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July 20, 2011

By Email: rule-comments@sec.gov

Securities and Exchange Commission
100 F Street, NE.

Washington, D.C. 20549-1090

Attention: Elizabeth M. Murphy, Secretary

Re: Credit Risk Retention
(Rel. No. 34-64148; File No. S7-14-11)

Ladies and Gentlemen:

This letter is submitted on behalf of the Federafjiiation of Securities Committee
and the Securitization and Structured Finance Cdteen(together, the_"Committees”) of
the Business Law Section of the American Bar Asgam (the “ABA”) in response to the
Proposed Rules relating to Credit Risk Retentideremced above (the “Proposal”) released
jointly by the Office of the Comptroller of the Gancy (Department of the Treasury), the
Board of Governors of the Federal Reserve Systé ‘(Eederal Reserve Board”), the
Federal Deposit Insurance Corporation (the “FDIGHe U.S. Securities and Exchange
Commission (the_*Commission”), the Federal Houdtmgance Agency and the Department
of Housing and Urban Development (collectively, tAgencies”), by reference both to the
commentary on the Proposal (the “Commentary”) dral text of the proposed common
rules (the “Proposed Rules”).

The Proposal seeks to give effect to the Agencremidate in the Dodd-Frank Wall
Street Reform and Consumer Protection Act of 20ie (“Dodd-Frank Act”) by
promulgating rules for risk retention in transantoinvolving asset-backed securities
(“ABS”). Terms that have been defined in the Psgdwr the Dodd-Frank Act are used in
this letter with the respective meanings as usethénProposal or the Dodd-Frank Act,
provided therein, unless we specify otherwise Imerei

The comments expressed in this letter representidves of the Committees only
and have not been approved by the ABA’s House d¢dzdes or Board of Governors and
therefore do not represent the official positiorthed ABA. In addition, this letter does not
represent the official position of the ABA SectiohBusiness Law. This letter is addressed
to the Commission, and not to the other Agencieg, t limitations on the Committees’
authority within the Section of Business Law, bu¢ will provide copies to the other
Agencies.
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Our Committees are composed of lawyers from pripaéetice, corporate law departments,
trade associations and other organizations. Qoledg, we have substantial experience in the
securitization markets, and in virtually all of thrany asset classes that have been securitized.

The Committees thank the Commission for this oppoty to comment on the Proposal.
We recognize that the Commission and the other éigerhave devoted a great deal of time and
attention to the Proposal. The Proposal providesraber of risk retention options for securitizers,
in contrast to the proposals made by the Commissiats proposal to amend Regulation AB and
related laws (the “Reg AB Il Proposal”) and by thBIC in the securitization rule the FDIC
adopted on September 27, 2010 (the “FDIC Secutitizdrule”). The Proposal also asks a number
of thoughtful questions.

Risk retention rules, perhaps more than any otheurgtization reform initiative, have the
potential to dramatically and adversely impact fileire vitality of the securitization industry. For
that reason alone, they deserve very careful sgridnd detailed comment. We have sought to
provide that level of scrutiny and comment in tleiser; we hope that it is useful to the Agencies.

As this is a very lengthy comment letter, we ineuaklow a Table of Contents. We also
point out that we have included as Appendix C furyassistance an Index of Defined Terms.

The Committees appreciate the opportunity to sulihese comments. Members of the
Committees are experienced in the securitizatioragbus asset classes and structures; we would be
happy to share our experience, not as industryesemtatives, but as experienced practitioners, in
helping shape the Final Risk Retention Rules. Véeaaailable to meet and discuss these matters
with the Commission and its staff and to respondrp questions.

Very truly yours,

[s/ Jeffrey W. Rubin
Jeffrey W. Rubin
Chair, Federal Regulation of Securities Committee

/s/ Vicki O. Tucker
Vicki O. Tucker
Chair, Securitization and Structured Finance Cortemit

Drafting Committee:
Kenneth P. Morrison, Chair

Zachary Carrier Mark J. Kowal Lauris G.L. Rall
Edward Douma Jason Kravitt Kelly A. Schell
Andrew M. Faulkner Chauncey M. Lane William Stutts

J. Paul Forrester Stuart Litwin Vicki O. Tucker
Jason Goitia Eric Marcus Craig A. Wolson
Robert Hahn Ellen Marks Stephen T. Whelan

Jean E. Harris Ellen Marshall Sara E. Whyte
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Introduction

Initially, we acknowledge the significant challengesed by the Dodd-Frank Act's
mandate to the Agencies to promulgate rules tHateréo securitization transactions, especially
considering that those rules relate to structusgkats of such transactions. The securitization
market has developed many different structures randy different types of ABS. Multiple
structures and types of ABS are necessary to accolai® investor preferences, the distinctive
characteristics of each asset class, and the yaridegal regimes that can be applicable. These
transactions differ in ways both large and small, the differences are intentional, meaningful
and necessary. A rule that is designed with oyle sf ABS transaction in mind often will not
fit another style of transaction that has a differesign.

We acknowledge that portions of the securitizatioerket performed very poorly over
the past few years, and that the financial crigigosed substantial flaws in the processes of
originating, packaging, rating, structuring andlisgl certain securities. From a credit risk
perspective, the major problems that arose in #uairgization market during this time were
concentrated in securities backed by first mortgagas, home equity loans and home equity
lines of credit (which we will collectively refeotas “RMBS”); in entities that invested in
RMBS, such as collateralized debt obligations (*GDChat largely consisted of subordinate
RMBS (so-called “ABS CDOs"); and, to a much lesdegree, in commercial mortgage-backed
securities (“*CMBS”).

Other securitization vehicles suffered from stroesu that were designed on the
assumption that partial liquidity was sufficientdopport a divergence between asset maturities
and ABS maturities. ABS issued by structured itmesit vehicles (“SIVs”) and auction rate
securities fall within this category.

While ABS of all asset classes suffered mark-tokeialosses due to a significant loss of
liquidity (losses which occurred in all marketst pest in markets for ABS) during the worst part
of the financial crisis, very few ABS in asset sles outside of RMBS and CMBS were expected
to default’ The performance of the underlying assets in elssich as credit card, auto loans,
and equipment loans worsened during the finanaialsg but the transaction structures were
sufficiently robust to withstand these increasedsstes and still repay investors in full.

Some sectors of the securitization market havermetlito nearly the same issuance
levels that were reached prior to the financiaisri For example, issuance levels in auto ABS in
the first half of 2011 are on pace to exceed anissaiance levels in 2006-670ther sectors of
the securitization market that performed as expeatessuance have not returned to those levels
for other reasons. One example is credit card AB&ced issuance in that sector seems largely
attributable to the strong deposit bases of magnkb and to the change in risk-based capital
treatment resulting from the adoption of StatementSinancial Accounting Standards Nos. 166

! See Federal Reserve BoaRgport to Congress on Risk Retentn(October 19, 2010) (the “FRS Report”),
available ahttp://federalreserve.gov/boarddocs/rptcongressrgemation/riskretention. pdf

2 SourceAsset Securitization Report statistics.



and 167 Student loan ABS issuance has been relativelwectiotwithstanding significant
structural changes in the industry.

We recognize that the Dodd-Frank Act calls for niskention rules to be applied to all
ABS, not just to mortgage-backed securities. Beatoaution the Agencies not to assume either
that the problems that existed in mortgage-backedrgies also existed in other asset classes or
that regulatory approaches that work for mortgagekbd securities will necessarily work for
ABS of other asset classes. We believe that thpd®ad too often makes these assumptions, and
that the results are problematic. The differenagesray securitization transactions to which we
allude in the first paragraph of this introducticemnot be ignored; the Proposed Rules must be
revamped in significant ways in order to make thearkable for the many forms of ABS that
differ from mortgage-backed securities (as weltamake them workable for mortgage-backed
securities).

As we have reviewed the Proposed Rules, we haveebomind the motivations that led
Congress to mandate the Agencies to write riskntiete rules. We believe that the purpose of
Section 941(b) of the Dodd-Frank Act, which addedt®n 15G to the Exchange Actyas to
address two significant problems Congress percdivedist in the securitization markets.

The first problem with securitization identified ihe portion of the Senate report on the
Dodd-Frank Act that dealt with Section 941 was dinvergence of the economic interests of
securitizers in originate-to-distribute securitinas with those of the third party investors inlsuc
securitizations. Congress sought to reform “the ‘originate-to-dlistte’ model for securitization
and [to realign] the interests in structured fimafic Concern exists that the originate-to-
distribute model is susceptible to moral hazarcdwerse selection because the company that
originated the securitization asset, once it sézas that asset, no longer has any capital at risk
in that asset.

The entities that Congress intended to be subgethe retention of credit risk are the
primary participants in an originate-to-distribstecuritization. The legislative history of Section
941 of the Dodd-Frank Act, as well as, studies isk retention released by various agencies
mandated to do so under the Dodd-Frank Act, eacitlgded that the risk in originate-to-
distribute models is that “originators receive #igant compensation upfront without retaining
a material ongoing economic interest in the pertoroe of the loan. ... [T]his reduces the

% See, Karen Sibayabealogic: Marketed ABS Dip for Fifth Yeatigh Yield Report, January 3, 2011, pg. 40, vol.
22, no. 1, available alittp://www.structuredfinancenews.com/news/-214560xl.

* Asset Securitization Report’s database indicéitas19 offerings of student loan ABS totaling $Obillion were
effected in the first six months of 2011.

®> When used in this letter, references to “Secti®6” mean Section 15G of the Exchange Act, andeafees to
“Section 941" mean Section 941 of the Dodd-Frank Ac

® See the Senate Report No. 111-176, at 128.

" Press Release, FDIC, Chairman Bair's StatementrediCRisk Retention Notice of Proposed RulesmakMgr.
29, 2011), available #&itp://www.fdic.gov/news/news/press/2011/statem@a®2011.html




economic incentive of originators and securitizersvaluate the credit quality of the underlying
loans carefully.®

The second securitization problem that Congresghgoto rectify was the complexity
and opacity of securitization markets during theaficial crisis that “created the conditions that
allowed the financial shock from the subprime magig sector to spread into a global financial
crisis.”® Congress particularly noted the difficulty of umstanding securitizations of
securitizations, such as ABS CDOs and CDOs-squéred.

At the same time, Congress also recognized thana $ize fits all” solution would be
impracticable. Congress noted the differencegaustization practices across asset classes, and
indicated its desire that the Agencies tailor ragahs to take these differences into account:

The Committee expects that these regulations widbgnize differences in the assets
securitized, in existing risk management practiees in the structure of asset-backed
securities, and that regulators will make apprdpriadjustments to the amount of risk
retention required.... The Committee believes thgulaors should have flexibility in
setting risk retention levels, to encourage recpwvelr securitization markets and to
accommodate future market developments and inrangtibut that in all cases the
amount of risk retained should be material, in otdecreate meaningful incentives for
sound and sustainable securitization practices.11

Congress intended the risk retention requiremeatsestore investor confidence in
securitizations and to assist in returning se@aiiton markets to their role in providing credit to
consumers and busines$és.Likewise, the Financial Stability Oversight Coiln¢FSOC"),
formed and tasked by the Dodd-Frank Act, advised tany framework [implemented by the
Agencies] should serve to mitigate the misalignnadnncentives, asymmetric information, and
macroeconomic risks associated with securitizatiang simultaneously promote a robust
securitization market that can continue to provickedit to businesses, consumers and
homeowners in the United States.”

We return in a number of locations in our commeatshese underlying purposes of risk
retention, because we believe that portions oPttoposed Rules do not fit with these purposes.

Our comments are largely organized into sectioas ¢brrespond to the sections of the
Proposed Rules. We begin our review of the Propddeleés by addressing the general risk

See Financial Stability Oversight Coundilacroeconomic Effects of Risk Retention Requires{éan. 2011)
(the “ESOC Risk Retention Study”), at 11.

®  See the Senate Report No. 111-176, at 128 (&lei:
http://banking.senate.gov/public/ files/ComitteepB® S _Rept 111 176.pjf

10 d.
1 Senate Report No. 111-176, at 130.
2 1d., at 128.

13 See FSOC Risk Retention Study, at 18.



retention requirements in 88 .3 through _.12 drel ttansfer of risk retention provisions in

88 .13 and _.14, as these are the heart of thppRab We then provide comments on certain of

the “general purpose” definitions in 8 .2 and oome significant administrative law

considerations. That commentary is followed bycd$sions of certain of the exemptions that

were proposed (or those exemptions we think shbaite been proposed) in 88 .15 through
23.

In our discussions of these sections of the PrapBsses, we illustrate in many locations
the problems that arise for various asset classéss@uctures. We have also included specific
sections on a variety of asset classes in PartoVthis letter; these sections are intended to
provide background information on particular aspexftthese asset classes and to note the risk
retention issues that are particular to those atas$es. To assist the Agencies in understanding
commonly used securitization structures, we hactuded Appendix A. In that appendix, we
include descriptions of five common transactiontures used in securitizations.

Il. General Risk Retention Requirements
A. Base risk retention requirement
1. Base 5 per cent risk retention (§ _.3)

We believe that the risk retention rules shouldrequire more than 5% of the credit risk
of the assets for any asset class, should beftectrexisting forms of risk retention and should
be tied more closely to retention of a portion loé tcredit risk of a securitization than to a
percentage of the par or other value of the seesitr assets.

Section 941 of the Dodd-Frank Act creates a dranddtange in the federal regulation of
securities offerings by moving from regulation b&tprocess of such offerings to regulation of
their core economics. Those core economics diiteronly across asset classes and transaction
structures, but also as a result of the charatitarief the underlying assets themselves and the
nature and role of the parties securitizing themaluding the degree to which market participants
have access to sufficient capital to support resiemtion. The larger the financial requirement
placed on sponsors, and the more costly that reaeint becomes, the less viable securitization
will be as a funding option. Provisions that wougklise risk retention to become more costly,
without advancing the primary goals discussed apavdude those that do not recognize
existing forms of risk retention, require existilgms to be modified in ways that are not
consistent with larger transaction structuring rsedthp value in the securitization that would
have been released through a direct sale of therlyinty assets, or require sponsors to bear risk
without receiving a market rate of return for thiak assumption. As the Proposal is currently
drafted, we believe that all of these types of mions appear within it, and we have tried to
identify them and to offer alternative approaches.

There is a real cost to any risk retention, andatbiéity to bear that cost differs among
asset classes. For asset classes where retehsabstantial credit risk is the norm—and there
are many of these—we would not expect a more fom@@lrequirement to threaten the viability
of the market, so long as existing forms of rislen¢ion are appropriately recognized. For asset
classes where substantial retention of creditwgkbe new, or where existing forms of credit



risk retention are not credited against the requénet, or where the sponsor is not appropriately
compensated for the risk of the position held, fpps®ffects may include significant curtailment
of issuance, exclusion of smaller market participanigher costs of consumer loans, diminished
availability of corporate credit, and greater chiafjes in capital formation. In other words, there
is a lot at stake here. We believe that it is inga that the Agencies neither require risk
retention of more than 5% of the credit risk—whettieough the proposed premium capture
cash reserve account provisions, a higher badseht or definitions that conflate credit risk and
portfolio value—nor reject the forms in which risktention is currently provided, without first
having strong empirical evidence that (i) an amaymetaiter than 5% of the credit risk would be
necessary to achieve robust alignment of intetestiseen sponsors and investors, (ii) the forms
in which risk retention currently appears in certasset classes are insufficient to create such an
alignment of interests and (iii) a larger or diéiat form of risk retention would not have material
adverse effects on the securitization marketsfitiaacial sector or the economy as a whole.

We believe that the statutory approach to riskntate reflects Congress’ concern about
the potential adverse effects of the requirementth@n origination of loans. For example,
Congress required the Agencies to provide the dppity for market participants to avoid risk
retention by originating and securitizing high dtyabssets. The provisions that require the
Agencies to exempt securitizations of “qualifyingsidential mortgages” (“QRMs”), for
instance, reflect an inherent Congressional assamfitat mortgage originators will be willing
to tighten significantly their underwriting critarif doing so allows them to securitize assets for
which they will not have to retain risk. We believe the Agencies to some degree recognite
the financial incentive to originate QRM loans mi& balanced against the costs of risk
retention. The Proposal attempts to increase digedce standards even for high quality loans
in ways that would go markedly beyond current miagkactice and would also add provisions
to these loans—in particular, the proposed sergigtandards—that potentially diminish the
value of those loans in the hands of their own&wgch changes, which directly increase the cost
of originating and holding these loans, would oh#y justified from a business perspective if
those costs are offset by sufficient savings thinotlge avoidance of risk retention. But the
proposals as a whole suggest insufficient undedstgnof the costs of the proposals, the
economics of securitization, and the policies tate the procedures for loan origination and
the terms of those loans in various market segments

Under the Proposed Rules, the costs of risk retemtiay well become an issue even for
types of securitizations for which the sponsordamsirily retain significant risk. The Agencies
have recognized that a variety of existing formsriek retention can appropriately align the
interests of investors and sponsors, but the wayghich these forms have been articulated in
the Proposed Rules often do not correspond to hesetforms operate in practice. Indeed, the
only generally applicable risk retention optiontthia our view, does not require significant

4" This aspect of the QRM exemption is undermineayever, by attempting to establish the criteria@®Ms in

relation to the liquidity of the non-QRM portion tife market. As we discuss later, we have sedoaserns
that a smaller QRM pool will lead to anything ottiean a dearth of RMBS securitizations. To theeixthat
the QRM requirements were intended by Congressriction as a safety valve for those institutioret thiould
not be able to bear the burden of retaining seeatibn risk, we believe an overly restrictive QRIdfinition
would miss the mark.



revisions is the vertical option in 8 _.4. Eaclk nistention option in § _.5 through § .10 and in
8§ .12 has significant problems as drafted. Heegumt a few examples of these problems:

The definition of “seller’s interest” proposed hyet Agencies does not work in credit
card securitizations and auto floorplan deals teschnical matter. As we discuss later in
this letter, we believe the seller’s interest it&eproperly structured to align interests and
it is the regulatory definition that needs to besed.

It is far from clear whether the definition of “gible horizontal residual interest” would
permit inclusion of the net present value of excgsgead or even recognize excess spread
as a potential component of an eligible horizon¢ésidual interest; as a result, sponsors
of a number of types of securitizations have exggésconcern that they would not be
able to construct an eligible horizontal residuatierest in transactions where excess
spread provides critical first-loss protection.

Although the Agencies have acknowledged that themg be value in combining forms
of credit enhancement, with the proposed L-shaptido allowing an equal combination
of a vertical slice and an eligible horizontal tesl interest, they have taken a very
limited and restrictive view of the degree to whifdrms of risk retention can be
combined more broadfy.

The status of ABS interests that constitute “sedosd” protection when the securitizer
holds the “first loss” ABS interest is, at bestclear. One key example is retention of
seller-retained subordinated notes, which may natify as “eligible horizontal residual
interests” but which nonetheless provide substhrigk protection for third-party
investors in the securitization.

In addition to our concerns about those risk réd@nbptions that were proposed, we

believe that the Agencies have overlooked a nurabether forms of retained interests or credit
enhancement that currently exist in securitizagsomctures. These forms have performed quite
well during the financial crisis, but would seeminget no credit under the rules as proposed.
Examples include:

Sales of 95% participation interests in assets bgumtizers or receipt back by
securitizers of 5% participation interests;

Spread accounts in credit card and other securdrm that are funded from excess
spread when performance begins to deteriorate laadrélease funds if performance
metrics improve;

Bank-issued letters of credit;
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It is, for instance, very common for a transattio include both a seller-funded reserve accondtaaseller-

retained residual interest, or for a revolving raastust securitization to include a combinatioracfeller’s
interest, excess spread, and subordinated nokes vethich are held by the seller. As we readRmneposed
Rules, all of the mandatory risk retention in thesectures must be held in a single form.



» Cash flow mechanisms that divert interest and graiacollections away from sponsor-
held subordinated interests to pay down seniorch@s more quickly if certain
performance or collateral-based tests fail; and

» Subordinated fees or incentive-based compensation.

We believe that all of these mechanisms create mgianh risk alignment between the
securitizer and investors. In whatever combinatitimey appear in these transactions, these
mechanisms, along with the Agencies’ proposed apfishould be included in the determination
of whether the risk retention requirement has bestisfied. Although we recognize that the
complexity of these structures makes valuing thaessrests more complicated, attempting to
oversimplify the risk retention options in ways ttlexcludes them, without understanding why
they take the forms they do, why they appear i sumnbinations, or how they function within
existing securitizations, would be a significantstake. Particularly with respect to auto and
credit card securitizations, we can point to desadkl securitization programs in which no
interest or principal payment has ever been misseteferred, no investor has ever incurred a
loss, no class or tranche of securities has eviégred a downgrade and where the sponsor in
fact has billions of dollars of investment at risekrd where arguably not one dollar of that at-
risk investment would count under the rules as gsed. We cannot believe that either the
Agencies or Congress intended such a result.

We have one further overarching concern about HmvAgencies have interpreted the
requirement to retain 5% of the credit risk of #he&sets. Although Section 15G(c)(1)(B)(i)
requires that the regulations provide for retentbrfinot less than five percent of tieeedit risk
for any asset... that” unless an exemption is aviglathe Proposed Rules instead require
retention equal to 5% of thgar value of the ABS interedisr 5% of the par value of the assets,
in some cases). The effect of the Agencies’ amrasa very real economic difference among
the levels of credit risk that would be retainedienvarious options, without a corresponding
difference in the amount of capital required tarbaested. The holder of a 5% vertical slice of a
pool will bear 5% of the loss on any defaulted sk example, while the holder of a 5%
eligible horizontal residual interest is likely beear the entire loss on that asset and in many
instances will hold an interest that far exceedspttojected losses on the pool.

We appreciate that, for rulemaking purposes, m@e difficult to relate horizontal and
other interests to credit risk rather than to eeldiem to par values or face amounts, but we
believe this difficulty is not a justification tgmore the distinctions - credit risk assessmeat is
familiar topic for many of the Agencies; for exampthe capital requirements of our federal
banking system are grounded on assessments of &&curitization structures are likewise
deeply dependent on assessments of credit risk, with credit ratings and credit enhancement
levels determined by modeling transaction strustuamad asset pools using various stressed
assumptions about pool performance, including rafedefault and losses-given-default. We
believe, therefore, that rules that in fact relatained interests to the credit risk of the asapds
feasible, whether that credit risk is determinewulgh a third-party assessment, a rating agency
model, an internal model approved by regulatora termula-based approath.Moreover, we

6 We recognize that vertical risk retention doesleave room for incorrect anticipation of the dgtei$k in the

way that horizontal risk retention would. Althoydbr the reasons stated in the prior paragraphyoudd like



believe the law specifically requires the Agendegraft regulations that relate to the retention
of the credit risk of the assets rather than the y@ue or face amount. Especially for
transactions where sponsors may have very limitegss to capital, such as asset managers of
CLOs if they are determined to be appropriatelyhimitthe scope of the statutea horizontal
option that requires a smaller capital investmeay e essential, and may be equally or more
effective in terms of risk alignment than a largarestment (by dollar amount) by an entity that
does not have significant capital constraints. tWéxefore urge the Agencies to reevaluate their
rule proposals relating to horizontal interestafow these to be based on 5% of the credit risk
of the assets, rather than requiring them to abswelirst 5% of aggregate losses on the asset
pool.

In summary, we believe the Agencies need to adopbi@ principles-based approach to
risk retention. The variety of asset classes,ciires and ABS interests that comprise the
securitization market cannot be adequately compigdet in rules that are overly prescriptive.
Rules that are largely tailored to mortgage-backedurities simply do not work in other
contexts. Our suggestions in the remaining sectbisis Part 1l seek to implement this view.

2. Holding of risk retention by depositors

One of the aspects of the Proposed Rules thatnglenfiost puzzling is the imposition of
the risk retention requirement solely upon the sporat the inception of the securitization
transaction. The Dodd-Frank Act calls for risk reien to be imposed upon the “securitizer,” a
term that includes both the sponsor and the eatitgmonly known as the “depositor.” Based on
little more than a passing observation that thenspois actively involved in the securitizatith,
the Agencies summarily dismiss the depositor aartyfhat is permitted initially to retain the
required risk.

We find this decision to focus the retention regomient on the sponsor to be
inappropriate for four reasons.

First, we see no suggestion in Section 941 that the Agemstould consider limiting the
application of the risk retention requirement tetjone branch of the securitizer definition. We
acknowledge that Section 941 provides great latittal the Agencies (and, indeed, we later
encourage the Agencies to utilize more of thistud#)!® but we see no imperative for the
Agencies to have made this determination. Inddes limitation seems to us to be at odds with

to see risk retention requirements maintainedeabf#t level, we would not consider it unreasonabletuire
that horizontal risk retention be measured agaitnessed loss projections rather than base cagziioos.
For instance, if a transaction had an expecteddogn-default of 2% of the face amount of its &ssand a
stressed potential loss-given-default of 6% inexie but plausible conditions, we would consideotéziontal
risk retention of 0.30% of par (5% of the 6% cadtidn) to be reasonable, even though that wouldteqo
15% of the base case projected credit risk of t.p

7 As we discuss in Part VILA(iii) of this letteELOs do not have a “securitizer” to which the nigkention
requirements would apply.
8 See Proposal, at 24099.

19 See Part VI.C of this letter.



Congressional intent. Congress included both thgosieor and the party “organizing and
initiating” the transaction in the definition of@eitizer; we do not think that evidences any sort
of Congressional intent to exclude depositors frantaing risk retention.

Secondwe think the Agencies have failed to provide a miagful justification for this
limitation. The sole justification offered — thdwetsponsor is actively engaged in the selection of
assets — is little more than a rehashing of thantiein of sponsor. As we describe in our fourth
point, we think there could a significant advergsgpact upon principles of legal isolation
resulting from this limitation. It seems to us thihe Agencies have dramatically limited the
flexibility of the Proposed Rules without providiagcompelling justification.

Third, we believe that the distinction the Agencies hdrawn is largely eroded by the
transfer provisions in § _.14(a) of the ProposeteRurhat section permits transfer of a retained
interest to an entity that is and remains a codatdd affiliate of the retaining sponsor. In
virtually all instances, a depositor is such anliaté, which means that the Proposed Rules
would permit the transfer of the retained risk toWe believe that the depositor should be
permitted to retain that interest initially, ratitban acquiring it by subsequent transfer. For the
reasons that we illuminate in our fourth pointstls a distinction with a difference from a legal
perspective.

Fourth, and critically to us as lawyers and practitionerss limitation raises difficult
issues with respect to the legal isolation of th&eés in a securitization from the insolvency risk
of the transferor. Legal isolation is one of theurfdational elements of securitization.
Securitization investors rely on the ability to @st solely in a pool of assets without taking on
the credit risks of the transferor of those asséithough there may be some incidental risk with
respect to the transferor, such as the risk thatttansferor will not be able to honor its
obligations with respect to breaches of represemstand warranties, investors expect the
issuing entity to own the pool assets, withoutrisk that an insolvent transferor will assert that
the assets were merely pledged to support a selmapdo the issuing entity. Such an assertion
would result in the assets (and the collectionseitn®) becoming subject to the automatic stay in
bankruptcy in the event of the transferor’s insabye To achieve separation of the assets from
the seller’s estate in bankruptcy and from the matec stay with respect to the collection of the
relevant receivables, transfers are structuredras $ales” for purposes of state law and relevant
insolvency law, and where the transferor is annedguwlepository institution, transfers may be
structured to satisfy the FDIC Securitization Ruleegal isolation of the pool of assets from the
insolvency risk of the seller is a basic objectiok the structuring of any securitization
transaction and an important protection for investolt is also a necessary element for sale
accounting treatmefftand credit ratings that are not linked to theeséf

% Statement of Financial Accounting Standards N6, Paragraph 9a.

2L For instance, Standard & Poor’s “Legal Critera B.S. Structured Finance Transactions (2006)s $ay

avoid the risk that a court, in the event of thakvaptcy of any [Bankruptcy] Code transferor, wodkem any
of the assets transferred in the chain of transfetise intermediate SPE to be part of the transfer
bankruptcy estate (and thus subject to the auterstdy), Standard & Poor’s generally considers tdre¢ach
transfer of assets from any [Bankruptcy] Code tienos (through all intermediaries that are [Bargtay]
Code transferors) to an intermediate SPE is adales(or qualifies for an exception to the automstay under



The single most important element in a true saldyars is the degree to which the risk
of loss on the pool of assets has been transfegréle seller to the purchas@rif an entity sells
financial assets but agrees to protect the bugen the credit risk of the obligor on those assets,
the transfer begins to look less like a true sald more like a loan secured by the assets
purported to have been transferred. For entiti@selying on the FDIC Securitization Rule, it is
therefore generally considered necessary that $eet@ be sold in a transaction that does not
include credit recourse. In these types of trainmag, the sponsor generally sells the assets in a
true sale to an affiliate, often a wholly owned sidiary. Alternatively, the sponsor may make a
capital contribution of some or all of the assetsatsubsidiary, with the sponsor receiving an
equity interest in exchange. The affiliate transée which will have been structured to be a
bankruptcy-remote special purpose vehicle, may thamsfer the assets to a separate trust or
other vehicle, and may retain credit risk with &pto the assets. These “two-step” structures
thus employ a true sale or true contribution atfitst step, transferring ownership to a separate
entity, and at the second step rely on an entitgselonly corporate or organizational functions
are related to the securitization (and which isstbualikely to have separate creditors that could
force the entity into bankruptcy). The transferllwviypically also include “separateness
covenants” which are designed to ensure that thesferee and transferor would not be
substantively consolidated in a bankruptcy of fla@msferor such that their assets and liabilities
would be considered joint assets and joint oblayeti Separateness covenants generally require
the transferor and transferee to deal with eaclraih an arm’s length basis.

The proposal to forbid the depositor from holdirfte trisk retention at the outset
potentially puts pressure on both the true sale s$tantive consolidation analyses. To the
extent the rules require risk to be held by thenspo rather than the bankruptcy-remote
depositor, they raise the concern that the reterdamstitutes recourse that would undermine the
true sale nature of the transfer of assets. M@eokthe sponsor is required to fund an interest
in the securitization for which the sponsor is adequately compensated, such as the proposed
premium capture cash reserve account, there m@ghubstions as to whether the transfers were
appropriately made on arm’s length terms and whdtieeentities are truly separate. The more
risk that is required to be retained, and the mbag it is required to be retained by the seller
rather than the issuer or depositor, the greaeptitential issues will be for the overall legal
structure of the securitization. It would be carptoductive to impose risk retention
requirements that had the effect of burdening itoreswith significant legal structural risk. The
burdens could outweigh the benefits if any traneadhat was intended to be structured as a sale
were recharacterized as a secured financing asull of risk retention.

the Bankruptcy Code), as further described beloWwo..obtain legal comfort that each transfer oe&sthrough
the chain of transfers from any [Bankruptcy] Codesferor through the first-tier transfer to aremtediate
SPE constitutes a true sale, Standard & Poor’s aslia general matter, request a “true sale ogimoreach
transfer. The true sale opinion should state thabtssets being transferred and the proceeds thdtkeot be
property of the transferor’'s estate under Sectigh & the Bankruptcy Code or be subject to theraat@ stay
under Section 362(a) in the event of the bankrupfdpe transferor.”

22 Other significant factors include: the degreevtich the benefits of ownership (the “upside”) baen

transferred by the seller to the purchaser; theedegf control over transferred assets retainethégeller; the
accounting treatment of the transfer on the salleooks; and the intent of the parties as to tlaeactierization
of the transaction as set forth in the documenmntatio
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De minimislevels of risk may be retained by the sponsor euthinvalidating the true
sale, but as levels increase so does the posgithitit the lawyers structuring the transaction will
be unable to reach an opinion level of certaintthwespect to the true sale. In most cases, this
would mean that the transaction simply could notitwee. This concern could be alleviated if the
final rules were to permit the risk retention toHmd at all times by the depositor rather than the
sponsor in a multi-step structure. The risk oklesuld then be borne by the purchaser in the
“true sale” transfer rather than by the seller.

The premium capture cash reserve account provisiamsch would increase risk
retention above the 5% level and require at legsiraon of it to be held in a first-loss position,
present an additional challenge to achieving allége sale, and structuring around those
provisions by embedding retained interests in ¢&dssous forms may not alleviate those issues.

Although we have tried to identify a number of faces where compliance with the risk
retention provisions may undermine the true sakhefiinancial assets, we caution that there are
degrees of risk retention that are fundamentaltyompatible with true sale, and where the
Agencies’ rules specify an amount, form or partydimg the risk that prevents a true sale
determination, those rules may significantly cuirla¢ availability of securitization and increase
financing costs to the seller and its customers.

For the foregoing reasons, we believe that the Aigsnshould revisit this aspect of the
Proposed Rules and permit the depositor, as wethassponsor, to retain the required risk
position in a securitization. In light of our kefii we will generally use the term “securitizer”
rather than “sponsor” throughout this letter wheferencing the holder of risk retention (other
than when we are quoting the Proposal’s use ofrispd).

3. Third party purchasers of horizontal interests

Section _.10 of the Proposed Rules would allowcrsgzer in a CMBS transaction to
satisfy its retention obligation through the thpdrty purchaser retention option. That option
provides flexibility to CMBS securitizers, thougtewmave several comments on that rule that we
express in Part I1.B.7 of this letter.

We believe that the Agencies should make the théndy purchaser retention option
available for asset classes beyond CMBS. Thereothrer asset classes in which individual
assets may be significant enough in size to miegitindividual review required of a purchaser,
such as jumbo residential mortgages, commerciatsloaesecuritizations, aircraft and other
large-ticket equipment items. If a third-party puaser is willing to undertake that level of
review, we believe that the securitizer should betled to rely on that third party for the risk
retention option.

4, Multiple sponsors

We believe that, in transactions with multiple spans, the Agencies should allow the
securitizers to divide the risk retention amongnikelves in their discretion, and should not
impose obligations on any securitizer to monitoneot securitizers’ compliance after initial
issuance.

11



Section _.3(b) of the Proposed Rules provides:

Multiple sponsorsif there is more than one sponsor of a secutitinatransaction, it
shall be the responsibility of each sponsor to ensoat at least one of the sponsors of
the securitization transaction retains an economierest in the credit risk of the
securitized assets in accordance with any one of ghwrough 8§ .11 of this part.

We understand this language to mean that (1) otwwiseer must take on the entire 5%
interest, though other securitizers could retatergsts in addition to that, and (2) the sponsors
not holding the interest must monitor risk retentlwy the sponsor to whom the risk has been
allocated. We do not believe either of these megouéents would be appropriate.

When there are multiple securitizers in a secuwiiin, we believe the sponsors should be
permitted to share the risk retention among thevesehs they determine appropriate, so long as
in the aggregate they retain the minimum requiredunt of risk retention. There are a number
of reasons to take this approach. First, it is m@m for a securitization with multiple sponsors
to be very large, in which case it may be diffiooittimpossible for any one sponsor to assume
the entire retained risk independerftly. Second, dividing the risk retention among mudtipl
sponsors may cause each of them to provide imgoctass checks on asset quality and due
diligence. Third, the Agencies have already ackedged that there are circumstances in which
it is appropriate for other parties to take on aipa of the risk, as reflected for example in its
proposals to allow risk retention by originatorg/e believe that allowing division of the risk
retention among sponsors, even though it will méet no one sponsor will hold 5% of the
credit risk, is entirely consistent with that apgehb.

We also do not believe that one sponsor can rebBoba expected to monitor the risk
retention of another sponsor beyond the initiakiclg. We agree that all sponsors should have
the responsibility to ensure that at the time shiéce of the securities, the entire amount of
required risk retention has been assumed amongspbasor group. We also support the
inclusion in transaction documents of covenanthi¢oeffect that each such sponsor will hold the
risk retention in accordance with the Agenciesesufor the period required by such Agencies.
As a practical matter, however, we believe it wooddimpossible for any sponsor to ensure that
another sponsor had complied with the restrictionshedging or pledging of the retained
interests, and we do not believe such a requirenseappropriate. We ask that the Agencies’
final risk retention rules (the “Final Risk RetemtiRules”) allow reliance on a covenant with no
obligation for further monitoring.

Consistent with our position in the preceding setif this letter, we also believe the
§ _.3(b) shall be reformulated to acknowledge thatrisk retention obligation is imposed on
securitizers rather than just sponsors.

% We note that, although the risk retention rulepmsals and Section 941 of the Dodd-Frank Act éacis on
the retention of @ercentageof the risk retained, we believe the actual dalaount of such retention also has
relevance, particularly in larger transactions.otiner words, we do not believe that a sponsorgiii less
weight to a $25 million investment if it is made5% of a $500 million transaction or as 2.5% oflabdllion
transaction.
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5. Holding a partial interest in a qualifying form of risk retention

A securitizer seeking to satisfy the risk retenti@guirements may wish to hold a
portion, but not all, of an interest that satisfee®e of the permitted forms of risk retention. For
example, a securitizer might retain a 50% undividedrest in an eligible horizontal residual
interest, with an unaffiliated third party holditige other 50% interest.

We are not certain that ownership of a portion gfeamitted form is permissible. For
example, 8 .5 requires that “the sponsor retameligible horizontal residual interest . . .”
(emphasis added). The use of “an” could be reatdan that the sponsor must hold the entire
interest. If a 50% interest in an eligible horizesidual interest is sufficient to satisfy tresé
5% requirement, we believe that partial ownershipuid be satisfactors’

The goal of the Proposal is to ensure that therdgzeun hold a sufficient amount of risk
retention; it is not to require that the securitibeld all of the risk. We ask that the Agencies
clarify that ownership of an undivided interestany permissible form of risk retention is
acceptable and that it counts on a ratable bas@rtbthe securitizer’s risk retention obligation.

6. Compounding effects of risk retention

A sponsor that originates a pool of $100 million rabrtgage loans and securitizes
them—uwithout retaining any risk of or investment time pool—would ordinarily expect to
receive approximately $100 million in securitipatiproceeds to support new loan originations.
A sponsor that securitizes the same loan pool ktains a 5% vertical interest in the
securitization will only receive $95 million in sattization proceeds to originate new loans. If
the sponsor that retains risk repeats the lendsandritize process with this $95 million, and
again retains 5% risk, that sponsor will have mar $90 million to relend, and will be holding
nearly $10 million in retained risk. Each successiecuritization will further exacerbate this
problem, leading to ever diminishing amounts awdédor lending. We acknowledge that the
sponsor will receive distributions over time onngained interests, but these distributions will
occur over an extended period of time.

A lender must maintain capital against its assetd @annot hold incremental risk
retention while continuing to originate loans a tiate at which it originates when risk retention
is not required. If a lender has sufficient capitabriginate and hold on its books $100 million
of loans, and in fact originates $100 million ofB&ar mortgage loans, it must either sell those
mortgage loans, raise additional capital (and meedts liquidity), or wait until a combination of
monthly payments and prepayments on its loan dartfirovides it with the capacity to make
new loans.

For many decades, our housing markets have depemudtie existence of a liquid
market for mortgage loans that makes the firstompteadily available to mortgage originators.
Supporting such a liquid market has been a longstgngovernment policy. But risk retention
in securitizations inherently limits the amountligliidity banks can obtain through this funding

2 gee Part 11.B.2(b)(i)(1) of this letter.
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source. Moreover, it will constrain liquidity atelsame time that the government seeks to reduce
dependence on Fannie Mae and Freddie Mac as ligdurces. A mortgage loan originator
that relied on securitizations and sales to GSEsipport its origination of $500 million in loans

a year, but that could only hold $100 million in myage-related assets on its balance sheet at
any one time, would find itself unable to originatew loans if it is holding $100 million worth

of risk retention interests and if the GSEs havenbenwound. These conditions may also
reduce the return on capital, making it more difiicto raise capital either to support loan
origination or to satisfy higher regulatory capitajuirements.

For this reason, many of the approaches the Agemcapose to take with respect to risk
retention raise significant concerns. The QRM m&éin, which could have been drafted in a
way to encourage prudent underwriting but stilballmany Americans to qualify for QRM
loans, has been made too narrow to allow meaningfidf from the risk retention requirement
and thus will not provide a critical safety netrfrdhe adverse effects of risk retention. The
failure of the Agencies to propose workable defan$ of the other types of qualifying loans
they have addressed will have the same effect,ilagstablishing options for risk retention by
reference to the principal amount of the assekerdhan by more narrowly requiring only credit
risk retention. The premium capture cash reseoce®unt provisions would exacerbate these
issues. The decision not to provide a graduatede sof risk retention for assets with an
intermediate range of risk attributes may furthentabute to a contraction of loan availability
for creditworthy borrowers who do not have the tes credit histories necessary for QRM
status. The failure to provide an end date on m&ntion, when a transaction has reached the
point where such retention is no longer meaningiull, continue to restrict lending capacity
without advancing any of the goals of the statufaryvision. And the resistance to the use of
unfunded risk retention, such as letters of creddyld eliminate an option that could provide
robust alignment of interests while minimizing thgact on available funding.

In other words, we believe that the approach then&gs have taken to risk retention
reflects too narrow a focus on ensuring that sp@nsannot evade the requirements, and too
minor a focus on the macroeconomic effects of thguirement. Risk retention is not an
unqualified good, and the requirements must be emphted in a way that reflects an
appropriate concern about the unintended consegseof a system that may well be too
inflexible. We ask that the Agencies revisit dltlvese issues from a broader perspective.

B. Permissible Forms of Risk Retention
1. Vertical risk retention (8 _.4)

In the Proposal, the Agencies propose to permipansor to satisfy its risk retention
requirements with respect to a securitization tatisn by requiring a sponsor to retain at least
5% of each class of ABS interests issued as patheftransactio”> A sponsor using this
approach must retain at least 5% of the par vafuang), fair value and number of shares or
units of each class of ABS interest, regardlesstwdther the class has a par value, was issued in
certificated form, or was sold to unaffiliated isters. The Agencies note in the Proposal that,

% See Proposal § _.4, at 24158.
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under the vertical risk retention option, by holglia 5% vertical slice in an ABS issuance, a
sponsor is exposed to five percent of the credit that each class of investors has to the
underlying collateral or, stated differently, thaige structure of the securitization transacfion.

We agree that the vertical risk option is an acaptmethod of risk retention and should
be included in the Final Risk Retention Rules. Ndée, in particular, that this was the one form
of risk retention selected by both the Commissiorits Reg AB Il Proposal, and the FDIC, in
its FDIC Securitization Rul® A securitizer's holding of a vertical slice of obaclass of
securities serves to align the interests of thenspowith the interests of all other investors,
regardless of the priority of payments of principal interest allocated to any particular class.
In addition, it appears more likely that securitzéhat retain a 5% vertical slice (including a
securitizer that is a servicer or an affiliate loé tservicer) will be able to obtain sale accounting
treatment for loans sold into the securitizati®ubject to our comments below and elsewhere in
this letter, the vertical risk slice is easy toccddite, thereby facilitating transparency to inoest
and review and monitoring by the Agencies. Theie&rrisk option may, however, need to be
tweaked in order to be a viable alternative for s@sset classes. For example, as we discuss in
more detail in Part VII.B., this option could besdsby securitizers of credit card securitizations
using a master trust structure only if 8 .4 igged to clarify that the rule applies only to cless
of ABS interests issued by the master trust afierdffective date of the Final Risk Retention
Rules.

We also suggest that the Agencies consider penguigecuritizers (and originators) to
meet the risk retention requirement by retainirg/@participation interest in eaessetbacking
an issuance of ABS rather than 5% of eA8% interesissued in an ABS transactioifhe 95%
portion of the asset held by the issuing entity #mel securitizer's 5% retained interest would
share equally, on a pro rata basis, in all princgral interest payments on the asset as well as
any servicing expenses and other expenses of shéngs entity and all losses on the assets.
Servicing of the asset would be conducted by tinea under the related servicing agreement,
so there would be no difference in how the parétign interest held by the securitizer would be
serviced.

This alternative method of vertical risk retenticould be easily implemented and would
be particularly useful for asset pools consistifi@ gelatively small number of higher balance
assets. Moreover, there will be no question thatretained participation interests are exactly
representative of, and perform exactly the sam#éhassecuritized assets. We do not believe that
the retention of participation interests, as opdo&e a portion of each ABS interest issued,
would be more difficult for the Agencies to monitsecause the participation interests would be
appropriately documented in the transaction docusnand would be disclosed in the offering
documents for the transaction.

One way in which this form of risk retention coub#@ structured would be for the
securitizer to sell a 95% patrticipation interesthe issuing entity and retain a 5% participation

% Proposal, at 24101.
27 See Reg AB Il Proposal, at 23338-23341.
% See 12 C.F.R. § 360.6(b)(5)(i)(A).
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interest. This approach may have advantages instefnsupporting both a legal true sale and
sale accounting for the transferred interests. afiation on this approach would be for the
securitizer to sell 100% of the asset to the igp@intity and receive a 5% participation interest
from the issuing entity. The latter approach magimize questions as to what entity “owns” of
the asset is in connection with the enforcememenfedies following default by the obligor, and
it would also eliminate any issue of whether a Q&&ficipation interest sold to the issuing entity
IS a separate “security” that must itself be regesl under federal securities laws. In any event,
we believe that the utility of the Final Risk Refien Rules would be enhanced by expanding
8§ .4 to permit the securitizer to retain a 5% ipgoation interest in each asset through either of
these structures (i.e., whether the securitizeveped a 95% participation interest to the issuing
entity and retained a 5% participation interestha securitizer conveyed 100% of the asset to
the issuing entity and received a 5% participaiierest from the issuing entity).

2. Horizontal risk retention (§ _.5)

We are pleased that the Agencies have includediadmbal risk retention option in the
Proposal. Many securitizers hold significant reasidaterests in their securitization transactions
and receive meaningful returns on these interesigating that they have “skin in the game.”
Below we discuss some general matters relatingadorizontal risk retention option, including
more closely correlating that option with the fitess risk retention option adopted by the
European Union, certain requests for comment in Rngposal and, finally, some specific
concerns that we have identified relating to thgilde horizontal residual interest and horizontal
cash reserve account provisions of the ProposeesRul

@) Generally
0] European Union risk retention requirements

In 2009, the European Union adopted Article F22af its Capital Requirements
Directive®, which requires certain participants in the sdiaiion market to retain specified
levels of interests in securitizations. Article2d2 permits risk retention in several forms,
including a first loss tranche of the applicablewséization.

Although Article 122a describes, in broad termsinpssible forms of risk retention,
those requirements are more fully described in @inds to Article 122a of the Capital
Requirements Directive published on 31 Decembe 231the Committee of European Banking
Supervisord' (the “CEBS Guidelines”). The CEBS Guidelines app® recognize that the
horizontal or first loss risk retention requiremean be satisfied in a number of ways in addition
to residual interests, subordinated notes and flindeserve accounts, including: (1)

2 Directive 2009/111/EC of the European Parlianzemt of the Council of 16 September 2009.

%0 Directive 2006/48/EC of the European Parliament af the Council of 14 June 2006 and Directive
2006/49/EC of the European Parliament and of thenCibof 14 June 2006.

31 Available at:

http://www.eba.europa.eu/cebs/media/Publicatioasi®rds%20and%20Guidelines/2010/Application%200f%
20Art.%20122a%200f%20the%20CRD/Guidelines.pdf
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synthetically; for example by the sponsor enterirtg a total return swap with the ABS issuer
(Paragraph 45 of the CEBS Guidelines); (2) by &metl purchase price mechanism (Paragraph
55 of the CEBS Guidelines); (3) by overcollateratiar®® or similar structures (Paragraph 56 of
the CEBS Guidelines, which appears not to requme avercollateralization to be on the
sponsor’s balance sheet); and (4) by letters adicor guarantees (Paragraph 57 of the CEBS
Guidelines).

We believe that a first loss tranche referred toAmmicle 122a and in the CEBS
Guidelines is comparable to the eligible horizom&sidual interest option in the Proposal and
also believe that the Agencies should make effeotsharmonize the Proposal’s eligible
horizontal residual interest option and the Europ&amion’s first loss tranche option. Such
harmonization would, among other things, (1) perEitropean Union regulated institutions
(including their U.S. affiliates) to invest in U.Securitizations that rely upon the eligible
horizontal residual interest option and (2) notadigantage U.S. entities subject to the Dodd-
Frank Act risk retention requirements by limitingoices available to those U.S. entities.

(i) Requests for comment

The Agencies have requested comment on severatiauesegarding the eligible
horizontal residual interest in the Proposed Rulége provide below our views on several of
those questions below.

First, the Agencies have asked, in request for cemir83, whether a sponsor should be
prohibited from utilizing the horizontal risk retén option if the sponsor (or an affiliate) acts a
servicer for the securitized assets.

Although the Agencies do not discuss why they retgte comment on this point, we
assume the question reflects a concern as to whatbh servicers will have conflicts of interest
that cause them to manage servicing for the beakflie holder of the horizontal risk retention
rather than for investors as a whole (a concerleatefd in the CMBS proposals as well.) This
possible conflict relates to the timing of recognitof losses. Timing of loss recognition may be
managed for least two reasons: (1) it may be @ia# reasonable servicing plan to minimize
losses by pacing the times at which forecloseadpossessed property is offered for sale or lease
and (2) it may be part of a plan by the servicedetay the effects of cashflow allocations based
upon delinquency, loss or other portfolio perforeemetrics, thereby allowing the holders of
certain subordinated securities to receive distiams that they would not be entitled to receive
had the portfolio performance metrics caused tleeation of collections differently. We view
the first reason as a wholly legitimate servicieghnique that is designed to secure the best
outcome for investors. The second reason coulidd@propriate manipulation. Indeed, we are
aware that there have been allegations in conmeetith certain RMBS transactions of the use

32 “Qvercollateralization” is a term often used sdriptions of securitizations to depict a forncrdit

enhancement in which the principal balance of tB&SAnterests is less than the principal balandbef
securitized assets. Overcollateralization maytetishe closing of the securitization or it maydoeated
following the closing of the transaction by the Bggtion of excess spread (as we discuss in P&2(b)(i)(2))
to pay principal on some or all of the more se®iBS interests, thereby reducing the principal bedaof the
senior ABS interests relative to the principal bakof the securitized assets.
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of this second methodology to allow cash to be paidhe most subordinated securities, the
holders of which were the servicer or affiliatestloé servicer, at times when, if the losses had
been reported sooner, one or more of the portf@idormance triggers would have required the
allocation of cash from the most subordinated sgesito the most senior securities.

As to any questions about the timing of loss redagn we have four observations.
First, we note that a servicer is typically subjexta written agreement that provides a stated
servicing standard that the servicer must meetcoi®E many transactions provide specific
instructions to the servicer regarding actions itsintake at specified times; for example, the
servicer may be required to begin enforcement agjaimlelinquent borrower at a certain number
of days of delinquency, including repossessiorhefftnanced asset. Third, if a servicer fails to
perform its duties, it is typically subject to rapement and may be liable for damages. We
believe that these types of provisions provide atife safeguards against servicer conflicts of
interest and, further, that such potential cordliof interest do not outweigh the benefits of
having the transaction serviced by the sponsomoaftiliate, given the heightened familiarity
that the sponsor has with the assets and its stnbegest in ensuring the overall success of the
transaction. Fourth, we note that there are masgtaclasses where the servicer's employees do
not know whether a particular asset has been sizedki which means that their decisions cannot
be influenced by such considerations. Retail aetmipment loan and lease and student loan
ABS are all examples. This area is one of thosera/we caution the Agencies not to assume
that RMBS issues exist in all asset classes.

If this request for comment is elicited in connewtwith attempting to establish national
servicing standards through the risk retention ireguents, we do not believe that the risk
retention requirements are a proper place for ttgation of national servicing standards.
Instead, we believe that such a goal, if desiregyroperly addressed in the Agencies’ project to
address national servicing standards. In addit@note that servicing standards are unique to
each asset class.

The Agencies have also asked, in requests for cain8&@ and 36b, whether the eligible
horizontal residual interest be required to becstmed as a “Z bond” such that it pays no interest
while principal is being paid down on more seniderests.

Many non-mortgage securitizations currently incladérst loss tranche that is retained
by the sponsor or an affiliate. It is not typithat those first loss tranches are structured as Z
bonds or that they receive no interest until theremgenior interests have been repaid. The
markets, including investors, have accepted th&setsres and appear to continue to accept
them. We believe that requiring that an eligibteifontal residual interest be structured as a Z
bond or otherwise requiring that no interest bel @ the eligible horizontal residual interest
until the more senior interests have been paid evaifect a fundamental change in many
securitization structures and to the relationsippmnsors and investors without benefit to any

party.
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(b) Eligible horizontal residual interest and horizontal cash
reserve account

Below we discuss several specific concerns thatbeleeve exist with the Proposed
Rules’ eligible horizontal residual interest andibhontal cash reserve account. In addition, we
refer the Agencies to the discussions of the agbiity of the eligible horizontal residual
interest to residual interests for securitizatiohsredit card receivables, retail auto loans, eleal
floorplan loans and equipment leases found, res@dgtin Parts B, C, E and F of Part VII.

0] Eligible horizontal residual interest
(2) Single interest

Although not stated expressly, the definition readsll respects as though the eligible
horizontal residual interest is required to bermlsl ABS interest. Such a concept, if that in fact
is what the Agencies intended, is unnecessarilyicése. We believe that the combination of
several ABS interests (and other structural elemexst described in paragraph (2) below), in an
aggregate amount equal to the required amounskfretention, should be permitted as long as
those interests are allocated all of the losseiter a collective or a sequential basis. This
change would preserve flexibility in structuring cedtizations while still meeting the
requirements of the definition of eligible horizahtesidual interest.

One area where this flexibility currently existsré&volving asset master trusts that issue
multiple series or tranches of ABS interests. Ehmaster trusts typically have multiple residual
or subordinated interests. As discussed in thsiderations relevant to dealer floorplan loans in
Part VII.E., each series of dealer floorplan ABSued will have its own residual interest, which
provides credit enhancement just to that seriesnil&ly, credit card securitizations that use
“de-linked” structures, as described in Part VI].Bill also have multiple residual interests.

(2)  “All losses” requirement

Clause (1) of the definition of eligible horizontegsidual interest requires that this
interest be “allocated all losses on the secudtipans.” We note that securitization structures
(for example, RMBS transactions) may include ovkaberalization which the relevant
documents require to be reduced by the allocatfidosses, but which either is not represented
by an ABS interest or is represented by an ABS@stewith no principal balance. We believe
that, where overcollateralization exists, whethenat it is represented by an ABS interest (with
or without a principal balance) it should be redagd as an eligible horizontal residual interest.

In addition, securitization structures may alsolide excess spre¥dthat is used to
absorb losses. In such structures, the excesadspray not be represented by an ABS interest
or may be represented by an ABS interest with macyral balance. We believe that, where

33 “Excess spread,” which we discuss in more détdflart IV.A.5 of this letter, is a term often usad

descriptions of securitizations to depict a forntieddit enhancement in which the underlying asgeterate
interest income, or spread, at a rate that is egddo exceed the interest expense, servicingdied ®ther
carrying costs incurred by the issuing entity.
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losses are absorbed by excess spread, whethet ibiswepresented by an ABS interest (with or
without a principal balance), it should be recogdias an eligible horizontal residual interest.

Likewise, many securitization structures includeaabination of overcollateralization
and excess spread, in which losses are first abddmp excess spread and, if losses are greater
than the excess spread, then reduce the overcallagtion. There are situations in which
neither the overcollateralization nor the excessagis represented by an ABS interest or by an
ABS interest with no principal balance. In thosesactions, contractual provisions that require
that collections be directed to repay the princgr@lount of one or more senior securities such
that the principal amount of the senior securiiegnaintained as a fixed percentage of the
principal amount or value of the securitized ass@tisese contractual provisions are designed to
maintain a specified amount of overcollateralizatibat protects the senior securities, yet there
is no explicit allocation of losses in these tratisms. We believe that, where a structure
includes both overcollateralization and excess aprand losses are absorbed by the excess
spread and reduce the overcollateralization (whdblyemaintaining the senior securities as a
fixed percentage of the securitized assets or loydb allocation of losses), such a structure
should be recognized as an eligible horizontabtesiinterest.

In addition, in our experience, there are at léastdistinct methods used for allocations
of cash received in securitizations. The firsthmetdoes not distinguish between principal and
interest collections on the underlying asset (idgdea securitizations of leases, there is no
“principal” ever received on the underlying assefihe second method distinguishes principal
collections from interest collections. In the fisstuation, all collections are paid using a singl
priority of payments or “waterfall,” whereas in tlsecond situation principal collections and
interest collections are separated and appliedvtodr more payment priorities or waterfalls,
with excess amounts remaining after the applicadtifoimose separate waterfalls applied to cover
shortfalls in the other waterfall, made availaldehe holder of the equity interests in the issuer
or reinvested in new assets. If the second methoded, we are not sure how losses could be
allocated solely to the eligible horizontal residim¢erest first, because, for example, any interes
collections remaining following allocation and pagmb under the interest collections waterfall
would be used to cover shortfalls in the principallections waterfall, thus absorbing losses to
the extent of those remaining interest collectioMe believe that such a structure should be
recognized as an eligible horizontal residual egér

Although we have used “overcollateralization” arekéess spread” in this section as
though they are well understood, we caution thesehterms are general concepts employed for
broad-brush descriptive purposes. They simply ddawe universally-agreed meanings that can
be applied equally across a broad range of traiosect Indeed, a great many transactions that
are considered to benefit from either or both ofroullateralization and excess spread do not
use those terms in the transaction documents. éutthe concepts cannot be clearly demarcated
from each other. For example, in transactions mckv the assets either have no principal
balance (such as leases) or have a principal baltdrat is not reflective of value (such as
subvened auto loans), the distinction between wee forms of credit enhancement virtually
disappears. While we use these terms to highlight @oncerns, we believe it would be
counterproductive to try to enshrine them in theaFRisk Retention Rules.
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A feature of securitizations of equipment leases thghlights the many forms of credit
enhancement and their varied roles in absorbingeksrom the securitized assets is the
treatment of the residual value of the leased eqeig. The residual value represents the fair
market resale or re-lease value of a piece of egemp at expiration or earlier termination of the
lease contract. It is generally the case thatstore and rating agencies in equipment lease
securitizations do not give explicit credit to thesidual value when sizing credit enhancement
for a transaction, and upon termination of the de@saccordance with its terms the equipment
typically would be released from the lien of thelenture and become the property of the
equipment owner.

Nonetheless, this residual value is at risk in gkeuritization. If an event of default
occurs under the related lease, then the serveithe right to foreclose on the equipment as
well as on the lease and the rentals payable thdezu The proceeds of any sale or re-lease in
such circumstances would be applied to repay th& ARBerests and would not benefit the
securitizer until the more senior ABS interestseavpaid in full. Further, if an event of default
occurs under the transaction, then the holdersefenior ABS interests would typically have
the right to retain all proceeds of equipment ujgase termination, whether or not the individual
lease had defaulted, for application to cover artedoe on the senior ABS interests.

In a normal equipment lease securitization, sonfeudts will occur on individual leases,
and the residual values of the equipment subjethaodefaulted leases will be used to cover
losses. But, absent an event of default, the rakidalues of the equipment subject to other
leases will not be applied to cover losses. Neitheestors nor rating agencies have demanded
such a feature, because they believe the strutdupe sufficiently robust. However, the result
would be that this form of credit enhancement wawt qualify under the “all losses” standard
of clause (1).

We believe that is the wrong result. The entiretythee equipment residual values is
subject to the claims of senior investors whenantof default occurs in the equipment lease
securitization. Accordingly, we believe that timserest constitutes a valid retention of risk by
the securitizer. and the aggregate present valuelosing of the transaction, of the residual
values should be recognized as an acceptable fomskoretention. We believe that such a
structure should be recognized as an eligible bat& residual interest.

3) “Most subordinate” requirement

Clause (2) of the definition of eligible horizontedsidual interest requires that this
interest be “the most subordinated claim to paysieftooth principal and interest.” For some
securitization structures, subordination provisicgguire the payment of interest to all interest-
bearing classes of ABS interests, in descendingroodl priority and then, after payment of
interest to the most subordinate interest-beari®fS Anterest, provide for the payment of
principal to all classes of ABS interests (otheartlclasses with notional balances), again, in
descending order of priority. We believe that tarsangement would satisfy clause (2) and
request that this understanding be confirmed irfitteé rules.

In addition, we note, as described above, thatrggaiions may or may not separate
interest and principal collections and may or mayuse a single waterfall for the allocation of
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those collections. Where principal and interesdtectons are separated and applied to more
than a single waterfall, we are not sure how thesimsubordinate” requirement would be
applied. For example, the interest collectionsenfatl would typically pay interest to all
interest-bearing ABS interests in a descending roadepriority, and any remaining interest
collections might be made available to pay shdstfal the principal collections waterfall. The
reverse could also occur. In such a situationpeleve the correct interpretation of this clause
is that, so long as the payments allocated to lijke horizontal residual interest, whether for
interest or principal, are the most subordinate their respective waterfalls, the “most
subordinate” requirement would be satisfied. We thast this interpretation be clarified in the
Final Risk Retention Rules.

(4) “Scheduled payments” requirement

Clause (3) of the definition of eligible horizontasidual interest requires that, prior to
the repayment of all senior interests, the eligibtegizontal residual interest should receive
principal payments only from “scheduled paymentspohcipal received.” The commentary
included in the Proposal describes this requirerasiireventing the payment to the holder of an
eligible horizontal residual interest of any premaynts of principal (which we understand would
include not only full or partial prepayments by imvers, but also all other unscheduled
payments, including insurance, condemnation anddajion proceeds, to the extent applicable
to the asset class).

We believe that this restriction, which seems taaube written with RMBS transactions
in mind, is unnecessary to further the Proposaitsnt of requiring that a minimum amount of
risk be retained by the sponsor. We believe tha testriction would have the effect of
increasing the percentage of the eligible horiZorgaidual interest above 5% as the related
portfolio of assets is reduced. We suggest thairapayments be treated in the same fashion as
scheduled payments and that principal paymentherABS interests should be allowed to be
made on a proportionate basis (i.e., that the hafithe eligible horizontal residual interest may
receive such interest’s proportionate share gir@payments of principal received).

Preventing payments of principal to the eligibleibontal residual interest based upon
receipt of prepayments would also be impracticalimworkable for many asset classes. Some
asset classes, such as credit cards and dealgsliodoans, do not have scheduled payments of
principal; obligors in these asset classes makeipal payments based upon minimum required
amounts or at their whim (as in credit cards) osdohupon sales of inventory (as in dealer
floorplan loans). Other asset classes such as laages and equipment leases do not have
principal payments at all; obligors in these asta@sses must make lease payments rather than
payments of principal and interest. As a reshi§ testriction would be impossible to implement
for those asset classes. In addition, servicerstfter asset classes such as retail auto loans and
equipment loans and leases do not distinguishrieuat of scheduled principal payments from
the amount of prepayments. Regarding retail andod, even if a retail auto loan servicer were
to track the differences, the format of most awiank as simple interest receivables would
frustrate the effort (because the amount of prigcip a simple interest loan varies according to
the day on which payment is actually made).
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(5) Application to revolving asset master trusts

We believe that securitizers of revolving assetterasusts should be entitled to use the
eligible horizontal residual interest as a methddisk retention. However, 8 .5(a) and the
definition of eligible horizontal residual interesas drafted, do not seem to contemplate
application to revolving asset master trusts. Tlaeeea number of problems with trying to apply
these concepts to such securitizations. We disttiese problems in Parts VII.B and VII.E of
this letter, which are the sections describing taskess considerations for, respectively, credit
card loans and dealer floorplan loans (each of kwiaie traditionally securitized in revolving
asset master trusts).

(i) Horizontal cash reserve account

In lieu of retaining an eligible horizontal residluaterest, the Proposal permits a sponsor
to establish and fund, in cash, at the closing gkeuritization transaction, a horizontal cash
reserve account in the same amount as the eligdrieontal residual interest, subject to certain
conditions. We appreciate the flexibility thiseatiative provides to sponsors and believe that
some sponsors will find it useful. However, werga@ut below two ways in which we believe
that this provision should be improved.

Q) Clause (2)(ii)

Clause (2)(ii) of the description of horizontal kkagserve account permits funds in such
an account to be invested in bank accounts “theafidly insured by federal deposit insurance.”
We are not sure what this clause means, givenxiséirey limits on federal deposit insurance,
which limits would generally be far lower than tamount held in a horizontal cash reserve
account after the temporary unlimited coveragetfansactional accounts expires. Permitting
only investments in such small amounts would gdlyeriae exceedingly inefficient. We
encourage the Agencies, instead, to use a forroual#tiat is often used in securitizations, which
is to permit such investments with depository imsitbns whose deposits are insured by the
FDIC, but without reference to the individual acabbeing fully insured.

More generally, we believe that the permitted itvesnts in cash reserve accounts are
far too circumscribed. There are widely acceptaddards for investments of reserve and spread
accounts in transactions that permit a range abmely safe investments We believe that the
Agencies should permit investments of these typlesvever, we understand that the Agencies
cannot write rules that apply credit rating levelsd we do not suggest that the Agencies specify
with precision the types of permitted investmemrtscordingly, we suggest that the Agencies

3 Atypical formulation would include, for exampl@), obligations of (or guaranteed by) the Uniteet8s, (i)

senior debt obligations of Fannie Mae or Freddie Miaany other U.S.-sponsored agency rated initjieebt
long-term rating by a rating agency, (iii) FDIC-imed deposits and other unsecured short-term aioigaof a
U.S. supervised banking or depository instituticetuming within 360 days, which obligations have highest
short-term credit rating from a rating agency, @mmercial paper maturing within 270 days and ingithe
highest short-term credit rating, (v) money markeids having the highest short-term credit rat{ng,
repurchase obligations secured by assets desdnitmbauses (i) or (ii) above with the highest skerim credit
rating, and (vii) any negotiable instruments, sii@g or other investments with the highest sherir credit
rating.
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could formulate a rule that would permit high gtyalishort term investments articulated in a
manner that is consistent with the Commission’soamg) efforts to remove credit ratings from its
rules while still maintaining appropriate standarmfs creditworthiness. For example, the
Commission is considering a new standard for us8eaantion 3(a)(41) of the Exchange Act,
which is the definition of “mortgage related setyti tied to whether the security has “a
minimal amount of credit risk®® We believe that the Agencies could specify in&b)(2) that
the investments in the reserve account would nedzktin investments which the parties have
determined to have a minimal amount of credit ¥fsk.

(2)  Clause (3)(ii)(A)

Clause (3)(ii)(A) of the description of horizontash reserve account permits amounts to
be released from this account to the sponsor dhanperson only in respect of interest received
and due to the receipt of scheduled payments ofcipal on the securitized assets. The
Commentary describes this requirement as prevethiegelease of funds due to the receipt of
any prepayment of principal. We believe that tlesstriction is improper because it would have
the effect of fixing the amount of the horizontakb reserve account while the related portfolio
of assets is reduced, the result of which is arease in the percentage that the amount in the
horizontal cash reserve account represents ofwbelb amount of ABS interests issued by the
issuing entity. We believe that amounts shoulgp&enitted to be released from the horizontal
cash reserve account in the same way that relessesmade based upon receipt of scheduled
payments.

3. L-Shaped risk retention (§ _.6)

As noted in the proposal, the L-shaped risk redentiption under 8 .6 would allow a
securitizer to use a combination of vertical risktention and horizontal risk retention as a means
of satisfying the base risk retention requiremdr§ 0.3.

We commend the Agencies for having proposed L-ghais& retention as an option to
satisfy the base requirement. Nevertheless, we 8in.6 unduly restrictive on several counts.
As a general matter, we believe that by permits§aguritizers to comply with 8 _.3 by choosing
from a menu of risk retention alternatives, the wges have implicitly made the determination
that, for the purpose of aligning incentives, natipalar single risk retention option is, in all
cases, materially more or less suitable than amgrotBy extension, then, there is no compelling
reason to believe that any combination of permitptons that results in retention of 5% of a
transaction’s credit risk should be less effecttealigning incentives than any one option by
itself. As we discuss in Part lll.A., securitizeasmd investors might well agree on the
appropriateness of a variety of possible combinatio§ .6 as proposed does not contemplate
any combination other than vertical and horizontdkrests and does not even permit a
combination that includes the seller's interest aayertical component. We believe that

% See Commission, Release No. 34-64352, Remov@érhin References to Credit Ratings Under the i)
Exchange Act of 1934, 76 Fed. Reg. 26550 (2011).

We note, though, that while the Agencies maymandate credit ratings standards, we believe #uatrigizers
and investors could continue to utilize such statslén their securitization documents, if they bose.

36
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expanding the proposal to include additional coratiams would make it substantially more
useful.

The practical utility of the proposed rule is alswnimized by its limitation to
combinations of two equally sized interests. ThepBsal explains that the purpose of requiring
the equal vertical and horizontal components ihétp ensure that each component is large
enough to affect the sponsor’s incentives and tp hégn the incentives of the sponsor and
investors. In addition, requiring that each congamrepresent 50 percent of the total minimum
risk retention requirement should assist invesémd the Agencies with monitoring compliance
with the proposed ruled’

The two purported justifications are unpersuasiVéith respect to the first, requiring a
minimum investment in any type of retained inteisshconsistent with several other aspects of
the Proposal, including those relating to alloaaito originators. As noted in Part IV.A. of this
letter, a securitizer satisfying its base risk méta obligation under either proposed § .4 or
8 _.5 would be permitted to allocate a portiontbé risk retention requirement contractually to
certain substantial originators, subject to thest@mnts set forth in 8 _.13. As a consequence of
these allocations, each such originator might watety hold as little as 1% of the interest in the
pool, and the sponsor itself might end up retairitte or no interest® Nevertheless, the
aggregate retained interest is not reduced byllbeations — nor should it be — and the Agencies
would seem to have concluded that the incentivgnalent resulting from the various
conceivable allocation scenarios would not be nedtgrmore or less effective than retention
either solely by the sponsor or by virtue of anstipalar allocation.

It is similarly not obvious why, under § _.6, pettimg any deviation from an equal
division between a vertical interest and a horiabmbterest should operate to diminish the
sponsor’s incentives. We believe that the preeabecation between retained vertical and
horizontal interests is best left to those partsent convincing evidence that a 50-50 division
is, in all cases, ideal for both the sponsor ardrkiestors.

Just as it is likely that certain sponsors will time, settle on a particular retention-risk
option that they deem appropriate for themselvekthair asset classes — whether vertical slice,
horizontal slice, representative sample, or otheswi there is reason to believe that sponsors that
select the L-shaped risk retention option will euatly settle on particular combinations that are
similarly appropriate for their purposes and tlegick not to vary considerably from transaction to
transaction. Therefore, we also believe that corscabout monitoring compliance are largely
unwarranted. In any event, the possible mix of lwm@tions under 8 _.6 will certainly be no
more complex than the universe of possible spoaggimator allocations under 8 _.13.

37 Proposal, at 24104.

3 For example, in a securitization transaction witllee 25% originators and one 20% originator, with

proportional allocations of a 5% vertical interésat would otherwise be held by the sponsor, theett25%
originators could each be allocated 1.25%, the 20/finator could be allocated 1%, and the sponsoulgy
retain the remainder (i.e., 0.25%).
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Below, we have set forth a proposed modification8of.6, which we have renamed
“Combination risk retention” to reflect the enhadaeet of options. Our proposal would permit
the base risk retention requirement 8 .3 to besfet by retention, in appropriate
circumstances, of a combination of a vertical ies&ra horizontal interest, a seller’s interest, a
representative sample and a third-party purchaderest. As we have noted elsewhere in this
letter3® we believe that the various risk retention optish®uld properly be options of the
securitizer rather than of the sponsor, and oupgsed modification of § _.6 reflects that belief.
In Appendix B, we have reproduced the proposed fization with annotations that explain
certain terms and that suggest an additional plessiodification to accommodate more
sophisticated options.

8 .6 Combination risk retention.

(a) General requirement. At the closing of the siization transaction, a combination
of two or more of the following interests is retnby the persons referenced below:

(1) The securitizer retains a percentage (the “Voait Percentage”) of each class of
ABS interests in the issuing entity issued as @ittie securitization transaction;

(2) The securitizer (i) retains an eligible horizahresidual interest in the issuing
entity, (ii) establishes and funds in cash a hartab cash reserve account that
meets all of the requirements of § _ .5(b) of thast, or (iii) satisfies both
clauses (i) and (ii), in an amount (which, in these of clause (iii), will be an
aggregate amount) that in any of the three foregooases is equal to a
percentage (the “Horizontal Percentage”) of the paalue of all ABS interests in
the issuing entity issued as part of the secutittratransaction other than any
portion of such ABS interests that the securitiatains pursuant to paragraph
(1) of this section;

(3) Until all ABS interests in the issuing entity gaid in full, the securitizer retains
a seller’s interest equal to a percentage (the I&& Interest Percentage”) of
the unpaid principal balance of all the assets odvaeheld by the issuing entity;

(4) The securitizer retains ownership, as a repnéstive sample, of a percentage
(the “Representative Sample Percentage”) of theaihprincipal balance of all
the securitized assets in the securitization tratiea; and

(5) A third party purchases an eligible horizontasidual interest in the issuing
entity in an amount that is equal to a percentape (Third Party Percentage”)
of the par value of all ABS interests in the isguentity issued as part of the
securitization transaction other than any portiohsuch ABS interests that the
securitizer retains pursuant to paragraph (1) astkection;

provided that

(A) the sum of (i) the Vertical Percentage, (iiethlorizontal Percentage, (iii) the
Seller’s Interest Percentage, (iv) the Third Patgrcentage and (v) the product
of (x) 0.95 and (y) the Representative Sample p&ge minus

3 See, for example, Part I1.A.2 of this letter.
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(B) the percentage-equivalent of the product ofh@ Vertical Percentage and (ii) the
sum of the Horizontal Percentage and the Third yP&¢rcentage

is not less than five percent.
(b) Additional requirements. A securitizer usinggggaph (a)(1), (a)(2), (a)(3), (a)(4) or

(a)(5) of this section shall comply with all of thpplicable requirements respectively set
forthing8 4,8 5,8 .7, 8 .8and 8§ _.1@hid part, other than:

(1) In the case of paragraphs (a)(1), (a)(2) or(8)of this section, the five percent
requirement of § .4(a), 8 .5(a) or § .7(a), restpeely, of this part;

(2) In the case of paragraph (a)(4) of this sectithe 5.264 percent requirement of
8 .8(a)(1) of this part and the 5 percent requiesnof 8§ .8(b)(2)(ii) of this
part; and

(3) In the case of paragraph (a)(5) of this sectidine five percent requirement
implicit in the reference (in 8§ _.10(a) of this patio § _.5(a) of this part.

(c) Calculations. Each of the Vertical Percentatie Horizontal Percentage, the Seller's
Interest Percentage, the Representative Sample eRexge and the Third Party

Percentage, as well as the product and the pergeneguivalent in the proviso to

paragraph (a) of this section, shall be expressad i( the case of the product and the
percentage-equivalent in the proviso, rounded)dbmore than three decimal places.

4. Revolving asset master trusts (seller’s interestg(_.7)
@) Generally

The Proposal provides that retention of a “selléntgerest” of not less than 5% of the
unpaid principal balance of all of the assets ownreldeld by a revolving asset master trust will
be a permissible form of risk retention. A selemterest in a revolving asset master trust is
generally a fractional undivided interest in theedgool which entitles its holder to be allocated
collections and losses on the loans or other exies®f credit at a priority that is equivalent or
subordinate to the allocation to each series of AgS$ied by the master trust. Given the
characteristics of a seller's interest in a revaviasset master trust, it is appropriate for a
securitizer to be able to satisfy its base rislemgbn requirement by retaining the seller’s
interest.

The Commentary provides that the seller’s inteopsibn was included “in light of and to
accommodate” revolving asset master trust trarmastisuch as credit card receivable and
floorplan loan securitizations, and continues thite definition of a seller’'s interest and a
revolving asset master trust are intended to bsismt with market practice¥” Although we
generally agree with the approach taken in the ¢%alpto include the seller’s interest as a
permitted form of risk retention, the seller’s irgst alternative will need to be refined in order t
accommodate existing revolving asset master tn@sisactions. As proposed, the seller’s
interest definition and the requirements for theragtion set forth is §_.7 of the Proposal are not

0" Proposal, at 24104.
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consistent with the features of a seller’s interestutstanding securitization transactions. Our
comments regarding 8§ _.7 and the related defirstire intended to provide clarifications and
drafting suggestions to help the Final Risk RetanfRules achieve the Agencies’ objectives in
crafting this risk retention option.

(b) Definition of seller’s interest

“Seller’s interest” is defined in 8§ _.2 of the Pogjal as “an ABS interest (1) in all of the
assets that: (i) Are owned or held by the isswintity; and (ii) Do not collateralize any other
ABS interests issued by the issuing entity; (2) tTisgpari passu with all other ABS interests
issued by the issuing entity with respect to thecakion of all payments and losses prior to an
early amortization event (as defined in the tratisacdocuments); and (3) That adjusts for
fluctuations in the outstanding principal balancéshe securitized assets.” With respect to
clause (1), we note that typically the seller'semest represents a percentage interest in the
receivables in a revolving trust but does not re@mné a percentage interest in certain assets that
are specifically allocated to investors, such &sfpnding accounts, reserve accounts or interest
rate swaps or caps. As defined in the Proposaketd means a self-liquidating financial asset
(including but not limited to a loan, lease, mogegaor receivable).” If, in the context of the
seller’s interest definition, “assets” refers omdythe receivables, loans or other extensions of
credit that arise under the applicable revolvingoamts, then the use of such term in clause (1) is
not problematic. However, if it is intended to empass other trust property, such as cash
equivalent investments of funds in trust bank aot®usuch term would be inconsistent with
market practice related to the allocation of tpusiperty to a seller’s interest.

Clause (2) of the definition of “seller’s interes!so is inconsistent with the terms of
seller’s interests in the current market in thaeguires the seller’s interest to be pari passh wi
all other ABS interests “prior to an early amortiaa event.” A seller’s interest is generally
allocated whereby collections and losses equal 160&tis the amount allocated to investors.
For series or tranches of investor securities iavalving period, the allocation is generally pro
rata based upon the outstanding invested amouhederies or tranche over the total amount of
principal receivables in the issuing entity. Dgregn amortization or accumulation period, which
could be a scheduled amortization or accumulati@niod or an early amortization or
accumulation period, a series or tranche of inves¢gurities is allocated principal collections,
and in some cases finance charge collections, @red/floating allocation basis, using the
invested amount of the relevant investor securiieshe end of the revolving period as the
numerator and the aggregate principal receivabietheé issuing entity as the denominator.
Because revolving asset master trusts may have ®eanmgs and tranches outstanding at any
given time, some investor securities will be allechcollections and losses on a pro rata,
floating allocation basis while others will be alited collections and losses on a fixed/floating
basis. Therefore, when any other ABS interesbtsmits revolving period, the seller’s interest
will not be pari passu with respect to the allomatof all payments, and this situation will occur
regularly as the other ABS interests are repaitis inconsistency with current market practice
could be addressed if the phrase “that is pariypasth” is revised to read “that is pari passu
with or subordinate to.”

In addition, during a revolving period the prindimallections allocated to a series or
tranche will not be paid to the holders of invesecurities of that series or tranche. Instead,

28



such collections will either be used to pay downstanding securities of another series or
tranche or be paid to the holder of the sellertergst in consideration for the continued transfer
of new principal receivables and maintenance ah#s current level of the invested amount of
the series or tranche to which the collections viitally allocated.

Finally, with respect to the requirement that tHecation to the seller’s interest should
be pari passu with the allocation to all other AlBferests, we note that the discussions above
generally describe the allocation to a seriesadine of investor securities. However, once that
allocation takes place, payments are made to diffeclasses of securities based on their
seniority in the capital structure of the seri@here will likely be senior, mezzanine and junior
securities in a particular series. These secantiél not be pari passu with each other and, & th
extent that they are each viewed as a separate iARBst under the rules, they will not
individually be pari passu with the seller's intgre The focus of § .7 should be on the
allocation of collections and losses to the sealenterest as compared with the allocation of
collections and losses to the asset-backed sexsuigsued by the master trust in each series
viewed collectively rather than individually by sk

For these reasons, to reflect current structurdeheve suggest revising clause (2) of the
definition of “seller’s interest” to readThat is allocated collections on the loans or athe
extensions of credit on a basis that is pari pasgh or subordinate to the allocations to each
series of asset-backed securities issued by thangsentity.”

Clause (3) correctly reflects the current marketcpce of adjusting a seller’s interest
generally for fluctuations in the outstanding pijpat balance of the loans or other extensions of
credit that arise under revolving accounts. Howgtres fundamental characteristic of a seller's
interest creates problems for disclosure of thewarhof the seller’s interest in future periods, as
we discuss in Part I1.4(d)(ii) below.

For ease of reference, taking into consideratibofahe changes we recommend above,
the definition of “seller’s interest” in the FinRisk Retention Rules would read as follows:

Seller’s interest means an ABS interest or intsrest

(1) In all of the loans or other extensions ofditeéhat arise under the revolving
accounts and other assets as may be specifie@ itrahsaction documents that:

() Are owned by or transferred to the issuamdity; and

(i) Are not allocated to any other ABS interessued by the issuing
entity;

(2) That is allocated collections on the loansodher extensions of credit on a
basis that is pari passu with or subordinate to #ilecations to each series of
asset-backed securities issued by the issuingyeatit

(3) That adjusts for fluctuations in the outstargiprincipal balance of the
securitized assets.
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(© Definition of revolving asset master trust

We also believe that the definition of “revolvingsat master trust” in 8 .2 raises some
concerns. The definition of “revolving asset madteist” provides that the trust must be
“established to issue more than one series of-hse#ied securities.” In recent years most large
issuers of credit card ABS have used a de-linkedaisce trust structure under which multiple
tranches of notes of a single series are issuedl firoe to time. Issuances are made periodically,
and notes of different classes are issued withcadbd repayment dates and then repaid when
they reach their repayment date while other notssied over time remain outstanding.
Although issuance trust documentation usually gtesiflexibility to issue more than one series,
an issuance trust may be established with the tipsh to issue notes over time from a single
series.

It would therefore be consistent with market piagi to modify clause (2) of the
definition of “revolving asset master trust” to pide as follows: “Established to issue, on
multiple issuance dates, one or more series ochiesof asset-backed securities...”

Clause (2) of the definition of “revolving assetste trust” also provides that all of the
asset-backed securities issued by the master rtiust be “collateralized by a single pool of
revolving securitized assets that are expectedhmge in composition over time.” This
requirement is inconsistent with structures usedéouritize revolving assets from multiple
legacy pools. Over the past 25 years, credit pamgram structures evolved from common law
stand-alone trusts to common law master truststlae to the use of statutory trusts that issue
securities in the form of notes. Many credit cABIS programs include a legacy master trust
that holds receivables and issues a collateraificate to a statutory trust that then issues the
notes that are sold to investors. In some casesldhar amount of the collateral certificate is
increased at the time of each issuance by theisstance trust to match the amount of notes
outstanding, and in other cases the collateraificate may be held by the note issuance trust in
an amount at least equal to, but often in excesthefprincipal amount of notes outstanding. In
some cases receivables are held at the statutestylavel as well as the master trust level. A
statutory trust in such a structure may hold baihateral certificates representing interests in
one or more master trusts and a pool of receivabbesponsor may have acquired credit card
portfolios with receivables securitized through -pxésting master trusts and therefore have
multiple legacy master trusts that issue collateealificates to a single statutory trdst.

Because an issuance trust may hold collateralficatgs representing interests in more
than one underlying master trust and may also tyreold receivables, we recommend that this
portion of clause (2) of the revolving master trdsfinition be revised to delete the words
single pool of.”

Based on all the changes discussed above, we reeothrthat the definition of
“revolving asset master trust” included in the FiR&sk Retention Rules read as follows:

*1 As discussed in Part V.A.4, we recommend that $tructure involving multiple trusts with respazivhich

certain conditions are satisfied, those multiplests should be treated as a single “issuing erfiitlypurposes
of the rules.
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Revolving asset master trust means an issuingydahtt is:

(1) A master trust; and

(2) Established to issue on multiple issuanceslatee or more series or tranche
of asset-backed securities all of which are cotlaieed primarily by revolving
securitized assets that are expected to changerposition over time.

(d) Seller’s interest retention alternative
(1) Retention requirement

The risk retention alternative for revolving asssster trusts set forth in § .7 of the
Proposal begins by requiring that “At the closirfgtlee securitization transaction and until all
ABS interests in the issuing entity are paid if, fthe sponsor retains a seller’s interest of not
less than five percent of the unpaid principal be¢aof all the assets owned or held by the
issuing entity.” As an initial matter we note ttejprimary characteristic of a revolving asset
master trust is that it will issue multiple ser@granches of securities over time. The phrase “a
the closing of the securitization transaction” aggeto assume a single closing. Although this
may not have been the Agencies’ intent, it is ingoar here and throughout the Proposal that
consideration be given to this fundamental charistie of revolving asset master truéts.

To address this issue we suggest that the inibaitpof reference should be to “the
closing of each issuance of securities by the mgsantity. . .”

Unlike the vertical risk retention and horizontakr retention requirements, the seller’s
interest risk retention requirement for revolvirgset master trusts is ongoing and must be met
“until all ABS interests in the issuing entity goaid in full.” We note that a revolving account
may be closed at any time in the future and thatrdgulatory, competitive, financial or other
reasons an originator might close all of the actetimt are designated to have their receivables
included in an asset pool. If all of the accouwtgsignated to have their receivables transferred to
an asset pool are closed, the revolving asset mésist would become equivalent to an
amortizing trust with a fixed pool of loans. Asathpool liquidates, dilution — which includes
reversed charges related to rebates, refunds,tadjots, returned goods and fraud — would
continue to be allocated to and absorbed by thHerseinterest. In these circumstances, the
seller’s interest, while performing its functiontime structure, could be reduced to a level below
the 5% requirement. Consideration should be gieesilowing a seller’s interest to continue to
be an accepted form of risk retention after a namgl pool becomes a fixed pool and when the
seller’s interest, like an eligible horizontal hsal interest, may be reduced to a level below the
5% requirement while other ABS interests remairstaunding.

Section _.7 requires the risk retention to be Hwldhe sponsor. Many revolving asset
master trust transactions are structured as ntepi-sansactions with an intermediate special
purpose depositor between the sponsor and the mtasse. If the depositor is not also the

2 See, for example, the discussion in Part VII.Ehwespect to issues that result in attemptings®the vertical

or horizontal risk retention options for existirgyolving asset master trusts such as a creditmasder trust.
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sponsor, then the sponsor will not be the holderthaf seller's interest. In a multi-step
transaction the sponsor transfers receivables @¢od#positor in exchange for cash and other
consideration and the depositor transfers the vabés to the master trust in exchange for the
seller’s interest or, after the initial transfen, iacrease in the outstanding amount of the ssller’
interest. The increase in the size of the sellateyest is a form of consideration to the deosit
for the transfer of the additional receivables.e TWommentary notes that the Dodd-Frank Act
applies the risk retention requirement to a “se@en” defined in the Dodd-Frank Act to include
an issuer of asset-backed securities which the Gartary notes would mean, for several
purposes under the federal securities laws, thesiep’ In the context of a revolving asset
master trust, it is appropriate and necessaryHerseller’s interest to be held by the depositor
and the language of 8 .7 should be modified mnathis. As with other asset classes, a multi-
step structure is generally used in revolving askestses to allow for a transfer of assets from an
originator to a special purpose entity in a tratisacthat will qualify as a true sale for legal
property rights purposes. As discussed in Paktdlof this letter, requiring the seller’s interest
to be held by the sponsor could jeopardize thdtplio obtain a legal true sale opinion; this
could happen if the seller’s interest were viewscembodying too much of the risk of loss on
the asset pool through the right of the holderhef $eller’s interest to receive excess spread or
otherwise. As with other potential changes to texys master trust structures, it could be
difficult or impossible to amend an existing mudtep revolving asset master trust transaction to
remove the separate depositor from the structuneawe the seller’s interest to the sponsor.

Section _7(a) requires the retention of “a sellarterest of not less than five percent of
the unpaid principal balance afl the assetoowned or held by the issuing entity” (emphasis
added). Some revolving asset master trust traonsacinclude a seller’s interest requirement
based upon the amount of investor securities thatoatstanding rather than based upon the
unpaid principal balance of the receivables. Imeofprograms, the required seller’s interest is
based on a percentage of the aggregate amouninefgal receivables outstanding in the trust,
but it would not include the balance of all trusbgerty owned or held by the issuing entity, that
is dedicated to a specific series or tranche, alpre-funding accounts, reserve accounts or
interest rate swaps or caffs.

To accommodate such variations in current mastest structures, we suggest that this
portion of 8§ _.7 be revised to read: “the sponsadepositor retain a seller’s interest of not less
than five percent of the aggregate outstandingcprat amount of investor interests.”

The Proposal also requires that all of the seaedtiassets must be “loans or other
extensions of credit that arise under revolvingoaots.” As noted above, the assets of a typical
master trust will include trust bank accounts tphadvide collateral or enhancement for some
series or tranches of notes, such as pre-fundinoguats and reserve accounts, and derivatives
such as interest rate swaps or caps and curreragysswf “securitized assets” is limited, through
the inclusion of the definition of “assets” as dissed above, to the receivables, loans or other
extensions of credit that are self-liquidating fnel assets, then this language would generally
work. However, if any other assets of the trustthsas investments of funds in trust bank

3 Proposal, at 24099.

“  |f“assets” as used in § _7(a) refers solelyeimeivables, then this issue has less relevance.
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accounts, were considered “securitized assets”ptoposes of clause (a)(2) of § .7, then
current transactions would not satisfy this staddar

Therefore, we recommend that this portion of 8 be7evised to read: “The assets of the
master trust consist primarily of loans or otheteasions of credit that arise under revolving
accounts.”

In sum, we recommend that § _.7(a) be revised ks
8§ .7 Revolving asset master trusts.

(@) General requirement. At the closing of theusiization transaction and
until all ABS interests in the issuing entity agedin full, the securitizer retains a
seller's interest of not less than five percenttbé& aggregate outstanding
principal amount of investor interests providedttha

(1) The issuing entity is a revolving asset mastest; and

(2) The assets of the master trust consist priypasf loans or other
extensions of credit that arise under revolvingagous.

(i) Disclosure requirement

The disclosure requirements for the seller’s irgeresk retention alternative should be
revised to be consistent with existing structured any changes made in response to the
comments above. Under the Proposal, a sponsagisred to disclose, prior to closing, the
amount of the seller’s interest which will be retd at closing. If the amount of the seller's
interest required to be retained with respect ypsaturitization transaction is tied to the amount
of the investor interest to be issued, as discusdme, then it would be possible for the
securitizer to disclose the amount of the sellertsrest required to be retained for the issuance
of that tranche or series and the aggregate ammequired to be retained on the closing date. If,
however, the amount of the seller’s interest thakguired to be retained is based on the unpaid
principal balance of all the assets owned or hglthb issuing entity as set forth in the Proposal,
then it will not be possible to determine priordiosing the amount required to be retained at
closing, and it will not be possible to disclose tiollar amount that is required to be retained
thereafter because the pool will continually fluadt!

The requirement to disclose the material assumgtiand methodology used in
determining the aggregate dollar amount of ABSragts issued by the issuing entity does not
appear to have relevance to the seller's interekt retention alternative. As proposed, the
required risk retention is 5% of the unpaid primtipalance of all of the assets owned or held by
the issuing entity. Disclosure of the aggregatbad@amount of ABS interests issued by the
issuing entity should not be required, becaus@ragosed, the dollar amount of ABS interests
issued by the issuing entity is not used in calcudathe required retention. Even if, as we

%5 For example, amounts deposited in a premium caish reserve accounts that are invested inttd&ury

securities could be viewed as self-liquidating ficial assets that could constitute “assets.”
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suggest, the seller’s interest requirement is eevi® be calculated on the outstanding principal
amount of the ABS interests, the disclosure requér@ in paragraph (3) would still not be
relevant; therefore, we recommend that paragrapbhg3emoved from § _.7.

(i) Transition issues

Most revolving asset master trusts that will needdmply with the risk retention rules
exist currently and are governed by documentati@t has been negotiated with the parties
thereto and investors over time. If changes atemraxle to the definition of “seller’s interest”
and the § _.7 requirements for revolving asset endsists, as described above, existing master
trusts would need to be restructured to comply wiita risk retention requirement. In our
experience, the seller’s interest as defined in78is more favorable to its holder than the
outstanding seller’s interests in existing revolvesset master trusts because the allocations to
existing seller’s interests are more subordinaktech is permitted under the Proposed Rules. A
securitizer wishing to avalil itself of the propossgller’'s interest risk retention alternative must
amend its existing documentation in a manner tlatlavbe adverse to the interest of holders of
outstanding investor securities, making investonsemts difficult or impossible to obtain.
Therefore, it is important for the Agencies to aslel a workable seller’s interest risk retention
option that is consistent with market practices,aaccordingly, will accommodate existing
programs and structures.

5. Representative sample (8 _.8)

The Proposed Rules also permit a sponsor of aiieation transaction to meet the risk
retention requirements by retaining a randomly tetk representative sample of assets that is
equivalent, in all material respects, to the astisds are transferred to the issuing entity and
securitized, subject to specified conditions. Rgencies posit that, by retaining a randomly
selected representative sample of assets, the @pmatains exposure to substantially the same
credit risk as the ABS investors, thereby providihg sponsor with incentives to originate high
quality assets and helping align the sponsor’siavestors’ interests in the ABS. Although we
appreciate the Agencies’ attempt to include a fafimisk retention that is being used in the
securitization markeY, the Proposal, as currently written, does not, im wiew, provide a
workable alternative risk retention method for méypes of assets and transactions.

The Proposal starts with a relatively straight-farsv random selection of 5% of the
unpaid principal balance of the assets in the podle securitized, but the other requirements
proposed to ensure that the sample selected isreplesentative are inconsistent with random
selection techniques in general and are extremidfigudt (if not impossible) to achieve for
many types of assets and transactions (includiog,ekample, RMBS transactions). Some
aspects of the representative sample approach amecubarly troublesome, including the
limitation on the minimum size of the pool of assgbm which the representative sample must

6 Proposal, at 24105.

" The Agencies note that this form of risk retentims been used in securitizations of automob#adavhere the

loans are not originated purely for securitization are securitized as part of the sponsor’s ovinatling
strategy. Proposal, at 24105.
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be drawn, which effectively precludes its use fmalier issuers and issuers of ABS backed by
pools with a relatively small number of higher eda assets such as commercial mortgage loans
or jumbo prime residential mortgage loans, andrédggiirements relating to the servicing of the
assets and the disclosures to investors concethimgsample. For example, the restriction
against the servicer’s servicing personnel being &b know the identity of the owner of the
retained (versus the securitized) assets couldrbblgmatic for certain asset classes. This
requirement would not be problematic in any of dlio asset classes, because owner consent is
never required for servicing decisions and it igact the case that the parties “in the field” that
are making servicing decisions do not know whaittgoivns the loans. On the other hand, the
restriction could hamper a servicer’s ability tovsee commercial or residential mortgage loans
in situations in which the servicing personnel hdweited authority with respect to loss
mitigation activities and would need to obtain #wnsent or approval of the owner for such
actions as a short sale of a delinquent mortgage, l@ modification of the mortgage loan or, in
the case of a commercial mortgage loan, a padlabse of collateral. At the very least, those
servicers would be obligated to separate theirahaervicing operations from those relating to
the remittance and reporting with respect to theetss while it would be impossible for the
servicer to obtain input from the owner of the ietd assets for approval of servicing decisions
that the servicer did not have the contractual@ithto make independently.

Notwithstanding our concerns, 8 .8 may work wetr fsome asset classes or
securitization structures and we believe it shdoddincluded in the menu of risk retention
options available to sponsors in the Final RiskeRgbn Rules. We recognize that the
requirements of § .8 are designed to ensure lieatepresentative sample retained will be truly
representative of the securitized assets. As s@uds in more detail in Part II1.B.1. of this lette
regarding vertical risk retention, a practical adial alternative to the representative sample
approach would be to permit a securitizer (eithexally or through the related originator of the
assets) to meet the 5% risk retention requirememétaining a 5% pro rata participation in each
asset included in the securitized pool.

6. Asset-backed commercial paper conduits (§ _.9)

Asset-backed commercial paper (“ABCP”) prograigrovide many U.S. and
international businesses with efficient acceste-tost financing through the capital markets,
and we appreciate the Agencies’ special attentio®BCP’s unique features in drafting the
Proposed Rule®€. Prior to implementation of the Proposed Rules,CRBprogram Sponsors
already retained significant exposure to the asfatsled by these programs, as did the
originators of those assets (either directly ootigh affiliates). ABCP programs fund a broad

8 This Part 11.B.6 and our proposals set forth eapply to traditional multi-seller conduits desed in Part 4

of Appendix A. “ABCP,” as used in this Part Il.Bdoes not include commercial paper that may hessdy
structured investment vehicles, market value CDf@ssamilar issuers, which is supported primarilytbg
market value of the securitized assets rather blyasredit enhancement and liquidity support comraitts
from sponsoring banks or financial institutions.

49 See Part C of the American Securitization Forufnise 10, 2011 comment letter to the Agencies déugithe
Proposed Rules (the “ASF Letter”), which providasacellent summary of ABCP’s importance to U.S1 an
global businesses as well as compelling policy laugnis for excluding ABCP from the proposed rislkenéibn
requirements altogether.

35



range of financial assets, including trade recdeafrom mainstream manufacturing, retail and
service companies; health care receivables; ccadit receivables or credit card backed notes or
certificates; equipment loan or lease receivaldasd;a variety of other assets. To accommodate
these assets and their originator-sellers, ABCRBrpras must offer varied and flexible financing
structures. As with other aspects of the Propéddds, the proposals for ABCP are too rigid to
permit many of the current uses of these prograwex; where such programs include robust risk
retention by both the originator or transferor lod assets and the sponsor of the ABCP conduit.
If the Proposed Rules were adopted in their curfemh, the adverse effects of such a limited
approach would likely be felt most strongly by nsream U.S. businesses that would lose a
much-needed, cost-effective funding source.

Moreover, as discussed in Part I1.B.6(a) of thitelte our analysis of the Dodd-Frank Act
and the Exchange Act leaves substantial doubt agh&iher the Agencies have the statutory
authority to subject most ABCP to any of the rigkention requirements set forth in the
Proposed Rules. If, notwithstanding that analysi® Agencies impose risk retention
requirements on all ABCP programs, the substaohiahges to the Proposed Rules described in
Parts 11.B.6(b) through (d) below will be necesstryavoid severely disrupting (or eliminating
altogether) the U.S. ABCP market and the efficherdncing this market provides to businesses
across the globe and, particularly, in the U.S.

(@) The Agencies may lack statutory authority to inpose risk
retention requirements with respect to certain ABCPand its
sponsors

ABCP fundamentally differs from many other secestcovered by the Proposed Rules
in many ways, including the following: (i) ABCP spsors retain a substantial portion (equal to
or very near 100%) of the credit risk associatetth whe ABCP by providing both liquidity and
credit enhancement commitmenig(ii) ABCP-funded transactions are privately negtd and
structured to provide flexible and efficient fungifor many middle-market and small businesses
that would otherwise lack access to the capitaketar* (iii) ABCP is issued with short initial
maturities not exceeding 397 days and, more oféss, than 270 day$;(iv) ABCP’s maturity is
rarely matched to the maturity of the issuer’s uhyiteg financial asset3® and (v) due to their
substantial “skin in the game,” ABCP sponsors ayeaerform robust due diligence and
structuring to ensure the safety of ABCP-fundeddsations? For these reasons, in our view,
there is no need for the Agencies to impose pakythurdensome risk retention regulations on
ABCP conduits and their sponsors, and we do noéelthat the Dodd-Frank Act directs the
Agencies to do so.

0 See Part I1.B.6(c)(iii) below.
*1 See Part I1.B.6(b)(i) below.
2 See Part I1.B.6(d)(ii) below.
> See Part I1.B.6(a)(i) below.
*  See Part I1.B.6(b)(i) below.
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In our analysis of the Dodd-Frank Act and its anmeedts to the Exchange Act, we were
unable to locate any clear statutory authoritytfi@e Proposed Rules’ imposition of risk retention
requirements with respect to certain ABCP and msnsoring financial institutions. Section
15G(b) requires the Agencies to prescribe risknteda requirements applicable to “securitizers”
(as defined in Section 15G(a)(3)) of “asset-backeclrities” (as defined in Section 3(a)(77) of
the Exchange Act). By imposing specific risk reitem obligations on all ABCP conduits and
their financial institution sponsors, the Propcgapears to assume that all ABCP notes constitute
asset-backed securities and that all ABCP sportsorstitute securitizers within the meaning of
the Exchange Act. However, we believe that thesaraptions deserve further consideration in
light of our analysis below, which concludes thgt thany ABCP notes (perhaps the vast
majority) are not “asset-backed securities” witliire meaning of Section 3(a)(77) of the
Exchange Act and (ii) most financial institutionpossoring ABCP programs are not
“securitizers” within the meaning of Section 15G8) We therefore urge the Agencies to
expressly exclude from the Proposed Rules’ risknt&n requirements any ABCP transaction
for which Section 15G(b) does not provide statutmuthority.

0] ABCP with an initial maturity of nine months or less
does not constitute an “asset-backed security” beaae
it is excluded from the Exchange Act’s definition 6
“security”

Section 15G(b) provides the Agencies with statutmuyhority to impose risk retention
rules with respect to “asset-backed securitiestiefned in Section 3(a)(77) of the Exchange
Act. Although the Proposal purports to impose niskention obligations with respect to the
broad universe of ABCP, most ABCP does not appearonstitute an asset-backed security
within the meaning of the authorizing legislation.

Section 3(a)(77) of the Exchange Act defines “absgeked security,” which in turn
references “security,” a term separately define®éattion 3(a)(10) of the Exchange Act. By
operation of those definitions, if an ABCP noteni a “security” under Section 3(a)(10), it is
not an “asset-backed security” under Section 373)(7Section 3(a)(10) excludes from the
definition of “security” “anynote draft, bill of exchange, or banker's acceptandech has a
maturity at the time of issuance of not exceeding monthsexclusive of days of grace, or any
renewal thereof the maturity of which is likewisenited” (emphasis added). Although a
comprehensive review of the Exchange Act’s defnitof security is beyond the scope of this
letter, we note that there appears to be no adyhthiat limits the broad exclusion of commercial
paper and other short-term notes from the defmitd security. There have been a number of
court decisions that limit the types of commergaper that fall within the exclusion, but all of
those cases relate to alleged fraud under the &estecurities laws> and the Proposed Rules’

> To avoid the antifraud provisions of the Fedeeslurities laws, commercial paper must have a iibanfrless

than nine months and must also be (1) prime quaétyotiable commercial paper, (2) of a type notrandly
purchased by the general public, that is (3) p&sered to facilitate well recognized types of cotreperational
business requirements and (4) of a type eligiblefscounting by Federal Reserve Banks. See, ®eguirities
and Exchange Commission v. American Board of Trambe, 751 F.2d 529 (Second Cir. 1984). Because
ABCP issued by traditional multi-seller conduitpitally meets these requirements, it would not dresered
a security under Section 3(a)(10) of the Exchangeefen in the application of the antifraud prowis of the
Exchange Act.
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risk retention requirements are not designed cenehtd to function as antifraud provisions.
ABCP notes are most often issued with maturitietes$ than 270 days (or nine months), and
Section 3(a)(10) of the Exchange Act excludes sABCP notes from its definition of
“security.” Therefore, such ABCP does not constitan “asset-backed security” under Section
3(a)(77) of the Exchange Act and should be excludewh the Proposed Rules’ risk retention
requirements®

In addition, strong policy reasons support the @sion of short-term ABCP from the
Exchange Act's definitions of “security” and “assetcked security” as well as from the
Proposed Rules’ risk retention requirements. AB€Rat primarily dependent upon cash flows
from the issuers’ self-liquidating financial asset®ather, because the maturity of ABCP is
rarely matched to the maturity of the issuers’ ulyileg assets, ABCP investors rely primarily
on the liquidity support and credit enhancement &BCP sponsors provide to their conduits,
which is available to pay the ABCP in full at matyr’ Even absent the Proposed Rules’ risk
retention requirements, the “skin-in-the-game” iretd by ABCP sponsors through their
liquidity and credit enhancement commitments ersutegat ABCP sponsors have strong
incentives to structure safe transactions with adexjreserves and risk retained by the relevant
originator-sellers. Little if any purpose seemsbt served by imposing the Proposed Rules’
stringent risk retention and disclosure requiremem ABCP conduit sponsors that already bear
the brunt of the risk associated with their ABCRdat programs.

(i) Most financial institutions sponsoring ABCP conduis
are not “securitizers” under the definition provided in
Section 15G(a)(3)

Section 15G(b) provides the Agencies with statutmmyhority to impose risk retention
rules with respect to “securitizers” of asset-backecurities, but Section 15G(b) does not appear
to authorize imposing risk retention obligations the many financial institutions sponsoring
ABCP programs that are not securitizers. Sect@(&)(3) defines a “securitizer” as “(A) an
issuer of an asset-backed security; or (B) a pevdom organizes and initiates an asset-backed
securities transaction by selling or transferrirggeds, either directly or indirectly, including
through an affiliate, to the issuer.” We do nolidaee Section 15G(b) authorizes the imposition
of risk retention rules on any person or entityt tfals outside such Section’s definition of
securitizer.

As described in the Proposal, the financial instns providing liquidity and credit
support to most ABCP conduits do not issue the ABGEs and rarely sell or transfer assets

% We note that the Proposal’s definition of “ABCiB"limited to asset-backed commercial paper thas“h

maturity at the time of issuance of not exceediimg months, exclusive of days of grace, or anywete
thereof the maturity of which is likewise limitedyhich mirrors the language in Section 3(a)(10Xslesion
from the definition of “security.” Therefore, albtes meeting the current definition of “ABCP” heetProposal
should be exempt from the Proposal’s risk retentéguirements.

> See Part I1.B.6(b)(i) below.
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(directly or indirectly or through affiliates) tdeir sponsored conduit&. Rather, most ABCP
conduits acquire all of their assets from thirdepariginator-sellers (or their intermediate SPVs)
not affiliated with the conduits or their sponsagriimancial institutions. Because such financial
institutions neither issue ABCP nor sell or transtesets to their sponsored ABCP issuers, they
do not constitute securitizers within the meanih@ection 15G(b). Nevertheless, the Proposal
purports to impose risk retention obligations dn“gpponsors” of ABCP conduits, regardless of
whether such sponsors constitute securitizers.

Imposing the Proposed Rules’ risk retention requésts on ABCP conduit sponsors is,
we believe, contrary to both the text and the smfi Section 15G(b), which imposes risk
retention requirements on originators of finaneasets which might otherwise be incentivized
to loosen underwriting and credit standards in eetion with originate-to-distribute
securitizations. Sponsoring an ABCP program daa&s in our view, raise the originate-to-
distribute issues attributed to certain other sézation programs because (i) ABCP sponsors
do not originate the assets being “distributed” @nddue to the substantial risk retained by
ABCP sponsors through their liquidity and credihancement commitments, ABCP sponsors
are highly incentivized to ensure that originatelleys retain sufficient residual interests in thei
ABCP-funded transactions. We therefore believe ABCP sponsors, which neither issue asset-
backed securities nor sell or transfer assetsein §ponsored ABCP issuers, are excluded from
Section 15G(b)’s definition of “securitizer” andahd be excluded from the Proposed Rules’
risk retention requirements.

For the foregoing reasons, we encourage the Ageroiexpressly exclude from the
Proposed Rules’ risk retention requirements any RBponsor that does not meet the specific
criteria for “securitizers” provided in Section 1&(X(3).

(b) Comments to the special risk retention rules fioeligible ABCP
conduits set forth in § _.9 of the Proposed Rules

We appreciate the Agencies’ efforts to provide spetsk retention rules for eligible
ABCP conduits and their sponsors in 8 .9 of thepBsed Rules, and if risk retention
requirements are ultimately applied to ABCP progathe specialized rules envisioned by § .9
will likely be of great importance to ABCP issuarsd sponsors. However, the traditional multi-
seller ABCP conduits apparently targeted by thendefn of, and rules applicable to, “eligible
ABCP conduits” do not easily fit within the rigigégquirements set forth in the Proposed Rules.
Indeed, we doubt that many (if any) such traditiomalti-seller ABCP conduits would be
willing or able to utilize 8 _.9's risk retentionption as currently drafted. To make this

% We note that this analysis is particularly relev@ the majority of multi-seller ABCP conduitsjtimay not

apply to certain single-seller ABCP conduits, whinay acquire all or a substantial portion of tlasisets from
originator-sellers or intermediary SPVs affiliatedh their sponsors.

*  See footnote 82 of the Commentary and our disouss the Proposed Rules’ definition of “sponsir'Part

[1.B.6(b)(i) below. We recognize that the Prop&sdEfinition of “sponsor” essentially mirrors tdefinition of
“securitizer” in Section 15G(a)(3) of the Excharfyd, but the Proposal and the Commentary indidzaé the
Agencies intend to impose risk retention obligation the financial institutions providing liquidignd credit
support to ABCP Conduits as “sponsors” thereof.
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important option accessible to § .9's intendedefieraries, this Part 11.B.6(b) identifies a
number of needed adjustments to the Proposed Rules.

(1) Requiring disclosure of the identities of ABCP condits’
customers is likely to have a chilling effect on & ABCP
market without providing material beneficial
information to investors

For ABCP conduit sponsors taking advantage of thepdsed Rules’ special risk
retention guidelines for eligible ABCP conduits, .§(b) would require sponsors to disclose to
prospective ABCP investors and, upon request, @oGbmmission and its applicable Federal
banking agency, the names of the relevant origirsdtlers, together with a description of the
form, amount and nature of the risk interest retdiby each originator-seller. The Proposed
Rules would also require ABCP sponsors to monidémheoriginator-seller's compliance with its
risk retention obligations and to disclose to AB@Restors any originator-seller’s failure to
comply. These disclosure requirements would regmtes dramatic change in the current
practices of virtually all multi-seller ABCP condsyi which have typically never disclosed the
names of their customers to ABCP investors. Weebelthat these changes would have a
significant chilling effect on the ABCP market wifailing to provide investors or regulators
with additional material information.

Today, ABCP conduits do not typically share withvastors specific information
regarding their individual transactions that idBngpecific originators/servicers. In fact, the
confidentiality agreements between ABCP conduitd #reir customers often prohibit such
disclosure. Rather, ABCP conduits usually provwidestors with (i) private offering documents
that focus on disclosing the identity of the spansdiere copies of the sponsor’'s most recent
financial statements can be obtained, the liquiditpport and credit enhancement provided by
the sponsor, priorities of payment, the conduiéagyal investment strategy, the general types of
financial assets in which the conduit invests, teraf the ABCP notes, relevant transfer
restrictions and the role of the placement agents @ther parties to the conduit’s program
documents and (ii) monthly reports that provide estors with information about each
transaction without identifying originators/servisdy name. Because the short tenors of ABCP
are not typically matched to the longer tenors loé issuer’s various transactions or the
underlying financial assets, investors rely prifyaon such issuer’s ability to “roll” or refinance
its ABCP or to draw upon the issuer’s liquidity aoekdit support facilities. ABCP investors
also rely on the related sponsor’s ability to idgntreditworthy customers and to structure
sound transactions. Therefore, rather than reguidetailed information regarding an ABCP
issuer’'s transactions, investors have a much greaterest in the structural protections
underlying such issuer's ABCP program (includinguldity and credit support features), such
issuer's demonstrated ability to “roll” ABCP ancdethelated sponsor’s structuring capabilities.
Given the broad liquidity and credit support praddoy sponsors, and therefore, such sponsors’
significant risk retention or “skin in the game,”"BEP investors are generally far more
concerned with the sponsor’s creditworthiness,nioma condition and demonstrated ability to
structure sound transactions for well-chosen custenprather than information regarding the
ABCP conduit’s specific underlying transactionse tidentity of each originator-seller or the
percentage of risk held by each originator-selleup to hundreds of individual and unrelated
transactions. In addition, any such detailed mfation reported by an ABCP conduit regarding
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its underlying transactions and originator-sellenay quickly become stale or misleading
because conduits’ transaction portfolios, commitisieroutstanding investments, originator-
sellers, overcollateralization and outstanding sdinated interests change rapidly and
materially, often on a daily basis. In light okethnique features of ABCP conduit programs, the
ABCP Investor Subcommittee and the ABCP Conduitf@uion of the American Securitization
Forum jointly proposed uniform reporting standafds ABCP conduits in the American
Securitization Forum’s August 22, 2010 commenelettith respect to the proposed changes to
Regulation AB*® Those reporting standards, developed by ABCPsiiave and sponsors, would
not require the disclosure of originator-seller ntiges. Based on the foregoing, additional
information regarding the identity of, and risk pims1s maintained by, specific originator-sellers
is quite unlikely to be material to ABCP investors.

The proposed disclosure requirements would impagsstantial burdens on ABCP
originator-sellers. ABCP-funded deals are typicaitructured as private transactions, and we
suspect that many originator-sellers would streslyoobject to the disclosure of their identities,
risk positions and compliance or non-compliancehwitk retention rules. In addition, for
ABCP sponsors, the Proposed Rules would requirdodisig their customer bases and other
deal-level information traditionally viewed by tB8CP market as confidential and proprietary,
which could put U.S. ABCP sponsors at a significantmpetitive disadvantage. If such
disclosures were required under the Proposed Rwkedelieve that such a requirement would
likely have a significant chilling effect on the rkat for ABCP funding.

Moreover, the required disclosures would not maligriadvance the Agencies’ stated
policy goal of providing an efficient mechanismnnitor compliance with the Proposed Rules’
risk retention requirementd. As discussed above and in Part 11.B.6(c)(iii)tlf letter, ABCP
sponsors retain, through their liquidity and cresihancement commitments, all or nearly all the
credit risk associated with their conduits’ trarigats, and ABCP sponsors are, therefore, highly
incentivized to ensure that originator-sellers hadple “skin in the game.” In practice, ABCP
sponsors carefully structure their ABCP-funded desmions to contain adequate reserves and
structural protections and receive detailed peciodeporting of asset performance and
composition. Further, as discussed above, ABCRstovs already demand and receive the
information they deem necessary to ensure that AB@#hsors themselves retain sufficient
“skin in the game” through liquidity and credit emtement commitments. Because the
interested parties in the ABCP market (both spasod investors) are highly motivated to
ensure adequate risk retention at each tier of BEFA transaction and already receive the
relevant information, the ABCP market already pdea efficient mechanisms to monitor risk
retention. Contrary to the Proposal’'s intent, reqg detailed disclosure regarding originator-
sellers is likely to introduce unnecessary ineéfi@y to this process.

80 Available at:

<http://www.americansecuritization.com/uploadedF&&FRegABIIABCPCommentLetter8.2.10.pdf

61 Section I.B of the Commentary states in releyant: “Further, the disclosures are also integrahe rule

because they would provide investors and the Agsnwith an efficient mechanism to monitor complanc
with the risk retention requirements of the progbrdes.”

41



For the foregoing reasons, we believe that ABCPhspis should not be required to
disclose the identities of their originator-sell&s

(i) Subsection (1) of § _.9(c) of the Proposed Rules is
unnecessary and should be deleted

Under 8 _.9(c) of the Proposed Rules, ABCP sporm@sequired to monitor originator-
sellers’ compliance with the special risk retenti@yuirements for eligible ABCP conduits.
Clause (1) of 8§ .9(c) provides that ABCP sponsams responsible for originator-sellers’
compliance with the risk retention rules for eligilABCP conduits, and clause (2) of § .9(c)
requires ABCP sponsors to maintain and adhereltoig@and procedures to monitor originator-
sellers’ compliance with the risk retention rules €ligible ABCP conduits and to report non-
compliance. We generally agree that ABCP sponacgsin the best position to fulfill the
monitoring role but, in our view, clause (1) of ®(c) should be deleted, as it is not only
unnecessary, but would also be impossible to gatigfor example, no ABCP sponsor could
prevent or even know whether an originator-seli@s tiolated the hedging prohibition. With
respect to clause (2) of 8 .9(c), we propose ttatFinal Risk Retention Rules permit ABCP
sponsors that rely on originator-seller risk retemtto satisfy their compliance monitoring
requirements if the transaction documents contgmesentations and warranties and covenants
obligating the originator-seller to comply withkisetention requirements and to report any non-
compliance to the ABCP sponsor.

(i)  The special rules for eligible ABCP conduits shoulehot
limit risk retention options to the “horizontal sli ce”
method and should permit the use of otherwise
available exemptions

In order for an ABCP sponsor to satisfy its riskergion requirement using the special
rules for eligible ABCP conduits, 8 .9(a) of theoposed Rules requires that the originator-
seller for each ABCP transaction maintain a spedifeligible horizontal residual interest in
accordance with 8§ _.5 of the Proposed Rules. &ectd does not, however, permit originator-
sellers to utilize any of the other risk retentmptions specified in the rules (including vertical,
L-shaped and representative sample risk retentrah the special risk retention option for
revolving asset master trusts set forth in § _.7hef Proposed Rules). This limitation would
severely limit the assets and originator-sellergilde to receive funding from “eligible ABCP
conduits.” For example, many ABCP conduits purehastes or similar instruments issued by
credit card master trusts in privately negotiatatdigactions separate and distinct from the master

2" We note that a potential alternative would beetquire disclosure of an originator-seller’s idgntinly if such

originator-seller constitutes a “Ten Percent Oltigaithin the meaning of Rule 2a-7 under the Invesit
Company Act of 1940, the definition of which is gatth in paragraph (c)(4)(ii)(D) of Rule 2a-7. kto
(perhaps all) eligible ABCP conduits actively monitheir originator-seller exposures in consideratf Rule
2a-7 because money market funds subject to thecouistitute a substantial portion of the ABCP inwebase.

In addition, if the Agencies determine that discie of originator-seller identities is necessarg,would support
the American Securitization Forum’s proposed disate of such information on a confidential basitht®
relevant regulator upon its request, rather thanireng blanket disclosure to investors. See Péii) ©f the ASF
Letter.
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trusts’ other issuances. Such master trusts, rgirfator-sellers,” would likely need to use the
special risk retention option set forth in § .7 tbk Proposed Rules rather than retaining
horizontal residual interests. As drafted, thep@sed Rules would effectively prohibit an
“eligible ABCP conduit” from funding such masteusts, and we see no policy justification for
that result, particularly given the Agencies’ atfgrno accommodate revolving asset master trust
structures under § _.7 of the Proposed RteSimilarly, the Proposed Rules should not impose
risk retention requirements with respect to othsewexempted securities (e.g., qualified
residential mortgages and qualifying commerciahfgacommercial mortgages and auto loans)
simply because such securities are being fundedarbyABCP conduit. To maintain the
flexibility necessary to accommodate the myriacexisting and potential structures for ABCP-
funded transactions, we suggest modifying 8 .Ghef Proposed Rules to allow for ABCP
originator-sellers to use any of the risk retentiogthods or exemptions available to sponsors.

(iv)  The special rules for eligible ABCP conduits should
credit the retention of risk by intermediate SPVs ad
other affiliates of the originator-sellers

Section _.9(a) of the Proposed Rules requires uakidterests to be held by the relevant
originator-seller. For true sale purposes, resdidoterests in ABCP transactions are most
commonly retained in the intermediate SPV, rathantbeing transferred back to (or retained
by) the related originator-seller, and the origimagellers or their affiliates typically hold the
equity in the intermediate SPV (a different “intgtfethan that issued to the ABCP conddit)In
addition, in many ABCP transactions, particularhoge with multiple affiliated originator-
sellers®® the residual interest or equity in the intermesli8PV may be held by one or more
affiliates of the originator-seller(s), rather thhp each originator-seller itséff. Such equity
interest can be viewed as more valuable than siraded! debt from a risk retention perspective
because it generally arises from capital contrdngiof cash or financial assets by the originator-
seller or one of its affiliates, rather than fromogwill or excess spread. In order to provide a
workable solution to this issue, and consistenhwitir recommendation in Part [I.LA.2 of this
letter with respect to securitizers, we suggesbwailg any of the intermediate SPV, its
originator-sellers or any entity affiliated withl aff the foregoing to hold the retained risk under
§ _.9(a) of the Proposed Rules so long as suchesndire in the same consolidated group.

(v) The special rules for eligible ABCP conduits should
permit common ABCP transaction structures with
multiple affiliated originator-sellers

8 See also the Agencies’ discussion of revolvirepamaster trusts in Section 111.B.4 of the Comragnt

We discuss the true sale considerations in PAr®lof this letter in the context of sponsors ateositors.

The considerations are the same for originatoeseHlnd their intermediate SPVs.

8 Seeour discussion of such transactions involving rpletiaffiliated originator-sellers in Part I1.B.6(is) below.

The affiliate holding the residual interest isenfthe ultimate parent company of the originatdtes(s) or, for

accounting reasons, may be an intermediate SP\églaetween the originator-seller and the SPV igsuin
interests to the ABCP conduit.
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Clause (2) of the Proposed Rules’ definition ofigidlle ABCP conduit” requires all
interests issued by each intermediate SPV to beosted solely by the assets of a single
originator-seller. However, many ABCP conduit sactions involve assets of multiple, usually
affiliated, originator-sellers. The Agencies apptahave included this single originator-seller
requirement to differentiate traditional multi-gxll ABCP conduits from CDOs, SIVs and
arbitrage conduit8” However, the rule as drafted is so narrow asigqualify many, if not a
substantial majority, of ABCP conduits and trangas. In order to resolve this issue while still
addressing the purpose of the rule, we suggestipeigreach intermediate SPV to be supported
by the assets of one or more affiliated originateiters.

(vi)  The special rules for eligible ABCP conduits should
permit the funding of assets that were originated
parties other than the originator-sellers

Clause (2) of the Proposed Rules’ definition ofigidlle ABCP conduit” requires all
assets held by an intermediate SPV to have beegirfated by’ a related originator-seller,
which precludes funding assets that an originadiessacquires from a third party. However,
ABCP conduit facilities are often provided in contien with M&A transactions and portfolio
acquisitions pursuant to which the acquired asasgsfinanced under the ABCP facility. In
addition, many ABCP transactions are structuremhuttiple tiers such that one or more affiliated
originator-sellers transfer assets to anothernaii#itl originator-seller or intermediate SPV, which
then aggregates the assets before transferring tmeto the SPV that issues interests to the
ABCP conduit. As currently drafted, such assetpimed by an originator-seller, whether from
a third party or from the originator-seller’s afiiles, would not satisfy the ABCP retention rule
because the assets were not originated by thenatagiseller. We therefore suggest removing
the requirement that all assets held by an intelabedSPV be “originated” by a related
originator-seller and substituting a requiremerat thll assets held by an intermediate SPV be
“transferred to the intermediate SPV” by a relatedjinator-seller or by another affiliated
intermediate SPV in the same consolidated group.

(vii)  The special rules for eligible ABCP conduits should
contemplate “club deals” and other transaction
structures with non-ABCP conduit participants

Clause (3) of the Proposed Rules’ definition oidigle ABCP conduit” requires that all
interests issued by an intermediate SPV be tranesféo one or more ABCP conduits or retained
by the related originator-seller. However, many G¥B transactions are structured as multi-
lender or “club” deals in which some of the lendeuschasers are ABCP conduits and some are
banks or other financial institutiofi%In addition, while certainly less common than befthe

7 See the Agencies’ request for comment No. 63iti6n 11.B.6 of the Commentary.

% |n many ABCP conduit transactions, the conduip®nsoring banks are also parties to the secuiitiza

documents as committed lenders/purchasers in todaovide alternative funding in the event that@B
funding is not available. We note however, thatllers/purchasers that are parties to ABCP conduit
transactions are not always sponsors of particiggiBCP conduits. This is often the case whennk blaat
does not sponsor an ABCP conduit desires to ppatieiin a structured credit facility or when a loaver
desires to diversify the funding sources underwictired revolving line of credit. Even in single-
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credit crisis, some ABCP transactions may benaftmf insurance policies or hedging
arrangements, the providers of which could be deéemee hold “interests” issued by an
intermediate SPV. Finally, an originator-selleesained interest, if any, may be held through its
or its affiliate’s ownership of the equity in theermediate-SPV, rather than directly. We see no
policy basis for excluding ABCP-funded transactiovith the foregoing features, and doing so
would limit the utility of 8 _.9 for traditional niti-seller ABCP conduits. We therefore suggest
substantially revising clause (3) of the definitioh“eligible ABCP conduit” to provide greater
flexibility to contemplate the universe of commoB®@P structures.

(© Comments regarding ABCP sponsors’ utilization 6 non-
ABCP-specific risk retention options

Although many ABCP sponsors may avail themselvethefspecial rules set forth in
8 _.9 of the Proposed Rules, certain sponsorgwefier to satisfy the risk retention requirements
by utilizing the other risk retention methods sfiedi in the Proposed Rules for asset-backed
securities generally. The following discussionss@irth adjustments necessary for ABCP
sponsors to comply with the Proposed Rules’ genes&l retention methods in light of the
unique structures of ABCP conduit programs.

0] 8 .9 of the Proposed Rules should clearly indicathat
sponsors of eligible ABCP conduits may comply with
the risk retention rules other than by using the spcial
rules set forthin 8 .9

Section _.9(a) of the Proposed Rules provides wetsonable clarity that an ABCP
sponsor will be deemed to have met its risk re@endbligations if it complies with the special
criteria applicable to eligible ABCP conduits. Hewer, we anticipate that some sponsors of
eligible ABCP conduits may instead choose to satisé risk retention requirements by using
one of the other methods set forth in 88 .4, .6and .8 of the Proposed Rules. We request a
clear statement in the Proposed Rules permittindBGP sponsor to satisfy the risk retention
requirements for a sponsored “ABCP conduit” by gsime of the methods set forth in 8§ .4,
_.5, .6 and _.8, rather than being limited togpecial risk retention option set forth in § .9.
We believe such a statement would provide sponsetis substantially greater certainty
regarding their obligations under the Proposed fuldnile the risk retained directly by ABCP
sponsors would satisfy the Agencies’ goal of insgrihg sponsors to structure and select
transactions for their sponsored conduits carefaig safely.

(i) 8 .9 of the Proposed Rules should clearly indicathat
if a sponsor of an eligible ABCP conduit itself redins
the required risk position, originator-sellers will not be
required to meet the Proposed Rules’ risk retention
requirements

lender/purchaser transactions funded by a singl€RBonduit, the conduit’s program support provioften
serves as an alternate lender or purchaser allovengrogram support provider to fund the dealadiye
rather than through liquidity, if necessary.
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Under 8 .9 of the Proposed Rules, an ABCP sponaar fulfill its risk retention
obligations by requiring originator-sellers to nain the specified 5% residual interest. If, on
the other hand, a sponsor itself retains the reduiisk position as discussed in Part I1.B.6(c)(i)
of this letter, we believe that the related origgmasellers should be deemed to have satisfied
their risk retention obligations if the Proposedd’uapply to such originator-sellers directly as
sponsors of an ABS interest issued to the relat®@ conduit. We believe this is particularly
important in light of the key role that ABCP progra play in providing capital markets funding
to start-up and middle-market businesses. Sucimdases often rely on ABCP conduits for
efficient financing because such businesses laglstiphistication or resources to participate in
the broader capital markets, particularly givenghbstantial cost of complying with the myriad
of regulatory requirements applicable to asset-bddecurities. Rather, ABCP-funding allows
such businesses to obtain financing at attractesrthrough negotiated transactions flexibly
structured to meet the unique operational capedsléind limitations of such businesses. In this
way, ABCP conduits function more like specializeghks than term ABS issuers. However,
many ABCP-funded transactions are necessarily tstred in a manner that would bring them
within the Proposed Rules’ definition of “ABS inést,” and this raises the prospect of many less
sophisticated originator-sellers being deemed “spsi subject to the Proposed Rules. We
believe that many originator-seller customers ofC&Bconduits would be unwilling or unable to
comply with the relatively inflexible risk retenticand disclosure requirements set forth in the
Proposed Rules. Furthermore, requiring theseraigi-sellers to retain the specific forms and
amounts of risk specified in the Proposed Rulesset® serve little if any purpose given the
substantial incentives ABCP-sponsors have to siracttheir ABCP-funded transactions
carefully with adequate reserves and structuraleptimns (including originator-seller provided
“skin in the game”). In order to preserve ABCP as important financing source for these
businesses, we propose adjusting the Proposed ®utaslude ABCP-funded transactions from
the definition of “ABS interest” so long as theatd ABCP sponsor itself retains the required
risk position with respect to its ABCP conduit sing the methods set forth in 88 _.4, .5, .6
and .8 of the Proposed Rules.

(i)  ABCP conduit sponsors should be permitted to satigf
the risk retention requirements through existing cedit
enhancement and liquidity commitments

Rather than taking advantage of the special riggnt®n options available for eligible
ABCP conduits under 8 .9 of the Proposed Rulesnsmrs of some ABCP conduits may
choose to utilize the other risk retention opti@vailable for non-ABCP securities. Financial
institutions that sponsor ABCP conduits currendtam a substantial degree of risk or “skin in
the game” with respect to their conduits’ underyiassets by providing significant liquidity
support for their conduits’ ABCP (often 102% of parorder to cover both initial principal and
accrued interest and discount to maturity) as aslprogram-wide credit enhancement in the
form of letters of credit or similar instrumentsSuch liquidity and credit enhancement
commitments have long been standard practice iAB@P market. Indeed, the Agencies have
required a 100% liquidity commitment from a spomsgrbank as a condition to reliance on
8§ _.9. The Agencies have not, however, treatedf@my of unfunded risk retention (other than
guarantees from Fannie Mae or Freddie Mac whilg teenain in conservatorship), including a
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letter of credit issued by a regulated financiatitation, as being effective risk retention for
ABCP programs or otherwige. We believe such an approach confuses alignmeirtterfests
and risk retention, both of which are amply prodde this circumstance, with an actual cash
infusion. Notwithstanding the approach taken bg #hgencies in recognizing vertical risk
retention, permitting only funded risk retentionutmb be viewed as regulating the quality of
credit enhancement, rather than requiring ABCP spanto retain credit risk exposure. Section
15G(b)(1) instructs the Agencies to “prescribe fagons to require any securitizer to retain an
economic interest in a portion of the credit risk for any asset that the securitizer, through the
issuance of an asset-backed security, transfells, se conveys to a third party” (emphasis
added). There can be no doubt that, whether orfurated, ABCP conduit sponsors’ credit
enhancement and liquidity commitments constitutbstantial “economic interests” in their
programs’ credit risk.

ABCP investors, which to our knowledge are virtyadlll sophisticated institutional
investors, have relied on the commitments of cansjudnsors to such a degree that they largely
(perhaps entirely) rely on the credit quality aegutation of the sponsoring financial institution,
rather than the character or quality of the consluinderlying assetS. Given the risk typically
retained by an ABCP conduit sponsor through itsuitidy and credit enhancement
commitments, we believe that the Proposed Rulesuldhbe adjusted to permit such
commitments to satisfy a sponsor’'s risk retentidiigations as qualifying horizontal risk
retained under § _.5.

(2) Credit enhancement commitments should be
permitted to satisfy ABCP sponsors’ risk
retention obligations

The majority of ABCP sponsors provide program-wiale transaction-specific credit
enhancement commitments to their sponsored ABCRwtsn Sponsors provide such credit
enhancement commitments in the form of lettersredlit or similar instruments, which require
the sponsors to fund drawing requests unconditipnalithout regard to the quality or
performance of the underlying assets or the solwehthe ABCP conduit. Although such credit
enhancement commitments are not typically fundettash collateralized,” these commitments
must typically be provided by a sponsor carryingddr ratings equivalent to or higher than the
conduit's ABCP (e.g., “A-1" / “P-1" in most cases)Such credit enhancement providers are
extremely unlikely to default on their funding contments. In fact, we are not aware of a
single multi-seller ABCP conduit sponsor that hasredefaulted on its credit enhancement
commitment (or its liquidity commitment), even chgithe credit crisis.

% We appreciate the Agencies’ decision not to cobtigations with respect to representations andamties as

a form of risk retention, given the potential difflties in enforcing those obligations. Howeveiglsa position
cannot reasonably be extended to bank-issueddettaredit, similar bank-provided credit enhancethte
bank-provided “wrapped” liquidity commitments.

0 At the same time, ABCP is in fact supported thjgh quality pool of financial assets acquired pars to

program guidelines that require significant ristergion by the originators or sellers of those &saad
generally also stringent performance-based trigtpeswill cut off new transfers from such origioasellers if
performance declines. In many instances, howekerproposed ABCP rules do not provide credit ftires of
these forms of risk retention.
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In the recently adopted European risk retentioresulthe Committee of European
Banking Supervisors expressly permit unfunded tredhancement commitments to satisfy
ABCP sponsors’ risk retention obligatioffs. We encourage the Agencies to emulate the
European risk retention rules with respect to ABZ&lit enhancement commitments. Failure to
adopt similar measures would unfairly ignore thiessantial credit support currently provided by
U.S. ABCP conduit sponsors and would impose subataadditional costs on U.S. ABCP
conduits and their sponsors — likely placing U.8CG® and domestic businesses funded by U.S.
ABCP at an additional significant competitive digadtage’>

(2)  The Proposed Rules should credit ABCP
sponsors’ substantial liquidity commitments

In addition to credit enhancement, ABCP sponsos® aktain significant risk by
providing liquidity support for their conduits’ ABZ (often 102% of par in order to cover both
initial principal and accrued interest and discotmtmaturity). These liquidity commitments
typically take the form of agreements to purchabe tonduit's underlying assets (or
participating interests therein) in the event tballections on the assets are not sufficient to
repay maturing ABCP and such maturing ABCP canmt'tblled” or refinanced with new
ABCP. Many ABCP sponsors provide “wrapped” liqtydfor all or a portion of their ABCP
conduits’ transactions. Such “wrapped” liquiditpnemitments require the sponsor to fund
without regard to the credit quality of the undertyassets. The sole condition precedent to a
wrapped liquidity provider’s funding obligation &requirement that the ABCP conduit not be
bankrupt, which is an exceedingly unlikely eventegi the bankruptcy-remote structuring of
these conduit8® Such bankruptcy conditions do not (and are ninited to) materially reduce
the credit risk borne by the sponsor. Effectivedyn, ABCP sponsor that provides wrapped
liquidity retains 100% of the credit risk on thedenlying assets. Therefore, we encourage the
Agencies to permit ABCP sponsors to satisfy thek mretention obligations by providing
“wrapped” liquidity commitments, where the only clition to funding is that the ABCP conduit
not be bankrupt.

(3) The Proposed Rules should excludge minimis
first-loss positions in determining risk retention

Through their credit enhancement and liquidity cdtmmants, many ABCP sponsors bear
the first-loss risk associated with their condudssets but, for accounting or similar reasons, a
de minimisportion of the first-loss risk is sometimes traamséd to a non-affiliated third party
through the conduit’s issuance of a subordinated noa similar interest, often referred to as a
“first-loss note” or “expected loss note.” Themmipal amount of and, therefore, the maximum

L CEBS Guidelines, at paragraph 57.

2 We would also support the American Securitizaffonum'’s proposal to include, as permissible hariabrisk

retention for ABCP conduits, “Program Support Fte#” sponsored by program support providers megeti
the American Securitization Forum’s proposed d#éiniof “eligible program support provider” as debed in
Part C.ii of the ASF Letter.

Note that, even after the recent credit crisis,ane not aware of a single traditional multi-seA8CP conduit
subject to a voluntary or involuntary bankruptcpgeeding.

73
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risk borne by, such first-loss notes rarely exce2@sbasis points (0.20%) of a conduit’s
outstanding ABCP. Even with such a subordinataé moplace, the conduit sponsor continues
to bear a substantial and, in our view, more thdficeent portion of the ABCP program'’s real
credit risk. Therefore, we encourage the Agenmesxcludede minimidfirst-loss positions held
by third parties in determining whether an ABCP rgar has fulfilled its risk retention
obligations’®

It has been suggested that, in ABCP conduit progréne overcollateralization and other
reserves supporting each of the various transactionded by the ABCP conduit, rather than
such conduit’s credit enhancement and liquiditylitees, constitute the first-loss risk position.
This argument is advanced in support of excludimguidity and credit enhancement
commitments from eligible risk retention for ABCPnduit sponsors. Such an argument is
analogous to suggesting that, in a typical auta Eecuritization, the vehicle owners’ equity in
their cars, rather than the most deeply subordihaiass of notes or equity certificates,
constitutes the first loss position. For both AB&RI our hypothetical auto loan securitization,
such a view is inconsistent with the widely accdptencept of “first-loss” and mischaracterizes
the substance of these transactions. A central gbahe Proposed Rules’ risk retention
requirements is to ensure that sponsors of ass&ebtasecurities are properly incentivized to
carefully structure sound securities. In our hipetital auto loan securitization, the sponsor
could meet such requirements by, among other msthwalding the prescribed horizontal or
vertical slice of the relevant securities, theretiigning the sponsor’s incentives with those of
other investors. Ignoring such a sponsor’s hot&loor vertical slice based on an argument that
the real “first loss” is the vehicle owners’ equiitytheir cars would neither advance the purposes
of the Proposed Rules nor comport with acceptekebaractices. Similarly, an ABCP sponsor
that provides liquidity and credit enhancement camm®ants that support repayment of its
conduit’'s ABCP has aligned its incentives with thag ABCP investors. These commitments
encourage ABCP sponsors to carefully structure gdmemnsactions on behalf of their ABCP
conduits and to ensure the proper administratich&f conduits’ ABCP programs. As with our
hypothetical auto loan securitization, ignoring &BCP sponsor’'s liquidity and credit
enhancement commitments based on an argument tieat real “first loss” is the
overcollateralization and other reserves supporgch of the various transactions funded by the
ABCP conduit would neither advance the purposeshefProposed Rules nor comport with
accepted market practicEsTherefore, we strongly encourage the Agencieseject any
argument that ABCP sponsors’ liquidity and credih@cement commitments do not represent
the first-loss positions in ABCP programs.

" We suggest that any such subordinated firstpos#tions not greater than 1.00% of an ABCP issuer’
outstanding ABCP should qualify age' minimis’ consistent with the American Securitization Fors
proposal described in footnote 74 in Part VII.Gfithe ASF Letter.

> We acknowledge that vis-a-vis any particular $eartion funded by an ABCP conduit, the overcolkdization

and other reserves represented by the residuat#tteetained by an originator-seller represeinsélbss
position solely with respect to that specific traction in precisely the same way that a vehicleargrequity
in a car represents the first-loss position in@stzed auto loan. However, from the perspectizan ABCP
investor, an ABCP issuer or an ABCP sponsor, tleen® doubt that the first-loss position (as sushcept is
commonly understood) is held by the bank or finahicistitution providing the supporting liquidityid credit
enhancement commitments. Similarly, no invesssuér or sponsor of an auto loan securitizationdveiew
the underlying vehicle owners as holding the fiosts position in the securitization.
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(4)  Appropriate consideration of credit
enhancement and liquidity commitments is
critical to maintaining the ABCP market’'s
vitality

Due to the credit enhancement and liquidity comrarite made by ABCP sponsors,
ABCP is fundamentally different from all other ocgdeies of asset-backed securities covered by
the Proposed Rules. Today (even prior to enactmoktiie Proposed Rules), a typical ABCP
conduit sponsor bears, in substance, 100% or veay H00% of the credit risk associated with
its sponsored conduit's ABCP, and even during tleestvU.S. credit crisis since the Great
Depression, ABCP sponsors continued to honor tleegdit enhancement and liquidity
commitments® ABCP clearly does not raise the originate-toriiste concerns found with
respect to other asset-backed securities for wthehProposed Rules require only 5% risk
retention. Failing to credit ABCP sponsors for gwbstantial risk they retain through credit
enhancement and liquidity commitments will imposevrand onerous costs on ABCP programs
— possibly pricing such programs out of the creadirkets. Such a result seems to run contrary
to the Dodd-Frank Act’s intent, which seems to emage securitizations like ABCP programs
in which sponsors retain all or nearly all the aredk associated with the underlying assets. For
the reasons expressed above, we firmly believeAB&P sponsors should be permitted to apply
their credit enhancement and liquidity commitmetatsatisfy the risk retention requirements,
and we would be happy to work with the Agenciedliafting the necessary revisions to the
Proposed Rules.

(iv)  Section _.5(b) of the Proposed Rules should permit
ABCP sponsors that are not FDIC-insured U.S. banks
to satisfy the horizontal cash reserve account
requirements with deposits in any regulated liquidiy
provider

As drafted, 8 _.5(b) of the Proposed Rules requihes amounts in horizontal cash
reserve accounts be invested in short maturity. UrSasury securities or deposits in FDIC-
insured depositary institutions. However, many AB§ponsors that meet the Proposed Rules’
definition of “regulated liquidity provider” are meU.S. banks that are not FDIC-insured
depositary institutions. In order to permit suplorssors to satisfy their risk retention obligations
through the horizontal cash reserve account optiansuggest amending § .5(b)(2)(ii) of the
Proposed Rules to permit the use of deposits iregylated liquidity providef’

% See Part VII.C.ii of the ASF Letter, which costisABCP sponsors’ consistent performance of their

unconditional credit enhancement commitments wigputable payment obligations supporting certain
different categories of asset-backed securities.

" We support the American Securitization Forumsgmsal in this regard, which appears in Part Viii.6f the

ASF Letter.
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(d) Comments generally applicable to ABCP

Whether ABCP conduit sponsors fulfill their riskestion obligations under 8 .9 of the
Proposed Rules or in a manner generally applicibédl asset-backed securities, the following
adjustments to the Proposed Rules should be madedar to adequately address the unique
characteristics of ABCP programs.

0] The definition of “sponsor” must be revised if it 5
intended to include financial institutions that provide
liquidity and credit support to ABCP conduits

The Proposed Rules’ definition of “sponsor” curbgndnly includes “a person who
organizes and initiates a securitization transadbip selling or transferring assets, either disectl
or indirectly, including through an affiliate, thd issuing entity.” Financial institutions that
provide liquidity and credit support to ABCP condudo not often fall within that definition
because such institutions rarely, if ever, transf&sets to their ABCP conduits. On that basis,
these ABCP programs arguably do not have a spotimsdr should bear the related risks.
However, we acknowledge that the Proposed RulesttandProposal’s associated commentary
clearly indicate the Agencies’ intent to treat #hésancial institutions as the “sponsors” of their
related ABCP conduits. To the extent that the Agenconclude, notwithstanding our positions
to the contrary, that (i) the regulation of ABCRograms is within the authorization given to
them under the Dodd-Frank Act, and (ii) the banknsor of a conduit is appropriately the
“securitizer” for purposes of the statutory reqment, we recommend clarifying the definition
of “sponsor” to match that intent.

(i) The definition of “ABCP” should be revised to include
asset-backed commercial paper with an initial matuity
of up to 397 days

A significant percentage of ABCP investors are nyomarket funds subject to Rule 2a-7
under the Investment Company Act of 1940, and tmroercial paper market generally accepts
commercial paper notes with initial maturities up 397 days in keeping with Rule 2a-7’s
general prohibition against money market funds agusecurities with longer maturities. The
Proposed Rules’ definition of “ABCP,” which limit&ABCP” to notes with initial maturities not
exceeding nine months, is therefore inconsistetit @xisting commercial paper market practices
and could be viewed as inconsistent with Rule ZatiBatment of money market instruments.
This discrepancy would prohibit money market instemts with maturities between nine months
and 397 days, which are commonly viewed in the etads asset-backed commercial paper,
from utilizing the risk retention option for eligdo ABCP conduits in 8§ .9 of the Proposed
Rules. To avoid inadvertently excluding these AB&duits, 8 .9 should be expanded to
include conduits issuing ABCP with initial matueii not exceeding 397 daifs.

8 We note that in our view, as discussed in PaBt6(a)(i) above, ABCP with an initial maturity nine months

or less should be exempt from the Proposal’s esintion rules because it does not constitute ssetabacked
security” under the Exchange Act.
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(i)  The Proposed Rules’ various risk retention alternates
should be available on a transaction-by-transaction
basis

As drafted, the special risk retention option figible ABCP conduits set forth in § .9
of the Proposed Rules is only available with respe@ particular ABCP conduit on an all-or-
nothing basisi(e., the sponsor will only be deemed to have compliezhch of the conduit’s
transactions provides for eligible risk retentionthe applicable originator-seller). We see no
policy reason why an ABCP conduit’'s sponsor shdwdprohibited from utilizing the 8 .9
option with respect to some of the conduit’s unglad transactions while retaining risk directly
in accordance with the Proposed Rules’ generalbjiegble risk retention options (such as those
set forth in 88 _.4, .5 and _.6) with respecthi® ¢onduit’s remaining transactions. We urge the
Agencies to permit risk retention on a transachgrtransaction basis, which would both serve
the purposes of the Proposed Rules and provide AB®HEuUIt sponsors with additional needed
flexibility.

(iv)  The Proposed Rules should provide compliance
deadlines permitting the amendment or restructuringof
existing ABCP-funded deals

Even after the Proposed Rules are adjusted as veeduggested, many existing ABCP-
funded transactions will need to be amended oruetstred in order to comply with the special
risk retention option set forth in 8 _.9 of the pweed Rules. ABCP conduits commonly enter
into ABCP-funded transactions with commitment pésiaip to five years and perhaps longer in
certain cases. Conduits and their sponsors velieflore not have an opportunity to compel the
amendment or restructuring of such transactiong thrgy terminate in accordance with their
terms or are renewed. In order to permit spongbexisting eligible ABCP conduits to utilize
8 .9's risk retention option, we recommend that Agencies only apply the new risk retention
requirements with respect to ABCP-funded transastientered into or renewed after the
effective date of the Final Risk Retention Ruled/e note that such an approach would be
consistent with risk retention rules recently aédpby the Committee of European Banking
Supervisors?

7. Commercial mortgage-backed securities (§ _.10)

Proposal8 .10(a) provides that for CMBS transactions anspo may satisfy the risk
retention requirements “if a third party purchagarchases an eligible horizontal interest in the
same form, amount, and manner as would be reqoir¢lde sponsor” under the risk retention
rules and certain conditions are satisfied.

(@) Commercial real estate loan definition

One of the conditions to be satisfied is that ‘&st 95% of the total unpaid principal
balance of the securitized assets in the securdizare commercial real estate loans.” Proposal

9 See Committee of European Banking Supervigird)ecember 2010 Guidelines to Article 122a ofGhgital

Requirement Directiygparagraphs 8 and 131.
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8 .16 defines “commercial real estate loan” arnecgjgally excludes from such definition land
loans and loans to real estate investment truREI{T's”).

(1) Land loans

The term “land loan” is not defined in the Proposades. We request that the Agencies
define land loan to mean a loan secured entirelyubynproved land. It is common for
commercial mortgage loans to be made to a borroagrowns the fee interest in the property
that secures the mortgage but ground leases tldettaan unrelated third-party ground-lease
tenant that owns and operates the improvementh@and. The funds available to pay the
borrower's commercial mortgage loan are the leasgments made by the tenant under the
ground lease. In order to provide more certaihgt such a commercial mortgage loan would
not be considered a “land loan,” we request then&gs to make it clear that a land loan means
a loan secured entirely by unimproved land. Thange would make it clear that the exclusion
applies only to loans secured entirely by unimpdovaw land, which is what we believe the
provision is intended to capture.

(i) REITs

It is common for commercial mortgage loans (i.eortigage loans secured by real estate,
as opposed to unsecured loans) to be made to saresdof REITs or, in some cases, to REITs
themselves. There is no discussion in the Propddhke rationale for excluding loans to REITs
from the definition of commercial real estate lo@nwhat constitute loans to REITs. Some
participants on the Committees believe that exclusf loans to REITs is intended to cover
loans to REITs that are not secured by commerciahdtifamily property. This interpretation
seems a reasonable one, inasmuch as we cannotldtenaupolicy reason to treat traditional
commercial mortgage loans differently under thepBsed Rules based on whether the borrower
is or is not a REIT. As such, we request thatAlgencies make it clear that loans to REITs
means unsecured loans made to REITs and wouldoret commercial mortgage loans made to
REITs or subsidiaries of REITs that otherwise $atibe requirements of the definition of
commercial real estate loan.

(b) Source of funds

A second condition that must be satisfied in ortteruse the third-party purchaser
retention alternative is that the third-party pasér “does not obtain financing, directly or
indirectly, for the purchase of such interest framy other person that is a party to the
securitization transaction. ... “ The languadethos provision is quite broad and could be
interpreted to prohibit the third-party purchasesni having any general corporate finance
facilities with other parties in a securitizati@uch as sponsors and trustees. We request that the
Agencies make it clear that this condition is tolibeted to financing obtained for the specific
purpose of obtaining the requisite eligible horibninterests in securitizations so that the
condition would not have the unintended consequefgarohibiting general lending facilities
from existing between the third-party purchaser asécuritization participant.
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(c) Duty to comply

Under 8§ .10(b) of the Proposed Rules, sponsorsreayeired to monitor third-party
purchasers’ compliance with the special risk retentequirements for CMBS. Clause (1) of
8 _.10(b) provides that sponsors are responsibléhia-party purchasers’ compliance with the
risk retention rules, and clause (2) of § _.10@quires sponsors to maintain and adhere to
policies and procedures to monitor third-party pasers’ compliance with the risk retention
rules and to report non-compliance. We generghgathat sponsors are in the best position to
fulfill the monitoring role; however, in our viewglause (1) of § .10(b) should be deleted,
inasmuch as it is not only unnecessary but alsddvioet impossible to satisfy. For example, no
sponsor could prevent or even know whether a thandy purchaser has violated the hedging
prohibition. With respect to clause (2) of 8 _Hd)(we propose that the Final Risk Retention
Rules provide that sponsors of CMBS transactioreg tely on third-party purchaser risk
retention are deemed to satisfy their compliancenitoaong requirements if the transaction
documents contain representations and warranties canenants obligating the third-party
purchaser to comply with risk retention requirenseand to report any non-compliance to the
sponsor.

(d) Sharing of the risk retention obligations in CMBS

Section _.13 of the Proposed Rules would allow anspr to allocate the retention
obligation among the sponsor and multiple origimatoHowever, the Proposed Rules do not
appear to allow the retention obligation to be stlawith the sponsor or originators if the CMBS
third-party purchaser retention option is utilizedin order to provide as much flexibility in
structuring CMBS transactions as reasonably passiérid to minimize the potential for higher
borrowing costs to borrowers under CMBS loans, wquest that the Agencies consider
allowing a sponsor to satisfy its retention obligatthrough the third-party purchaser option in
combination with other retention alternatives —  eajjocation among sponsor, originators and
third-party purchaser. For example, a sponsor @vViBS transaction could allocate (i) 60% of
the retention obligation (e.g., a 3% vertical glite an originator that originated 60% of the
loans in the transaction, (ii) 20% of the retentminligation to the sponsor (e.g., a 1.042%
vertical slice) and (iii) 20% of the retention adtion to the CMBS third-party purchaser (e.g., a
1% eligible horizontal interest).

There are a limited number of investors that investhe first-loss tranches of CMBS
deals. Requiring these investors to retain a S¢tbé horizontal interest (which is more than
such investors typically purchase in CMBS deals) arohibiting the investors from transferring
such interests will result in their purchasing capes being reached more quickly than is the
case today. With fewer investors having the cdpaoi make new investments, higher yields
might be necessary in order to attract more invest@hich could increase borrowing costs.
Providing more flexibility by allowing the third-pig purchaser retention option to be combined
with other retention options could help alleviale tcapacity issues that many of the existing
CMBS first-loss investors will face under the exigtProposal.
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8. Premium capture cash reserve account (8 _.12)

In addition to the requirements to retain risk meoof the forms discussed above, the
Proposed Rules require that any premium or purcpase received by a sponsor with respect to
its sale of any premium ABS interest or intereditdhBS interest (or the value of an interest-
only strip, even if not monetized) be captured separate, deeply subordinated account that will
be available to cover losses on the underlyingtass#il the related ABS interests are paid in
full.®° Although the express intention of the provisiis$o prevent the sponsor from negating
the intended alignment of interests with investorextracting greater value from the transaction
at closing, the effect of the provision goes weatnd this rationale. Even if the interest-only
strip is not monetized but is intended to be heldHg sponsor to maturity as an interest in the
securitization vehicle—presumably adding furtheigrahent of interests—the value of that
interest-only strip would have to be placed in pnemium capture cash reserve account unless
such strip is the most junior interest in the sii@ation. In our view, the proposed premium
capture cash reserve account is punitive rather pheventive.

We do not want to delve deeply into the economitghe circumstances in which
premium interests may arise, as we believe thatrgeers, investors and other market
participants may be in a better position to arateilthis view. Nevertheless, we are concerned
that § .12 as drafted may change the way in whi@dncial assets are originated, sold and
hedged, possibly in ways that are adverse to b@mavand may make it impossible to securitize
certain loans. It is unclear whether the Ageneaiesattempting to prevent the securitization of
premium loans or the existence of such loans, &ortte sponsors to transfer all value embedded
in securitized assets to investors even when timvsstors do not pay for such value. Certainly,
the Agencies do not expect transactions to be dssuahich the premium capture cash reserve
account is actually funded, because the Propaai@sstjuite directly:

As a likely consequence to this proposed requirésnehe Agencies expect that
few, if any, securitizations would be structured nmnetize excess spread at
closing and, thus, require the establishment ofeanjum capture cash reserve
account, which should provide the benefits desdridmove®”

Structuring securitizations to include assets \eitbedded premium but avoid the need
to fund this account is not straightforward and magke securitizations far more difficult and
costly without meaningfully addressing the Agenceescerns.

Mortgage loan pricing and valuation is complex amepends on many variables,
including rate lock agreements, inclusion of feed alosing costs in principal balance or rate,
and general movements in interest rate. To thenéxhat an originator has hedged its rate
exposure, what may appear as a premium in the wdltree loan may be offset by a loss on the
hedge which is not captured in the proposed formiNar does the proposed formula consider
whether the sponsor purchased the asset at a preand thus is not making a profit on the

8 Proposal, at 24113.
8 Proposal, at 24113.
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securitization or whether the “premium” in factlests out-of-pocket third-party costs advanced
by the originator, such as filing fees or titletinsnce cost&’

As we indicate elsewhere in this letter, each askes is different, and its pricing
attributes have different significance. In crechirds, excess spread is an at-risk amount that
varies with the overall performance of the creditdcbusiness and reflects continual adjustments
by the originator to the pricing of loans basedlos payment history of the borrower and market
conditions. For mortgage loans, however, the mpgicis established at the time of loan
origination and there is no similar concept of esscepread. Moreover, loan pricing may reflect
borrower choices rather than credit quality. Feample, two identical borrowers, with
identically valued properties and identical cretibres and income levels, entering into loans on
the same date and each taking a conventional 30fixeal-rate mortgage loan, could well end
up with different interest rates on their loansduhsolely on the choices they made with respect
to fees and costs. If one borrower pays her angtsf pocket, and obtains a 5% interest, and the
other chooses to add his costs into the rate atadnsba 5.25% interest rate, the extra 0.25% in
the second borrower’s rate is not a risk premiumis-the rate equivalent of the advanced costs.
It is thus not considered excess spread. If, ensime date, a third buyer with a riskier credit
profile paid his costs out of pocket and obtainddam with a 6% interest rate, that loan might
still be valued at par because of the increasdd sisnilarly would reflect no “excess spread”
(because the increased risk of that loan wouldefieated in the overall securitization pricing),
and no premium would be generated in the secuiitizaf that loan.

Accordingly, in our view, the premium capture psigns as drafted at best reflect a
fundamental misunderstanding of excess spreadtamdrat go beyond the Agencies’ expressed
rationale of prohibiting the evasion of the risktergion requirements by capturing the
“substantial excess spread” generated by certaiterlying asset class€$. As with other
provisions of the Proposed Rules, the premium captguirement presents significant practical
and business issues.

The Proposed Rules would prohibit sponsors fromouping the costs of loan
origination, requiring, in effect, that sponsors anginators retain the risk relating to such
amounts in addition to the 5% base risk retenteguirement. As a result, originators will be
faced with the choice of either passing originatmosts on to borrowers or incurring such

8 The provisions of the Dodd-Frank Act which foarsthe issues associated with building fees anereses

into rates, though prohibiting practices that aesvwed as abusive, specifically provide that thevaht
amendments to the Truth in Lending Act shall notbestrued as:

restricting a consumer’s ability to finance, a tiption of the consumer, including through priatipr
rate, any origination fees or costs permitted urllisrsubsection, or the mortgage originator’s trigh
receive such fees or costs (including compensation) any person, subject to paragraph (2)(B), so
long as such fees or costs do not vary based aetins of the loan (other than the amount of the
principal) or the consumer’s decision about whetbdmance such fees or costs.

Dodd-Frank Act, Section 1403 (amending Truth imdieg Act Section 129B). Although we express remsg on
the proper interpretation of Section 1403 or thyleage referenced above, we believe that any rikiega
intended to implement or clarify Section 1403 skdug done formally in accordance with the proceslure
established for that provision, rather than indisethrough the risk retention provisions.

8 Proposal, at 24151.
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expenses without any opportunity to recoup suchuatsountil most of the loans are paid in full.
It can be expected that such restrictions willany event, increase the cost of borrowing and
inhibit the recovery of the primary lending market.

Finally, we believe that it may become difficult mnpossible to structure transactions
involving assets that generate substantial exqaeag in a way that will permit the securitizer
to achieve sale treatment due to the adverse gftédthe premium capture cash reserve account
rule. A securitizer seeking to obtain sale treatimeill likely need to use the vertical interest
form of risk retention in order to achieve saleatneent, as any option involving horizontal risk
retention will likely give the securitizer too muact a continuing interest in the issuing entity.
But the premium capture rules will require the siizer to hold a horizontal interest in the
issuing entity, either in the form of the premiuapture cash reserve account or in the form of a
deeply subordinated interest in the excess spiatdthis sort of horizontal interest is precisely
the type of interest that can cause the assegsrtain on the securitizer’'s balance sheet.

Moreover, as we discuss elsewhere, the highemextanterest may both jeopardize sale
accounting treatment and create questions abouthetha legal true sale of the assets has
occurred. The accounting issues may further iserélae cost of the securitization, and the legal
issues may make it impossible for such securititeneceive the requisite opinions as to true
sale and to delink the ratings of the securitiesnfithe ratings of the securitizer—essentially
making such a transaction impossible.

Accordingly, we believe that the proposed rulesawer-reaching, and we do not believe
that a premium capture cash reserve account ixessary addition to the base risk retention
requirements. As proposed, the premium captureigioms indiscriminately enforce additional
risk retention on many transactions, including memyhich the supposed “premium” is nothing
more than a return of out-of-pocket expenses, byereducing the efficiency of the market and
increasing transaction and operating costs, withduaincing the purposes of Section 941 of the
Dodd-Frank Act— that is, to protect investors armrbwers. Rather than improving and
restarting the private securitization market, th@ssisions will merely hinder it.

1. Transfer of Risk Retention
A. Allocation to the originator (§ .13)

As a general matter, the Proposed Rules provide thiea sponsor of a securitization
transaction is solely responsible for complyinghwiithe risk retention requirements established
under Section 15G. However, Section 15G permitd,the Agencies propose to include, rules
permitting a sponsor to reduce its risk retentiegquirements by the portion of the risk retention
obligation assumed by the originator of the as¥et3he ability of an originator to satisfy a
sponsor’s risk retention requirement is subjectatmumber of conditions, including: (1)
retention of risk by an originator is permitted ymbr the vertical and horizontal forms of risk
retention; (2) to the extent that both the spomsal an originator retain a portion of the required
risk retention, both must hold in the same manndrigh we read to mean the same form) and

8  See § .13 of Proposal, at 24163.

57



subject to the restrictions on hedging, transfgrand pledging; (3) an originator must acquire
and retain a minimum of 20% of the aggregate r&mntion otherwise required to be maintained
by the sponsor (but the originator’'s portion may aerceed the ratio of the unpaid principal
balance of the pool assets originated by suchyetatithe aggregate unpaid principal balance of
all of the assets in the securitized pool); and d4equirement that the sponsor disclose the
method of payment for the interest retained bydheginator. In addition, the sponsor remains
responsible for compliance with the risk retentiequirements, and it must maintain and adhere
to policies and procedures that are reasonablydegito monitor compliance by the originator
with the risk retention requirements and prompthifiy investors of any noncompliance by the
originator®®

This portion of the Proposed Rules represents goiitant exception to the prohibition
on the transfer of risk retention by a sporfSolVe appreciate the fact that the Proposed Rules
permit, but do not require, that all or a portidrttee required risk retention may be allocated to
the originator of the securitized assets. We lkelthat there are circumstances under which the
securitizer and an originator should be able teadhat the originator will retain and maintain
the required risk retention for a securitized poth respect to assets such entity has originated.
For example, allocation to the originator of allthé required risk retention would be appropriate
when all of the residential mortgage loans baclkangABS issuance were originated by that
originator and the loans were sold by it to thensoo with the intent that the sponsor securitize
the loans. In any event, we believe that, as etiped matter, the allocation of risk between the
securitizer and the originator must be contracyuadireed upon by such parties.

We believe, however, that § _ .13 is unduly resuecin limiting the permissible forms
of risk retention to the vertical and horizontakiops in 88 __.4 and __.5 and in requiring that
the sponsor and the originator utilize the samé& retention option. As we discuss in
Part I11.B.3 of this letter with respect to L-shapask retention, we see no reason for these
limitations and we believe that sponsors and oaigirs should be permitted more flexibility in
agreeing on the form or forms of risk retentiont thest suit their individual needs, as well as the
asset class and investor expectations, under tfa Risk Retention Rules.

The Agencies have requested comment on whethePiibposed Rule should permit
allocation of risk to originators of less than 20%ihe pool of assets. We note in that regard that
in a securitization involving a sponsor that isaggregatof, which we would assume would
wish to allocate the required risk retention to thiginators, smaller originators (such as small
community banks) may be unable to participate bsedhey will not be able to originate a

8 d.

8 One technical question that might be raised keyAfencies’ inclusion of § .13 in Subpart C a&f froposed

Rules is whether the securitizer is obligated tairethe required risk retention initially and theeansfer the
allocable portion to the originator. For reasohefticiency and to eliminate additional transfercdmentation
for the ABS interests, we suggest that, when toariiezer and the originator have contractuallyesgt to the
allocation of all or a portion of the risk retentito the originator in compliance with the riskemetion rules, the
vertical or horizontal classes of ABS interestslddie issued directly to the originator rather thamg issued
to the securitizer, which in turn transfers the AiB®rests to the originator.

87 See our description of aggregator amortizingtérirs Appendix A.3.
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sufficient volume of loans to reach the minimum 2@Bteshold. Those originators may,
accordingly, have less access to the public mddtetales of their financial assets. We do not
believe that reducing the minimum threshold to 1686%, for example, would result in a
disincentive for the originator to monitor the quabf its originations, because most originators
will want to continue to be able to sell their fntgal assets into the market. Moreover, for a
small originator, retention of 5% of the risk of isecuritized originations may represent a
significant investment.

The fact that the originator must retain risk nokycon the pool assets originated by it but
also on all other assets in the pool could be prabtic in a securitization transaction in which
the originator’'s assets are not the only pool ass8y long-standing practice, originators have
retained contractual liability for breaches of eg@ntations and warranties on the assets they
originate for whole loan sales and securitizatioRgtention of the credit risk on the assets of the
originators is not fundamentally different from tlt@ncept. On the other hand, retention of risk
on the pool as a whole is likely to be unattractvean originator that has no control (other than
possibly by contract with the sponsor) over theliuaf the other assets in the pool. There are
two alternative approaches we believe would mageitk allocation to originators workable but
nonetheless achieve the Agencies’ objectives.t,Rhve ABS transaction could be structured so
that the assets of each originator are includeal separately identified asset group with respect
to which a separately identified group of ABS iets, backed solé/by that asset group and
payable from cash flows on that asset group, awet Under this structure, which has been
utilized, for example, in RMBS transactions for amber of years and is relatively easy to
construct, an originator would be subject to tls& of loss only on the assets originated by such
entity and not on the other pool assets. A se@ppioach relates to our proposal, discussed in
more detail in Part 1ll.B.1 of this letter, to allathe use of participation interests as a form of
vertical risk retention. Using this form of risktention would allow each originator to retain or
take back a 5% participation interest in each asseht entity originates, with the issuing entity
holding the 95% interest in the assets. The es&ntion requirement would be satisfied, but the
originator would not be exposed to the risk of lossthe pool assets such originator did not
originate.

The Agencies also have asked whether the rule dhgmrimit allocation to originators if
the sponsor elects the horizontal cash reserveuatoption®® We expect that any allocation of
risk between a securitizer and an originator wdl the subject of written agreement and will
include the originator's express agreement to manthe portion of the risk allocated to such
originator in accordance with the final rule anddomply at all times with the final rule’s
restrictions on hedging, transfer and pledging. nadsed above, the securitizer and originator
should be able to structure the risk retentionafgrarticular securitization transaction using any
of the risk retention forms, not just the vertioalhorizontal risk retention forms, so long as such
form works for the type of assets and structuréheftransaction.

8 |n a transaction with overcollateralization, tresh flow from a group with excess overcollatesian may be

used to cover a group that is undercollateralisadh arrangement would minimize, but not eliminate
altogether, the originator’s exposure to the risloss on the entire securitized pool.

8 See Proposal, at 24115.
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Our final comment regarding 8 .13 pertains tageaph (b), which provides in clause
(1) that a sponsor allocating risk retention tooaiginator remains responsible for compliance
with the risk retention rules and imposes in cla(®ea duty on the sponsor to maintain and
adhere to policies and processes for monitoringpti@amce by the originator and to disclose to
investors if the sponsor determines that the aaitginno longer complies with 8§ _ .13(a)(1) and
(8)(3). We generally agree that sponsors aredrb#st position to monitor compliance, but, in
our view, clause (1) of 8 _ .13(b) should be deletss it is not only unnecessary but also
impossible to satisfy. For example, no sponsorlccquevent or even know whether an
originator has violated the hedging prohibition. ithWrespect to clause (2) of 8 _ .13(b), we
propose that the Final Risk Retention Rules pemseituritizer that rely on originator risk
retention to be able to satisfy their compliancenitwwing requirements if the transaction
documents contain representations and warrantidscamenants obligating the originator to
comply with risk retention requirements and to mr¢jamy non-compliance to the securitizer.

B. Hedging, transfer and financing prohibitions (§ _ 14)
1. Restrictions on transfer

The proposed restrictions on hedging and pleddmegretained interests appear to be
appropriately tailored and to reflect the requiratseof Section 15G.

We support the Agencies’ approach to hedging amdgdhg retained interests. We
believe that the hedging restrictions, which woalldw sponsors to protect themselves against
interest rate and currency fluctuations and broasaments in the market, but would not allow
hedging against the specific credit risk of theusized assets, strike the appropriate balance
and properly interpret the prohibition on hedgimegdit risk. Similarly, we believe that allowing
retained interests to be pledged on a full recobesss strikes the correct balance between the
need to prevent the sponsor from transferring igleaf the asset through a pledge arrangement
and allowing the sponsor to include retained irgEsré its available collateral pool for necessary
corporate funding. We appreciate the Agencieiresfto approach these issues in a balanced
and prudent manner.

2. Other considerations

We fully appreciate that the risk retention proors of the Dodd-Frank Act anticipate
that the securitizer will in faatetain the risk?®® However, Section 941(c)(1)(C)(i) specifically
states that the Agencies, in promulgating the rulesst specify the minimum duration of the
risk retention. We believe that, for some assa$s#s, a minimum duration that is shorter than
the maturity of the assets is appropriate and sterdi with the intention of these provisions. We
further believe that there are specific circumségninn which a transfer of the risk, even where
the minimum duration for the hold has not been mveyld be appropriate.

With respect to assets with long maturities, sushesaidential mortgage loans, there is a
point, typically a few years after origination dfetloan, at which a problem arising under the

% We believe that a transfer to a consolidatediaiffi as proposed, is consistent with that reaqosnet.
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loan would be unlikely to relate to poor originatistandards or due diligence but instead would
reflect changed circumstances of the borrower @angkd economic conditions in general.

Requiring the sponsor to continue to retain riskhm securitization beyond that point will act as

a long-term constraint on that sponsor’s abilitgpmnsor new securitizations, and will no longer
provide meaningful alignment of interests with ist@s. We believe that, at that point, transfer
of the interest should be permitted.

For CMBS transactions where the sponsor wisheslyoon the investment by the third-
party purchaser to satisfy the risk retention regjuent, we believe that it would be reasonable
to allow the position to be transferred to anotterd-party purchaser that re-underwrites the
entire pool. Investors will be reluctant to invédst cost of the due diligence if they do not inten
to make a long-term investment, but they may als@dutious about committing to assume the
risk retention for the entire term of the transaati Allowing such investors to transfer only to
another entity meeting the basic requirements efaition and re-underwriting the pool would
allow important market flexibility, while still emsing that the original third-party purchaser
bears the risks of its due diligence (if it undéreates the risks of the pool, presumably that will
be reflected in the price a replacement purchaseiliing to pay for the interest).

Finally, there may be circumstances in which adi@nis necessary for reasons other
than a reluctance to continue to hold the riskr iRstance, it should be permissible to transfer
the interest as part of the sale of the entirertmss unit that originated that risk, whether that
transfer is structured as a stock transfer or aatdasansfer. It should likewise be permissible t
transfer the interest if a financial institutioppeudential regulator determines that such a transfe
is necessary for the safety and soundness of gtguion. The Final Risk Retention Rules
should maintain the flexibility to accommodate ssdhations.

V. General Purpose Definitions and Scope
A. General Purpose Definitions

We comment in this section of the letter on sevefahe defined terms that are used
throughout the Proposal. We previously commentededmed terms that are related to specific
risk retention proposals, such as the definitiorfadigible horizontal residual interest,” in the
section of the letter dealing with the relevantvyismn.

1. ABS Interest

The term “ABS interest” starts with the words “indes any type of interest obligation
issued by an issuing entity . . ., payments on viie primarily dependent on the cash flows of
the collateral” (emphasis added). We believe that Agencies intended the use of the term
“obligation” to refer to of an investment that isrminated as a debt obligation. However, we
express some concern that “obligation” might bestwed to include requirements imposed on
the issuing entity to remit amounts such as sewgidees, trustee fees and indemnities and to
reimburse servicing advances and servicing casésmuch as the requirements to make these
payments and reimbursements are, in a sense, atibig” that are paid from the cash flows on
the collateral.
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We believe the Agencies should understand thakethgses of payment provisions are
not appropriately considered within the scope of SAbhterests. Such payments are in
consideration of services rendered to the issumgyeor the investors and reimbursements for
costs incurred on behalf of the issuing entity loe tABS investors. The payments are not
investment interests, which is what we believe “AB&rest” is meant to cover.

We suggest that the Agencies add the followinghat énd of the definition of ABS
interests™

(3) does not include fees, costs, indemnities, beisements and other
expenses owed by the issuing entity,

2. Asset

The specification in this definition of a “self-liglating financial asset” does not easily
fit a typical closed end motor vehicle lease. Ielsa lease, the rental payments by the lessee
survive for a number of months specified in theségaafter which the lessee has an option to
purchase the vehicle. If the lessee does not psectie vehicle, then the lessor is required to
dispose of it. The lease payments typically represess than half of the overall value of the
lease and vehicle. The need to dispose of thedeasperty in order to realize a portion of the
value might not easily meet the definition of “skdfuidating.”

Accordingly, the Commission, in its definition adisset-backed security” in Item 1101(c)
of Regulation AB, and the FDIC, in a letter constguthe meaning of “financial asset” in the
FDIC Securitization Rul& have both recognized the need for a special gmvim their
respective securitization rules to include leasedirsancial assets notwithstanding the need to
dispose of the leased property.

We suggest that the following sentence be addeket@nd of this definition to address
this point:

A leased asset shall not be excluded from thisiidiefn solely because there may be a
need to dispose of the underlying leased propertprder to liquidate the residual
interest in the property.

3. Depositor

Clause (3) of the definition of “depositor” covethe person that receives or purchases
and transfers or sells the securitized assetseassuing entity in the case of a securitization
transaction where the person transferring or gelie securitized assets directly to the issuing
entity is itself a trust.”

L We have identified a second issue with the didimiof ABS interest. We discuss that issue in Rakt4(b) of
this letter, which addresses the definition of isgLentity, as the issue relates directly to ideation of the
issuing entity.

92 | etter dated October 29, 2010 from David N. Wa#isistant General Counsel of FDIC, to Jason Hrvit re
Treatment of Auto Leases as Financial Assets ub?2é.F.R. § 360.6.
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We find this clause puzzling. The first half of wée (3) mirrors clause (1) of “depositor,”
making clause (3) seem to be just a more speditiateon that is already covered in clause (1).
In addition, clause (3) is circular, as both hale€& seem to refer to the same person.

We note that clause (3) resembles the third seatemahe definition of “depositor”
provided in Item 1101(e) of Regulation AB, whiclads as follows:

“For asset-backed securities transactions wherpdhson transferring or selling the pool
assets is itself a trust, the depositor of theimgsentity is the depositor of that trust”
(emphasis added).

We believe that the Regulation AB provision refeesh above is preferable to the
existing clause (3) of the definition of “deposjtaand we suggest that the Agencies adopt that
formulation in lieu of the existing clause (3).

4, Issuing entity
€)) Multiple entities within the issuing entity.

Clause (ii) of the definition of “issuing entity'batemplates that the issuing entity “owns
or holds the pool of assets to be securitized.”miwst securitization transactions, the issuing
entity does hold the assets directly. Howeverrethere two commonly used securitization
structures in which the entity issuing the ABS iagts (the “named issuing entity”) does not
hold the assets directly; instead, one or moreragpadut affiliated entities (each, an “asset

holding entity”) holds a portion of the securitizadsets and perhaps other assets and issues an
interest in those assets to the issuing entity.

The first situation in which an asset holding gnigt used is the so-called note issuance
trust described in Part 2(b) of Appendix A. Manyedit card and some dealer floorplan
securitizations utilize this structure, in whichethssets are held directly by a revolving asset
master trust. The master trust issues a collategdificate, which typically represents an
undivided interest in all of the assets of the masust, to the note issuance trust. From time to
time, the note issuance trust issues ABS interdsts are purchased by investors. The note
issuance trust will issue multiple series or trashver time.

Asset holding entities are also used in securibratof auto leases, where one or more
entities generically known as “titling trusts” arsed, as described in Part VII.D of this letter. A
sponsor typically originates all or substantially af its auto leases directly into the titling
trust(s). When the sponsor decides to effect argzation, it identifies a specific pool of leases
and leased vehicles for the securitization, andngrest representing those leases and leased
vehicles (in the form of either a certificate ohleéicial interest or a secured note) will be issued
by the titling trust(s) to a new trust or otherignestablished for the particular securitization.
This entity, unlike the note issuance trust, wil bsed for a single securitization transaction
only.

In transactions utilizing asset holding entitiebe tasset-backed securities are still
dependent on the cash flows from the underlyingtasiseld in the asset holding entities. The
assets are held by each asset holding entity rétherthe named issuing entity due to legal or
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structural considerations, but the assets stithftine basis on which the asset-backed securities
are issued by the named issuing entity.

We believe it is important to clarify that ownenshif the assets does not need to be in
the legal entity that issues the ABS interestsnicestors. We believe that the definition of
issuing entity should be clarified to treat theeadsolding entities and the affiliated named
issuing entity collectively as the “issuing entity limiting the clarification to situations in
which the asset holding entities are affiliatedwvthe named issuing entity, it will be possible to
avoid unintended expansions of the concept ofdbing entity.

Accordingly, we suggest that the definition of tigsg entity” be supplemented by the
following proviso, to be inserted at the end of éxésting definition:

; provided, however, if (x) the assets to be séized are held by one or more entities
(each, an “asset holding entity”) that are afféddtwith the entity in whose name the
asset-backed securities are issued (the “nameuhgssatity”) and (y) each asset holding
entity has issued an interest in its portion ofdksets to be securitized that is directly or
indirectly held by or pledged to the named isswengty, then “issuing entity” shall mean
a collective reference to the named issuing eatity each asset holding entity.

(b) Avoiding double-counting of ABS interests

The recognition that the issuing entity could beolective reference to multiple entities
also raises the question of how to treat the isteren the pool of securitized assets that are
issued by the asset holding entities (each,_arertimédiate Asset Interest”) for purposes of the
definition of “ABS interest.” It would be inapprdpte to count each Intermediate Asset Interest
as an ABS interest issued by the issuing entityhaswould lead to double- or triple-counting in
the determination of the required retention bydeeuritizer.

For example, we ask the Agencies to assume thpomser has decided to securitize a
pool of automobile leases and leased vehicles thatan aggregate value of $1 billion. The
sponsor causes its titling trust, which is the ta$s®#ding entity, to issue a special unit of
beneficial interest, or SUBI, to a newly formedstruvhich is the named issuing entity. Transfer
of the SUBI to the named issuing entity constituderansfer of all of the credit risk of the
underlying pool. The named issuing entity thenéss$950 million of ABS interests to investors
and, in compliance with 8 .5(a), a $50 milliongdie horizontal residual interest to its
depositor.

In this example, it would be inappropriate to trbath the $1 billion Intermediate Asset
Interest issued by the asset holding entity and$thebillion of ABS interests issued by the
named issuing entity as ABS interests issued byigbieing entity. The total amount of ABS
interests that should be counted for purposes efdtention requirement is $1 billion, and the
retention by the depositor of the named issuingyeot a $50 million eligible horizontal residual
interest should satisfy the retention requirement.

As a second example, we ask the Agencies to suppasa sponsor has decided to issue
additional securities in a credit card securit@atprogram that utilizes multiple entities. The
sponsor causes the revolving asset master trugthwsthe asset holding entity, to increase by
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$1 billion the amount of underlying assets represbiioy the collateral certificate held by its
affiliated note issuance trust, which is the nanssding entity. In compliance with § .7(a), the
master trust simultaneously increases by $52.64omithe required seller’s interest held by the
depositor of the master trust. The note issuanc# then issues $1 billion of ABS interests to
investors.

In this second example, it would similarly be inegpiate to treat both the $1 billion
increase in the Intermediate Asset Interest istyetthe asset holding entity and the $1 billion of
ABS interests issued by the named issuing entithBS interests issued by the issuing entity.
The total amount of ABS interests that should bented for purposes of the retention
requirement is $1 billion, and the retention by thepositor of the named issuing entity of an
incremental $52.64 million seller’s interest shosiédisfy the retention requirement.

Generally speaking, we believe that the approprnaans for avoiding double- or triple-
counting is to exclude interests issued by assétirtg entities from the definition of ABS
interests, provided that those interests collatazahe ABS interests issued by the named issuing
entity. Note, however, that the asset holdingtgintithe second example is the entity that issued
the interest used to satisfy the retention requargmFor this reason, we recommend that the
revision should include an interest issued by aetaBolding entity if that interest satisfies the
retention requirement.

Our recommendation to the Agencies in addressimgyisisue is to add the following
clause (4) at the end of the “ABS interest” defamit

4) when the issuing entity consists of one or masset
holding entities and a named issuing entity (ahdecms are used
in the definition of issuing entity), does not ud® any interest
issued by an asset holding entity, so long as suehest directly
or indirectly collateralizes the ABS interests isdlby the named
issuing entity, except that an interest issued byasset holding
entity for the purpose of retaining an economicefgst in the
credit risk of the securitized assets shall beuded.

5. Par value

The Proposal uses the term “par value” in manytlona throughout to reference the
value of ABS interests. However, no definition bétterm is expressly included, which causes
uncertainty as to the term’s application.

In most cases, the determination of the par vafuEnoABS interest is a straightforward
exercise. If the ABS interest is an interest-banritebt security, the par value will be the
outstanding principal balance. If the ABS interissa non-interest bearing debt security (as is
often the case for asset-backed commercial pafei), the par value should be the accreted
value of the security.

The circumstances in which the par value of an AB&rest cannot be determined easily
are those where the ABS interest is not a debtrggauth a principal balance. Such will be the
case for interest-only securities and for residotdrests, which we will refer to as “Notional
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Principal ABS Interests.” A securitizer that hatested the retention methodologies under any
of 8§ .5 through 8§ .10 or under § _.12 of the Bsap Rules must be able to calculate the
aggregate par value of all ABS interests, and thahot possible unless the securitizer is
permitted to assign a value to Notional PrincipBISAInterests.

We note several locations in the Proposal whereAthencies seem to provide some
guidance for the valuation of certain Notional Eial ABS Interests. First, the Proposal
provides in the disclosure section in many of tis& retention alternatives that the securitizer
should disclose the “material assumptions and naetlogy used in determining the aggregate
dollar amount of ABS interests . . ., includinggle pertaining to any estimated cash flows and
the discount rate used®We believe that in doing so, the Agencies suggfest it may be
appropriate to use a discounted cash flow methggoto value a Notional Principal ABS
Interest (particularly a residual interest), andageee that such an approach is appropriate.

Second, the Proposal provides in the premium capash reserve account rules that the
valuation of ABS interests that do not have a Edne (and are not residual interests being held
in satisfaction of the retention requirement) skche at their “fair value* That approach, too,
seems to us to be a generally appropriate expres$iie valuation of these types of interésts.

A particular valuation concern arises when a séeariis planning to hold an eligible
horizontal residual interest to satisfy part or @fllthe retention requirements. This type of
securitizer needs to know how to value that resigiarest. In many securitization transactions,
the aggregate par value of the debt securitiegisby the issuing entity will equal 99% or more
of the aggregate principal balance of the undeglyssets. That does not mean, however, that
the residual value should be valued at 1% or ldsth@® aggregate principal balance of the
underlying assets.

In these securitization transactions, the undeglyassets usually generate interest
income, or spreatf, at a raté’ that is expected to exceed the interest expepsécihg fees and
other costs incurred by the issuing entity. In gestion of this letter, we refer to that excess as
“gross excess spread.” In these transactionsgibes excess spread is the first level of credit
enhancement that protects investors against tluit tosses on the securitized assets or “charge-
offs.” The gross excess Spread will, effectivdlg, applied to make payments or allocations of

% See, e.g., Proposed Rules, § _.5(c)(3), § _3)hy(d § _.8(g)(5).

°  Proposed Rules, § _.12(c)(1).

% Although we endorse the valuation approach irptieenium capture cash reserve account rules, vez\ise

take strong issue with those rules, as describ&aitll.B.8 of this letter.

% Interest income could be generated by intereBhance charges accruing on the assets, as wbit fees

assessed to obligors and interchange receiveddtber parties.

% The interest income generated by the assets cesilk (i) if the assets bear interest at a sieffity high rate,

from actual interest generated by the assetsf {lig assets bear interest at an insufficient (atieh as
subvened auto loans), from a discounting withingdeuritization of the principal balance of theedgsswhich
has the effect of reducing the effective principalance of the assets and increasing the effeictigeest rate,
or (iii) if assets do not bear interest or do naténa principal balance (as with leases and tracksvrables),
from discounting of the anticipated payments onassets.
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principal to investors to the extent of charge-oftsross excess spread may well be applied for
other purposes, too, such as paying principal ors ARerests until an overcollateralization
target has been reached.) Only to the extent tletgtoss excess spread for a given period
exceeds the charge-offs for that period (and odipglications) will the net amount, which we
refer to in this section as the “net excess spieael,remitted to the holder of the residual
interest.

The fact that the ABS interests issued to invedtange an aggregate par value that is so
close to the aggregate principal balance of theetlyidg assets indicates that the investors and
rating agencies are confident that the gross exg@esad will be more than sufficient to cover
charge-offs.

As the gross excess spread in such a transactirerstly exposed to the credit risk of
the underlying assets, we believe that the parevafia residual interest to which the net excess
spread is paid (after charge-offs and other apidica have been covered) should not be reduced
for the effect of the charge-offs.

Taking the foregoing considerations into accourd, suggest that the Agencies include
the following definition in the revised rules:

Par valuaneans, with respect to the valuation of an ABSesteat issuance

() if such ABS interest is not described in claugé or (iii), the principal balance of
such ABS interest;

(i) if such ABS interest has a principal balanag interest on that principal balance is
not payable, is payable only at maturity, or is gble at a rate below fair market value,
the purchase price for such ABS interest upon isseigor, if such ABS interest is not
sold in an arms-length transaction, its fair valgon issuance);

(iii) if such ABS interest has no or a nominal gipal balance or is entitled to receive
interest in excess of a fair market rate, the failue of such ABS interest.

For purposes of clauses (ii) and (iii), the “faialue” of an ABS interest shall established
without taking into account credit losses to whscith ABS interest may be subject.

B. Impact Analysis and Related Administrative Law Matters

When the Final Risk Retention Rules are adoptethbyAgencies, they will be the
most substantive economic regulations ever appbethe market for ABS. Given the sheer
magnitude of the ABS market and securitization'stia role in credit creation, the economic
impact of the risk retention rules will be profoutid

% The substantial size and breadth of the ABS masksummarized in the FRS Report under the heading

“Issuance Activity.”
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As noted above, we acknowledge the significantlehge posed by the Dodd-Frank
Act’'s mandate to the Agencies to adopt risk retantules. However, we do not believe that the
Agencies have adequately considered the econonpaatnor sufficiently weighed the costs and
benefits, of the Proposed Rules. For the reasanfordle below, we believe that the Final Risk
Retention Rules should not be adopted until thenecuc impact, as well as the costs and
benefits, of the risk retention rules are moreyfathnsidered by the Agencies.

1. Studies mandated by the Dodd-Frank Act emphasize &éhneed for a
thorough impact analysis by the Agencies

We note that in developing the Proposed Rules,Atpencies had the benefit of the
findings and conclusions contained in the FSOC Riskention Studiy and the FRS Repdf?
(collectively referred to herein as the “Dodd-FreBtkidies”). However, the Dodd-Frank Studies
were limited in scop& and, importantly, did not (because they could metyospectively
address the likely impact of the specific termshef later-released Proposed Rules.

Because of these fundamental limitations, the Dieaik Studies provide the Agencies
with little guidance as to the potential econonmpact, or the likely costs and benefits, of the
Proposed Rules. Accordingly, the Dodd-Frank Studieessed the importance of a thorough
analysis by the Agencies of the impact of the dmete@rms of the Proposed Rules. We believe
that the analysis conducted by the Agencies isfficgnt and that further analysis should be
conducted by the Agencies before final risk retantules are adopted.

Read together, the Dodd-Frank Studies recommendhdaigencies conduct an analysis
of multiple considerations in light of specific elfives prior to implementing final risk retention
rules. Those considerations and objectives are suiped in the table below.

Considerations™ Obijectives™

9 Section 946 of the Dodd-Frank Act requires thai@han of the FSOC to carry out a study of the

macroeconomic effects of the risk retention requiats of the Dodd-Frank Act. Pursuant to this mémdae
FSOC published the FSOC Risk Retention Study imdign2011.

Section 941(c) of the Dodd-Frank Act requireskleederal Reserve Board, in coordination and coatsoit
with various other Agencies, to conduct a studyaaipng other things, the combined impact on eadivigual
class of ABS of the new credit risk retention reguaients contained in Section 941(b) of the Doddk rsct.
Pursuant to this mandate, the Federal Reserve Buadnitshed the FRS Report in October 2010.

With respect to the FSOC Risk Retention Studyguantitative assessment or detailed empiricalyaisis
presented. Rather, “the study discusses the pigeality of credit with respect to asset-backedwsdizations
and the potential for risk retention requirementsiinimize this pro-cyclicality.” See FSOC Study5aThe
FSOC attributed the modest scope of the FSOC Res&rf@on Study to three factors: (1) lack of sufit data
with which to make specific quantitative assesssg@) limited and insufficiently robust academierature
and other information on risk retention and (3)ikmlity of only existing literature and data, nar than
original research and more specific quantitativeeasments. Id., at 5-6. Similarly, the FRS Repomtains
very little prospective quantitative assessmeraralysis of the likely impact of risk retention.tRer, the FRS
Report focuses on historical risk retention prasjgrevious issuance activity and the like.

192" See FRS Report, at 3-4.
103 see FSOC Risk Retention Study, at 3.

100

101
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The Agencies should consider:

the specific incentive alignment problems to
addressed by each credit risk retention
requirement;

the economics of asset classes and
securitization structure;

the potential effect of credit risk retention

pe

requirements on the capacity of smaller market

participants to comply and remain active in the

securitization market;

the potential for other incentive alignment
mechanisms to function as either an alternati
or a complement to mandated risk retention;

the interaction of credit risk retention with both

accounting treatment and regulatory capital
requirements;

the credit risk retention requirements in the

context of all rulemakings required under the
Dodd-Frank Act, some of which may magnify
the effect of, or influence, the optimal form of
credit risk retention requirements;

that investors may appropriately demand tha
originators and securitizers hold alternate for
of risk retention beyond that required by the
credit risk retention regulations; and

that capital markets are, and should remain,
dynamic, and thus periodic adjustments to af
credit risk retention requirement may be
necessary to ensure that the requirements
remain effective over the long term, and do n
provide undue incentives to move
intermediation to other venues where such
requirements are less stringent or may not

apply.

[
ms

y

he risk retention rules should:

align incentives without changing the basic strrest
and objectives of securitization transactions;

provide for greater certainty and confidence amo
market participants;

promote efficiency of capital allocation;

preserve flexibility as markets and circumstances
evolve; and

allow a broad range of participants to continue to
engage in lending activities, while doing so iraées
and sound manner.

ng

a sufficient explanation of how the Proposed Rulatsfy the foregoing objectives. Although

The Commentary does not contain a comprehensicesin of these considerations or

Part VIII of the Commentary (Administrative Law Mexts) addresses certain related topics, the
discussion in Part VIII falls short of providingethmpact analysis that is required for regulations
as consequential as the Proposed Rules. Moreoseexplained below, we believe that the
analysis that is provided in Part VIII is flaweddancomplete in a number of important respects.

2. The Commission’s economic analysis is flawed andaamplete

As noted in Part VIII.C, the Exchange Act requitte Commission to consider the

impact on competition that the Proposed Rules wbalk, and prohibits the Commission from
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adopting any rule that would impose a burden onpmdition that is not necessary or appropriate
in furtherance of the Exchange A&.In addition, the Securities Act and the Exchangg A
require the Commission, when engaged in rulemakuhgre it is required to consider or
determine whether an action is necessary or apptepin the public interest, to consider, in
addition to the protection of investors, whethex Httion will promote efficiency, competition
and capital formatioh’

In conducting the analysis described above, the r@igsion stated that it “examine[d]
the costs and benefits of alternative implememtatiof a risk retention requirement meeting the
requirements of the Dodd-Frank Act, rather thanetistence of a risk retention requiremetit.”
For example, in explaining the menu of risk ret@mtoptions, the Commission said that it
“believes that the proposed menu-of-options appraaed the accompanying disclosures will
have no competitive effects, and will implement thandates of Section 15G without causing
economic inefficiencies or hindering capital forinat"*°” However, the Commission stated that
this conclusion “refers to the choice made by tlmm@ission and other agencies by having
proposed a menu of options rather than the statatandate to require risk retentiof?®

The premise that the Commission need not condideeffects of the “existence of a risk
retention requirement” but only “alternative implemations” of a risk retention requirement is,
in our view, fundamentally flawed. Section 941 bé tDodd-Frank Act does not impose a risk
retention requirement on all securitizations. Irje8ection 941(c) of the Dodd-Frank Act
specifically requires that the Agencies “provide for a total or partexemption of any
securitization, as may be appropriate in the publierest and for the protection of investors.”
Therefore, the Commission should have considereeffiects of the existence of a risk retention
requirement for any securitization for which theoposed Rules do not provide a total or partial
exemptiort®®

Even when considering the effects of only “alteneatimplementations” of a risk
retention requirement, the Commission does notidenghe effects of many of the choices
made by the Commission and the other AgenciesdrPtioposed Rules. Most prominently, the
Commission does not analyze the effects of itssil@tito calculate the 5% risk retention amount
by reference to ABS interests rather than by refszeo the actual credit risk of the securitized
assets, as contemplated by Section 941(b). As weeimdart I1.A.1 of this letter, we believe that
approach imposes substantial incremental costeauriszers.

104 see Proposal, at 24150.

195 see Section 2 of the Securities Act and SectiofitBe Exchange Act.

106 1d., at 24150.
107 1d., at 24151.
108 1d., at footnote 235.

199 As noted above, under the Exchange Act or Séesitct, among the effects of the existence o$k metention

requirement that the Commission should have corsitlis whether such requirement will promote edfirdy,
competition and capital formation.
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3. The Agencies should conduct a regulatory flexibilit analysis under
the Regulatory Flexibility Act

As noted by the Agencies, the Regulatory Flexwilitct generally requires that, in
connection with a notice of a proposed rulemakang,agency prepare and make available for
public comment an initial regulatory flexibility alysis that describes the impact of a proposed
rule on small entities. However, this analysis @ required if an agency certifies that the rule
will not have a significant impact on a substantiainber of small entities and publishes its
certification and an explanatory statement withgheposed rule.

In Part VIIILA. of the Commentary, the Agenciestidgrthat the Proposed Rules will not
have a significant impact on a substantial numibeanall entities. Therefore, in the view of the
Agencies, the regulatory flexibility analysis debed above is not required with respect to the
Proposed Rules. In support of this conclusion,Agencies focus exclusively on the size of the
sponsors that would be required to retain risk utite Proposed Rules.

However, as the FRS Report makes clear, the eftéetsk retention on small businesses
extend far beyond the small businesses that speesaritizations. For example, the FRS Report
notes that:

» risk retention rules could affect the volume ofdelly subsidized lending,
including small business loans:

*  many tyPes of loans to small businesses are rdytseeuritized in the private
market:

» the Agencies should consider the potential effettsedit risk retention
requirements on the capacity of smaller marketi@péants to comply and remain
active in the securitization market:

e among the types of securitization transactions agotadl in the market are
securitizations of insurance premium finance Id&ias$ are extended to small
businesses to enable them to pay their propertycaswialty insurance

premiums:*3

» small business use credit cards to finance purshafsg wide variety of services
or merchandisé&*

10 See FRS Report, at 3.
111 Id

112 Id.

13 |d., at 8 (footnote 10).
14 1d., at 19.
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* middle-market CLOs are collateralized by loansefatively smaller
borrowers'** and

» securitized “small ticket” equipment loans tend#loans taken out by smaller
businesse§'®

Given securitization’s pervasive role in our ecoyand the importance of securitization
to the availability of credit to small businessiss difficult to see how the Proposed Rules, if
adopted, would not have a significant impact onubstntial number of small entiti&s.
Therefore, the Agencies should provide a regulatiexibility analysis pursuant to the
Regulatory Flexibility Act.

C. Reproposal of the Proposed Rules

As we have noted throughout this letter, the Fitigk Retention Rules are likely to have
a substantial impact upon the securitization markkethe Final Risk Retention Rules impose
dramatic new financial requirements on securitizersfail to permit the use of existing risk
retention methodologies, or undercut the legal &éawrk on which the market has developed,
they could cause significant harm. Inappropriatedgfted rules could reduce securitization
issuance, steer credit away from underserved segnoérine consumer market and delay the
economic recovery.

We have also sought to convey in this letter thieaexdinary diversity of transaction
structures, asset classes and terms of securitiethe securitization market. The task of
constructing regulations to implement risk retemticequires thoughtful consideration and
dialogue between the Agencies and the securitizatidustry.

Even with the extended comment period that the Aigsnprovided for the Proposal, we
simply do not believe that it will be possible torrhulate an appropriate set of Final Risk
Retention Rules based solely on one round of cortsnen the Proposal. We believe it is
essential that the Agencies re-propose the rignten rules in order to give market participants
an additional opportunity to help the Agencies folate sound rules. We strongly encourage the
Agencies to follow this route, as we believe thd ssult will be a much improved risk retention
regime.

D. Interplay between the Proposal and the FDIC Autocoform Provisions

In the FDIC Securitization Rule, the FDIC includad “autoconform” provision that
sought to provide a transition from the risk rei@mtrequirements in the FDIC Securitization
Rule to the risk retention rules that will be adapby the Agencies. We believe that the FDIC'’s

15 d., at 22.
16 4., at 23

17 Indeed, we fully expect the Agencies will receivgreat many comments on the Proposed Rules frat s
businesses and organizations that represent sosiidsses.
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autoconform provision raises a number of issuessthauld be addressed either by the Agencies
in the final rules or by the FDIC in a clarificati@f the FDIC Securitization Rule.

The relevant text of the FDIC Securitization Rigads as follows*®

Upon the effective date of regulations requirederntew Section 15G of the Securities
Exchange Act, 15 U.S.C. 78a et seq., added by@ebd2(b) of the Dodd-Frank Wall

Street Reform and Consumer Protection Act, suchl firegulations shall exclusively

govern the requirement to retain an economic istarea portion of the credit risk of the

financial assets under this rule.

The issues we note with regard to the FDIC Seeatittn Rule are as follows:
1. Effective Date

Based on statements made at the FDIC board meaatsannection with adoption of the
FDIC Securitization Rule, held on September 27,0204e believe it is unclear whether the
FDIC intended that the Final Risk Retention Rulesuld take effect for insured depository
institutions (“IDIs”) (i) upon theadoptionby the Agencies of the Final Risk Retention Rutes,
(i) not until the Final Risk Retention Rules adtydbecome effective (which, per the Dodd-
Frank Act, will not be until one year following golton for securitizations of residential
mortgages and two years following adoption for ahier asset classes). Although the FDIC
Securitization Rule itself reads as though the FDl€nded the latter, statements made at the
board meeting suggested that the former interpogetatas intended.

This question is relevant only to those transastiand structures which are currently
subject to the risk retention requirements of tHeIG= Securitization Rule (“Subject IDI
Securitizations”); those transactions which may rentty be effected by IDIs without
compliance with the risk retention requirementshaf FDIC Securitization Rule should not be
impacted, as it is clear that the currently exemnahsactions will be required to meet the
retention requirements upon the effectivenessefihal Risk Retention Rules.

We think that it would be appropriate, upon the @am of the Final Risk Retention
Rules, to provide Subject IDI Securitizations withe option to use either the retention
requirements embedded in the FDIC Securitizatiole Ruthe Final Risk Retention Rules.

Accordingly, we suggest that either (i) the Agesgieovide in the Final Risk Retention
Rules or (ii) the FDIC provide in a rulemaking ¢atement that is effective upon adoption of the
Final Risk Retention Rules that Subject IDIs hahe bption described in the preceding
paragraph.

2. Pre-existing securitizations

We presume that the FDIC intended that the Fingk Rietention Rules would apply only
to securitizations transacted after the date orchvthiose rules become effective with respect to

18 12 C.F.R. §360.6(b)(5)(i)(B).
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IDIs. However, there is no language in the FDICuUBkization Rule to that effect, which raises
the possibility that the Final Risk Retention Rutesild be applied retroactively to pre-existing
securitizations that were effected after adoptibthe FDIC Securitization Rule but before the
effectiveness of the Final Risk Retention Rulese Tésult in such a situation would be to deny
securitizers and investors the benefits of the sai®or under the FDIC Securitization Rule,
even though the securitizer complied with the F[B€curitization Rule when designing the
transaction. We do not believe that the FDIC ingesukch a result.

We ask that either (i) the Agencies provide in fi@al Risk Retention Rules or (ii) the
FDIC provide in a rulemaking or statement that fleaive upon adoption of the Final Risk
Retention Rules that these pre-existing securitinatare not subject to the Final Risk Retention
Rules.

3. Impact of failure to maintain required risk retenti on

We note that the autoconform provision in the FD8ecuritization Rule is not
formulated with the phrase “the documents shalliregthat” the securitizer comply with the
Final Risk Retention Rules. This omission raises fghtential that a failure to comply with the
autoconform provisions could result in the safeobabecoming unavailable. Both sponsors and
investors were extremely concerned about the hiakthe safe harbor could be lost if safe harbor
requirements were implemented by a securitizer iway that the FDIC later found to be
insufficient; as a result, the FDIC included thatgse in many locations throughout the FDIC
Securitization Rule— notably including the provision that governs rigtention prior to the
effectiveness of the Final Risk Retention Rules.

We request that (i) the Agencies include a prowisiothe Final Risk Retention Rules or
(i) the FDIC provide in a rulemaking or statemdémat is effective upon adoption of the Final
Risk Retention Rules that a securitization will batitled to the benefits of the FDIC
Securitization Rule so long as the securitizatioguinents require compliance with the Final
Risk Retention Rules.

V. Asset Class Exceptions and Exemptions
A. Qualified Residential Mortgages (§ __.15)

Section 15G of the Exchange Act provides that ible retention requirements shall not
apply to an issuance of ABS if all of the assett itpllateralize the ABS are QRMS and
directs the Agencies to define jointly what congés a QRM, taking into consideration
underwriting and product features that historican performance data indicate result in a lower
risk of default™®® The Proposal indicates that the Agencies werdegliby several factors and
principles in considering how to define QRMs, irdihg identifying underwriting standards and
product features that should help ensure that sesidential mortgages are of very high credit

119 See 15 U.S.C. 780-11(c)(1)(iii).
120 geeid., at sec. 780-11(e)(4).
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quality,*** and providing QRM standards that are transpanard verifiable by, originators,
securitizers, investors and supervisgfs.

We appreciate the Agencies’ efforts to establishMQBRandards that the Agencies
believe will result in residential mortgage loahstthave low credit risk even in very stressful
economic environment$®> Many of the standards set forth in the proposefihition, such as
standards relating to the borrower’s ability to agghe mortgage loan (as measured by the
person’s debt-to-income ratio), the borrower’s dreustory, down-payment amount and
sources, the loan-to-value ratio of the loan, drforms of verification and valuation, do not
present any significant legal issues of which we aware, but, rather, present practical and
business issues. As we have noted elsewheregrietiter, we believe that comments on such
matters are best left to securitizers, investots@her participants in the securitization industry
Therefore, we are not providing detailed commemtsnany aspects of the proposed definition
nor do we attempt to respond to many of the questmpsed by the Agencies in the Proposal.
However, we discuss below several concerns of aesdrat general nature which we have with
the proposed definition.

1. Impact on private securitization market

Although we agree with the Agencies that the daéniof QRM, as proposed, will likely
result in only a small percentage of residentialrtgege loans meeting those standards, as
securitization practitioners, we do not share thgercies’ optimism that the additional risk
retention options provided in the Proposed Ruldsb&ibenign enough to reduce the potential to
disrupt securitization markets, including thoserfion-QRM residential mortgages, or materially
affect the flow or pricing of credit to borrowersyr do we share the Agencies’ belief that

[T]lhe amount of non-QRM residential mortgages stiobk sufficiently large, and
include enough prudently underwritten loans, sot tABS backed by non-QRM
residential mortgages may be routinely issued amdthased by a wide variety of
investors. As a result, the market for such séesrshould be relatively liquid, all else
being equal. Indeed, the broader the definitionQ&M, the less liquid the market
ordinarily would be for residential mortgages fagjioutside the QRM definitiott*

To the contrary, we believe that the narrownesghef QRM definition, coupled with the
proposal to exempt the Federal National Mortgageoéistion (“Fannie Mae”) and the Federal

121 proposal, at 24117.

122 1d., at 24118. The Agencies recognize the needitiress the interaction of the QRM definitionhathe
definition of “qualified mortgages” under the TreitiLending Act (“TILA”), as modified by the Doddf&nk
Act. With rule-making authority under TILA spliebveen the Federal Reserve Board and the Consumer
Financial Protection Bureau and under a differenétframe, the Agencies opted to proceed with Q&M
definition and to revise it later if necessary s@re that it is no broader than the “qualified tgage”
definition eventually promulgated by the Federasé&tge Board or the CFPB. Id. We assume that the
Agencies will provide the industry with the oppanity to comment on any modifications made to theMQR
definition as a result of changes to the TILA deiiim of “qualified mortgages.”

123 Id.

124 Id
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Home Loan Mortgage Corporation (“Freddie Mac” atadjether with Fannie Mae, the "GSES”)
from the application of the risk retention rulesl|l wimply maintain the status quo and further
entrench the discrimination inherent in the currerdrket. Residential mortgage loans that
satisfy the QRM requirements will be privately setized, while mortgage loans that satisfy the
requirements for sale to the GSEs (so-called “amnifog loans”) will be sold to a GSE, in each
case, utilizing an exemption under the risk retantiules. Non-QRMs and non-conforming
loans will only be made if they are eligible folesander the Federal Housing Administration’s
or the U.S. Department of Veterans Affairs’ loanagantee or insurance programs. As a
consequence, we believe that the credit availalnlenfortgage loans to borrowers that do not
meet all of these eligibility requirements will Beverely limited, and, to the extent available,
will be significantly more costly. Accordingly, tteer than seeing a negative correlation between
a broader definition of QRM and a more liquid pablinarket for non-QRM residential
mortgages, we believe it is more likely that noustbpublic market for non-QRM residential
mortgages will develop.

We ask the Agencies to consider whether a lesowbyrrtailored QRM definition that
nonetheless includes prudent underwriting critesila better serve to revive the private RMBS
securitization market and assure the continuedlabilily of affordable credit to the housing
market. For example, the definition of QRMs coblel expanded to include any residential
mortgage loan that is eligible to be sold to a GSHich treatment would, in our view, level the
playing field between the private market and th&e&SSecuritizers of non-QRM loans that are
nonetheless prudently underwritten could justifivgte securitization as an economically viable
alternative to sale to a GSE because neither optionld impose the additional cost of risk
retention to the transaction. Moreover, as thgilality criteria for sale of residential mortgage
loans by the GSEs is tightened by Congress or #uefal Housing Finance Authority in an
effort to reduce the level of government supporttttd mortgage market (for example, by
reducing the conforming loan limit), the numberadns eligible for treatment as QRMs would
reduce as well. A gradual withdrawal of the goweent from the mortgage market, while
nonetheless maintaining a level playing field be&twéhe public and private mortgage markets,
would, we believe, enable development of a safgaciive and robust private residential
mortgage market.

2. Inclusion of servicing requirements in loan documetation

In addition, we are particularly troubled by the ehgies’ proposal to require that the
originator of a QRM incorporate into the mortgagean transaction documents certain
requirements regarding servicing policies and paces for the mortgage loan, including
requirements regarding loss mitigation actions, ogtidate liens, and responsibility for
assumption of the servicing obligations if the ggng rights to the QRM are transferr&d. For
the reasons discussed below, we believe thatnibigossible to implement the requirement to
include the servicing requirements in the documesiglencing the mortgage loan and,
therefore, we do not support the inclusion of theviging requirements in the QRM definition.

125 gSee Proposal § __.15, at 24164.
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As we have seen over the past several years, sgvcactices in connection with
default mitigation for residential mortgage loarevé been evolving; no doubt such practices
will continue to evolve as regulators, legislatarsl the marketplace grapple with the impact of
defaulted residential mortgage loans on borrowergestors and the economy. Including
servicing requirements in the loan documentatignes at the closing of the mortgage loan may
well hamper the implementation of different or betservicing practices that are not clearly
permitted by the loan documents. Servicers willrekeictant to make such changes if it is
unclear if a servicer will be subject to liabilityr adopting the newer practices, which might be
inconsistent with, or even violate, the terms of tlban documents, without seeking
modifications to the loan documents. As we hawensenodifications to the loan documents,
even those that are made to benefit borrowergjiffreult, time consuming and expensive. The
Agencies discuss in the Proposal an ongoing inggrag effort among certain federal regulatory
agencies, including some of the Agencies, to dgvelational servicing standards that would
apply to servicers of residential mortgage loamsspective of the type of entity servicing the
loan or whether the loan is securitiZé8. Any final rules adopted by this interagency group
could be inconsistent with the proposed servicemuirements included in the QRM definition.
Here too, the ability to implement any servicingugements different from those included in
the loan documents may well be stymied by thedliffies (including the time and expense) of
amending the loan documents.

The inclusion of servicing requirements in the rmgage loan documentation may well
result in less standardization of loan documemtgoise an unnecessary paperwork burden and
create confusion among borrowers. Currently, midstot all, residential mortgage loans
(whether or not conforming loans) are made on stahdorms provided to the industry by
Fannie Mae or Freddie Mac. Because the GSEs haviskiretention requirement pursuant to 8
__.11 of the Proposed Rules, the GSE standard faged not include the proposed servicing
requirements, and it seems unlikely to us that &®E forms will be revised to include
provisions that are not applicable to the loany therchasé?’ Originators of QRMs would
need to develop separate documentation for thcemes)oor at least appropriate supplements,
addenda or riders to include the servicing requineisy and those forms are less likely to be
standardized across originators. The result wallrbore, and potentially less standardized,
documents for borrowers to execute at closing. réisalt will be uncertainty at origination of a
particular loan as to whether it will be retaingdthe originator in its portfolio, securitized in a
private securitization for which the originatorathird party is the sponsor or sold to the GSEs.
The residential mortgage market functions morecieffitly with standard documentation that

126 proposal, at 24127.

127" Fannie Mae recently announced the adoption ofsemwicing standards for delinquent mortgage lohnsit
does not appear that changes have been madddmitsnortgage loan documents to include any sergici
standards. See Fannie Mae Announcements SVC-2Dahd)SVC-2011-08 (June 6, 2011)(available at
https:fanniemae.com/sf/servicing/index.jsp). Tpdates to Fannie Mae’s modification requirementtuithed
in SVC-2011-08 require the servicer to modify anldfats “mark-to-market loan-to-value ratio” usitige gross
unpaid principal balance of a delinquent loan eaggr than or equal to 80%. We note that this fivadion
standard differs from the standard proposed irQRM servicing provisions, which provides that ainglient
loan must be modified (or another loss mitigatiiaraative used) if the estimated resulting nespre: value of
such action exceeds the estimated net present @aheeovery through foreclosure.
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facilitates any of these options, and it will simple less efficient if non-standard documentation
must be used depending on the intended disposifithre loan.

In addition, the servicing requirements, with terthat few may understand, will be
difficult to explain to borrowers. For example,Ivihe agent closing the loan be able to explain
to a borrower what “net present value” means ana tie lender will or might calculate it?
Moreover, the servicing standards would apply dolyQRMs, even though QRMs would be
considered the least likely to suffer default bg ttorrower and represent a very small segment
of the residential market. Accordingly, includinge servicing standards in the QRM
requirements would not provide any protectionsh® liess creditworthy borrowers for whom
such protections are more likely to be much morammgful.

The proposed QRM definition also would require ban documents to implement or
maintain servicing compensation arrangements cemsisvith the definition’s loss mitigation
servicing standards. We note that the market hesty develop standards for servicing
compensation tied to loss mitigation activitiesgd ave find it troubling that the Agencies would
require that the servicer's compensation, whichdaecuritized loan may be unknown at the
time of origination and typically is a matter ofgmtiation among the servicer, the securitizer and
the investors for a particular securitization, bade the subject of the contracts between the
borrower and the lender.

Section 15G directs the Agencies to consider “undéng and product features” that
historical loan performance data indicate resu#i lawer risk of default by the borrower, such as
documentation and verification of income and stamslavith respect to debt-to-income ratios
and product features such as protections againghgra shock in adjustable rate loans and
prohibitions or limitations on the use of ballooayments, negative amortization, prepayment
penalties, interest-only payments and other feattitat have been shown to exhibit a higher risk
of borrower default. The servicing requirementst tihe Agencies propose are not related to the
underwriting of mortgage loans nor do the requinet®eonstitute product features. In our view,
the servicing requirements do not serve to boldtercredit quality of the mortgage loans as
originated. Nor do we believe that the serviciaguirements necessarily further the interests of
ABS investors, some of whom might well object te thclusion of loss mitigation requirements
which could have an adverse economic impact orAB® interests but which provide no relief
on other issues of concern to investors.

Taken together, we believe that our concerns 1Isesi®uUs questions about the propriety
of including servicing standards in the Final RR&tention Rules. We urge the Agencies to
delete this requirement from the QRM definition ated consider mortgage loan servicing
standards as part of an interagency rulemakingwlioald apply to all servicers regardless of
whether the mortgage loan is a QRM or is even #&ma. Such a rulemaking would not, we
believe, raise many of the issues we discuss alamnewould result in a more appropriate and
broad-based regulatory approach. However, if tgen&ies nonetheless believe it is appropriate
to include servicing requirements as an eligibikityteria for QRMs, we believe that a better
approach, which would further the Agencies’ objessi but still avoid some of the issues we
discuss above, would be to require the serviciagdards to be included in the documentation
for the securitization transaction rather tharhm individual loan documentation.
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3. Additional concerns

Of lesser importance, we discuss below two addili@oncerns relating to the QRM
exemption.

@) Reporting repurchases of loans subsequently datmined to be
non-QRM loans; substitutions in lieu of repurchases

The proposed QRM definition includes a requiremintthe securitizer to notify, or
cause to be notified, the holders of any ABS cetlatzed by QRMs of any repurchase by the
securitizer of a loan that is subsequently detesahimot to be a QRM?® We ask the Agencies to
consider whether any such reporting obligation lbardeemed to be satisfied if the securitizer
reports the repurchase of such mortgage loan potrsodhe requirements of the Commission’s
recently adopted Rule 15Ga-1. Rule 15Ga-1 requeeesritizers of ABS the documentation for
which includes an obligation to repurchase an assiteralizing the ABS in connection with
breaches of asset representations and warrantiide guarterly reports on Form ABS-15G to
report demand and repurchase activity in connedtitim such breaches. In addition, if the ABS
is sold in an offering registered under the Se@a#ifct, the issuer of the ABS also must report
such demand and repurchase activity, or cause aciwity to be reported, on Form 10-D
distribution reports. Assuming that the securiti@eABS collateralized by QRMs will represent
and warrant as to the QRM status of each residentietgage loan, then the securitizer would
already be subject to the reporting requirementRue 15Ga-1. We believe it will promote
market efficiency to allow such reporting to satishe reporting obligation proposed to be
included in the QRM definition.

The Agencies request comment on whether secustgeould be permitted to substitute
a new loan that satisfies the QRM definition irulief repurchasing a loan that is subsequently
determined to be a non-QR¥f We believe that such substitutions should be fithin lieu
of repurchasing such loans. Substitution of aifjedl mortgage loan in place of a defective
mortgage loan, at least for a period of time aftkrsing, is a standard market feature in
connection with breaches of loan representationsvearranties, and we do not believe that the
ability to make such substitutions would have aemat affect on the quality of the loans a
sponsor originates or purchases, because any shstitated loan must itself be a QRM.

(b) Delinquency advances in connection with QRMs

The Agencies request comment on whether the QRNhitleh should contain any
restrictions on the obligation of the servicer tivance scheduled payments of principal and
interest on the mortgage loan if the borrower fedlanake such payment (often referred to as
“delinquency advances” or “P&l advances”). The Ages note that the delinquency advances
are intended to maintain regular cash flow to ihwess rather than to guarantee payments of
principal and interest on the loans, but worry thatding such advances creates liquidity
constraints for servicers and may influence thescislon to foreclose upon a residential

128 See Proposal § __.15(e)(3), at 24167.
129 gee Question 142, Proposal, at 24129.
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mortgage loan (which usually enables the serviaerreéimburse itself for outstanding
delinquency advances) instead of utilizing anotless mitigation technique that might delay
reimbursement of such advanéds. We believe this is an issue that is more appatglsi
addressed by RMBS sponsors, investors and senaoeksaccordingly, we take no position on
whether servicers’ obligations to make delinqueadyances should be curtailed.

However, we believe that inclusion of a prohibiti@n limitation on delinquency
advances in the Final Risk Retention Rules raisaaynof the same concerns we discussed
above with respect to the Agencies’ proposal tduohe general servicing requirements among
the QRM criteria. As we note above, Section 15G@Gimed at promoting the underwriting of
high quality residential mortgage loans. Impossegvicing standards, whether the more general
servicing requirements or relating to delinquendyaaces, appears beyond the scope of the
Dodd-Frank Act. Thus, if the Agencies believe tloattailment of the use of delinquency
advances is needed, we believe that this matteetier addressed in any national mortgage
servicing guidelines promulgated on an interagdévasis rather than in the risk retention rules.

We note, as well, that one of the practical effedfteliminating altogether a servicer’s
obligations to make delinquency advances is tHahger time period must elapse between the
borrowers’ payment due dates and the dates on whelservicer remits and reports to the
investors in the RMBS. A servicer under a sengcagreement that obligates it to make
delinquency advances will remit and report on wikateferred to as a “scheduled/scheduled”
basis. For example, most first lien mortgage lospecify that the borrowers are to make their
scheduled payments (that is, scheduled interessamelduled principal) on the first day of each
month, but provide for a grace period for late pagis, so that many payments can arrive late.
At the same time, many servicing agreements recdhee servicer to report the scheduled
payments received on the loans around the tentheomonth and to remit the payments to the
trustee for the RMBS transaction around th& d8y of the month. A servicer that is servicing
thousands, or even millions, of mortgage loans moli necessarily be able to confirm that every
borrower had made his or her scheduled paymenthieyréporting and remitting dates.
Accordingly, a servicer typically will advance all the scheduled payments for all of the loans
backing the RMBS (other than loans as to which utide RMBS transaction documents the
servicer is no longer required to make such adv&fiyeo the investors and determine after the
fact whether there were any delinquent borrowei$.the Agencies prohibit or restrict a
servicer’s obligation to make delinquency advantes,servicer will service mortgage loans on
what is referred to as an “actual/actual” basisspay through to investors only the scheduled
payments (and unscheduled principal) it actuallyenses from borrowers. In order to report
accurately, the servicer will need to delay the thiynreporting and remitting dates so as to
allow the servicer to determine whether or noteiteived such payments. The shift from
“scheduled/scheduled” servicing to servicing on‘actual/actual” basis would be a significant
change for many RMBS transactions (particularlyuséization of first-lien mortgage loans),
and it would delay investors’ receipt of funds.

130 See Question 137, Proposal, at 24128.

181 Securitization servicing agreements typicallyhanize the servicer to cease making delinquencypiachs if the
servicer determines that such advances would ncedmyerable from borrower late payments, insuramce
liquidation proceeds.
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B. Qualifying Commercial Loans (§ _ .18)

Although we appreciate that the Agencies considenraercial loans an important asset
class within the U.S. economy, the criteria for @yiag Commercial Loans in the Proposed
Rule are too narrow, and we believe the resulh@t it would be impractical economically to
structure a Managed CLO holding only such loans.e Wélieve the requirements for a
Qualifying Commercial Loan should be reasonablelzamkd on sound principles of commercial
loan underwriting to which the majority of the peiggants in the corporate loan market would
agree are feasible.

One example of how unworkable are the current fipatons of 8§ .18 is the
requirement that the originator must confirm theg tbligor of each commercial loan, for two
years before and after the closing of the loan,(hass total liabilities ratio of 50% or less, (&
leverage ratio of 3.0 or less, and (i) a debviser coverage ratio of 1.5 or greatér. From the
perspective of human capital, this type of diligeneould require tremendous resources on the
part of the collateral manager. Moreover, fromracpcal perspective, there are relatively few
companies that could satisfy these leverage remeinés. Standard & Poor’s, for example,
reviewed the top 100 corporate obligors in the MmeaCLOs that it rates and found that the
average leverage ratio of these obligors is greaser 6.0:*

Another requirement we view as impractical for Qiyalg Commercial Loans is the
prohibition against reinvestment periods. Reinwesit periods are necessary for Managed
CLOs since the buying and selling of loans in toetfplio help to generate the excess spread
that these securitization vehicles require in otdesatisfy their liabilities to the investors. 8@
of the other requirements, e.g., requiring the cemuml loans to straight-line amortize
completely within five years is not the industrgrslard as business cycles of certain businesses
do not fit within this five year target.

Standard & Poor’s concludes from its review thatemgsting nor new CLO transaction
could satisfy the Qualifying Commercial Loan coiatis®** Such a regulation does nothing to
benefit investors or create the sound and susti@nsdcuritization practices that Congress
sought. Therefore, we ask that the Agencies reatho the CLO market participants and revise
the requirements for Qualifying Commercial Loanstisat exemptions from risk retention are
reasonable and practicable.

C. Qualifying Auto Loans (8 __.20)

While we appreciate the Agencies’ efforts to essiibstandards they believe will result
in the origination of high quality, prudently undeitten auto loans, we do not believe that the

132 See § _.18(b)(1)(iii).

133 See Standard & Poor’s, “CDO Spotlight: Most T@® Dbligors in Cash Flow CLOs Would Not Qualify for
Risk-Retention Exemption in New Proposal,” April, Z11. Available at:
http://www.standardandpoors.com/ratings/articlesi®?assetlD=1245302658900

134 geeid.
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requirements of a qualifying auto loan set forththe Proposal are typical of even the most
creditworthy auto loans made, and we do not viesvetkemption as proposed to be workable.

In general, we note that some of the criteria distaihg what constitutes a qualifying
auto loan exemption are based upon criteria usedetermine what constitutes a qualifying
residential mortgage. We question whether it igrapriate to treat auto loans as though they
represent the same credit risk as residential ragedoans. From a practical standpoint, for
most borrowers a mortgage loan represents by @atatgest obligation the borrower will owe
with a typical maturity date of 15 to 30 years ooren By contrast, the typical auto loan
represents a fraction of the amount borrowed fa plurchase or refinance of a personal
residence and the auto loan will be outstandingftar shorter time period, typically four to six
years. As a consequence, the typical auto loaginatior does not make the same investigation
as to the borrower’s ability to repay an auto l@enwould a lender making a mortgage loan
available to the same borrower.

Further, at least one requirement appears impesdibl determine, which is the
requirement that “[a]t closing of the automobilarg the borrower makes a down payment from
the borrower’s personal funds.” If a borrower mdde required down payment with proceeds
from another loan, we are not sure the lender wé&nlav this information; to have the loss of
the exemption contingent on such a requirement seafi@asible.

In addition, we note that the requirement thatdhginator, subsequent holder of the loan
or an agent physically hold the title to the vehightil the loan is repaid is impossible to satisfy
in several states. For example, New York requinas the title be delivered to the owner of the
vehicle, not the secured party, and several statet) as Pennsylvania, either permit or require
that vehicle titles be electronic, which would pEatrany physical holding of the vehicle title.
Furthermore, the trend has been for states to dewvelectronic systems, which would only
increase the impossibility of satisfying this regmnent, as more states migrate to electronic
recordkeeping.

For these reasons and others, we encourage thecidgedn reconsider the requirements
relating to qualifying auto loans.

VI. Other Exceptions and Exemptions
A. General Exemptions (8 _ .21)
1. Exemption for certain resecuritization transactions

In addition to the other exemptions from the rigkention requirements to be adopted
under the general exemption provisions of Secti®@(&)(1), the Agencies propose to exempt
certain resecuritization transactions from the mstention rules. The Proposed Rules would
exempt ABS issued in a resecuritization transaatiy if three conditions are met: (i) the ABS
collateralizing such exempt transactions (othen tbash or cash equivalents) be limited to ABS
which complied with, or was exempted from, the ristention rules (“45G Compliant ABS¥,

135 See Proposal, §__.21(a)(5)(i), at 24172.
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(i) only a single class of ABS interest is issu@Resecuritization ABS™)®* and (iii) such
Resecuritization ABS equals 100% of the principal anterest on the ABS collateralizing such
Resecuritization ABS (net of expens&¥).We believe that the requirements under the Peapos
Rules and the limited exemptions are overly retstecand will result in a reduction in liquidity
by eliminating the ability of current holders of SBo utilize well established resecuritization
transaction structures.

(@) Single class of resecuritization ABS represemty 100% of
principal and interest

The proposed exemption requires that only a sicties of Resecuritization ABS be
issued by a related securitizer. This requiremeffectively limits the exemption to
resecuritization transactions that aggregate audiitg ABS® and issue a fractional underlying
beneficial ownership in such AB'S® We believe that such restrictions are unnecdgsairow
and will effectively eliminate many current resatimation transaction structures.

In our experience, the majority of resecuritizativansactions are secondary market
transactions that typically occur at some intenfaime following the issuance of the underlying
ABS . In addition to resecuritization transactions thggregate smaller ABS into a single
instrument, resecuritization transactions are alsdertaken as a means for providing additional
credit enhancement to outstanding ABS or allocatiegtified cash flows to one or more classes
of Resecuritization AB$* Such resecuritization transactions by their reao not directly
impact the underwriting of the assets backing thgedying securities and are effected primarily
for the purpose of creating a liquid and efficierdrket for outstanding ABS. The application of
the risk retention requirements pursuant to thep&ed Rules will severely limit, if not
eliminate, the economic feasibility of ABS holddrs effect many types of resecuritization
transactions (for example, 10/PO securities andred amortization ABS interests). A further
consequence will be to impede, not promote, theweldpment of a fully functioning ABS
market and reduce the efficiency of the secondd&$ Mmarket.

We believe that application of the risk retentiyuirements to every multi-class
resecuritization transaction is over-reaching amshegessary. Imposing risk retention on
resecuritizations of the types described above matl further Congress’ goal of improving the

1% See Proposal, §__.21(a)(5)(ii), at 24173.
137 See Proposal, § __.21(a)(5)(ii), at 24173.
138 Pproposal, at 24138.

139 1d., at footnote 191.

10" For example, the exemption from registration @féal resecuritizations by Rule 190 under the Stesrict,

requires, among other things, that the underlygwysties be freely tradable and that the issu¢hef
underlying securities not be affiliated with thevspor, depositor, issuing entity or underwritetedf
Resecuritization ABS.

For example, a resecuritization may provide li@r issuance of interest-only and principal-only AB&rests,
planned amortization class (PAC) classes (or sirtiil@e-tranched securities) or securities basedtbar
identifiable payments on the underlying ABS intéres
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underwriting of assets underlying the ABS intereitat are resecuritized, and could be
potentially harmful to the ABS market as a whole.

(b) 15G Compliant ABS

The requirement that any resecuritization traneadbe collateralized by 15G Compliant
ABS in order to qualify for an exemption from rigletention will serve to limit the
resecuritization of any non-exempt ABS issued padhe effectiveness of the Proposed Rffe.
We agree with the Agencies that ABS interests eckafter the effective date of the Proposed
Rules that are subsequently resecuritized are ppptely exempted from the Proposed Rules,
but we do not agree that most types of currentlistesg ABS should be ineligible for
resecuritization without complying with the riskteation requirements. It is clear that the
Proposed Rules requiring risk retention on existman-15G Compliant ABS will have no
impact on underwriting standards for the assetkibgaexisting ABS or securities structures for
such ABS. Therefore, we believe that the limitegtraption proposed by the Agencies is
unnecessarily narrow and will serve only to aridfiiy reduce the value of existing ABS.
Similarly, we believe that the exemption from theopbsed Rules should encourage
resecuritizations of ABS that provide additionall&i®ral, such as insurance policies, interest-
rate agreements or other instruments. These eatlapsecuritizations should be exempted, or
else the securitizer should receive risk retentwedit for the value of the enhancement
provided. Doing so would avoid the seemingly impoious result that a securitizer must hold
the full measure of risk retention when its prirdigction was to enhance the credit of the
underlying ABS™*®

We believe that a less restrictive exemption thdbwes additional classes of
Resecuritization ABS as well as additional asdet$h( ABS and otherwise) would still advance
the goals of Congress in adopting Section 941(kthefDodd-Frank Act without unintentional
and unnecessary adverse impacts on the second@ymBket and the value of existing ABS to
current holders.

B. Safe harbor for certain foreign-related transactiors (§ __ .22)

We strongly support the concept of including a dadebor for certain foreign-related
transactions within the Final Risk Retention Rule€onsidering the generality of the legal
authority addressing the extraterritorial effect OfS. laws and regulations, it would be
exceedingly difficult for a foreign issuer to condé with confidence that a transaction is beyond
the jurisdictional reach of the Final Risk RetentRules without the protection offered by a safe
harbor.

We understand from the Commentary that the Agehuigantion in proposing the safe
harbor was solely to define, and then exempt from Einal Risk Retention Rules, foreign-
related transactions with sufficiently limited caations to the U.S. and U.S. investors. We

142 proposal, at 24139.

143 See Memorandum from the Division of Corporateahite dated May 2, 2011, regarding and April 281201
meeting with representative of Assured GuarantypCand the Association of Financial Guaranty Insire
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concur that such transactions should be identidfied exempted. However, we believe that it
would also be appropriate for the Agencies to bgesafe harbor to provide exemptive relief to
other types of foreign-related transactions basadother legitimate policy grounds. In
particular, we believe it would be appropriate tbe Agencies to modify the proposed safe
harbor to protect U.S. issuers and investors froionalies in the Proposal that could, if left
unchanged, materially disadvantage U.S. issuersr{@1case) and U.S. investors (in the other
case) without a corresponding compelling regulabmwyefit in terms of investor protection.

Our first concern relates to the fair treatmentWS. issuers, and results from the
requirement in subsection (a)(3) of proposed 82 that precludes the safe harbor from ever
being available to an issuer that is a U.S.-locatetity (as defined in the Commentary). As a
result of this provision, an issuer that is a Udgated entity must comply with the U.S. risk
retention rules even if the issuer sells ABS to-kb8. investors that are adequately covered by a
non-U.S. regulatory scheme that the applicabledareegulators deem sufficiently protective of
investors in their jurisdictions.

This is not a theoretical concern; rather, it ileatly a looming issue for U.S. issuers
desiring to sell to European financial institutionsAs previously discussed, the European
Commission has adopted a risk retention regime nticld 122a of the Capital Requirement
Directive that is similar in many basic respectdhe proposed U.S. scheme, but which varies
considerably in its detail regarding acceptableesypf retention and exempted transactions,
among other thing&§"”* Unlike the Final Risk Retention Rules, which vépply to securitizers
and originators, Article 122a applies in the firsstance to “credit institutions” in EU member
states — principally banks, savings institutiond ather regulated lenders. Essentially, Article
122a prohibits such credit institutions from inwegtin an ABS unless the risk retention
requirements of Article 122a have been compliechviay the originator, sponsor or original
lender.

The looming issue is that a U.S. issuer that prepds issue and sell ABS to European
credit institutions (which we understand comprise targest part of the European ABS investor
market) would be required to comply with the rigkention requirements abth the Final Risk
Retention Rules and Article 122a. This would netabserious problem if the two sets of rules
were identical. However, there are considerabfeer@inces between the two risk retention
regulatory regimes. These differences will, in efféequire U.S. issuers desiring to sell ABS to
European credit institutions to adopt a “lowest cwon denominator” approach in which they
must comply with the most restrictive risk retenticequirements of the two jurisdictions,
thereby placing U.S. issuers at a competitive digathge to European issuers selling to the
same investors.

An obvious example of this differential treatmesithe Proposal’s requirement that U.S.
issuers maintain a premium capture cash resenaiatander the circumstances set forth in the
Proposal. There is no corresponding requiremedé¢uArticle 122a. As discussed elsewhere in
this letter, we believe that the requirement talgisth and maintain a premium capture cash
reserve account entails a material economic casuUf8. issuers. Accordingly, a U.S. issuer

144 See “European Union Risk Retention Requirement&art 111.B.2(a) of this letter
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selling securities to European credit institutiams premium will be burdened by the economic
cost of maintaining this reserve account that nilt be borne by a similarly situated European
issuer selling the substantially identical secuiatya European credit institution. This cost wil b
manifested either in the form of less favorableipg that can be offered by the U.S. issuer, or in
the form of reduced profit for the U.S. issuer asmpared to the European issuer.

It may be assumed that the European regulatorsshwdre primarily responsible for the
well-being of European financial institutions, hasencluded that the particular combination of
requirements that makes up the Article 122a reQinvéh which the hypothetical U.S. issuer
must fully comply when selling to European finahanstitutiong provides sufficient protection
to European financial institution investors. Reopg the U.S. issuer to comply with such costly
additional U.S. provisions provides little, if angcremental benefit to the European investor in
this example, and materially disadvantages the igs8er in the global marketplace.

We believe that the simplest and fairest approacdttetling with this unfair differential
treatment is to provide that U.S.-based issuer@masecurities entirely outside the U.S. are not
required to comply with the U.S. risk retentioneslif they comply with other risk retention
rules that provide adequate protection to investotse target jurisdiction that are explicitly or
implicitly deemed by local regulators to provideegdate protection to such investors.

Our second concern relates, at least indirectlyhéoprotection of U.S. investors. Prior
to the financial crisis, large ABS issuers around world frequently undertook “global” ABS
offerings with parallel selling efforts in the U,&urope and Asia. In the U.S., these offerings
were often formulated as Rule 144A private offesingnd were not subject to U.S. registration
or disclosure requirements. Under the Proposalate ABS offerings into the U.S. by foreign
issuers, including such global offerings, will le®juired to comply with the same restrictions as
those that apply to securities that are publiclerad in the U.S. This fact, coupled with the
provision of subsection (a)(2) of § __ .22 limitiagplication of the safe harbor to transactions in
which 10% or less of the securities are offeretd 18. persons, provide a powerful incentive to a
foreign issuer to avoid offering ABS in the U.Sogkther.

This is because, we believe, many foreign issuelisfind it non-economical either to
limit their offerings in the U.S. to 10% or lessaf overall offering to avoid U.S. risk retention
rules, on the one hand, or to comply with the Uisk retention rules, on the other hand. We
believe that many substantial, high quality globssuers are likely to consider both
alternatives—Ilimiting the U.S. portion of an offegito 10% or less or complying with the U.S.
risk retention rules to be unpalatable, causing these issuers to clioasghdraw from the U.S.
market altogether. The result will be to depriv&Unvestors of the benefit of investing in high-
quality ABS that would typically serve to diversitiie portfolios and risk exposures of such
investors.

Even aside from complying with risk retention reguients, offering ABS in the U.S.
requires considerable expense to ensure compliaiticea regulatory regime that is perhaps the
most complex in the world. We believe that marspess are unlikely to be willing to incur the
expense and effort of issuing into the U.S. if thé&. portion is limited to 10% or less of an
offering. On the other hand, exceeding the 10%stmold and complying with the U.S. risk
retention rules is also problematic for many foneigsuers. Foreign issuers considering
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offerings in the U.S. are less likely than U.Su&s to undertake an offering limited to the U.S.,
and are therefore more likely to have to comphhwibn-U.S. rules in their home or other target
jurisdictions, in the first instance, such that gdiance with U.S. rules is likely to constitute a
complex overlay on another regulatory regime, whiemy foreign issuers will likely choose to
avoid. Moreover, a number of U.S. specific aspettthe rule make complying with the rule
particularly troublesome for foreign issuéfs. Foreign issuers are therefore also discouraged
from complying with the rule so as to permit offegs in excess of 10% of a total issue into the
U.S.

As a result of the difficulties faced by foreigrsu®rs in pursuing either exempt or
compliant offerings, it may be expected that maswdr global ABS issues will be placed in the
U.S. if the Final Risk Retention Rules are adomedoroposed. Since many global issues are
sponsored by particularly high quality multi-na@ncompanies, U.S. investors will be
disadvantaged if these issues are not availalitfeeta as they are to other, non-U.S. investors.

There are two principal approaches to mitigatireséhproblems. The first is to withdraw
the proposed application of the risk retention sule privately placed transactions, such as
Rule 144A offerings, in the case of offerings byeign-based issuers. The second approach
would be to increase the 10% threshold in subsec¢ty(2) for securities sold to U.S. persons to
something more practicable — say, 30% — that wetilldensure that the offering in question was
not principally a U.S. offering, but which would rp@t a foreign issuer to sell a sufficient
portion of its offering in the U.S. to justify inming U.S.-specific offering costs.

C. Additional Exemptions (§ _ .23)
1. Generally

The risk retention provisions of the Dodd-Frank Agtint extraordinary regulatory
discretion to the Agencies. Among the more promimsamples are the following:

* 8§ 15G(c)(1)(C) — the Agencies can specify the pssible forms and minimum duration
of risk retention

* 8 15G(c)(1)(F) — the Agencies can specify appropriandards for risk retention for
CDOs and ABS CDOs

* 8§ 15G(c)(1)(G) — the Agencies can provide a totalpartial exemption of “any
securitization”

145" One example is the limitation of invested resexweount assets to certain U.S. bank deposits a&d U
government securities which, by their nature, aaple in U.S. dollars. This may create an uneconio
mismatch for foreign issuers, which are more likblgn U.S. issuers to offer ABS in which the ungied
assets, the offered securities, or both, are deraird in a foreign currency. A complete discussibtine
various issues raised by the application of th@&sal to foreign investors is beyond the scopéisfletter.
We understand that AFME, the principal Europeamstes industry trade group, as well as some efuhsS.
industry groups, will submit comments identifyingdsaddressing many of these issues. Although weato
specifically endorse the comments of AFME or atheoorganization in this regard, we urge you tosider
carefully the points raised in their letters.
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« 8§ 15G(e)(1) — the Agencies may jointly adopt oruess'exemptions, exceptions or
adjustments to the rules issued under this section”

In certain respects, the Agencies have made usisedfiscretion granted to them. Most
prominently, the Agencies have proposed a numbedifbérent forms through which the
retention requirements can be satisfied.

In other respects, however, we are disappointedtbieaAgencies have not made use of
their regulatory discretion. The express exemptimos risk retention that the Agencies have
granted have virtually all been required in, orgegjed by, the text of the Dodd-Frank Act:
QRMs and the other qualifying loan provisions; AiBSured or guaranteed by the United States
or an agency thereof; qualified scholarship fundingds; and several others.

Another way in which the Agencies have not execrtideeir discretion is through the
granting of partial exemptions from the retenti@guirements. Every portion of the Proposed
Rules (other than the premium capture cash resae@unt) contemplates a risk retention level
of either 5 percent or nothing. This “barbell” apach is not mandated by the Dodd-Frank Act;
in fact, the legislative history we cite in Padflthis letter, as well as the FSOC Risk Retention
Study and the FRS Report, clearly articulate a wieat the Agencies should not employ a “one
size fits all” approach. It seems to us that thepBsed Rules are predicated on a simplistic
analysis of the securitization market. The se@aiion market is characterized by a multitude of
asset classes, structures and forms of asset-baekadties. Many asset classes have performed
exceptionally well, even through the extraordinfamancial crisis of the past few years. Yet the
Proposal, by and large, represents a very mecHapgsoach to risk retention, with only two
states: five percent or nothing.

2. Full or partial exemptions for asset classes

We believe that the Agencies should consider atlesses of asset-backed securities for
exemptions from the retention requirements. In fgaces in the Asset Class Considerations, we
advocate for specific exemptions from the retenttequirements for asset classes that we
believe present compelling cases:

* Managed CLOs (in Part VII.LA.)

* Federally guaranteed student loans (in Part VII.G.)
» Utility Legislative Securitization (in Part VII.H.)

» Corporate debt repackagings (in PartVIl.l.)

We also believe that the Agencies should make fmtdb provide partial exemptions
from the basic 5% risk retention requirement, draanework through which partial exemptions
may be obtained. For a sponsor that is accustomeetdining a subordinated interest of, say,
2.0% in an asset class where defaults have newenred, it would be far more palatable to
satisfy a risk retention requirement of 2.0%, oere8.0%, than the full 5.0%. The Agencies
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must be mindful of the potential for the risk rdten rules to stifle issuance; a more nuanced
approach to regulation could be extremely importaulis area.

D. Process for Interpretive Guidance

As we have noted throughout this letter, there meamy ways in which the Proposed
Rules attempt to capture critical aspects of sgzation, such as the seller’s interest, but do not
quite get the technical details right. Even aftex rules are revised to address points raised in
this and other comment letters, we expect that imggmterpretive issues will arise as the
complexities of risk retention and the complexit@ssecuritization collide. We are therefore
very concerned that the process for providing priive guidance at best will be unwieldy, and
at worst may be wholly unworkable. The Agenciegesin the preamble:

In light of the joint nature of the Agencies’ rulgiting authority under section 15G, the

appropriate Agencies will jointly approve any weittinterpretations, written responses to
requests for no-action letters and legal opini@mrspther written interpretive guidance

concerning the scope or terms of section 15G aeditial rules issued thereunder that
are intended to be relied on by the public gengr&8imilarly, the appropriate Agencies

will jointly approve any exemptions, exceptionsadjustments to the final rulé®

We understand that joint regulation is, and wilhtioue to be, a requirement of the
statute with respect to “exemptions, exceptionadjustments.” We do not, however, believe
that joint action is statutorily mandated in corti@t with interpretations of the rules, and we
urge the Agencies to agree on a more efficientrasgonsive process than the one we would
imagine would result from a requirement for joimnteirpretation.

One alternative would be to allow interpretive gnde (including in the form of no-
action relief) to be granted by the sponsor’s prinfaderal prudential regulator, if it has one, or
by the Commission, if it does not. Another altémreawould be to place such authority with the
Commission, but with the understanding that the @asion will consult with the other
regulators in making its determinations. A thirduld be to establish a standing committee of
representatives from each of the relevant agenaihsauthority to make determinations, a clear
mandate to do so within a reasonably short timendrgfor instance, within 30 days of the
request), and the ability to act by majority, rattlean unanimous, vote. We are less concerned
about the form of the process or the agency ora@aegsrhat will control the determination than
we are about having an efficient process that amegely on the ability to obtain the focused
and cooperative attention of four to six differeagulatory agencies. We ask only that the
Agencies develop a process that will allow deteations to made in a timely manner and
consistent with supporting capital formation in geuritization markets.

VIl. Asset Class Considerations

As we have noted throughout this letter, the sézation market provides funding for a
great many asset classes. Each of these assaschassits unique considerations. In this part of

146 proposal, at 24097 (footnotes omitted).
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the letter, we provide insight into many of thosmsiderations for a number of different asset
classes.

A. Managed Collateralized Loan Obligations

We believe that collateralized loan obligation sémations (“CLOs”) that are advised
by collateral managers (“Managed CLJ%%)are inappropriately being lumped together with
ABS CDOs and other types of collateralized debtgalblons. We believe that Managed CLOs
should be considered a separate asset class #rditled to more favorable treatment under the
Proposed Rule¥?

This section of the letter seeks to (i) descrileeghperior performance of Managed CLOs
by highlighting important features of Managed CLiBat contributed to such performance and
(ii) propose a total exemption for Managed CLOsfritne risk retention requirements.

1. CLOs have performed well through the financial dsis and serve a
valuable function in the corporate loan markets

During the recent financial crisis, no Managed Ctti@gered an event of defadft’ Few
investments of any kind in the capital markets hlagen immune to the effects of the financial
crisis, and CLOs were neither an exception nor ailien. However, as of November 2009,
nearly 95% of the tranches of CLOs that were oaliynrated “AAA” remained at the “A” level
or higher**® As the economy stabilizes and the performancé@funderlying corporate loans
has improved, the performance of CLOs has likewnggroved. In June 2009, over 50% of
CLOs in the U.S. failed one or more their overdelalization ratio tests, usually triggering
protective features to divert cash flow to amortire most senior tranches. A year later, that
measure had dropped to approximately I8%as a result of both the strong relative
performance of the underlying collateral during tinéervening time period and structural

147 An important characteristic of Managed CLOs it tine assets held by the issuing entity are riginated by

the issuing entity or its collateral manager, lather are purchased by the issuing entity in trenaparket. See
Part 5 of Appendix A below for further discussiaisactively managed securitizations.

148 We note that there is a separate type of CLOemgdly known as a “balance sheet CLO,” for whichave not

seeking an exemption from the risk retention rezmaignts. A balance sheet CLO is generally spondored
lender that has directly originated a pool of lgahat lender, or its affiliated depositor, oftetains the equity
in the issuing entity.

149 Standard & Poor’s “Cash Flow and Hybrid CDO Evefbefault Notices Received as of Jan. 25, 2011,”
available at: http://www.standardandpoors.com/gafarticles/en/us/?assetlD=1245302658900.

150" See “U.S. CLO AAA notes remain relatively well rdtén the LSTA Presentation. In contrast, the safide
in the LSTA Presentation indicates that more tha¥ @f the “AAA™-rated tranches of the ABS CDOs have
been downgraded below investment-grade. See #@se LStephen, “The Unintended Credit Impact on €LO
of Dodd-Frank Proposed Risk Retention Rules,” (yn2011) in Moody’s CLO Interest for May, 2011,
available athttp://www.moodys.com/researchdocumentcontentpagr?alocid=PBS_SF24716&ating “90
percent of CLO notes outstanding [as of June 2@hd]initially rated ‘Aaa’ currently carry rating$ ‘@\a” or
higher.” Lioce further notes that these ratingsrany CLO tranches are expected to experience degiia
connection with recent changes to Moody's ratingshodology.

See “U.S. CLOs heal as loan market recovers” irL®€A Presentation.
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features that improved those ratios as seniorastenwere paitf? The exemplary performance
of Managed CLOs can be attributed to a variety auftdrs relating to the structure of this
securitization model, the primary ones being theireaand diversity of the securitized assets, the
guantum of information regarding those assets @natprovided to the investors of Managed
CLOs, and the alignment of the economic interetth@ collateral manager with the investors
through the largely performance-based compensati@mgement for the collateral manager.

The generally favorable performance of Managed Ckfasds in stark contrast to the
results for ABS CDOs. During the financial crisig less than 435 ABS CDOs experienced an
event of default®®

The assets in a Managed CLO are primarily syndicdeveraged loans made to
corporations. Furthermore, the composition of tineestment portfolios of Managed CLOs are
required to be diversified by issuer and indutfywhich helps in part to explain why CLOs
performed better than the single-industry (residénmortgage) ABS CDOs. Another
explanation for the better performance of CLOshest the loans bundled in the CLOs were of
fundamentally better quality. Indeed, while theaildf rates of corporate loans spiked in 2009,
the corporate loan market recovered in 2010 andadt) the default rates in 2011 thus far are
well below the rolling 12-year average annual diétfeate for corporate loarts® In addition, the
portfolio requirements in Managed CLOs are genghuctured to disincentivize, among other
things, the retention of lower credit quality loak¥gith the majority of corporate loans in which
Managed CLOs invest being broadly syndicated ladrlarge companies, the general liquidity
of these loans in the secondary corporate loan eharkables Managed CLOs to trade in and out
of positions in order to improve the performancéhef underlying portfolio.

The amount and type of information available toestors of Managed CLOs may also
have had a significant impact on the ability of estors to understand the nature and
performance of the ABS they purchase. Typicallpnthly or quarterly reports detailing the
pertinent information about each of the assethéninvestment portfolio of a Managed CLO are
provided to the investors. The availability of thige of information enables investors of
Managed CLOs to analyze the performance of suchsCLI@ addition, because the majority of
the assets in a Managed CLO'’s investment portfat® loans to large companies, significant
amounts of financial and other information aboué tborporate borrowers are generally
available. Furthermore, over the past eight yetes,CLO industry has adopted software and
internet platforms that provide participants witbtalled information on the performance of
CLOs and enable investors to model CLO cash flowdeu various default and recovery

152 See Jeremy Gluck, “CLOs versus CDOs: It's the ‘hal Matters” (July 2010) in Moody’s CLO Interest fo
July, 2010, available dittp://v3.moodys.com/researchdocumentcontentpgudscid=PBS_SF210409.

133 Standard & Poor’s, “Cash Flow and Hybrid CDO BwveiDefault Notices Received as of Jan. 25, 2011.”

134 geeid. For example, no corporate obligor may represanerthan 2% of a CLO’s investment portfolio, and no

corporate industry may represent more than 12%Qif@’s investment portfolio.

135 sSee Wells Fargo Research, at 7. Since 199%wvimage annual default rate for corporate loandbar 3.7%

by principal amount and 3.5% by obligor. For 2@&ar to date, the default rate by principal amasitbielow
2% by principal amount and slightly above 2% byigdn.
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scenarios>® As a result, the collateral manager and the Mah&jeO’s investors have at their
disposal a variety of information sources and aii/tools to assess the risks of such corporate
loans and, by extension, the cash flows stemmiog fa particular CLO.

Another aspect of Managed CLOs is the relativelplsmumber of individual assets held
by a typical Managed CLO. The number of assets Inelan originate-to-distribute securitization
of residential mortgage loans was typically muclyés]l perhaps 2,000 separate assets. Even
though the assets in originate-to-distribute séizations might have been subjected to third-
party diligence, the sheer quantity of such asda&tsnot invite close scrutiny of such assets
individually. On the other hand, Managed CLOs galihercontain a portfolio of 100-200
individual corporate loans, which makes it feasiblethe collateral manager and the investors to
analyze the credit risk of such loans.

The performance of Managed CLOs during the redaahtial crisis may also be due in
part to the alignment of the collateral managecen®mic interests with the interests of the
investors in the Managed CLO. The usual CLO manegmpensation arrangement includes a
base fee (payable at a high level of the waterfallyubordinate fee (payable only after and if
current debt service is met) and an incentive egdble only if the equity holders receive more
than a specified return—generally toward the endhefterm of the CLO). The base fee is
generally sized to cover the collateral managensrizead expenses; the subordinate and
incentive fees generally constitute the profit twlateral manager earns for performing its
services™’ Hence, as the performance of the CLO’s investmertfolio is optimized, so too is
the collateral manager’'s compensation.

In addition, the collateral manager’s interests aligned with investors’ interests by
virtue of a different regulatory scheme. Mostadf ll collateral managers will soon be required
to register with the commission as investment asisinder the Investment Advisers Act. The
Investment Advisers Act specifies, among otherdhjrthat investment advisers have fiduciary
duties to their clients. A breach of that duty Idolevy severe penalties on the investment
adviser. This obligation of investment advisersvides a strong incentive to the collateral
manager to act appropriately, and it gives the stors in a Managed CLO another potential
remedy.

We believe that CLOs should be considered an atas$ that is separate from other
CDOs and, in particular, from ABS CDOs. CLOs inviesa diversified pool of corporate loans
and do not have the concentration of risk thatdtiagued ABS CDOs. CLOs serve an important

1% See “A Sharper Focus,” Hardeep Dhillon, JournaCadit Risk, available at:
http://www.journalofcreditrisk.com/public/showPalgen|?page=94658\ov. 1, 2003). The private markets
have been improving transparency with respectrtecired finance products. The analytic softwam/gled
by Intex is widely used by investors today in maalgkhe cash flows of various ABS, including CDOsla
CLOs. See also Joy Wiltermuth, “New iBoxx IndexdS@ Offer View For CLO Investors” (July 14, 201@X
Total Securitization & Credit Investment, available
http://www.totalsecuritization.com/Article/263088%#w_iBoxx_Index_Said_To_Offer_View_For_CLO_Inves
tors.html.

157 RS Report, at 47.
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function in the corporate loan market, providindstantial liquidity®® and funding for this
market and ensuring that this market remains roBasELO structures have been tested through
several economic cycles and have proven to beiemsil CLO structures and CLO market
practices have evolved, and continue to evolveyulin the efforts of industry participarS.
Rating agency methodologies also continue to beiffraddin response to the performance of
CLOs in various economic environments.

2. It is appropriate to grant a complete exemptiorfrom the Proposed
Rules for Managed CLOs

As discussed in Part| of this letter, Congresended Section 941 to address two
significant problems Congress perceived to exishésecuritization markets: first, the divergent
economic interests in originate-to-distribute sémations and, second, the complexity and
opacity of securitization markets during the finahccrisis’®®> Managed CLOs are not
originate-to-distribute securitizations, and CLQa#ding conventions enable investors to assess
the risks in the CLO’s underlying loan portfolidzurthermore, the structure of Managed CLOs
does not fit into the Dodd-Frank Act's construcg #nere is no entity that constitutes a
securitizer.

Given the unique structure and operation of Mana@e®s and the value of Managed
CLOs in the corporate loan market, we believe Mahaged CLOs should not be subject to the
credit risk retention requirements.

@) CLOs are not originate-to-distribute securitizaions

Critics believe that the originate-to-distribute aeb is susceptible to moral hazard or
adverse selection because the company that orgirthé securitization asset, once the asset has
been securitized, no longer has any capital at insthat asset. In the originate-to-distribute
model the operating parent company of the secatitim issuer is generally in the business of
creating or aggregating such assets and directlyndirectly transfers such assets to the
securitization vehicle. As such, the operatingepaicompany receives the upfront benefit of
transferring the credit risk of the securitizatessets to third-party investors.

138 gee “U.S. CLO issuance and market share” in theA Biiesentation (illustrating, that from 2004 to 200
CLOs purchased more than 60% of new institutiooahs).

159 1t should be noted that the consumer enjoys “ciiream” benefits from a robust corporate debt ntadsethe

savings in borrowing costs are passed throughet@dmsumers.

180 The LSTA notes that recent “new issue transasttave been driven by strategic equity investors priefer

larger investment size, partnership with a paréicpbrtfolio manager and customized product.” S0
CLO primary market participants” in the LSTA Pretsgion. Furthermore, the LSTA provides that inoest
currently “view the cash flow based, non-recourature of CLO financing as an attractive and stable
alternative to market value based structures.” “Seage of the primary CLO market” in the LSTA
Presentation.

161 gee, e.g., “Announcement: Moody's issues redaesbmment on changes to its CLO rating methodglog

Moody’s Investors Servicavailable at http://www.moodys.com/research/Moodys-issues-estior-
comment-on-changes-to-its-CLO?lang=en&cy=global&idePR_216226.

162 see the Senate Report No. 111-176, at 128.

93



In Managed CLOs, on the other hand, the collat®aiagers do not originate and rarely
own the loans. Instead, the collateral managerarebes and selects the loans for the issuing
entity to purchase in the corporate loan marké&srporate loans are generally provided by an
initial syndicate of lenders to a business. Tharager of this syndicate facilitates the provision
of the borrower’s information to prospective lerglar the syndicate, to enable these prospective
lenders to conduct their own analysis and due elilog of the borrower. Lender meetings are
often held to permit questions regarding the boeroand its operations from such prospective
lenders. In addition to the diligence performedtig lending syndicate, as mentioned above, the
collateral manager also perform its own diligenndlee borrower.

Performance of the collateral manager in seledtiegloans for a CLO also impacts the
reputational risk for the collateral manager. Aercpoll of equity investors in Managed CLOs
shows that, in determining whether to invest inl@C44% believe the historical cash-on-cash
performance of the collateral manager is the mogiortant criterion, and 33% look to the
organizational stability and reputation of the at#fal managef® In contrast, only 15% believe
that the level of equity retained by the collaten@nager is the primary consideratiGh.

(b) Contingent and incentive compensation aligns manager
interest

Managed CLOs utilize conditional cash flows andfgenance-based compensation to
mitigate the risks sought to be addressed by #keretention requirements. As discussed in Part
1(a) of this section, the structural constraintshef Managed CLO have been modified over the
years to protect the CLO investors. Managed CL@s &lve structural protections for their
capital obligations, the most important of whicte ahe performance-based té&tsvhich, if
unsatisfied would require the CLO to, among otHendgs, amortize its most senior capital
obligations or suspend its reinvestment activitie8l such performance tests are satisfied. The
alignment of the collateral manager’'s economicraggts with the interests of the investors is a
powerful proxy for risk retention. As previouslyted, the bulk of the collateral manager’s
compensation is payable only after all accrued matmto the ABS Interests senior to the equity
of the Managed CLO have been made and, in theafabe incentive fee, only after the equity
investors have obtained a targeted return.

(c) There is no “sponsor” in a Managed CLO and, theefore, no
party that would be required to retain credit risk

No party in a Managed CLO clearly constitutes actsitizer” under Section 15G. As
described above, the underlying assets are typiealjuired directly by the issuing entity. The
sellers that transferred the assets to the issiitity are often unaware that they are dealing with
a securitization entity. These sellers would resns to fall within the “sponsor” branch of the

163 See LSTA Weekly Review, April 15, 2011, availahte
http://www.Ista.org/WorkArea/showcontent.aspx?id£@3http://www.lsta.org/WorkArea/showcontent.aspx?id
=13160 citing a Citigroup poll of investors in CLOs.

184 Seeid.

185 see Part 5 of Appendix A.
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definition; although they transferred assets toissaing entity, they generally have no intention
of, and are not involved in, “organizing” or “irating” an asset-backed securities transaction. In
addition, the underlying loan portfolio in CLO sttures is actively managed, and as a result,
assets may be acquired and sold over the life eftthnsaction. If the sponsor branch of
“securitizer” were interpreted to include any setlansferring loans to a CLO in the secondary
market, that interpretation would lead to the igrmous effect that the identity(ies) of the
securitizer(s) would change over time as the ugaeylloan portfolio changed.

In addition, it does not seem that any party in anked CLO fits into the “issuer”
branch of the definition of “securitizer.” As ndtearlier, Rule 191 under the Securities Act
specifies that the depositor, as the party transfgassets to the issuing entity, constitutes the
issuer with respect to that issuing entity. In andged CLO, no person fills the role of a
depositor, inasmuch as the issuing entity generatljuires its assets directly from many
different parties, none of which are typically atuese involved in the CLO. Furthermore,
because of the active management of the assets,aiso difficult to treat any person in a
Managed CLO as an “originator.” As discussed abtive,counterparties from whom the CLO
purchases loans have no reason to believe th&idhe they have purchased or under which they
were an original lender and have subsequently a@djoing to be included in a securitization,
and they do not necessarily have any knowledgkeofrtotivations of a purchaser.

Imposing risk retention on collateral managers iansiged CLO transactions is, we
believe, contrary to both the letter and the smfitSection 15G(b). As we have sought to
demonstrate, collateral managers are not partitspan originate-to-distribute schemes.
Collateral managers risk their subordinated andopmance-based management fees, giving
them skin in the game. They are, or shortly wil] bebject to the fiduciary duties imposed by
Investment Advisers Act, further aligning theirargsts with those of investors. Finally, neither
collateral managers nor any other participant Managed CLO is a securitizer. Accordingly,
we believe that Managed CLOs should be exempted fne risk retention requirements.

B. Credit Card Loans

Credit card loans are generally securitized usingaater trust structure. (See Appendix
A, Section 2 for a description of a Classic Sporidaster Trust.) Credit card loans are short-
term assets that are often backing longer- terhmilii@s; accordingly, a credit card securitization
must be structured to allow newly generated retdegto be added to a master trust on an
ongoing basis to replace those that are repaidincipal receivables are balances incurred on
credit cards for goods and services and cash adsan€inance charge receivables are periodic
finance charges (i.e,. interest charges assessedraipal balances), fees such as annual fees,
late payment fees, over limit fees and cash advBees recoveries, which are amounts collected
on charged-off accounts, and interchangfeat is, fees payable to the originator as cardeiss
through MasterCard, Visa or a similar organizationonnection with cardholder charges.

In a credit card securitization transaction thead&pr, which may be the sponsor in a
one-step structure or an affiliate of the sponsa multi-step structure, holds the seller’s irgére
in the trust. Credit card securitization transattdocuments generally require the seller’s
interest to be maintained at a level not less gnamnimum threshold, generally 4% to 7%. If
the seller's interest would be less than the mimmtequired seller’'s interest, principal
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collections that would otherwise be paid to thedkolbof the seller’'s interest would be captured in
an excess funding, or special funding, account lzadreated as part of the collateral used to
measure the seller’s interest. If the seller'srest would still be less than the minimum seller’s
interest, the depositor may be obligated to addtiadd! assets to meet the minimum seller’s
interest requirement; if the requirement is not et a specified period of time, an early

amortization event would generally occur.

As noted in Part 1ll.B.4. of this letter, a selkernnterest risk retention alternative is
appropriate for credit card securitizations angrperly constructed, would likely be the form
of risk retention relied upon by most sponsors refdit card securitizations. If, however, the
terms of the final rule do not accommodate existsgguritization structures and are not
consistent with current market practices, credit cecuritizations would need to satisfy the risk
retention requirement through another form of metention. In addition, in some credit card
securitizations the minimum seller’s interest reeuoient is less than 5%, which could lead the
securitizer to prefer another form of risk retentio Moreover, we believe that credit card
securitizers would like the ability to hold combahirms of risk retention.

Given the transition issues with the vertical righention alternative and the various
issues with the horizontal risk retention alteweatlescribed above, the L-shaped risk retention
alternative as proposed, which combines verticdltarizontal retention, is not viable for credit
-card securitizations. The most significant isoiea credit card securitization program with
respect to the vertical risk retention requiremsrihat many series and tranches of notes will be
outstanding at the time the final rules becomecsffe. It would be possible to retain five
percent of each tranche or each class of ABS isitéssued on or after a specified date, but it
will not be possible to retain 5% of each clas#ABS interests in the issuing entity which are
outstanding on the effective date or the daterst fssuance thereafter. An accommodation in
the final rule should be made to allow the vertiogk retention alternative to be used by
revolving asset master trusts in existence prighéoeffective date which would impose the five
percent retention requirement only on each issuandesale to third parties of ABS interests on
and after the effective date. This accommodatidhb& particularly significant for credit card
securitization programs if the final seller’s irgst proposal does not accommodate existing
structures, and as discussed below, the othereigktion alternatives are not viable for credit
card securitizations.

The horizontal risk retention alternative does appear to contemplate revolving asset
master trust issuance. As defined, an “eligiblaedomtal residual interest” must be allocated all
losses on the securitized assets. In a revolgsgtamaster trust transaction, the seller’s interes
would always be allocated a portion of the losségclwwould prevent any subordinated note
from qualifying as an eligible horizontal residuaderest. In addition, a revolving asset master
trust could have multiple subordinated notes isfu@d time to time under separate series or as
separate tranches of a single series. No singlerdinated note could satisfy the requirement to
absorb all losses. For a revolving asset mastest the eligible horizontal residual interest
requirement should give credit for all subordinatedes that are retained and not be limited to
any single retained note. A subordinated note @ailgo not satisfy the requirement to absorb
all losses before any other ABS interest if excgsead were viewed as an ABS interest in the
trust. A subordinated note would not satisfy thguirement to absorb all losses before any other
interest if a spread account or reserve accourtdrbbd losses before the subordinated .n&e
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reserve account or spread account could potentiadlgt the requirements of a horizontal cash
reserve account, but as with subordinated notesgettaccounts are often series or tranche
specific, and no single account would meet thezomotial cash reserve account requirements.

An eligible horizontal residual interest can onBceive principal after all other ABS
interests in the issuing entity are paid in fullppo rata from “scheduled payments of principal.”
Subordinated notes in de-linked structures typycahn be repaid on scheduled dates while
senior notes remain outstanding if required sulbatibn levels are maintained. If the
subordinated notes are part of a series issueddrtost with multiple series, such notes may be
repaid after senior notes of their series but wbdrior notes of other series remain outstanding.
There are no “scheduled payments of principal’rémolving credit cards.

An eligible horizontal residual interest must hatree most subordinated claim to
payments of principal and interest. In most creaitd securitizations interest is paid on a
current basis to each class of notes from avaitfibdarce charge collections in accordance with
the payment priorities in a finance charge coltatiiwaterfall for each series, and may be paid
to a junior class on a current basis while seniasses remain outstanding and even when the
invested amount of such junior class is zero.

For each of these reasons, the proposed eligibiedmbal residual interest and related
horizontal cash reserve account risk retentionrratéeves do not work for credit card
securitization transactions as currently structured

Given the issues with the vertical risk retentidteraative and the horizontal risk
retention alternative, the L-shaped risk retentadiernative as proposed is not viable for credit
card securitizations. Consideration should be rgitce greater flexibility to combine forms of
risk retention For a credit card securitization program with arfpercent minimum seller’s
interest, the depositor may retain a four percefiess interest, the excess spread, reserve
accounts or spread accounts and the junior moss @& notes for total risk retention well in
excess of five percent. The final rules could pevcredit for each of these forms of risk
retention, as we propose in Part 11.B.3 of thiselet

C. Retail Auto Loans

Retail Auto Loan securitizations are typically staured as two-step Classic Sponsor
Amortizing Trusts described in Appendix A.1. Adtmans can be securitized using a simple
grantor trust structure, but this structure is Imeiog increasing raré®® In almost all cases, the
sponsor or an affiliate is appointed to servicerttail auto loan receivables that are held by the
trust and the depositor is a subsidiary of theioaigpr and sponsdf.

186 |n a grantor trust structure, due to U.S. federadme tax requirements, only two ABS interests loa issued, a
senior interest and a subordinated interest.

187 The participants in the retail auto securitizatihain—the originator, sponsor, depositor andiserv-are
usually affiliated, and the originator, sponsor aadvicer are often the same entity. It is rarheretail auto
loan market for a third party to service retailalgtans.
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Retail auto loans are typically originated by tlperssor, as there is not an active whole
loan market for auto loart§® Retail auto loans are typically fixed rate, siejsiterest loans with
level monthly payments and maturities up to 84 mentOriginators of retail auto loans include
commercial banks, thrifts, credit unions, “captivifiance company subsidiaries of vehicle
manufacturers and independent finance companieth tBe captive and independent finance
companies typically rely heavily upon securitizatior funding their retail auto loan portfolios.
Although some banks and thrifts issue auto seeatitins, depository institutions tend to hold a
large share of their auto loans in portfolio.

Retail auto loan securitizations also use creditaemement in one of several forms,
including overcollateralizatidfi’, excess spread, reserve accounts and the issuaince
subordinated ABS interests. Most retail auto |caecuritizations use a combination of
overcollateralization, excess spread and suboidm#br credit enhancement. Many also have
reserve accounts. A reserve account used in dhaata loan securitization maybe funded fully
at closing or partially funded at closing. If theserve account is partially funded at closing,
excess spread is applied to increase the amoudt ihethe reserve fund until a required
maximum is reached and excess spread is used lenisp the reserve account if funds are
withdrawn from it to make payments required by thgiing entity.

Some retail auto loan securitizations include tetaio loans with below market interest
rates. These loans are referred to as “subvemeaais| When subvened loans are included in a
retail auto loan securitization, extra funds musnhshow be generated by the securitized retail
auto loan portfolio so that the carrying costsha securitization (such as servicing fees, interest
expense and trustee fees) are covered, even inadian where the only loans remaining unpaid
are the subvened loans. There are several wagndore that the securitization will have
sufficient funds to pay both its carrying costs #mel principal on the ABS interests:

» calculating a yield supplement overcollateralizatmmount for each month end during
the term of the securitization, which is used ttalelssh minimum overcollateralization
amounts

» discounting the cash flows on the subvened loaash@gher interest rate, which results in
valuing the subvened loans held by the issuingtyerati an amount less than their
outstanding principal balance

» creating a reserve account that is funded withigafft cash to cover the difference
between the lower interest rate and the secuiizatosts

188 On occasion, aggregators have purchased posfoficetail auto loans from unrelated originatard ancluded
those loans in securitizations structured as Agg@gAmortizing Trusts (described in Appendix A.3)his
type of transaction is not common and there existmarket for retail auto “whole loans” in any way
comparable to the residential mortgage whole loarket. In addition, when a portfolio of retail alb@ans is
sold, the servicing of the purchased loans is glpicetained by the purchaser of the loan portfoli

189 Overcollateralization exists when the principaldmce of the ABS interests is less than the graidalance of

the securitized assets. Overcollateralization mast at the closing of the securitization or ityntee created
following the closing of the transaction by the Bggtion of excess spread (see Part 11.B.2(b)(ipfthis letter)
to pay principal on some or all of the more se@BSS interests.
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e creating a spread account which may be fundedallyitwith some portion of the
difference between the lower interest rate andstheuritization costs and into which
excess spread are added from the securitizatiamctease the amount on deposit to an
amount necessary to cover the difference betweenldiver interest rate and the
securitization costs

Collections on the securitized retail auto loans ot typically separated into interest
collections and principal collections. One reafmmthis is because substantially all retail auto
loans are simple interest loans that have a fixedthly payment, but no fixed principal or
interest payment. Because no distinction is madthe principal portion or interest portion of
collections received during a collection period,callections are applied to pay the expenses of
the issuing entity under a single payment waterfall

Because retail auto loan securitizations use alesingiterfall and do not distinguish
between principal and interest collections, losaesnot typically allocated in a formal manner.
Nevertheless, losses are recognized and reporfdte documents typically specify that the
amount of principal to be paid to investors (geterthe most senior ABS interest then
outstanding) be increased by the amount of thosseky The effect of this approach is to
maintain a specified overcollateralization percgatalf the losses result in collections received
being less than the amount necessary to pay tle#fisdeprincipal payment to investors and if a
reserve account is present, funds are withdrawm fitee reserve account to cover the shortfall,
up to the amount on deposit in the reserve accolirthe amount in the reserve account is not
sufficient cover the shortfall and one or more sdbwted ABS interests are outstanding, then
reductions are made to the principal amount ointlest subordinate ABS interest and/or interest
otherwise payable to the most subordinate ABS éstemay not be paid. The residual interest
bears the effect of these losses, because theagecia principal payments on the most senior
ABS interest reduces the amount that will be disiied to the residual interest on a dollar-for-
dollar basis.

As currently structured, retail auto loan secuaifians already provide for the depositor
(which is a subsidiary of the sponsor) to have eup® to the securitized assets through the
ownership of the residual interest in the trust,ahd reserve account is present, by the reserve
account. Because the residual interest in the teceives funds only if all other payment
priorities have been satisfied, the holder of thedidual interest remains at risk for the
performance of the securitized assets. Simildrgause funds not needed to build or maintain
the required amount in the reserve account areuistd to the holder of the residual interest
and because the amount in the reserve accountth@éeABS interests have been paid in full
either reverts to the sponsor or is distributedht® holder of the residual interest, the sponsor,
either directly or as owner of the equity in thed&tor remains at risk for the performance of
the securitized assets. Therefore, we believe ttatcurrent retail auto loan securitization
structures already provide meaningful risk retentay the sponsor and we recommend that the
Agencies carefully consider the current risk ratenfeatures of retail auto loan securitizations
and adopt rules that recognize that structurepssraissible option for risk retention.

We note, with regard to the eligible horizontalidesl interest option (and therefore the

L-shaped risk retention option), that its use imre#ail auto loan securitization would be
problematic because of the requirements applicabl®oth the eligible horizontal residual
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interest and the horizontal cash reserve accoattptincipal may be paid to the holder of the
eligible horizontal residual interest and fundsasied to the sponsor from the horizontal cash
reserve account only in connection with the recepbt scheduled principal payments.
Prepayments applied only to the senior ABS interesli cause the percentage represented by
eligible horizontal residual interest and the hontal cash reserve account to exceed the
required risk retention percentage. In additi@gause most retail auto loans are simple interest
loans, which means that the payment is fixed pentmdout the portion of that fixed monthly
payment that is interest and principal will varypdeding upon when the borrower makes the
payment, there is no scheduled principal paymdate@ to a simple interest retail auto loan.
Therefore, we urge the Agencies to reconsider tlegjuirement that only scheduled principal
payments received be the basis for release of famdbe holder of the eligible horizontal
residual interest and from the horizontal cashriesaccount.

In addition, if subvened loans are included intait@uto securitization, both the eligible
horizontal residual interest and the L-shaped m&t&ntion option would be problematic for use
by a sponsor. As mentioned above, one methodeatiag the extra funds needed to cover the
expenses of the issuing entity when subvened laenscluded in a securitization is to have the
sponsor transfer the subvened loans to the is&ntity at a reduced percentage of the subvened
loans’ actual principal balance (which effectivedgults in a discounting of the subvened loans).
When discounting is used, the issuing entity treéhésdiscounted loans as having a principal
balance equal to the discounted amount, ratherttteaactual principal balance. If, however, the
Agencies retain the requirement that only schedyagiments of principal may result in
payments to the holder of the eligible horizon&sdidual interest or releases from the horizontal
cash reserve account, there will be no way to adctar the payments received on subvened
loans. This problem occurs because, by discountingarger portion of the fixed monthly
payment is deemed to be interest and a smalleiopateemed to be principal, as compared to a
situation where the same loan were not discounted.

D. Auto Leases

As noted in Part IILA.4. and in Appendix A, 2.(layto leases are generally securitized
using special purpose trusts known as a “titlingsts.” Titling trusts are used in order to
facilitate the transfer of interests in auto leaaed the related leased automobiles (collectively,
“Lease Assets”) to the issuing entity by elimingtithe need to have the leased automobiles
retitled in the name of the issuing entity.

179 When ordinary accounts receivable or chattel papesecuritized, each of the transfers requieetatten be
completed with a simple one-page assignment docurAerautomobile, however, can be transferred dnly
(1) the originator signs the back of the certificaf title and certifies the odometer reading, é2)dhe
transferee applies for a new certificate of titléts own name. In some states it is also necessdrgve the
emissions checked. The procedures are time-conguamith require some effort and expense, particutarig
large scale. The retitling fees payable to theedbspartments of Motor Vehicles alone often woudd b
prohibitively expensive.
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A titling trust purchases Lease Assets directlyrfrauto dealer§’* Title to the leased
automobiles is then held by the titling trust. ®ponsor is not listed on the certificates of title,
but instead owns a beneficial interest in all LeAssets that have not been securitized. At the
time of a securitization, instead of transferringatfolio of Lease Assets to the issuing entity,
the sponsor transfers directly or indirectly to tissuing entity either (a) a special unit of
beneficial interest in the titling trust (a "SUBIf¢presenting the rights in the securitized pool of
Lease Assets or (b) a note (an “exchange notet)reddy the securitized pool of Lease Assets.
In most states, there is no need to undertake ffoet @nd expense of retitling the vehicles
because the legal owner of the vehicles, the tustistee, does not change.

As noted in Part IV.A.4. of this letter, the defian of issuing entity should be revised to
take into account securitization structures thdtzatasset holding entities like titling trusts.
Specifically, the definition of issuing entity sHdumake clear that the owner of the securitized
Lease Assets does not need to be the same leggltbat issues ABS interests to investors. The
definition of issuing entity should also be revistedprevent the “double counting” of ABS
interests in securitization structures that utilesset holding entities like titling trusts. These
proposed revisions are discussed in detail inIPArY.

As with retail auto loans, in nearly all auto leasuritizations, the depositor holds a
residual interest constituting overcollateralizati@and thus credit enhancement, for the issued
ABS. Therefore, the issues with the definition bfible horizontal residual interest described
with respect to retail auto loans are generallyliagpble to auto leases as well. The use of the
eligible horizontal residual interest option in @lkéase deals is further complicated by the fact
that lessees do not make principal or interest gagsnon their leases; rather, they make lease, or
rent, payments. If the Proposed Rules are adopteldeir present form, sponsors of auto lease
securitizations could not utilize the eligible rmmmtal residual interest option because that option
is tailored to fit only those securitized assetst thenerate payments of principal and interest.
Therefore, in addition to the modifications reconmahed with respect to retail auto loans, the
final rules should be modified to permit the holdérthe eligible horizontal residual interest to
receive its proportionate share of all lease, ot, lgayments under the securitized Lease Assets.

E. Dealer Floorplan Loans

Dealer floorplan securitizations are typically sttwed as two-step Classic Sponsor
Master Trusts described in Part 2.a of Appendis@mnetimes including the utilization of note
issuance trusts described in Part 2.b of Appendix IA almost all cases, the sponsor or an
affiliate is appointed to service the floorplaneg®@bles that are held by the master trust.

Each dealer floorplan receivable is typically geed under an account or other lending
arrangement between the originator, as lenderttandealer, as obligor. A separate receivable is
generally created for each vehicle that a dealgquiaes that is financed by the originator. In

11 To form a trust, the person forming the trusspatnown as a “grantor” or “settlor,” signs a trdscument
conveying property to the trust or the trustee, aravides that the property, and any additionapprty to be
held by the trust in the future, will be held b tinust for the benefit of the trust beneficiariEse grantor can
provide that beneficiaries will share some or &lihe property, or that different beneficiariesihve interests
in different property. The interest of a benefigiag called a “beneficial interest” in the trust.
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some cases, however, a receivable may represetiplmlbans relating to all or a portion of the
dealer’s inventory. In addition, some receivablegyrbe interests in floorplan receivables or
loans, such as participation interests. Althoudhedaled repayments of floorplan receivables
may be required under certain circumstances, iremgérfloorplan receivables are not paid
according to a specified schedule or on a predétedrdate. Rather, the entire amount of each
receivable is due upon sale of the related finavesicle.

A dealer floorplan securitization virtually alwaysontains eligibility standards and
concentration limits for receivables. In some fldan transactions, these ineligible or
overconcentration receivables are not purchasethéydepositor or the master trust and are
retained by the originator. In other floorplannsactions, for administrative convenience, the
ineligible and overconcentration receivables atd smthe depositor and included in the master
trust, but are not included in the master truskirables balance, and collections on these
receivables are generally not available to holdétke issued ABS.

Most, but not all, dealer floorplan securitizers aot required to hold a seller’s interest in
the master trust in order to obtain ratings or 885 to investors. To be sure, there is a seller’s
interest in each master trust to the extent thatdtal assets exceed those required to support the
outstanding ABS, but there is no minimum requirelles's interest. As a result, we believe that
dealer floorplan securitizers do not wish to becéar to rely upon the seller’s interest retention
option.

In all dealer floorplan securitizations, the depamsholds a residual interest constituting
overcollateralization, and thus credit enhancemientissued ABS. This residual interest may
be a certificated trust interest, an uncertificatgerest, a deeply subordinated note or another
form. It is usually an interest in the specificissrof ABS. (To date, dealer floorplan sponsors
have not elected to utilize the “de-linked” struetsi utilized by many credit card sponsors and
described in Part 2.b. of Appendix A. However,dtpossible that floorplan sponsors could
migrate to such structures in the future.)

In most dealer floorplan securitizations, a reseageount or spread account established
for a particular series also provides credit enbarent for issued ABS of that series. The
amount is typically relatively small, often equatito 0.25% or 0.50% of the issued ABS. Funds
in such an account might be drawn to cover lossies fo the allocation of those losses to the
residual interest.

In recent years, the level of credit enhancemerguired in dealer floorplan
securitizations has risen dramatically. To issUAAA” rated floorplan ABS, issuing entities
often must have subordinated interests of 25% % 80the sum of the total principal balance of
ABS interests issued to investors and the princgmabunt of the subordinated interests. For a
“BBB” rated ABS, the enhancement level is oftenthie 12% to 15% range. For this reason,
dealer floorplan securitizers wish to utilize thigible horizontal residual interest to satisfyithe
retention requirements, and they believe that gteyuld be able to combine the risk retention
represented by a reserve account or spread acattartheir residual interests for this purpose.
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However, the residual interests held by depositoftoorplan securitizations would not

qualify as eligible horizontal residual interestsai number of respects. Many of these issues are
common to credit card ABS, as described in PartB/2 of this letter:

With respect to the apparent requirement in théndiein that there be a single eligible
horizontal residual interest for the issuing entitydealer floorplan securitizations:

. there is a residual interest for each series, meathat there would likely be
multiple residual interests at any given time

. in some structures, the depositor holds both auesiinterest and a subordinated
note that is senior only to the residual interesterms of priority of payment
within a given waterfall

With respect to the requirement in clause (1) & dtefinition that all losses be first
allocated to the eligible horizontal residual ietr in dealer floorplan securitizations:

. losses on floorplan receivables are allocated ¢ostler’s interest as well as to
the subordinated residual interests

. losses might be allocated to a spread accountserwe account prior to being
allocated to any residual interest

With respect to the requirement in clause (2) efdkefinition that the eligible horizontal
residual interest have the most subordinated ctaipayments of interest and principal,
in dealer floorplan securitizations a subordinatede may be entitled to receive its
interest payment out of the interest waterfall ptthe application of remaining interest
collections to cover principal losses for the bérafinvestors, which could be construed
as giving the subordinated note priority over theestor ABS

With respect to the requirement in clause (3) efdkefinition that the eligible horizontal

residual interest not receive payments of princiypdil all more senior ABS interests are
paid in full, in dealer floorplan securitizationsinzipal will not be paid on term ABS

notes (or, perhaps, on variable funding notes)l uhéir scheduled maturity dates (or
upon an earlier amortization event), with princigallections in the interim generally
being made to the depositor in explicit or impligichange for new receivables

F. Equipment Leases and Loans

There are special considerations for ABS_ (*EquipmmehBS”) arising from

securitizations collateralized by equipment leasel®ans which should be reflected in the final
regulations. The Proposal has identified sevesamnssible forms of risk retention: horizontal;

vertical, L-shaped; a representative sample; argkleer’s interest. The latter two are not

expected to be of general use for Equipment ABBe@ally since the representative sample is
better suited for fungible assets such as consauner loans rather than individually negotiated
commercial equipment leases and loans. In additibe master trust format has become
relatively unused in Equipment ABS during recerdrgeinasmuch as issuers and warehouse line
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of credit providers have tended to favor a revajMine of credit to a pass-through entity such as
a limited liability company, rather than fundingzodving purchases by a master trust (which is

better suited for revolving assets such as credd tbans). Vertical and L-shaped risk retention

have not attracted much interest among investotdsvearehouse credit providers, which have

become accustomed to risk retention in the forrirst-loss horizontal credit enhancement such

as overcollateralization, sponsor-retained subaitéuh securities, cash collateral accounts, and
equipment residual values.

For the reasons set forth below, we recommend ttiatFinal Risk Retention Rules
permit Equipment ABS to utilize horizontal risk eation in the form of overcollateralization,
which is the economic equivalent of subordinatezligges in a structure under which all of the
fair market value of the assets is reflected bysiecial purpose entity’s issuing multiple classes
of securities. We further recommend that the FRiak Retention Rules recognize the aspects
(discussed herein) of cash collateral accounts lwhistitutional investors in Equipment ABS
have permitted for many years. Finally, we recomenthat horizontal risk retention include the
residual values of equipment owned by the ABS iséurepledged by the sponsor to the issuer).

1. Overcollateralization

Unlike transactions in some asset classes whighupbn gross excess spread (discussed
in Part Il.LA.4. of this letter), Equipment ABS tiactions utilize the concept of the “advance
rate” which is applied to calculate the originaingipal amount of Equipment ABS which will
be issued against the discounted balance of eash t@ntract or the remaining principal balance
of each equipment loan in the collateral pool. iRstance, a 90% advance rate would mean that
$90 million of Equipment ABS would be issued agtlease and loan receivables with a present
value aggregating $100 million. The securitizersthas risk retention of 10% of the value of the
assets that have been securitized, inasmuch adoasgs incurred by reason of defaulted
contracts would reduce the cash flow payable toseauritizer on each periodic distribution
date; investors in the Equipment ABS would not eufliny loss until the entire 10% risk
retention had been exhausted. It is vital thatRimal Risk Retention Rules recognize that this
form of credit enhancement constitutes a valid fofmsk retention.

Similarly, in certain cases, overcollateralizatitakes the form of one or more
subordinated classes of securities. These cldesgsently are retained by an affiliate of the
issuer and not sold to third-party investtfs. As an economic matter, the subordinated cash
flow resulting from an advance rate of less tha@%0s indistinguishable from the subordinated
cash flow payable to the most subordinated clastegcurities (or to the depositor, as equity
owner of the residual interest). Because such slifimtied cash flow remains as securitizer risk
retention for the entire time that the EquipmentSABre outstanding (or until the credit
enhancement has been exhausted), it is unnecefsgatiye final regulations to require that
overcollateralization be documented as a Z bonavould be uneconomic to mandate that class

12 There are a variety of reasons why issuers rétaise classes, such as low rating that such elasseive or
their inability to meet investor requirements fecarities that constitute valid debt for federadme tax
purposes.
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A interest and principal be paid in full before arlgss B interest or principal be payable, and so
forth.

Furthermore, it would be inappropriate for the s#@er to receive scheduled payments,
but not its subordinated share of loan prepaymee@se early termination payments, or
proceeds from foreclosure and disposition of eqeipnunder defaulted leases and loans. This
approach would run counter to industry standaratma in Equipment ABS, under which all
payments and proceeds from the collateral are degomto a single collection account and
allocated pursuant to a unitary waterfall--in castrto RMBS transactions, where there are
separate waterfalls for interest collections andggpal collections. There is a fundamental legal
reason for this treatment of Equipment ABS: equpmrentals are not divided between
principal and interest elements but styled merslyeatals. There is no legal or economic reason
to impose upon Equipment ABS an artificial distiant of interest and principal components;
Equipment ABS properly treats all collectiahgvhether scheduled payments, prepayments or
foreclosure proceefkas fungible amounts.

Additionally, equipment finance contracts expergena seemingly high level of
prepayments not because obligors seek to exit these arrangsmleat because upgrades and
additions to financed equipment typically are acpbshed by terminating the existing contract
(and prepaying the remaining lease or loan amamt)entering into a new lease or loan for the
reconfigured equipment. This procedure is necgsgacause the issuer may not be able or
willing to refinance the upgrade. This is partanly relevant for Equipment ABS, where the
provisions of the securitization document are nexgrected to anticipate every possible contract
rewrite and, consequently, the only way for theusézer to accommodate the obligor is to
arrange for termination and prepayment of the nabcontract. Therefore, the equipment lessor
or lender will negotiate a termination and prepaymef the original contract and the
simultaneous execution of a new agreement forabenfigured equipment.

2. Reserve accounts

It has been customary for Equipment ABS to incladeserve account. Typically, this
account is fully funded at closing, thereby redgdine cash proceeds ultimately received by the
securitizer; however, in many Equipment ABS tratisas approximately half of the reserve
account requirement may be funded at closing whih lbalance thereafter deposited on the
ensuing three to six monthly payment dates, fromelatively high “bucket” of the cash
distribution waterfall. Furthermore, most trangas require the reserve account, if it has fallen
below its required level, to be replenished frorshcllow otherwise payable to the securitizer.
However, once the reserve account balance haseagath maximum level, the securitizer
uniformly has been entitled to withdraw any excassunts, so long as the Equipment ABS
have not suffered an event of default. We reconaribat the Agencies recognize that reserve
account property not only can be released in thesmar (provided that the aggregate risk
retention amount remains in effect), but also can ubilized to pay transaction-essential
payments in the upper sectors of most waterfallsh sas fees and expenses of trustees, rating
agencies and servicers.

The reserve account is important in Equipment AB8dactions, and the ability to select
from a variety of safe investment alternatives @ls@stablished. We believe that the Agencies
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should make the changes to the reserve accoundétmeat alternatives and release provisions
articulated in Part 11.B.2(b)(ii) of this letter.

3. Equipment residual values

As described in Part 11.B.2(b)(i)(2) of this lett¢he residual value of leased equipment
often serves an important role in an equipmentelesecuritization, notwithstanding that this
residual value is not nominally considered parthef asset value. For the reasons articulated in
that part of this letter, we believe that the Ageacshould give securitizers credit for these
residual values when computing the amount of hsit has been retained.

G. Student Loans

Student loans that are securitized have traditiprimen grouped into the following two
categories: (i) student loans originated underRéeeral Family Education Loan Program under
Title IV of the Higher Education Act (“FFELP”) whic in effect, carry a guarantee by the
federal government, and continue to be held ornbdlance sheets of numerous state agencies,
banks and finance companies, and (ii) non-goverhrgearanteed private student loans which
typically supplement the federal student loan pmows, and are either financed through
securitization or are retained for investment Ioaficial institutions, funds or other investors.

1. General class exemption for federally guaranteestudent loans

Established in 1965, FFELP provided for the origoraof loans pursuant to minimum
prescribed criteria to “qualified students” who @&mrolled in eligible institutions, or to parents
of dependent students, to finance their educatioosts. A “qualified student” is an individual
who is a U.S. citizen, national or permanent residbas been accepted for enrollment or is
enrolled and is maintaining satisfactory academioggess at a participating educational
institution and meets certain other requirementsttie particular loan program. In addition,
federally insured consolidation loans have beegimaied for FFELP borrowers following the
completion of their education. Loans originatedlemFFELP are guaranteed by the federal
government and administered by guarantee agenciEEELP loans were originated by
commercial banks, thrifts, nonprofit organizatiomgjependent finance companies, and credit
unions and are often held in an investment podfotisecuritized.

The Proposed Rules do not include an exemptioRF&LP loan securitizations from the
risk retention requirements. Instead, ProposedeR®l _ .21(b)(1) fully exempts any
securitization transaction if the asset-backed rsgesiissued in the transaction are collateralized
solely (excluding cash and cash equivalents) bgtaghat are fully insured or guaranteed as to
the payment of principal and interest by the Uniidtes or an agency of the United States. As
noted above, FFELP permitted eligible lenders igioate loans that were guaranteed by the
federal government. Under FFELP, lenders receavgdvernment guaranty of 97 to 100 percent
of the defaulted principal and accrued interesta@nordance with statutory requirements) in the
event that the student defaulted on the loan, 139 &s the loan was serviced in accordance with
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Department of Education guidelin€s.The Commentary notes that a justification for egény
various categories of government-generated loarthas the “federal department or agency
issuing, insuring or guaranteeing the ABS or celialt would monitor the quality of the assets
securitized, consistent with the relevant statutamshority.”™’* Through the guaranty program
administered by the Department of Education, tisacertainly the case with FFELP loan
securitizations, and it is a principal reason why believe that an exemption for FFELP loan
securitizations would be appropriate.

Other types of federally insured or guaranteeddaae designated in the Proposed Rules
as exempt from the risk retention requirements urRl®posed Rule 8 _ .21(a)(1) include
securitizations that are collateralized by “resic@n multifamily, or health care facility
mortgage loan assets that are insured or guaraagetdthe payment of principal and interest by
the United States or an agency of the United Stateésr example, as noted in the Commentary,
the “Department of Veterans Administration also rgnéees between 25 percent and 50 percent
of lender losses in the event of residential boeowefaults. United States Department of
Agriculture Rural Development also guaranteesdirgliamount against loss of up to 90 percent
of the original loan amount for single family lodhs Each of these types of loans is only
partially guaranteed, but the implication from @emmentary is that a securitization of these
loans would be exempt from the risk retention.

For the reasons set forth above, we believe tragjtiaranty by the federal government of
FFELP loans warrants a general class exemptiofrF&LP loan securitizations from the risk
retention requirements in the Proposed Rules.

We also note that implementing risk retention regmients on outstanding FFELP loans,
which complied with government-specified parameterthe first place (and were not subjected
to commercial underwriting standards), will not @map future underwriting standards for this
product, as FFELP was eliminated as of July 201@8eurthe Health Care and Education
Reconciliation Act of 2010. Although we supporetBodd-Frank Act's goal of encouraging
sound underwriting decisions by improving the atiggmt of interests among sponsors of
securitizations, originators of loans and investorsABS, this goal would not be served by
requiring risk retention in FFELP transactions. Wadieve that an adjustment down to zero
would be appropriate given these special circuncsmh’

173 |n addition to borrower default, FFELP provides the same guaranty against the death, bankraptcy
permanent, total disability of the borrower; clasorf the borrower’s school prior to the end of #mademic
period; false certification by the borrower’s schobhis eligibility for the loan; and an unpaidhaol refund.
The federally mandated guaranty has decreasedlglmler time. Currently, the required guarantygaat of
the principal and accrued interest is as follow80% for loans initially disbursed before Octobef993; 98%
for loans initially disbursed between October 193.@nd July 1, 2006; and 97% for loans initiallgtiirsed on
or after July 1, 2006.

14 Proposal, at 24137.

175 Alternatively, the risk retention requirement ftbbe measured against the uninsured portion of BeLP

loans collateralizing the securitization, for exdmphe risk retention required could equal fiveggat of three
percent of the aggregate principal balance of thlateral, assuming a pool of FFELP loans that wenesured
at 97% of the initially disbursed amount.
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Numerous state agencies and various banks andcé&neompanies continue to hold
outstanding FFELP loans on their balance sheetsquiRng securitizers of FFELP loans to
retain risk would make securitization a less ativacoption and these loans would be more
likely to remain on the balance sheets of thesdtutions, invariably tying up significant
amounts of capital that could otherwise be extenddtie form of private loans or other forms
of financial assistance to students. As notech@énRRS Report, “[M]any financial institutions
hold significant legacy portfolios of FFELP loamsd some still sell these loans to each other.
Risk retention requirements may damp these wha@ leales if it becomes more costly to
finance these loans via securitizatidh>'With respect to state and nonprofit agencies, rarog
awarding grants and other forms of financial aasis for students will receive a boost from
incremental capital if risk retention is not reear

2. Form of risk retention for student loan ABS

The securitizer (or an affiliate) of a private statl loan securitization generally retains
ownership of the first-loss piece of the transactid he first-loss piece is an equity ownership or
debt interest in an issuing entity which is suboatied to all tranches of issued ABS and
represents the right to receive cashflow at thetmasordinated level of the flow of funds. Our
understanding is that this form of “horizontal slicisk retention, which has been utilized in past
private student loan securitizations, is effectivaaligning incentives between securitizers and
investors due, in large part, to the amount of icnesk to which such interest is exposed. A
securitizer holding a “horizontal slice” in the forof a subordinated residual interest is further
motivated to structure and service a securitizaticansaction properly because doing so
maximizes the value of such securitizer's retaimgdrest. Our understanding is that future
transactions would likely employ the “eligible hoontal residual interest” form of risk retention
set forth in the Proposed Rules, although futurecsires for student loan ABS may employ
other forms of risk retention included in the Pregd Rules. Accordingly, we strongly support
the proposed menu of risk retention structures #rat included in the Proposed Rules as
appropriate for student loan backed ABS.

3. Exemption for nonprofit student loan lenders

The Proposed Rules’ exemption for certain typestafe agency and nonprofit student
lenders should be revised to reflect the exempdianmtent. Sections _.21(a)(3) and (4) of the
Proposed Rules appropriately grant complete exemgtr state agency and nonprofit student
lenders that utilized funding pursuant to Sectid&®(il) of the Internal Revenue Code (the
“IRC”"), as authorized by Section 15G(c)(1)(G)(iii).

However, the Proposed Rules deny any exemptiomdaprofit student lenders that do
not or cannot issue bonds under Section 150(cheiRC. In denying such an exemption, the
Proposed Rules draw a distinction between thospro@ihlenders that use Section 150(d) of the
IRC and those who do not. Securitizations by hggies of nonprofit student lenders offer the
same level of retained risk. For example, stagnag and nonprofit student loan providers do
not utilize bankruptcy-remote, special purpose elelifor securitizations. In general, nonprofit

176 FRS Report, at 3, 83-84.
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and state agency student lenders are exempt freolumtary bankruptcy under the federal
Bankruptcy Cod¥’ and thus it is not necessary to use “bankruptoyote” entities. Nonprofit
and state agency student lenders are charterecerforip the specific public purpose of
providing financing to prospective students to #niro institutions of higher education. The
practical effect of not using special purpose vieglsigs that the student loan ABS remain “on the
books” of these lenders, regardless of whether #neya state agency, 150(d) nonprofit, or other
state designated nonprofit student loan organiaatidonprofit issuers account for their residual
interests in student loan ABS issued by them asniecis earned throughout the life of the deal;
they do not monetize the value of the residual aseatime boost to income in the year that the
ABS are issued.

Our understanding is that most nonprofit studeminl@roviders would be unable to
absorb the additional cost of capital that woulsufefrom a risk retention requirement which
exceeds that which is already imposed by the rements of the capital markets. As such, most
nonprofit student loan providers would be forcegh&ss this cost on to borrowers or schools. In
all likelihood, this result will significantly diglvantage nonprofit and state-based student loan
providers that, unlike for-profit institutions, st have access to the needed equity to contribute
as retained risk. The necessity of charging boersver, more likely, schools to offset the cost
of an additional risk retention requirement is loaea the fact that in many instances such cost
cannot be offset by increasing interest rates enldans. This is particularly true in the federal
student loan programs for which the interest raig geld are set by the federal government.
Another impact of additional risk retention is ather reduction in college access and outreach
programs. Nonprofit and state-based student loavigers, while historically thinly funded, use
a portion of their resources for public purposegpams focused on increasing access to and
completion of higher education. An increase ik nstention would further drain resources of
nonprofit lenders and result in the inability tondaue the viability of programs. Accordingly,
additional risk retention will have the dual effedtunfairly advantaging for-profit lenders while
frustrating the public purpose of providing readadadinancial access to higher education.

The Final Risk Retention Rules should not inhibége lenders from using securitizations
to originate new loans or to refinance existingd®nTo do this, the final rules should grant a
total exemption for state agency, Section 150(dhefIRC, and other nonprofit student lenders
from the risk retention requirements.

H. Stranded Costs and Similar Cost Recoveries by Reaied Utilities

The exceptions provided in the Proposed Rules db inolude stranded cost
securitizations and closely-related forms of utilisecuritizations (these are referred to
collectively as “Utility Leqislative Securitizatis!). We believe that, because of the nature of
the securitized property, the absence of undengifias that term applies to other types of
investment instruments), and the active protectifborded by state governments to investors in
these products, Utility Legislative SecuritizatiosBould be exempt pursuant to the powers
granted and encouraged by Section 15G(e)(1) dExthange Act.

7 11 U.S.C. § 101-1532.
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Since their emergence in the late 1990s, “stramdst! securitizations and other types of
securitizations that share similar (almost idehticgsuance and payment characteristics have
become a notable feature in the capital structbiregulated electric utilities and, importantly, an
element endorsed by the legislatures of at leastest’® states to lower the cost of electricity
paid by the consumers of that electricity withifliti¢s’ service areas. To date, we know of more
than $43 billiod’® in ABS that have been issued as a method of reicmvéncurred costs,
including costs associated with the transition tampetitive retail electric markets, costs
associated with repairing damage caused by nalisasters, and costs associated with installing
pollution-control equipment. The authorization recover those costs is hardly unusual for
regulated electric utilitigs indeed, a significant portion of the costs of reged utilities is, after
review and adjustment by state government agenaielsided in the rates that the customers of
those utilities pay in order to receive electriggrvices.

Utility Legislative Securitizations are set aparbrh other securitizations by unique
characteristics. In its work toward revision of Rkgion AB, the Commission has identified and
recognized some of the extraordinary charactesistit these securitization® In Utility
Legislative Securitizations, the legislatures hageemitted the utilities to impose (subject in
individual cases to further public hearings andc#pme governmental approval) dedicated
charges, or tariffs, on existing and future custamweithin a particular geographical area. The
point of these specific tariffs, and the relatedusiizations, is to create a mechanic for a
lowered cost to customers, thereby keeping ratesrithan they may otherwise be. Indeed, were
it not for the significant state policy of keepingjlity rates lower, there would be no Utility
Legislative Securitizations. In furtherance of thaicy, the legislation (together with related
financing orders by state regulatory agencies) permtilities to sponsor the issuance of

178 "\We are aware of statutes for stranded cost saiidns in Arkansas, California, Connecticut, rida, lllinois,
Louisiana, Maryland, Massachusetts, Michigan, MpatdNew Hampshire, New Jersey, Pennsylvania, Texas,
West Virginia and Washington.

179 Appendix A to Letter of Sidley Austin LLP to ti&ecurities and Exchange Commission, the Officthef

Comptroller of the Currency, Board of Governordlef Federal Reserve System, and the Federal Deposit
Insurance corporation, dated April 20, 2011, contingron the Proposal.

180 Commission Proposed Rule, Asset-Backed Secyritaed April 7, 2010, published at 75 Fed. Reg328,
23360 (May 3, 2010)

For ABS backed by stranded costs, the underlyisgtds transition property or system restoration
property. Stranded costs are the costs associaid avdecline in the value of electricity-
generating assets due to restructuring of the tmguand the underlying property is called
transition property. System restoration propertyaisimilar underlying asset, but provides for
recovery of system restoration costs incurred kgtdl utilities as a result of hurricanes, tropica
storms, ice or snow storms, floods and other weattated events and natural disasters. These
types of property are usually created by the actbra state legislature or other designated
authority. The property generally includes a riginid interest to impose, collect and receive
charges payable by electric customers in a paatidatritory. Also, this right usually provides tha
the designated state authority may periodicallystdihe charges billed to customer sin order to
recover the stranded costs in the event all cadlestare not made.

Because transition property is not originated @ustomer-by-customer basis, and is instead tin tigimpose
charges on customers based on electrical usagerelminarily do not believe it is appropriate tquire asset-
level data to be provided for stranded cost ABS.
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securities in structures under which the amountgived from the tariff fund the issuer’'s
payments of interest and principal on the secutiti@he proceeds from the issuance of the
securities are then used to recover the utilitysurred costs quickly. The forms of Utility
Legislative Securitizations are virtually uniforrarass all of the states that have authorized these
programs.

Among the reasons for that uniformity is the effetguidelines of the Internal Revenue
Service which dictate the structure necessary toese the most tax-efficient results of
financing for these recoveries and repdifsThese IRS guidelines require, among other things,
the enactment of state legislation authorizingtf&) creation of a property right owned by the
utility to collect specified amounts in the form aftariff and (b) securitization of that right
through the issuance of bonds or similar obligation

The authorizing legislation establishes the caltectof the tariff as an irrevocable
property right that is transferred by the utilitya special purpose entity to support the issuance
of and payments on the securities. The legislatmariably includes a pledge by the state
which prohibits future state legislatures and statgilatory agencies from rescinding, altering or
amending the tariff in a manner that would redineevalue of payments to service the securities.
Once securities are issued under the authorizgiglégion and agency order, investors typically
receive assurances of the state’s commitment tcorhdime pledge pursuant to the U.S.
Constitution’s “contracts” and “takings” clausesdaimilar state constitutional provisions.

Under the authorizing legislation, the tariff is“@onbypassable” charge that all (or
certain classes) of the users of electric utiliéyvgces in the utility’s service area must pay.
Accordingly, utilities assess the tariff as a cleaoy the delivery of the electricity to the retalil
provider or directly to the consumer. As a restdgardless of which retail provider actually
supplies the electricity delivered to the custoroerwhether the utility itself provides that
electricity, the utility collects the tariff based the delivery of the electricity.

One of the most important features of Utility Legisre Securitizations, which is not
present in typical ABS offerings, is a legislatitreie-up mechanism in which the tariff is
required to be adjusted to provide for continuezbvery from customers of amounts sufficient
to fund debt service and other charges of the gexsur For example, true-ups can increase or
decrease the tariff based on differences in aaleitricity consumption compared to utility’s
projections. In practice, the true-up mechaniss praven to be an effective method to ensure
that the tariff generates revenue sufficient tonperssuers to satisfy their payment obligations
under the securities.

Utilities, as sponsors of Utility Legislative Settimations, capitalize the special purpose
entity that issues the bonds in an amount typicahyging from 0.5% to 1% of the principal
balance of the bonds. Rating agencies have reatthedconclusion that this level of
capitalization in Utilities Legislative Securitizans is sufficient to support very high ratings of
the securities, due in large part to the otherctiinal features of these securities, such as #te st

181 Rev. Proc. 2002-49.
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pledge not to impair the utility’s ability to coliethe tariff and the ability to adjust the tardf$
needed to ensure sufficient revenues.

Requiring sponsors of Utility Legislative Securdiions to retain a portion of the
underlying assets would not have a positive effecthe quality of the underlying assets or the
related securities. To the contrary, such a reguent would increase the cost of financing for
the utility, which would ultimately be passed aldogcustomers.

The risks and difficulties of theriginate-to-distributemodel are not present in the
context of Utility Legislative Securitizations. @&msors of Utility Legislative Securitizations do
not select the assets to be securitized — thosdsaase dictated by the legislature, regulatory
authorities and the geographical scope of thetylsilservice area. There simply is no concept of
underwriting of the assets in a Utility Legislati®&ecuritization, and no way in which risk
retention would improve the quality of the assatdhe likelihood of repayment of the ABS
interest. The assets are generated by a tarifighatposed on the applicable customer base, and
the true-up mechanism adjusts the tariff to ensuffcient funds to repay the ABS interests.

Unlike traditional ABS, the underlying asset in &lity Legislative Securitization is a
state-sponsored right to impose, collect and recaitariff on users of electricity in a particular
geographical territory. The tariffs charged in wection with Utility Legislative Securitizations
are enacted by state statute, are specificallyomepr by regulatory action and are imposed
broadly on all, or at least large classes of, al@tt users based on their electricity consumption
The securities issued in a Utility Legislative Seization are backed by the revenue to be
received by all customers that are subject to #eff;t sponsors of Utility Legislative
Securitizations do not choose which of their custwill participate in the securitization.

In addition, Utility Legislative Securitizations dwt need the added credit enhancement
that the proposed risk retention rules may proviBecause of the statutory protections afforded
to Utility Legislative Securitization, as well asigue features contained in these transactions
(such as the state-mandated true-up mechanisnsl@il securities issued to date have received
the highest investment grade credit rating by maioatings agencies. We are not aware of any
default or ratings downgrade under any Utility Lstgiive Securitizations, even during the
troubling economic environment of the past few geaAny further credit enhancement in the
nature of risk retention would provide little beiéd investors but significant additional burdens
to the sponsors.

l. Corporate Debt Repackagings

(@) Corporate debt repackagings should not be subp to the
proposed rules

Corporate debt repackagings seem inadvertently etosuibject to the risk retention
provisions as a result of the operation of the rddin of “asset-backed security” in Section
3(a)(77) of the Exchange Act. Corporate debt repgings do not present any of the concerns
that are intended to be addressed by Section 94ik transactions known as “corporate debt
repackagings” typically arise as follows. A finaalanstitution purchases debt securities in the
secondary market and depositing the debt secunities special purpose vehicle (usually a trust
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or other vehicle that would be treated, for taxpmses, as a pass-through entity) that in turn
issues and sells interests to investors in a \egidtor exempt securities offerings. These are
generically referred to as “corporate debt repacigsy” The sponsor may purchase debt
securities issued by corporate issuers, as welt deburities issued by GSEs or by banks
(securities exempt from registration pursuant te éxemption from registration provided by
Section 3(a)(2) of the Securities Act). The finahistitution also may include Treasuries or
derivatives contracts in the repackaging trust.

The assets included in a corporate debt repackagendebt securities originated by third
parties, not by the financial institution that e tsponsor of the repackaging, and the underlying
debt securities were not issued or sold in conoratiith the repackaging. The sponsor of the
repackaging purchases the underlying debt seauritiehe secondary market. As a result, there
is no originate-to-distribute issue arising in ceation with corporate debt repackagings. The
underlying debt securities are purchased by theositp/sponsor in connection with a
repackaging transaction and usually are not on dbpositor's/sponsor’'s balance sheet.
Generally, corporate debt repackagings rely ontivelly simple structures, with little or no
tranching. The majority of these transactionsraggstered transactions and potential investors
are able to obtain detailed information regardiagheunderlying debt security included in the
repackaging, as well as information about the isefieach underlying security. As a result, we
believe that the Agencies should consider whetbgyarate debt repackagings should be subject
to the credit risk retention requirements or whettieese transactions should be partially or
completely exempt from such requirements.

(b) Corporate debt repackagings inadvertently coveed by risk
retention rules

By and large, corporate debt repackagings are emffem a registered basis. Most
repackagings are registered on Form S-3 in reliancRegulation AB. Item 1101 of Regulation
AB defines an “asset-backed security” as a secthdy is “primarily serviced by the cash flows
of a discrete pool of receivables or other finahassets, either fixed or revolving, that by their
terms convert into cash within a finite time petigdus any rights or other assets designed to
assure the servicing or timing distribution of peds to holders . . ..” An issuer of ABS is
eligible to register its securities on Form S-3vled that the ABS are rated investment grade
and that delinquent assets do not constitute 20%nare of the asset pool. Typically, the
repackaging trust would file with the Commissiobase prospectus describing only the general
terms of a trust. This filing would be subjectréwiew and comment by the Commission. Each
issuance would use a prospectus supplement toodéesthe specific terms of the offer. The
sponsor would have to comply with the disclosutre@ments set out in Regulation AB.

Generally, the sponsor will ensure that the repgickatrust contains a diverse mix of
securities. Under Regulation AB, if any one is&lassets make up more than 10% of an asset
pool, that issuer would be considered a significalpligor and information about that entity
would be required in the registration statemernbvided the underlying issuer is not considered
a significant obligor, the Commission has providguidance with respect to the type of
information about the underlying issuer that muestriziuded in the registration statement. If the
issuer of the underlying securities is a significabligor, Item 1112 of Regulation AB sets out
additional disclosure requirements. In additicem 1112 of Regulation AB requires certain
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financial disclosures depending on the percentdgessets relating to the significant obligor. If
the pool assets relating to the significant obliggaresent 10% or more, but less than 20% of the
asset pool, selected financial data required by 1891 of Regulation S-K is required. If the
pool assets relating to a significant obligor repré 20% or more of the asset pool, financial
statements meeting the obligations of Regulatiod &e required. In sum, there are well
defined and clearly articulated disclosure requéeets related to corporate debt repackagings.
To the extent that corporate debt repackagingsoHezed to investors in private placements,
market practice has been to provide the same tgpessclosures that would be provided to
investors in a registered repackaging.

(c) Corporate debt repackagings serve a useful pugse

Corporate debt repackagings have been very popitlarinvestors and serve a number
of useful purposes. First, the corporate debtagehcy market has always been principally an
institutional market. It has been difficult fortad investors to access these securities. Often,
corporate and agency debt securities are repackeggadtered and sold to institutional investors
and to retail investors. Many corporate debt rkpgimgs programs offer smaller denomination
bonds to retail investors. Through corporate depackagings retail and institutional investors
are able to invest in a single security that presidiversification, so it improves efficiencies. A
repackaging also permits the sponsor to createrisesuwith specific characteristics—for
example, with a desired interest rate (fixed oatfileg), or a desired average maturity. The
sponsor can accomplish a variety of results soumhtinvestors by combining Treasuries
derivatives with corporate or agency bonds. Faious tax related reasons, the trust vehicle
usually will be a grantor trust with fixed assets-eaning that the sponsor purchases the
securities and deposits them in the repackagirgy &mud subsequently cannot vary the securities
or “manage” the securities. Corporate debt repgiokg did not experience any significant
issues during the financial crisis.

(d) Compliance with the proposed rules

By and large, sponsors of corporate debt repackagpurchase securities in the
secondary market. These are securities that theesseere registered with the Commission
and for which there is a trading market. The sponglid not “originate” the underlying
securities that are being deposited in the repacgagust. From time to time, it may be possible
that a sponsor will purchase securities in anahitegistered offering. These securities will not
have been “seasoned” (for securities law purposies)effect of which may be that the issuer of
the underlying securities is viewed as participgatin the distribution of the repackaged
securities. This introduces a number of compleoustes law liability issues and as a result
most sponsors limit their repackaging activitieptwchasing securities in the secondary market
that have been outstanding for at least 90 days.

The Proposed Rules prescribe a variety of pernmessfborms of risk retention.
Depositors/sponsors do not originate the underlyef@t securities. The depositors/sponsors
purchase the underlying debt securities. Currently corporate debt repackagings,
depositors/sponsors do not hold any interest inrépackaging vehicle. Depositors/sponsors
likely will choose not to pursue corporate debtadqagings. Acquiring an interest (the
depositors/sponsors never had any interest) irgpackaging trust will fundamentally change
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the dynamics of these transactions and may raigguating and other issues. The likely result
is that investors will have fewer investment cheiaad less access to the corporate bond market.

As we have made clear throughout this letter, wareapate the public policy objectives
to be served by the risk retention requirementsh & “skin in the game” concerns. However,
we note that corporate debt repackagings do ngepteany of the issues that were the subject of
regulatory scrutiny or concern.

First, in a corporate debt repackaging, as discusalkove, the sponsor is not
“originating” a security—the corporate debt sedestexist and trade in the secondary market.
The corporate debt securities are not relateddadhidential or commercial mortgage market or
to the consumer market more generally. As expthggove, the sponsor generally will avoid
including any new issue debt securities. The issfiehe underlying debt securities will have
made its own determination to seek financing (tglothe issuance of debt securities) without
reference to the corporate debt repackaging markiet. sponsor of a corporate debt repackaging
will have had no role in the original issuance. tWis advisers and based on market conditions
and other factors, the issuer will have determioadits own the terms of the offered debt
securities. Again, the sponsor of a corporate dgfckaging will have had no role in setting
any of the terms of the underlying debt securities.

Second, the underlying issuers will have registeéhedissuance and sale of their debt
securities with the Commission and those underlyssyers will be Commission reporting
companies as to which there is readily availablermation. An investor in the corporate debt
repackaging will have at its fingertips the nameath issuer whose debt securities are included
in the repackaging and the CUSIP number and otthentifiers for the particular series or
tranche of securities of that issuer that is inellith the repackaging. Unlike a CDO, where an
investor may have had limited information availat#garding each underlying asset backed or
mortgage-backed security, in a corporate debt kgumacg there already is transparency
regarding the underlying securities.

Third, corporate debt securities will typically Ioearating. Information about the trading
of corporate debt securities is available throuiRA’'s TRACE reporting system, as well as
by CUSIP on Bloomberg and other interdealer quataiystems. This means that an investor
can obtain information about the trading pricetdsd tinderlying debt security if it would like to
do so. Finally, the issuer of the underlying dedaturities will not participate or be involved in
any way in the repackaging process. As a resulis difficult to understand what policy
objective would be served by requiring risk retentiin connection with corporate debt
repackagings. An express exception can be creftedcorporate debt repackagings or
alternatively the resecuritization exemption canbbeadened to accommodate corporate debt
repackagings.
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APPENDIX A
TRANSACTION STRUCTURES

There are five types of transaction structures Weateference from time to time in this
letter!®? We describe here the elements of each that aerggnfound in these structures. As
with all securitization structures, though, somatdees will vary from one asset class to the next,
or even from one transaction within an asset clasthe next. So our approach below is to
describe the standard features of each structutbern'Basic Form” subsection, and then to
describe common differences in the subsection ledtitfVariations on the Basic Form.” In
addition, the Asset Class Considerations set forthhe various parts of Part VII. include
commentary on the ways in which transactions ih dlsaet class, when effected using a structure
described below, will vary from the structure désed below.

2. Classic Sponsor Amortizing Trust
(@) Basic Form

Parties. In this type of transaction, which we refer to a€C#assic Sponsor Amortizing
Trust,” a sponsor that has originated a pool oktssand that decides to securitize them first
transfers that pool to a special purpose subsidiaihis subsidiary in turn deposits the
securitized assets into a trust or other speciglgae entity that is created solely for the purpose
of engaging in this transaction and that issues AB&ests. The sponsor, or an affiliate of the
sponsor, acts as the servicer of the securitizedtas In this two-step transfer, the special
purpose subsidiary is the depositor and the trusttlver entity issuing the ABS is the issuing
entity. Rule 191 under the Securities Act of 1988 “Securities Act”) provides that the
depositor constitutes the “issuer” for Securitiest purposes®® In each transaction, a trustee or
other secured party of record will hold an owngrsbi security interest in the assets for the
benefit of investors.

Assets The transferred assets in this type of transactire a fixed pool of assets
selected by the sponsor, such as residential ngetg@ans, retail auto loans, student loans or
auto leases. No assets are subsequently adddee tpobl. The sponsor-originator makes
representations and warranties about the qualith®fassets as of a cutoff date and typically
must repurchase or otherwise compensate the issuitity for those securitized assets that are
subsequently determined to have not met a repsamtor warranty, perhaps subject to some
type of materiality threshold.

182 Although we have grouped ABS into these categdde purposes of this letter, there are a largegaof
structures and asset classes with significant fegtlnat are not completely captured by these oeit=g The
types of transaction structures described hereldhmmi be considered exhaustive.

183 A slight variant on this structure occurs in @atep transaction in which the special purpossidiasy holds

the assets and issues the asset-backed secusiiésrather than transferring the assets to amasisuing
entity. In the one-step transfer, the sponsorasigpositor, and under Rule 191 the sponsor iscalssidered
the issuer.
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Each securitized asset is typically an installnmadsligation with periodic (often monthly)
payments. If the asset is a loan, then it is Wglrstierest bearing, although subvened auto loans
will bear little or perhaps no interest. The obligvill also owe principal on the loan, a portion
of which is paid with each installment, althouglnpipal may be deferred for a period of time
on student loans. If the asset is a lease, thene tare no principal or interest payments; rather,
each payment is rent.

A Classic Sponsor Amortizing Trust may include otlellateral in addition to the
securitized assets. Reserve accounts or spreaulrdscare often used to provide credit
enhancement or liquidity, and interest rate swapyg be included in the event of an interest rate
mismatch between assets and liabilities. Thirdypanhancements are also provided in some
transactions.

ABS Interests. In a Classic Sponsor Amortizing Trust, all of thd%3 interests are
created and issued at the closing of the transacfldfie ABS interests sold to a conduit in an
ABCP conduit transaction sometimes take the formsesfior undivided interests in the pool of
assets held by the issuing entity. In other ABQ@mRdeit transactions, and in virtually all
offerings of term securities, the ABS interestaiggsto investors will be either notes secured by
the securitized assets or certificates constitugitggneficial ownership interest in the securitized
assets The depositor typically is the seller of the ABSemests, and the depositor may elect to
retain some potentially salable ABS interests &e ®n a later date.

In many Classic Sponsor Amortizing Trust transandjat is standard for the depositor to
retain the residual interest in the issuing entiye provide more detail on standard practices in
this respect in the various subsections in Part VAlsset Class Considerations.”

Collections and Distributions. Typically, the servicer in Classic Sponsor Amorigi
Trust will place all collections from the underlgirassets into a collection account, including
sale proceeds for repossessed or returned propEntyse collections are aggregated for a month
or other specified period of time (each, a “CollectPeriod”) and then distributed to investors
and others on a payment date or distribution dast occurs a specified number of days
following the end of the Collection Period.

The Classic Sponsor Amortizing Trust typically hassingle distribution waterfall
through which all of the collections received dgrihe Collection Period are distributed. These
waterfalls may have a great many different steps,the purpose is to distribute all of the
collections received during the related Monthlyi®&r The only collections that remain within
the issuing entity would be the portion (if anyatls deposited into a reserve account or spread
account to provide credit enhancement or liquithtyhe transactian Otherwise, all collections
are typically paid out.

(b)  Variations on the Basic Form

Among the common variations on the basic form @& @lassic Sponsor Amortizing
Trust are the following:
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Parties. Classic Sponsor Amortizing Trusts used to secerigiato leases will utilize one
or more additional entities, generically known d#lifig trusts.” These entities, and other
considerations specific to auto leases, are destibPart C and D of Part VII.

Assets. Some Classic Sponsor Amortizing Trusts will haveohleing periods during
which additional assets may be added to the tréinsacin transactions subject to Regulation
AB, the length of the revolving period is limitedh private transactions, or in transactions used
to provide warehouse or other ongoing funding,réwelving period may be longer.

3. Classic Sponsor Master Trust
(@) Basic Form

Parties. In this type of transaction, which we refer to asCdassic Sponsor Master
Trust,” a sponsor that has originated a pool oétsand that decides to securitize them either
deposits them directly, or transfers the assetsgpecial purpose entity that deposits the assets,
into a master trust that is created for the purpdsesuing multiple series or tranches of ABS
interests from time to timeThe sponsor, or an affiliate of the sponsor, asttha servicer of the
securitized assets. The depositor of the assitshia master trust takes back a seller’'s interest.
When the trust is formed, the interest in receigabis represented entirely by the seller’s
interest. For example, if a depositor transfei$édbillion of receivables to a master trust, the
depositor would initially receive a seller’s intstdghat represented that full $1 billion. When
ABS are issued by the securitization trust to itwes a portion of the seller’'s interest is
converted into those ABS, the value of the sellartsrest declines by the amount of the newly
issued investor interests, and the depositor resetlie cash paid by the investors for their
interest in the receivables. A $600 million issterof securities would reduce the seller’s
interest to $400 million. The seller’s interesjusts for fluctuations in the outstanding principal
balance of the securitized assets. If the asselt were to grow to $1.1 billion while $600
million of investor certificates remained outstargli the seller’s interest would grow to $500
million. If the asset pool then shrank to $900liaml while $600 million of investor certificates
remained outstanding, the seller’s interest wotlih& to $300 million. In a one-step structure,
the sponsor is the depositor, and under Rule 18Fplnsor is also considered the issuer. In a
two-step structure, the special purpose affiliatthe depositor and the master trust is the issuing
entity. Rule 191 under the Securities Act provitlest the depositor constitutes the “issuer” for
Securities Act purposes. In each transactionystde or other secured party of record will hold
an ownership or security interest in the assetth®benefit of investors.

Assets. The transferred assets in this type of transa@rema revolving pool where new
receivables are added, in most cases for the flitbeotrust or until certain trigger events occur
such as receivership of the originator. For asagsing in revolving accounts, such as credit
card or charge card accounts, the sponsor desgymagroup of accounts and generally all
receivables arising in those accounts are traresfeto the master trust. In a credit card
securitization the receivables are the amountsol@d by a cardholder when that cardholder
uses the card to make purchases, obtain cash abyamctransfer balances, along with related
finance charges, merchant discount and fees. mpiinalividual cardholder with a designated
account, the receivable for every transaction astst with that account will automatically be
transferred to the master trust and all paymenthéyardholder will be required to be paid into
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the master trust. If the cardholder eventuallyad#$, the resulting loss is also allocated to the
master trust. However, the account relationshipaias with the originating bank, which is the
entity that makes each advance when the card & ase the cardholder can expect to deal with
the originating bank—and not the trust—in payindishiasking for credit line increases, and
negotiating payment relief. Additional accountsyniee designated to have their receivables
included in the master trust, and accounts thae Ipaeviously been designated can be removed
from the group of accounts whose receivables aresterred to the master trust. Other revolving
assets securitized through Classic Sponsor MastestsT include dealer floorplan loans and
home equity lines of credit. In some dealer fldanpsecuritizations, only receivables arising in
the designated accounts that meet specified dligiloriteria will be transferred to the master
trust. In other dealer floorplan securitizatioregeivables arising in the designated accounts that
do not meet specified eligibility criteria are inded in the master trust for administrative
reasons but the collections on these receivabkesia@lravailable to holders of the asset-backed
securities.

The sponsor-originator makes representations amdamtées about the quality of the
assets as of certain dates and typically must chpse or otherwise compensate the issuing
entity for those securitized assets that are suwies#ly determined to have not met a
representation or warranty on the relevant datehgms subject to some type of materiality
threshold.

Each securitized asset is typically a debt oblayativith periodic (often monthly)
payments. If the asset is a loan, then it is Ugualerest bearing The obligor will also owe
principal on the loan There may also be fees that are assessed withctespthe loans and
payments with respect to the fees are generallydied in the master trust cashflow.

A Classic Sponsor Master Trust may include othdatmral in addition to the securitized
assets Reserve accounts or spread accounts are oftentogavide credit enhancement or
liquidity, and interest rate swaps or caps anderry swaps may be includedrhird party
enhancements are also provided in some transactions

ABS Interests.In a Classic Sponsor Master Trust, ABS interestsissued from time to
time after the formation of the master ttu$ihe ABS interests may be issued in separate series.
Each series of ABS interests may be comprised dfiptel classes of varying seniority. The
ABS interests may have a specified principal amalat is intended to remain fixed throughout
the relevant revolving period or they may be issaedsariable funding notes whose principal
amount may be increased or decreased from timen® during the revolving period. Variable
funding notes issued by master trusts are oftethtsohABCP conduits The depositor typically is
the seller of the ABS interests, and the depostiay elect to retain some potentially salable
ABS interests for sale on a later date.

Collections and DistributionsTypically, the servicer for a Classic Sponsor Magieist
will place all collections from the underlying assento a collection account. Those collections
are aggregated for Collection Period and thenidiged to investors and others on a payment
date or distribution date that occurs a specifiedniber of days following the end of the
Collection Period.
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The Classic Sponsor Master Trust typically hasratial allocation of collections and
losses to each series and then a distribution fadltéinrough which the collections received
during the Collection Period and allocated to thectfic series are distributed. These waterfalls
may have a great many different stepfie only collections that remain within the issuergity
would be the portion (if any) that is depositediat reserve account, spread account, principal
funding account or excess or special funding acctuprovide credit enhancement, collateral or
liquidity to the transaction Collections available at the bottom of all the fina charge
waterfalls are treated as net excess spread aneralignpaid to the holders of the seller’s
interest.

Excess spread is calculated by determining partfgild on the receivables (finance
charge collections, fees, interchange and recavefieharged-off receivables are common
elements of yield) and subtracting from that amdhbatservicing fee, the charge-offs, credit
enhancement or guarantee fees, and the cost of.fuhgpically this is then described as an
annualized percentage of principal receivablehénttust. If the excess spread goes below
0%, usually as measured on a three-month rollirgyeae basis, an early amortization event
will occur and principal collections will be didtrted to the investors rather than continuing
to be reinvested in the business, with the resat the originator will lose an important
component of its liquidity and will be trying tonince a pool of receivables that yields less
than the cost of funding it. The excess spreactiedit card securitization is also a form of itred
enhancement for investors. Sometimes the spreadad to fund reserve or “spread”
accounts, and it also functions as the first lihdedense against losses in the portfolio.

In most cases the seller’s interest is allocatedrnftes charge collections and losses on a
pro rata basis. The seller’s interest is allocgtedcipal equal to 100% minus the amount
allocated to the investors which for any seriegr@mnche during a revolving period is generally a
pro rata amount, but during an amortization peigthased on a percentage the numerator of
which is the invested amount of the invested amadirthe investor interest at the end of the
revolving period and the denominator of which is #ggregate amount of principal receivables
in the master trust. As a result the seller'sregeis generally time subordinated in its right to
payments of principal during the amortization péror investors ABS interests. In some cases
the seller’s interest is explicitly subordinated ttee investor ABS interest. Dilution on the
securitized assets, which includes reversed chamgated to returns and fraud, is generally
absorbed by the seller’s interest and not alloctidle investors.

At any given time multiple series or tranches mayamortizing while other series or
tranches are in their revolving periods. The rewg period for a series or tranche generally
will end on a scheduled date and an amortizatiolgeduring which principal is repaid on each
payment date or distribution date, or an accumaatperiod, during which principal is
accumulated in a principal funding account untd thll amount is available to be paid out on a
scheduled date, will begin. Certain events, callady amortization events or pay out events,
may occur and cause principal to be repaid on aela@ted basis. Some early amortization
events would have a trust wide impact, causingoatstanding investor ABS interests to be
repaid, while others would only cause a singleesatio be repaid earlier than as scheduled.
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(b) Variations on the Basic Form

Among the common variations on the basic form ef@assic Sponsor Master Trust are
the following:

Note issuance trustMany structures now include a connected “note issedrust” in
addition to the master trust. The note issuancs trolds a collateral certificate from the master
trust and issues true debt securities (as opposegass-through certificates, which are
technically equity). The economics are generdillysame regardless of the form of the security
supported by the receivables, but the note issusabeles are typically structured to allow
more flexible timing on issuances—in particulanipr tranches of notes can be issued ahead of,
rather than concurrently with, senior tranchesats. In a note issuance trust structure where
all of the receivables are hold by a master trhat tssues a collateral certificate to the note
issuance trusts, the only seller’'s interest wowddhbld by the depositor of the receivables into
the master trust. There would be no separater'salieerest held at the note issuance trust level.
In some transactions the note issuance trust haddsivables and one or more collateral
certificates. If the note issuance trust holdsirables directly, the entity that deposits the
receivables into the note issuance trust will retaseller’s interest in the note issuance trust.

De-linked structure. The de-linked structure has been adopted overastedecade by
most of the largest credit card ABS issuers. Thdinked structure is a single series with
tranches of designated classes issued from timiento Typically three or four classes of notes
are issued. Senior tranches must have a speaifiedint of subordination beneath them in order
to be issued. Each tranche is part of a clas®tsmand there will be multiple tranches of each
class over time. The de-linked structure allovem¢hes of notes of different classes to have
different maturities. A subordinate note with atyear maturity can provide enhancement for a
senior note with a five year maturity. The suboate note can be repaid while the senior note
remains outstanding so long as required credit rc#maent levels will be maintained upon
repayment of the subordinated note. This woulcegaly be accomplished through the issuance
of additional subordinated notes.

Multiple depositors. Some master trusts have more than one depositbr dsgusiting
receivables into the trust and taking back a sslleterest in the trust.

For a master trust with multiple depositors eaclviodm holds a seller’s interest the five
percent risk retention requirement should give itreml the aggregate amount of the seller’s
interests held by all depositors.

Master trust without seller’s interestln some master trusts, including certain dealer
floorplan loan securitizations, there is no expliseller's interest though there is required
overcollateralization for each series that provisiesilar benefits to investors?

184 gee the discussion in Part VII.E.
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4. Aggregator Amortizing Trust

Parties. Sometimes an investment bank or other financidltutgn, which we will call
an “aggregator,” will acquire assets from one orenoenaffiliated originators and then effect a
securitization. We refer to this type of transactas an “Aggregator Amortizing Trust.” The
aggregator, or an affiliate of the aggregator, &@ihuire one or more pools of assets such as
residential mortgage loans from unaffiliated ssllehose sellers may be the originators of the
assets that they sell, or they may have purchdseddsets from someone else. It may be the
case that the aggregator securitizes in a singlesaction both the purchased assets and assets
that it or its affiliate has originated.

As in the Classic Sponsor Amortizing Trust, theraggtor may transfer the assets to an
affiliated special purpose subsidiary that in tdaposits the assets into a trust or other entéy th
issues the securities. Alternatively, the spepiaipose subsidiary could acquire the assets
directly from the sellers. The asset-level sengcof the underlying assets often, though not
always, remains with the originators or their &fits. The aggregator or an affiliate may act as
master servicer for the transaction, although stéeimight instead fill that role.

As with the Classic Sponsor Amortizing Trust, tipedal purpose subsidiary will be the
depositor under Regulation AB if it transfers tlssets to an issuing entity, and it will also be the
issuer under Rule 194°

Considerations regarding assets, ABS interests antiéctions and distributions for
Aggregator Amortizing Trusts are the same as fas§lt Sponsor Amortizing Trusts.

5. ABCP Conduit

Traditional multi-seller conduits discussed in PaB.6. of this letter are bankruptcy-
remote special purpose entities that issue ABCPtHferpurpose of acquiring interests in, or
making loans secured by, diversified pools of feiahassets such as auto loans, commercial
loans, trade receivables, credit card receivalkeslent loans and many other types of financial
assets originated by multiple separate originaitorgrivately negotiated transactiotfS. Each
ABCP conduit is typically managed by a single hyghdted sponsor bank or similar financial
institution in order to enable the sponsor’'s cugmsmto obtain efficient financing from the
ABCP market. These sponsors provide significaptidlity support for their conduits’ ABCP as
well as program-wide credit enhancement in the fofrtetters of credit or similar instruments.
Due to the liquidity and credit enhancement comraitta that most sponsors provide, traditional
multi-seller conduit sponsors retain a substardizgjree of risk or “skin in the game” with
respect to their conduits’ underlying asset poidfoland have a vested interest (both financial

18 |f a one-step transfer were to occur in whichghecial purpose subsidiary issues the asset-baekedlities,
then the person(s) transferring the assets topibeia purpose subsidiary would be the depositenis)the
sponsor(s), and therefor the issuer(s).

18 ABCP can be, and has been, issued by entities tihn the classic multi-seller ABCP conduits dised

herein. Other issuers of ABCP include or haveudet single seller vehicles, structured investrmehicles,
some CLOs and arbitrage conduits. Our discusdiég\B&P in Part 11.B.6 of this letter addresses ABiSBued
by traditional multi-seller ABCP conduits, rathbah securities of these other issuer types.
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and reputational) in ensuring the credit quality atructural soundness of their related conduits’
ABCP-funded transactions.

At any given time, a traditional multi-seller ABCEonduit is party to numerous
transactions (often in excess of 100 and, priothi credit crisis, as many as 200). These
transactions take many forms, including, but moitkd to, the following:

The conduit purchases an asset-backed security draostomer, which closely
resembles asset-backed securities issued in neglstéferings, except that the
conduit sponsor generally negotiates the termshef dsset-backed securities
directly with the customer. Typically, the customeill have sold receivables
backing the asset-backed security to an affilifi@t tacts as depositor to the
issuing entity for the asset-backed security. Tlpoditor generally retains a
subordinated interest in the receivables, whichvides substantial credit
enhancement for the conduit’s investment.

The conduit makes a loan to a bankruptcy-remotsidiany (the intermediate
SPV) of the customer, secured by receivables thatcdustomer sells to
the subsidiary. The documentation is similar toeaused bank loan, but
adjusted to reflect (and protect) the borrower'skoaptcy remote status. The
loan is subject to an advance rate that assugehdf overcollateralization to
support the conduit’s loan. This overcollaterdia@arepresents a subordinated
interest in the receivables typically held by thistomer in the form of an equity
interest in its subsidiary or a subordinated noteoth.

The conduit purchases a senior undivided interest pool of receivables that a
customer has transferred to a bankruptcy-remotsidialby. The retained, junior
undivided interest is economically similar to theerollateralization described
above for secured loan transactions and is tygidadld by the customer in the
form of an equity interest in its subsidiary orunardinated note or both.

The conduit purchases a pool of receivables framséomer’s bankruptcy-remote
subsidiary, paying an initial cash purchase price also agreeing to pay a
deferred purchase price over time. The deferredhase price is payable only to
the extent that the conduit receives collectionsttan purchased receivables in
excess of its cash investment, plus an agreed-yigtoh servicing fees and other
transaction costs. Thus the deferred purchase rieeonomically similar to the

retained, subordinated interests (or overcollatsaabn) in the three preceding
types of ABCP-funded transactions.

ABCP conduits finance their assets (i.e., the cdisdunterests in, and loans secured
by, receivables) by issuing ABCP, which generalias la much shorter maturity than the
conduit’'s underling asset8ecause the short tenors of ABCP are not typicaliyched to the
longer tenors of a conduit’s various transactionte underlying financial assets, investors rely
primarily on the conduit’s ability to refinance oll” its ABCP or to draw upon its liquidity
and credit enhancement commitments provided bgptmsoring financial institution. These
credit enhancement commitments typically take tbemf of letters of credit or similar
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instruments, which require the sponsor to fund nddmnally drawing requests without regard
to the quality or performance of the underlyingeassr the solvency of the ABCP conduit. In
addition to credit enhancement, ABCP sponsors@isade liquidity commitments (often 102%
of par to cover both initial principal and accruederest and discount to maturity), which
ordinarily take the form of agreements to purchalse conduit's underlying assets (or
participating interests therein) in the event tbaliections on the assets are not sufficient to
repay maturing ABCP and such maturity ABCP canmet“tolled” or refinanced with new
ABCP. Through these liquidity and credit enhanceintemmitments, ABCP sponsors retain all
or nearly all the risk inherent in their condumsiderlying transactions and assets.

In some conduit structuresde minimisportion of the first-loss risk is transferred to a
third party unaffiliated with the conduit or its apsor through the conduit’s issuance of a
subordinated note or similar interest often refére as a “first-loss note” or “expected loss
note.” This is typically done for accounting omdar reasons, and the principal amount of and,
therefore, the maximum risk borne by, such firsisianotes rarely exceeds 20 basis points
(0.20%), and is always less than 100 basis poih3%€) of a conduit’s outstanding ABCP.
Therefore, even in conduit structures featuringrst foss note, the sponsor continues to retain
all, or nearly all, of the risk associated with tteaduit’s underlying transactions and assets.

ABCP conduits are usually managed by their sponsetsch areresponsible for
selecting, structuring and negotiating transacttorise funded by their conduits. The “skin-
in-the-game” retained by ABCP sponsors throughrthquidity and credit enhancement
commitments ensures that ABCP sponsors have sthoogntives to safely structure
transactions with adequate reserves and risk extaby the relevant originator-sellers.
ABCP-funded transactions often provide financingmaldle market or small businesses and
startup companies that haven’t yet acquired the, silarket presence or operational systems and
personnel to access the term ABS market. Duriegotist two decades, a substantial portion of
operating or working capital financing facilitiesomed from bank-funding to ABCP-funding.
Given an ABCP conduit’'s basic business model ofdwing money at low rates through the
issuance of ABCP, “lending” that money to a divegseup of customers and making a profit on
the “spread” or “margin” between its cost-of-furatsd lending rate, an ABCP conduit functions
more like a specialized bank than like a term alsaeked security issuer. Like traditional bank-
funded asset-backed loans, ABCP-funded transact@wasprivately negotiated and flexibly
structured to meet the customer’s specific neetlsis flexibility is particularly important for
middle market and small businesses and startup @oieR as their business may be less
predictable than that of larger more establishadpamies. ABCP conduits’ ability to provide
tailored deal structures is an important advantag@BCP programs and their customers.

6. Actively Managed Pools

Unlike most securitization structures, the collatgrool in most CLOs and CD&94 are
actively managed by the collateral manager thacgelthe initial portfolio and makes trading
decisions over the term of the transaction. TH&s®s and CDOs are called “managed” CLOs

187 Other types of issuances that are similar to Ca@isCDOs, for example corporate debt repacks,rgéye
have static portfolios. Therefore corporate repaie not discussed herein.
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or “managed” CDO$® The collateral manager, which may be an independesset
management firm or an asset management affiliakecimmercial or investment bank, a hedge
fund or a private equity fund, provides the relatedestment advisory services to the issuing
entity. Accordingly, the collateral manager wik keither a registered investment adviser or
exempt from registration under the Investment AergsAct of 1940. With the passage of the
Dodd-Frank Act, we believe that virtually all casal managers for CLOs and CDOs will be
required to be registered with the Commission. estors typically evaluate the collateral
manager as the initial step in an investment datisi

The earliest CLOs were structured in the late 1986% early 1990s, and generally fell
into one of two categories: CLA% which were collateralized with interests in syrdér bank
loans, and collateralized bond obligations (“CBQsthich were collateralized with corporate
bonds. Over time this market has come to includeraader range of collateral, including
emerging market bonds, subordinated ABS, MBS ahdrdmulti-sector” collateral, REIT debt,
project finance debt, distressed debt, trust prefiesecurities and, most recently, private equity
and hedge funds, commodities and municipal finantieese structures have become known as
CDOs. However, despite the proliferation of othgres of collateral, more traditional CLOs
that invest almost entirely in senior secured caf@loans are a large sector of the this market
and an important component of the corporate loarketas a wholé

Managed CLO structures, like many other forms afusézation, are based on the
premise that pools of financial assets perform prealictable manner and that default rates, loss
severity, recovery amounts and recovery periods lmareliably forecast. These forecasts
consider historical data that indicate how particiypes of assets have performed over time and
through various economic cycles, and industry pigdnts use that data to develop a capital

188 For purposes of this section, unless otherwitereaced, we will refer to these structures as “aged CLOS”
or “CLOs.”

189 There is a category of CLOs commonly known asdibee sheet” CLOs. In these transactions, a baokher

financial institution securitizes a pool of corpr#éoans (if other than large syndicated corpoiezdes,
sometimes also called “middle market” loans) orgéd or held by that institution; in this regattgy
constitute Classic Sponsor Amortizing Trusts. Beéasheet CLOs frequently involve a static poassets,
interests in which are sold to obtain liquidity feew lending and/or to manage the risk of certedulit
exposures. The sponsor or an affiliate is alsegsly the “servicer” of the securitized loans. |8&e sheet
CLOs have historically comprised only a modestiparof the CLO market.

19 According to the Loan Syndications and Tradingdksation (the “LSTA”), from 2004 through the fitisalf of
2007, CLOs purchased more than 60% of new ingiitatiloans. See the LSTA presentation on “CLO’s:
Challenges ... and Opportunities” (2010) (the “LST#e$entation”), available at
www.Ista.org/WorkArea/downloadasset.aspx?id=10% also Wells Fargo Securities, LLC Fixed Income
Research “CLOs Through the Cycle: A Look at CLOf@®®nance Through the Great Recession” (February 1,
2011) (“Wells Fargo Research”), available at
https://www.wellsfargoresearch.com/Research%20Patins/2011/February/SPECIAL_RPT CLOS THRO
UGH CYCLE 020111-20110201170054.pBiuring this same time period, CLOs constitutedragimately
60% of the primary market for syndicated corpotasass.

In 2010, CLOs have provided approximately 20% 25Gbillion of the $1.2 trillion of funded syndieat
commercial loans to U.S. companies. See the LSTes8mony on CLOs and risk retention before thei$¢o
Financial Services Subcommittee on Capital Mark&gsil 14, 2011) (the “LSTA Testimony”), availabb
http://www.Ista.org/WorkArea/showcontent.aspx?id¥443
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structure with appropriate levels of credit enhameet to support the risk that investors are
willing to assume®* The credit rating agencies that typically ratesth transactions have
developed various criteria and statistical methogiels and analyses to “stress” a pool of assets
to determine the level of credit enhancement reguior their respective credit ratings and have
continued to modify those criteria to reflect mdrkdevelopments and current financial
performance of the underlying assets, includintheamost recent credit crisis. Where loss and
recovery data are not available or reliable, credihancement is more difficult to assess and, as
a result, there may be more risk to an investor.

Managed CLOs are typically structured in a way teaerages the risks and returns of
the related portfolio. A typical transaction woutdve a triple-A rated tranche, one or more
additional investment-grade tranches, one or mara-investment-grade tranches and an
“equity” interest (which might be in the form of lsardinated debt) that would receive the
residual cash flows from the structure and absosh fosses. Subordinate tranches provide
credit enhancement for the tranches senior suobliea

Investors and credit rating agencies generally tenglvaluate the risk in these structures
on the basis of the managed CLO’s investment pammeather than its actual investments,
which may not be known at the time of issuance wild likely change over time. The
investment parameters are a set of requirementghéacollateral must generally meet in order
for the collateral manager to complete a tradetlier CLO issuer. These parameters typically
include the type of asset, diversity, weighted agerrating, weighted average maturity, and
weighted average spread/coupon, all of which aented to ensure that the risk attributes of the
portfolio are consistent with the loss and recovesgumptions on which the structure is based.
Managed CLOs often will allow principal proceedsbm reinvested in additional eligible assets
during a specified reinvestment period and may inaet to allow limited trading and
reinvestment of sale proceeds after the reinvedtpenod. Most managed CLOs also close
without having the portfolio fully “ramped”™—meanirtge collateral manager is still identifying
and acquiring the initial pool of assets—and comtiate a post-closing “ramp up” period in
which the balance of the portfolio assets will loguared. In such a case, asset level data is less
important than the guidelines for future investrseartd trading of such assets.

In addition to the active trading aspect of mana@e®s, a number of other aspects both
of the structure and the process around theseatrhoss make them very different from
traditional securitizations. First, as with otligpes of private fund structures, alignment of the
interests of the collateral manager with the irgteyef the investors is a key component of the
structure. Typically, the collateral managemenrg feould be structured with senior and

11t may be argued that in addition to the conaitn of credit risk within subprime RMBS, the sizef the
tranches of a CDO’s capital structure were errosgoealculated. See “Subprime and Synthetic CDOs:
Structure, Risk, and Valuation,” Dr. Elaine Buckipedr. Frederick C. Dunbar, Max Egan, Dr. Thomas
Schopflocher, Dr. Arun Sen, and Carl Vogel, NERAEcConsulting (June 3, 2010), available at
http://www.nera.com/nera-files/PUB_CDOs_ StructuriskRValuation_0610.pdf. See also “DvD Insights —
The Links Between CDS Spread and Default Probads|it Donald R. van Deventer, available at
http://www.riskcenter.com/story.php?alter=print&@3234(observing that the method by which default
probabilities are calculated affects the assessofd@DS spreads and, therefore, risk).
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subordinate components (the subordinate fee bagghpe only if current debt service is met),
as well as an incentive fee that is based on thintie performance of the transaction.

Second, in managed CLOs, the portfolio is typicabguired, for tax reasons, through
secondary market trades, with little or no origioatof assets by any party to the transaction.
The transaction sponsor, typically an investmemnkbwvill generally have exposure to the assets
in advance of the securitization only by funding tivarehousing of assets selected by the
collateral manager in contemplation of the seaatton and will not be in the chain of title for
the assets. The ultimate CLO issuer, typicallptishore “orphan” special purpose entity that is
unaffiliated with any of the transaction partied)l wften hold the portfolio even during the
warehousing phase (especially for CLOs, due tatists associated with transferring, as well as
the administrative effort required to transferpar portfolio).

Third, CLO investors actively negotiate the ternfstle transaction, including the
collateral manager fees, the structure of varioaisches, collateral pool guidelines, cash flows,
ratings, principal protections, interest rate basigl other criteria. Although equity investors
tend to be the most active investors in these mgmis, modifications are commonly made to
the structure of every tranche of the transactiomeet the particular needs of the investors in
those tranches.

Fourth, managed CLOs do not fit within any of theemptions from the Investment
Company Act that would allow them to be issued pan$ to a registration statement, and
therefore managed CLOs rely on the private fundmpt®ns, Sections 3(c)(1) and 3(c)(7) of the
Investment Company Act, with Section 3(c)(7) beibg far the preferred exemption.
Accordingly, interests in these CLOs are genersdii only to QIB/qualified purchasers in the
United States or pursuant to Regulation S.

The most critical performance-based triggers in anaged CLOs are two types of
coverage tests, one or more overcollateralizatagio tests and interest coverage tests. These
coverage tests are intended to ensure that thetwteumaintains enough assets to support the
ratings assumptions for the rated tranches andivescesufficient cash flow from interest
collections to cover interest obligations and edaadministrative expenses. Failure to satisfy
these coverage tests, which have different triggeels for classes of different seniority, may
have a number of consequences, including susperitimgeinvestment period or diverting
interest and principal proceeds from junior clasgeaccelerate repayment of the more senior
classes. When these coverage tests come backanipliance, the reinvestment period may
resume and the waterfall may return to its pricgragon.
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APPENDIX B

Proposed Revision of § .6

§ .6 Combination risk retentidrf

(a) General requirementat the closing of the securitization transactiargombination of two or
more of the following interests is retained by pfegsons referenced below:

(1) The securitizer retains a percentage (the ‘wa@rtPercentage”) of each class of ABS
interests in the issuing entity issued as parhefsecuritization transaction;

(2) The securitizer (i) retains an eligible horizmesidual interest in the issuing entity, (ii)
establishes and funds in cash a horizontal cagtrvesaccount that meets all of the
requirements of § _ .5(b) of this part, or (iiijtisAes both clauses (i) and (ii), in an
amount (which, in the case of clause (iii), will #ie aggregate amount) that in any of the
three foregoing cases is equal to a percentage‘ltbezontal Percentage”) of the par
value of all ABS interests in the issuing entitpued as part of the securitization
transaction other than any portion of such ABSragts that the securitizer retains
pursuant to paragraph (1) of this section;

(3) Until all ABS interests in the issuing entityeapaid in full, the securitizer retains a
seller’'s interest equal to a percentage (the “Bsllaterest Percentage”) of the unpaid
principal balance of all the assets owned or hglthb issuing entity;

(4) The securitizer retains ownership, as a reptatge sample, of a percentage (the
“Representative Sample Percentage”) of the unpaidcipal balance of all the
securitized assets in the securitization transactaod

(5) A third party purchases an eligible horizonmtdidual interest in the issuing entity in an
amount that is equal to a percentage (the “ThimtlyfRercentage”) of the par value of all
ABS interests in the issuing entity issued as pérthe securitization transaction other
than any portion of such ABS interests that theistzer retains pursuant to paragraph
(1) of this section;

provided that

192 The purpose of setting forth this proposed revisio § _ .6, as well as the numerical examplehn third
following footnote, is to demonstrate that the cdamabion risk retention requirement can be madeabiyt
flexible without introducing complex mathematicatrulas.
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(A)the sum of (i) the Vertical Percentage, (ii¢tHorizontal Percentage, (iii) the Seller's
Interest Percentage, (iv) the Third Party Percentayl (v) the product of (x) 0.98
and (y) the Representative Sample Percentage minus

(B) the percentage-equivalent of the prodifavf (i) the Vertical Percentage and (i) the
sum of the Horizontal Percentage and the ThirdyHRetcentage

is not less than five perceht.

193 0.95 is a normalizing factor that accounts far fact that, in proposed § _ .8(a) as set fortthénProposal, a
five percent representative sample is a percemag®f the pool of assets that are actually seeadtin the
securitization transaction but of the pool of asgbat aredesignatedfor securitization. We are proposing a
fixed (i.e., invariant) normalizing factor even tigh the selected representative sample in our gegbrevision
to 8 _ .6 would be less than five percent. A fifadtor simplifies the formula in clause (A), andngs0.95
(rather than a larger factor that reflects the alceample size) results in the most conservatiwe, (slightly
higher) required risk retention.

194 Note that when two percentages are multipliegie a third percentage, the decimal point inpheduct must

be moved two places to the left. So, for exampied percent times five percent equals 0.15 peroentl5
percent.

19 |f the Agencies agree with our position, as staite Part Ill.A.1 of this letter, that the requiredigible

horizontal residual interest percentage in § _hdukl be appropriately reduced to reflect the greetedit risk
inherent in the horizontal residual interest rekatio an equivalent percentage vertical interést,Horizontal
Percentage and the Third Party Percentage, if woyld have to be adjusted by a factor (the “Hortabn
Interest Risk Adjustment Factor”) that reflectsttiggeater risk. If, for example, a five percent ihontal
residual interest could be demonstrated to embody times the credit risk of a five percent velticderest
(meaning that the Horizontal Interest Risk AdjustimEactor is four), the appropriate Horizontal Retege
and Third Party Percentage would be one-fourthpthieentage otherwise satisfying our reformulatiér§ o
.6.

A simple numerical example illustrates the prineigfor a 8 __.6 combination that consisted solély Wertical

Percentage and a Horizontal Percentage, if thesgparhose to retain a 2.5 percent Vertical Pergentthen
§ _ .6, as we propose to revise it, would othernasgiire a 2.564 percent Horizontal Percentage (dsalt being
consistent with the percentage set forth in thep®sal). If, however, the Proposed Rules were mediifo enable
a sponsor to demonstrate under § .5 that a fveept horizontal residual interest in ABS collatized by a
given pool of assets was four times as risky aiwe gercent vertical interest in the same ABS, tuogizontal

Percentage of 2.564 percent would have to be diviefour, yielding a Horizontal Percentage of Q.@ercent.
In that situation, then, § _ .6 would be satisfieith a 2.5 percent Vertical Percentage and a Ojf&tent
Horizontal Percentage.

The proviso to our proposed modification of § _a)&fould be rewritten as follows (with an approfieeference
change in proposed § __.6(d) from clause (A)(WAtgiv)) to account for the Horizontal Interest Riddjustment
Factor:

provided that

(A) the sum of (i) the Seller’s Interest Percenta@é the Vertical Percentage, (iii) the percergag

equivalent of the product of (x) the sum of the idontal Percentage and the Third Party
Percentage and (y) the Horizontal Interest Riskusaipent Factor and (iv) the product of (x) 0.95
and (y) the Representative Sample Percentage minus

(B) the percentage-equivalent of the product oftlig Vertical Percentage and (ii) the sum of the
Horizontal Percentage and the Third Party Percentag
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(b) Additional requirementsA securitizer using paragraph (a)(1), (a)(2),38)(a)(4) or (a)(5)
of this section shall comply with all of the applite requirements respectively set forth in §
4,8 58 7,8 .8and§__ .10 of this, mther than:

(1) In the case of paragraphs (a)(1), (a)(2) of3japf this section, the five percent
requirement of § _ .4(a), 8 _ .5(a) or § __.7@9pectively, of this part;

(2) In the case of paragraph (a)(4) of this sectitre 5.264 percent requirement of §
__.8(a)(1) of this part and the 5 percent requir@mé8 __ .8(b)(2)(ii) of this part; and

(3) In the case of paragraph (a)(5) of this sectibe five percent requirement implicit in the
reference (in 8 _ .10(a) of this part) to § __.%fathis part.

(c) Calculations.Each of the Vertical Percentage, the Horizontat&wage, the Seller’s Interest
Percentage, the Representative Sample Percentddbeaihird Party Percentage, as well as the
product and the percentage-equivalent in the pootosparagraph (a) of this section, shall be
expressed (or, in the case of the product and ¢heeptage-equivalent in the proviso, rounded)
to not more than three decimal places.

is not less than five percent.

App. B-3



APPENDIX C

J. Index of Defined Terms

Term Page
15G ComPli@nt ABS ... e s e e e e e e e e e e e e ettt ———————————————————_ 83
AB A e ————— 111 a1 e e e e bbb —aaaae e e e e e e e e a i rrrrrnnes 1
Y = O PP PP PPPPPI 36
AB S e e e e ———————aaaaaaaaaaaaaaeaaaaanaaan 1
ABS CDOS ... uiiiiiitititite ettt e e e s ettt e e e e e e e e e e e e e e ——r e e e e e e e e e e e e e e e naa 1
AGEBNCIES ...t oottt ettt ettt et e e e e e et e e e e e e e e et e et etettrnrrnn s 1
Aggregator AMOItIZING TIUSE ...uuuiii i e e e e e e e e e e e e e e e eeeneeeeeeeennnnas 6
N e I = 1T P 36
o ESST =2l o] (o [T o K= 0] 1 Y 64
B OIS ittt —————— ettt et e e e e e e e e e e e e et e e e e aa————reteaaaaaaaaaaaaaaaaaaaas 10
(O3 1 1 T TP PTPPPPPP 1
CEBS GUIAEIINES ...t e e e 17
Classic Sponsor AMOITIZING TIUST ......iiiii e e e e e e e e e e e e e e e ee e eeeeenees 1
ClassiC SPONSOr MASEEI TIUST ...ceeviiiiiiiiieee et a e e e e 3
O 1 1 PP PPPPPPPPPPPPPPPRP 91
(@1 = 1 TSSO 1
(@] | 1=t 1] TN =1 o o SRR 2
COMIMENTATIY ...t e e et e ettt e e e e et e bt e e e e e eeeba e e e aeaennesann e eeeennnnnnaaaeas 1
(@0] 001 0 01151 (o] o 1
(70 1101 0411 11T RSP PSPPPPIE 1
90 o [0 = 1] QAo P 1
DOdd-Frank STUGIES ......ccoouiiiiiiiei e e e ee e e e e e e e et eeeeeenes 69
[0 TUT] 0 1T ] A = 1 105
FANNIE IMAE..... . i e e e e e e e e e n e e e e e 77
I [P P TP TSPPTPPP 1
Federal RESErve BOAr ........coooo oo ceeeeeeee e 1
e PO PPP PP 107
Final Risk Retention RUIES .........coi oo 13
[ =T [0 1= 1Y = T 77
FRS REPOI. ..ottt e e et e et e e e e e e e emmseb e e e e eeernn e aaaeees 1
] 1P PPPPPPPR 3
FSOC RISk RetentioN STUAY ..............uuutmmmmmeeeeeeeiiniiiaaaas e e e e e e eeeeeeeeeeessieseneeeessesennnnns 3
GBS ittt ettt e e e e e e e et e e e e e e e e e e e e e e e 77
Horizontal Interest Risk Adjustment FacCtor ............uuvueiiiiiiiiieee e 2
HOMIZONTAl PEICENTAGE ... ..cii i e e e eeie e e+ e et ettt e s e s e e e e e e e e aaaaaaeeeaaeeeeeeennnnnnes 1
0P PPPPPPRPPRPRRR 74
Intermediate ASSEt INTEIEST .......uuuee e ettt s e e e e e e e e e e e e e e e e eeeeeeeeeeeeeernnne 65
LR ettt ittt e e e e e e e e e e e e e e aan——rrtteeeaaaaaaaaaaaaaaaaans 110
[ CTe L] L] ] £ PP PP PPPTRRPPRN 102
S PP 10
ISy NN o £51ST= 1= U1 o] o 10



LSTA TESHMONY ...ttt e e e e e e et e e et eett bbb s e e e e e e e e e e e e eeaeeeeaeeeeeeeesnnnnnes 10

1Y Vg =T =0 IO I 1 91
NAMEd ISSUING ENTILY ..ot e e e e e e e e e et et tb b nnaaar e e e as 64
Notional Principal ABS INTEreSIS............ummmmmeeeerennniiaiiieeeeeeeeeeeeeeeeeenessns s 67

e 0] 0101 T =1 PP 1
PropOSEU RUIES......ceeeiieieie ettt s e e e e e e e e e e e e e e e eaaeaaeeeeeennnnnns 1
[ Y PP PPPPRRI 5
= 8 I TP UPTT P TTPTPPO 53
Representative Sample Percentage ..o 1

RESECUNTIZAION ABS ... .ottt ettt e e e e e e e e e e e bbb be e e e e e e e e e e e e e e e nnaes 84
1Y = R PPPPERPUPUPPPR 1
SBCUIMTIES ACT ...ttt 444ttt ettt et e e e e e e e eeeab bbb b b s b et et e e e aaeaeeeeens 1
Seller's INterest PErCENTAgE ..........oiiiiiieeeiee e e e e e e ee e e e e eeeeeeanaanes 1
] £ T PP PPPPPPPP 1
SUBI ittt et e e e e e e e e e e e e earn— ittt ittt taaaaaaaaaaaaans 102
SUDJECt IDI SECUINTIZALIONS .....uueeeii s e e e e e e e e e et e e e ettt e e e e e e eeeaeeseaaeaaaaeeeeees 74
Third Party PerCeNtage.........cooviiiiiiiicememmmiiaaae e e ettt e e e e e e 1
LI PP PPPPPPP 76
Utility Legislative SECUNTIZAtION ........couuueeiiiiieee e 111

RV o= U =T (ot=T o] = o [ 1
WellS Fargo RESEAICK ......ueiiei e 10

App. J-2





