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2 Abstract 

This is a case study on Asset Backed Securities (ABS) from an investor’s perspective. We 

will be considering the example of J.P Morgan Alternative Loan Trust 2006-S1, which is a 

Mortgage Backed Security (MBS), issued in the US. There are four major parts to this case 

study. The first part gives a historical overview of the ABS market and the importance of 

Mortgage Backed Securities (MBS) among them. The second part gives an overview of the 

ABS issue of J.P Morgan Alternative Loan Trust 2006-S1 and its overall compliance with 

Regulation AB. The third part identifies the disclosure items and transaction parties as per 

Regulation AB. The study ends with the fourth part, which gives an analysis of the major 

risks created because of securitization of the mortgage loans. The risk analysis is limited to 

the new risks created as a result of the securitization transaction without getting into details 

of the traditional risks of failure of obligors meeting their obligations. 

3 Background 

3.1 A brief history 

“Asset Backed Securities (ABS) grew from a non-existent industry in the 1970s”1 to an 

industry, which issues securities of over a trillion a year. Figure 1, gives a sense of proportion 

of the industry. ABS is beneficial to financial institutions as it gives less expensive capital 

and liquidity for otherwise non-liquid assets. It is beneficial to investors by giving them the 

level of risk exposure and returns and borrowers reduce their borrowing costs. 

ABS issuance relates to a variety of underlying assets, like mortgages, home equity loans, 

student loans etc. The following are the major milestones in the history of the ABS market. 

• Ginnie Mae issued first MBS (agency MBS2) – 1968.3 

• 1977 Bank of America and Salomon Brothers   (non-agency).4 

                                                 
1 Cowan, C L.(2003)  p.1 

2 There are two types of mortgage backed securities in the market today. One is backed by government Sponsored Entities 

(GSE) or agency type and the other is private label or non-agency type.  

3 Taff, L.G.(2003) p.130 

4 Peterson, C.L((2007) 
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• Sperry Lease Finance created securities backed by it’s computer equipment leases – 

1985 –the first kind of Asset Backed Securities which were not backed by 

mortgages.5 

“A mortgage-backed security is an example of an ABS whose underlying collateral is 

residential mortgages.”6 Under the classification of ABS, Mortgage Backed Securities (MBS) 

have a long history and it constitutes the biggest chunk of the ABS market as evident from 

the following picture (Figure 1). 

 

 

 

 

 

 

 

 

 

 

Figure 1.  Source: U.S. Credit Market Outlook (2006)7 

3.2 Scope and structure of this case study 

For the purpose of this study of ABS, we will be analyzing a non-agency type MBS (Private-

Label MBS) issued in the US following the “Regulation AB”8 norms.  

To analyze the nature of an ABS issue, we have selected J.P Morgan Alternative Loan Trust 

2006-S1 as an example in this study. 

                                                 
5 Cowan, Cameron.L(2003) 

6 Taff, L.G.(2003) p.127 

7 The Bond Market Association (2006).  

8 17 CFR § 1100 - 1123 
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• J.P Morgan Alternative Loan Trust 2006-S1 is issuing an MBS worth $969,830,245 

of fully amortizing, fixed rate conventional mortgage loans secured by first liens on 

one- to four-family residential properties.  

• There are thirty-five classes of senior certificates (including one interest-only and one 

principal-only class), two classes of mezzanine certificates, eight classes of 

subordinate certificates (five offered and three non-offered) and two additional 

classes of non-offered certificates. 

Annexure I gives an overview of the major SEC filings for this specific example. We will be 

considering only the take-down prospectus in this study for the following purpose. 

• A brief anatomy of the prospectus with respect to Regulation AB and its compliance 

thereof. 

• A summary of disclosure items as per Item 1103 of Regulation AB. 

• Analysis of major risk factors from an investor’s point of view, limited to the risks 

created because of securitization. 

4 Anatomy of an ABS take-down prospectus 

In this section, we will consider the overall regulatory compliance of the takedown 

prospectus filed by J.P Morgan Alternative Loan Trust 2006-S1 as per Regulation AB and an 

overview of the transaction itself. 

 

“The extent of investor protection in the structured product area has been primarily set by 

four legal regimes: Regulation AB, the new offering regulations, suitability requirements and 

the general antifraud provisions of the Securities Act of 1993 and Exchange Act of 1934.”9 

 

The takedown prospectus filed by J.P Morgan Alternative Loan Trust 2006-S1 has various 

sections and one can easily find a one to one correspondence to the requirements of 

Regulation AB. Refer to Annexure II for an overview of this regulatory audit for compliance. 

 

Now in the next section, Figure 2 gives an overall view of the transaction by considering the 

relationship between parties of the transaction, flow of funds and payment priority of various 

certificates.  

                                                 
9 Bethel, J, Ferrell, A (2006) 



4.1 Transaction flowchart representing the transaction parties, cash flows and consideration between parties  

Figure 2 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Pool 2 Senior Certificates 
A-R  (offered in definitive form) 
2-A-1 
,2-A-2 
,2-A-3 
,2-A-4, 
2-A-5, 

2-A-6, 

Pool 1 Senior Certificates 
1-A-1 
1-A-2 
1-A-3 
1-A-4 
1-A-5 
1-A-6 
1-A-7 
1-A-8 
1-A-9 
1-A-10 
1-A-11 
1-A-12 
1-A-13 
1-A-14 
1-A-15 
1-A-16 
1-A-17 
1-A-18 
1-A-19 

Aggregate (Pool 1&2) Subordinate Certificates 

B-1 
B-2 
B-3 

 
B-4 (Non-offered certificate) 
B-5 (Non-offered certificate) 

B-6 (Non-offered certificate) 

  

Payment Priority Loss Allocation Priority 

Pool 3                        Originators 

47.54% 16.51% 18.39% 17.56% 

SunTrust 
Mortgage 
Inc 

Chase 
Home 
Finance 

PHH 
Mortgage 
Corporation 

GreenPoint 
Mortgage 
Funding Inc 

JPMCB 
(Originator) 

Acquired  

Pool 3                Servicers 
 

47.54% 34.07% 18.39% 

SunTrust 
Mortgage  

JPMCB(including 
portion of 
GreenPoint 

PHH 
Mortgages 

Aggregate Pool (Pool 1 & Pool 2)        Servicers 
 

54.74% 21.43% 15.88% 

JPMCB (including portion 
of GreenPoint Mortgages) 

SunTrust 
Mortgage 
Inc 

Countrywide 
Servicing Inc 

Master Servicer and Securities 

Administrator 

Wells Fargo Bank, N.A 

Custodian 

JPMorgan Chase Bank, N.A 

Trustee 

U.S. Bank National Association 

 
 

Investors 

Credit Rating Agency 

S&P, Moody’s and Fitch 

Underwriter 

J.P Morgan Securities Inc 

Yield Maintenance Agreement Counterparty 

JPMCB (only for 3-A-1, 3-A-2) 

Clearing House 

DTC/Cede & Co (except A-R) 

Issuing Entity 

J.P. Morgan Alternative Loan Trust 2006-S1 

Obligors 

Fees Deduction:  0.25% for Pool 1, 0.213% for Pool 2, 0.25% 

for Pool 3, all charges other than prepayment penalties, 

Reinvestment income in related Custodial Accounts 

Fees Deduction:  6 days of investment income per 

month on amount in Distribution Account 

Trustee Fee paid by Master 

Servicer from his fee + 

reimbursements 

Premium of USD 193,000 - Class 3A2 
Premium of USD 15,000 - Class 3A1  Proceeds as per rate collar transaction agreement 

Sponsor and Seller 

J.P. Morgan Mortgage Acquisition Corp 

Pool 3 Senior Certificates  

3-A-1, 3-A-1A 
3-A-2, 3-A-2A 
3-A-3 
3-A-4 
3-A-5 

Pool 3 Subordinate Certificates 

3-M-1 
3-M-2 
3-B-1 
3-B-2 

Payment Priority Loss Allocation Priority 

Issues Book 
Entry Certificates 

Aggregate Pool (Pool 1 & Pool 2)    Originators 

36.96% 21.43% 17.70% 15.88% 

Chase  
Home 
Finance 
LLLC 

SunTrust 
Mortgage 
Inc 

GreenPoint 
Mortgage 
Funding Inc 

Countrywide 
Home  
Loans Inc 

JPMCB 
(Originator) 

Acquired 

Pool 

1&2 

Princip

al only 

 
 
 

A-P 

Pool 2 

(sub 

group 2-

3) 

Interest 

only 

 

A-X 

Fees to custodian 

Loan payment 
Mortgage Obligation 

Depositor 

J.P. Morgan Acceptance Corp I 

Proceeds 

Proceeds 

Proceeds 

Proceeds 

Pooled Assets 

Pooled Assets 

Pooled Assets 

Certificates 
Issue Ratings 

Mortgage re-payment 

Proceeds 

Certificates 

Custody Service 

Collected re-payment 

Collected re-payment 

Distribution to 

certificate holders 

Certificates ready to issue 



5 Transaction Summary 

5.1 Anatomy of disclosures  

The takedown prospectus filed by J.P Morgan Alternative Loan Trust 2006-S1 complies with 

the needs of 17 CFR §1103. Please refer to Annexure II for an overview of this regulatory 

audit for compliance. 

5.2 Transaction Parties 

Figure 2 in Section 4.1 gives a pictorial representation of the transaction parties and their 

relationships. Please refer to Annexure IV for a tabular list of the transaction parties. 

5.3 Transaction Agreements 

In this section, we will identify the major transaction agreements and the parties involved in 

the agreement. 

5.3.1 Pooling and Servicing Agreement 

This details the servicing and related disclosure requirements along with specifics of 

compliance of the trust with REMIC. It also details the allocation and distribution of loan 

proceeds and losses to the certificate holders.  

Date of this Agreement: February 21, 2006 

5.3.1.1 Parties to this agreement  

• J.P. MORGAN ACCEPTANCE CORPORATION I, a Delaware 

corporation, as Depositor, 

• U.S. BANK NATIONAL ASSOCIATION, as Trustee  

• WELLS FARGO BANK, N.A., in its dual capacities as Master Servicer 

and Securities Administrator  

• J.P. MORGAN MORTGAGE ACQUISITION CORP., a Delaware 

corporation, as Seller, 

o Provides warranty if any mortgage loan does not constitute a 

qualified mortgage10 

                                                 
10To comply with  860G(a)(3) of the [Internal Revenue] Code          
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• JPMORGAN CHASE BANK, NATIONAL ASSOCIATION, a national 

banking association, as Custodian  

o Agrees to do 10K filing at own cost.11 

o Agrees to do accountant attestation of the 10K filing at own cost.12 

o Agrees to indemnify other parties if there are material breaches to 

obligations 

5.3.2 Flow mortgage loan purchase, warranties and servicing agreement 

This agreement is for the sale of certain fixed rate, first lien Mortgage Loans, exclusive of the 

servicing rights associated with such Mortgage Loans. J.P Morgan Mortgage Acquisition 

Corp purchases the mortgages originated by Chase Manhattan Mortgage Corporation. 

Date of this Agreement: May 1, 2004, amended on January 01, 2006 (accommodating 

Regulation AB) 

5.3.2.1 Parties to this agreement  

• J.P. Morgan Mortgage Acquisition Corp. 

• Chase Manhattan Mortgage Corporation,(which became Chase Home Finance 

LLC by merger)  

5.3.3 Assignment, assumption and recognition agreements 

This agreement stipulates the terms for the Depositor to purchase the specified mortgage 

loans from the Sponsor and Seller (J.P. Morgan Mortgage Acquisition Corporation). It also 

sets out the agreement by the Trustee, on behalf of the Trust, to purchase the specified 

Mortgage loans from the Depositor. 

Date of this Agreement: February 1, 2006 

5.3.3.1 Parties to this agreement 

Common Parties in all such agreements 

• J.P. Morgan Acceptance Corporation I, as Depositor  

• U.S. Bank National Association, as Trustee  of J.P. Morgan Alternative Loan 

Trust 2006-S1 (the Trust),  

                                                 
11 To comply with §240.15d-18(b) 
12 To comply with §240.15d-18(c)  
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• J.P. Morgan Mortgage Acquisition Corp., (Sponsor and Seller) 

• Wells Fargo Bank, N.A., the Master Servicer. 

There are separate agreements with the above common parties to each of the following 

servicers where by the servicer agrees for certain warranties (items like the Mortgage Loans 

are qualified loans etc). 

� SunTrust Mortgage, Inc.  

� JPMorgan Chase Bank, National Association, Chase Home Finance LLC  

� JPMorgan Chase Bank, National Association  

� Countrywide Home Loans, Inc. 

� PHH Mortgage Corporation  

5.3.4 Mortgage loan sale and servicing agreement 

As the name suggests, it is an agreement for mortgage loan sale and servicing between the 

parties. 

Date of this Agreement: May 1, 2005 

5.3.4.1 Parties to this agreement 

• J.P. Morgan Mortgage Acquisition Corp., a Delaware corporation, as purchaser   

• SunTrust Mortgage, Inc., a Virginia corporation, in its capacity as seller and in its 

capacity as servicer 

5.3.5 Flow mortgage loan interim servicing agreement 

This is a contract between the Depositor and the originator of mortgage loans where the 

originator is contracted to do the servicing of the loans during the interim period (between 

the closing date and transfer date). 

Date of this Agreement:August 1, 2005 

5.3.5.1 Parties to this agreement 

• J.P. Morgan Mortgage Acquisition Corp., a Delaware corporation, as purchaser   

• Greenpoint Mortgage Funding, Inc.,  Seller 
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5.3.6 Rate Collar Transaction Agreement 

The Interest Rate Transaction specifies a strike rate and ceiling rate at different future 

periods. 

Date of this Agreement: February 07, 2006 

5.3.6.1 Parties to this agreement 

• JPMorgan Chase Bank, N.A. is the provider of the facility 

• U.S. Bank National Association not in its individual capacity, but solely as 

Trustee on behalf of J.P. Morgan Alternative Loan Trust 2006-S1 (the 

"Counterparty") 

 

Notes:  

• The counterparty pays a premium of USD 193,000 to JPMorgan for the 

facility relates to the Class 3A2 Certificates. 

• The counterparty pays a premium of USD 15,000 to JPMorgan for the facility 

relates to the Class 3A1 Certificates. 
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6 Analysis of  ABS investor’s risk 

Investors in the ABS market have expressed concern on various areas of risk. Figure 3 shows 

the general perception from investors across investor types and product classes. 

 

Figure 3. Source: American Securitization Forum13 

 

 

 

 

 

 

 

Table 1. Major areas of risks cited by ABS investors14 

 

                                                 
13 American Securitization Forum(2005) 
14 ibid  

• Price discovery, disclosure and reporting, and legal/regulatory issues are the largest 
problem areas among investors. 

• Issues exist to a lesser degree with industry practices and procedures, new issue 
allocation and syndication processes, liquidity and spreads, transaction control 
processes and procedures, and accounting issues. 

• On a broad level, multiple issues are intertwined and problems/concerns exist due to a 
lack of information, understanding, transparency, and standardization within the 
structured finance market. 

• Many Residential MBS and Mortgage-Related ABS investors complain that 
information flow is lacking, late, not provided in a standardized format, difficult to 

access, and not available in a centralized location. 



                                                               

© John Cyriac 2007 Page 13  

 

In a securitization transaction, the originators are transferring their risks to the investors for a 

specified return. Risks faced by the originating bank before securitization can be described 

under four categories. They are as follows; 

• Credit risk – change in the ability of the obligor to perform as agreed on a payment 

obligation.  

• Market risk – potential drop in value of collateral due to changes in market situations 

• Liquidity risk- inability to liquidate the mortgage assets  

• Operational risk – “risk of business process disruption caused by failure or losses 

involving the performance of people, relationships, systems, physical assets or losses 

from external sources”.15 

For J.P Morgan Alternative Loan Trust 2006-S1 (being a non-agency MBS), “credit risk is 

the major issue and there are several ways in which credit problems on the underlying 

mortgage loans could affect investors”.16 However, the investors in a securitization 

transaction should consider the above-mentioned types of transferred risk from the originator 

and the additional risks created by the process of securitization itself.  

In this section we will discuss mainly the types of risk created by securitization. So it is 

imperative for the investor to consider the facts provided on the security as per the 

regulations and analyze the assumptions behind it and the factors which can undermine those 

assumptions. In the following discussion, we will discuss a selected number of such major 

risk factors. 

This section of risk analysis is presented by discussing facts, assumptions and risks. We will 

look at the facts or details as outlined in J.P Morgan Alternative Loan Trust 2006-S1 take 

down prospectus or Pooling and Servicing agreement, possible assumptions of a typical 

investor and the possible risk factors which can change the NPV (Net Present Value) of the 

certificates. 

 

 

                                                 
15 Basel Committee on Banking Supervision (Sept, 2001) 
16 Fabozzi, F(1997)  p.6 
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6.1 Bankruptcy risk 

Most of the published papers on Bankruptcy in the context of securitization talks about 

Originator bankruptcy. However, one could categorize bankruptcy susceptible parties in a 

securitization transaction into two. One set of entities play a major part in the creation and 

issue of the ABS and the other set is involved in the processing or servicing of underlying 

assets. The bankruptcy of the former set of transaction parties can challenge the legal 

structure of securitization and the bankruptcy of the latter can possibly disrupt the regular 

transactional processing.  In this section, we will limit our discussion to the bankruptcy risk 

of the Sponsor/Depositor that represents the former type of transaction parties and the 

Servicer that represents the latter.  

 

Four major codes are of interest in this discussion, they are outlined as follows.17 Automatic 

stay as per 11 U.S.C §362 (a)(3) says “any act to obtain possession of property of the estate 

or of property from the estate or to exercise control over property of the estate”. “Automatic 

stay is exactly what the name implies--'automatic'--it operates without the necessity for 

judicial intervention.”18 As per Collier on Bankruptcy ¶362.03 [5], the above is applicable 

even if the property is owned by a third party. Also as per 11 U.S.C §362 (a)(6), “any act to 

collect, assess, or recover a claim against the debtor that arose before the commencement of 

the case under this title”. As per 11 U.S.C §506 (c), “The trustee may recover from property 

securing an allowed secured claim the reasonable, necessary costs and expenses of 

preserving, or disposing of, such property to the extent of any benefit to the holder of such 

claim, including the payment of all ad valorem property taxes with respect to the property.” 

Also, as per 11 U.S.C §365 (a), “the trustee, subject to the court’s approval, may assume or 

reject any executory contract or unexpired lease of the debtor.” 

 

 

 

 

                                                 
17 Summary of quote by Mitchell Thomas C. (2005) 
18 Quoted by Mitchell Thomas C. (2005) in footnotes as Sunshine Dev., Inc. v. FDIC, 33 F.3d 106, 113 (1st Cir. 
1994). 
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6.1.1 Bankruptcy remoteness and true sale considerations 

Fact: 

• “It is believed that the transfer of the mortgage loans from the seller to the depositor 

and from the depositor to the issuing entity will each be treated as a sale rather than a 

secured financing for purposes of federal and state law.”19 

• “Counsel for the seller and the depositor will render an opinion on the closing date 

that in the event of the bankruptcy of either the seller or the depositor, the mortgage 

loans and other assets of the issuing entity would not be considered part of the seller’s 

or depositor’s bankruptcy estates and, thus, would not be available to their 

creditors”.20 

Assumption: 

• The Issuing entity is Bankruptcy remote. 

• Transfer of pool assets to the issuing entity is a true sale. 

Risk: 

“The prototypical securitization structure has no purpose, and no significant effect, other than 

to circumvent the burdens that the Bankruptcy Code places on the lender of a simple secured 

loan to an Originator who has gone bankrupt”.21  The basis of an ABS transaction is the “true 

sale” of assets to the Special Purpose Vehicle (SPV), which is the Issuing entity, and its 

“bankruptcy remoteness”. “There is a greater time lag between the introduction of a 

bankruptcy-driven product and the occasion for the legal decision maker to determine its 

validity compared to a tax-driven product, since the IRS has a strong incentive to pursue 

enforcement against the product once it is detected.”22 Given that context, it is important to 

consider the LTV Steel opinion, which was an occasion when a legal decision maker made a 

decision on a bankruptcy-driven product. “Other examples of the manifestation of this risk 

are Buckhead America and Kingston Square.”23 

 

 

                                                 
19 JP Morgan Alternative Loan Trust 2006-S1 424B S24 
20 ibid S24 
21 Kettering, K.C (2007) 
22 ibid 
23 Kothari, Vinod(2006) p.642 
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A summary of LTV Steel ABS Opinion: 

The following figure (Figure 4) gives an overview of the LTV Steel transaction  

 

 

 

 

 

 

 

 

 

 

 

 

 

Table 2. A brief outline of events in LTV Steel Opinion24 

      

LTV Sales 

Finance 

LTV Steel 

Products 

Filing Chapter 11 Emergency Motion Abbey National 

petition 

Bankruptcy 

Court Decision 

1994, 

LTV Sales 

Finance 

was 

created. 

(Ref 

Figure 4) 

1998, LTV Steel 

Products was 

created. Asset 

transferred was 

the inventory for 

Steel production. 

Received a BBB 

rating from Fitch 

LTV faced liquidity 

problem. Two ABS 

arrangements created 

the situation that LTV 

no longer “owned” its 

receivables and 

inventory. Dec,2000, 

LTV filed Chapter 11 

LTV filed emergency 

motion to use accounts 

receivables and inventory as 

cash collateral. Bankruptcy 

court approved the motion 

invalidating the “true sale” 

of assets to the SPVs in 

ABS deals. 

Abbey National 

as major investor 

argued that the 

Bankruptcy court 

lacked 

jurisdiction over 

the property of 

SPVs.  

Bankruptcy 

court rejected 

Abbey 

National’s 

argument. 

                                                 
24 Adapted from Stark, Robert (2002) 

LTV Steel 
($5.8Bil assets, $4.7B liabilities, 17,500 
employees as of Sept 30, 2000) 
 

(Originator and Servicer) 

LTV Sales Finance (SPV) 

(1994) 

Standard & Poor 

Issues AAA rating 

Sale of Account Receivable 

Proceeds 

Investors 
(Major investor being Abbey National 
Treasury Services PLC) 

Sale of Securities 

Proceeds 

Proceeds from 
Servicing 

Originator Bankruptcy 
disrupted cash flow to 
investors (December 29, 
2000) 



                                                               

© John Cyriac 2007 Page 17  

 

As summarized in the above table, the court ruling treats the SPV and the originator as a 

single entity. “The very essence of securitization, it may be noted, is to decompose the 

company, break and take away its assets into a separate entity that has legal rights of its own 

over the properties transferred to it”.25 But in this example of LTV Steel, the court has 

consolidated the assets of the SPV and the originator and the process of securitization is 

nullified. 

6.1.2 Servicer Bankruptcy risk 

Fact: 

• Master Servicer can step in as back-up servicer as per Pooling and Servicing 

Agreement.26 

Assumption: 

• Existing servicers are reputed. 

• Master Servicer can step in if the servicer becomes bankrupt. 

Risk: 

A servicer can go bankrupt in the following ways. 

• Voluntary filing for bankruptcy under Bankruptcy Code27 

• A bankruptcy petition by a third party28 

“Bankruptcy of the servicer can bring 1) Automatic Stay provision 2) Executory contracts 3) 

Commingling of assets 4) Surcharging the securitization assets.”29 Following table discusses 

the effect of this on the ABS investor. 

 

 

 

 

                                                 
25 Kothari, Vinod(2006) p.641 
26 Refer J.P. MORGAN ALTERNATIVE LOAN TRUST 2006-S1(February 21, 2006) Pooling and Servicing 

Agreement. 
27As per 11 U.S.C §109 
28 As per 11 U.S.C §303 
29 Mitchell Thomas C. (2005) Legal Risks of Servicer Bankruptcy or Insolvency in Securitization 

Transactions  
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Code Effect on the Investor 

11 U.S.C §362 (a)(3) 1) Difficult for the investors/other transaction parties to get hold of 

the assets which are being serviced by the servicer without the 

approval of the bankruptcy court. 

2) A successor servicer may find it difficult to get hold of the 

servicing files related to the assets. 

3) It is possible that the court may decide the current collections 

on the securitized assets being part of the servicer’s estate. 

11 U.S.C §362 (a)(6) Prohibits the litigation against the servicer to enforce the terms of 

the securitization agreements. 

11 U.S.C §506 (c) Investors can be charged an additional fee related to processing of 

the assets held by servicer, before considering whether to reject or 

assume the servicing agreement as discussed below. 

11 U.S.C §365 (a) The option to discontinue the performance as per the servicing 

agreement gives a bargaining tool for the servicer to increase the 

servicing fee. This can seriously affect the returns for an investor 

and there by the net present value of the asset. Other option for the 

investor is to allow the servicer to discontinue the performance, 

but it brings more uncertainty as per 11 U.S.C §362 (a)(3), 

discussed above. Also the cost of transition of servicing and the 

ability for a new servicer to service an unfamiliar set of assets can 

only increase the operational risk element. 

Table 3. Effect of servicer bankruptcy30 

 

 

 

 

                                                 
30 Adapted from Mitchell Thomas C. (2005) 
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6.2 Cash flow Timing Risk 

“Cash flow timing risk is described as the duration drift or average life variability.”31 

6.2.1 Prepayment Risk 

Fact: 

• “All of the pool 1, pool 3 mortgage loans, and approximately 99.02% of the pool 2 

mortgage loans may be prepaid in whole or in part at any time without payment of a 

prepayment penalty.”32 

• “In the normal course of its securitization program, JPMAC acquires mortgage loans 

from third party originators and through its affiliates.”33 

 

Assumption: 

• Investors are aware of prepayment risk and it is already factored into the price of the 

security. 

• Models to calculate prepayment risk gives a good estimate. 

• There is no conflict of interest at origination level. (originators also dislike 

refinancing by obligors) 

Risk: 

• Although an expected prepayment is factored into the price of the security, an 

unexpected interest rate decrease can cause obligors to refinance their mortgages. 

• Prepayment models are based on historical data. “To keep the models up to date, one 

might weigh the data by the passage of time; this will introduce statistical noise as the 

number of observations with significant weight becomes fewer. Model error will 

produce duration error, which will hurt those practicing duration-matching techniques 

or index performance-based investment strategies.”34 

• Third party originators are rewarded on each origination, so they are more likely 

motivated to encourage a refinancing scenario. 

                                                 
31 Fabozzi Frank J Trends in Commercial Mortgage-Backed Securities p.100 
32 JP Morgan Alternative Loan Trust 2006-S1424B5  S15 
33 ibid S70 
34 Taff,L (2003) Investing in Mortgage Securities p.146 
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6.2.2 Clean-up call 

Fact: 

“Equal to or less than 5% of total principal balance for the aggregate pool, equal or less than 

10% of total principal balance for pool 3 and is an option of the Master Servicer.”35 

Assumption: 

“As the available pool is de minimis , it is unlikely that the Master Servicer will go through 

the laborious exercise (involving detailed loan-level analysis and other paperwork).”36 

Risk: 

• Master Servicer may accumulate sizeable amount of exercisable calls from other 

sources and exercise a clean-up call or sell the rights for clean up calls. 

• “If the underlying collateral is worth more than par plus execution (owing to interest 

rate changes) or if the credit performance is comparatively good, then the chances of 

clean-up increases.”37 

 

6.3 Risks related with lack of easy to use information 

6.3.1 Legal risk while accepting an ABS investment offer 

Fact: 

“You should be certain to review the information in this prospectus supplement for a 

description of the specific terms of your certificates and the prospectus for additional 

information concerning your certificates.”38 

Assumption: 

Investor will have all details needed to make an informed investment decision in one central 

location. 

Risk: 

A typical ABS issuance starts its marketing activities well before a final prospectus filing. 

Therefore, there is a possibility for an investor to get into an obligation to purchase a security 

                                                 
35 JP Morgan Alternative Loan Trust 2006-S1424B5 S66 
36 Fabozzi F.(2006) p.998 
37 Fabozzi, F(2006) p.102-103 
38 JP Morgan Alternative Loan Trust 2006-S1 424B5 p.ii 
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without knowing all the facts. Flexibility available for the issuer in the manner in which 

material aspects of a security is conveyed is a possible legal risk for the investor. The 

solution available for the investor is to record all information conveyed during the offering 

stage and make an informed decision. 

Section 14 of the 1933 Securities Act protects the investor by voiding any contractual 

obligation that waives any investor right under federal laws.  “Any condition, stipulation, or 

provision binding any person acquiring any security to waive compliance with any provision 

of this title or of the rules and regulations of the Commission shall be void”.39 

However, the Offering Reform, published in June 2005 gives more flexibility for issuers. It 

“allows the seller to convey information to a purchaser after the time of a contract of sale that 

had not been conveyed before that time”40 

The way in which issuers can convey material changes is described around “facts and 

circumstances determination”41. This gives a good level of flexibility to the issuers and a 

certain level of uncertainty for the investors.  

 

 

6.3.2 Ongoing Information asymmetry42 

Fact: 

Form 15-15D is filed on January 29, 2007.  So, further reporting of monthly performance is 

not available for the investors. 

Assumption: 

1) Monthly pool performance remains the same as before. 

2) “Regulation FD technically does not apply to an ABS issuer after it suspends 

Exchange Act reporting”43, so the investors can request specific information if they 

need. 

Risk: 

                                                 
39 Securities Act of 1933, Section 14 
40 Securities Offering Reform July 19, 2005, SEC Release No.33-8591 pp 182 available at 
www.sec.gov/rules/final/33-8591.pdf  
41 Footnote 411 of the Offering Reform 
42 Akerlof G (1970) 
43 Kudenholdt S, Ornstein S (2007) Disclosure of loan-level information to investors: securities and privacy 
law concerns. 
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In a securitization transaction, the sponsor effectively transfers the credit risk of the obligors 

to the investors. However, the level of information available for the ABS investors about the 

obligors is limited. During the offering period and beyond, investors receive pool 

performance reports on periodic Form 10-D filing. However, the investors have limited 

visibility of the credit situation of individual obligors and the privacy laws prohibit that 

visibility. This gives rise to an information asymmetry where the investors lack full 

information on the underlying assets. 

“Requests for additional information by ABS investors may raise issues under the two 

federal privacy laws – the Gramm-Leach-Bliley Act (15 USCA Sections 6801 and 

following), and/or the Fair Credit Reporting Act (15 USCA Sections 1681).”44 

“The purpose of a trustee in structured finance is to provide only one master for the servicer. 

But trustees are often reluctant or ill equipped to answer certificate holder “after-issue” 

questions about the status of the whole portfolio. So certificate holders increasingly find 

themselves in the position of being able to get answers from no one.”45 

 

6.4 Liquidity/Market Risk 

Fact: 

“The Underwriter intends to make a secondary market in the Offered Certificates, but has no 

obligation to do so.”46 

Most of the offered certificates are rated AAA or investment grade by three credit rating 

agencies as per the takedown prospectus. 

Assumption: 

Investment grade certificates will always find buyers in the market. 

Risk: 

There is a likelihood that the certificates cannot be sold quickly or to a price close to the 

purchase price or cannot sell at all. There are no legal remedies for these situations.  

                                                 
44 Kudenholdt S, Ornstein S (2007) Disclosure of loan-level information to investors: securities and privacy 
law concerns. 
45 Pfeifer,Michael R(1995) 
46 JP Morgan Alternative Loan Trust 2006-S1 424B5 S94 
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• Market events can adversely affect investor’s appetite for risk and may find it 

difficult to dispose the certificates for an acceptable price. 

• Any events or press coverage, which affects the reputation of the issuer or any, 

related parties or even the asset class could adversely affect the market conditions and 

the liquidity of the certificates. For example, recent events in the market which 

affected ABS backed by sub-prime mortgages has affected the reputation of the ABS 

market itself. This is a serious issue to consider while investing in financial 

instruments. As an example, one of the newspapers quoted that “the reputation of 

asset-backed securities has taken a battering since financial products backed by sub-

prime mortgage loans blew up in investors' faces.”47 

 

6.5 Risks related with poor corporate governance and other operational risks 

6.5.1 Fraud Risk 

Fact: 

In securitization transactions, there is no one single entity that is in charge of the entire 

transaction and each party has specific responsibility stipulated by the various agency 

agreements. 

Assumption: 

Contractual obligations between the parties in a securitization transaction are enough to 

maintain performance. 

Risks: 

 This is an ideal situation for a fraudster to get away with his actions. “National Century 

Financial Enterprises (NCFE) filed for bankruptcy in November 2002 and bought to the fore 

some unique risks of mishandling securitization funds. NCFE specialized in healthcare 

funding and used to buy healthcare receivables from several healthcare centers in the US. 

These receivables were securitized. Shortly before bankruptcy filing, it was revealed that the 

company was misusing the funds collected on behalf of its securitization clients. 

Investigations revealed frauds by the company’s top bosses, resulting into filing of the 

bankruptcy petition. Approximately USD 3.5 billion worth of asset-backed securities 

defaulted. Some of the classes were rated AAA by more than one rating agency. Investors 

                                                 
47 South China Morning Post (November 10, 2007) 
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have sued the trustees as well as the placement agencies. The SEC has sued the former 

principal executives of the company”. 48 

 

6.5.2 Tax Risk 

Fact: 

“As provided herein, the Securities Administrator shall elect that the Trust Fund (exclusive 

of the Yield Maintenance Agreement and the Reserve Fund (collectively, the “Excluded 

Trust Assets”)) be treated for federal income tax purposes as comprising three real estate 

mortgage investment conduits (each, a “REMIC”).”49 

Assumption: 

“A REMIC is not subject to an entity-level tax”.50 

Risk: 

“Tax uncertainties may sometimes affect the investors. If the SPV is liable to entity-level 

taxes and the payments to investors are treated as payment to equity holders, the entire cash 

flows in the transaction may be subjected to unprecedented taxes. Sometimes, the underlying 

cash flows may be subjected to a withholding tax requirement. These are risks that concern 

investors and they need to study these risks carefully.”51 

6.5.3 Underwriter’s conflicts of interest risk 

Fact: 

“J.P Morgan Mortgage Acquisition Corp (Sponsor and Seller) and J.P Morgan Securities Inc 

( Underwriter) are both wholly owned subsidiaries of JP Morgan Chase.”52 

Assumption: 

“Investors expect the Underwriters to take reasonable care and due diligence as per Section 

11 or Section 12(a)(2) of the Securities Act of 1933, 15 U.S.C §77k(b)(3).”53 

 

                                                 
48 Kothari, Vinod (2006) p.727 
49 JP Morgan Alternative Loan Trust 2006-S1 Pooling and Servicing Agreement p.10 
50 Fabozzi, Frank J.(1998) Trends in Commercial Mortgage-Backed Securities p.218 
51 Kothari, Vinod(2006) p.936 
52 JP Morgan Alternative Loan Trust 2006-S1 424B5 S70 
53 Markel, G.A et.al (2006) 
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Risk: 

“In the face of the stock market crash of 1929, banks that had large unsold stock portfolios 

became insolvent as a result. The remedy to this situation was a more highly regulated 

banking environment. The Glass-Stegall Act (Banking Act of 1933) prohibited commercial 

banks from underwriting most securities. Under 1956 Bank Holding Company Act, bank 

holding companies (BHC) were permitted to own investment-banking subsidiaries”.54 

Although it is a permitted practice, since the issuer in this case of JP Morgan Alternative 

Loan Trust 2006-S1 used an affiliated company, investors face the following risks. 

• There is a possible lack of care to check all the details as diligently as if the parties 

were not affiliated at all. 

• There is a possible failure of “Chinese Wall”55 between the affiliated entities. Recent 

"Administrative Complaint filed in the matter of Bear Stearns Asset Management 

Inc”56 is a good example of such conflicts of interest.  

• There is a possible failure to successfully claim against the Underwriter even if the 

investors find material misstatements or omissions. “The due-diligence defence may 

provide underwriters and other non-issuer defendants the opportunity to escape 

liability even where there is a material misstatement or omission in the offering 

materials and even where the issuer is liable.”57 

 

7 Conclusion 

We have seen the example of J.P Morgan Alternative Loan Trust 2006-S1 and its overall 

compliance with Regulation AB. Most importantly, we have seen that there are new risks 

created because of the securitization transaction other than the traditional risks of failure of 

obligors meeting their obligations. To conclude, every other factor remaining the same, to 

sustain a successful market for ABS, the perceived effect of these extra risk factors on the 

investor should be reduced to the minimum. 

 

                                                 
54 Fabozzi,F(2001) Accessing Capital Markets through Securitization p.19 
 
55 Brewer, David F.C and Nash, Michael J. (1989). The Chinese Wall Security Policy.  
56 The Commonwealth of Massachusetts Office of the Secretary of the Commonwealth Securities Division 
(November 14, 2007) Administrative Complaint Docket No. E-2007-0064 
57 Markel, G.A et.al (2006) 
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8 Annexure I 

 

 

      

Date August 25, 2005 February 3, 2006 March 06 

through to Jan 

07 

March 15, 

2006 

April 02, 2007 January 29, 

2007 

Filing58 Form S-3 

 

Form 424B5 

 

Form 10D 

 

Form 8-K Form 10K Form 15-15D 

Comments Red Herring or Base 

Prospectus 

As of Oct 22, 1992, the 

availability of Form S-

3, the short-form 

registration statement 

under the Securities 

Act, has been expanded 

to additional issuers and 

classes of transactions. 

Shelf registration is the 

registration of a new 

issue, which can be 

prepared up to two 

years in advance. 

 

Final or take-down 

prospectus 

Monthly 

distribution 

and pool 

performance 

reports. 

Current Event 

Report 

Annual Report Suspension of 

reporting 

Scope of 

coverage in this 

study. 

Not covered Brief overview 

from a regulatory 

perspective and a 

discussion of 

selected risk 

factors from an 

investor’s 

perspective. 

Not covered Not covered 

(Used the 

Pooling and 

servicing 

agreement for 

creating the 

transaction 

flow) 

Not covered Not covered 

 

 

 

 

                                                 
58 Please refer to the bibliography for the web links for the relevant filing documents. 

Timeline of SEC filings for J.P Morgan Alternative Loan Trust 2006-S1 
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9 Annexure II 

This table gives an anatomy of the takedown prospectus of J.P Morgan Alternative Loan 

Trust 2006-S1 in relation to the 24 items in Regulation AB. 

Item 

No. 

Brief Description Related Section in the take down 

Prospectus 

 1101 

Defini

tions 

ABS is “primarily serviced by the cash flows of discrete pool of receivables or 

other financial assets”, permits 50% pre-funding, 65% for automobile leases, does 

not include “synthetic ABS”. Also defines other key terms. 

Clarifies the context of using the MBS issue 

using regulation AB. 

1102 

Pros 

Cover 

Describes the information needed on the front cover. Cover Page 

 1103 

Prosp

ectus 

Summ

ary 

Describes the information needed in the “summary” and “risk factors” section. S1 to S24 

 1104 

Spons

ors 

Sponsor’s securitization experience especially to the type of issue, roles of 

sponsors and its affiliates in the securitization program. 

S70 

 1105 

Static 

Pool 

Infor

matio

n 

Specifies disclosure needs for amortizing asset pools and for revolving pools. 

Amortizing asset pools need 5 years of static pool data covering cumulative 

losses, delinquencies and prepayments. Revolving pools need data covering 

delinquencies, cumulative losses, prepayments, payment rate, yield and 

standardized credit scores. 

Not provided in the prospectus59. 

 1106 

Depos

itors 

Disclosures about the depositor, if the depositor is different from the sponsor. S69 

 1107 

Issuin

g 

Entitie

s 

Disclosure of details about the Issuing entity. S67 

 1108 

Servic

ers 

Disclosure of servicer’s servicing experience, with focus on servicing similar 

assets in the deal, any changes to the servicer’s policies over the past three years. 

If there are more than one servicer, disclosures on each of them if they service 

10% or more of assets. 

S71 to S74 

 1109 

Truste

es 

Disclosure needs of a trustees. If there are multiple trustees, explain roles of each 

one. 

S67 

                                                 
59 Static pool information is provided as a web link. Refer http://jpmorgan.com/staticpool/mbs/JPALT2006-S1 
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 1110 

Origin

ators 

Disclosure for any originator with 10% or more of origination of pool assets and 

detailed disclosure if they originated 20% or more. Detailed disclosure needs 

“information material to an analysis of the performance of the pool assets, such as 

the originator’s credit-granting or underwriting criteria for the asset types being 

securitized”.  

S37 to S41 

 

1111P

ool 

Assets 

Disclosure about assets in the specific issue, including details like loan size, 

interest rate, amortization period and loan-to-value ratio. Item 1111 specifies 

different details of disclosure for different asset classes. 

S24 to S36 

 1112 

Signif

icant 

Oblig

ors 

Disclosures about significant obligors who have 10% or more of deal’s pool 

assets. If they have 20% or more, it will require a full financial disclosure. 

None specified 

 1113 

Trans

action 

Struct

ure 

Disclosures including the terms, distributions, cash-flows, credit enhancement, 

voting rights, ownership of residual interest etc. 

S42 to S67 

( includes disclosure as per Section 220 of 

Regulation S-K60) 

 1114 

Credit 

Enhan

cemen

t 

Disclosures about internal and external credit enhancements. If the credit 

enhancement is for 10% or more of the deal, selected financial data of the 

provider and full disclosure if it is 20% or more. 

S10 to S11 

 

1115

Deriv

atives 

Disclosures about interest rate swaps, currency swaps which are used for 

exposure limitation rather than credit enhancement. 

S9 

 1116 

Tax  

Disclosures on the tax treatment of ABS. S88 to S91 

 1117 

Legal 

Proce

edings 

Disclosure of legal proceedings against the sponsor, depositor, trustee, issuing 

entity, servicer or originator. 

None specified 

 1118 

Repor

ts 

Information on reporting S69 

 1119 

Affilia

tions 

Disclosure about affiliation among parties in the transaction during the past 2 

years. 

S-75 

 1120 

Rating

s 

Disclosure of credit ratings, disclosure whether the rating will be monitored over 

the lifetime of the ABS. 

S94 

                                                 
60 17 CFR 229.202 et seq. 
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 1121 

Distri

bution 

& 

Pool 

perfor

mance 

Info 

Detail of information needed in monthly reports. S37 

 1122 

Servic

ing 

Comp

liance  

Reporting details of servicers compliance/non-compliance with their servicing 

criteria. 

S78 

 1123 

State

ment 

of 

Servic

ing 

Comp

liance 

Requirement of a certification by an authorized officer on the servicing 

compliance/non-compliance of each servicer. 

S78 
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10 Annexure III 

This table gives an anatomy of the disclosure items in takedown prospectus of J.P Morgan 

Alternative Loan Trust 2006-S1 in relation to 17 CFR §1103. 

 
 
Item 

1103 

Description Compliance/Section in the takedown 

prospectus 

(a) Prospectus summary 

Optional 

Info regarding classes in tables  

Diagrams to illustrate the relationships  

 

 

S1,S2 

No diagrams are provided 

(1) Identify the participants (sponsor, depositor, issuing entity, trustee and servicers) 

and their respective roles.  

Identify any originator and any significant obligor. 

 

S6, S7 

(2) Identify the pool assets and summarize briefly the size and material characteristics 

of the asset pool. 

Identify the cut-off date or similar date for establishing the composition of the 

asset pool, if applicable. 

 

S11,S12,S13 

(3) State briefly the basic terms of each class of securities S1,S2 

(i) Identify the classes offered & not offered S1,S2 

(ii) State the interest rate or rate of return  S1,S2 

(iii) State the expected final maturity or principal distribution dates S3,S4 

(iv)  Identify the denominations in which the securities may be issued. S3,S4 

(v) Identify the distribution frequency on the securities S3,S4 

(vi) Summarize the flow of funds. S8,S9 

(vii) Identify any events in the transaction agreements that can trigger liquidation or 

amortization of the asset pool or other performance triggers that would alter the 

transaction structure or the flow of funds. 

S9 

(viii) Identify any optional or mandatory redemption or termination features. S9 

(ix) Identify any credit enhancement 

Summarize how losses not covered by credit enhancement or support will be 

allocated to the securities. 

S10,S11 

(4) Identify any outstanding series or classes of securities that are backed by the same 

asset pool or otherwise have claims on the pool assets.  

State if additional series or classes of securities may be issued that are backed by 

the same asset pool and briefly identify the circumstances under which those 

additional securities may be issued. Specify if security holder approval is 

 

 

Not provided 
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necessary for such issuances and if security holders will receive notice of such 

issuances. 

 

(5) If the transaction will include prefunding or revolving periods, indicate: Not applicable 

(i)  The term or duration of the prefunding or revolving period. Not applicable 

(ii) For prefunding periods, the amount of proceeds to be deposited in the prefunding 

account. 

Not applicable 

(iii) For revolving periods, the maximum amount of additional assets that may be 

acquired during the revolving period, if applicable. 

Not applicable 

  (iv) The percentage of the asset represented by the prefunding account or the 

revolving period, if applicable. 

Not applicable 

(v) Any limitation on the ability to add pool assets. S11 

(vi) The requirements for assets that may be added to the pool. S11 

(6) If pool assets can otherwise be added, removed or substituted (for 

example, in the event of a breach in representations or warranties regarding pool 

assets), summarize briefly the circumstances under which such actions can occur. 

S11 

(7) Summarize the amount or formula for calculating the fee that the servicer will 

receive for performing its duties, and identify from what source those fees will be 

paid and the distribution priority of those fees. 

S14 

(8)  Summarize the federal income tax issues material to investors of each class of 

securities offered. 

S14 

(9) Indicate whether the issuance or sale of any class of offered securities is 

conditioned on the assignment of a rating by one or more rating agencies. If so, 

identify each rating agency and the minimum rating that must be assigned. 

S14 

(b) Identify the risk factors as per required by Item 503(c) of Regulation S–K (§ 

229.503(c)), 

 

S15 to S24 
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11 Annexure IV 

 

Transaction 

Party Type 

Name of Entity Transaction Limitation 

if any 

Issuing Entity J.P Morgan Alternative Loan Trust 2006-S1  

The Trustee U.S Bank National Association  

The Originators Chase Home Finance LLC or JP Morgan Chase 

Bank, NA 

Sun Trust Mortgage Inc 

 

Green Point Mortgage Funding 

Countrywide Home Loans Inc 

 

Sun Trust Mortgage Inc 

Chase Home Finance LLC or JP Morgan Chase 

Bank, NA 

PHH Mortgage Corporation 

GreenPoint Mortgage Funding 

36.96% of aggregate pool 

mortgage loans 

 

21.43% of aggregate pool 

mortgage loans 

17.70% of aggregate pool 

mortgage loans 

15.88% of aggregate pool 

mortgage loans 

47.54% of pool 3 

mortgage loans 

16.51% of pool 3 

mortgage loans 

18.39% of pool 3 

mortgage loans 

17.56% of pool 3 

mortgage loans 

 

 

The Sponsor and 

Seller 

J.P. Morgan Mortgage Acquisition Corp  
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The Depositor J.P Morgan Acceptance Corporation I  

The Custodian JPMorgan Chase Bank, National Association  

Master Servicer 

and Securities 

Administrator 

Wells Fargo Bank, N.A  

The Servicers JP Morgan Chase Bank, N.A, SunTrust  

Mortgage Inc, PHH Mortgage Corporation, 

Countrywide Home Loans Servicing LP 

JP Morgan Chase Bank, N.A, Chase Home 

Finance LLC 

Each Servicer will service 

mortgage loans originated 

or acquired by it. 

 

 

 

Mortgage loans acquired 

by GreenPoint Mortgage 

Funding 

The Yield 

Maintenance 

Agreement 

Counterparty 

 

JP Morgan Chase Bank, National Association  
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