence of 
a wide-ranging risk on this dimension of the MBS crisis.  
 
 
Problems with Servicing    
 
We believe that mortgage servicers and their agents suffer the greatest political risk of any participant in 
the MBS crisis. While this risk is difficult to quantify, we believe that servicers and their agents will be 
subject to both civil and criminal charges by Federal and state authorities, posing an existential threat to 
several of these publicly traded companies. 
 
The essential problem for servicers stems from the splitting of the note and the deed of title in the creation 
of the MBS industry. As described above, the same legal issues surrounding the splitting of note and deed 
can be tractable in an institutional-facing environment, but become raw nitroglycerin – both politically 
and in a court of law – when they face real people losing their real home. 
 
For example, the majority of mortgages in the US are tracked electronically through MERS, a private 
company. MERS was founded as a nominee service for mortgage banks and sponsors. When a homebuyer 
takes out a secured loan on a property, he signs a paper that allows the lending bank to make MERS their 
nominee, so that on all county courthouse papers the mortgagee (holder of the deed of trust) is shown as 
MERS. In fact, if you look at titles and deeds as they are actually entered on paper, it looks like MERS 
owns every mortgage in the country. The benefit of the MERS system is that new paperwork does not 
need to be filled out at the county courthouse every time a mortgage is sold. So long as both the buyer and 
the seller use MERS as their nominee, the deed of trust remains in the name of MERS as nominee, and 
the MERS database is simply updated with the record of the new beneficial owner. 
 
To accomplish this tracking function, MERS creates a unique 18 digit identifier for every mortgage in 
their system, just like a VIN for a car. When the mortgage is sold, the database creates a pointer to the 
new owner of the mortgage. And when the mortgage is sold again, another pointer is created. So at any 
point in time, MERS can create a record of who has owned the deed of trust to the property in question 
going back to the original transaction. Or so the theory goes. 
 
The trouble started in 2005 when the pace of mortgage transfers between banks accelerated by several 
orders of magnitude. MERS expanded its commercial offerings to track note ownership as well as deed of 
trust ownership, and to take on more document transfer services (assignments) for both notes and deeds of 
trust. This was all well and good until mortgages began to default in record numbers and foreclosure 
activity skyrocketed soon afterwards, as the requirement to marry note and deed of trust in the consumer-
facing foreclosure process revealed several severe weaknesses in the MERS service.  
 
One problem is that in most states, a nominee (or agent) such as MERS cannot legally transfer a 
promissory note from the original holder to a new holder, because MERS is never a beneficial owner of 
the note. The original holder of the note must do this directly with the new holder of the note. A new 
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mortgage or deed of trust assignment is not necessary (i.e., the home owner doesn't need to sign off on 
anything, and MERS can be the nominee for the new holder so no new paperwork needs to be filed in the 
county courthouse), but there must be a notarized document that commemorates the transfer of interest for 
consideration from the old note holder to the new note holder. In many cases, this was not done. MERS 
signed a transfer of note to the new holder in their capacity as nominee, and it is this action that is 
currently being challenged in many state courts. This error can be repaired retroactively by getting valid 
signatures on the note transfer, but getting these signatures when the seller of the note is now bankrupt 
can be … problematic, to say the least. 
 
This difficulty is compounded when the physical note was never transferred to the trust that ultimately 
owns the note. While it might have been allowable under the terms of the trust indenture to have the 
physical note in the custody of some nominee (often the sponsoring bank, which may have had a sub-
custody agreement with the originator of the loan, so that in some cases the physical note never left the 
filing cabinet of the originating agent), those decisions to avoid the cost of physical transfer certainly look 
like a false economy today.  
 
Amazingly enough, in many cases the original notes have been destroyed intentionally.  In a comment 
attempting to stop the 2009 FL Supreme Court Emergency Rule requiring verification of all foreclosure 
docs, the Florida Bankers Association notes that they routinely shredded the paper copies of the notes in 
favor of database entries so that they could work faster, despite the fact that this appears to violate Florida 
law.10  
 
The absence of an original note is a potent error when the note assignment is made in blank, because 
copies of assignments in blank are not accepted in any court when it comes to marrying the note with the 
deed of trust as part of a bankruptcy or foreclosure hearing. The reasoning behind this judicial standard is 
clear enough – there is no way to know how many copies of an original document have been produced, so 
one copy of a blank assignment may be made out in favor of Party A while a second copy may be made 
out in favor of Party B. The only cure here is a “lost note affidavit”, which swears to the existence and 
exact form of the original note. 
 
The repercussions of assignment errors made in connection with the deed of trust are even more severe 
than assignment errors in connection with the note. Courts are incredibly stringent about correct form in 
this regard, and there is no “lost deed of trust affidavit” cure available. Any problems with the deed of 
trust require a re-production of the original, complete with the signatures of the original mortgage 
originators. Most of these mortgage originators are nowhere to be found, of course, having gone bankrupt 
in the first wave of the mortgage crisis. As a result, any mortgages associated with these deeds of trust are 
nothing more than an unsecured loan.  
 
Of course, as everyone from Richard Nixon to Martha Stewart has discovered over the years, it’s not the 
original crime that gets you in trouble, but the cover-up. Rather than suffer the enormous expense and 
delays of securing the note and deed of trust assignments in proper form, many servicers and their agents 
(law firms and document processors) have simply fabricated the assignments and supporting documents. 
These fabrications can be as seemingly innocuous as signing affidavits without physically reviewing the 
correct supporting documents to as nefarious as forging a copy of a note. But they are all technically fraud 
against the court, in a judicial system that is not only angry about the pervasiveness of this behavior but is 
constituted (in the most basic meaning of the word) as a check against the rampant seizure of citizens’ 
property. Economic efficiency carries no weight in a bankruptcy court proceeding! 

                                                 
10 http://www.scribd.com/doc/33631481/Florida-Banker-s-Association-Lost-Notes-09-1460-093009-comments-Fba-1  
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To gauge the explosive political and judicial dynamic that emerges from this witches’ brew of 
misbehaviors on the part of servicers and their agents, it is well worth watching the 8 minute September 
30 YouTube video from Congressman Alan Grayson (D-FL).11  For several years Grayson has been 
among the most outspoken members of Congress railing against the mortgage industry, as he represents a 
district that has been absolutely devastated by foreclosures, but he is by no means alone. To wit:   
 

• Bloomberg: “The FDIC has started an independent review of banks with which it shares loan losses and 
won’t make payments if it finds foreclosures were conducted unlawfully.”12  

 
• Wall Street Journal: “Securities and Exchange Commission Chairman Mary Schapiro confirmed her 

agency is looking into related disclosure issues.”13 
 

• Washington Post: “Federal officials from the Obama administration's Financial Fraud Enforcement Task 
Force are investigating possible criminal violations stemming from recent allegations that financial firms 
did not properly process paperwork when foreclosing on homes.”14 

 
• Wall Street Journal: “A four-month-long Obama administration probe into five of the country's largest 

mortgage servicers has discovered "a significant variation" among their operations, with some servicers 
"significantly worse than others" in how they handle home loans, U.S. Secretary of Housing and Urban 
Development Shaun Donovan said in an interview. … Mr. Donovan said the issues discovered by his 
agency's review go beyond the technicalities of foreclosures.”15 

 
And, of course, there is now an active investigation by the attorneys general of all 50 states into the 
activities of servicers and their agents, activities which, as HUD Secretary Donovan says, “go beyond the 
technicalities of foreclosures.” 
 
We also believe that HUD is investigating servicers for their practices surrounding the federal loan 
modification program (HAMP), particularly the way in which delinquent borrowers have been steered 
into 3-month trial modifications, but not permanent modifications. Servicers are responsible for 
advancing coupon payments to the trust, as well as making payments on property taxes and insurance, 
when a homeowner stops paying on his mortgage. Unless the homeowner voluntarily repays all of the 
missed mortgage payments, the servicer only recoups these advances (plus fees and interest) when that 
property is foreclosed and a recovery is made through a secondary sale.  Although servicers receive a 
small fee for modifying loans per the HAMP protocols, they are disadvantaged by modifications as 
compared to a successful foreclosure if significant advances have been made to the trust.  
 
A variation on this theme regarding modifications occurs when servicers have a conflict of interest 
between their servicing obligations to the 1st lien loans owned by the trust and the 2nd lien loans owned 
directly by their parent bank. In this case, the potential exists for the servicers to make a corrupt deal with 
homeowners: if you stay current with your 2nd lien we will modify your 1st lien. As amazing as it may 
sound that a practice this egregious could be standard practice, consider the evidence collected by Laurie 
Goodman of Amherst Securities Group.16  
 
                                                 
11 http://www.youtube.com/watch?v=AqnHLDeedVg&feature=player_embedded 
12 http://www.bloomberg.com/news/2010-10-15/u-s-policy-makers-resist-calls-for-big-fix-in-housing-foreclosure-crisis.html  
13 http://online.wsj.com/article/BT-CO-20101019-714094.html  
14 http://www.washingtonpost.com/wp-dyn/content/article/2010/10/19/AR2010101904845.html  
15 http://online.wsj.com/article/SB10001424052702303550904575562400397332566.html  
16 Presentation materials from Grais & Ellsworth conference call, October 27, 2010. 
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The top four US banks – Bank of America, Wells Fargo, JP Morgan Chase, and Citigroup – together own 
$802 billion in 1st liens on residential properties. That may sound like a lot, but is actually less than 10% 
of the $10.6 trillion in outstanding 1st liens. When it comes to servicing these loans, however, the Big 
Banks handle almost 60% of the 1st liens outstanding. These same banks own $433 billion in 2nd liens 
(including home equity lines of credit and other revolving credit arrangements secured by a deed of trust), 
more than 40% of the $1.0 trillion in outstanding 2nd liens. Relatively speaking, then, the Big Banks’ 
direct exposure to defaulting 2nd liens is four times greater than their direct exposure to defaulting 1st 
liens, and they service a 1st lien portfolio seven times larger than the 1st lien portfolio they own. Moreover, 
Goodman estimates that if a bank owns the 2nd lien on a home, there is a 70% likelihood that it is the 
servicer for the 1st lien on that same home! In other words, banks intentionally match their 2nd lien 
holdings with the 1st liens that they service. These are powerful conditions to establish a conflict of 
interest. 
 
The experience of bank-owned 2nd liens shows a delinquency rate of 1.2% in the 30-89 day bucket and a 
delinquency rate of 1.7% in the 90+ day bucket. To characterize these delinquency rates as miraculously 
low is an insult to miracle workers. The experience of trust-owned 2nd liens shows a delinquency rate of 
9.5% in the 30-89 day bucket and a delinquency rate of 16.0% in the 90+ day bucket. Moreover, the 
experience of bank-owned 1st liens shows a delinquency rate of 2.8% in the 30-89 day bucket and a 
delinquency rate of 9.8% in the 90+ day bucket, which means that the performance of bank-owned junior 
liens is significantly better than bank-owned senior liens. We submit that these results are prima facie 
evidence of servicer manipulation of 2nd lien delinquencies. To what end? We would only note that the 
$433 billion in 2nd liens held by the Big Banks is greater than their $428 billion in tangible common 
equity. The Big Banks simply cannot allow these loans to go bad at the rate that non-bank owners of 
similarly situated loans experience. 
 
Now that a political spotlight is being trained on their questionable activities, we believe that servicers 
and their agents will be identified as the “bad actors” in the MBS crisis of 2010, in much the same way 
that sub-prime mortgage brokers and originators were so identified in the MBS crisis of 2008. As a result, 
these companies (and there are only a handful or two that are publicly traded) face enormous, and in some 
cases existential, regulatory and legal risks to their core operations.  
 
 
Conclusion 
 
The theme that we have laid out in this letter will not be resolved soon. The big banks have reserved 
billions of dollars for litigation expenses concerning put backs, and we expect this all-out war between the 
biggest financial institutions in the world to be played out in the courts over a period of two to three years. 
The federal and state investigations of servicers and their agents are just now in the subpoena stage and 
are months away from any court hearing.  
 
That said, the wheels of justice may grind slowly, but they grind extremely well. If we are correct in our 
analysis, we are not playing for 10% gains here and 5% gains there. We are playing for credit defaults and 
bankruptcies, for – if not a systemic risk – then at least a mortal threat to important actors within the 
system. And the current macro-driven investing environment notwithstanding, we believe that the market 
is still an effective anticipatory mechanism for specific catalysts impacting specific companies … we do 
not believe that we will have to wait two to three years to get paid on our ideas if we are right. 
 
We are making a substantial investment in this theme because we believe that we have excellent visibility 
into timely and material catalysts that have an existential impact on a range of publicly traded companies. 



  14 | P a g e  

10/29/10 

IRIDIAN Iridian 
Asset Management LLC 

These are not crowded trades, and we believe that plenty of liquidity exists for an exit if we are wrong. 
We have established our positions with a range of securities that we believe are appropriately matched for 
the catalysts at work in each individual case, and we are prepared to trade around those positions as the 
catalysts wax and wane. But so long as our analysis is intact we are in this for the long haul and the big 
swing. That may be a mixed metaphor, but it is what our process is all about, and more importantly, it is 
what we – as investors – are all about. 
 
As always, we appreciate your continued confidence in our efforts. 
 
 
 
 
Jeff Silver       Ben Hunt 
Managing Director      Managing Director 
Iridian Asset Management LLC    Iridian Asset Management LLC 
276 Post Road West      276 Post Road West 
Westport, CT 06880      Westport, CT 06880 
(203) 341-9054      (203) 341-9056 
jsilver@iridian.com      bhunt@iridian.com 
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This letter is intended for existing investors only, is for informational purposes only and is current 
as of the date noted. It reflects the views of the Portfolio Managers at the time of this writing.   
These views may have changed in response to changing circumstances and market conditions. If 
you are not an investor in the Fund, you received this letter only because you have specifically 
requested it for your review and not for further distribution. 
 
Performance results shown reflect the net performance of the Iridian Opportunity Offshore Fund, 
Ltd. and reflect the deduction of the highest management fee and highest incentive allocation/fee 
that can be charged for the performance period represented as well as all current expenses, 
custodial fees and transaction costs.  Actual investor performance results may vary depending upon 
different fee arrangements and timing of investments.   
 
The S&P 500 Index: The Standard & Poor’s 500 Index represents 500 large U.S. companies in 
leading industries. Benchmark returns reflect the reinvestment of dividends but do not reflect fees, 
brokerage commissions or other expenses of investing. The comparative index is unmanaged and is 
not directly investable. 
 
Past performance is no guarantee of future results. There can be no assurance that the Investment 
Manager will be able to achieve the desired results for the Fund. An investment in the Fund 
involves a high degree of risk, including the risk of loss of the entire amount invested.  
 
Specific investment information is provided for informational purposes only and should not be 
deemed as a recommendation to purchase or sell any securities or investments mentioned.  This 
letter does not constitute an offer to sell or the solicitation of an offer to buy any interest in the 
Fund.  Fund interests are being offered to a limited number of qualified investors pursuant to a 
Confidential Private Offering Memorandum. Accordingly, this document and the information 
contained herein are qualified in their entirety by the more detailed information contained in the 
Offering Memorandum. 
 
 


