MEMORANDUM

TO: File No. S7-14-11

FROM: Arthur Sandel
Special Counsel
Office of Structured Finance
Division of Corporation Finance
U.S. Securities and Exchange Commission

RE: Meeting with Center for American Progress Action Fund, Center for
Responsible Lending, Consumer Federation of America, Mortgage
Bankers Association, National Association of Realtors, and National
Housing Conference

DATE: July 15, 2013

On July 8, 2013, Katherine Hsu, Arthur Sandel and Steven Gendron of the
Division of Corporation Finance and Sean Wilkoff of the Division of Economic and Risk
Analysis participated in a meeting with the following representatives: Julia Gordon of
the Center for American Progress Action Fund; Carrie Johnson of the Center for
Responsible Lending; Barry Zigas of the Consumer Federation of America; Michael
Fratantoni of the Mortgage Bankers Association; Charlie Dawson and Ken Fears of the
National Association of Realtors; and Chris Estes of the National Housing Conference.

The participants discussed topics related to the Commission’s March 30, 2011
proposals regarding credit risk retention. Handouts are attached to this memo.
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A Clarification on Risk Retention

BY CRISTIAN DERITIS AND MARK ZANDI

n our previous comment on the Dodd-Frank risk retention rules for asset-backed securities, we argued that

while the proposed rules were well-intentioned, as written they would probably fall well short of their goal of

restoring confidence in securitization. Even this less than ringing endorsement was based on the assumption
that those parts of the proposed rules that were unclear and open to significant interpretation would be revised to
conform with standard industry practices and nomenclature. However, more recent comments from some regula-
tors suggest that this may not occur, and that regulators will instead hold to a strict reading of the proposed rules.
This is most important with regard to the premium capture provisions of the risk retention rules. In this note, we
review our previous analysis and quantify the consequences for mortgage rates of a stricter interpretation of the

premium capture provisions.

Risk retention and securitization

Securitization, or the pooling of consumer
and business loans into financial instruments
that can be traded in secondary markets, ex-
panded the availability of credit and became
a cornerstone of the global credit market
over the past few decades. The system broke
down for residential mortgages, however,
during the euphoria of the housing bubble.
Investors in mortgage-backed securities grew
attached to the returns they received rela-
tive to Treasuries or other bonds and came to
believe there was little or no risk in mortgage
lending. This increased demand and encour-
aged lenders to originate millions of loans
that could only be repaid in an environment
of rising housing prices. Once prices started
to drop, such loans failed and the financial
system froze up. The government'’s bailout
headed off an apocalyptic decline and a
second Great Depression, although a severe
credit crunch ensued.

The financial system has since recovered
to a large degree, although private securi-
tization for residential mortgages remains
dormant. Both issuers and investors are

extremely wary of new securities given the
uncertainty around legal liability and gov-
ernment regulation. Without resolution to
these issues, private securities markets will
not revive and the government will need
to continue to prop up the market through
Fannie Mae, Freddie Mac and the FHA. Fix-
ing the private securitization system is vital
to reducing the government's role in the
mortgage market.

The most fundamental problem with
residential mortgage securitization involved
misaligned incentives. Those who originated
and packaged loans into securities were
motivated to produce as many as possible;
as long as investors kept buying without
questioning the quality of the underlying
loans, issuers kept originating, moving fur-
ther down the credit spectrum. Investors
felt comfortable with their RMBS purchases
given spectacular returns from 2001 to
2004 and the assurance of rating agencies
that the structure of the securities offered
adequate protection against losses.

Risk retention is an effort to address
this incentive problem. Under the new
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rules, securitizers will be required to keep
an ownership stake of at least 5% in the
securities they create. The Dodd-Frank fi-
nancial reform legislation laid out the rule
in general but ordered regulators to provide
details. Various federal agencies, including
the Treasury, Federal Reserve, Federal Hous-
ing Finance Agency, and the Federal Deposit
Insurance Corp. proposed specific risk re-
tention rules in April and requested public
comment by the start of August’. Given
the length and complexity of the proposed
rules and the large volume of comments re-
ceived, it will likely take regulators at least
several months to review and revise their
risk retention proposal.

The idea behind risk retention is intuitive:
If securitizers own a stake in the securities
they produce, they will produce better se-
curities. Investors will thus have more con-
fidence and be willing to purchase them as
they did before the crisis. Stronger investor
demand will drive a rebirth of securitization.

1 For more on risk retention with regard to residential mort-
gage securities, see our companion piece, "The Skinny on
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Premium capture

A major problem for regulators is how
to keep securitizers from dodging the risk
retention rules. Regulators are particularly
concerned that securitizers will compensate
for the rules’ extra costs by raising fees,
rather than by improving their underwrit-
ing. To avoid this problem, regulators have
proposed a so-called “premium capture”
rule. Unfortunately, the rule is less likely to
accomplish its goal than it is to increase bor-
rowing costs and restrict mortgage credit.

Securitizers charge borrowers a rate higher
than they pay to the investors who purchase
mortgage-backed securities.? In addition to
covering the costs of originating and servicing
the mortgages, this spread helps cover the
securitizers' costs, provides them a return, and
builds a reserve against future loan defaults.
While the spread is collected over the life of
the loans, securitizers historically have been
able to collect the full discounted stream of in-
come up front, by selling an interest-only bond
backed by the spread. The premium capture
rule will effectively end this practice by making
it prohibitively expensive. Securitizers would
have to wait until the loans backing the bond
had been exhausted and all proceeds paid to
bondholders before collecting their fees from
whatever cash remained. Mortgages typically
either pay off or fail within 10 years of their
origination, but theoretically, it could take
much longer, especially for loans originated
with very low interest rates.

In our original analysis, we assumed that
regulators would allow originators to be
compensated for their costs®. That is, origina-
tors could charge and collect a reasonable

2 This is a form of credit enhancement and is more common
on securitizations backed by riskier subprime, alt-A and sec-
ond-lien mortgage loans. Because of their greater risk, some
securitizations build in excess spread by requiring that the
weighted average interest rate on the underlying mortgage
loans be greater than the weighted average coupon rate for
the tranches in the security. If there are credit losses from
any of the loans within any given month, this excess spread
is applied against them; otherwise, the holder of the equity
or residual portion of the security collects this income.

We note that while a securitizer can manifest itself some-
times as a broker/dealer issuer looking to be compensated
for bond underwriting, it is more often the case that the
securitizer would be an originator and issuer (especially in
today's environment). In light of this, we treat originators
and securitizers as a single entity for ease of exposition. Our
argument still applies to the case where the two entities

are distinct as originators have typically been paid for their
underwriting services up front.

w

fee up front to cover their origination and
securitization expenses including credit risk,
but anything over this amount would be
locked away in a premium capture account.
However, the rule as written does not state
this clearly. In fact, a strict reading of the rule
suggests that originators would have to place
all proceeds above the par value of the bond
into the premium capture account—meaning
they would have to wait a number of years
to recover even a portion of their costs.

Under this scenario, issuers would have
to charge substantially higher interest rates
to compensate them for the delay in receiv-
ing payment. In addition, they would run the
risk of receiving smaller or no payment, as
their proceeds would be applied to any loan
losses before bond investors lost principal.
This significantly changes the originators’
business model: Instead of being paid for
underwriting services, they would become
junior debt investors.

An even greater issue with a strict inter-
pretation of the rule is that it would impede
originators’ ability to be compensated for
the credit risk of their mortgages and to in-
stitute risk-based pricing. For example, sup-
pose a mortgage lender wants to originate
1,000 loans with a balance of $200,000
each. Pooling these together would create a
bond with a face value of $200 million.

Based on idiosyncratic risks such as the
death, divorce or sudden unemployment
of a borrower, there is a chance that some
loans will not be paid in full, resulting in a
loss to the owners of the mortgages. Bearing
this in mind, an investor in this pool would
not be willing to pay the full face value of
the mortgages but something less, say $190
million, assuming a 5% discount.

Knowing this is the case, the originator
will need to charge borrowers a higher in-
terest rate to compensate for this shortfall
between the face value of the mortgages
and the market value to an investor. If he
charges borrowers a 5% fee up front, he will
cover the balance (i.e. 5% of $200 million
plus $190 million).

At the individual loan level, a 5% up-
front fee translates into $10,000, a nontrivi-
al amount of money for the vast majority of
mortgage borrowers. Rather than requiring
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the fee up front, an originator would tradi-
tionally be willing to finance this amount
by rolling it into the interest rate. Assum-
ing the loans would typically last for four
years, a 5% up-front fee would be roughly
equivalent to an additional 1.25 percentage
points on the mortgage rate. Note that, for
the purpose of this simple example, we are
assuming that the operational costs involved
with processing mortgage applications are
covered separately by the borrower. If they
are financed, such as in the case of a “no-
cost” refinancing, then these fees would also
be subject to the premium capture rule.
Based on the par or face value of the
mortgages, it would appear that investors are
receiving a higher return on their investment
than they could receive elsewhere. In this
specific example, investors would be willing
to pay up to 1.05 times the par value. And
under the premium capture rule, these 5 per-
centage points of premium would have to be
locked away in a premium capture account.
The problem here is the fundamental
disconnect between a bond’s face value and
its economic value once credit risks are taken
into account®. As a result of the way the pre-
mium capture rule is stated, the mortgage
rate impact to borrowers would be signifi-
cant—on the order of an increase of 1to 4
percentage points depending on the param-
eters of the mortgages being originated and
the discount rates applied®. Furthermore, the
rule may also create incentives not to origi-
nate as many 30-year fixed-rate mortgage
loans. Securitizers who traditionally fund
themselves with shorter-term liabilities may

4 This is not unlike the difference between coupon and yield
in the pricing of sovereign debt. For example, currently an
Australian 10-year bond with a stated coupon of 5.75%
trades at 110. This means investors are willing to pay $1,100
today for a bond that will pay $57.50 every year plus $1,000
10 years from now. Given the $100 premium being paid for
this $1,000 bond today, the effective yield to the investor
is 4.43%. In some sense, the stated coupon is irrelevant to
the investor's decision—what he really cares about is how
much his investment will return over time. Similarly with
mortgage bonds, the face value is not particularly meaning-
ful. What matters is how many borrowers will end up paying
their loans and returning principal and interest.

(O]

Note that in our example we made several simplifying as-
sumptions for presentation purposes. A complete cash flow
analysis would be required to derive the rate impact with
precision and would require detailed information regard-
ing the collateral, discount factors, yield curve, etc. Our
fundamental conclusion is that a strict interpretation of the
premium capture rule could increase borrowing costs by
percentage points, not basis points.
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not be able to effectively match the fees they
will earn over a longer period of time given
the impact of premium capture.

In order to avoid the premium capture
rule, loan originators could end up shifting
from capitalizing origination costs in higher
interest rates to charging borrowers higher
up-front fees at the time of origination. In
theory, it is even conceivable that origina-
tors could charge enough in fees to avoid the
costs of risk retention altogether. Mortgage
rates would be higher, but securitizers would
have no additional skin in the game.

However, the Federal Reserve is currently
in the process of determining the set of
product features for “qualified mortgages”
that lenders could originate without risk of
legal liability if borrowers should default.
Under the Dodd-Frank Act, lenders could
charge no more than 3% of the borrowed
loan amount in points and fees in order to
be a QM. As a result, the premium capture
rule has the potential to significantly restrict
the amount of credit available for borrowers
without qualified residential mortgages.

Perhaps this is exactly what regulators
had intended. If so, the premium capture
rule is a very inefficient tool for reaching
this objective. Having now made a proposal,
policymakers must now consider the full
ramifications of the rule before finalizing

it. Not only would it limit the number of
households that could borrow to purchase
homes, but it would also limit the ability of
borrowers to take advantage of refinancing
opportunities. This impact could be mean-
ingful, as historically most refinancing has
been done without borrowers paying points
or up-front fees

Despite the complications and second-
ary effects of the proposal, it could still
represent a reasonable compromise if it
guaranteed an end to the abuses it seeks
to address. However, it is not clear that the
premium capture rule is necessary—or even
able—to stop the kind of risk retention-
dodging regulators are focused on. Given
the massive losses suffered by investors in
the interest-only bonds sold by securitizers
during the housing bubble, future investors
will be extremely cautious and will require
significant assurance that bonds are ap-
propriately priced for the risks they involve.
It is very unlikely securitizers will be able
to dispose of their risk exposure without
paying for it appropriately. Now that it is
common knowledge that weak underwrit-
ing is a risk and house prices can actually
fall, market forces will work well on their
own to limit bad securitizations. Consumer
protections regulating mortgage types and
features would far more effectively limit
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the number of fraudulent and unsustain-
able loans.

The premium capture rule is well-inten-
tioned; there should be limits in place to
insure that issuers do not deviate radically
from market norms. Yet the consequences
of the rule as written could significantly
impede the return of private securitiza-
tion markets and permanently cement the
government's role in housing finance. In
addition, the rule could create unintended
consequences by encouraging securitizers to
find creative ways around it. Altering the se-
curitization structure or increasing up-front
fees are two obvious outcomes, but there
are likely to be others that neither regulators
nor analysts have thought of.

Policymakers need to either clarify all
of the minutiae embedded in the premium
capture rule to insure that loan originators
are fully compensated or eliminate the rule
altogether. Given the complexities involved
with implementing the rule and determining
a fair market price for origination and securi-
tization, the latter option may be preferable.
Increasing checks and balances with greater
up-front due diligence and stronger recourse
provisions will be much easier to implement
and far more effective in ensuring the quality
of mortgages that are originated and placed
into securities.
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The Coming Crisis in Credit Availability

Summary

Credit availability was too loose in the 2005-early 2007 period. Borrowers were able
to buy homes with low (or no) down payments, and very little documentation of
income and assets. In an over-reaction, credit availability is now too tight; it is
increasingly difficult for borrowers who are “outside the credit box” to qualify for a
mortgage, as we quantify by our Credit Availability Index. Our concern is that the
new regulatory actions, many of which are spawned by Dodd-Frank, have the
potential to make credit even tighter. We focus on the Qualified Mortgage (QM) Rule,
the Qualified Residential Mortgage (QRM) Rule, the High Cost Mortgage Rules
(HOEPA) and “disparate impact.” We believe the interaction between these rules is
being ignored, as different requlatory agencies preside over each one.

There is no question that credit availability was way too loose during the 2005—-early
2007 period. Many borrowers were able to buy homes while putting very little money
down, with minimal documentation of income and assets. However, in a classic
case of “shutting the barn door after the horse has escaped,” credit availability has
zoomed to the opposite extreme, becoming very tight. It is increasingly difficult for
borrowers who are anywhere “outside the credit box” to qualify for a mortgage, as
we quantify in our Credit Availability Index. Our concern, even fear, is that new
regulatory actions (many of which have been spawned by Dodd-Frank) have the
potential to make credit even tighter.

In this article, we focus on the Qualified Mortgage (QM) rule, The Qualified
Residential Mortgage (QRM), the High Cost Mortgage rules (HOEPA, or Home
Owners’ Equity Protection Act), and “disparate impact.” While any one of these rules
could have a chilling impact on credit availability, we are very concerned that the
impact of their interaction is being ignored, as different regulatory agencies preside
over each.

Historical Review —Credit Availability (With Numbers!!!)

Credit standards were very relaxed in the 2005—early 2007 period, and have since
tightened considerably. However, it is easy to overstate the credit tightening unless
one focuses on the shifting market share, as origination generally shifts to the
market with the loosest standards. During the 2005—early 2007 period, the private
label securitization market was the market of choice for the weakest borrowers.
After 2007, that mantle was claimed by the FHA/VA market. We have pieced
together a credit availability index, measuring the standards for each of the 4 major
categories of origination—origination for GSE securitization, origination for FHA/VA

This material has been prepared by individual sales and/or trading personnel and does not constitute investment research.
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securitization, origination for bank portfolios, and origination for private label
securitization, as well as the market share of each. When we assembled data to
measure credit availability for the overall market (via building up from each individual
origination category), we found that credit availability had indeed tightened (reflected
in the very high average FICO scores for new origination, the low ARM %, and
virtual disappearance of affordability product, such as IOs).

Loosening Credit Availability —2004-2007

The poster child for lax credit standards was the non-Agency market, as shown in
Exhibit 1 (below). Documentation standards were quite relaxed, with well over 60%
of origination being less than full doc loans. Loan terms were also relaxed, with 40%
of the market in 10 loans and 60% in ARMs. In Q4 2006, amortizing fixed rate loans
comprised only 30% of the private label market. The non-Agency market became
increasingly a non-prime market, with 85% of total non-Agency origination in Q4
2006 as less-than-prime origination. Similarly, the CLTV at origination crept up, with
only 50% of loans with a CLTV < 80 at origination. And these measures do not
reflect the fraud that went into both appraisals and misrepresentation of borrower
characteristics (income, occupancy status, etc.).

Exhibit 1: Non-Agency Lending Standards through the Crisis
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Standards in the Government/GSE markets declined only marginally during this
period, as non-Agency pricing for risk-layered loans was more favorable. Exhibit 2
(below), which details the origination characteristics by category of origination
(owner of the risk) over time, shows that the average LTV in Fannie Mae pools rose
from 71.5 in 2002 to 72.9 in 2006, during which time FICO scores were roughly
constant. [NOTE: 2002 is our comparison year, as 2003 was a large refinance year
with very high credit standards, and 2004 represented the beginning of the
deterioration in lending standards.] The % of interest-only loans in Fannie pools shot
up from <1% in 2002 to 15.7% on 2006, still a small figure relative to the private
label market. Maintaining standards came at a huge cost in terms of market share.
Exhibit 3 (next page) shows that the GSE share of total origination declined from
46.7% in 2002 to 32.0% in 2006. Similarly, FHA/VA standards were roughly
constant, but the market share declined from 6.3% in 2002 to 3.3% in 2006. Bank
portfolio standards slipped during that period (but by less than the private markets);
they gave up market share (declining from 34.1% in 2002 to 23.9% in 2006). At the
same time, the non-Agency market picked up market share very dramatically, rising
from 12.8% in 2002 to 40.5% in 2006.

In 2007, as the non-Agency market shut down, these risk-layered loans made their
way into the GSE/FHA/VA market, and the government share (see total [GSE +
FHA/VA] securitization in Exhibit 3) rose considerably —from 35.3% in 2006 to
55.9% in 2007. The average LTV on Freddie loans inched up from 72.6 in 2006 to
74.3 in 2007; but Fannie’s increase was even more—from 72.9 in 2006 to 75.2 in
2007. The percentage of IO loans in Freddie pools grew from 16.6% in 2006 to

Exhibit 2: Origination Characteristics Over Time By Owner of Risk
Balance ($ mm) Orig. FICO Orig. LTV

issyear || Portfolio | FHAVA PLS FHLMC FNMA Portfolio| FHAVA| PLS (FHLMC| FNMA ([Portfoliol FHAVA| PLS |FHLMC| FNMA
2001 8,027 | 237,472 | 237,663 140,193 195,791 698 656 690 714 708 73.7 95.7 73.6) 74.0 74.3
2002 17,476 | 258,643 ( 351,107 350,103 483,890} 722 655 690 721 715 68.3 95.8 72.6) 70.8 715
2003 55,387 | 315,345 | 545,060 679,158 1,139,018 729 658 686 730 723 68.5 95.0 73.3 68.1 68.4]
2004 70,613 | 174,183 | 809,647 349,172 510,354 725 650 677 721 718 72.2 95.8 76.6) 71.2 71.2
2005 117,146 | 126,043 | 1,101,897 373,965 483,878} 725 653 680 725 721] 72.9 96.0 77.0 715 71.7
2006 183,366 | 112,430 | 1,000,064 346,611 468,775 720 654 679 725 720 73.6 96.1 71.7) 72.6 72.9
2007 218,094 | 136,728 | 357,809 427,708 606,776} 720 643 703 723 718 75.0 95.3 75.5) 74.3 75.2
2008 105,208 | 380,911 1,352 339,015 530,635} 741 667 736 740 737 70.0 95.3 71.3 71.4 72.3
2009 56,206 | 603,455 362 458,641 774,847| 753 696 764 761 756 67.3 95.6 56.1 67.1 67.4]
2010 74,407 | 484,259 414 372,725 594,935 765 707 773 760 762 65.4 95.6 58.9 69.5 68.4]
2011 76,519 | 359,915 836 297,591 550,008} 766 709 770 761 761] 66.3 95.1 64.0 69.9 69.4f

% Refi % ARM % 10

issyear [Portfolio| FHAVA| PLS [ FHLMC [ FNMA [ Portfolio| FHAVA | PLS |FHLMC| FNMA | Portfolio | FHAVA | PLS | FHLMC| FNMA
2001 67.0 25.0 64.0 63.8 63.3 29.0 34| 370 5.9 5.1 2.8 0.1 4.0 0.0 0.1]
2002 70.6) 325 68.0 74.6 70.1 285 72| 490 84 9.5 18 0.1 12.0 0.0 0.4
2003 70.0 49.4 68.0 81.3 78.1 30.9 57| 550 7.6 10.2 6.8 0.0 17.0 0.0 1.0
2004 46.3) 35.0 55.0 60.4 58.2 59.1 119 730 14.4 21.9 27.9 0.0 320 0.2 5.1]
2005 44.2) 31.0 52.0 56.0) 54.2 63.3 72| 730 16.2 22.0f 36.6) 0.0 38.0 7.0 10.3
2006 46.5) 30.6 54.0 472 49.1] 33.0 32| 680 19.9 16.7 26.3) 0.1 34.0 16.6 15.7
2007 48.6) 36.6 60.0 51.3 50.6 34.9 20| 570 18.1 10.3 30.0 0.6 45.0 22.6 15.0
2008 57.2) 395 56.0 59.1 58.8 44.3 21| 630 8.6 7.9 26.1) 0.0 60.0 7.1 5.5
2009 65.8) 477 80.0 80.2 7715 34.0 23| 870 0.8 2.9 18.6 0.0 69.0 0.2 0.9
2010f 73.1] 42.4 64.0 78.9 771.2 27.4 62| 170 44 6.3 8.9 0.0 17.0 04 13
2011 68.5) 415 55.0 78.4 76.5 26.8 82| 140 8.6 6.6) 10.7 0.0 14.0 0.1 0.7

Source: CaseShiller, 1010data, Amherst Securities
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Exhibit 3: Origination And Securitization Volumes

Total GSE and

GSE FHA/VA FHA/VA Private Label [Bank Portfolio
Total Securitization | Securitization | Securitization| Securitization | Origination
[Estimated originations 2001 [$  2,215.0[$ 965.0 [ $ 1822[$ 11472 $ 253.8[$ 813.0 |
|% of Total Origination | 100.0%| 43.6%| 8.2%| 51.8%)| 11.5%| 36.7%)|
i i 2002 |[$ 28850][% 1,3475][$ 1826[$ 15301 $ 368.7 [ $ 983.6 FirstLien Origination Over Time
|% of Total Origination | 100.0%| 46.7%)| 6.3%| 53.0%| 12.8%| 34.1%|  100%
[Estimated originations 2003 [$  3,725.0[$ 1,9124]$ 2185 $ 2,130.9]$ 506.6 | $ 1,083.0] 90%
|% of Total Origination | 100.0%| 51.3%| 5.9%| 57.2%| 13.6%| 29.1%| . l
80%
[Estimated originations 2004 __[$__ 25720 S 85235 1264]5___10187]8 T545] 8 7943 _ .
|% of Total Origination | 100.0%] 34.7%)| 4.9%] 39.6%)| 29.3%) 30.9%| &
g 70%
[Estimated originations 2005 [$  2,753.0 [ $ 879.1[$ 856]$ 964.7[$ 1,078.1]$ 701.9 i 0% | l
|% of Total Origination | 100.0%| 31.9%| 3.1%]| 35.0%| 39.2%| 25.5% B—g l [ % Bank Portfolio
= Origination
originations 2006 [$  2553.0 [ $ 816.9[ $ 832[$ 900.1]$ 1,0333[$ 611.2 | _E, 50% 1 B % Private Label
|% of Total Origination | 100.0%| 32.0%| 3.3%| 35.3%| 40.5%| 23.9%] © 0% Securitization
5 40%
S O —
[Estimated originations 2007 __[$_ 2,076.0[$ __ 1062.0]$ 986[$  1160.6]$ 6106[S 3047 & l % FHA/VA Securitization
[% of Total Origination | 100.0%] 51.2%] 4.7%] 55.9%] 29.4%| 14.7%| 230% l .
o % GSE Securitization
[ 2008  [$ 1371.0]$ 899.8] $ 2600[$  11688[$ 85[% 193.7] 20%
|% of Total Origination | 100.0%| 65.6%| 19.6%| 85.3%| 0.6%| 14.1%)| .
10%
[Estimated originations 2009 [$ 1738.0[$ 1,106.8]$ 4462 $ 1553.0[$ - s 185.0 | l l l l l I l . l l
[% of Total Origination | 100.0%| 63.7%| 25.7%| 89.4%| 0.0%| 10.6%| 0% -
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
2010  [$ 15220]$ 953.0[ 8 3789[$  1,3319[$ 02[s 189.9 |
% of Total Origination [ 100.0%] 62.6%] 24.9%| 87.5%| 0.0%] 12.5%)|
[Estimated originations 2011 [$  1,308.0 [$ 897.0[$ 285.0 [ $ 1,1820]$ 0.7]$ 1253
[% of Total Origination | 100.0%] 68.6%)| 21.8%)| 90.4% 0.1%] 9.6%)|

Source: Inside MBS&ABS, Amherst Securities

22.6% in 2007. Average FICOs slipped marginally. For FHA/VA loans, the LTVs
(which always cluster near the maximum permissible) were largely unchanged, while
average FICOs slipped from 654 to 643.

Tightening Credit Availability —2008-Present

By late 2007, the GSEs realized the huge gain in market share was coming at a very
high price—every one of the risk layered loans was being insured at a loss. The
GSEs began to tighten their credit box in late 2007-early 2008, and introduced loan
level pricing adjustments; banks followed suit for their portfolio loans. For Fannie,
Freddie, and bank portfolio loans, the origination FICO score increased from the 720
area in 2007 to 740 in 2008, then even higher, to 760 in 2009-2010. Average LTVs
dropped from 75 in 2007 to 71ish in 2008, and even down to 67-69 in the 2009-
2011 period. The 10 percent dropped dramatically (in 2007 Fannie and Freddie pools
it went from 15 and 23%, respectively, to <1% in 2011; for bank portfolios, the 10
percent declined from 30% in 2007 to 11% in 2011).

Yes, origination standards were impossibly loose in 2005-2007, but subsequently
guarantors and originators seem to have overreacted, following that slackness with
excessive tightening. The GSEs and originators have, to our way of thinking,
overreacted.

However, in government lending programs, lending standards remained roughly
constant, and much more activity has gravitated to these programs. Federal
Housing Administration (FHA), Veteran’s Administration (VA), and the U.S.
Department of Agriculture’s Rural Development (USDA) programs have all grown
dramatically. For example, GNMA'’s share of total origination (mortgages from FHA,
VA, and USDA, plus a tiny amount from the Housing and Urban Development’s
Office of Public and Indian Housing) has shot upward, from 4.7% of total origination
in 2007 to the 2011 level of 21.8%.
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And GNMA plays a particularly important role in the purchase market. Exhibit 4
(below, top right) shows that GNMA'’s share of total Agency volume [GNMA/(GNMA
+ Fannie + Freddie)] is now ~25%, more than double their 10% share in 2007.
However, GNMA is >50% of total purchase volume (exhibit top left), and <20% of
refinance volume (bottom left). In fact, >50% of total GNMA activity is for purchases
(the remainder is for refinance); by contrast, <20% of total Fannie and Freddie
activity is for purchases (bottom right).

In Exhibit 5 (next page) we looked at origination characteristics for the overall
market; we refer to this as our Credit Availability Index. To construct this, we started
with origination characteristics over time for each of the 4 major origination
categories: GSE loans, FHA/VA loans, bank portfolio loans, and private label
securitizations (as provided in Exhibit 2), then weighted that by year-by-year
origination volumes (as in Exhibit 3).

FICO scores are a key measure of credit availability. The average FICO for the
market has increased from 698 in 2006, to 711 in 2007, then to 747 in 2011.

Note that the average LTV has stayed relatively constant at 76-77, due to the
greater use of FHA/VA mortgages (with FHA limits at 96.5 LTV maximum for
purchase activity, and 97.75 for refinance—VA and USDA allow up to 100 LTV). This
is slightly misleading, as it was very common during 2005-2007 to put a second
mortgage on the property, very often at the same time the first mortgage was taken
out. This practice has all but ceased.

Exhibit 4: GNMA Has Become The Major Outlet For Purchasing A Home (All Are %s In Loan Count
Terms)
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Exhibit 5: Credit Availability Index

ADDENDUM: CALCULATING A MORE ACCURATE CLTV

COMBINED MARKET INDEX Simultaneous Total Origination CLTV (Using 2/3rds
Year FICO LTV REFI ARM 10 Second (PLS Only) || PLS Simultaneous Second Percentage)
2001 689 80.25 52.52 14.23 1.24 0 80.25
2002 700 75.85 64.02 18.55 3.06) 0 75.85]
2003 710 72.37 73.41 18.39 3.94] 1 73.04
2004 695 75.74 54.70 42.61 15.96 3 77.74
2005 697 75.75 51.55 47.87 24.40| 5 79.08
2006 698 76.42 49.90 42.22 24.61] 6 80.42
2007 711 76.58 51.35 24.19 23.75 4 79.25
2008 718, 78.35 53.33 9.32 6.01 1 79.02
2009 738 76.31 68.31 3.14 0.98 0 76.31
2010 744 77.15 66.37 6.84 1.04 0 77.15
2011 747 76.53 66.65 8.72 0.97 0 76.53

Source: CaseShiller, 1010data, Amherst Securities

Unfortunately, we are only able to match second liens to their corresponding first
liens for the private label market. Thus, to construct our market measure, we were
constrained to look at LTV, not the more meaningful combined LTV (CLTV). On the
right side of Exhibit 5, we show the average contribution of simultaneous seconds to
the CLTV of private label securities. So for the 2006 origination, the simultaneous
seconds added 6 CLTV, on average. (Yes, we do recognize that some of the
subsequent seconds were done very close to origination, but to be consistent, we
used only simultaneous seconds.) In the final column of Exhibit 5, we added 2/3rds
of the contribution of the PLS simultaneous second liens to the combined universe
LTV; we view this as a conservative indication of the impact of second liens. This
shows a far more dramatic deterioration in down payment requirements during the
2004-2007 period (CLTVs rose to 79-80 area in the 2005-2008 period), and more
tightening in the later period (CLTVs down to the 76-77 area).

Further evidence of tightening credit standards is that the ARMs % has declined
from 42% in 2006 to today’s level at well below 10%. The interest only (I0) percent
of the market has declined from 24.6% in 2006 to near zero today. The refinance
share has risen from 49.9% in 2006 to 66.7% in 2011, reflecting the difficulty in
qualifying for new purchase loans, the low interest rates that have prevailed
(courtesy of an accommodative Fed policy), and the HARP program , which makes it
easier for higher LTV borrowers to refinance.

Credit Availability—How Tight?

Even without the tightening in credit availability, many borrowers would have had
difficulty getting access to credit. Consider that since 2007, 19% of all borrowers
(~9 million borrowers) have gone >90 days delinquent on their mortgages, or have
had their mortgage liquidated. Based on this delinquency alone, nearly all of these
borrowers would be unable to qualify for credit today. In addition, the historical
trade-up bid has been fueled by homeowners who had achieved home price
appreciation on their existing home, and then applied that equity as down payment
on a new, larger home (thus appreciation in that 2 BR home fueled down payments
for 3 or 4 BR homes). In fact, these borrowers have experienced home price de-
preciation; that creates what we believe will be a void in the market for mid- and
higher- price tier homes.
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The problem is highlighted by the fact that while housing affordability is at a
generational high, the housing market remains in the doldrums. With interest rates at
the lowest levels since the 1960s, and home prices off 34% since the peak in June
2006 (as measured by the S&P/Case Shiller Index), the National Association of
Realtors’ (NAR) housing affordability index is the highest it has ever been since the
NAR began collecting data in 1986 (see Exhibit 6, below). Thus the theoretical
affordability for the median family of purchasing the median price home, putting
down 20% and taking out a 30-year fixed rate mortgage for the balance at market
interest rates, is better than it has ever been since the NAR began tracking this data
in 1987.

The problem is that the median family simply cannot put down 20%, due to the
erosion of value on their existing home, nor can they qualify for a new mortgage at
current standards. This can be seen in Exhibit 7 (next page), which shows that
despite the lowest interest rates since the 1960s, the Mortgage Bankers’
Association Purchase Index is at a 15-year low. Existing home sales, while up from
the lows, look sick in an historical perspective. Similarly, new home sales, while off
the lows, are at lower levels than they were in the 1960s. BOTTOM LINE — Despite
historically high affordability, housing market activity remains very weak.

Exhibit 6: Prices Down, Rates Low — Affordability is at a 20 Year High...
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Exhibit 7: ... But The Housing Market Remains In The Doldrums
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While investors are the key to rejuvenating the lower end of the market, many homes
are simply not suitable investor properties.' Such homes have one market—owner
occupants—in which case, the issue of credit availability is critical.

To summarize —there is no question that credit was too loose in the 2005-early
2007 period, but the pendulum has swung 180 degrees and now credit is too
tight.

The Regulatory Landscape

We now review the government/legislative landscape, making the case that most
actions being contemplated will tighten credit even further. And collectively, the
combined effects could be devastating. We will discuss each of the contemplated
measures impacting credit availability. At the risk of making the analysis intelligible,
we focused on the main themes, neglecting some of the specifics. (Otherwise this
becomes a book length article; no fun for you to read, nor for us to write; moreover,
whereas you can easily escape by putting such a learned work aside, we cannot.)

1) Qualified Mortgage (QM) Rule

The qualified mortgage rule is mandated by the Dodd Frank Act, and requires
lenders to make sure borrowers have the ability to repay their loans. Section 1411 of

! As discussed at some length in our 5/4/2012 Amherst Mortgage Insight “Lower Priced Homes Fared Worse than Higher Priced
Homes . .. But this Trend Will Turn.”
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that act amends the Truth in Lending Act to prohibit a lender from making a
residential mortgage loans unless the lender “makes a reasonable and good faith
determination...that the consumer has a reasonable ability to repay the loan.” This
was a well intended attempt to protect consumers from the risky practices that
shook the financial system. This section requires a creditor to consider the
consumer’s credit history, current income, employment status and other financial
resources. The creditor must also measure the ability to repay using a payment
schedule that fully amortizes the loan over the scheduled term. A lender may
presume a loan has met the ability-to-repay test if it is a “qualified mortgage” (QM).

The real question is—How does one establish a set of standards that provide
protection for the borrower, yet sufficient protection for the lender to ensure
reasonable credit availability? We see it as a balancing act, in an environment
where no one can agree regarding just what the balance ought to be.

There are two separate but related questions: (1) how broadly or narrowly is a QM
defined?; and (2) does one provide a “safe harbor” or a “rebuttable presumption”
that a loan complies with the standards? If a safe harbor is used, the only way it can
be bypassed is by showing the loan was not a QM. Under a rebuttable presumption,
even if the loan is a QM, a borrower can argue that it did not meet the “ability to
repay” test at any time during the life of the loan.

QM Definition—The Federal Reserve Proposed Ruling

In April 2011, the Federal Reserve Board issued a proposed rule amending
Regulation Z in accordance with the Dodd Frank Act. A QM loan requires that a
number of specific underwriting factors be considered and verified, including current
or reasonably expected income or assets, current employment status, monthly
mortgage payment and monthly payments on any other debt obligations, debt-to-
income ratios, and credit history. The monthly mortgage payment must be qualified
based on the fully indexed rate.

In addition, the Federal Reserve proposal required that a QM meet the following
criteria: (1) has a term of <30 years with no negative amortization; (2) points and
fees are capped at 3% (with some higher amount for loans <$75,000; (3)
prepayment penalties are limited to fixed rate loans, and to 3% Year 1, 2% Year 2,
1% Year 3; and 0% thereafter; (4) the loan cannot have a balloon payment (with an
exception for small portfolio lenders). That 3% point and cost limit is quite an issue,
as it is unclear how it will be applied. The definition seems to include compensation
to lender’s employees, even though it is not clear what this amount is at origination.
It includes fees to affiliates, even if they are lower than what a 3" party would
charge. It is unclear if hazard insurance is included. Any lack of clarity as to what is
included in the 3% will increase litigation risk. Yes, the costs can be put into the
rate, but this will place some borrowers dangerously close to the HOEPA limit (we
discuss that topic shortly).

QM —The Issues

Most market participants would agree that credit decisions should be made
holistically, taking into account the full financial situation of a borrower. It is clear a
very broad definition of QM is required. But due to liability issues, there is unlikely to
be lending outside of the QM box. Each time a lender is sued for a violation of the
“ability to repay” statute, it will cost $70,000-100,000 to defend each case. A
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lending institution losing a case falls subject to “enhanced damages.” Enhanced
damages include:

Actual damages

2X the finance charge (includes interest points and fees)

All fees the consumer paid

Statutory damages up to $4,000

Court costs

Reasonable attorneys’ fees associated with the enforcement action

And under Dodd-Frank, the ability to pay restriction has a 3-year statute of
limitations. Moreover, borrowers may assert ability to repay violations as a defense
against foreclosure even after the 3-year statute of limitations has passed. When
they do so, finance charge damages are limited to charges paid in the first three
years. Actual damages include loss of equity, which in a foreclosure can be high.

Thus, it is important that QM be defined broadly enough to encompass the box for
which credit availability is desired. Moreover, there must be a “bright line” which
says that if lenders meet a set of well defined criteria, a mortgage truly is a QM. That
is, lenders are deeply concerned (with good reason) that if the borrower defaults on
a mortgage, they did not have the “ability to repay” and could be sued.

A “bright line” becomes particularly important to lenders if a QM is done as a
rebuttable presumption, so a lender can invoke the “bright line” as a defense.
Similarly, if a QM as done as a safe harbor, it needs to be clear to the borrower what
the criteria of the safe harbor were and when the safe harbor can be invoked.
Consumer advocates are concerned that a very broad QM and a “safe harbor”
basically create a rule with no teeth. However, any “bright line” test is inconsistent
with a holistic look at the borrower.

QM must also have a carve-out for refinancings of existing mortgages, where the
borrower is taking no cash out except to pay for closing and other related costs.
Under current circumstances, we want to encourage the refinancing of HARP (Home
Affordable Refinancing Program) loans. We want to encourage a borrower who has
a mortgage, and his financial situation has deteriorated, to refinance. A lower
interest rate will ease the situation. The QM rule should not block borrowers from
accessing lower rates. That would represent very poor public policy.

It is interesting that the purpose of QM is to make sure that the borrower had the
ability to pay, yet there has been no discussion around restricting the use of second
liens. While the total debt-to-income ratio at origination should take account of any
simultaneous seconds (if it was done with the same lender), there is no mechanism
to insure that the borrower does not take out a second the next day, and thereby
negate a good portion of the reason for these rules. In fact, the Garn-St. Germaine
Depository Institutions Act of 1982 prohibits a senior lien holder from preventing the
borrower from obtaining a junior lien from another lender. The language reads “With
respect to a real property loan secured by a lien on residential real property
containing less than five dwelling units...a lender may not exercise its option
pursuant to a due-on-sale clause upon...the creation of a lien or other encumbrance
subordinate to the lender’s security instrument, which does not relate to a transfer of
rights of occupancy in the property.” We believe this language, as it currently
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stands, is counter to the intent of QM. Any change in this language would require
Congressional approval. This is an opportune time for Congress to reconsider this
feature, and either repeal it or put limitations on it. One possible set of limitations:
the first lien investors must approve a second lien with a CLTV exceeding a pre-set
level, such as 80%. If the first lien investor does not approve it, yet the borrower
tates out a second lien, the due-on-sale clause is invoked.

Our concern is credit availability. No group of analysts has been less large bank
friendly than we have been (YUP—between our stand on 2™ liens, conflicts of
interest in the foreclosure process, and rep and warrant enforcement—we have
ticked off almost every lending institution), we believe a broad QM standard and a
safe harbor are both quite necessary. We are concerned that if a safe harbor is not
provided, then credit availability will remain available only to the very best
borrowers, as banks are concerned that a default is de facto evidence a borrower
lacked the ability to repay. At the minimum, in the event of a rebuttable presumption,
lenders will require additional credit overlays on the QM limits (to be well inside the
QM limits, and thus to mitigate the heightened litigation and repurchase risk). They
are also likely to respond to the heightened repurchase risk by requiring significant
amounts of additional paperwork. This conflicts with the other CFPB goal to simplify
the mortgage origination process. At the extreme, we are concerned that without
protection, QM will default to the very narrow QRM (qualified residential mortgage)
definition. Stated differently, if a safe harbor is given, there may be an occasional
loan where the bank is protected on a loan that should not have been made. That
must be balanced against the huge number of loans that would not get made unless
the banks are adequately protected.

In July 2011, jurisdiction for writing the final regulations shifted to the Consumer
Financial Protection Bureau (CFPB). The CFBP was originally expected to
promulgate their rule in early summer of 2012. However, the latest indications are
that it has been postponed until after the election. Note that a rule must be in place
by January 21, 2013, or the statutory language in Dodd-Frank goes into effect. The
CFPB is not expected to allow this to happen.

2) Qualified Residential Mortgage (QRM) Rule

Dodd Frank requires securitizers to retain 5% of the risk on securitizations, unless
the loan is a QRM; those loans would be exempt from the requirements. (FHA and
VA loans would also be exempt from the risk retention requirements, as would GSE
loans while the GSEs are in conservatorship.’) Six Federal Agencies—The Federal
Deposit Insurance Corporation (FDIC), the Federal Housing Finance Agency (FHFA),
Federal Reserve Board, the Department of Housing and Urban Development (HUD),
the Office of the Comptroller of the Currency (OCC), and the Securities and
Exchange Commission (SEC) are jointly responsible for defining QRM, taking into
account underwriting and product features that have historically resulted in a lower
risk of default. QRM loans were designed to be a subset of the QM universe. Statute
requires that the definition of QRM can be no broader than the QM definition.

On March 31, 2011, the six regulators proposed a rule, and received public
comments through August 1, 2011. The proposed QRM definition was very tight. A
QRM is a loan with the following characteristics:

> The regulators can extend that exemption after the GSEs have emerged from conservatorship.

This material has been prepared by individual sales and/or trading personnel and does not constitute investment research.

Ambherst Mortgage Insight 11 May 30, 2012



g Ambherst® Securities Group LP

1. Maximum LTV of 80% for purchase loans, 75% for rate and term refinances, 70%
for cash-out refinances.

2. Maximum front-end and back-end DTI of 28 and 36, respectively.

3. On any debt, borrower cannot be 30 days past due, never 60+ in the past 2 years,
no bankruptcy, repossession, foreclosure, deed-in-lieu, short sale or judicial
judgment on any debt in the past 3 years.

4. Points and fees on QRM loans cannot be >3% of the loan amount (calculated
slightly differently from QM rule’s 3% but still broadly).

5. The loan cannot have negative amortization, a balloon, a term >30 years, and if it is
an adjustable rate mortgage (ARM), rate increases are capped at 2 percentage
points/year and 6 percentage points over the loan life.

These rules are extremely restrictive. An FHFA study showed that if GSEs had been
subject to this set of rules (and they are not while still in conservatorship), then from
1997-2009 only 19.8% of GSE loans would have been QRM-eligible, the balance
would have required risk retention. Even more frightening, we think of 2009 as a year
in which the GSEs had very tight credit availability standards (762 average FICO; <
68 LTV). Even in that issue year, only 30.5% of GSE loans would have been QRM-
eligible.

The QRM proposal also included a premium capture cash reserve account. This is a
set of provisions that was included to prevent the securitizer from booking an
upfront profit on the securitization (which essentially negates the effect of risk
retention). If the securitizer books a 3% profit, arguably, then true “risk retention” is
2%, not 5%. However, the rules governing the premium capture reserve account
have an unintended set of consequences. First, most securitizations would require
>5% risk retention, as the premium capture reserve account does not allow for
recovering the costs of origination. For example, if loans for securitization were
purchased at $101, the sponsor would be retaining >5%, as he could sell only 95%
of par. Second, it would make interest rate locks (a real convenience to the
borrower, as it allows the borrower to lock the interest rate on the loan at the time of
application) less available, as bonds that have been locked at a higher rate would by
definition sell over par. Third, it would make hedging very difficult. If the sponsor had
an interest rate hedge on a bond but interest rates declined —the sponsor would
have a loss on the hedge and a gain on the bond. That gain would have to be
retained by the sponsor and deposited in the premium capture reserve account.
This premium capture reserve account feature, as proposed, makes it very difficult
to securitize non-exempt mortgages.® Alternatively, a way to structure around this
would produce much more expensive securitizations of non-QRM mortgages. That
would require much higher rates on non-QRM mortgages (if they were to be
produced at all).

Public comments on that announcement of proposed rulemaking were mostly
negative—market participants strongly argued for wider standards. There has been
no subsequent release as to when a final rule will be issued, or whether revisions are
so major that the proposal will be open for a second comment period. While the
official deadline has passed, there is no statutory “drop dead” date when a set of
QRM rules becomes effective. At this point, it appears that QRM will be finalized
after QM.

* We discussed QRM rules at some length in our 5/16/2011 Amherst Mortgage Insight article “Risk Retention = Misguided.” We specifically
covered, at length, issues with the premium capture reserve account.
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New High Cost Mortgage (HOEPA) Thresholds

One would hope that credit would be available to weaker borrowers at a higher rate.
However the QM and QRM rules make this less likely. The new HOEPA thresholds
further lower the likelihood of this occurring®. The major HOEPA changes include:

1. Pre-Dodd-Frank, the HOEPA thresholds apply to refi loans only; post-Dodd-Frank
they apply to both purchase and refi loans.

2. Pre-Dodd-Frank, the APR is at least 10 percent above comparable term Treasuries;
post-Dodd-Frank, the threshold is 6.5% (8.5% for subordinate loans).

3. Pre-Dodd Frank, points and fees could not exceed 8% of loan amount; post-Dodd-
Frank, points and feed cannot exceed 5% of loan amount.

Historically, very few HOEPA loans have been made, as they are subject to
enhanced damages (actual damages + 2X the finance charge + all fees the
consumer paid + statutory costs up to $4,000 + court costs + reasonable attorney’s
fees associated with enforcement action). And the statute of limitations on such
loans has been extended from 1- to 3- years.

A 6.5% limit may seem high, but remember that it must cover:

o If costs exceed the 3% cap on points and fees, those will be added to the rate or
discount points. Thus, the interest rate will increase to compensate for the costs
>3%. And the 3% cap on fees and points (as currently proposed for QM and QRM
loans) is defined in an encompassing manner.

e The costs of the risk retention requirement for non-QRM loans must be added. If
banks must hold 5% capital, let’s figure out the cost of a non-QRM loan. Assume
their cost of equity capital at 15.5% and cost of deposits at 50 bps; the 5% risk
retention would add 75 bps (15%x 5%) to loan costs. However, if the premium
capture reserve account kicks in, the actual risk retention could be higher.

e The cost of QM and disparate impact litigation risk must be added.

This limits the amount one can charge for dealing with less than pristine
borrowers. That is, these rules make it more difficult to do risk-based pricing
for less than pristine borrowers, which effectively chokes off their access to
credit (to the extent not already accomplished by QM or QRM).

To make the high cost lending issue even more complicated, in February 2011, the
Federal Reserve produced a set of guidelines requiring lenders to establish escrow
accounts for first lien, higher priced mortgage loans. These rules apply to first lien
jumbo loans (if the loans APR is 2.5% above the prime offer rate). The APR
threshold for non-jumbo loans remains unchanged (if the APR is 1.5% or more
above the average prime offer rate). While these guidelines merely require an escrow
account for higher cost lending, some lenders are refusing to originate loans
exceeding the “higher priced loan” threshold, concerned that it could be a potential
liability.

* A more complete discussion of some of these points can be found in “QRM, QM, HOEPA and Disparate Impact: Coordination and Clear Rules and
Critical,” The Mortgage Report, Special Supplement, 5/8/2012, Canfield Press LLC.
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3) Disparate Impact

Last year HUD proposed a “disparate impact” (as opposed to a “disparate
treatment”) rule under the Fair Housing Act. Disparate treatment liability arises from
intentional discrimination, while disparate impact liability arises without a showing of
intentional discrimination. Under this rule, the threat of disparate impact liability
arises when the end results of a lender’s operations have a differential impact on
individuals of different races, national origins, or sexes —despite uniform application
of neutral credit standards. The comment period for this disparate impact rule has
passed, and it is not clear when a final ruling will be issued.

In addition, the CFPB has made clear that it will apply a disparate impact approach
to enforcing the 1974 Equal Credit Opportunity Act (ECOA); ECOA prohibits
discrimination on the basis of race, color, religion, national origin, sex, marital status
or age. HUD enforces the Fair Housing Act, CFPB enforces the ECOA, and the
Justice Department can enforce both. This set of rules puts lenders in a Catch 22
situation. The QM and QRM rules are expected to force tighter credit standards.
However, that heightens the chance of disparate impact litigation risk (i.e., the QR
and QRM rules are expected to force a very clear adherence to DTl and LTV
guidelines). However, clear adherence to DTl and LTV guidelines are likely to
produce different results that can be correlated with race or national origin. If
potential borrowers of one race were rejected for a mortgage at a different,
statistically significant rate than borrowers of another race, then a lender could face
a disparate impact lawsuit. The lender’s defense is clear: “there is a business
justification for these practices.” However, these lawsuits are expensive to defend,
and there is some reputational risk for the lender.

Moreover, the particular Catch 22 here is even more severe, as the effect of a given
set of lending standards is not clear until after the fact. That is, disparate impact is
something that can be screened for ex-ante. This increases the vulnerability of the
lender.

Conclusion

Lending standards are currently very tight, and credit availability is very limited.
These factors are clearly impeding a housing recovery. We do recognize that the
increased FHA role has helped mitigate these tight standards, and we created a
credit availability index for taking this into account. However, we still find a dramatic
tightening, particularly in FICO scores and the total loss of affordability products.

We made the case that current and pending rules spawned by Dodd-Frank can
potentially exacerbate the already tight credit availability issues. While many
recognize this fact, and have supported wider QM and QRM standards, we believe
inadequate attention is being paid to the interaction between the various rules: QM,
QRM, HOEPA and disparate impact. It is important that there be a consistent set of
rules (1) enabling broad credit availability, and (2) shielding lenders from the litigation
associated with making the business decision to lend to less-than-pristine
borrowers. The absence of such rules will result in potentially even tighter credit
availability, continuing to impede a housing recovery.
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Board of Governors of the Federal Reserve
System

20" Street and Constitution Avenue, N.W.
Washington, DC 20551

Office of the Comptroller of the Currency
250 E Street, SW

Mail Stop 2-3

Washington, DC 20219

Federal Deposit Insurance Corporation
550 17" Street, NW
Washington, DC 20429

Washington, DC 20552

Department of Housing and Urban Development
451 7" Street, SW

Room 10276

Washington, DC 20410-0500

Re: RIN 1557-AD40; 7100 AD 70; 3064-AD74; 3235-AK96; 2590-AA43; 2501-ADS53

Ladies and Gentlemen:

The American Securitization Forum (“ASF”)! appreciates the opportunity to submit this
letter in response to the request of the Joint Regulators for comments regarding their notice of
proposed rulemaking (the “Proposed Regulations”) entitled “Credit Risk Retention” (RIN 1557-
AD40; 7100 AD 70; 3064-AD74; 3235-AK96; 2590-AA43; 2501-AD53),? issued pursuant to
Section 941 of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010
(“Dodd-Frank™). Section 941 requires the Federal Deposit Insurance Corporation (the “EDIC”),
the Federal Reserve Board of Governors (the “Board”), the Office of the Comptroller of the
Currency (the “OCC”), the Securities and Exchange Commission (the “SEC”) and, in the case of
a securitization of any “residential mortgage asset,” the Federal Housing Finance Agency
(“FEHFA”) and the Department of Housing and Urban Development (“HUD” and collectively,

! The American Securitization Forum is a broad-based professional forum through which participants in the U.S.
securitization market advocate their common interests on important legal, regulatory and market practice issues.
ASF members include over 330 firms, including issuers, investors, servicers, financial intermediaries, rating
agencies, financial guarantors, legal and accounting firms, and other professional organizations involved in
securitization transactions. The ASF also provides information, education and training on a range of securitization
market issues and topics through industry conferences, seminars and similar initiatives. For more information about
ASF, its members and activities, please go to www.americansecuritization.com.

2 See http://edocket.access.gpo.gov/2011/pdf/2011-8364.pdf.
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the “Joint Requlators™) to jointly implement rules 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, transfers, sells or conveys to a third party. ASF supports reforms within
the securitization market and we commend the Joint Regulators for seeking industry input on this
critically important issue. Over the past decade, ASF has become the preeminent forum for
securitization market participants including investors, issuers and broker-dealers, among others,
to express their views and ideas. ASF was founded as a means to provide industry consensus on
market and regulatory issues, and we have established an extensive track record of providing
meaningful comment to various regulators on issues affecting our market. We are hopeful that
the comments included in this letter will assist the Joint Regulators in crafting regulations that
ultimately meet the goals of Dodd-Frank while also promoting a vibrant securitization market.

ASF supports efforts to align the incentives of originators and securitizers with those of
securitization investors and we believe these incentives should encourage the application of
sound underwriting standards by both the originator and securitizer in connection with the assets
that are securitized. We believe that risk retention can aid in achieving this goal so long as the
requirements are tailored to each asset class, taking into consideration that the forms of credit
risk retention may differ by asset type. This fundamental premise was outlined in a series of
preliminary comment letters that ASF submitted to each of the Joint Regulators last year. In
preparing the Proposed Regulations, the Joint Regulators undertook the complex task of
evaluating the diverse characteristics of securitized assets and the structures historically used in
securitizations. We applaud the hard work of the Joint Regulators in developing the Proposed
Regulations and their efforts to tailor the proposed rules to each asset class and securitization
structure. However, we believe that the time-intensive task of creating risk retention rules that
both protect investors and encourage a robust and efficient securitization market is far from
complete.

Finally, we note that the Joint Regulators announced on June 6, 2011 an extension of the
deadline for comments from June 10, 2011 to August 1, 2011. While we appreciate the extra
time the Joint Regulators are giving the public to respond to their current proposals, ASF is
submitting the bulk of our comments today after two months of thoughtful deliberation and
discussion by our dedicated member institutions, outside counsel and staff. ASF believes it is
critically important for the Joint Regulators to appropriately implement the risk retention portion
of Dodd-Frank and we strongly urge them to reconsider their proposals and offer a new set of
proposed rules that better align the incentives and needs of borrowers, lenders and investors.
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EXECUTIVE SUMMARY

I. Introduction

The ASF has long been supportive of further methods to align the incentives of issuers
and investors of mortgage- and asset-backed securities and we very much appreciate the hard
work the Joint Regulators have put into developing the Proposed Regulations. In drafting the
Proposed Regulations, the Joint Regulators have indicated that they have taken into account the
diversity of assets that are securitized, the structures historically used in securitizations, and the
manner in which securitizers may have retained risk. Despite the efforts of the Joint Regulators,
significant work still needs to be done to evolve the Proposed Regulations into workable
solutions. What is at stake is the risk of significant reductions in the availability of auto loans,
mortgages, student loans, credit cards, and commercial credit all across America. Given that
many engines of the U.S. economy are still sputtering and unemployment remains extremely
high, the ASF advocates strongly that these rules not overreach to attempt to “fix” sectors of the
securitization markets that did not see any losses during an extreme economic downturn and
instead are now powering economic revival in some areas of the economy. Attempts to realign
incentives in many types of securitization structures, where those incentives have demonstrated
through strong performance to be well-aligned between issuer and investor, only serve to risk
harm to the American economy, American consumer and to investors.

Last year, ASF submitted a series of preliminary comment letters to each of the Joint
Regulators supporting the proposal of risk retention requirements that are tailored to each major
asset class, including residential mortgage-backed securities, auto ABS, ABCP, credit card ABS,
student loan ABS and corporate debt repackagings. In these comment letters, our membership
sought to highlight the intricacies of each of these asset classes and stress the need for risk
retention requirements that permit tailoring of the retention forms to each class of securitized
assets. The views set forth in these preliminary comment letters were consistent with the Dodd-
Frank Act’s directive to implement “separate rules for securitizers of different classes of assets”
and reflected the primary recommendation of the Board of Governors of the Federal Reserve
System in its October 2010 Report on Risk Retention, in which it stated: “In light of the
heterogeneity of asset classes and securitization structures, practices and performance, the Board
recommends that rulemakers consider crafting credit risk retention requirements that are tailored
to each major class of securitized assets.”® In addition, the Financial Stability Oversight
Council, chaired by Treasury Secretary Timothy F. Geithner, indicated in its January 2011 study
that a risk retention framework should “[a]lign incentives without changing the basic structure
and objectives of securitization transactions; [p]reserve flexibility as markets and circumstances
evolve; and [a]llow a broad range of participants to continue to engage in lending activities,
while doing so in a safe and sound manner.”*

® The Federal Reserve Study, available at
http://federalreserve.gov/boarddocs/rptcongress/securitization/riskretention.pdf, pg. 3, 83-84.

* The FSOC Study, pg. 3, available at:
http://www.treasury.gov/initiatives/wsr/Documents/Section%20946%20Risk%20Retention%20Study%20%20%28F

INAL%29.pdf.
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We believe that the Proposed Regulations missed the mark in many key areas and failed
to achieve the recommendations of the risk retention studies mandated by Dodd-Frank. As set
forth in this letter, we believe that the Proposed Regulations will need to be substantially revised
to promote a healthy securitization market. While we appreciate the Joint Regulators provision
of an extended comment period for the Proposed Regulations, given the complexity of the
various sectors of the securitization market, the highly detailed fixes outlined in this letter, the
material nature of the proposed changes and controversies surrounding them, we continue to
believe that a re-proposal is necessary to ensure that the Joint Regulators get the final risk
retention rules right.

Il. Impact on Mortgage Finance

A. Premium Capture

The proposed premium capture rule exceeds the mandate and legislative intent of Dodd-
Frank by adding on to the 5% risk retention requirement the entire value of ABS issued in a
securitization over par— effectively nullifying the securitizer’s entire return on the transaction.
The rule as proposed will have pervasive effects on securitization and borrowers, including
assuring the accounting consolidation of the securitization onto the balance sheet of the
securitizer regardless of the risk retention form employed and higher capital requirements for all
institutions, especially insured depository institutions. In Section VII.A.vi.b. of our
comprehensive letter, we describe a hypothetical securitization of a single loan and explain how
the cost associated with premium capture would result in the loan’s interest rate being
approximately 2.00% higher, and its monthly payment being approximately 24% higher, than
would otherwise be the case.

The premium capture rule also fails to take into account the cost of origination of loans,
including out-of-pocket costs such as appraisals and title insurance, as well as the originator’s
overhead and profit on sale. In addition, the rule would interfere with an originator’s or
sponsor’s ability to use interest rate hedges during the period between origination and
securitization, which would likely prevent originators from offering borrowers rate locks for the
period between application and funding. Finally, the harsh impacts of the premium capture rules
will be most severe for low and moderate income borrowers with less than prime credit histories,
because securitizations of loans to such borrowers create significant amounts of excess spread.
This will result in credit being less available to, and more expensive for, low to moderate income
mortgage borrowers.

Most disturbing, however, is that the premium capture rule as currently proposed
eliminates virtually all incentives to securitize for institutions other than those that securitize
purely for financing. Institutions with other sources of funding will move away from
securitization altogether, resulting in a constriction of credit and an increased cost of capital. A
reduced availability of credit would put more negative pressure on home values and, in turn,
creating more walk away borrowers and further reduce the trillions of dollars of outstanding
ABS that investors currently own.



ASF Risk Retention Letter to Joint Regulators
June 10, 2011
Page 3

ASF has been informed by representatives of one of the Joint Regulators that the intent of
the premium capture rule was only to ensure that the value of the 5% risk retention, specifically
if held as a horizontal slice, is in fact worth at least 5% of the fair value of all securities backed
by the pool. If this is indeed the case, our issuer and investor members suggest that all relevant
portions of the Proposed Regulations be re-proposed to fully reflect this alternative meaning, so
that market participants may have actual proposed language on which to provide comment.
Depending on the form of this alternative provision, many of the grave consequences outline
above could be alleviated.

B. Accounting Considerations

Our accounting committee has indicated that vertical slice retention, in and of itself,
would likely not cause the sponsor to consolidate the assets of the securitization issuer, even if
the sponsor or an affiliate is acting as servicer. However, this conclusion is dependent on the
sponsor owning no more than 5% of each tranche and a higher percentage of retention could
change the analysis and require consolidation. In fact, by effectively adding the value of the
excess spread to a 5% vertical slice risk retention, the premium capture rule would likely cause
the total risk retention to be viewed as a significant interest and result in consolidation (assuming
servicing is retained by an affiliate of the sponsor). This in turn would require radically higher
capital requirements, especially for insured depository institutions.

Additionally, it is important to note that the application of the premium capture rule alone
could cause the loss of sale treatment in transactions where the sponsor is affiliated with the
servicer, even if (such as in the case of representative sample retention) no securities are
retained. This result will be dependent on whether the amount retained in the premium capture
cash reserve account is deemed to be a significant interest, but because the interest will be in a
first loss position, even a small percentage will likely be considered significant.

C. Qualified Residential Mortgage

The highly conservative nature of the QRM definition will likely limit the availability,
and increase the cost, of mortgage credit to consumers, particularly to those with low to
moderate incomes. In light of the risk retention requirements that will exist upon the
securitization of non-QRM loans, these loans will certainly feature higher interest rates, more
points and fees and more onerous terms than QRM loans. The Proposing Release indicates that
approximately 19.79% of all loans purchased or securitized by the GSEs during the period 1997 -
2009, and approximately 30.52% of loans in 2009 alone, would have met the QRM criteria. In
the current market, even highly creditworthy borrowers are continuing to experience difficulties
in obtaining mortgage financing, as uncertainty in the world financial markets in general and the
mortgage market in particular make obtaining credit difficult. This problem will be substantially
exacerbated, and the availability of mortgage credit to consumers will suffer, if the QRM
definition is not expanded to include a greater percentage of the mortgage market.

Furthermore, the QRM exemption to the risk retention requirements is only available if
all the loans underlying the securitization are QRMSs. This requirement effectively splits the
securitization market into transactions backed by QRMs and transactions backed by non-QRMs.
We are concerned that it may not be possible for sponsors to originate QRMSs in numbers
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sufficient to generate the critical mass of loans necessary for economically efficient
securitizations, which would invariably increase the cost of such loans. This is particularly true
in light of the very stringent definition of QRM proposed by the Joint Regulators.

In order to alleviate this risk and ensure economically efficient securitizations, we urge
the Joint Regulators to establish a “QRM blend” exception from the standard 5% risk retention
requirement. A QRM blend exception would allow QRMs to be included in a pool that also
contains non-QRMs, in a way that effectively preserves the 0% risk retention requirement on the
QRM portion of the pool. We believe that this exception would be consistent with the statutory
framework of the Dodd-Frank Act.

Issuers believe that a QRM blend exception could only be effective if they were
permitted to construct a securitization in which some portion but not all of the loans in a pool
meet the QRM criteria and the 5% risk retention requirement would be ratably reduced by the
proportion of the total pool that meets the QRM standards. Such a partial exemption would be in
keeping with the risk retention mandate of Dodd-Frank, because sponsors would still have the
incentive to originate loans in accordance with safe underwriting standards. In a blended pool,
loans originated so as to comply with the strict underwriting standards of the QRM definition
would effectively have no risk retention requirement. Loans originated in accordance with
underwriting standards that did not meet the QRM criteria would effectively be subject to a 5%
risk retention requirement. The percentage of risk retention for the pool as a whole would be
equal to the weighted average of each loan’s effective risk retention requirement. This would
meet all the goals of the risk retention rules, while at the same time maintaining the feasibility of
securitizing QRMs and avoiding the increased costs to borrowers that would follow if such
securitizations were not economically efficient.

D. Future of the GSEs

Since the time the GSEs were placed into conservatorship, their economic significance
has only increased, and they, along with FHA, guarantee 95% of American mortgages, as the
private label MBS market continues to lie dormant. Recently, however, policymakers have
begun to reconsider the future of these institutions and the broader question of whether the
federal government should continue to play a major role in the nation’s housing finance market.
On February 11, 2011, the Obama Administration released its plan for reforming America’s
housing finance market, which called for a winding down of the GSEs and reviewed measures to
encourage the return of private capital to the market, such as reducing conforming loan limits
and increasing guarantee fee pricing.

The Proposed Regulations would impose significant burdens on issuers of private label
MBS but provide that the implicit 100% taxpayer guarantee is a suitable form of skin in the
game for the GSEs, effectively exempting them from the Proposed Regulations (including the
premium capture rule). This has sparked considerable criticism from many in Congress who
believe the proposed GSE exemption extends well beyond the Joint Regulators” mandate under
Dodd-Frank.

We are concerned that the very conservative terms of the proposed QRM definition,
taken together with the risk retention requirements, the premium capture rule and the resulting
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accounting issues, will provide a significant and undue competitive advantage to the GSEs over
private market participants. Securities guaranteed by the GSEs will be able to be securitized free
from the risk retention requirements irrespective of whether such securities are QRMs, which
will result in the non-QRMs loans backing such securities having lower costs to borrowers and
more attractive terms than similar loans offered by private market participants. This will have
the effect of increasing the portion of the residential mortgage market dominated by the GSEs,
further entrenching the importance of their role in such market. This will make it substantially
more difficult for Congress to carry out its efforts to restructure or wind down the GSEs, since a
substantial percentage of consumers will be wholly dependent on the GSEs to provide them with
affordable mortgage financing.

In our view, the best way to level the playing field and avoid increasing the role of the
GSEs in the residential mortgage market is to reduce the impact of the risk retention
requirements on private market participants. Reconciling the QRM criteria with the GSE
requirements and permitting the use of “QRM blend” pools as described above would enable
private market participants to compete on more equal terms with the GSEs for most of the
mortgage market comprised of prime borrowers.

E. Servicing Standards

The inclusion of servicing standards in the QRM definition goes well beyond the
legislative intent of Dodd-Frank and its mandate for including criteria relating to underwriting
and product features. There is no evidence, either in the legislative history or the language of
Dodd-Frank, that Congress intended to include servicing standards as part of risk retention rules.
In fact, incorporating servicing standards into the QRM definition would have the peculiar result
of regulating the servicing of the highest quality borrowers, those with the least risk of
encountering servicing issues or needing loss mitigation, while the bulk of the market, consisting
of borrowers with a greater need for loss mitigation, would be left unregulated.

We understand and appreciate the regulatory imperative for national servicing standards
that address the above issues and our members are generally supportive of this effort. But, as
noted in the Joint Regulators’ proposing release, there is a separate interagency effort among
certain Federal regulators to develop national servicing standards that will apply to all servicers
of residential mortgage loans. We believe that this effort should not be rolled out on a piecemeal
basis, and that the QRM definition is not the right time and place for even a limited preview of
these criteria. The key to success for such criteria is that they should be universal. We frankly
believe that it is just not good public policy to apply these nascent and still developing standards
to a small fraction of new originations.

We also believe that compliance with the national servicing standards under development
should be a matter of regulatory compliance only and not included in the loan documents as
proposed. Such a requirement would create unnecessary risks for investors and increase moral
hazard in the case of unscrupulous borrowers.
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F. Seasoning Exemption

We believe that the Joint Regulators should establish an exemption from the risk
retention requirements for loans that were originated a significant period of time prior to
securitization. These “seasoned” loans have established payment histories with borrowers who
have demonstrated their ability to repay. Lenders who are securitizing seasoned loans have
already retained 100% of the risk of such loans during the period in which the loans were most
likely to experience performance problems. We note that the Joint Regulators have the authority
to adopt a seasoned loan exemption pursuant to the provisions of Dodd-Frank.

Our issuer and investor members agree that a seasoning exemption for RMBS is
appropriate but they differ on the prescribed length of time. Our issuer members suggest that the
seasoning period be no longer than two years for all loans. For fully amortizing fixed rate loans,
investors suggest that loans that have been outstanding and performing for three years should be
exempt. For ARM loans, investors believe the time period should be dependent upon the initial
reset, which, depending on the terms of the loan, may cause payment shock. They believe a
prudent approach would be to exempt ARM loans that have fully performed and have been
outstanding at least one year after the initial reset.

G. Hedging, Transfer and Financing Restrictions

We are generally supportive of the hedging, transfer and financing restrictions set forth in
the Proposed Regulations. However, we believe that it is appropriate for a sponsor to be
permitted to hedge, transfer or finance its retained interest in an RMBS transaction free of these
restrictions after a specified period of time has elapsed from the issuance of the ABS. Sponsors
will be motivated to originate assets with good credit characteristics knowing that they will retain
a portion of the risk of default on those assets for a substantial period of time. This is especially
true since historically the assets underlying RMBS transactions are more likely to default early in
their terms, and become less likely to default as they become more seasoned. Our issuer
members propose that this time period be no longer than two years. Our investor members
suggest that this time period be the later of 5 years or when the pool is reduced to 25% of its
original principal balance.

I11.Failure to Incorporate Market Practices

The commentary in the Proposing Release specifically indicates that the Proposed
Regulations for ABCP and credit card ABS are meant to track current market practices.
However, there are numerous parts of the Proposed Regulations that are, in fact, not at all
consistent and would cause detrimental effects on those markets.

A. ABCP

We are proposing to expand the permitted forms of horizontal risk retention for ABCP
under the Proposed Regulations to include unfunded credit enhancement in the form of
unconditional and irrevocable letters of credit and other similar credit facilities provided by
regulated entities. Such unfunded credit enhancement has earned investor confidence over the
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ABCP market’s 30-year history, including during the most recent financial crisis, and would
permit most asset-backed commercial paper programs to continue to operate as they currently do.
Moreover, this form of risk retention is allowed under Article 122A of the Capital Directive of
the European Union, but is proposed not to be allowed under the U.S. retention rules. We also
suggest making technical corrections to the provisions of the Proposed Regulations relating to
“eligible ABCP conduits.” Our proposed corrections are designed to better align the provisions
in the Proposed Regulations with existing ABCP program structures and practices, while
simultaneously satisfying the policy goals of the Proposed Regulations. Finally, we propose to
eliminate the requirement that the names of originator-sellers be disclosed to investors, but to
retain the requirement for such disclosure, upon request, to the appropriate regulator. This
modification will both (a) enable the regulators to monitor originator-seller compliance with the
requirement in the “eligible ABCP conduits” provisions of the Proposed Regulations and
(b) allow the ABCP market to continue to operate with the type of disclosure to ABCP investors
that has been developed with investor input and with which investors are satisfied.

B. Credit Card ABS

Throughout the history of the master trust structure, credit and charge card securitizers
have held meaningful economic interests in their master trusts that have been extremely effective
in aligning the interests of originators and securitizers with those of investors. To preserve
securitization as a viable funding option for credit and charge card securitizers, it is imperative
that the proposed risk retention rules be revised to reflect the manner in which credit and charge
card securitizers have historically retained exposure to the credit risk of the receivables in the
master trust. The seller’s interest is a fundamental structural component of every credit and
charge card securitization transaction and is a quintessential and critical form of risk retention.
We believe that the seller’s interest option provided in the proposed risk retention rules can be
adjusted in a manner that preserves it as a workable risk retention mechanism through the
relatively discrete, but important, revisions we set forth in this letter. Other aspects of the
proposed regulations have not been drafted to reflect the nuanced and technical features of the
master trust structure and so will require more significant revisions if they are to become
workable for credit and charge card securitization transactions.

V. Exemptions
A. FFELP Student Loans

We believe that outstanding FFELP student loans should be exempt from the Proposed
Regulations. Student loans originated under the Federal Family Education Loan Program carry a
guarantee by the federal government, and continue to be held on the balance sheets of numerous
state agencies, banks and finance companies. Established in 1965, FFELP provided for the
origination of loans pursuant to minimum prescribed criteria to “qualified students” who are
enrolled in eligible institutions, or to parents of dependent students, to finance their educational
costs. FFELP loans were originated by commercial banks, thrifts, nonprofit organizations,
independent finance companies, and credit unions, and are often held in an investment portfolio
or securitized. We note that the Proposed Regulations do not include an exemption for FFELP
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loan securitizations from the risk retention requirements. Instead, the Proposed Regulations fully
exempt any securitization transaction if the ABS issued in the transaction are collateralized
solely by assets that are fully insured or guaranteed as to the payment of principal and interest by
the United States or an agency of the United States. Under FFELP, loans provided a government
guaranty of 97 to 100 percent of the defaulted principal and accrued interest in the event that the
student defaulted on the loan. Our request is consistent with exemptions set forth in the
Proposed Regulations for other types of partially insured or guaranteed loans, such as VA loans
and Department of Agriculture Rural Development loans.

B. Qualifying Auto Loan

We believe that in preparing the qualifying auto loan definition, the Joint Regulators
made a fundamental error in attempting to analogize to the residential mortgage asset class. This
inappropriate paralleling is evident in the focus on debt and income verifications at origination,
which have traditionally not been required for even the highest quality motor vehicle
originations, a required 20% down payment (comprised of cash and/or vehicle trade-in value) in
a market where advance rates above 100% are commonplace, and a requirement that the
originator or its agent hold the certificate of title on the related loan when one-in-five states
require that the consumer, rather than the lender, hold a motor vehicle’s certificate of title. These
features simply illustrate a misunderstanding of what constitutes a “standard” product in the
motor vehicle marketplace. We are continuing to develop our comments on the proposal for
securitizations of qualifying automobile loans. We will submit an additional comment letter
setting forth suggested revisions to that proposal during the extended comment period.

C. Qualifying Equipment Loan

The Joint Regulators have proposed pursuant to Dodd-Frank a zero percent risk retention
requirement for ABS issuances collateralized by qualifying “commercial loans.” However, the
underwriting standards initially proposed for qualifying commercial loans are not relevant to
equipment commercial loans, which are a frequently securitized type of commercial loan.
Notably, equipment commercial loans meet the current definition of “commercial loan” as
proposed by the Joint Regulators; it is only the underwriting standards set forth in the proposed
rules that do not reflect actual industry underwriting practices and standards for the origination of
equipment commercial loans. Our equipment sponsor members do not believe that an equipment
ABS transaction has ever been executed that would meet the criteria set forth in the Proposed
Regulations.

Our equipment sponsors propose the new term “equipment commercial loan,” which
would have underwriting standards and other requirements targeted specifically to this important
category of commercial loans, which would include loans or finance leases related to equipment
used in industries such as trucking and transportation, farming, construction and mining, and
forestry. In underwriting equipment commercial loans, the industry generally focuses on the
type and use of the equipment, in addition to the credit quality of the applicant. This equipment
is often vital to the success of the obligor’s business so such obligor’s motivation to keep the
loan in good standing is very high. This equipment is generally income-producing or otherwise
critical to the obligor’s business and has a long useful life.
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D. CLOs

We believe that the Joint Regulators should reconsider whether CLOs should be subject
to the Proposed Regulations. CLOs involve the issuance of debt and equity securities which are
backed by cash flows generated by loans to large and medium sized corporate obligors. CLOs,
however, differ dramatically from traditional ABS and from ABS CDOs. We believe that if risk
retention in the form currently contemplated by the Proposed Regulations is imposed on CLOs,
they are likely to cease as a viable financing option. Because managed CLOs are secondary
market transactions, our view is that the imposition of risk retention in the context of managed
CLOs would not serve any of the concerns that are the premise of Section 941. We also believe
that a note contained in the Proposing Release is inconsistent with the statutory authority of the
Joint Regulators in that it imposes a risk retention obligation on CLO managers that does not fall
within the scope of the plain language of Section 941. Finally, we also believe that managed
CLOs currently incorporate structural fees (in particular CLO manager fee structures) that
already align the interests of CLO managers with those of investors and, as such, a separate risk
retention obligation is not necessary in the context of managed CLOs. In essence, the manager
in a managed CLO is no different than the manager of a traditional mutual fund that invests in
bonds. The incentive of the manager of a bond mutual fund is aligned with those of the investors
in such fund through the bond mutual fund manager’s fee structure.

Unfortunately, as written, the qualifying commercial loan definition would have no
practical significance for CLOs because the corporate loans backing CLOs are individually
negotiated and none of the loans would comply with the terms as written. If the Joint Regulators
conclude, however, that risk retention, as a general rule, applies to CLOs, we urge the Joint
Regulators to consider defining a CLO safe harbor which would set forth the specific
circumstances where risk retention would not be necessary in the context of CLOs. We believe
that a safe harbor could be designed to limit its applicability to managed CLOs backed by
syndicated corporate loans in contexts where (1) the interests of the CLO manager are aligned
with those of investors and (2) the concerns of the “originate to distribute” model of
securitization do not exist.

E. Resecuritizations

We believe the exemption proposed for resecuritization transactions is overly narrow and
does not further the Congressional goal of aligning the interests of originators and investors in
order to improve the credit quality of the loans underlying ABS transactions. Sponsors generally
engage in resecuritization transactions in order create a class of securities that is more
creditworthy, and hence will receive better ratings, than the underlying securities (which
themselves may have declined in credit quality and been downgraded). This is accomplished by
issuing one or more classes that are subordinate to, and hence absorb losses before, such senior
class. Resecuritizations have served as an important balance sheet tool for banks as well as a
means for investors in the initial securitization transaction to acquire the resecuritized and
higher-rated resecuritization securities in lieu of the downgraded securities they currently own.
By limiting the exemption to single class resecuritizations, the Proposed Regulations will likely
render these types of transactions obsolete.
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Requiring risk to be retained as part of the resecuritization transaction does not provide
any additional incentives to originators to employ better underwriting practices in connection
with the origination of loans and other receivables. With respect to a resecuritization transaction,
the loans and other receivables have generally been originated long before such transaction is
contemplated, and retention of credit risk at the resecuritization level can in no way affect the
procedures employed in connection with the origination of such assets. Furthermore, the loans
underlying the securities being resecuritized are seasoned, and such loans are less likely to go
into default than newly originated loans. For these reasons, our issuer members believe that all
resecuritization transactions should be exempt from the risk retention requirements, including
those transactions that resecuritize assets that themselves do not comply with the risk retention
requirements. While our investor members acknowledge that origination would not be improved
by this restriction, they believe an exemption should be limited to resecuritizations of existing
ABS for which risk has already been retained, to ensure that the sponsor, or other party within
the securitization chain, has ongoing exposure to the transaction.

F. Municipal Bond Repackagings

We believe that securitizations involving the repackaging of municipal bonds (i.e., any
securitization transaction if the ABS issued in the transaction are collateralized by obligations of
states, political subdivisions of states or other local governmental entities) should be fully
exempted from the risk retention requirements. The most common form of such municipal
bonds repackaging is often referred to in the marketplace as “tender option bonds” or “TOBs.”
The TOBs market, which has been in existence for nearly two decades, has come to play an
important role in the larger municipal finance market by bringing together issuers of fixed rate,
long-term debt and buyers of variable rate, short-term instruments. The floating rate securities
created under the numerous TOBs programs have become a critical component of the investment
portfolios of the short-term tax-exempt money market funds that have become such a
fundamental fixture on the financial landscape of the United States. Municipal bonds
repackaging securitizations are not the type of securitizations that prompted Congress to enact
Section 15G, but rather are securitizations inadvertently caught up in the regulatory net cast by
Congress largely because of the broad Dodd-Frank definition of ABS. Indeed, municipal bonds
repackaging transactions are not perceived in the marketplace as being asset-based
securitizations at all. An exemption currently exists in the Proposed Regulations for any asset-
backed security that is a security issued or guaranteed by any state of the United States, by any
political subdivision of a state or territory or by any public instrumentality of a state or territory
that is exempt from securities registration requirements. We believe that this exemption should
be expanded to provide an exemption from the risk retention requirements for any securitization
that is collateralized solely by such ABS.

G. Corporate Debt Repackagings

We believe that the Joint Regulators should exercise the express exemptive authority
granted to them in Section 941 of the Dodd-Frank Act to fully exempt corporate debt
repackagings from the risk retention requirements, as the application of those requirements do
not further the public policy behind Section 941. Corporate debt repackagings are created by the
deposit of corporate debt securities purchased by the sponsoring institution in the secondary
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market into a trust which issues certificates backed by cash flows on the underlying corporate
bonds. Corporate Debt Repackagings are generally issued in order to (i) provide access by
individual investors to the corporate debt market or (ii) provide institutional investors with a
preference for specific interest and currency types access to corporate debt that was issued with a
differing interest or currency type.

Unlike traditional ABS, such as securities backed by mortgage or consumer loans,
Corporate Debt Repackagings are not part of the process of directly or indirectly financing the
origination of consumer loans or other financial assets. Instead, they represent the reoffering of
existing debt securities of corporate issuers acquired in the secondary market. Those corporate
debt securities are not created by the underlying corporations with the intention or expectation
that they will be acquired and securitized. Accordingly, the retention of an interest in the
corporate bonds underlying a Corporate Debt Repackaging would serve no public interest nor
further the protection of investors, as such risk retention would have no effect, directly or
indirectly, on the creation of the asset underlying the securitization, the credit quality of which is
solely dependent on the credit of the issuer of the underlying corporate bond and not a third
party, such as a mortgagor or automobile purchaser, that is the subject of credit underwriting.

V. Competing Regimes

A. Cross-Border Issues

It is important to highlight that securitization transactions in Europe are subject to their
own risk retention requirements set forth in the European Union’s CRD Article 122a.° The
structure of the European risk retention regime is fundamentally different than the U.S. rules.
While the U.S. rules apply to issuers of ABS, the European rules apply to European Economic
Area credit institutions that invest in ABS. Ultimately, this could have the peculiar result of
application of both risk retention regimes, which is further confused by the regulations’ differing
requirements. Harmonization among the two sets of rules will be critical to a functioning and
efficient securitization market.

B. FEDIC Securitization Safe Harbor

The FDIC’s securitization safe harbor (the “FDIC Safe Harbor) currently in effect for
banks also includes a risk retention requirement, but only permits a vertical slice or
representative sample. While the FDIC Safe Harbor does include an “auto conform” provision
that is designed to align it with the rules enacted by the Joint Regulators, the interim effects of
the FDIC’s inferior rules are not addressed. For example, the FDIC Safe Harbor does not take
into account characteristics of different assets and it ignores securitization features such as
overcollateralization and seller’s interest. Furthermore, the FDIC Safe Harbor’s representative
sample option is formulated differently than the representative sample option included in the
Joint Regulators’ Proposed Regulations, and so a bank seeking to avail itself of this option would

® See CRD Directive 2006/48/EC, p. 78, available at:
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CONSLEG:20061.0048:20100330:EN:PDF.
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have to adopt one set of procedures to comply with the FDIC Safe Harbor in its current form and
then a different set of procedures at such time as the auto-conform provision takes effect.

We also note that, by its own admission, the FDIC’s May 3, 2011 CMBS transaction did
not comply with the FDIC Safe Harbor. The FDIC indicated in the press release for the
transaction that “[t]he pilot program is consistent with the [FDIC Safe Harbor], except for certain
limited differences necessitated by the origin of the collateral and the absence of information
available from the failed banks.” While this admission is concerning on its own, we also note
that, while certain of the classes contained an FDIC guarantee, the transaction did not comply
with either the vertical or representative sample retention requirements of the FDIC Safe Harbor.

V1. Need for a Re-Proposal

In preparing the Proposed Regulations, the Joint Regulators undertook the complex task
of evaluating the diverse characteristics of securitized assets and the structures historically used
in securitizations. We applaud the hard work of the Joint Regulators in developing the Proposed
Regulations and their efforts to tailor the proposed rules to each asset class and securitization
structure. However, we believe that the time-intensive task of creating risk retention rules that
both protect investors and encourage a robust and efficient securitization market is far from
complete.

Despite the structural integrity and strong performance record of many ABS segments,
the Proposed Regulations would require many sponsors to alter the structures of their
securitization programs. While the Proposed Regulations include a number of permissible
methods of risk retention, the definitions of and requirements for those methods would not
accommodate common methods of risk retention in many asset classes, including auto loans,
student loans, credit cards and ABCP. Furthermore, even in cases where the Joint Regulators
indicated that the proposals were meant to exactly conform to existing market practices, there are
significant differences that would create major disruptions in the ABS market. If the risk
retention rules are not appropriately designed to accommodate existing market practices, we risk
an immediate and significant reduction in the availability of auto loans, student loans, credit
cards and business credit throughout our country without gaining material improvements to the
risk retention practices that protected investors even during the worst of the financial crisis. The
risk of shutting down the securitization markets is not warranted where investors have been
protected by existing risk retention methods. Therefore, it is imperative that the provisions of the
Proposed Regulations accommodate existing market practices that effectively align the interests
of sponsors with those of investors.

Given the diversity and complexity of the securitization market and the highly technical
nature of the Proposed Regulations, we believe that revisions made by the Joint Regulators in
response to the comments submitted on the proposal, which will likely number in thousands of
pages, will most certainly justify an opportunity for further review by all securitization market
participants prior to adoption. Therefore, we urge the Joint Regulators to revise the Proposed
Regulations to address the concerns described by market participants and to re-propose a rule
implementing Section 941 of Dodd-Frank for further consideration and public comment prior to
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adoption. We strongly believe that this course of action will better enable the Joint Regulators to
ensure that the final regulations achieve the goals of Dodd-Frank while promoting a healthy and
vibrant securitization market.

Finally, we are also concerned about the complexity of the process of managing the
implementation and interpretation of the final risk retention rules. In the Proposed Regulations,
the Joint Regulators indicated that they will jointly approve any written interpretations, written
responses to requests for no-action letters and legal opinions, or other written interpretive
guidance concerning the scope or terms of the final rules that is intended to be relied on by the
public generally. The Joint Regulators further indicated that they will jointly approve any
exemptions, exceptions or adjustments to the final rules. The process for seeking corrections to
final regulations or interpretive guidance from a single regulator is often onerous and time-
consuming. These burdens will be dramatically compounded in the case of the final risk
retention rules where the corrections and guidance would need to be approved by multiple
regulators. In light of this concern, it is imperative that securitization market participants be
granted an opportunity to review the impact of substantive revisions to the re-proposed risk
retention rules before they are adopted.
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COMPREHENSIVE LETTER

I. Introduction

ASF submits this letter to express our views relating to implementation of Section 941
(Regulation of Credit Risk Retention) of the Dodd-Frank Act. We support efforts to align the
incentives of issuers and originators with investors of asset-backed securities (“*ABS”) and
believe these incentives should encourage the application of sound underwriting standards by
both the originator and securitizer in connection with the assets that are securitized. We believe
that risk retention can aid in achieving this goal so long as the requirements ultimately prescribed
are appropriately tailored to each class of securitized assets. Section 941 of the Dodd-Frank Act
requires the Joint Regulators to jointly implement rules 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,” transfers, sells, or conveys to a third party. Section 941
amends the Securities Exchange Act of 1934 (the “Exchange Act”) to establish an alternative
definition of “asset-backed security” (an “Exchange Act ABS”) that is broader than the existing
definition set forth in Regulation AB of the Securities Act of 1933 (the “Securities Act”) and a
definition for the term *securitizer” which is, generally, an issuer of Exchange Act ABS or a
person who organizes and initiates an Exchange Act ABS transaction by transferring assets to the
issuer.

The general standards for risk retention are set forth in Section 941, which requires a
securitizer to retain “(i) not less than 5 percent of the credit risk for any asset” or “(ii) less than 5
percent of the credit risk for an asset” if the originator of the asset meets underwriting standards
to be prescribed by the Joint Regulators. The regulations prescribed under Section 941 must also
specify “the permissible forms of risk retention” and *“the minimum duration of the risk
retention.” In addition, the regulations “shall establish asset classes with separate rules for
securitizers of different classes of assets, including residential mortgages, commercial
mortgages, commercial loans, auto loans, and any other class of assets that the Federal banking
agencies and the SEC deem appropriate” and, for each asset class established, the regulations
“shall include underwriting standards established by the Federal banking agencies that specify
the terms, conditions, and characteristics of a loan within the asset class that indicate a low credit
risk with respect to the loan.” Additionally, Section 941 specifies that the regulations shall
provide for certain exemptions as further described in this letter.

In November and December of 2010, ASF submitted a series of preliminary comment
letters to each of the Joint Regulators supporting the proposal of risk retention requirements that
are tailored to each major asset class, including (i) our comment letter® relating to residential
mortgage-backed securities (“RMBS”) and the qualified residential mortgage (“QRM”)
exemption (the “ASF RMBS Risk Retention Letter”), (ii) our comment letter’ relating to auto

® See “ASF Comment Letter re RMBS Risk Retention & QRM,” American Securitization Forum (November 12,
2010), available at

http://www.americansecuritization.com/uploadedFiless/ASF_RMBS_Risk_Retention_Letter 11.12.10.pdf.

" See “ASF Comment Letter re Risk Retention for Auto ABS,” American Securitization (November 22, 2010),
available at http://www.americansecuritization.com/uploadedFiles/ASF_Auto_Risk_Retention_Letter 11.22.10.pdf.
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ABS (the “ASF Auto Risk Retention Letter”), (iii) our comment letter® relating to ABCP (the
“ASF ABCP Risk Retention Letter”), (iv) our comment letter® relating to credit card ABS (the
“ASF Credit Card Risk Retention Letter”), (v) our comment letter™ relating to student loan ABS
(the “ASF Student Loan Risk Retention Letter”) and (vi) our comment letter'! relating to
corporate debt repackagings (the “ASF Repack Risk Retention Letter” and collectively, the
“ASF Preliminary Risk Retention Letters”). In these comment letters, our membership sought to
highlight the intricacies of each of these asset classes and stress the need for risk retention
requirements that permit tailoring of the retention forms to each class of securitized assets.

The views set forth in the ASF Preliminary Risk Retention Letters were consistent with
the Dodd-Frank Act’s directive to implement “separate rules for securitizers of different classes
of assets” and reflected the primary recommendation of the Board of Governors of the Federal
Reserve System in its October 2010 Report to the Congress on Risk Retention (the “Federal
Reserve Study”), in which it stated:

“Thus, this study concludes that simple credit risk retention rules, applied
uniformly across assets of all types, are unlikely to achieve the stated objective of
the [Dodd-Frank] Act—namely, to improve the asset-backed securitization
process and protect investors from losses associated with poorly underwritten
loans. ... Given the degree of heterogeneity in all aspects of securitization, a
single approach to credit risk retention could curtail credit availability in certain
sectors of the securitization market. A single universal approach would also not
adequately take into consideration different forms of credit risk retention, which
may differ by asset category. Further, such an approach is unlikely to be effective
in achieving the stated aims of the statute across a broad spectrum of asset
categories where securitization practices differ markedly. ... In light of the
heterogeneity of asset classes and securitization structures, practices and
performance, the Board recommends that rulemakers consider crafting credit risk
retentio?2 requirements that are tailored to each major class of securitized
assets.”

8 See “ASF Comment Letter re Risk Retention for ABCP,” American Securitization Forum (November 22, 2010),
available at

http://www.americansecuritization.com/uploadedFiles/ASF_ABCP_Risk Retention_Comment Letter 11.22.10.pdf.
° See “ASF Comment Letter re Risk Retention for Credit and Charge Card ABS,” American Securitization Forum
(November 23, 2010), available at

http://www.americansecuritization.com/uploadedFiles/ASF_Credit _Card_Risk_Retention_L etter.pdf.

19°5ee “ASF Comment Letter re Risk Retention for Student Loan ABS,” American Securitization Forum (November
23, 2010), available at

http://www.americansecuritization.com/uploadedFiles/ASF_Student Loan_Risk_Retention_Letter.pdf.

1 See “ASF Comment Letter re Corporate Debt Repackaging,” American Securitization Forum (December 14,
2010), available at

http://www.americansecuritization.com/uploadedFiles/ASF_Corporate_Debt Repackaging_Letter FINAL 12-14-
10.pdf.

2 The Board of Governors of the Federal Reserve System, Report to Congress on Risk Retention, available at
http://federalreserve.gov/boarddocs/rptcongress/securitization/riskretention.pdf, pg. 3, 83-84.
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In addition, the Financial Stability Oversight Council (“ESOC”), chaired by Treasury Secretary
Timothy F. Geithner, indicated in its January 2011 study (the “FSOC Study”) that a risk
retention framework should “[a]lign incentives without changing the basic structure and
objectives of securitization transactions; [p]reserve flexibility as markets and circumstances
evolve; and [a]llow a broad range of participants to continue to engage in lending activities,
while doing so in a safe and sound manner.”*?

During the week of March 28, 2011, each of the Joint Regulators approved for release
their notice of proposed rulemaking (the “Proposing Release”) entitled “Credit Risk Retention.”
The Proposed Regulations provide a range of options that securitizers may choose from in
meeting the risk retention requirements, including: (i) retention of a “vertical slice” of each class
of interest issued in the securitization, (ii) retention of an “eligible horizontal residual interest” in
the securitization, (iii) use of “L-Shaped” risk retention, which combines both vertical and
horizontal forms, (iv) in the case of revolving asset master trusts, retention of a “seller’s interest”
that is generally pari passu with the investors’ interest in the revolving assets supporting the
ABS, (v) retention in its portfolio of a “representative sample” of assets equivalent to the
securitized assets; and (vi) other risk retention options that purport to take into account the
manner in which risk retention often has occurred in connection with the issuance of asset-
backed commercial paper (“ABCP”) and commercial mortgage-backed securities (“CMBS”). In
addition, the Proposed Regulations set forth various exemptions, including exemptions based on
certain “qualified” loans such as the QRM, qualifying automobile loans (*Qualifying
Automobile Loans”) and qualifying commercial loans (“Qualifying Commercial Loans”), as well
as hedging restrictions and the premium capture cash reserve account, which would be funded in
certain circumstances by excess spread monetized at the time of securitization.

In drafting the Proposed Regulations, the Joint Regulators have indicated that they have
taken into account the diversity of assets that are securitized, the structures historically used in
securitizations, and the manner in which securitizers may have retained risk. We applaud the
hard work of the Joint Regulators in developing the Proposed Regulations and their efforts to
tailor the proposed rules to each asset class and securitization structure. However, we believe
that the time-intensive task of creating risk retention rules that both protect investors and
encourage a robust and efficient securitization market is far from complete.

As such, we respectfully submit herein our comments regarding risk retention for RMBS,
ABS backed by auto loans and leases, credit card receivables, student loans and equipment loans,
ABCP, municipal bond and corporate debt repackagings, and CLOs. We believe these
comments are of critical importance to the Joint Regulators’ goal of prescribing risk retention
rules that properly align incentives without inhibiting the return of the securitization market and
adversely impacting the availability and cost of credit. Simply put, the absence of a properly
functioning securitization market, and the funding and liquidity this market has historically
provided, adversely impacts consumers, businesses, financial markets and the broader economy.
The recovery and restoration of confidence in securitization is therefore a necessary ingredient

3 Timothy F. Geithner, Chairman, Financial Stability Oversight Counsel, Report to Congress on Macroeconomic
Effects of Risk Retention Requirements, available at
http://www.treasury.gov/initiatives/wsr/Documents/Section%20946%20Risk%20Retention%20Study%20%20%28F

INAL%29.pdf, pg. 3.
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for economic growth to resume, and for that growth to continue on a sustained basis into the
future.™

Il. The State of the Securitization Market

As noted by the Board of Governors of the Federal Reserve in its recent study on risk
retention, different segments of the ABS and RMBS markets have recovered at varying levels
during the 18 months since the “end” of the recession.”® Auto and auto-related ABS accounted
for $53.9 billion in issuance in 2009, which represents 80.7% of the auto and auto-related ABS
issuance of $66.8 billion during 2007, just before the downturn.*® $7.2 billion in equipment
ABS was issued during 2009, in contrast with the 2007 issuance of $6.1 billion.'” Most of the
reductions in the Auto and Equipment ABS markets can be explained by the overall decrease in
purchases of these products, thereby reducing the financing demands in these markets. In 20009,
credit card ABS accounted for $46.6 billion in issuance, down 50.7% from 2007 issuance of
$94.5 billion.™® Most credit card ABS reductions have resulted from the changed capital
adequacy changes made as a result of the implementation of FAS 166 and 167, which will be
discussed below. Meanwhile, the student loan sector issued $20.8 billion in ABS during 2009,
down 64.2% from 2007 issuance of $58.1 billion.”® Given the elimination of the FFELP
program, student loan issuance is expected to be a fundamentally small market, which is limited
to securitization of legacy FFELP loans for another couple of years as well as the relatively
smaller volumes of private student loan originations. By comparison, on the RMBS side, $48.1
billion of RMBS were issued in 2009, down 92.5% from 2007 issuance of $641.8 billion.® In
addition to the overall reduction of issuance in the RMBS market, we further note that 97% of
RMBS were federally-backed in 2010, as compared with only 64% in 2007 when the private
market accounted for a much larger share of RMBS issuance.?* Simply put, the absence of a
properly functioning securitization market, and the funding and liquidity this market has
historically provided, adversely impacts consumers, businesses, financial markets and the
broader economy. The recovery and restoration of confidence in securitization is therefore a
necessary ingredient for economic growth to resume, and for that growth to continue on a
sustained basis into the future.?

“ For more information on the role of securitization within the financial system and U.S. economy, see Appendix A.
1> Federal Reserve Study, pg. 2.

18 Data are from Asset Backed Alert, see the Proposing Release, pg. 12-13, available at
http://www.sec.gov/rules/proposed/2011/34-64148.pdf.

" Ibid.

'8 bid.

9 1bid.

2% 1bid.

1 Analysis by 1010data, based on data from FNMA, GNMA and FHLMC.

22 For more information on the role of securitization within the financial system and U.S. economy, see Appendix A.
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I11. Risk Retention

ASF supports efforts to align the incentives of issuers and originators with investors of
ABS and we believe these incentives should encourage the application of sound underwriting
standards by both the originator and securitizer in connection with the assets that are securitized.
ASF began the process to better align incentives over three years ago, when we launched our
Project on Residential Securitization Transparency and Reporting (“Project RESTART”),%
which is a broad-based industry-developed initiative to help rebuild investor confidence in
mortgage and asset-backed securities. As part of this effort, we have produced Model RMBS
Representations and Warranties and are in the process of producing Model RMBS Repurchase
Principles, which combine to create a very strong alignment of interests in RMBS transactions.
As part of the Dodd-Frank Act, Congress also decided to address alignment of incentives, but
opted to employ credit risk retention and tasked the Joint Regulators with implementing
regulations that will effect “skin in the game,” but still permit appropriate access to credit.

While ASF believes that risk retention can aid in achieving an appropriate alignment of
incentives, any rules enacted must be carefully calibrated so as to not cause unintended
consequences. As further described in this letter, we believe the currently proposed risk
retention rules will prove to be a major impediment to securitization, which will most certainly
constrain credit as well as increase its cost. ASF delivered its initial views on the Proposed
Regulations before a hearing of the House Committee on Financial Services Subcommittee on
Capital Markets and Government Sponsored Enterprises entitled, “Understanding the
Implications and Consequences of the Proposed Rule on Risk Retention”?* and a subsequent
hearing of the Senate Banking Committee’s Subcommittee on Securities, Insurance &
Investment entitled, “The State of the Securitization Markets.”%

A. Industry Efforts to Align Incentives

During the recent economic crisis, some commentators questioned whether mortgage
loan originators sufficiently mitigated or retained sufficient risk in the loans they were making to
borrowers, especially when those loans were sold into securitization trusts. These critics pointed
to a lack of “skin in the game,” which they believe misaligned incentives between originators
and investors and failed to ensure the loans underlying RMBS were of adequate credit quality.
The risk or “skin in the game” traditionally retained by originators of RMBS is embodied in the
representations and warranties that issuers provide with respect to the mortgage loans sold into
the securitization trust and the repurchase mechanics that serve to enforce those representations
and warranties. Some market participants, including some investors, have indicated that they
believe the traditional representations and warranties did not have “teeth” because the repurchase
mechanisms included in past transactions have not effectively provided a means to return or “put
back” materially defective mortgage loans to the originator.

2 See http://www.americansecuritization.com/restart.

% See “ASF Risk Retention Testimony Before HFSC,” American Securitization Forum (April 14, 2011), available at
http://www.americansecuritization.com/uploadedFiles/ASF_ HFSC Risk Retention_Testimony 4-14-11.pdf.

% See “ASF Senate Banking Testimony,” American Securitization Forum (May 18, 2011), available at
http://www.americansecuritization.com/uploadedFiles/ASF_Senate Banking_Securitization Testimony 5-18-

11.pdf.
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Beginning in 2008 as part of ASF Project RESTART, ASF began working with its
RMBS originator, issuer, financial guarantor, rating agency, trustee and investor members to
identify potential areas of improvement and work toward a model set of representations and
warranties (the “ASF Model Reps”) and a model set of repurchase principles (the “ASF Model
Repurchase Principles”) for future, plain vanilla RMBS transactions. The completed ASF Model
Reps are currently available on the ASF website?® and the ASF Model Repurchase Principles are
expected to be released in the next couple of months.

i. Representations and Warranties as Risk Retention

In securitizations, representations and warranties are used to allocate the origination risk
of mortgage loans between the issuers of the securities and the investors who purchase them.
The allocation of origination risks begins when a mortgage loan is sold by an originator for
inclusion in a securitization trust. This sale is accompanied by representations and warranties
regarding the mortgage loans being sold, including representations and warranties relating to the
mortgaged property securing the loan, the documentation for the loan, the manner in which the
loan was originated and its compliance with applicable law. These representations and
warranties are important to ensure, among other things, that the securitization trust contains
mortgage loans having expected characteristics and terms which can be serviced in accordance
with accepted servicing standards. The representations and warranties included within the
securitization contracts for an RMBS transaction may vary from transaction to transaction
depending on a number of factors, including the type of collateral involved, the specific features
of the transaction and the particular circumstances of the parties to the transaction.

Generally, if a loan is found to have breached the representations and warranties and such
breach materially and adversely affects the interests of investors in such loan, the loan can be
“put back” or returned to the seller who is obligated to repurchase it, effectively a 100% risk
retention. Much like a defective product is returned to the store from which it was sold, a
materially defective mortgage loan will be returned to the issuer or other representing party
through its removal from a securitization trust for the applicable repurchase price or a qualified
substitute loan. Like representations and warranties, the “repurchase” remedy in RMBS
transactions are governed by the securitization contracts and may vary from transaction to
transaction depending on a number of factors.

Without exception, our originator, issuer and investor members view representations and
warranties as risk retention for RMBS transactions. ASF supports a 100% repurchase of a loan
where its characteristics do not conform to the stated characteristics set forth by the originator
and result in a breach of the representations and warranties that materially and adversely affects
the interests of investors in such loan. ASF believes that risk retained through representations
and warranties results in an even greater amount of skin in the game than the 5% risk retention
requirements set forth in the Dodd-Frank Act. In addition, the principal goal of any risk
retention initiative should be to establish and reinforce commercial incentives for originators and
issuers to create and fund assets that conform to stated underwriting standards and other
securitization eligibility criteria, thereby making those parties economically responsible for the

235ee www.americansecuritization.com/uploadedFiles/ASE Project RESTART Reps and Warranties 121509.pdf.
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stated attributes and underwriting quality of securitized loans.  For this reason, the ASF
continues to advocate that “skin in the game” for originators and issuers of RMBS continue to be
implemented through the representations and warranties that originators and issuers provide with
respect to the mortgage loans sold into the securitization trust coupled with meaningful
repurchase mechanisms designed to ensure their enforcement.

ii. ASF Model Reps

The Dodd-Frank Act and recent rules issued by the SEC require each nationally
recognized statistical rating organization (“NRSRQO”) to include in any report accompanying a
credit rating a description of (i) the representations, warranties, and enforcement mechanisms
available to investors; and (ii) how they differ from the representations, warranties, and
enforcement mechanisms in issuances of similar securities. This requirement seeks to achieve
the same goal that ASF had originally sought when we began creating the ASF Model Reps over
two years ago: a means to provide a transparent comparison between different transactions that
would allow investors to decipher between the strength of representations, warranties and
repurchase provisions in one transaction versus those in another. However, without a baseline
such as the Model Reps to facilitate the comparison, the comparing party under the Dodd-Frank
provisions (the NRSROs) would have to analyze all differences in language, including specific
phraseology and the use of knowledge qualifiers, to evaluate whether various actions and
requirements are included within a particular set of representations and warranties. This is a very
difficult task.

Historically, the type and form of representations and warranties included in RMBS
transactions varied greatly, and investors often expressed concerns about their inability to
compare the representations and warranties provided by different issuers. The ASF Model Reps
were developed primarily to express customary market representations and warranties in the
same, transparent language across transactions and provide a “baseline” against which investors
and rating agencies can measure the representations and warranties contained in a particular
transaction. The Model Reps were designed to allow market participants to easily determine
whether departures from the Model Reps have occurred and whether knowledge qualifiers were
used, adding transparency to the negotiation process among the parties to a given transaction and
enabling issuers and investors to more easily and better assess their willingness or unwillingness
to assume origination risks. The Model Reps also provide more significant protections by
changing the language of the representations and warranties contained in existing RMBS
transactions and including many new provisions which did not previously exist. Among these
representations are warranties are ones covering mortgage fraud, verification of income,
employment and asset verification, veracity of appraisal process, conformance to underwriting
guidelines, occupancy status of property, and early payment default. We also address the use of
“knowledge qualifiers,” which refers to language in the representations and warranties requiring
that the issuer be cognizant of the fact that causes a breach. The ASF Model Reps would clearly
specify knowledge qualifiers in an exhibit so that rating agencies and investors can identify
knowledge qualifications at a glance for comparison across issuers.
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iii. ASF Model Repurchase Principles

Throughout the development of the ASF Model Reps, our members also began to
consider changes to the repurchase provisions that serve to enforce the representations and
warranties in a transaction. In most existing transactions, securitization contracts call for the
trustee or another specified party to demand repurchase when defects have been discovered.
However, investors believe that the repurchase process set forth in most securitization contracts
does not provide certain parties with an adequate means to pursue a repurchase demand. In
addition, the effectiveness of the specific mechanisms to identify breaches or to resolve a
question as to whether a breach occurred in the RMBS sector has also been questioned in many
cases.

For future transactions, our members, including issuers, investors and financial
guarantors, have agreed to work towards a model set of principles for investigating, resolving
and enforcing remedies with respect to representations and warranties in RMBS transactions by,
among other things, clearly delineating the roles and responsibilities of transaction parties in the
repurchase process and allowing greater access into the mortgage loan files so that breaches can
be discovered. The goal of the working group is to create a model framework for remediation in
future RMBS securitization transactions while aiding the recovery of the RMBS market.

Although ASF has not yet established final Model Repurchase Principles, our
membership has generally agreed that proper governance principles for RMBS would require a
robust mechanism for the investigation and resolution of disputes regarding breaches of
transaction representations and warranties. The basic elements of a mechanism currently being
discussed would involve (i) review of pool assets by an independent third party that is given
access to the loan files for compliance with representations and warranties following the
occurrence of an agreed-upon “review event,” (ii) recommendation by the independent third
party to the securitization trustee of whether or not to demand repurchase of, or substitution for,
the pool asset by the representing party and (iii) if the representing party disputes the
independent third-party’s findings, submission of the dispute to a binding determination by a
second independent party. We believe that such a strong third-party mechanism will ensure that
representations and warranties in securitizations have “teeth,” with the beneficial effect of
causing asset originators to exercise caution in underwriting and deterring transfers of
substandard assets to securitization vehicles.

We note that the Dodd-Frank Act and recent rules issued by the SEC also address loan
repurchases in securitizations and require any securitizer to disclose fulfilled and unfulfilled
repurchase requests across all trusts aggregated by the securitizer, so that investors may identify
asset originators with clear underwriting deficiencies. Although the Dodd-Frank Act’s
requirements for repurchase activity would ensure that some ongoing disclosure is provided in
securitizations about whether a representing party will repurchase pool assets as to which claims
of breach of representations or warranties are asserted, it would not ensure that the repurchase of
noncompliant assets is effected, as it is a purely disclosure-based provision. Instead, we believe
that securitization participants would be incentivized to adopt better practices if the framework
for a third-party mechanism of the type we have described in this section were included within
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RMBS transactions. We believe that a robust third-party mechanism for investigating and
resolving breaches will serve the interests of investors and issuers going forward.

IV.EDIC’s Securitization Safe Harbor as Compelling Evidence of the Need for a
Coordinated Approach to Risk Retention

A. Summary

ASF has consistently supported risk retention as a mechanism to better align the
economic interests of originators and sponsors with securitization investors, but proposals with
risk retention requirements have come in several different forms, including SEC rule proposals
under “Regulation AB II” and FDIC rules relating to its securitization safe harbor rule for
insured depository institutions.

ASF has forcefully advocated that regulators develop risk retention requirements on a
coordinated, interagency basis, in accordance with Congress’ mandate under Section 941 of
Dodd-Frank, and has cautioned that unilateral rule-making would introduce multiple layers of
regulation addressing the same core issues, which would be extremely detrimental to the
recovery of the fragile securitization markets.

While the SEC appears to have deferred action on its risk retention rule proposals until
the regulatory processes relating to the Dodd-Frank risk retention requirements are completed,
the FDIC has brashly moved forward to adopt a securitization safe harbor that effectively
preempted Congress’ mandate to develop risk retention regulations on an interagency basis.

The FDIC’s securitization safe harbor contains several provisions, including rigid and
narrowly-drawn risk retention provisions, that operate as levers to regulate the securitization
markets rather than as conditions relevant to its powers as conservator or receiver. In particular,
the FDIC established:

e a one-size-fits-all risk retention requirements that are neither calibrated to the
credit and performance characteristics of a particular asset type nor mindful of the
manner in which securitizers have retained exposure to credit risk historically;

e disclosure standards for securitization transactions that are different from the
SEC’s own disclosure rules; and

e documentation and servicing requirements that overlap with provisions of Dodd-
Frank and related implementing regulations.

As a result, banks that seek to sponsor securitization transactions are subject to multiple,
overlapping (and, in the case of the FDIC’s safe harbor, hastily prepared) requirements, which
impede the recovery of the securitization markets by needlessly deterring banks from the use of
securitization.
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As noted above, ASF believes the language and legislative history of Section 941 indicate
that Congress expected risk retention regulations to be developed on a coordinated, interagency
basis. Accordingly, ASF requests that Congress pass legislation providing that, except as set
forth in Section 15G of the Exchange Act, no governmental agency shall promulgate risk
retention regulations, and that any such regulations previously promulgated are repealed by the
terms of such legislation and without need of further action by any such agency.

B. Discussion

ASF supports efforts to align the economic interests of originators and sponsors with
securitization investors and agrees that risk retention is one mechanism that can help establish a
better alignment of interests. New laws, regulations and proposals with risk retention
requirements have, however, come in several different forms. At the time, Dodd-Frank was
adopted by the United States Congress and signed into law by the President, rule proposals with
independent risk retention provisions were put forth for public comment by (i) the FDIC relating
to the treatment by the FDIC as conservator or receiver of financial assets transferred by an
insured depository institution (a “Bank™) in connection with a securitization or participation
transazc;tion and (ii) the SEC relating to offering, disclosure and reporting requirements for
ABS.

ASF submitted extensive comment letters to each of the FDIC and the SEC noting that
their respective risk retention proposals overlapped significantly with the risk retention
requirements in Dodd-Frank and that the regulatory processes to implement the Dodd-Frank risk
retention requirements were moving forward rapidly. ASF urged the FDIC and the SEC,
therefore, to impose risk retention requirements only on a coordinated basis, in accordance with
the legislative mandate that such regulations be developed on an interagency basis, as informed
by the findings and recommendations presented to Congress in several risk retention reports
mandated under Dodd-Frank.

ASF expressed serious concerns that, in the event either the FDIC or the SEC were to
impose risk retention requirements before the regulatory processes relating to risk retention were
complete, and on a unilateral rather than interagency basis, issuers might ultimately be subject to
multiple and possibly conflicting requirements. ASF also cautioned that if reform were to occur
at several levels and over time, revitalization of the securitization markets would inevitably be
slowed, with many issuers exiting the securitization market with the enactment of the first set of
rules and returning, if at all, only after all of the contemplated legislative and regulatory actions
had been taken. Moreover, if the aggregate burden for issuers were ultimately too great, ASF
cautioned that issuers might significantly reduce or cease their securitization activities and rely
on more limited and costly alternative sources of funding, resulting in a corresponding
contraction of available credit for consumer finance and small business, including mortgage
loans, auto loans and leases, small business loans and credit cards.

" Dodd-Frank Act, H.R. 4173, 111th Cong. (2010); Treatment by the Federal Deposit Insurance Corporation as
Conservator or Receiver of Financial Assets Transferred by an Insured Depository Institution in Connection with a
Securitization or Participation After September 30, 2010 (75 FR 27471, May 17, 2010); Asset-Backed Securities (75
FR 23328, May 3, 2010).
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Notwithstanding the concerns expressed by ASF and by other market participants, and
even by other governmental agencies, on September 27, 2010, the FDIC effectively preempted
Congress’ mandate to develop risk retention regulations on an interagency basis by including in
its final securitization safe harbor a requirement that the sponsor must retain at least five percent
of the credit risk of the financial assets in one of two ways — (i) through retention of a “vertical
slice” of at least five percent of each tranche transferred to investors or (ii) by retaining in its
portfolio a “representative sample” in an amount equal to at least five percent of the securitized
assets.”® The FDIC’s final safe harbor does contain an “auto-conform” provision that will
replace the credit risk retention requirements described above with those implemented under
Dodd-Frank when they become effective. As discussed below, however, the FDIC’s risk
retention requirements that are now in place are too rigid and narrowly drawn and the Dodd-
Frank risk retention regulations have only recently been proposed, and so their effective date is
still over a year from now in the case of RMBS and over two years from now in the case of all
other classes of ABS. In addition, as discussed further below, Banks that sponsor revolving asset
master trust securitization transactions could face more unique transition issues under the FDIC’s
auto-conform provision.

Last month, in accordance with Section 941 of Dodd-Frank, the Joint Regulators charged
with the responsibility to prescribe risk retention regulations issued the Proposed Regulations for
that purpose.?® Both the language and legislative history of Section 941 indicate that Congress
expected the Joint Regulators, in formulating these rules, to be mindful of the heterogeneity of
securitization markets and to give due consideration to the findings and recommendations
presented to Congress in certain risk retention studies and reports mandated by Section 941.%
Consistent with this Congressional mandate, the Joint Regulators indicate that they have taken
into account the diversity of assets that are securitized, the structures historically used in
securitizations, and the manner in which securitizers may have retained exposure to the credit
risk of the assets they securitize. As a result, unlike the FDIC’s final securitization safe harbor,
the Proposed Regulations under Dodd-Frank provide a range of options that securitizers may
choose from in meeting the risk retention requirements, including: (i) retention of a “vertical
slice” of each class of interest issued in the securitization, (ii) retention of an “eligible horizontal
residual interest” in the securitization, (iii) use of “L-Shaped” risk retention, which combines
both vertical and horizontal forms, (iv) in the case of revolving asset master trusts, retention of a
“seller’s interest” that is generally pari passu with the investors’ interest in the revolving assets
supporting the ABS, (v) retention in its portfolio of a “representative sample” of assets

% In contrast, the SEC appears to have deferred action on its risk retention rule proposals until the regulatory

processes relating to the Dodd-Frank risk retention requirements are completed.

“  Section 15G to the Exchange Act, as added by Section 941 of Dodd-Frank, generally requires the Joint
Regulators to prescribe risk retention regulations that (i) require a securitizer to retain not less than five percent of
the credit risk of any asset that the securitizer, through the issuance of ABS, transfers, sells, or conveys to a third
party, and (ii) prohibit a securitizer from directly or indirectly hedging or otherwise transferring the credit risk that
the securitizer is required to retain under Section 15G.

% See, e.g., 15 U.S.C. § 780-11(c)(1)(E), (c)(2), (e); S. Rep. no. 111-76, at 130 (2010) (“The Committee believes
that implementation of risk retention obligations should recognize the differences in securitization practices for
various asset classes.”). Section 941 of Dodd-Frank directed each of the Board and the Financial Services Oversight
Counsel to study certain effects of the risk retention requirements and promptly report their findings to Congress.
See generally the Federal Reserve Study and the FSOC Study.
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equivalent to the securitized assets; and (vi) other risk retention options that purport to take into
account the manner in which risk retention often has occurred in connection with the issuance of
ABCP and in commercial mortgage-backed securitization transactions.

Moreover, as directed by Congress, the Joint Regulators’ Proposed Regulations purport
to calibrate risk retention with asset quality by exempting ABS supported by qualified residential
mortgages and ABS supported by other high quality assets from any risk retention requirement.

By contrast, the risk retention requirements in the FDIC’s final securitization safe harbor
embrace a blanket one-size-fits-all retention requirement that is arbitrary in its application to any
particular asset type because it does not account for important differences in the expected credit
and performance characteristics of one asset type as compared with another asset type. Nor does
it account for the diversity of assets that are securitized, the structures historically used in
securitizations, or the manner in which securitizers may have retained exposure to the credit risk
of the assets they securitize. Many sponsors already have significant equity and other
investments in the capital structure of their securitization transactions in the form of seller’s
interests, subordinated and first-loss positions, excess spread that represents an interest in excess
finance charge collections, over-collateralization, reserve accounts and the like. Adding a
vertical slice component as contemplated by the FDIC’s safe harbor will almost certainly add too
much incremental cost and render securitization transactions uneconomical relative to other
funding options available to the sponsor.

As an alternative to a vertical slice, the FDIC’s safe harbor does contemplate retention of
a representative sample as a means of risk retention, but the FDIC’s version of this option is
formulated differently than the representative sample option included in the Joint Regulators’
Proposed Regulations, and so a Bank seeking to avail itself of this option would have to adopt
one set of procedures to comply with the FDIC safe harbor in its current form and then a
different set of procedures at such time as the auto-conform provision takes effect. It also
remains to be seen whether representative sampling is even a meaningful option for some asset
classes, such as established revolving asset master trusts with existing securitized portfolios.

Banks that sponsor revolving asset master trust securitization transactions could face
more unique transition issues under the FDIC’s auto-conform provision. Master trusts allow
sponsors to employ a single issuing vehicle to issue multiple issuances of ABS over time. Each
issuance provides for the conveyance of additional pool assets in contemplation of future
issuances of ABS backed by the same revolving asset pool. Master trusts represent a more
integrated form of structuring technology, where each issuance forms a part of the more
complete structure of the issuance platform. It is of paramount importance, therefore, that the
sponsor of a master trust securitization platform have the option (but not the requirement) to
select and maintain the same form of risk retention over the life of the master trust. If a Bank
were to sponsor a revolving asset master trust securitization transaction in conformity with the

1 Notably, as to each proposed form of eligible risk retention, the Joint Regulators have also set forth a host of
questions for which public comment is sought — questions that evidence both the complexity of the rule-making
initiative and the care that is required to produce regulations that appropriately balance the competing objectives of
aligning economic interests while preserving securitization as a viable and economical alternative relative to other
funding options.
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more limited risk retention options currently available under the FDIC safe harbor, the sponsor
could effectively be relegated to that form of risk retention for all of the master trust’s future
ABS issuances, even if a broader (and potentially more efficient) range of options becomes
available at such time as the auto-conform provision of the FDIC safe harbor takes effect.

We recognize that legislators and regulators have an interest in fashioning effective
regulations to enhance practices of issuers and confidence of investors, but it is critical that
legislators and regulators work in concert with, and not in opposition to, one another. Simply
stated, by imposing rigid and narrowly-drawn risk retention requirements on Banks that sponsor
securitization transactions before the regulatory processes relating to risk retention have been
completed, the FDIC has impeded the recovery of the securitization markets by needlessly
deterring Banks from the use of securitization.

Accordingly, ASF requests that Congress pass legislation providing that, except as set
forth in Section 15G of the Exchange Act, no governmental agency shall promulgate risk
retention regulations, and that any such regulations previously promulgated are repealed by the
terms of such legislation and without need of further action by any such agency.

As a final observation, the FDIC’s securitization safe harbor contains several other
provisions that, like its risk retention provisions, operate more as levers to regulate the
securitization markets than as conditions to its powers as conservator or receiver and, once again,
effectively preempt the efforts of Congress and other agencies to do so. For example, the
FDIC’s safe harbor establishes disclosure standards for securitization transactions that are
different from the SEC’s disclosure rules, subjecting issuers to multiple and potentially
conflicting requirements.  Similarly, the safe harbor imposes specific documentation and
servicing requirements on all types of transactions and imposes additional requirements in these
areas for securitizations of residential mortgage loans, while some of these subjects are also
covered by the Joint Regulators’ risk retention rule proposals and are expected to be covered by
proposals for uniform national servicing standards later this year. ASF remains deeply
concerned that the fragile securitization markets are continuing to face unnecessary uncertainty
and the potential for costly administrative changes as a result of multiple layers of regulation
addressing the same basic issues and introduced on a staggered basis.

%2 The FDIC’s prior securitization safe harbor, adopted a rule in 2000, provided that the FDIC, as conservator or
receiver of a Bank, would not use its statutory authority to disaffirm or repudiate contracts in order to reclaim
financial assets transferred by a Bank in connection with a securitization or participation if the transfer met all
conditions for sale accounting treatment under GAAP. On June 12, 2009, the Financial Accounting Standards
Board (“FASB”) modified GAAP through FAS 166 and FAS 167, which represent accounting standards that make it
more difficult for a transferor of assets in a securitization to meet the conditions for sale accounting treatment.
These modifications became effective for annual financial statement reporting periods that began after
November 15, 20009.

The FDIC’s new securitization safe harbor contains a grandfathering provision that makes the safe harbor
available for securitization transactions by revolving or master trusts at any time, as long as the trust had issued ABS
prior to September 27, 2010 and transfers of pool assets in connection with issuances of ABS backed by the same,
revolving pool satisfy the GAAP conditions for sale accounting treatment as in effect prior to November 15, 2009.
This grandfathering provision is not, however, available for revolving or master trusts that initially issue ABS only
on or after September 27, 2010 or that transfer pool assets in connection with issuances of ABS backed by the same,
revolving pool in a manner that does not satisfy those prior GAAP conditions for sale accounting treatment.
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V. Cross-Border Issues

As the securitization industry has grown in depth and scope, the techniques used in the
U.S. to more efficiently finance consumer and wholesale financial assets have been implemented
on a global scale. As part of that process, the investor base for ABS outside the U.S. has also
grown significantly in size and sophistication. Increasingly, both originators and investors think
globally and look to diversify funding sources and investment exposures across markets,
products and regions. The free and efficient flow of investment capital and opportunities into
and out of the U.S. is of great importance to both U.S. lenders (and the consumers and businesses
they serve) and U.S. asset managers (and their investors).

Providing U.S. lenders the ability to efficiently raise funding offshore for financial assets
originated in the U.S. allows U.S. consumers and businesses to benefit from lower borrowing
costs and greater access to capital. Likewise, providing U.S. investors with access to
investments in ABS transactions originated abroad allows those investors to better diversify the
credit, product and geographic mix of their portfolios.

Although deficiencies in securitization practices have been found outside of the U.S. as
well, the performance of ABS supported by non-U.S. assets contrasted favorably with the
performance of ABS supported by similar assets originated in the U.S., particularly in the
residential mortgage sector. Nevertheless, in response to perceived weaknesses in European
market practice, Article 122a of the European Capital Requirements Directive (“Article 1223”),
containing risk retention requirements similar in many ways to those found in the Proposed
Regulations, was adopted by the EU Parliament in 2009 and went into force for new transactions
on January 1, 2011.

Article 122a applies generally to any “securitization” in which a European credit
institution assumes exposure (and clearly applies to “securitizations” originated by sponsors
located outside of the European Union). Accordingly, any U.S. sponsor of ABS wishing to sell
at least part of the offering to credit institutions located in Europe would need to comply with the
requirements of both Article 122a and the Proposed Regulations. Similarly, a European sponsor
of ABS wishing to sell to investors located both in its home market and in the U.S. (in an amount
or on terms that would not allow compliance with the safe harbor for certain foreign-related
transactions found in Section __.22) (the “Cross-Border Safe Harbor”) would need to comply
with both sets of regulation. Given the global reach of ABS markets, other jurisdictions may
likewise adopt their own risk retention requirements in the future, which would further
complicate the regulatory playing field and lead to a compounding number of overlapping
regulations. This type of regulatory duplication could make the costs associated with cross-
border offerings of ABS prohibitively high. It would therefore be beneficial to all global market
participants if the Joint Regulators were to take into further consideration the interactions
between the Proposed Regulations and other risk retention regimes such as Article 122a.

Unlike purely domestic transactions where assets originated in the U.S. are packaged into
ABS sold only to investors based in the U.S., unique concerns arise in cross-border transactions,
where, potentially two (or possibly even more) sets of risk retention regulations may apply to the
transaction. The ASF understands and appreciates the numerous areas of overlap or close
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similarity between the Proposed Regulations and Article 122a (currently, the only other major
risk retention regulatory scheme). Nevertheless, our membership is concerned that certain
differences, most of which we do not believe are essential to the spirit of, or policies lying
behind, the Proposed Regulations may hinder or prevent cross-border transactions and thus
adversely impact U.S. consumers, businesses and investors.

While we have highlighted some of the key differences between the Proposed
Regulations and Article 122a in its current format, we recognize that laws and regulations of
other jurisdictions (such as Article 122a) may be amended, reinterpreted or even repealed from
time to time. Further, other jurisdictions may in the future adopt risk retention rules for
securitization transactions that are similar to, or very different from, the Proposed Regulations.
As a result, we have suggested revisions to the Proposed Regulations that we believe will
preserve the flow of cross-border capital in a manner consistent with the underlying policies
behind the Proposed Regulations as set out in the NPR and elsewhere, while at the same time not
being dependant on any particular formulation of risk retention rules in other jurisdictions.

Below, we highlight a number of concerns that may hinder or prevent cross-border ABS
transactions and provide some suggestions on how the Proposed Regulations might address these
concerns and enhance the efficiency and security of global capital markets.

A. Reg. S Only Offerings

The Cross-Border Safe Harbor provides a limited safe harbor for non-U.S. issuers that
sell no more than 10% of the dollar value by proceeds of all classes of ABS interests to U.S.
persons (and satisfy certain other conditions). For ABS offerings also being sold outside of the
U.S. to European credit institutions, the Cross-Border Safe Harbor would allow the sponsor to
conduct the offering at least in part in the U.S. while not having to comply with two sets of risk
retention guidelines. However, the Proposed Regulations do not provide a corollary exemption
for offerings of ABS by U.S. issuers made exclusively outside of the U.S. To the extent that
such offerings conducted only under Regulation S (“Reg. S Only Offerings™) are sold at least in
part to European credit institutions, the sponsor of the transaction would still have to comply
with the requirements of Article 122a as well as the Proposed Regulations, unnecessarily adding
significant administrative burden and cost to the transaction and generally disincentivizing U.S.
sponsors from raising capital in the European markets.

We additionally note that each of the U.S. and European risk retention regimes strives to
attain its own balance by combining clear risk retention rules with certain exemptions and
distinct requirements for certain types of transactions. Where a securitizer is required to comply
with multiple risk retention regimes, in most cases it will have to comply with both set of rules
and lose the flexibility provided in each of the regimes. Thus, U.S.-based cross-border offerings
run an added risk of incurring more severe risk retention requirements than other non-U.S.
offerings. This creates a strong policy incentive to provide additional flexibility to U.S.
securitizers who wish to issue abroad.

Since a Reg. S Only Offering would, by definition, not be sold on initial distribution to
investors in the U.S., we believe that the market protection policy behind the Proposed
Regulations would have less relevance and thus compliance with the Proposed Regulations
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should not be required. However, we also recognize that an overarching policy behind the
Proposed Regulations is to align the interests of originators of financial assets with those of
investors funding the assets so as to promote a sustainable financial system. To that end, our
proposed exemption for Reg. S Only Offerings of ABS by U.S. sponsors would require that risk
retention requirements similar to those found in the Proposed Regulations would still have to
apply to the transaction.

Our proposal, therefore, is to create a limited exemption under Section _ .22 from the
U.S. risk retention requirements for U.S. sponsors of ABS issued in a Reg. S Only Offering so
long as at least 10% of the offering is made to investors located in a jurisdiction that maintains
substantially similar risk retention requirements to those of the U.S. (a “Qualified Non-U.S.
Jurisdiction). We request that the Joint Regulators provide a definition of the term “Qualified
Non-U.S. Jurisdiction” in the revised rules. The definition could refer to a jurisdiction that has
implemented, and which maintains, a system of risk retention broadly similar to that found in the
U.S. To avoid the need for time-consuming subsequent regulatory action, the definition could
also specify certain elements of a broadly similar risk retention regime, which, if present, would
automatically bring a given non-U.S. jurisdiction within the scope of the new definition.

We also propose that the Joint Regulators, as part of the issuance of the final version of
the Proposed Regulations (possibly in the preamble), make an affirmative determination that
Article 1223, in its current form, contains elements which make it broadly similar to the U.S.
retention regime, and that, therefore, member states of the European Union that have
implemented Article 122a are considered “Qualified Non-U.S. Jurisdictions” for the purposes of
the finalized U.S. risk retention rules®®. Considering that Article 122a, like the Proposed
Regulations, aims to align the interests between securitizers and purchasers of securities, and that
some of its fundamental requirements are substantially similar to those of the Proposed
Regulations (i.e. the base 5% risk retention requirement, the prohibition on certain types of
hedging that would defeat the purpose of the retention requirement, etc.), such a determination
would greatly assist cross-border securitization offerings, without compromising on the Joint
Regulators’ policy goals.

B. Reserve Accounts

As discussed above, compliance with the Proposed Regulations would be required for
any offering of ABS by a non-U.S. sponsor made at least in part in the U.S. (and not eligible for
the Cross-Border Safe Harbor) (“Non-U.S. ABS”). Since these transactions would be originated
outside of the U.S., they would most likely be backed by an asset pool comprised of assets
denominated in a currency other than the U.S. dollar (“Non-Dollar Assets”).

% We recognize that the current position of the Joint Regulators is that the decision-making process on matters of
interpretation and implementation be handled jointly by all relevant Joint Regulators. To the extent that it is agreed
that one regulator would have exclusive/special decision-making powers with respect to certain aspects of the risk
retention regulations, the Joint Regulators may consider authorizing such regulator to review, from time to time,
changes in Article 122a or new risk retention regimes which other jurisdictions may adopt subsequent to the
adoption of the finalized risk retention rules. Such reviews could be done, for example, to determine whether
Avrticle 122a continues to meet the standards set out in the definition of a Qualified Non-U.S. Jurisdiction or whether
other countries' retention regimes which may be adopted following the finalized rules meet those standards.
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For Non-U.S. ABS backed by Non-Dollar Assets, however, it would be more costly (or,
in certain cases, completely impracticable) for sponsors of such Non-U.S. ABS to utilize the
horizontal cash reserve account option, since any such reserve account would have to be invested
in U.S. dollar-denominated assets (U.S. Treasury securities or bank accounts insured by the
FDIC), and currency swaps would have to be introduced to address the mismatch between the
currency in which the pool assets are denominated and the U.S. dollar investments in the
horizontal cash reserve account. We do not believe that there is a valid policy reason for creating
such a currency mismatch in a Non-U.S. ABS transaction. We further note that the reserve
account requirements would similarly affect ABCP conduits, which would likewise be subject to
costly cash reserve requirements.

As a general principle, we believe that any amounts invested in a reserve account for
Non-U.S. ABS backed by Non-Dollar Assets under the Proposed Regulations should be held in a
currency that matches the underlying assets. Accordingly, we propose that any such reserve
account be held in government-issued or guaranteed securities or in the deposits of a regulated
bank that also accepts consumer deposits, in either case denominated in any currency
corresponding to securitized assets representing at least 10% of the asset pool. This adjustment
would resolve the currency mismatch between U.S.-dollar denominated deposits and foreign
currency assets for reserve accounts. The arrangement would thereby permit the use of a
horizontal cash reserve account and permit compliance (if relevant) with the requirements for a
premium capture cash reserve account. **

C. Government-Backed ABS

Prior to the enactment of the Dodd-Frank Act, ratings issued by NRSROs provided a
benchmark by which to measure the quality of certain securities used to meet both transactional
and regulatory requirements. With the removal of these NRSRO ratings from securities
regulations pursuant to Dodd-Frank Section 939A, regulators have lost a valuable reference to
measure the credit-worthiness of certain assets. This introduces the risk that subsequent
regulatory provisions will restrict the scope of the market by precluding exemption for certain
high-quality securities, while providing an exemption for less stable securities. We note that in
Section __.22, an exemption from risk retention requirements is provided for ABS that are
guaranteed by the U.S. government. This exemption applies not only to federal government-
backed ABS, but also to ABS backed by U.S. state and local governments. (We note that Article
122a provides a similar exemption that applies only to countries that are members of the
European Union®.) We believe the limitation in the Proposed Regulations to U.S. government
securities would unnecessarily restrict U.S. investors from having access to ABS backed by
assets issued or guaranteed by foreign governments which may be issued outside of the U.S.
without any required risk retention. This restriction has the potential to diminish cross-border
collaboration in ABS markets.

% We reiterate here our concerns raised in Section A.iv. above with respect to the premium capture cash reserve
account required by Section __ .12 and further note that the impracticability of this provision is underscored by the
requirement that such accounts, in the case of a non-U.S. and non-dollar issuance, be maintained in U.S. Treasury
securities or FDIC-backed deposits.

% gection 3(b) of Article 122a provides an exemption for securitized exposures guaranteed by regional
governments, local authorities and public sector entities of members of the European Union.
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By providing exemptions to certain U.S. government-backed ABS but not comparable
non-U.S. government-backed ABS, the regulators deprive U.S. investors of valuable investment
opportunities where the credit worthiness of those instruments is comparable to or greater than
certain exempt U.S. government-backed securities, which appear to be exempt for no other
reason than national sovereignty.

We propose, therefore, that the Joint Regulators provide exempt treatment for non-U.S.
government-backed ABS backed by equivalent governmental entities in any Qualified Non-U.S.
Jurisdiction (as defined above). This would have the added benefit of promoting international
coordination among jurisdictions that took a similar approach to the U.S. in promoting risk
retention in offerings of ABS.

D. Cross-Border Safe Harbor

The Cross-Border Safe Harbor in Section _ .22 provides an exemption from the
Proposed Regulations for non-U.S. issuers selling not more than 10% of the dollar value of
proceeds of all ABS interests to or for the benefit of U.S. investors (and meeting certain other
conditions). This threshold provides a valuable benchmark for determining when an issuance
has only a slight impact on U.S. markets and does not require application of U.S. risk retention
requirements. We note, however, that no distinction is made under this section between
issuances of securities into the U.S. in which the securitizer has conducted no risk retention and
issuances in which the securitizer is in compliance with a non-U.S. risk retention regime (such as
Avrticle 122a).

The 10% cap, therefore, has a disproportionate effect on issuers that already have
expended resources on risk retention and healthy securitization practices. Where a securitizer
has already conducted risk retention under regulations in force in a Qualified Non-U.S.
Jurisdiction (as defined above), the ABS issued by such a securitizer would be broadly
equivalent to ABS issued by a U.S. issuer in compliance with the Proposed Regulations. It
would therefore be appropriate to encourage non-U.S. securitizers to engage in risk retention
before issuing into the U.S. by providing them with greater access to U.S. capital markets if they
do so.

We, therefore, propose the provision of a safe harbor for non-U.S. securitizers that have
already conducted risk retention in accordance with the rules of a Qualified Non-U.S.
Jurisdiction, irrespective of the amount of their U.S. offering. Such a safe harbor would not
only ensure an alignment of interests between securitizers and purchasers of securitized assets
that is satisfactory to the U.S. regulators, but it would also be a straightforward and efficient
means of addressing inconsistencies among risk retention regimes and thus facilitating cross-
border transactions. It would also be responsive to the G20 calls for international regulatory
coordination and consistency. Specifically, we suggest that the Cross-Border Safe Harbor be
expanded at the end of Section_ .22(a)(2) to allow an exemption from compliance with the
Proposed Regulations for securitization transactions (i) which comply with the risk retention
regime of one or more Qualified Non-U.S. Jurisdictions and (ii) where the offering document
used to offer the securities in the U.S. contains an affirmative undertaking by the relevant
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sponsor(s) or originator(s) to retain a net economic interest in accordance with the risk retention
regime of the relevant Qualified Non-U.S. Jurisdiction.

While we consider the above amendment to the Cross-Border Safe Harbor to be the most
effective way of balancing investor and market protection with the promotion of a level
regulatory playing field between jurisdictions, we recognize that there may be certain additional
policy concerns raised by such an approach, particularly when a large percentage of an offering
of Non-U.S. ABS is targeted at the U.S. Accordingly, should the Joint Regulators find that such
an exemption would provide a level of access to the U.S. markets that is too great, we would
propose an alternative change that would still distinguish offers into the U.S. by non-U.S. issuers
that already comply with a risk retention regime from those by non-U.S. issuers that do not.
Specifically, we suggest that the 10% dollar value limitation on non-U.S. issuances in the current
Section__.22 be raised to 33% for securitizers otherwise in compliance with the risk retention
requirements of a Qualified Non-U.S. Jurisdiction. We believe that this provision would be a
valuable step towards restoring the most significant cross-border securitization markets while
maintaining clear jurisdictional distinctions and promoting strong risk retention standards. We
believe that the above adjustment would encourage international cooperation in developing
effective standards for managing the risks of securitization on a global scale.

Finally, we note that the Proposed Regulations do not specify how the percentage value
of ABS sold to U.S. investors for purposes of the Cross Border Safe Harbor is calculated. In
particular, no reference is made to possible secondary trading that might occur with respect to a
securitization transaction. We therefore request that the Joint Regulators clarify that the Cross-
Border Safe Harbor be determined at the time of issuance and not be affected by subsequent
secondary market trading activity.

E. Master Trusts

Under Section __.7 of the Proposed Regulations, the sponsor of a revolving master trust
may satisfy its risk retention requirements by maintaining a seller’s interest in the asset pool.
Under the Proposed Regulations, “revolving asset master trust” is defined as an issuing entity
that is a master trust and an issuer of ABS “collateralized by a single pool of revolving
securitized assets that are expected to change in composition over time.” The provision therefore
restricts the seller’s interest retention option to master trusts that include revolving assets.

We note that the definitions of “seller’s interest” and “revolving asset master trust” in
Section __.7, according to the Proposed Regulations, “are intended to be consistent with market
practices.” Yet, the Proposed Regulations fail to account for market practices, and specifically,
transaction structures, in non-U.S. jurisdictions. Notably, U.K. mortgage master trusts do not
involve a revolving asset pool, and as a result, such non-U.S. master trusts would not be entitled
to the seller’s interest risk retention option. This places an unnecessary burden on a widely
accepted model for structuring master trusts and would close U.S. capital markets in many cases
to investment opportunities in assets backed by non-U.S. master trusts. We further note that the
European risk retention regime accommodates both revolving and non-revolving exposures in
master trusts, and we would therefore not expect any change in existing market practices in non-
U.S. jurisdictions.
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We, therefore, propose that the scope of Section __.7 of the Proposed Regulations be
expanded to include non-revolving asset master trusts, and that the definition of “revolving asset
master trust” be revised to include master trusts backed by non-revolving assets. In addition, the
definition of “seller’s interest” should be revised in order to accommodate non-U.S. transactional
structures in which the assets are held by a trustee instead of the issuer.

V1. Concerns Relating to the Issuance of Interpretive Guidance

The Proposed Regulations contemplate that any written interpretive guidance relating to
the risk retention regulations that is intended to be relied upon by the public generally will be
issued jointly by the appropriate agencies. We do not believe this approach is appropriate. The
process of obtaining guidance from a single regulator is often onerous and time consuming.
Attempting to obtain advice from multiple regulators, each with their own perspectives on how
the rules should be interpreted, will likely prove unworkable. In addition, cases are likely to
arise where different agencies simply have different good faith interpretations of what the
regulations mean. We propose instead that a single agency be appointed to be responsible for
issuing interpretative guidance with respect to each discrete aspect of the regulations. This
approach seems particularly sensible in light of the fact that the Joint Regulators generally have
differing areas of expertise and focus, and therefore certain agencies are better equipped to
interpret some parts of the regulations, while other agencies are better equipped to interpret other
parts of the regulations.

VIl. Request for Re-Proposal

In preparing the Proposed Regulations, the Joint Regulators undertook the complex task
of evaluating the diverse characteristics of securitized assets and the structures historically used
in securitizations. We applaud the hard work of the Joint Regulators in developing the Proposed
Regulations and your efforts to tailor the proposed rules to each asset class and securitization
structure. However, we believe that the time-intensive task of creating risk retention rules that
both protect investors and encourage a robust and efficient securitization market is far from
complete.

For the past two months, ASF has worked with its membership to develop detailed and
constructive responses to the Joint Regulators’ requests for comment. We believe that many
other interested parties, including individual market participants, academics, members of
Congress and the general public, will submit comment letters as well. Given the diversity and
complexity of the securitization market and the highly technical nature of the Proposed
Regulations, we believe that revisions made by the Joint Regulators in response to these
comments, which will likely number in thousands of pages, will most certainly justify an
opportunity for further review by all securitization market participants prior to adoption.
Therefore, we urge the Joint Regulators to revise the Proposed Regulations to address the
concerns described in each of our separate comment letters and to re-propose a rule
implementing Section 941 of Dodd-Frank for further consideration and public comment prior to
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adoption. We strongly believe that this course of action will better enable the Joint Regulators to
ensure that the final regulations achieve the goals of Dodd-Frank while promoting a healthy and
vibrant securitization market.

The securitization market is a vitally important sector of today’s financial markets.
Currently, there are over $11 trillion of outstanding securitized assets, including residential
mortgage-backed securities, asset-backed securities and asset-backed commercial paper. It is
estimated that 64% of outstanding home mortgages are funded through securitization.®
Historically, banks securitized 50-60% of their credit card assets.*” Meanwhile, in the auto
industry, approximately 91% of auto sales are financed through auto ABS.* Securitization also
provides an important source of commercial mortgage loan financing throughout the United
States.

Over the years, securitization has grown in large measure because of the benefits it
delivers to transaction participants and to the financial system. However, the efficiency, liquidity
and low cost of funding that have long been achieved in the securitization markets are threatened
by the risk retention rules set forth in the Proposed Regulations. To ensure the availability of
credit for mortgage loan borrowers, consumers and businesses, it is imperative that the final risk
retention rules promote a robust securitization market.

While we support measures to ensure the alignment of the incentives of sponsors and
investors in the ABS markets, we believe that the burdens imposed on ABS sponsors by the risk
retention rules must be commensurate with the risks associated with investment in ABS.
Existing securitization programs have structural features that operate to align the interests of
sponsors with those of investors. In fact, in the context of most major sectors of non-mortgage
ABS, misalignment of interests has not been identified, and no investor who held those ABS
securities to maturity experienced losses during the recent financial crisis. The confidence of
issuers and investors in the strength of these structures and the quality of the assets underlying
these non-mortgage ABS is evidenced by the relative speed with which these segments of the
market have recovered.*

Despite the structural integrity and strong performance record of these ABS segments,
the Proposed Regulations would require many sponsors to alter the structures of their
securitization programs. While the Proposed Regulations include a number of permissible
methods of risk retention, the definitions of and requirements for those methods would not
accommodate common methods of risk retention in many asset classes, including auto loans,
student loans, credit cards and asset-backed commercial paper. Furthermore, even in cases

% See Fitch Ratings, “U.S. Housing Reform Proposal FAQs: Filling the Void” pg. 1-2 (Feb. 2011), available at:
http://www.fitchratings.com/creditdesk/reports/report_frame.cfm?rpt_id=606315 (free registration required).

%7 See Citigroup, “Does the World Need Securitization?” pg. 10 (Dec. 2008), available at:
http://americansecuritization.com/uploadedFiles/Citi121208_restart_securitization.pdf.

% Ibid., pg 10.

¥ For example, auto and auto-related ABS issuances in 2009 represented 80.7% of auto and auto-related ABS
issuance in 2007, just before the downturn. In 2009, credit card ABS accounted for $46.6 billion in issuance, down
50.7% from 2007 issuance. Meanwhile, the student loan sector issued $20.8 billion in ABS during 2009, down
64.2% from 2007 issuance. By comparison, in the RMBS market, $48.1 billion of RMBS were issued in 2009,
down 92.5% from 2007 issuance. See Proposing Release, pg. 12-13.
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where the Joint Regulators indicated that the proposals were meant to exactly conform to
existing market practices, there are significant differences that would create major disruptions in
the ABS market.

Altering the structures of ABS programs to conform their risk retention features to the
methods permitted under the Proposed Regulations would be very expensive and, in many cases,
would render the economics of the programs untenable. If the risk retention rules are not
appropriately designed to accommodate existing market practices, we risk an immediate and
significant reduction in the availability of auto loans, student loans, credit cards and business
credit throughout our country without gaining material improvements to the risk retention
practices that protected investors even during the worst of the financial crisis. The risk of
shutting down the securitization markets is not warranted where investors have been protected by
existing risk retention methods. Therefore, it is imperative that the provisions of the Proposed
Regulations accommodate existing market practices that effectively align the interests of
sponsors with those of investors.

Unfortunately, structuring the Proposed Regulations to accommodate existing market
practices is easier said than done. Numerous classes of assets are securitized, multiple
securitization structures are utilized for each asset class, and each of those structures is extremely
complex. The task of ensuring that the sponsors of each asset class and of each existing structure
can comply with the Proposed Regulations without substantial additional costs requires an
intimate knowledge of the characteristics of each asset class and each securitization structure.
For example, the specific credit history factors proposed to be used as a proxy for credit score in
the “qualified residential mortgage” definition have not been established to be predictive of the
probability of default. In fact, industry statistics indicate that these proposed delinquency
payment requirements could result in the inclusion of a credit score as low as 437 and the
exclusion of a score as high as 850. Additionally, the proposed “qualifying auto loan” definition
requires a 20% down payment, a level required in some cases in the residential mortgage market
but rarely, if ever, required in the auto loan market where advance rates of 100% are
commonplace. The complexity of the securitization structures and securitized assets is further
demonstrated by the fact that the Joint Regulators included 174 requests for comment in the
Proposed Regulations.

We are also concerned that revisions made to the Proposed Regulations to accommodate
an existing market practice for one asset class or in one securitization structure may have the
unintended consequence of excluding an existing market practice for another asset class or in a
different securitization structure. The potential for these unintended consequences is particularly
acute in the context of the portions of the Proposed Regulations that will be the subject of
comment from representatives of multiple asset classes, including provisions prescribing the
general methods of risk retention that are available to all asset classes. Securitization market
participants cannot evaluate the consequences of substantive revisions made by the Joint
Regulators in response to comments to the Proposed Regulations unless they are given an
opportunity to review those revisions before the final rule is adopted.

In addition to our concerns about the complexity of the subject matter of risk retention
rules, we are concerned about the complexity of the process of managing the implementation and
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interpretation of the final risk retention rules. In the Proposed Regulations, the Joint Regulators
indicated that they will jointly approve any written interpretations, written responses to requests
for no-action letters and legal opinions, or other written interpretive guidance concerning the
scope or terms of the final rules that is intended to be relied on by the public generally. The Joint
Regulators further indicated that they will jointly approve any exemptions, exceptions or
adjustments to the final rules. The process for seeking corrections to final regulations or
interpretive guidance from a single regulator is often onerous and time-consuming. These
burdens will be dramatically compounded in the case of the final risk retention rules where the
corrections and guidance would need to be approved by multiple regulators. In light of this
concern, it is imperative that securitization market participants be granted an opportunity to
review the impact of substantive revisions to the proposed risk retention rules before they are
adopted.

Given the complexity of adopting risk retention rules that effectively regulate the diverse
and dynamic securitization market, the highly technical nature of the Proposed Regulations and
the unique difficulty of obtaining future corrections or interpretive guidance on the final risk
retention rules, it is imperative that securitization market participants be given a meaningful
opportunity to review and provide comment on the re-proposed risk retention rules before they
are adopted. We believe that this course of action will better enable the Joint Regulators to
ensure that the final regulations achieve the goals of Dodd-Frank while promoting a healthy and
vibrant securitization market. Therefore, we strongly urge the Joint Regulators to release a
revised version of the Proposed Regulations for additional public comment.

VII1. Impact of Proposals on Different Asset Classes

A. RMBS
i. Overall Negative Effect on RMBS

In crafting credit risk retention rules as mandated by Dodd-Frank, it is important to
balance two objectives: 1) achieving an alignment of interests between sponsor and investor to
restore needed credibility to the securitization market, and 2) avoiding imposition of
requirements that will cause private (non-government guaranteed) securitization to be
economically prohibitive as a funding alternative. Within this context, for RMBS, it is also
important to be mindful of the nonpartisan policy objective of significantly reducing reliance on
government-backed funding for residential mortgage loans through Fannie Mae and Freddie Mac
(the “GSEs™)*, and ultimately giving the private markets the space over a reasonable time to
step in as the key source of funding for mortgages in America.

If these objectives are balanced correctly, the risk retention rules will not dampen the
return of the private RMBS securitization market, which will help loan originators to make
mortgage credit available to low and moderate income borrowers at a reasonable cost. The

0 See “Reforming America’s Housing Finance Market - A Report to Congress,” United States Department of the
Treasury and United States Department of Housing and Urban Development (February 2010), p. 12-13.
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availability of reasonably priced credit on equitable terms will enable more Americans to afford
to invest in new homes, which will in turn stimulate the United States economy by preventing
housing prices from continuing to decline. Unfortunately, we believe that the Proposed
Regulations fail to fully balance and take into account these important national objectives.
While we believe that a reasonable risk retention framework can assist in aligning incentives in
securitization, the Proposed Regulations will result in many unintended consequences that will
be detrimental to the credit markets and consumers. Except where specifically noted otherwise,
the views expressed in this section of our comment letter represent a consensus view of our
RMBS issuer and investor members.

Our high-level observations about the effect of the Proposed Regulations on RMBS are
as follows, and are supported by the discussion in the sections to follow:

e these proposals will impose increased costs that will make many securitizations
economically unfeasible, given a prohibitively low return on capital for securitizers;

e the proposals go far beyond the legislative intent of Dodd-Frank, by taking a mandate for
5% risk retention, and adding on to that (in most cases) the entire value of the interests
issued in the securitization over par, through the premium capture cash reserve account;

e the proposals use risk retention not just to ensure quality of underwriting within the
“originate to distribute” model, but also eliminate viable business models for originating
or purchasing loans for resale into the capital markets;

e the proposals disadvantage higher interest rate loans (which will include all loans that do
not qualify as QRMs) by making securitizations of such loans much more problematic (as
compared to lower interest rate loans), and further disadvantage borrowers who do not
qualify for QRMs;

e the proposals worsen the existing non-level playing field between the GSEs and private
securitizers by increasing the relative execution advantages of the GSEs as to loans that
do not qualify as QRMs, thus impeding the bipartisan policy goal of winding down the
GSEs over an appropriate timeline; and

e the proposals would incentivize originators to impose higher points and fees on
borrowers under non-QRM loans, instead of recovering costs of origination through
securitization, and would disrupt the ability of originators to offer rate lock features to
borrowers.

While seeking to align interests among private market participants, these proposals may
result in a misalignment of the impacts of government policy on the housing finance markets.

The capital markets need a clear signal from the government as to whether public policy
IS, or is not, to encourage the return of a robust private RMBS market. These proposals signal to
the market the unintended result of further entrenching government involvement in the housing
markets. Reforms that can enhance the quality of asset underwriting and disclosure to investors
are welcomed by securitization market participants. Reforms that seek to turn private
securitization into a not-for-profit activity destroy the prospect for a return of the private RMBS
market, and would ensure that taxpayers will continue to bear full exposure to the housing
finance markets indefinitely.
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In November 2010, we submitted the ASF RMBS Risk Retention Letter* to the Joint
Regulators setting forth specifically the views of our membership relating to the implementation
of the risk retention provisions of Dodd-Frank for the RMBS market. In that letter, we raised
many of the same issues discussed herein.

ii. Issuer Concerns with “Eligible Horizontal Residual Interest” Definition for
RMBS

The definition of an “eligible horizontal residual interest”, which limits the types of first
loss interests in a securitization that can be used to satisfy risk retention as a horizontal slice, is
too narrow and cannot be used in securitizations of higher interest rate loans.

In a typical private RMBS offering, investment grade securities of the highest rating are
used to provide term financing for a fixed pool of mortgage loans. Credit enhancement is
typically provided by creating subordinated interests in the pool. The structures used to create
subordination vary greatly, depending on whether the mortgage loans generate significant
amounts of excess spread.

Prime borrowers are ones that meet conservative underwriting standards with respect to
credit history, equity in the property, debt-to-income ratio, and the like, and typically have higher
credit scores. Historically, such borrowers qualified for the lowest available interest rates, in part
because they have a stable and strong financial condition. In a securitization of comparatively
lower interest rate loans, the difference between the rates on the loans (net of servicing fees and
other transaction level costs), and the rates on the securities issued, is very small and does not
contribute meaningfully to credit enhancement. In such a securitization, the most subordinate
class typically has attributes like those of an “eligible horizontal residual interest” as defined in
the Proposed Regulations, in that it has a principal amount representing a portion of the principal
balance of the loans in the pool, which bears interest at a rate similar to the rate on the other
securities.

In the past, mortgage loans with comparatively higher interest rates have been given to
non-prime borrowers. Non-prime borrowers are ones that do not meet these conservative
underwriting standards for one or more reasons. Such borrowers may have had credit problems
in the past due to loss of employment or health issues. They may have comparatively low
incomes, or may not have funds available for a substantial down payment, resulting in higher
loan-to-value ratios. Non-prime borrowers typically have lower credit scores than prime
borrowers. However, these borrowers can be deserving of credit under prudent underwriting
guidelines, although at a higher interest rate than would be available for the most creditworthy
borrowers, given some elevation in the risk of default. In a securitization of higher interest rate
loans, the difference between the weighted average of the rates on the loans (net of servicing fees
and other transaction level costs) and the weighted average of the rates on the securities issued is
referred to as “excess spread.” That excess spread may be in the range of 0.5% to 1.0%, but
since the interest attributable to this excess spread is paid on the entire balance of the pool over
the life of the transaction, the present value of the excess spread could be equal to 4.0% to 8.0%

1 See “ASF Letter re RMBS Risk Retention & QRM,” American Securitization Forum (November 12, 2010) at:
http://www.americansecuritization.com/uploadedFiless/ASF_RMBS_Risk _Retention_Letter 11.12.10.pdf.
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(or higher) of the total pool balance, assuming minimal losses. In securitizations of non-prime
loans, the excess spread typically will be treated as the first loss class. Thus the first loss class
may have no principal amount (or par value) initially, but it represents an entitlement to excess
spread across the entire pool on a subordinated basis. In such transactions, there are typically
also second and subsequent loss classes, which do have principal amounts representing a portion
of the principal balance of the loans in the pool, and which do bear interest on their own balances
at a rate similar to the rate on the other securities.

Under the new rules, securitizations secured by QRMs will not be required to comply
with the risk retention requirements, while those secured by non-QRMs generally will be
required to comply with such requirements. As a result, non-QRMs will be less liquid assets,
and lenders are likely to charge higher interest rates to compensate for this lack of liquidity.
Therefore, securitizations of non-QRMs (which will likely make up the vast majority of
mortgage loans that are made) will likely also have significant amounts of excess spread, and are
therefore likely to be structured similarly to the way non-prime securitizations have been
structured in the past. In such a structure, an excess spread class that is the most subordinate
class, if retained by the sponsor, would represent a retention of the credit risk of the assets in the
pool. In any given period, excess spread received that is not used to cover current losses may be
required under the documents to be used to pay principal on the senior securities. This creates
overcollateralization, represented by the excess spread class, which is an interest in the principal
amount of the pool that is available to cover future credit losses. Typically, once the
overcollateralization reaches a certain level, excess spread thereafter may be released to the
excess spread class. This excess spread class clearly represents the credit risk of the assets being
securitized, because any losses experienced by the assets will initially be borne by such class.
Yet this type of class would not meet the proposed definition of “eligible horizontal residual
interest,” to the extent that it is not structured as also having an initial principal amount of 5%,
and even in that case the present value of the excess spread would not count towards the risk
retention requirement.

Our issuer members are very disappointed that the Proposed Regulations do not
recognize an excess spread first loss class with no stated principal amount as a valid form of risk
retention. This is because an eligible horizontal residual interest must at closing be “in an
amount that is equal to at least five percent of the par value of all ABS interests in the issuing
entity.” This requirement is not in keeping with the language of Section 945 of Dodd-Frank,
which instructs the Joint Regulators to issue rules to require a sponsor to retain 5% of the “credit
risk” of the assets being securitized. The statute does not require sponsors to retain a specified
percentage of the principal amount of the transaction. As discussed in the preceding paragraph,
the retention of an excess spread first loss class with no principal amount would clearly meet the
statutory mandate for retention of credit risk in the assets, because such a class would be entitled
to cash flows with a present value that can be calculated and which would be exposed to loss in
the event of credit losses on the pooled assets. However, under the Proposed Regulations as
drafted, even if the sponsor did retain the excess spread first loss class, it would also have to have
5% credit risk retention as a vertical slice, or as a 5% horizontal slice structured as part of the
excess spread first loss class (for example, by combining the excess spread with an initial
overcollateralization level of 5% of the pool balance). This could result in total risk retention of



ASF Risk Retention Letter to Joint Regulators
June 10, 2011
Page 40

9.0% to 13.0% or more*, which as we will discuss later has significant implications for
accounting and legal sale treatment as well as risk-based capital reserves. For these reasons, we
request that the Proposed Regulations be revised to permit a class to qualify as an eligible
horizontal residual interest if it has either a par value, or a fair value, equal to 5% of the par value
of all ABS interests in the issuing entity. We note that in the ASF RMBS Risk Retention Letter
submitted to the Joint Regulators in November 2010, we specifically requested that the rules
permit the requirements for horizontal risk retention to be complied with through the retention of
an excess spread first loss class.

The practical effect of this aspect of the Proposed Regulations, combined with the
premium capture rules discussed below, is that for securitizations where there is excess spread
(which will likely include all securitizations of non-QRMs loans), the entire value of the excess
spread must be fully subordinated and treated as an additional layer of required risk retention, on
top of the 5% otherwise required. Yet this is not acknowledged in the Release, nor is there any
justification offered as to why this is the appropriate level of risk retention for non-QRMs.
Furthermore, it is not consistent with the plain language of Section 945 of Dodd-Frank. This will
result in higher costs being passed through to the borrowers and/or reduced availability of credit
to borrowers who do not qualify for QRMs, which we expect to include the vast majority of all
borrowers under the regulations as proposed.

iii. Investor Concerns Relating to Horizontal Risk Retention and the Use of Excess
Spread

Our RMBS investor members do not believe that excess spread should be considered in
determining whether the eligible horizontal residual interest satisfies the required amount or
value. They are concerned that aggressive assumptions used in calculating present value may
overstate the amount of excess interest expected to be generated, and therefore overstate the
ultimate risk retained by the sponsor.  They believe that determining whether the eligible
horizontal residual interest meets the 5% (or other applicable percentage) requirement should be
based on the par or face amount of the ABS interests retained at issuance. For example, if an
excess spread first loss class is used as the eligible horizontal residual interest, it would have to
have an initial overcollateralization (“OC”) of at least 5% of the par or face amount of all ABS
interests issued. Alternatively, if the initial OC amount is less than 5%, then a combination of
the initial OC, and the next most subordinate tranche or a reserve fund, totaling 5% of the par or
face amount of all ABS interests issued should satisfy the requirement.

In addition, our investor members harbor general concerns about horizontal risk
retention. Investors are concerned that if the servicer and the sponsor are affiliated, the servicer
may be motivated to adopt servicing strategies that benefit the first loss tranche or equity interest
over the other tranches. In particular, investors are concerned that when the collateral is
impaired servicing strategies can be employed that will cause excess cashflow to be released to
the eligible horizontal residual interest at the expense of the more senior classes. Investors
suggest limiting payments made on the retained residual interest to an interest coupon equal to

42 These hypothetical numbers reflect the estimated present value of the retained positions, assuming very minimal
losses. The market value of the retained positions might be considerably lower, because under conservative
valuations they would be discounted more heavily to account for potential losses.
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the Net WAC of the loans and thus locking it out of any other payments. Investors note that this
same concern does not exist in the shifting interest structures generally used in prime deals, as
there is no excess cashflow concept in those transactions.

Our investor members note that because of this tension, it is critical that the uniform
servicing standards currently being developed as part of the interagency effort (outside of QRM)
require that servicers act in the best interests of all investors taken as a whole, without regard to
any securities that the servicer or an affiliate may own.

iv. Harsh Impact of “Premium Capture Cash Reserve” Rules on RMBS
a. General

The premium capture cash reserve proposals within the Proposed Regulations are not in
any way contemplated by Dodd-Frank, and came as a surprise to observers. The intent of these
proposals is to prevent the upfront monetization of excess spread by the sponsor, under the
theory that allowing such monetization would effectively negate the economic exposure that a
sponsor is required to retain. The premise appears to be that using profits generated by
monetization of excess spread to finance or fund the required risk retention would make the
sponsor indifferent to asset quality and that therefore it must be made impossible for the sponsor
to generate an upfront return through issuing a securitization. This would of course result in the
sponsor having to finance or fund required risk retention positions through sponsor equity or
debt, with equity likely being the only option for first loss risk positions. But, if the effect of the
rules is that sponsors cannot generate returns through issuing a securitization, they will simply
not securitize.

It is important to note that our investor members support reforms that seek to create a
stable securitization market over time and in this vein, they are generally supportive of the
concept that the Joint Regulators attempted to employ through the premium capture cash reserve
account. The ability of issuers to monetize excess spread at the inception of a securitization
transaction can result in an issuer having less overall exposure to the transaction than it otherwise
would. The requirement to fund the premium capture cash reserve account effectively negates
that reduction in exposure. However, the assumption that using returns received through the
monetization of excess spread would result in a sponsor not having any “skin in the game” is
incorrect. While it is possible that utilizing such returns to effectively purchase the interests
required to be retained could result in no net cash outlay by the sponsor, the retained interests
would still need to be held on the sponsor’s balance sheet. This will subject the sponsor to
capital charge and other accounting implications, which would become more severe if the value
of the retained interests decline, thereby giving the sponsor reason to ensure that such interests
retain their value.

As currently proposed, our investor members agree that the premium capture cash reserve
account would likely result in decreased incentives to securitize for any issuer other than those
that securitize purely for financing. In a worst case scenario, institutions with other sources of
funding will move away from securitization altogether, resulting in a constriction of credit and
an increased cost of capital. Moreover, investors will lose important access to purchasing these
securities. Investors are also concerned that a reduced availability of credit would put negative



ASF Risk Retention Letter to Joint Regulators
June 10, 2011
Page 42

pressure on home values and, in turn, affect the trillions of dollars of outstanding ABS that
investors currently own.

b. Detrimental Effects of the Proposal

Under these rules as proposed, a sponsor would have to create and fund a “premium
capture cash reserve account” with cash in an amount equal to the excess of:

a) the gross proceeds (net of issuance costs) from the sale of all ABS interests to
persons other than the sponsor, over

b) 95% (for vertical, horizontal, and other types of risk retention representing an
interest in the securitization held by the sponsor) or 100% (for other types of risk
retention) of the par value of all ABS interests issued.

The premium capture cash reserve account would be required to bear first losses and thus
would be subordinate to any horizontal slice risk retention. Furthermore, the Proposed
Regulations would deem the amount of gross proceeds in a) above to also include the par value
of any ABS interest retained by the sponsor (or fair value of any such interest with no face
amount) if either 1) the sponsor does not intend to hold the interest to maturity, or 2) the interest
is an interest-only type class and is not the most subordinate interest in the transaction. If an
excess spread first loss class with no initial principal balance was retained by the sponsor, such
retention would not trigger the requirement to establish a premium capture cash reserve account,
but nevertheless as discussed above such a class would not count towards meeting the risk
retention requirement.

Our issuer and investor members agree that there are several problems with these
proposed rules that must be addressed.

First, the proposed rules do not take into account the cost of origination, which are often
recouped through a premium on the loan’s interest rate. This includes out-of-pocket costs such
as appraisals and title insurance, as well as the originator’s overhead and profit on sale, to the
extent not paid by the borrower as points or fees. These costs are reflected in the price paid by
the sponsor to the originator, such that the sponsor’s cost basis in the loan is typically greater
than par. Therefore, to avoid the sponsor having to deposit cash equal to origination costs into a
premium capture cash reserve account, originators would be compelled to impose more costs on
the borrower in the form of points and fees. While higher discount points should also result in a
lower interest rate for the borrower, it is not clear why this outcome is good public policy, as it
restricts consumer choice. In addition, a lender’s ability to charge higher points and fees is
becoming more restricted. Under the Proposed Regulations, as discussed below, the QRM
definition would limit points and fees to 3% of the loan amount. Similarly, under Proposed
Ability to Repay Rules discussed in Section xvi below, in order for a loan to qualify as a
“Qualified Mortgage” (and therefore be entitled to the presumption that the borrower has the
required ability to repay), the total points and fees charged cannot exceed 3% of the loan amount
(other than in the case of loans with balances less than $75,000).
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Second, the proposed rules generally do not allow the sponsor to realize any upfront cash
profit from issuing a securitization. Unless somehow the sponsor’s cost basis in the loans can be
reduced below par, any proceeds realized in excess of par would be forced into a fully
subordinated cash reserve. As with any private sector activity, market participants will not
engage in aggregation of loans and securitization unless it can be done profitably. This aspect of
the proposed rules would adversely affect smaller originators who do not have the wherewithal
to issue their own securitizations, and would cause such originators to continue to be dependent
on the GSEs and FHA for funding.

Third, these rules would interfere with an originator’s or sponsor’s ability to use interest
rate hedges during the period between origination and securitization. Even if, by imposing
points and fees on the borrower, a loan can be originated for a securitization exit at par, if a
sponsor or originator used a hedge to protect against rate movements prior to securitization, and
if rates were to go down, the sponsor or originator would lose money on the hedge, but the
offsetting gain that should have been available to cover the loss on the hedge will instead take
the form of a premium value in the securitization that must be deposited in the premium capture
cash reserve. This inability to hedge will have pervasive effects. Originators will be much less
likely to offer borrowers loans with rate lock or “float down” features for the period between
application and funding, or borrowers will be required to pay a substantial premium in order to
obtain loans with such features. Without such features, in a rising interest rate environment,
borrowers will be unable to benefit from the lower interest rates available at the time they make
the decision to buy a home. In addition, an increase in interest rate between application and
funding will cause an increase in the borrower’s debt-to-income ratio. This could result in a
borrower who qualified for a QRM at the time of application to no longer qualify at the time of
closing, which would likely cause the interest rate and other pricing terms of the loan to
substantially increase. If this means that borrowers will not know the pricing terms of their loan
at the time they commit to purchase a home, a significant degree of uncertainty will be
introduced into the homebuying process, which may serve as a further hindrance to the recovery
of the housing market.

Fourth, the deemed additions to gross proceeds for certain retained interests are unduly
harsh. The same results could be achieved by 1) requiring the sponsor to fund the premium
capture cash reserve account only on the actual sale of any retained interests post-closing, and 2)
as to non-first loss excess spread classes, requiring the sponsor to deposit cash received from
such classes as and when distributed into the premium capture cash reserve account. There is no
reason to require an upfront deposit of the full value of these retained interests at the time of
issuance, in order to achieve the stated regulatory objectives.

Fifth, for the same reasons discussed above, the harsh impacts of the premium capture
cash reserve rules will be most severe for loans with higher interest rates, because securitizations
of such loans create significant amounts of excess spread. It is likely that loans that do not
qualify as QRMs will be charged premium interest rates in order to compensate for the
limitations on liquidity resulting from the risk retention requirements. These proposed rules,
together with the issues noted above with the definition of “eligible horizontal residual interest”,
effectively cap the upfront proceeds that can be generated from a securitization. We believe that
in practice this will work like price controls, such that originators and securitizers will be
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economically disincentivized to offer credit at prices (interest rates) higher than those that are
offered to the borrowers who qualify for QRMs. As with any system of price controls, this will
effectively result in restricting supply, or rationing, of credit to the benefit of stronger credits and
detriment of weaker credits. This will result in credit being less available to, and more expensive
for, borrowers who do not qualify for QRMSs, which includes the vast majority of all borrowers,
especially those with low to moderate incomes, as well as first time homebuyers.

v. Effects of “Premium Capture” and “Eligible Horizontal Residual Interest”
Provisions on Non-QRM Borrowers

Under the QRM definition as proposed, the vast majority of borrowers will not qualify
for QRMs. Even if the Joint Regulators adopt the changes to the definition that we propose
below, a substantial percentage of borrowers will still be excluded. In order to compensate for
the risk retention requirements applied to non-QRM loans and the corresponding reduction in the
liquidity of such loans, non-QRM borrowers will be required to pay higher interest rates. As
discussed above, the securitization of loans with higher interest rates results in greater amounts
of excess spread.

The effects of the premium capture cash reserve rules and the restrictive definition of
eligible horizontal residual interest could effectively eliminate the ability of the private markets
to fund non-QRM mortgage originations through securitization. Since the GSEs will continue to
be able to securitize without regard to risk retention requirements, and since they will purchase
loans for securitization with borrower credit scores as low as 620, that means that 1) during the
GSE wind down period, the GSEs will be the primary source of capital markets liquidity for non-
QRM loans, exposing taxpayers to a reverse cherry-picked portfolio, and 2) once the GSEs have
been wound down to the point that they no longer are excluded from risk retention, there will not
have emerged a private capital markets alternative providing comparable liquidity for non-QRM
loans. Thus, at the end of the GSE wind down period, the then legacy GSEs will be saddled with
a higher concentration of non-QRM loans that would have otherwise been the case, and at the
same time non-QRM borrowers will suddenly have greatly restricted sources of credit.

vi. Further Effects of “Premium Capture” and “Eligible Horizontal Residual
Interest” Provisions on Feasibility of Securitization

a. Accounting Consolidation and True Sale Issues

One further consequence of the proposals discussed above is that for pools with
significant excess spread, it will likely be impossible to achieve sale treatment under GAAP in
cases in which the sponsor is affiliated with the servicer. By effectively adding the value of the
excess spread to the required 5% risk retention, the total required risk retention will likely to be
viewed as a significant interest triggering financing treatment. This in turn will require higher
capital requirements, especially as to insured depository institutions. We note that the likelihood
of these proposals resulting in loss of sale treatment may be mitigated if a viable alternative to
the representative sampling approach is provided, as suggested below. However, the application
of the premium capture rules alone could cause the loss of sale treatment in transactions where
the sponsor is affiliated with the servicer, even if (such as in the case of representative sample
retention) no securities are retained. This result will be dependent on whether the amount
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retained in the premium capture cash reserve account is deemed to be a significant interest, but
because the interest will be in a first loss position, even a small percentage will likely be
considered significant.

The ASF RMBS Risk Retention Letter submitted to the Joint Regulators in November
2010 provided some significant detail about our accounting committee’s views on the impact of
various forms of risk retention on sale treatment under GAAP. The letter indicated that vertical
slice retention in and of itself would likely not cause the sponsor to consolidate the assets of the
securitization issuer (even if the sponsor or an affiliate is acting as servicer). However, this
conclusion “is dependent on the sponsor owning no more than 5% of each tranche... A higher
percentage of retention could change the analysis and require consolidation.”* Thus our ASF
RMBS Risk Retention Letter clearly warned that retention in excess of a 5% vertical slice could
result in consolidation.** Our accounting committee has confirmed that the premium capture
reserve account rules, if applied to situations in which risk is retained through a vertical slice,
would therefore likely always result in consolidation (assuming servicing is retained by an
affiliate of the sponsor), since those rules would require additional retention in excess of 5% of
each tranche.

Furthermore, the larger levels of recourse that result by requiring total risk retention of
5% plus the value of excess spread may make it less likely that a sponsor will be able to obtain a
“true sale” opinion from outside legal counsel, as required by rating agencies and by investors.
“True sale” opinions are considered crucial in securitizations, to demonstrate legal isolation from
the sponsor. For many firms, the amount of subordinated exposure to losses (or “recourse”) is a
key factor in the analysis. Moreover, the inability to transfer the recourse, and the apparent
inability to finance it through a special purpose vehicle, are additional factors that may cause a
true sale opinion to be difficult to obtain.

As discussed above, we believe that the premium capture cash reserve account
requirements and the restrictions on what can constitute an eligible horizontal residual interest
effectively require a greater percentage of the credit risk of the issued securities to be retained by
the sponsor than was intended by Dodd-Frank. Every dollar of retained credit risk must
effectively be paid for, directly or indirectly, by the sponsor who is retaining it. The funds
utilized for such purpose will not be available to the sponsor for other purposes, including
making additional credit available to consumers or otherwise contributing to the recovery of the
United States economy.

b. Economic Impact on Borrowers

One way to measure the economic impact of the premium capture rule is to consider its
effect on a securitization execution, with the view that, like any other private sector activity, any
increase in cost mandated by government regulation will be passed along to the consumer.

** ASF RMBS Risk Retention Letter, pg. 12.

% See also the remarks of James Kroeker, Chief Accountant of the SEC, at an Open Meeting on April 7, 2010 where
he stated, “if you’re in the order of magnitude of a small interest, 0 up to 5%, barring unusual retention of risk... that
wouldn’t, in and of itself, necessarily require you to consolidate.”
http://www.connectlive.com/events/secopenmeetings/
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There are a variety of funding alternatives for a lender making a residential mortgage
loan. For a lender that is an insured depository institution (or IDI), loans can be funded with
insured deposits, but an IDI is limited in its ability to fund loans this way by capital constraints.
For lenders generally, outside funding can also be obtained through 1) sale to a GSE, 2) private
securitization, or 3) a whole loan sale to any of a variety of types of purchasers including an IDI,
a conduit, an investment bank, a fund, a REIT, or other investor. Generally, before committing
to make a loan, the lender will compare the available funding alternatives, and will determine the
best execution for that loan taking into account a variety of factors. Once the best execution is
selected, the loan’s interest rate and other pricing related terms are set at a level that will allow
the lender to recover its cost basis in the loan plus a reasonable profit. This process is referred to
as “margin management”. It is important to keep in mind that margin management does not take
place in a vacuum, but rather in a highly competitive marketplace. Other potential lenders will
have access to the same or similar funding alternatives, so lenders must price loans competitively
in order to maintain market share. This means that the lender must manage its costs of
origination, and must set its profit margins competitively, if it wants to stay in business.

Generally, a lender’s cost basis in a loan includes not just the net amount advanced to the
borrower, but also direct origination costs not charged to the borrower, hedging costs, and an
overhead allocation. The cost basis at origination will always be greater than par, unless the
borrower pays discount points that exceed the above factors that add to the cost basis. And, no
matter what the form of execution is, “margin management” results in the interest rate being set
at a level that will recover the cost basis, plus a reasonable yet competitive profit. In other
words, loans originated for sale through a GSE securitization, or via a whole loan sale will be
priced and sold for cash at a premium to par to the extent needed to recover the lender’s cost
basis (plus profit). Pricing loans at a premium to par is a normal and, absent payment by the
borrower of substantial discount points at closing, necessary part of the mortgage finance
business.

In order for private securitization to be a viable funding alternative for an originator, it
must be the best execution for a given loan and it must be possible for the lender to generate cash
or other proceeds through the securitization execution that enable it to recover its cost basis in
the loan (plus profit). The following discussion explains how, to date, private securitization has
been able to generate proceeds that can compete with other funding alternatives and be the best
execution, and also explains how the proposed premium capture rules would interfere with
securitization.

One of the many benefits of private label securitization as a funding source is that it
permits the creation of a senior asset that is of higher credit quality than the underlying asset,
meaning that the senior portion of the securitization can be sold with a significantly lower yield
than that of the underlying asset, even with prime quality assets. This creates the potential for a
senior 10 interest, representing the difference between the loan rate (net of servicing) and the
security rate on the senior balance, and which has a significant present value. The creation of a
senior 10 interest is ordinarily a natural byproduct of an economically efficient capital structure,
that can provide for the aggregate value of the interests issued by a securitization trust to be
greater than the value that the underlying assets would have to a portfolio investor.
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See the example shown below, in which the senior Class A-1 has its interest rate reduced
from 5.00% to 4.125%. This is done so that the Class A-1 can be sold at par, instead of selling at
a premium which would otherwise result. This would typically be done to accommodate the
investors in the Class A-1, who are looking for top credit quality but who do not want to bear the
risk that would result if they paid a premium and the bond then paid faster than expected. Note
that the interest cash flow allocated to the senior 10 in this example is part of the specific interest
entitlements on all classes, which in the aggregate and together with the servicing fee total 5.25%
on the balance of this loan. This is different from “excess spread”, which results where the
interest rate on the loan is greater than the total of the interest allocated to the various classes
(i.e., which would result in this example if the loan interest rate were greater than 5.25%) and
can be used for credit enhancement.

Importantly, a senior 10 interest does not represent a windfall for the originator. Rather,
as the example below shows, the value of the senior 10 can be applied towards recovery of the
originator’s cost basis in the loan, as well as the discount from face amount represented by the
value of the subordinate classes in the transaction. The ability to create and sell a senior 10 in a
private securitization contributes directly to the viability of securitization as a funding
alternative, and may be necessary in order for securitization to be the best execution when
compared to all-cash alternatives.

Consider the example of a borrower looking for a $100,000 prime quality 30 year fixed
rate loan. Let us assume an interest rate of 5.25%. If the proposed rules were in effect, a
threshold question for any lender would be whether the borrower is eligible for a QRM.
Although prime quality, let us assume that the borrower would not qualify as a QRM borrower
because of failure to meet the credit history requirement due to non-payment of an obligation
other than a prior mortgage loan.

Assume that, in this case, if this loan were included in a private securitization, the effect
of this loan’s inclusion would result in adding the following amounts to the different classes in
the structure (with a servicing fee of .25%):

Face Rate Price Value Rating
ClassA-1 | $92,500 |4.125% par $92,500 “AAA”
Class A-2 $2,500 5.00% 92.5% $2,312.50 | “AA”
Senior 10 notional | 0.809% 3.24% $3,237.50 | “AAA”
Class B $5,000 5.00% 60% $3,000 no rating
Total Value | $100,000 $101,050

In this example, the senior 10 represents .875% on the balance of the Class A-1, which is
expressed above as .809% on a notional balance equal to the loan’s balance. This bond’s cash
flows have a present value of $3,237.50 using a 4:1 multiple.

Let us further assume that the originator will be the sponsor of the securitization, that the
Class A-1 and Class A-2 are sold, and that the sponsor will use horizontal risk retention by
retaining the Class B. Also assume that the direct origination costs not charged to the borrower,
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hedging costs, and overhead allocation total $1,000, that the borrower is not charged points, and
further that $500 would represent a reasonable profit from the origination activity. Therefore,
the originator would need to realize cash proceeds of $101,500, in order to recover its cost basis
and generate a reasonable profit without needing to partially fund the loan from capital or other
sources.

Absent the proposed premium capture rules, if the senior 10 interest were sold for cash,
the total cash proceeds of the securitization execution would be $98,050. This amount, when
added to the $3,000 value of the retained Class B would almost (but not quite) cover origination
costs and a reasonable profit for the originator. Because the originator will be retaining the Class
B in order to comply with the risk retention rules, the originator will need to use other sources of
funds to carry that retained interest, and because the Class B is likely not eligible collateral for
lending (even on a full recourse basis), the originator will most likely need to use capital to carry
the Class B. Securitizers have of course anticipated the need for capital to cover risk retention
positions since Dodd-Frank was enacted.

But, with the premium capture rule added to the mix, the situation changes dramatically.
Because of the premium capture rules, in this example (and disregarding issuance costs), the
creation of a senior 10 class, whether or not sold, requires that the sponsor deposit cash equal to
$3,050 in the premium capture cash reserve account. This represents an outlay of funds which
will be illiquid for an extended and uncertain period, generate only the most minimal yield, and
will be subject to a high degree of credit risk. Moreover, the sponsor’s total cash proceeds from
the offering will be limited to $94,813, not the $98,050 that would have resulted from retaining
the Class B but selling the senior 10 absent the premium capture rules.

We believe that the risk retention requirements (without regard to premium capture) will
have only a marginal impact on pricing. Securitizers have long been accustomed to retaining
various types of interests issued in their transactions, and carrying them at fair value. In contrast,
we believe that originators will view the requirement to fund a premium capture cash reserve
account as a cost of doing business, which must be taken into account in determining the best
execution at the time of commitment to lend. This means that, in order for securitization to be
selected as the funding alternative, the cost of the premium capture would have to be imposed on
the borrower, in the form of higher points or a higher interest rate. In this example, if using the
points approach, the originator would need to impose points in excess of 3% on the borrower to
cover the cost of the premium capture. But market considerations make it difficult to charge
points to the borrower, especially at such high levels. It would be a financial hardship for the
borrower to further come out of pocket to cover this fee, at a time when the borrower is incurring
other transaction costs and must also provide a down payment on the property as needed under
the originator’s underwriting criteria. Borrowers also disfavor points because they create a
financial disincentive to refinancing the loan or selling the property sooner than anticipated (as
points represent an upfront cost to be amortized over time), and also because they may not be
deductible in some circumstances. Moreover, charging points in excess of 3% would cause the
loan to not be a Qualified Mortgage under the Proposed Ability to Repay Rules discussed in
Section xvi below, which would be a strong disincentive from the lender’s perspective.
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Let us assume instead that the originator determines to make itself whole for the outlay
required to fund the premium capture in the form of a higher interest rate on the loan. (This
additional interest would need to be addressed in some manner, perhaps by carving it out as an
interest strip prior to selling the loan to the issuing entity, in order to avoid it simply resulting in
a larger senior 10 and a larger premium capture account.) To recover the outlay of $3,050 over
an assumed 18 month period (which is reasonable given the borrower’s incentives to refinance if
he or she becomes QRM eligible), this would require an interest rate approximately 2.00%
higher, and with a monthly payment approximately 24% higher, than would otherwise be the
case for this loan.

The impact on the housing markets, and on the competitiveness of non-GSE
securitization for loans that do not meet QRM criteria, is obvious. The market interest rate for
this loan, if sold to one of the GSEs, would be 5.25% or even less. But, if this loan were
originated with the intent to securitize in a private securitization, the interest rate would have to
be at least 7.25% to offset the premium capture requirements. Thus, unless the loan did qualify
for the QRM exemption, the originator would be economically precluded from a private
securitization alternative, and would likely be forced to fund the loan either through sale to a
GSE or with deposits (if an IDI). To the extent that securitization is not viable as a funding
alternative for the foregoing reasons, these same reasons would also render securitization non-
viable as an exit strategy for the purchaser in a whole loan sale, and therefore the whole loan sale
funding alternatives available to the lender at the time of origination would be correspondingly
limited.

vii. Alternative Interpretation of “Premium Capture” and “Eligible Horizontal
Residual Interest” Provisions

We have been informed by representatives of one of the Joint Regulators that the intent
of the premium capture reserve account provisions was only to ensure that the value of the 5%
risk retention, particularly if held as a horizontal slice, is in fact worth at least 5% of the fair
value of all securities backed by the pool (the “Alternative Meaning”). If this is indeed the case,
our issuer and investor members suggest that all relevant portions of the Proposed Regulations be
re-proposed to fully reflect this Alternative Meaning, so that commentators may have actual
proposed language to comment on. The intent of the premium capture reserve account rules
should be limited to confirming that the value of the risk retention position is at least equal to 5%
(or other applicable percentage), and these rules must not act to further limit the total proceeds
that can be realized from a securitization as would be the case under the plain meaning of the
Proposed Regulations.

Assuming the Alternative Meaning is in fact intended by the Joint Regulators, our
members firmly believe that it will not be possible for market participants to properly comment
on the proposed premium capture reserve account provisions or the eligible horizontal residual
interest provisions unless the relevant portions of the Proposed Regulations are re-proposed. We
urge the joint regulators to issue such a re-proposal, as opposed to issuing final rules that attempt
to institute the Alternative Meaning without giving all market participants an opportunity to
comment on it.



ASF Risk Retention Letter to Joint Regulators
June 10, 2011
Page 50

However, we do have several initial comments on the Alternative Meaning. First, since
the premium capture reserve account provisions under the Alternative Meaning would only
appear to be relevant to retention in the form of either an eligible horizontal residual interest or
L-shaped risk retention, the provisions should be revised to only apply in situations where one of
those forms of risk retention is utilized and an express exemption should be granted for cases
where vertical or representative sample risk retention is utilized. Under the Alternative Meaning,
the premium capture rules are entirely unnecessary in cases where vertical risk retention is used,
since vertical risk retention will always result in a sponsor holding securities worth 5% of the fair
value of all the securities backed by the pool. This is because vertical risk retention requires the
sponsor to retain 5% of each class of securities, which by definition will always be worth 5% of
the fair value of all the securities backed by the pool. Representative sample retention relies on
the sponsor retaining an interest in the assets themselves, and therefore the issue of ensuring that
the sponsor holds securities that are worth 5% of the fair value of all the securities is moot.

The regulations should also provide guidance on how the fair value of the securities is to
be determined, since a variety of mechanisms exist in the market to make such determinations.
The regulations should not impose any specific methodology, but should set forth a standard. We
propose that the regulations state that fair value of each ABS interest be determined using
reasonable assumptions and methodology, that are applied consistently within the specific
securitization. It is also important that the rules permit fair value to be assessed at or prior to
“pricing” of the transaction (i.e., the point at which investors commit to buy the securities), so
that sponsors know what percentage of the securities can be sold to investors and what
percentage must be retained. In addition to the existing disclosure requirements which would
likely require that the methodology used to determine fair value be disclosed, the rules should
clearly establish what the consequences will be of a failure to determine fair value in accordance
with the standards specified in the rules.

Finally, even with the changes suggested above, we question whether the market value
approach imbedded in the Alternative Meaning is appropriate. Prior to the emergence of the
Alternative Meaning, the discussion around risk retention has been that a horizontal slice should
represent 5% of the credit risk of the assets. This correlates to the first $5 of loss of principal
amount, on a $100 pool. The Dodd-Frank mandate is to develop regulations under which 5% of
the credit risk is retained, in a variety of forms which may include horizontal first loss, and with
the 5% reduced for more conservatively underwritten assets. Implicit in the Dodd-Frank
mandate, by referencing 5% of the credit risk, is the concept that when a horizontal slice is used,
the risk retained will represent less than 5% of the value of the pool. Unless the assets have zero
risk, the value of the first 5% of the credit risk by definition will represent less than 5% of the
value of the assets, because the first 5% of credit risk is disproportionately risky and therefore
has a disproportionately lower value. The more risky the assets are, the higher will be the
discount to face amount in the value of any first loss interest. Thus, if a first loss class were
required to represent 5% of value, that would in effect be a self-executing provision in which the
percentage of the total credit risk required to be retained would be automatically increased above
5% in direct relationship to how risky the assets are. We believe that this is fundamentally
inconsistent with the framework envisioned by the Dodd-Frank mandate.
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viii. Impracticality of “Representative Sample” Retention for RMBS; Suggested
Alternatives

a. Issuer View

The proposal for a representative sample outlined in the Proposed Regulations is not
practical for use with RMBS offerings. First and foremost, the representative sample
methodology proposed requires that there be a minimum pool of 1,000 assets, from which the
securitized pool as well as the representative sample must be drawn, and that all 1,000 of the
assets be in the pool or the sample. This is not practical for jumbo prime residential loans (loans
meeting all GSE underwriting criteria except for being larger than the permitted maximum
balance), which are the most likely type of residential mortgage loan to initially find acceptance
as the capital markets recover. We note that the recent landmark $289,529,000 registered RMBS
offering by Sequoia Mortgage Trust 2011-1, was backed by a pool of only 302 loans, with an
average balance of approximately $978,000. Even if the 1,000 asset minimum requirement did
not apply, we believe that it would be very difficult, and potentially impossible, by any selection
method to break out a sample of 15 or so loans such that all material characteristics of the sample
were representative of the securitized pool to the degree required under the proposed rules. The
other requirements proposed to ensure that the sample selected be truly representative are unduly
burdensome and make this form of risk retention likely to be of very limited practical use to
RMBS sponsors. This includes the requirements relating to (i) the characteristics of the retained
assets being within a two-tailed confidence interval of the same characteristics of all assets in the
pool, (ii) maintaining certain specified policies and procedures and obtaining an agreed upon
procedures letter relating to such policies and procedures, (iii) servicing of the retained assets
being conducted by the same entity and under the same standards as the securitized assets, (iv)
complying with the hedging, transfer and sale restrictions with respect to the retained assets and
(v) providing disclosure to investors concerning the retained assets. We believe it essential that a
practical alternative for a representative or random sample be provided that is workable for
RMBS, in order for there to be fairness and a level playing field as among the various asset
classes.

The requirements described above are primarily designed to ensure that the sample
retained will be representative of the assets that are securitized. However, we believe it is not
necessary to meet the goals of the risk retention rules that such requirements be imposed.
Furthermore, in certain respects, such as the requirement that retained assets be within a two-
tailed confidence interval of the assets being securitized, these “representative” requirements are
at odds with the requirement that the selection be random. Instead, we propose that sponsors be
permitted to meet the risk retention requirements simply by retaining a randomly selected sample
of loans equal to 5% (by principal balance) of the loans identified for a particular securitization
pool. The assets to be retained would be chosen using an established random selection procedure
which would not take into account any characteristics of the assets other than principal balance.
Since the retained sample would be picked at random, it might not be closely representative of a
given securitization pool. However, when viewed in the aggregate over a number of different
securitizations that are part of a program, the larger the number of securitizations, the more likely
it would be that all of the loans retained by a sponsor over all of such sponsor’s securitization
transactions would be representative of all of the loans securitized by such sponsor. Furthermore,
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by the very nature of the randomness of the process, a sponsor that retains a randomly selected
sample of assets from a pool to be securitized will be subject to the risk that such assets will
perform in a manner similar to the assets that are securitized. Therefore, such sponsor will be
motivated to employ sound credit and underwriting processes in the origination of loans for
securitization. In other words, it is not necessary that such loans truly be representative of a
given securitization pool, so long as a sponsor, in the exercise of its sound business judgment,
must act on the assumption that such assets may be representative of the assets that are
securitized.

As another alternative to the representative sample methodology included in the Proposed
Regulations, we propose permitting the sponsor to retain a 5% pro rata participation in each asset
included in the pool of assets that is securitized. Such a participation would have to be a pari
passu pro rata interest in each asset, and as such could meet the definition of “participating
interest” under FAS 166 such that the selling sponsor would not have to treat the retained
participation as having been sold for purposes of GAAP. The 95% participation sold to the
issuing entity, and the 5% retained interest, would share equally, on a pro rata basis, in all
principal and interest payments on the loan as well as any servicing expenses and losses realized.
Servicing of the entire loan (thus both participations) would be conducted by a servicer under a
servicing agreement, so there would be no differences in how the participation interests are
serviced. We would further propose that the rules permit a variation on this structure, under
which the entire loan is sold to the issuing entity, and the issuing entity creates and transfers back
to the sponsor a 5% participation interest in each loan, having the features described above,
which would then be the risk retention interest. Some of our accounting members have
suggested that this approach may have the same result, in terms of the 5% participation not
constituting an interest in the issuing entity.

This alternative would be particularly useful in the case of the securitization of a
relatively small number of jJumbo prime residential loans, such as in the Sequoia Mortgage Trust
transaction described above. Since a randomly selected sample of loans from such a pool would
consist of a very small number of loans, the sample would likely not be considered to be credible
risk retention by investors, because it likely would not perform in a manner representative of the
pool. For a sample of such a small number, the delinquency rate of the sample would be driven
purely by the number of loans that happened to be in default and their relative sizes, and it would
only be a coincidence if that rate approximated the delinquency rate of the securitized pool.

We believe that this approach can be easily executed and for “chunkier” pools consisting
of a relatively smaller number of assets with relatively larger balances, will be superior to the
representative sample in terms of credibility. There will be no question that the retained
participations are exactly representative of the securitized pool, and that the retained
participation will perform exactly like the securitized assets. W.ithout this alternative, the
Proposed Regulations would discriminate against sponsors of “chunkier” pools by not offering a
risk retention alternative that, like representative sampling, is most favorable in terms of making
sale treatment under GAAP a possibility for the securitized assets.

We note that, in order for the 5% participation approach to be workable where it is
created by the sponsor, it will be necessary for the 95% participation sold to the issuing entity not
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to be treated as a separate “security” under federal securities laws. Under Regulation AB and
related rules, if a pooled asset is itself a security then additional registration requirements apply
that would be unduly burdensome. While we believe that with appropriate contractual
provisions such a participation should not be treated as a separate “security” under applicable
case law, in order to use this suggested form of risk retention there would need to be clarification
in the rules that the 95% participation would not be treated as a separate security under Federal
securities laws, in light of general statements that have been made by the SEC regarding its view
that participations that are securitized should generally be viewed as separate securities.” This
clarification would apparently not be needed, where the 5% participation is created by the
issuing entity.

b. Investor View

Our investor members oppose the representative sample form of risk retention set forth in
the Proposed Regulations because they believe it will be impossible to ensure that the sample of
loans selected is in fact random or that it adequately represents the overall credit risk of the loans
that are securitized. Furthermore, the requirement that the sample pool be representative based
on material characteristics creates a natural tension with the requirement that the selection
process for the pool be random. They believe the proposed concept is flawed and is likely to be
ineffective in practice while creating incentives for adverse selection.

While investors believe that the issuers’ proposed participation interest sample approach
solves the problem of ensuring representativeness, they question its utility in light of the fact that
it is economically equivalent to vertical risk retention (setting aside accounting considerations).
They are also concerned that the creation of the participation interest and the segregation of
individual loans may cause unnecessary bankruptcy or receivership issues down the road.

iX. Limitations on L-Shaped Risk Retention

The Proposed Regulations permit sponsors to meet the risk retention requirements by
retaining a combination of a vertical interest and a horizontal interest (i.e., “L-shaped” risk
retention). The Proposed Regulations specify that when utilizing L-shaped risk retention, the
Sponsor must retain not less that 2.5% of each class of issued securities (the vertical component)
and an eligible horizontal residual interest in an amount equal to at least 2.564% of the par value
of all issued securities, other than those interests required to be retained as part of the vertical
component (the horizontal component). We urge the Joint Regulators to consider revising the
regulations to permit greater flexibility with respect to L-shaped risk retention by permitting the
percentages of retention at the vertical and horizontal levels to vary (though each must be greater
than a de minimis amount), for example by permitting a sponsor to retain not less than 3% of
each class of issued securities and an eligible horizontal residual interest in an amount equal to at
least 2% of the par value of all issued securities. We believe these changes, along with clear
disclosure of the retained interests, will provide needed flexibility to securitization sponsors
while still meeting all the goals of the risk retention requirements.

° See, e.g., Asset Backed Securities, Securities Act Release No. 8518, 70 Fed. Reg.1506, 1529, n. 173 (Dec. 5,
2005).
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X. Limitations on the Resecuritization Exemption
a. lssuer View

We appreciate the Joint Regulators’ efforts to provide for an exemption from the risk
retention requirements for certain types of resecuritization transactions. However, we believe the
exemption is overly narrow and does not further the Congressional goal of aligning the interests
of originators and investors in order to improve the credit quality of the loans and other
receivables underlying ABS transactions. That goal is only furthered by requiring a portion of
the credit risk of the underlying assets to be retained in connection with the initial securitization
transaction. Requiring risk to be retained as part of the resecuritization transaction does not
provide any additional incentives to originators to employ better underwriting practices in
connection with the origination of loans and other receivables. With respect to a resecuritization
transaction, the loans and other receivables have generally been originated long before such
transaction is contemplated, and retention of credit risk at the resecuritization level can in no way
affect the procedures employed in connection with the origination of such assets. This is true
irrespective of whether credit risk was actually retained in connection with the initial
securitization. Furthermore, the loans underlying the securities being resecuritized are seasoned.
As further discussed under Section xiii below, seasoned loans are less likely to go into default
than newly originated loans. For these reasons, all resecuritization transactions should be
exempt from the risk retention requirements, including those transactions that resecuritize assets
that themselves do not comply with the risk retention requirements (which will be the case with
respect to the resecuritization of assets initially securitized prior to the implementation of the risk
retention rules).

We note that the Joint Regulators propose to adopt the resecuritization exemption
pursuant to Section 15G(e)(1) of the Exchange Act, as amended, which permits exemptions that
would help ensure high quality underwriting standards, encourage appropriate risk management
practices, improve the access of consumers and businesses to credit on reasonable terms or
otherwise be in the public interest and further the protection of investors. As noted in the
Release, resecuritization transactions have the potential to improve the access of consumers and
businesses to credit on reasonable terms by providing a vehicle for investors to purchase interests
in multiple smaller pools of ABS. The volume of resecuritization transactions will likely
decrease substantially if credit risk is required to be retained at the resecuritization level. As
discussed above, this proposed requirement will in no way help ensure that high quality
underwriting standards and appropriate risk management practices are adhered to.

In addition, we note that restricting the exemption to resecuritizations that issue a single
class of securities will result in the exemption having very limited practical effect, because
private market resecuritization transactions generally involve the issuance of multiple classes of
securities. In the current market environment, sponsors generally engage in resecuritization
transactions in order create a class of securities that is more creditworthy, and hence will receive
better ratings, than the underlying securities (which themselves have often declined in credit
quality and been downgraded). This is accomplished by issuing one or more classes that are
subordinate to, and hence absorb losses before, such senior class. This enables investors in the
initial securitization transaction to acquire the resecuritized and higher-rated resecuritization
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securities in lieu of the downgraded securities they currently own. By limiting the exemption to
single class resecuritizations, these types of transactions will likely become obsolete, which will
eliminate the benefit these investors receive by holding the newly issued, higher-rated securities.

The Release appears to express concern that by permitting multiple class resecuritizations
to be exempt from the risk retention requirements, the credit risk retained at the level of the
initial securitization would effectively be re-allocated among the multiple classes of securities
that are issued, thereby diluting the effect of the risk retention requirements. We do not believe
this would be the case. The portion of the underlying collateral that is retained by the underlying
sponsors would not be transferred to the resecuritization trust and therefore would not serve as
collateral for the newly issued securities, irrespective of whether one, or more resecuritization
securities is issued. Furthermore, the types of resecuritization transactions discussed here are
easily distinguishable from collateral debt obligations (“CDOs”). Unlike typical CDOs, the pool
of collateral is established at the closing of the transaction and the sponsor generally does not
have the ability to sell assets or purchase additional assets (i.e., they are not “managed pool”
transactions). If the Joint Regulators wish to exclude CDOs from the resecuritization exemption
to the risk retention requirements, our issuer members suggest that this could be accomplished by
not permitting the exemption to apply to transactions with managed pools of collateral. Such an
exception to the exemption would appear to exclude the types of transactions with which the
Joint Regulators are most concerned, without excluding the large majority of private market
resecuritization transactions.

b. Investor View

Our investor members acknowledge that issuers must be able to credit and time tranche
securities in a resecuritization in order to make such transactions economically viable. For this
reason, they agree that the proposed rule regarding resecuritizations is too restrictive and will not
be used in its current form. While our investor members do not believe that all resecuritizations
should be exempt from the risk retention requirements, they believe that resecuritizations of
existing ABS for which risk has already been retained should be, because the credit risk of the
underlying ABS is the same credit risk that exists at the resecuritization level. However, to
address the Joint Regulators’ concerns about CDOs, our investors suggest limiting the number of
ABS transactions that underlie each class of securities in an exempt resecuritization to not more
than 10.

xi. The QRM Criteria

ABS backed exclusively by QRMs are exempt from the risk retention requirements of the
Proposed Regulations. Section 15G(e)(4)(b) of the Exchange Act (as added by Section 941 of
Dodd-Frank) requires the Joint Regulators to promulgate the definition of QRM, taking into
account “underwriting and product features that historical loan performance data indicate result
in a lower risk of default.” In Subsections a. through e. below, we discuss certain of the specific
criteria proposed for QRMs that our issuer members believe are overly restrictive and do not
significantly further the statutory intent. In Subsection f., we discuss our investor members’
general support for the proposed definition while also providing select criteria that they believe
should be expanded.
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a. Credit History

The proposed QRM definition requires that, at the time of origination of the loan, the
related borrower is not currently 30 days or more past due on the payment of any debt obligation,
has not been 60 days or more past due on the payment of any debt obligation in the past two
years and has not been a debtor in a bankruptcy case or had any property repossessed or
foreclosed upon in the past three years. The Release explains that the Joint Regulators
determined, based on a review of historical data, that a borrower’s credit score was a significant
indicator of such borrower’s ability to repay his mortgage loan. However, due to understandable
concerns relating to utilizing credit scores provided by privately owned entities as a factor in
meeting a regulatory requirement, the Joint Regulators decided to require compliance with the
credit history criteria described above, which they believe serve as a reasonable proxy for credit
score.

We generally agree that credit scores serve as a useful indicator of a borrower’s ability to
repay its loan. Our members believe that there is a known and understood correlation between
credit score and probability of default. However, credit scores are complicated models that take
into account many factors in addition to those included in the proposed credit history criteria. It
is not possible to mimic a credit score through the application of specific and finite tests. For
example, during the course of conversations with certain of the companies that provide credit
scores, we were advised that a borrower failing to meet the delinquent payment requirements set
forth in the QRM definition could still have a credit score as high as 850, while a borrower
meeting those requirements could have a score as low as 437. Our members are not comfortable
that the specific credit history factors listed above, as proposed to be used in the rule as a proxy
for credit score, are predictive of probability of default in any established way. In other words,
correlation of default risk to credit score is considered known and proven, but correlation of
default risk to those specific credit history factors is considered to be not known or proven.

To underscore that point, we note that Appendix A in the Release, which seeks to
establish an empirical basis between selected QRM criteria and historical default risk, uses data
that are not based on those specific credit history factors, presumably because little such data was
available. Instead, “to proxy the credit history restrictions in the proposed QRM definition,
borrowers with FICO scores below 690 were deemed not to satisfy the proposed QRM credit
history standards.”* But ironically, the credit history standards themselves are intended as
proxies for credit scores. We note that the large majority of the evidence cited in the Release
points to a correlation between credit score and ability to repay, but does not cite evidence of a
connection between the limited credit history criteria proposed and loan repayment.

We propose that the credit history criteria be eliminated from the definition of QRM
because we do not believe they further the statutory goal of establishing QRM criteria that
historically have resulted in a lower risk of default. In lieu of such criteria, we believe the Joint
Regulators should consider substituting a minimum credit score requirement. We suggest that
the minimum credit score be reconciled with the minimum credit score required by the GSEs to
purchase a loan or guarantee ABS backed by a loan, which we understand to be 620. Utilizing

** See Proposing Release, pg. 199.
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the same credit score standard as is utilized by the GSEs will also have the benefit of limiting the
competitive advantages enjoyed by the GSEs, which are discussed in further detail below.
Alternatively, a higher credit score number could be used, such as 660, based on a further
historical analysis of data that correlates the likelihood of default to specific credit score levels.
Especially when combined with the other conservative underwriting criteria included in the
QRM definition, we believe that there is room to set the bar at a level such as 660 and thereby
serve many more borrowers, with only a marginal increase in risk.

While we understand the policy concerns surrounding the use of credit scores calculated
by private companies as a regulatory criterion, we note that credit scores are universally used in
underwriting policies and procedures, including by the GSEs. We note that although Dodd-
Frank requires regulators to remove reliance on rating agencies from their regulations, it does not
similarly prohibit reliance on credit scoring companies. We do not believe that there are serious
concerns about the credibility or reliability of credit scores, and there is no perceived need to
improve any aspect of the credit scoring process. In other words, the credit scoring system is not
broken or deficient in any way, so there is no need to move to a replacement.

b. Payment Terms

The proposed definition of QRM requires adjustable rate mortgage loans to meet certain
criteria in order to be considered QRMs. In particular, the proposal requires that the interest rate
on the mortgage loan not increase by more than 2% in any 12-month period or by more than 6%
over the life of the loan. We believe that these requirements are overly restrictive because they
would exclude from the definition of QRM certain popular “hybrid” loan products that feature a
fixed rate of interest for an initial period that begins to adjust after the expiration of such period.
These loans are preferred by borrowers who want predictable payments during an extended
initial period, and are not quote “affordability products.” These loan products generally provide
for a fixed rate period of five to ten years and permit the interest rate to increase by up to 5% on
the “first reset date” (i.e., the first payment date after the expiration of the fixed rate period).
Importantly, these mortgage loans would otherwise be subject to the limitations on interest rate
increases contained in the Proposed Regulations (i.e., no more than 2% in any 12 month period
and no more than 6% over the life of the loan).

If these hybrid mortgage products do not qualify as QRMs, they will become more
expensive for borrowers to obtain, forcing borrowers to choose between accepting increased
costs on the mortgage transaction or acquiring a mortgage product less suitable to their needs.
Accordingly, we encourage the Joint Regulators to revise the Proposed Regulations in order to
allow for interest rate increases of up to 5% on the adjustable-rate mortgage loan’s first reset
date. The risk of default on any such mortgage loan will be substantially mitigated by the
requirement that the borrower’s debt-to-income ratio be determined based on the maximum
interest rate that could be charged during the first five years of the loan term, as with all other
adjustable rate loans.

c. Ability to Repay

The proposed QRM definition requires that in order for a loan to qualify as QRMs, the
related borrower have a “front-end” debt-to-income ratio (i.e., the ratio of the borrower’s
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monthly housing debt to the borrower’s monthly gross income) that does not exceed 28% and a
“back-end” debt-to-income ratio (i.e., the ratio of the borrower’s total monthly debt to the
borrower’s monthly gross income) that does not exceed 36%. Our issuer members believe that
these percentages are overly conservative and do not reflect the general standards applied by
mortgage originators to the underwriting of prime residential mortgage loans. We believe that
requiring a “front-end” debt-to-income ratio of 33% and a “back-end” ratio of 38% would
include a significantly larger number of borrowers with only marginally increased risk of default,
especially when combined with the other conservative QRM criteria. Ratios lower than these
numbers would exclude from the definition of QRM a significant percentage of high quality
mortgage loans, unfairly making these loans substantially more difficult and expensive for low
risk borrowers to obtain.

We urge the Joint Regulators to re-evaluate the available data relating to the effect of
debt-to-income ratios on borrowers’ ability to repay their loans in order to determine to what
extent increasing the maximum debt-to-income ratios in the manner proposed would be likely to
increase the risk of loan defaults. We note that the data reviewed by the Joint Regulators appears
to compare loans originated with “front-end” debt-to-income ratios of 28% or lower and “back-
end” debt-to-income ratios of 36% or lower to all loans originated by the GSEs between 1997
and 2009. We believe it would be more appropriate to compare loans with such debt-to-income
ratios to loans with only slightly higher debt-to-income ratios consistent with those we suggest,
in order to determine if the proposed changes would significantly increase the risk of default.
We believe that a marginal increase in risk of default would be a small price to pay in exchange
for making credit more available to deserving consumers at a reasonable cost.

We note that the proposed QRM criteria are generally very conservative and leave little
room for the exercise of lender discretion (for example, the requirements relating to maximum
loan-to-value ratios, maximum debt-to-income ratios and maximum points and fees that can be
charged). We further note that, as discussed in more detail above, the requirements relating to
the establishment of a premium capture cash reserve account make it less likely that originators
will desire to originate loans that trade at a premium above their principal balance, since any
such premium will effectively need to be deposited into the securitization’s premium capture
cash reserve account. Therefore, it will be in the interest of loan originators to avoid creating
loans that are worth more than par. Since the originator’s ability to affect the value of the loan
through flexible debt-to-income and loan-to-value requirements or by charging points and fees is
limited by the QRM definition, they may choose to affect values by lowering the loan amounts
they make available to borrowers. This could decrease the amount of credit available in the
housing market to fund purchases, thereby further depressing home values. Permitting higher
maximum debt-to-income ratios is one step the Joint Regulators could take to help prevent this
outcome.

d. Loan-to-Value Ratio

The Proposed Regulations require that loans meet strict maximum loan-to-value ratio
requirements in order to qualify as QRMs. Under the proposal, a loan made for the purpose of
purchasing a property must have a loan-to-value ratio that does not exceed 80%. However, a rate
and term refinancing (i.e., a loan made to refinance an existing loan in which the borrower does
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not receive any cash) cannot have a loan-to-value ratio in excess of 75%. We believe that both
purchase loans and rate and term refinancings should be permitted to have loan-to-value ratios up
to 80%. Since residential real estate values throughout the country are generally not rising,
requiring refinance loans to have lower loan-to-value ratios will in many cases, require
borrowers to contribute cash in order to take advantage of lower interest rates, or lock in fixed
rates, by refinancing their mortgage loans. Such cash might otherwise be used by the borrowers
to make purchases or otherwise be contributed to the economy in a beneficial manner. The fact
that a borrower would have to pay cash in order to refinance may also discourage borrowers
from refinancing into loans with safer and more economically desirable terms.

e. Points and Fees

The proposed QRM criteria limit the points and fees that can be charged on a QRM to
3% of the total loan amount. In determining what types of charges constitute points and fees, the
QRM criteria generally track the points and fees criteria set forth in the definition of “qualified
mortgage” under the amendments to the Truth in Lending Act (“TILA”) enacted by Dodd-Frank.
This is consistent with Dodd-Frank’s mandate that the definition of QRM be no broader than the
definition of “qualified mortgage” under TILA. However, the QRM criteria diverge from this
approach when addressing the treatment of bona fide discount points and certain bona fide third-
party charges. The definition of “qualified mortgage” under TILA excludes certain bona fide
discount points and bona fide third-party charges when calculating total points and fees, but the
QRM criteria includes all such points and charges. The TILA criteria for determining if bona
fide discount points and bona-fide third party charges can be excluded from total points and fees
is reasonable and well established. Therefore, we believe that the QRM criteria should provide
for the exclusion of bona fide discount points and bona-fide third party charges from the
calculation of total points and fees if such points or charges would be excluded under the TILA
“qualified mortgage” definition.

Furthermore, we believe that an exception to the 3% limit on total points and fees should
be made for loans with small balances. Since lenders earn less interest on loans with smaller
balances, charging points and fees is necessary in order for lenders to have an economic
incentive to make such loans. These loans are generally made to lower income borrowers in
areas of the country where property values are lower than average (such as in certain southern
states and in rural areas). If such loans cannot qualify as QRMs, they will become more difficult
and expensive for these borrowers to obtain. In this regard, we note that the Proposed Ability to
Pay Rules discussed in Section xvi below include two alternatives allowing higher points and
fees: A) a set of five categories of loan amounts with corresponding limits on points and fees as
follows: less than $20,000, up to 5%; $20,000 or more but less than $40,000, up to 4.5%;
$40,000 or more but less than $60,000, up to 4%; $60,000 or more but less than $75,000, up to
3.5%; and $75,000 or more, up to 3%; and B) a sliding scale under which points and fees may be
up to 5% where the total loan amount is less than $20,000, up to 3% where the total loan amount
is $75,000 or more, and with the points and fees cap phased from 5% down to 3% for loan
amounts increasing from $20,000 to $75,000. We propose that one of these alternatives be
added to this QRM criterion.
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f.  Views of Our Investor Members on the QRM Criteria

Our investor members generally support the definition of QRM proposed by the Joint
Regulators. While the proposed definition is restrictive, the investor members believe that a
clear, bright line rule is preferred to a definition that is overly complex, especially if the Joint
Regulators are seeking to make the QRM the exception and not the rule. For example, our
investor members believe that the prohibition on interest-only loans and the 2% interest rate cap
on the first reset date appropriately limit payment shock on borrowers. In addition, our investor
members share the concerns described by the Joint Regulators concerning the use of FICO
scores, as such scores differ among consumer reporting agencies, may change over time and
were somewhat ineffective during the recent crisis.

However, there are a few criteria in the definition that should be expanded. First, our
investors believe that the proposed credit history criteria are likely too strict and will leave out
creditworthy borrowers who may have accidentally missed a payment on a debt. To alleviate
this concern, our investor members suggest striking the 30 day past due requirement. Second,
our investor members agree that a rate/term refinance should be subject to an 80% LTV
requirement. Borrowers who qualified for QRMSs should not be prohibited from taking advantage
of lower interest rates and refinancing on a subsequent date at the same LTV. The investor
members do not agree that these types of refinancings result in an increased credit risk requiring
5% more home equity. However, to afford a bit of protection, in calculating the LTV in these
situations, investors suggest using the lower of the present property value and the property value
at origination. Third, the investor members believe that the DTI and LTV requirements are
overly restrictive when taken together. Instead, the investor members believe that a matrix
approach should be used whereby the DTI or LTV requirement could be increased if a certain
DTI or LTV threshold, as applicable, was met. Finally, our investor members believe that the
inclusion of servicing standards in the QRM definition is inappropriate and support instead the
development of national servicing standards that would apply to all residential mortgage loans,
as further discussed in Section xv below.

Finally, while investors acknowledge that the QRM definition will provide incentives for
better mortgage underwriting, they point out that the definition does not prevent subsequent
events from increasing the risk of the loan. In particular, the QRM definition fails to address the
second lien issue that contributed substantial harm to RMBS investors leading up to and during
the financial crisis. While the QRM definition does not permit second liens at the time of
origination, there is nothing that will prevent the borrower from taking out a second lien loan
immediately thereafter. So, the “low risk” QRM loan can become quite risky after the addition of
a second lien post origination. Unfortunately, resolving this issue is quite complicated.
Ultimately, a mechanism should be employed that prevents QRM borrowers from either taking
out a second lien or taking out a second lien that would raise the CLTV above a certain
threshold. Investors, in principle, are not in favor of restricting credit, especially for high quality
borrowers. However, the fact that a QRM pool results in zero risk retention with no future
second lien restrictions is concerning and is potentially the best example of why the QRM
concept is difficult to employ in a securitization framework.
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xii. The Effect of the QRM Criteria on Availability of Credit

Within the category of prime borrowers in terms of credit score, clearly many such
borrowers and their proposed loan terms will not meet the QRM criteria. The highly
conservative nature of the QRM definition will likely limit the availability, and increase the cost,
of mortgage credit to consumers, particularly to those with low to moderate incomes. In light of
the risk retention requirements that will exist upon the securitization of non-QRM loans, these
loans will certainly feature higher interest rates, more points and fees and more onerous terms
than QRM loans.

As currently contemplated, only the highest quality mortgage loans will qualify as QRMs
and therefore QRMs will comprise only a small percentage of the mortgage market. The Release
indicates that approximately 19.79% of all loans purchased or securitized by the GSEs during the
period 1997 - 2009, and approximately 30.52% of loans in 2009 alone, would have met the QRM
criteria. We believe that this percentage is far too small in light of the constrained nature of the
current mortgage credit market. Even highly creditworthy borrowers are continuing to
experience difficulties in obtaining mortgage financing, as uncertainty in the world financial
markets in general and the mortgage market in particular make obtaining credit difficult. This
problem will be substantially exacerbated, and the availability of mortgage credit to consumers
will suffer, if the QRM definition is not expanded to include a greater percentage of the
mortgage market.

In particular, we believe there is significant scope for easing the DTI restrictions. As
indicated by the data in Appendix A to the Release, approximately 17.36% of all loans purchased
or securitized by the GSEs during the period 1997 - 2009, and approximately 24.47% of loans in
2009 alone, would not have met the DTI criteria. Yet the increase in default rates for loans not
meeting this criteria is only 1.38%, and is far lower than that for years other than 2004-2008.

xiii. Proposed Additional Exceptions to the Risk Retention Requirements
a. “QRM Blend” Exception

Under the Proposed Regulations, the QRM exemption to the risk retention requirements
is only available if all the loans underlying the securitization are QRMSs. This requirement
effectively splits the securitization market into transactions backed by QRMs and transactions
backed by non-QRMs. We are concerned that it may not be possible for sponsors to originate
QRMs in numbers sufficient to generate the critical mass of loans necessary for economically
efficient securitizations. This is particularly true in light of the very stringent definition of QRM
proposed by the Joint Regulators. This problem also exists with respect to other potential sub-
classes of loans that may have the benefit of exceptions from the risk retention requirements (for
example, seasoned loans and modified QRMs (as described below)) and could even potentially
exist with respect to loans that do not have the benefit of exceptions from the risk retention
requirements, to the extent that such non-excepted loans form a small sub-class of the residential
loan market. Anytime a class of assets is split into artificial sub-classes for purposes of
securitization, any one of those sub-classes may lack the volume of origination necessary to
make securitization feasible. If the loans in a sub-class are not able to be securitized efficiently,
the costs of such loans will increase substantially.
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In order to alleviate this risk, our issuer and investor members urge the Joint Regulators
to establish a “QRM blend” exception from the standard 5% risk retention requirement. A QRM
blend exception would allow QRMs to be included in a pool that also contains non-QRMs, in a
way that effectively preserves the 0% risk retention requirement on the QRM portion of the pool.

But first, we address the statutory basis for a QRM blend exception. Under Section 15G
of the Exchange Act (as added by Section 941 (b) of the Dodd-Frank Act), the Joint Regulators
are mandated under subsection (e)(4) to issue regulations that define “qualified residential
mortgage” and provide for a complete exemption from the risk retention requirements for pools
backed entirely by QRMs. But subsection (c)(2)(B) contains a separate mandate, that the
regulations specify for each asset class, including residential mortgages, underwriting standards
that indicate a low credit risk. And subsection (c)(1)(B)(ii) mandates that assets meeting these
underwriting standards be given a risk retention requirement of less than 5%. The Proposing
Release indicates that the Joint Regulators determined not to specify such underwriting standards
under subsection (c)(2)(B) for residential mortgages at this time, but for purposes of this
discussion, we refer hypothetically to such loans meeting standards set under this subsection as
“low risk residential mortgages” or LRRMs. We maintain that the mandate under the Dodd-
Frank Act relating to LRRMs also creates authority under which a QRM blend exemption could
be established.

Subsection (¢)(1)(B)(i)(I) would on its face appear to require that a LRRM loan that is
not a QRM be given a retention requirement of 5%. But that cannot be correct, because
otherwise this would not give effect to subsection (c)(1)(B)(ii), which would require that LRRMs
be given a risk retention requirement of less than 5%. Therefore, there must be read into
subsection (c)(1)(B)(i)(I) an exception for non QRM loans that meet the LRRM criteria.

Similarly, subsection (c)(1)(B)(i)(I1) would on its face appear to require that if a QRM is
included in a pool that contains any non-QRMs, then the QRM would have to have a risk
retention of 5%. But that cannot be correct, where the other loans in the pool meet the LRRM
criteria, as this would have the perverse effect of requiring 5% on the QRMs in the pool while
the LRRM loans that are non-QRMSs have a lower retention requirement. And, since the QRMs
in the pool would also meet the criteria for LRRM loans (which would presumably be less
restrictive than the QRM criteria), such QRMs should at least benefit from the lower retention
requirement for LRRM loans, and therefore the literal reading in this context cannot be correct
because it would not give effect to subsection (c)(1)(B)(ii) which requires that LRRMs have a
reduced risk retention requirement. Thus the language should not be read literally in the context
of a blended pool of QRMs and LRRM loans. Therefore, there must be read into subsection
©@)(B)(M)(I) an exception for QRM loans that are included in a pool of loans that meet the
LRRM criteria. We would propose that this exception be that such QRMs have a risk retention
requirement of 0%.

While a review of these provisions makes it clear that there is authority for a QRM blend
exemption in the context of a pool of QRMs combined with LRRMs, we believe that the same
reasoning supports a QRM blend exemption in the absence of a regulatory proposal for LRRMs.
Or put another way, we do not believe that the implicit authority for a QRM blend exemption is
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not available simply because the Joint Regulators have elected at this time not to propose LRRM
criteria.

Issuers believe that a QRM blend exception could only be effective if they were
permitted to construct a securitization in which some portion but not all of the loans in a pool
meet the QRM criteria and the 5% risk retention requirement would be ratably reduced by the
proportion of the total pool that meets the QRM standards. Such a partial exemption would be in
keeping with the risk retention mandate of Dodd-Frank, because sponsors would still have the
incentive to originate loans in accordance with safe underwriting standards. In a blended pool,
loans originated so as to comply with the strict underwriting standards of the QRM definition
would effectively have no risk retention requirement. Loans originated in accordance with
underwriting standards that did not meet the QRM criteria would effectively be subject to a 5%
risk retention requirement. The percentage of risk retention for the pool as a whole would be
equal to the weighted average of each loan’s effective risk retention requirement. This would
meet all the goals of the risk retention rules, while at the same time maintaining the feasibility of
securitizing QRMs and avoiding the increased costs to borrowers that would follow if such
securitizations were not economically efficient. The percentage of QRM loans and non-QRM
loans in a blended pool should be disclosed in the prospectus.

Under a simplistic approach to a QRM blend, the risk retention requirement would be set
at initial issuance as the simple average of the applicable risk retention requirements for the
QRM loans on the one hand, and the non-QRM loans on the other hand. But, under this
approach, the relative proportions of QRM and non-QRM loans in the pool could change over
time, and this could result in the risk retention held on the non-QRMs in the pool being less than
what would be required if the pool consisted solely of non-QRMs. Our investor and issuer
members have both indicated concerns with this result and believe that it is not in the spirit of the
Proposed Regulations.

Accordingly, we propose a refinement to the QRM blend concept that would ensure the
proper amount of risk retention, regardless of the payment speeds on the QRM and non-QRMs.
When using either a vertical slice or an eligible horizontal residual interest, the classes that are
retained by the sponsor would have payment and loss allocation rules that would cause these
classes to perform in the same way as if they represented an interest totaling the required
percentage solely in the non-QRM loans. For example, for a pool consisting of $100 million of
QRMs and $100 million of non-QRMs (and assuming no LRRM exemption), the required risk
retention classes (whether vertical or horizontal) would total $5 million, and cash flows
distributed to such classes, as well as losses allocated to such classes, would be based solely on
payments on and losses realized on the non-QRM loans. We believe that the regulations could
require that such a QRM blend concept would only be permitted if the appropriate amount of risk
is retained irrespective of differing payment speeds on the QRM and non-QRM loans.

We note that our QRM blend proposal is consistent with common practice in GSE
securitizations, where the assets backing the securities consist of a combination of loans that
meet the standard conforming loan requirements as well as “jumbo conforming” loans that do
not meet the lower balance requirements.
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b. *“*Modified QRM” Exception

Our issuer members also urge the Joint Regulators to establish a “modified QRM”
definition the criteria for which would be similar to, but less stringent than, the QRM definition
and provide a lower percentage risk retention requirement for transactions consisting entirely of
loans that meet this definition. This proposal should only be adopted if the QRM blend proposal
is also adopted. We suggest that modified QRMs generally be required to meet the same criteria
as QRMs, except with respect to loan-to-value ratio, debt-to-income ratio and credit history. We
propose that a modified QRM generally be required to have a front-end debt-to-income ratio that
does not exceed 33% and a back-end debt-to-income ratio that does not exceed 38%. Similar to
our proposals discussed above with respect to the QRM definition, we believe that a credit score
requirement should be substituted for the credit history requirements contained in the Proposed
Regulations. Of course, the minimum credit score required for a modified QRM should be less
than that required for a QRM. However, in order to promote flexibility, we believe such criteria
should not be absolute, but rather should be based on a sliding scale, such that a borrower who
exceeds a particular criteria by a certain amount would be permitted to fail to meet other criteria
by a specified amount and still qualify for a modified QRM. In addition, in circumstances where
certain specific, objective and quantifiable compensating factors exist, we believe loan
originators should be permitted to make exceptions to certain of the modified QRM criteria. We
note that the Joint Regulators have authority to establish the modified QRM exception pursuant
to section 15G(c)(2)(B) of the Exchange Act, which contemplates that the risk retention rules
include underwriting standards for the various types of assets (including residential mortgage
loans), which, if met, would allow such assets to qualify for a less than 5% risk retention
requirement.

Our investor members believe that only the highest quality loans should be exempted
from the risk retention requirements. For this reason, while they agree that a blended pool
exception needs to be created to increase liquidity of QRMs, they are not in favor of creating a
lower standard QRM to increase the amount of loans that can be included in securitization pools
with less than 5% risk retention. Instead, they suggest that regulators consider the revisions
proposed by investors to widen the QRM included in Section xi above, such as a matrix
approach for DTl and LTV.

c. Seasoned Loan Exemption

We further propose that the Joint Regulators establish an exemption from the risk
retention requirements for loans that were originated a significant period of time prior to
securitization. Our issuer members suggest that this time period be no longer than two years.
These *“seasoned” loans have established payment histories with borrowers who have
demonstrated their ability to repay. Therefore, many of the QRM characteristics, such as credit
history and debt-to-income ratio, have very little (if any) relevance to these loans. Historically,
loans are far more likely to default early in their terms, and become less likely to default as they
become more seasoned. Lenders who are securitizing seasoned loans have already retained
100% of the risk of such loans during the period in which the loans were most likely to
experience performance problems. Therefore, such lenders had every interest in originating
these loans in accordance with sound underwriting criteria and imposing risk retention
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requirements on securities backed by such loans would in no way serve to further promote this
goal. We note that the Joint Regulators have the authority to adopt a seasoned loan exemption
pursuant to Section 15G(e)(1) of the Exchange Act, as amended, which permits exemptions that
would help ensure high quality underwriting standards, encourage appropriate risk management
practices, improve the access of consumers and businesses to credit on reasonable terms or
otherwise be in the public interest and further the protection of investors.

While our investor members agree that a seasoning exemption is appropriate for the
reasons articulated in the preceding paragraph, they would propose a different approach. For
fully amortizing fixed rate loans, investors suggest that loans that have been outstanding and
performing for three years should be exempt. For ARM loans, investors believe the time period
should be dependent upon the initial reset, which, depending on the terms of the loan, may cause
payment shock. They believe a prudent approach would be to exempt ARM loans that have fully
performed and have been outstanding at least one year after the initial reset. Our investor
members believe these approaches would ensure that the loan is high quality and not in need of
any risk retention if included in a securitization.

xiv.lIssues Relating to the GSEs; Need for Further Exemptions

We note that the Proposed Regulations provide a complete exemption from the risk
retention requirements (including an exemption from the requirement to establish a premium
capture cash reserve account) for RMBS guaranteed by the GSEs for so long as the GSEs operate
under the conservatorship or receivership of the Federal Housing Finance Agency. We are
concerned that the very conservative terms of the proposed QRM definition, taken together with
the risk retention requirements, will provide a significant and undue competitive advantage to the
GSEs over private market participants. Securities guaranteed by the GSEs will be able to be
securitized free from the risk retention requirements irrespective of whether such securities are
QRMs, which will result in the non-QRMs loans backing such securities having lower costs to
borrowers and more attractive terms than similar loans offered by private market participants.
This will have the effect of increasing the portion of the residential mortgage market dominated
by the GSEs, further entrenching the importance of their role in such market. This will make it
substantially more difficult for Congress to carry out its efforts to restructure or wind down the
GSEs, since a substantial percentage of consumers will be wholly dependent on the GSEs to
provide them with affordable mortgage financing.

In our view, the best way to level the playing field and avoid increasing the role of the
GSEs in the residential mortgage market is to reduce the impact of the risk retention
requirements on private market participants. This could be accomplished in a variety of ways.
We urge the Joint Regulators to consider adjusting the criteria for QRMs, such that the vast
majority of loans to prime borrowers that meet the product type and LTV criteria in the QRM
definition (with the minor adjustments to those criteria that we propose), will qualify as QRMs.
Reconciling the QRM criteria with the GSE requirements would enable private market
participants to compete on equal terms with the GSEs for most of the mortgage market
comprised of loans to prime borrowers. In the alternative, we urge the Joint Regulators to clarify
the premium capture cash reserve account requirements and the terms of horizontal risk
retention, and to revise the representative sample risk retention and the definition of QRM in the



ASF Risk Retention Letter to Joint Regulators
June 10, 2011
Page 66

manner described above. Such modifications would have the effect of reducing the adverse
impact of the risk retention requirements on private market participants, and thereby enable them
to better compete with the GSEs and to serve the borrowing needs of the American homeowner.

Another way in which the Joint Regulators could partially level the playing field as
between the GSEs and private market participants would be to establish the exceptions from the
risk retention requirements for “QRM blend” pools, “modified QRM” loans and seasoned loans
as discussed in Section xiii above.

xv. QRM Criteria — Inclusion of Servicing Standards

Finally, there is another element of the QRM definition that goes well beyond the
mandate and legislative intent of Dodd-Frank for criteria that relate to underwriting and product
features. This is the requirement that the mortgage loan documents contain an undertaking by
the lender to maintain certain servicing policies and procedures. There is no evidence, either in
the legislative history or the language of Dodd-Frank, that Congress intended to include
servicing standards as part of the risk retention mandate. In fact, incorporating servicing
standards into the QRM definition would have the peculiar result of regulating the servicing of
the highest quality borrowers, those with the least risk of encountering servicing issues or
needing loss mitigation, while the bulk of the market, consisting of borrowers with a greater need
for loss mitigation, would be left unregulated. Our issuer and investor members agree that the
inclusion of servicing standards in the QRM definition is inappropriate and should instead be
considered as part of a federal regulatory effort to develop uniform servicing regulations
applicable to all residential mortgage borrowers.

The proposed QRM definition requires the loan documents to include policies and
procedures that 1) require commencement of loss mitigation efforts after 90 days delinquency, 2)
allow for loan modifications if the resulting net present value would be greater than foreclosure
proceeds, 3) address how the lender will service any second lien loan on the same property
(when the lender services both the first and the second lien loan) and 4) include servicing
compensation arrangements that are consistent with the creditor’s commitment to engage in loss
mitigation activities. There must also be an undertaking not to transfer servicing to any servicer
who does not maintain such policies and procedures. We understand and appreciate the
regulatory imperative for national servicing standards that address the above issues and our
members are generally supportive of this effort. But, as noted in the Release, there is a separate
interagency effort among certain Federal regulators to develop national servicing standards that
will apply to all servicers of residential mortgage loans. We believe that this effort should not be
rolled out on a piecemeal basis, and that the QRM definition is not the right time and place for
even a limited preview of these criteria. The key to success for such criteria is that they should
be universal. As proposed in the Release in the form of an additional QRM criterion, these
standards would not apply to loans that are sold to, or securitized by, the GSEs. Due to the
restrictive nature of the QRM criteria, these standards would apply to only a small portion of the
non-GSE market, with that segment being the most creditworthy borrowers, who of course are
the least likely to need loss mitigation. We frankly believe that it is just not good public policy
to apply these nascent and still developing standards to this subset of new originations.
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Another major concern about this criterion is that the requirement to maintain such
servicing standards would be embedded within the loan documentation. We do not understand
why the proposal is to include the requirement in the loan documents, as opposed to simply
having regulations that apply to servicers stating that they must maintain such policies and
procedures. The inclusion of such standards will further complicate the closing process, creating
yet more pages of documents for already overwhelmed borrowers to read and try to understand.
In addition, if the regulators determine in the future that it is appropriate to change the mandated
servicing standards, such standards will either not be able to be applied to existing loans or the
borrowers will need to consent to modifications of their loan documents to reflect the new
servicing standards. It would likely be exceedingly difficult to obtain the consent of borrowers
to such modifications after the closing of their loans.

We believe that compliance with the national servicing standards under development
should be a matter of regulatory compliance only. We note that this is consistent with the recent
efforts undertaken by Congress to regulate the activities of servicers, such as through the
establishment of safe harbors for certain loss mitigation practices in the Helping Families Save
Their Homes Act of 2009. By placing the requirement to maintain such policies and procedures
in the loan documents, this approach invites the borrower to raise as a defense to foreclosure
claims that 1) the servicer’s policies and procedures did not meet the regulatory requirements as
per the covenants in the loan documents, and 2) the servicer failed to comply with its policies
and procedures in servicing the mortgage loan. In America’s litigious environment, such claims,
whether valid or specious, can easily be foreseen. We believe that it would not be good public
policy to effectively grant to borrowers a private right of action to enforce these regulatory
requirements. The Home Affordable Modification Program as well as other loan modifications
were not structured to give the borrower a private right of action. Furthermore, by attaching
these potential defenses in foreclosure to QRMs, but not simultaneously to non-QRMs, this
aspect of the criteria would actually make QRMs more risky than non-QRMs from the investor’s
perspective, which is contrary to the Dodd-Frank mandate. If just one judge in one foreclosure
action ruled that the servicer’s policies and procedures did not comply with the QRM criteria, the
QRM status of all loans serviced by that servicer would be questionable and potentially cause
significant losses to institutional investors. The inclusion of servicing standards in the loan
documentation also raises the moral hazard of enabling unscrupulous borrowers to better
understand the length of time for which they may avoid paying their mortgages without fear of
significant consequences.

As to the specific elements of the required servicing standards, we note that in some cases
it will be burdensome on the borrower to commence loss mitigation at 90 days. The
requirements regarding second liens are very unclear, and do not at all address the key problem
with loss mitigation on a first lien where the second lien is serviced by a different servicer, or on
behalf of different investors. In addition, we do not believe it is appropriate to introduce
requirements relating to servicing compensation in regulations that relate solely to QRMs. If
such requirements are to be developed at all, they should be developed as part of national
standards that apply to all loans. Finally, any requirements for national servicing standards must
contain flexibility for those standards to develop and evolve over time. Given that under Dodd-
Frank, all six regulators would have to affirmatively agree on the need to evolve these servicing
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standards AND to agree on the appropriate evolution of these standards, our members do not
believe that there will be appropriate flexibility in the evolution of these standards.

xvi. The QRM Criteria and the “Qualified Mortgage” Definition

The amendments to TILA enacted by Dodd-Frank provide that a lender may not make a
mortgage loan without first determining that the borrower has the ability to repay that loan, and
provide that such ability to repay shall be deemed to exist if the loan is a “qualified mortgage.”

The Board has published a notice of proposed rulemaking to amend Regulation Z to
implement these amendments to TILA (the “Proposed Ability to Repay Rules”), including a
proposed definition of “qualified mortgage” (“Qualified Mortgage” or “QM”).*® The interplay
between the proposed criteria for QRM, as compared to QM, is quite instructive, particularly as
it relates to the issue of whether there is to be a level playing field between the GSEs and private
label securitization. We note that while the GSEs are effectively exempt from risk retention and
therefore from the restrictions in the QRM criteria, securitizations issued through the GSEs are
not exempt from the restrictions in the QM definition because creditors will be subject to the
Proposed Ability to Repay Rules regardless of whether the loans are securitized.

Under the Proposed Ability to Repay Rules, a creditor is exposed to significant potential
liability if the ability to repay standard is not met. There are two means of complying with this
requirement that are available in most circumstances. First, the requirement can be met under a
general rule that requires consideration and verification of eight different underwriting factors.
Second, the originator can rely on the provisions relating to QM. Since the general rule
contemplates a subjective analysis with no bright line standards for verification, creditors will be
strongly incentivized to rely on the QM provisions in most cases. Under the rules as proposed,
there are 2 alternative QM provisions. One would operate as a safe harbor, while the other would
merely create a rebuttable presumption that the ability to repay standard had been met.

Importantly, under the safe harbor version, the criteria for Qualified Mortgage are limited
to criteria relating to: amortization terms; a cap on total points and fees; verification and
documentation of income and assets; and underwriting at the fully indexed rate (and related
provisions). The Qualified Mortgage definition does not include any criteria relating to the
following, which do figure prominently in the definition of Qualified Residential Mortgage:

e Debt to income ratio
e Loan to value ratio
e Credit history or credit score

While it might be argued that this is not an apples to apples comparison, and that the risk
retention rules are designed to achieve a different objective than the ability to repay rules, we
believe that argument has no merit whatsoever to the extent of those aspects of the QRM
definition which address the borrower’s ability to repay as a factor relevant the risk of default.

*® Board of Governors of the Federal Reserve System, Regulation Z; Truth in Lending, Docket No. R-1417; RIN
No. 7100-AD 75 (April 19, 2011).
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We are not suggesting that the QM and the QRM definitions should be identical.
However, we believe that the absence of reference to debt to income ratio and credit history (or
credit score) in the QM definition supports our arguments set forth in Section xi. a. and c. above
that the debt to income ratio and the credit history criteria in the QRM definition as proposed are
too restrictive. Those elements of the QRM criteria should be made less restrictive, in order to
close the gap between the QRM and the QM definitions in this regard. Otherwise, the effect of
the interplay between these definitions will be to encourage continued reliance on the GSEs
while discouraging private securitization.

xvii. Technical Corrections

A number of provisions in the Proposed Regulations mandate that certain disclosures be
made to potential investors “within a reasonable period of time prior to the sale” of the securities.
We request that, for securities offerings that are registered under the Securities Act, all of these
requirements be harmonized with applicable Securities Act disclosure requirements in terms of
timing. For example, there should be a general provision that states that any such disclosure
requirements to investors may be satisfied by including the required disclosure in the prospectus.
Moreover, there should be an express provision stating that, to the extent any such required
disclosure is not known at the time of pricing because it is dependent on the offering price or the
delivery date, then such information may be omitted from any preliminary prospectus.

We also recommend that the definition of “ABS interest” be revised to add an exclusion
for any REMIC residual interests that are entitled to receive no cash flows, or only nominal cash
flows. In every transaction that uses a REMIC election for federal income tax purposes, there
must be a separate designated class of residual interests. Frequently such class will be “non-
economic”, meaning that it has no entitlement to cash flows, or alternatively that it has only an
entitlement to a nominal payment such as a single $100 payment of principal. The reason such
classes are non-economic is that the residual bears certain federal income tax detriments, in that
it bears certain “excess inclusions” which are treated as taxable income to the holder even though
no cash is distributed. Normally it is desirable to segregate these tax detriments from any class
that is sold to investors. Typically the sponsor will pay a third party to take ownership of such a
residual class, in accordance with IRS restrictions on eligible transferees of such classes. There
is no reason why a sponsor should be required to retain 5% of any such non-economic residual,
however this type of class does not fit clearly into clause (2) of the definition of “ABS interest”
which excludes certain classes which are used for structuring purposes but have no or only
nominal value.

xviii. Hedging, Transfer and Financing Restrictions

Our membership is generally supportive of the hedging, transfer and financing
restrictions set forth in the Proposed Regulations. However, we believe that it is appropriate for
a sponsor to be permitted to hedge, transfer or finance its retained interest free of these
restrictions after a specified period of time has elapsed from the issuance of the ABS. For
RMBS, our issuer members propose that time period be no longer than two years. Issuers
believe that by requiring a sponsor to retain a portion of the credit risk in the underlying assets
for two years, the Congressional goal of promoting sound underwriting practices will clearly be
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met without permanently limiting the liquidity of the retained interest. Sponsors will be
motivated to originate assets with good credit characteristics knowing that they will retain a
portion of the risk of default on those assets for a substantial period of time. This is especially
true since historically the assets underlying ABS transactions are more likely to default early in
their terms, and become less likely to default as they become more seasoned. Our investor
members agree that after a certain time period, permitting issuers to hedge, transfer or finance its
retained interest is appropriate. However, they suggest that this time period be the later of 5
years or when the pool is reduced to 25% of its original principal balance. They believe this
longer time period will ensure that the goals of risk retention are met.

In addition, we are concerned that it may be difficult for large institutions to effectively
monitor compliance with the hedging restrictions across all divisions, departments and affiliates.
The division, department or entity responsible for the securitization transaction may have
entirely different personnel and be far removed, both in terms of internal corporate structure and
geography, from the divisions, departments or affiliated entities that engage in hedging
transactions. Therefore, the possibility exists for the sponsor or an affiliate to inadvertently
violate the hedging restrictions. In order to prevent such unintentional violations from triggering
a breach of the risk retention rules, we propose that the Joint Regulators establish a safe harbor
pursuant to which a sponsor that establishes reasonable procedures to protect against inadvertent
hedging of retained interests would not be deemed to have violated the hedging restrictions in the
event such inadvertent hedging occurs. The establishment of such safe harbor would be entirely
consistent with the goals of the risk retention rules, since sponsors would need to make decisions
regarding the credit quality of the assets being securitized with the assumption that the sponsor
would be retaining a portion of the risk associated with such assets. The potential for inadvertent
hedging would in no way alter that analysis.

We note that the Proposed Regulations would clearly permit hedging of interest rate risk
for retained interests, which we believe to be essential. However, within the section that
describes permitted hedging of interest rate risk, the exclusion of “spread risk, associated with
the ABS interest that is otherwise considered part of the credit risk” is confusing and
unnecessary. Changes in the spread against an interest rate benchmark, as used in valuing any
given asset-backed security, may occur due to a number of factors other than ones that relate to
the perceived credit risk of the security, most notably overall market conditions as they affect
liquidity. In a liquidity crunch, spreads may widen due simply to the lack of bidders, as opposed
to any change in the credit risk of a security. A spread hedge that is not linked to the spread on
the specific security would not necessarily hedge credit risk. For example, if the sponsor is
required to retain as part of a vertical slice 5% of the “AAA” rated class in a given securitization
backed by 30-year prime, fixed rate loans, a hedge against changes in market spreads over a
benchmark for generic 30-year fixed rate loan “AAA” rated RMBS (or an index thereof) would
not act as a hedge against credit risk on the class required to be retained.

We also note the language in the Proposing Release stating that where a sponsor retains a
vertical slice, that any external credit protection, such as an “insurance wrap”, may not benefit
the 5% portion of any tranche retained by the sponsor. We recommend that the rules be revised
to permit external, transaction level credit enhancement as an exception to the prohibition on
hedging. There is no reason to differentiate between internal and external enhancements in this
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regard, and where credit enhancement is provided in a manner internal to the structure (such as
by subordination) there is no requirement (nor should there be) that any 5% portion of a senior
tranche retained by the sponsor should not benefit from the subordination. Moreover, treating
the 5% portion of the tranche retained by the sponsor differently from the portion sold to
investors would undercut efforts to achieve an alignment of interests.

Finally, while we appreciate that the Proposed Regulations would permit financing of
retained interests on a full recourse basis, we are concerned about the commentary in the
Proposing Release to the effect that the sponsor “will have violated the prohibition on transfer” if
the retained interest is taken by the counterparty to the financing transaction, including pursuant
to the exercise of contractual remedies. The lender in any secured financing transaction must be
free to exercise any and all remedies against the collateral in the event of a default by the
borrower. We recommend that these provisions be revised to make clear that where a retained
interest is pledged by a sponsor or consolidated affiliate in a financing transaction on a full
recourse basis, and where the counterparty takes or transfers the retained interest pursuant to the
exercise of remedies following a default by the sponsor or consolidated affiliate, that this will not
be deemed to be a violation of the prohibition on transfer.

B. Auto ABS*
I.  Auto Sponsor Views on Proposed Forms of Risk Retention for Auto ABS

Our motor vehicle sponsor members (the “Auto Sponsors™) strongly believe that a range
of risk retention options should be available for motor vehicle securitizations and are pleased that
the proposed rules would allow them to satisfy the risk retention requirement by (i) holding
vertical exposures; (ii) either holding or cash-funding horizontal exposures; (iii) holding “L-
shaped” exposures; (iv) holding a representative sample of unsecuritized assets; or (v) for
revolving master trust securitizations of automobile floorplan loans, holding a pari passu seller’s
interest. By suggesting a framework where a variety of risk retention options is available to
Auto Sponsors, the proposed rules follow, in part, the recommendations that we made in the ASF
Auto Risk Retention Letter, dated November 22, 2010, in which we outlined both this preference
and proposed structures for certain of these forms of risk retention.

However, the Auto Sponsors have identified major problems with many of the proposed
rules. First and foremost, they are very concerned that the form of risk retention that is almost
universally used today in the motor vehicle securitization market—horizontal exposure—was
proposed in a way that is inconsistent with our suggestions in that prior letter. The horizontal
exposure option will need to be revised and clarified significantly to be a workable option for
motor vehicle securitizations. Cash-funded reserve accounts are also used in most motor vehicle
securitizations and the rules governing that option also need to be modified so that reserve
accounts can continue to be used as a valuable form of risk retention in these transactions.
Representative sampling is a potentially useful form of risk retention for motor vehicle
securitizations, but those proposed rules were also drafted in a way that renders it unattractive to

*" The transactions discussed throughout this section do not include securitizations where the receivables principally
relate to motor vehicles that are medium or heavy duty trucks, truck chassis, buses or trailers, which are generally
classed as equipment securitizations and are discussed in Section F.
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the Auto Sponsors and it is unlikely to be used by the Auto Sponsors or in the motor vehicle
ABS marketplace generally unless they are modified. The Auto Sponsors have also identified
problems with the proposed rules for retaining a seller’s interest that need to be corrected to
make that option usable by those automobile floorplan securitizations that utilize a seller’s
interest. Finally, the Auto Sponsors believe that the proposed rules should be revised to allow
greater flexibility to combine different forms of risk retention, which would achieve the stated
goals of risk retention while reflecting the current structures of their transactions. With these
changes, the Auto Sponsors believe that they would have access to a menu of options that would
achieve the goals of risk retention while also providing the necessary flexibility to ensure that
they are able to fund their loan origination businesses efficiently through the issuance of ABS,
even if the securitization market changes over time.

Before setting forth the Auto Sponsors’ specific proposals, we note that virtually all
motor vehicle securitizers already have substantial involvement with the ABS they issue, by
originating and servicing the collateral that comprises their asset pools and retaining risk
exposure through a subordinated residual interest.** These retained exposures align the Auto
Sponsor’s interests in their securitizations with those of their investors while also providing
substantial credit support for those transactions. The efficacy of the present model cannot be
denied: the Auto Sponsors are unaware of any principal losses or missed interest payments on
their ABS during the past twenty years, including during the recent financial crisis, and no
payment defaults have occurred on any prime automobile retail loan ABS rated by Standard &
Poor’s since they began rating automobile ABS in 1985.

The strength of these alignments and protections is a key reason that the motor vehicle
ABS market is today the most vibrant portion of the United States ABS market.* Because
retaining subordinated residual interests already provides a very strong alignment of interests
between the Auto Sponsors and their ABS investors, the Auto Sponsors are first and foremost
eager to see risk retention rules enacted that permit the continued use of this risk alignment that
is currently employed in nearly every motor vehicle securitization.

If the proposed rules are not revised to recognize the risk alignment that the Auto
Sponsors presently maintain and instead demand additional, expensive risk retention, then the
Auto Sponsors foresee a number of significant, negative impacts. First, the Auto Sponsors
believe that they would become less competitive with banks and both individual consumers and
businesses would face a more constricted credit market, resulting in fewer motor vehicle
financing options and higher costs for purchasing or leasing vehicles. Second, motor vehicle
dealers, which constitute a large number of the nation’s small businesses, would also likely face
constrained and more expensive credit in financing their inventory and assisting their customers
with financing choices. Third, the manufacturers whose sales the Auto Sponsors support may

“8 As described in greater detail in Section B.i.a., below, the subordinated residual interests that the Auto Sponsors
presently retain in their securitizations do not fit squarely within the proposed definition of “eligible horizontal
residual interest.”

*® For the period from January 1, 2009 through May 26, 2011, ABS backed by prime automobile loans, subprime
automobile loans, motorcycle loans, automobile leases and automobile floorplan loans together accounted for 49.4%
of the domestic ABS market, and 55.7% of all consumer ABS issuances. (Source: Asset Backed Alert ABS
Database)
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sell fewer vehicles due to these less favorable conditions for consumers and dealers, which
would harm job growth, investment and the broader economy. Finally, investors will have fewer
investment opportunities in asset classes that have consistently demonstrated their soundness,
even in times of economic distress and market disruption. For all of these reasons we believe
that it is imperative that the risk retention rules be revised to reflect the current state of the motor
vehicle securitization market and to allow the Auto Sponsors to continue to retain risk exposure
to their securitizations in the ways that have been so effective for at least the past two decades.

a. Horizontal Risk Retention: Definition of “Eligible Horizontal Residual
Interest”™

In motor vehicle securitizations, the sponsor or an affiliate® generally retains ownership
of the bottom of the waterfall, or first-loss position, in the transaction by holding an interest that
we refer to in this section as a “subordinated residual interest.” A subordinated residual interest
is an equity ownership or debt interest in an issuing entity that is subordinated to all other
tranches of issued ABS of the related series and that represents the right to receive cashflow at
the most subordinated level of the waterfall. To the extent that on any payment date all other
issued ABS have received all principal and interest payments due to them, all of the issuing
entity’s fees and expenses (e.g., servicer fees) have been paid in full and all of the
securitization’s credit enhancement™ is at the levels that were agreed to at closing, the
subordinated residual interest typically receives any excess payments generated by the asset
pool.

The Auto Sponsors strongly believe that retention of this subordinated residual interest is
highly effective in aligning incentives between securitizers and investors and that allowing
retention of such interests should be a permissible form of horizontal risk retention for motor
vehicle ABS.** However, the subordinated residual interests that Auto Sponsors typically retain
do not satisfy the definition of “eligible horizontal residual interest” that is set forth in the
proposed rules. The Auto Sponsors believe that the final rules should allow risk retention by this
time-tested means and therefore request that the definition be modified so that it could be
satisfied by retention of a subordinated residual interest in a motor vehicle securitization.

%0 In almost all motor vehicle securitizations the residual interests are held throughout the life of the transaction by a
consolidated affiliate of the sponsor, typically the securitization’s “depositor.” In many cases this arrangement is
necessary for the bankruptcy treatment of the securitization that investors and rating agencies demand. Because
transfers to such consolidated affiliates would be permitted at any time pursuant to the Proposed Regulations, we
believe that it would also be appropriate to modify the Proposed Regulations so that any risk retention can initially
be held by those consolidated affiliates as well.

> In the motor vehicle ABS market many transactions feature reserve accounts that are available to fund payments
of certain principal and interest on the ABS and certain senior fees and expenses of the issuing entity and that are
maintained at a specified balance with the securitization’s cashflow. Furthermore, transactions often feature
overcollateralization that is maintained or increased over time by using excess interest collections on the securitized
assets to pay down the principal on the ABS more quickly than principal is collected on the securitized assets.

%2 As described in greater detail in Section _ .2, below, certain Auto Sponsors additionally retain the most
subordinated class or classes of notes issued in a securitization. This provides further exposure to the securitization
and the Auto Sponsors believe that any such retained junior notes should be a permissible component of horizontal
risk retention.
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The historical performance of motor vehicle securitizations illustrates that retention of a
subordinated residual interest in its present form provides an appropriate alignment of interests
between securitizers and investors. If the proposed revisions are not made, virtually all motor
vehicle securitization programs would need to be significantly restructured in order to take
advantage of horizontal risk retention. Requiring restructuring of motor vehicle securitizations
as a cost of horizontal risk retention would only hinder the issuance of motor vehicle ABS and
negatively impact the availability of credit to consumers and businesses. Furthermore, the
restructured securitizations would have far more complex collection and reporting procedures
and cashflow allocation mechanics than today’s securitizations. This added complexity would
make these traditionally sound securitization structures more difficult to establish and maintain
for the Auto Sponsors and more difficult to model and understand.

There are three principal revisions that will need to be made to the proposed rules on
horizontal risk retention to render them usable in motor vehicle securitizations:

1. Loss Allocation: As proposed, clause (1) of the “eligible horizontal residual interest”
definition envisions securitizations where principal losses on the asset pool are explicitly
allocated each period to the most subordinated ABS interest(s) to reduce the par value of
those ABS interest(s). While this feature is commonplace in RMBS transactions and in
many securitizations of automobile floorplan loans (where the subordinated residual
interest is the first ABS interest of a particular series to bear pool-wide losses that are
allocated to that series), motor vehicle loan and lease ABS deals do not have “loss
allocation” mechanisms. The vast majority of these motor vehicle loan and lease ABS
instead treat all collections each period as a single pool of distributable cash, subject to a
single waterfall from which note interest, note principal, swap payments, service-provider
fees, credit enhancement funding and other securitization expenses are paid. To the
extent that there are losses those losses only reduce collections to be distributed, which
may result in non-payment of certain waterfall priorities but do not result in a “write-
down” of any ABS interests.

While a subordinated residual interest is not explicitly allocated losses, by virtue of its
placement at the last position in the waterfall, it is implicitly the first ABS interest in a
motor vehicle securitization to have its distributions reduced or eliminated in a particular
period if there are losses on the asset pool or other cashflow disruptions. For example, if
on a particular payment date $80 was required to pay securitization fees, interest and
principal on the more senior ABS interests and $100 was collected on the pool during the
related collection period, then $20 would be distributed on the subordinated residual
interest that month.>® If only $80 was collected due to higher losses, delinquencies or
any other reason, then the subordinated residual interest would receive no payments that
month but the fees and the more senior ABS would still be paid in full. To the extent that

%% These examples are also illustrative for revolving master trust securitizations of automobile floorplan loans where
the sponsor or its affiliate maintains a residual interest that is subordinated to the ABS interests of a particular series
issued by the master trust. In that case, the $100 in the example represents the portion of collections on the entire
pool that is allocated to that series and the $80 represents the amounts due to the senior ABS holders or service
providers of that particular series. The subordinated residual interest is, therefore, the ABS interest that is entitled to
any remaining amounts allocated to that series.
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the $20 shortfall is a loss and is never collected, the subordinated residual interest will
never be paid that amount and so would have served its function; if all or a portion of it is
collected on a future date, the subordinated residual interest will again only receive a
distribution if sufficient amounts are then available through the waterfall to fund all more
senior payments in the month the amounts are collected. Finally, if only $75 was
collected, then not only would the subordinated residual interest receive no payments that
month but, assuming there was no other source to fund payments (such as a reserve
account), ABS investors or securitization service providers who were entitled to payment
at the most subordinate level(s) would also be underpaid that month (by $5). In this final
case, however, motor vehicle ABS structures provide that the investors or service
providers who were underpaid $5 in the shortfall period would receive those amounts in
full in the next period that excess amounts are available, which would once again reduce
payments to the subordinated residual interest.

So, while the subordinated residual interests in motor vehicle loan and lease ABS
transactions do not have a “par value” that is expressly reduced or “written down” and
there are no separate waterfalls for tracking or allocating principal losses, the transactions
nonetheless ensure that the subordinated residual interests are in the first-loss position.
Clause (1) of the definition of “eligible horizontal residual interest” should therefore
be modified so that it applies only to securitizations that have a loss allocation feature.
Clause (1) should also be modified to state that for revolving master trust
securitizations, the eligible horizontal residual interest must be the first ABS interest to
be allocated losses from that series’ allocated portion of collections on the pool of
securitized assets, rather than on the entire pool of securitized assets.>* If a
securitization lacks an explicit loss allocation feature, then, as discussed in the following
section, clause (2) of the “eligible horizontal residual interest” definition adequately
ensures that the horizontal risk retention is being achieved by the sponsor holding the
first-loss, most subordinated ABS interests.

2. Subordinated Payments: As described above, the subordinated residual interests
presently retained by Auto Sponsors in the vast majority of motor vehicle ABS
transactions do not receive any payments on a payment date unless all more senior ABS
interests, all transaction fees, all swap payments and all credit enhancement have been
paid in full. However, there are also motor vehicle ABS transactions where the sponsor
retains the next-most junior ABS interests. For example, rather than creating three
tranches of ABS interests, two senior classes of notes that are sold to investors plus a
relatively *“thick” subordinated residual interest that the sponsor retains, the sponsor
might split the residual interest and issue four ABS interests: the same two classes of
senior notes (which are again sold to investors) a new, subordinated class of notes that is
retained by the sponsor and the remaining, now smaller, subordinated residual interest
that is also retained by the sponsor.*

> All of our suggested modifications to the text of the proposed rules are consolidated in Exhibit A.
% A sponsor may elect to use this formulation so that it has a readily marketable ABS interest to sell should a market
later develop for it.
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For so long as a sponsor retains each of these subordinated ABS interests, the “eligible
horizontal residual interest” should be comprised of both the subordinated residual
interest (which is entitled to no payments until all transaction fees and expenses and ABS
interests are paid on a given payment date) and the retained junior ABS (which may be
entitled to interest and/or principal on a payment date, but only after every more senior
ABS interest has been fully paid interest and principal, respectively, that it is entitled to
on that date). The Auto Sponsors believe counting retained junior ABS interests is
appropriate since the ratings on the senior ABS interests will ensure that they are
protected notwithstanding the interest rate on the retained junior ABS interests, even if
such rates are above-market, since the rating methodology will require that additional
assets be available to support the timely payment of interest and ultimate payment of
principal on the senior ABS interests. Furthermore, it is unlikely that an Auto Sponsor
would be willing to commit additional assets to a transaction to support above-market
interest rates on a retained junior ABS since this will result in the transaction being less
efficient. The introductory clause of the definition *“eligible horizontal residual
interest” should therefore be modified to refer to “an ABS interest or ABS interests”
and clause (2) should be modified to read “(2) either (a) has the most subordinated
claim to payments of principal of all ABS interests of the same series that are entitled
to receive principal payments on each payment date and has the most subordinated
claim to payments of interest of all ABS interests of the same series that are entitled to
receive interest payments on each payment date or (b) is entitled to payments on each
payment date only after all other ABS interests of the same series have been paid all
principal and interest due on that payment date.”

3. Principal Payments: The third criteria in the definition of “eligible horizontal residual
interest” provides that the ABS interest is not permitted to receive any principal payments
other than a proportionate share of scheduled principal payments collected on the pool.
As described above, this feature is inconsistent with the way both subordinated residual
interests and retained junior bonds currently receive distributions in motor vehicle ABS
and is an unnecessary, inappropriate and uneconomical restriction on those
securitizations.

In motor vehicle ABS the subordinated residual interest may receive distributions on the
securitized assets in any period, so long as the senior ABS interests have all received their
required periodic principal and interest payments, all issuing entity fees and expenses
have been paid and all credit enhancement that is funded or maintained with cashflow
from the securitized assets is at its then-required level. If other junior ABS interests are
held as a portion of the “eligible horizontal residual interest,” they will receive interest
only if all senior ABS interests have been paid 100% of the interest they are then due and
will receive principal only if all senior ABS interests have received 100% of the principal
they are then due. Preventing these ordinary course payments on the “eligible horizontal
residual interest” components when a securitization is fully performing would not serve
any purpose other than to cause the sponsor to retain more credit enhancement within the
securitization than the sponsor, investors, underwriters and rating agencies had previously
determined was needed to protect investors against a multiple of expected losses, and all
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at a time when, rather than experiencing losses or a diminution in credit enhancement, the
securitization was making all required payments and generating excess collections.

Furthermore, other than in securitizations of automobile floorplan loans, motor vehicle
ABS collections are rarely segregated into principal®® and interest collections and applied
in separate waterfalls, as is often the case in RMBS and certain other asset classes, and in
no motor vehicle ABS transactions are principal collections ever segregated into
“scheduled” and “unscheduled” collection pools and waterfalls. Therefore, preventing
excess payments on the subordinated residual interest other than from “scheduled
payments of principal” on the securitized assets would require that motor vehicle ABS
that presently allocate all collections from a single collections pool (or, in the case of
many automobile floorplan loan securitizations, a pool of interest collections and a single
pool of principal collections) instead begin separately tracking and accounting for (1)
interest collections and distributions, (2) “scheduled” principal collections and
distributions and (3) “unscheduled” principal collections and distributions. This would
be wholly inconsistent with reporting and cash application for any motor vehicle ABS
that is in the market today. This would also introduce unnecessary complexity into an
asset class that has always performed and where sponsors and investors have traditionally
relied on remarkably straightforward collection and allocation procedures.

For securitizations where the transaction documents do not have separate allocation
methods for interest, “scheduled” principal and “unscheduled” principal collections, the
rule should instead provide that distributions on the eligible horizontal residual interests
are permitted on any payment date so long as an “allocable share” of the amount by
which the securitization’s asset balance has declined since the closing date has been used
to pay down the more senior ABS interests. While these securitizations may not
expressly provide that principal collections must be allocated in a particular manner that
gives preference to the senior ABS interests, if those investor-held securities have been
paid down by at least their allocable percentage of the decrease in the asset balance then
the rule will achieve the same result. >

We understand the intent of the proposed rule is to restrict the ability to artificially reduce
the amount of risk retained over time. Therefore, after the amount of retained risk is
initially calculated at the start of a deal, we propose a monthly test that ensures the risk
retention is not depleted due to distributions on the residual interest. The test is based on
the decline in trust liabilities as compared to the decline in trust assets. This test does not
alter any of the ABS transaction mechanics, including sequential payment of ABS
interests, the build of credit enhancement over time through targeted overcollateralization
requirements, waterfall priorities of payment, and priority principal payments. It is

% In automobile lease securitizations the securitized assets do not even have amortizing principal balances that could
be tracked in this manner.

% For transactions featuring revolving periods, such as automobile floorplan loan securitizations, even this
restriction on distributions should only be applicable after the related revolving period is over, since prior to that
time neither the pool balance nor the senior ABS interest principal balance will decrease, as principal collections are
instead distributed to the holder of the subordinated residual interest as consideration for its transfer of additional
assets to collateralize the revolving pool.
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simply meant to determine whether any residual cash flows can be released back to the
holder of the residual interest. It also doesn’t guarantee the holder of residual interest
will receive a pro rata share of distributions since the residual interest will bear losses
first. More specifically, we propose that as of each payment date, the servicer would
calculate the cumulative decrease in the sum of the pool balance plus any reserve account
balance that has occurred since closing (i.e., the decrease in the securitization’s asset
balance) and determine whether the aggregate principal balance of the senior ABS
interests (i.e., the issuing entity’s liabilities, other than those constituting the eligible
horizontal residual interest) had been reduced by at least its allocable share of that
decrease since closing. If the test is satisfied then there would be no limitation on
payments on the eligible horizontal residual interest on that payment date; if the test is
not satisfied, then the eligible horizontal residual interest would not get paid until a future
payment date when the senior ABS interests have received their full allocable share of the
cumulative decrease in the securitization’s asset balance as of that future date.

For example, assume that the ABS interests other than the eligible horizontal residual
interest have an initial valuation equal to 93% of the initial pool balance plus the initial
reserve account balance. If the pool balance was initially $98,000,000 but decreased to
$88,000,000 as of the tenth payment date®® and if a reserve account had a balance of
$2,000,000 both at closing and on that payment date, then the relevant test would be
whether at least $9,300,000 had been used to pay down the senior ABS interests as of that
payment date ($9,300,000 = 93% allocable to senior ABS interests * $10,000,000, which
represents the decrease from the initial securitization asset balance of $98,000,000 +
$2,000,000 = $100,000,000 to the subsequent securitization asset balance of $88,000,000
+ $2,000,000 = $90,000,000). If that test is passed then the eligible horizontal residual
interest would be allowed to receive any distributions that otherwise would be paid to it
through the waterfall.

It should be noted that this test is performed using cumulative numbers, so the actual
percentage of the decrease in the securitization’s asset balance that is allocated to
principal payments on the senior ABS interests on any particular payment date does not
matter. This cumulative calculation is crucial because the rate at which senior ABS
interests are paid principal often varies during different phases of a securitization. For
instance, all excess cashflow may be allocated to paying down the most senior
outstanding notes at the outset of the transaction to increase the amount of
overcollateralization, but then once a predetermined level of overcollateralization is
achieved excess cashflow may not otherwise be needed and would be available to pay the
eligible horizontal residual interest. This is appropriate because the residual interest has
received less than its proportionate share in prior periods. Using the figures from the

%8 Note that the pool balance may decrease because principal is collected on the securitized assets or because losses
are realized on the securitized assets. Securitizations typically allocate cash to investor-held ABS interests in order
to maintain a predetermined ratio between the pool balance and the outstanding principal balance of one or more
ABS interests. Therefore, we recognize that it is necessary to confirm that the senior ABS interests have been paid
principal in an amount corresponding to the cumulative decrease in the securitization's asset balance and are not
suggesting a calculation that merely tracks the decrease in the senior ABS interests against some portion of actual
collections on the securitized assets.
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previous example, if an incremental $1,000,000 pool balance decrease occurred in month
11, the relevant test would not be whether the aggregate principal balance of the senior
ABS interests decreased by at least $930,000 that month ($930,000 = 93% * $1,000,000
incremental decrease in the securitization’s asset balance from month 10 to month 11).
Instead, the test would be whether their aggregate principal balance had decreased since
closing by at least $10,230,000 ($10,230,000 = 93% * $11,000,000 cumulative decrease
in the securitization’s asset balance from closing through month 11).

To give effect to these provisions, clause (3) of the “eligible horizontal residual
interest” definition should be modified to read “(3) Until all other ABS interests in the
issuing entity are paid in full, either (a) is not entitled to receive any payments of
principal made on a securitized asset, provided, however, an eligible horizontal
residual interest may receive its current proportionate share of scheduled payments of
principal received on the securitized assets in accordance with the transaction
documents or (b) if the transaction documents do not provide for the separate
collection and distribution of interest, scheduled payments of principal and
unscheduled payments of principal on the securitized assets, is not entitled to receive
payments unless the aggregate percentage decrease in the outstanding principal
balance or securitization value, as applicable, of all related ABS interests that do not
comprise the eligible horizontal residual interest since the closing date is at least equal
to the percentage equivalent of the aggregate decrease in the principal balance or
securitization value, as applicable, of the securitized assets plus the aggregate decrease
(if any) in the amount on deposit in any reserve accounts since the closing date divided
by the sum of the principal balance or securitization value, as applicable, of the
securitized assets as of the cutoff date plus the amount on deposit in any reserve
accounts on the closing date); provided, however, that securitizations that are subject
to clause (b) and feature a revolving period will be subject to this limitation only after
the end of the revolving period for the related ABS interests and then only by reference
to the related series’ designated portion of the aggregate principal balance or
securitization value, as applicable, of the securitized assets.”

b. Horizontal Risk Retention: Valuing the Retained Interest’s “Par Value”

The subordinated residual interests that are typically structured in motor vehicle
securitization transactions (and that the Auto Sponsors believe should qualify for horizontal risk
retention purposes) have neither stated principal amounts nor calculated par values.*® The Auto
Sponsors interpret the proposed rules to allow calculation of the “par value” of these residual
ABS interests according to any reasonable methodology, so long as the material features of the
methodology and the results of the calculation are disclosed to investors in accordance with
subsection (c)(3) of the Horizontal Risk Retention section. We request that this interpretation
be confirmed in the final release.

% To the extent that one or more components of the eligible horizontal residual interest did have a stated principal
amount (e.g., if the most subordinated tranche of ABS interests other than the residual interest were retained by the
sponsor in addition to the residual interest) then presumably the then-outstanding principal amount of that
component would be included as a component of the eligible horizontal residual interest’s value on any date of
determination.
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There are two calculation methodologies that the Auto Sponsors expect will often be used
to value eligible horizontal residual interests in their securitizations. We further request that
these two methodologies be acknowledged as permissible, but non-exclusive, valuation methods
for eligible horizontal residual interests in motor vehicle ABS.

1. Discounted Cashflows Approach: The Auto Sponsors interpret the references in part
(c)(3) of the Horizontal Risk Retention section to “estimated cash flows and the discount
rate used” to calculate the values of ABS interests to imply that an eligible horizontal
residual interest could be valued by determining the discounted present value of future
cashflows on the related ABS interests.®® In this case, components such as the current
amount of overcollateralization and the discounted present value of any expected excess
interest to be received on the residual interest would be included in the calculated value.
So long as an Auto Sponsor discloses the components that it used to calculate the residual
interest’s value, the rate at which it discounted amounts expected to be received on the
residual interest on future dates, the pool prepayment and loss assumptions that were
utilized and similar characteristics and other material assumptions that were used to
calculate the value, determining an eligible horizontal residual interest’s value in this
manner should be permissible. We point out that in virtually every auto retail loan ABS
transaction, excess spread has been more than sufficient to absorb all losses on the
securitized assets®’ and, therefore, excess spread should be fully considered in the
discounted cash flow calculation. This is especially true when compared to a vertical
slice retained by a sponsor which would share losses with investors and only absorb 5%
of losses. We request that the final release state that calculating the value of a
horizontal residual interest using a “discounted cashflows” approach is permissible.

2. Balance Sheet Approach: Because the proposed rules do not indicate whether an
eligible horizontal residual interest must be valued using the discounted cashflows
methodology, it appears that it would also be permissible for an Auto Sponsor to value a
residual interest as the difference between an issuing entity’s assets (i.e., the value of the
securitized assets) and its liabilities (i.e., the par value of all other ABS interests). If this
is permitted, it would be appropriate in certain cases for Auto Sponsors to value certain
securitized assets other than at their stated value. For example, in automobile lease
securitizations a “securitization value” (or similarly defined term) is calculated for each
lease that represents the discounted values of both the anticipated payments under the
lease agreement and the residual value of the leased vehicle that is assumed to be realized
at the end of the lease term. As with a discounted cashflow approach, so long as a
sponsor fully discloses the manner in which it valued the issuing entity’s assets and
liabilities for purposes of determining the residual interest’s value, including any
prepayment and loss assumptions, asset valuation methodologies, and similar
characteristics, this should be a permissible manner of calculation. We request that the

% The Auto Sponsors also note that this methodology is consistent with the presentation entitled “Federal Reserve
Bank of New York: Understanding Premium Capture” (Adam B. Ashcraft, 7 April 2011), which references the use
of a discounted cashflows approach to value an eligible horizontal residual interest.

®1 See Chart 1 of “Not All Risk Retention Options are Created Equal for US Nonrevolving Consumer ABS”, May 3,
2011. Available at: http://www.americansecuritization.com/uploadedFiles/SP_Risk Retention_5-3-2011.pdf .
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final release state that calculating the value of an eligible horizontal residual interest
using a “balance sheet”” approach is permissible.

c. Reserve Accounts

As described below under “*Blended’ Risk Retention,” the Auto Sponsors are in favor of
allowing sponsors to hold a combination of exposures to satisfy the risk retention obligations.
To facilitate this, they request that cash that is in a securitization’s reserve account and that is
available to fund shortfalls in payments on the ABS interests should be a permissible form of risk
retention, distinct from Horizontal Risk Retention. We request, therefore, that Section __ .5(b)
be set forth as a separate Section __ .5A that permits a reserve account to be established to
satisfy the risk retention requirements.

In order to ensure that the reserve accounts that are currently maintained in motor vehicle
securitizations are permissible forms of risk retention, there are three additional revisions that
should be made.

1. Master Trusts: The language in Section __ .5(b) does not contemplate a reserve
account that is established to support a single series issued by a master trust. The Auto
Sponsors’ automobile floorplan loan securitizations commonly feature reserve accounts
that are available only to fund shortfalls in a particular series of ABS interests issued by
the master trust. The language we have set forth in Annex __ for a stand-alone Section
____.bAregarding reserve accounts permits sponsors to count reserve accounts that are
established in connection with the issuance of a particular series from a master trust as
risk retention for that series.

2. Investments: Section __ .5(b)(2) provides a very limited number of permitted
investments for funds in reserve accounts. Additionally, Section __.5(b)(2) would allow
the investment of reserve account funds in longer-term investments, which is currently
not permitted in motor vehicle securitizations where monthly payment dates are the norm
and a longer-term investment would expose the securitization to the risk of loss on the
investment if an earlier liquidation was needed so that the funds could be used to make
required payments. In all motor vehicle securitizations that the Auto Sponsors are aware
of, amounts in a reserve account may be invested in similar short-term, highly rated
investments to amounts on deposit in the collection account and other trust accounts.
The Auto Sponsors request that amounts in a reserve account should be allowed to be
invested according to investment criteria that are at least as stringent as those for all
other accounts in the securitization.

3. Releases to the Sponsor: The Auto Sponsors appreciate that the proposed rules
acknowledge that in many securitizations investment returns on reserve account deposits
are released to a sponsor. However, we do not believe that the additional provisions
regarding releases from a reserve account are necessary. As described further below, we
believe that Section _ .14, relating to hedging and transfer limitations, already prevents
releases from a reserve account maintained to satisfy risk retention requirements (other
than to fund required shortfalls on the ABS) that would cause its value to decrease below
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the mandated levels. The Auto Sponsors therefore request that the provisions set forth
in Section ___.5(b)(3)(ii)(A) be deleted.

d. Representative Sample

An Auto Sponsor selects the pools to collateralize its motor vehicle ABS from the portion
of its portfolio that meets the prescribed securitization pool criteria, with no adverse selection
permitted. The other receivables that remain unsecuritized after a pool is selected typically were
originated using substantially the same underwriting criteria as the securitized receivables and
then remain unsecuritized, at least temporarily, and are financed wholly by the Auto Sponsor.
Furthermore, many Auto Sponsors maintain a significant portfolio of unsecuritized receivables at
all times. For these reasons, the Auto Sponsors appreciate the option to meet their risk retention
requirements by holding a representative sample of receivables (an “Unsecuritized Pool™).
However, the proposed Unsecuritized Pool rules are unnecessarily complex and burdensome
and, in their present form, would not be utilized in the motor vehicle ABS markets.

Achieving the goal of aligning an Auto Sponsor’s exposure with its investors’ could be
achieved through much less burdensome methods than those included in the proposed rules.
Rather than mandating the manner in which the Unsecuritized Pool is constructed, the rules
instead should only require that the Unsecuritized Pool be selected at the same time that the
securitization’s asset pool is selected from the same pool of assets, utilize the same selection
criteria and allow no adverse selection. The proposed rules are inconsistent with random
selection techniques. The proposed rules as drafted are too difficult to administer and could
require multiple samplings to test whether the representative sample is equivalent in all material
respects to the ABS pool. An assessment at the time that the respective pools are selected that
they represent “equivalent risks” is also appropriate, but there must be a specified list of criteria
for which this test should be performed, rather than demanding equivalence for “each material
characteristic” whether “quantitative” or “categorical.” The Auto Sponsors propose that the
material characteristics to be compared are FICO score, outstanding principal balance and
remaining term.

Requiring that an Auto Sponsor identify an Unsecuritized Pool based on these revised
criteria, perform the testing described above, maintain the assets unsecuritized for the life of the
related ABS transaction and service them in the same manner as the securitized assets are
serviced are all appropriate conditions that ensure that the selection process was proper, will be
respected on an ongoing basis and will expose the Auto Sponsor to a risk that is analogous to
exposure to the related ABS.

However, the further requirements set forth in the Unsecuritized Pool proposal—
demanding an agreed upon procedures report on the selection process, policies and procedures,
testing and maintaining procedures at the time of the ABS sale and requiring monthly testing and
reporting of the performance of the Unsecuritized Pool for comparison against the ABS pool—
are unnecessarily costly and time consuming. These additional requirements would drive Auto
Sponsors away from ever using this method because it would essentially require that they hold
Unsecuritized Pools, unhedged and wholly at their own expense, while simultaneously assuming
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the most onerous ongoing costs of a securitization with respect to those assets. These
requirements should be deleted from the proposed rules.

In addition, the requirement that the “individuals responsible for servicing the assets” in
the Unsecuritized Pool and the ABS pool be unable to “determine whether an asset is owned or
held by the sponsor or owned or held by the issuing entity” is unworkable. As noted above, the
Auto Sponsors agree with the requirement that the assets in the Unsecuritized Pool and the
Unsecuritized Pool should be serviced “under the same contractual standards” and thus with the
same level of care and attention. However, as currently drafted this provision would not allow
for cash flows from the receivables to be directed to the proper recipients. Cash flows for the
receivables must be sent to either the sponsor or the securitization accounts for further
distribution to the ABS deal parties. At the very least, this provision must be clarified to limit its
applicability to servicing personnel involved in the collection process with obligors.

e. Seller’s Interest

The Auto Sponsors are generally in favor of the proposed provisions regarding the use of
the seller’s interest as an appropriate form of risk retention for revolving asset master trusts.
However, to accommodate the structure of the seller’s interest in a typical automobile floorplan
loan securitization, the Auto Sponsors request that the provisions of Section __ .7 regarding
revolving asset master trusts and the related definitions be revised as follows.

1. General Requirement Section __.7(a): Section __.7(a) of the proposed rules requires
that “the sponsor retains a seller’s interest of not less than five percent of the unpaid
principal balance of all the assets owned or held by the issuing entity.” In a typical
automobile floorplan loan securitization, it is the depositor and not the sponsor that holds
the seller’s interest. In most automobile floorplan master trusts it would be very difficult
to restructure the seller’s interest so that it could be transferred to and held by the
sponsor. In addition, revolving asset master trusts often hold assets far in excess of the
amount required to collateralize the outstanding investor interests and the master trust
may hold assets other than its interests in the automobile floorplan loans. In particular,
the master trust may hold cash collateral, reserve, collection and other accounts. Funds in
these accounts are generally invested in short-term, highly rated investments. The Auto
Sponsors do not believe that it is necessary or appropriate to include these assets when
calculating the required amount of risk retention. Therefore, the Auto Sponsors believe
that in Section __.7(a) the phrase “the sponsor” should be replaced with “the
depositor” and the phrase “the unpaid principal balance of all assets” should be
replaced with the phrase “the outstanding principal balance of the investor interests.”

2. General Requirement Section __.7(a)(2): Section _ .7(a)(2) as proposed requires that
all of the securitized assets of the revolving asset master trust be *“loans or other
extensions of credit that arise under revolving accounts.” In a typical automobile
floorplan loan securitization, the assets held by the issuing master trust may be interests
in such loans or extensions of credit, such as participation interests, or a certificate or
other interest in a trust holding such loans or extensions of credit. In addition, some of
these loans may not be “accounts” as that term is commonly used. Therefore, in order to
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encompass the types of assets and structures commonly in place in existing automobile
floorplan loan securitization transactions, the Auto Sponsors request that Section
__.7(a)(2)be revised to read as follows: “(2) All of the securitized assets are loans or
other extensions of credit that arise under revolving accounts or financing
arrangements, or participation or other interests therein, including collateral
certificates or similar interests in a trust or other entity that holds such assets.”

3. Section .2 Definition of Securitized Asset: Clause (2) of the definition of
securitized asset includes all assets that “[collateralize] the ABS interests issued by the
issuing entity.” It is typical in an automobile floorplan loan securitization that
receivables that are not eligible to collateralize the investor interests are transferred to the
master trust because they arise under the applicable accounts. Because these receivables
do not serve as collateral for the investor interests and these receivables are not allocated
to the investor interests, these assets should not be included in calculating the amount of
required risk retention and should be excluded from the definition of securitized assets.
Therefore, the Auto Sponsors believe that clause (2) of the definition of securitized
assets should be revised to read as follows: “(2) Collateralizes the investor interests
issued by the issuing entity.”

4. Section .2 Definition of Seller’s Interest: The Auto Sponsors have several
comments to the definition of seller’s interest. First, the definition requires that the
seller’s interest be “an ABS interest.” However, in many automobile floorplan loan
securitizations the seller’s interest is not a single interest, but rather a group of different
rights to which the holder is entitled under the transaction documents. Although there
may be interests retained by the depositor that meet the proposed requirements, the
definition suggests that those rights need to be part of a single interest. Creating such an
interest would in many instances require restructuring and amendment of the existing
transactions, which may be difficult or even impossible. Therefore, the Auto Sponsors
request that the phrase “an ABS interest” in the beginning of the definition of seller’s
interest be replaced with “an ABS interest, ABS interests or portions thereof.”

Second, clause (1) of the definition requires that such interest be “(1) In all of the assets
that: (i) Are owned or held by the issuing entity; and (ii) Do not collateralize any other
ABS interests issued by the issuing entity.” As previously stated, the issuing entity may
own an indirect interest in the securitized assets, such as a collateral certificate, rather
than the receivables, and the issuing entity may own assets in addition to the securitized
assets, such as reserve, collection, distribution or other accounts, interest rate swaps, and
other forms of credit enhancement. The seller’s interest may not benefit from these
assets, as some of them may be only for the benefit of the investors or other parties. The
seller’s interest should only be required to relate to the securitized assets and should
exclude assets that collateralize only a specified class or series of ABS interests, such as
interest rate swaps or other enhancements. Therefore, the Auto Sponsors request that
Clause (1) be revised to read as follows: “(1) In the securitized assets owned or held by
the issuing entity other than those that collateralize other specified ABS interests
issued by the issuing entity.”
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Third, Clause (2) requires that the seller’s interest be pari passu with “all other ABS
interests” issued by the issuing entity with respect to the allocation of “all payments and
losses.” Because the definition of ABS interest is quite expansive, it includes any type of
interest, more than just the investor interests, which should be the focus of this
requirement. It is typical in an automobile floorplan loan securitization that a series of
ABS interests contain multiple classes which may not be pari passu with each other,
much less pari passu with the seller’s interest. The appropriate comparison should be
between the allocations made to the seller’s interest and the allocations made to each
series of ABS interests as a group, allowing the allocation to be split among the ABS
interests in the series as is provided in the transaction documents. In addition, there are
times other than an early amortization period where the seller’s interest may be
subordinate to the investor interests, such as during a normal amortization period or an
accumulation period. Therefore, the Auto Sponsors believe that the Clause (2) should
be revised such that the seller interest is “pari passu or subordinate to each series of
investor interests.”

Finally, existing Clause (2) requires that it is “all payments and losses” that must be
allocated on a pari passu basis. The Auto Sponsors would like to clarify that it is
collections and losses on the securitized assets that must be so allocated on a pari passu
basis, not payments on the ABS interests, and suggest that the phase “all payments and
losses” be replaced with “all collections and losses with respect to the securitized
assets.”

f. “Blended” Risk Retention

The Auto Sponsors note that the proposed rule allowing “L-shaped” risk retention (i.e., a
combination of a vertical slice and a horizontal slice in a prescribed, 50%/50% ratio)
acknowledges that it is possible to “mix and match” different forms of risk retention while still
ensuring that, in the aggregate, exposures are held by the sponsor that equal at least 5% of the
ABS interests issued in the securitization. There is no reason that the final rules should not allow
risk retention to be held in any combination of a retained “vertical slice,” a retained “horizontal
slice,” one or more reserve accounts, an unsecuritized pool and, for revolving master trust
securitizations of automobile floorplan loans, a seller’s interest, so long as, in the aggregate, the
exposures that are held reflect an aggregate retained risk exposure of at least 5%.%

Allowing this type of flexibility would ensure that sponsors are not required to retain
more exposure to their securitizations than the rule intended. For instance, because the Auto

%2 The proposal suggests that an L-shaped interest is an especially useful form of blended risk retention for two
reasons. First, the even split is said to ensure that each form of risk retention is “large enough to affect the sponsor’s
incentives.” However, the Auto Sponsors do not believe, and are unaware of any studies or evidence that suggest,
that their incentives would be diluted in any way if their retained exposures took on other forms or if certain of the
exposures were relatively small. Second, the proposal predicts that this particular allocation “should assist investors
and the [Joint Regulators] with monitoring compliance.” However, the Auto Sponsors do not believe that properly
disclosed blended risk retentions with different components would be confusing to the Joint Regulators or investors.
Furthermore, the 50-50 split represented by L-shaped retention only exists at one point in time; after closing, when
the transaction begins to pay down, the two pieces will be reduced at different rates and any perceived benefit from
the even allocation will disappear.



ASF Risk Retention Letter to Joint Regulators
June 10, 2011
Page 86

Sponsors have, for decades, traditionally retained 100% of the subordinated residual interests in
their securitizations, they anticipate that investors will continue to expect them to hold those
interests. Additionally, many of the Auto Sponsors have noted that they prefer to retain the
subordinated residual interests so that they can maintain ongoing exposure to their originated
assets. Regardless, even if they wished to sell, resecuritize or otherwise “cash out” these
subordinated residual interests, there is not a significant market for them to do so efficiently.

If an Auto Sponsor that is going to retain a subordinated residual interest finds that the
interest is only “valued” at 4.5% of the par value of all ABS interests, then according to the
proposed rules the Auto Sponsor would have to choose among a menu of inefficient options to
achieve its required level of risk retention. Such a sponsor could transfer additional eligible
assets to the asset pool without issuing any additional ABS interests to investors. This would
enhance the value of the subordinated residual interest, but only by adding assets that provide
credit enhancement that is otherwise unnecessary to support the securitization’s expected losses
and cashflow demands. Alternatively, if the Auto Sponsor does not have additional eligible
assets to contribute, the least inefficient way for it to meet its risk retention requirements under
the proposed rules would be to also hold a 2.5% vertical slice of the securitization, which is the
minimum amount it would have to hold to satisfy the “L-shaped” risk retention requirement but
results in approximately 7.0% risk retention.

A more logical solution would be to allow a sponsor to fund a reserve account to make up
the 0.5% shortfall, or to allow it to construct a similarly sized unsecuritized pool under the
representative sampling section. We propose that the rules be revised to allow this by modifying
the section regarding “L-shaped” risk retention to cover “Combined Risk Retention.” General
requirement: At the closing of the securitization transaction, the sum of (i) if the sponsor
retains an interest in each class of ABS interests in the issuing entity, the percentage interest
in any class so retained multiplied by the face value or, if applicable, the calculated value of
each such ABS interest; provided, that the percentage interest for any class may be no greater
than the lowest percentage interest retained in any other ABS interest that is subordinate in its
right to receive payments of principal to such class’s right to receive payments of principal and
in its right to receive payments of interest to such class’s right to receive payments of
interest®, (ii) if the sponsor retains an eligible horizontal residual interest, the calculated
value of that interest minus the calculated value of that portion of the eligible horizontal
residual interest retained pursuant to clause (i)**, (iii) if the sponsor establishes a reserve
account, the amount on deposit in the reserve account (without duplication of any amount
included in the calculated value of an eligible horizontal residual interest pursuant to clause

® The proviso ensures that if the sponsor retains varying percentages of ABS interests rather than, say, a fixed five
percent of each tranche, then it would receive credit for its “vertical slice” of a more senor tranche only to the extent
that it holds at least the same percentage interest of each tranche that is subordinate to it. This avoids the situation
where a sponsor might attempt to hold a “vertical exposure” that was disproportionately comprised of more senior
tranches but would allow full credit for a “bottom-heavy” retention where a sponsor retained a greater percentage of
the more subordinated tranches. For example, a sponsor holding 5% of senior notes and 4% of junior notes (top-
heavy) would not be allowed to count the incremental 1% holding of the senior notes as retained exposure but a
sponsor holding 4% of senior notes and 5% of junior notes (bottom-heavy) could count the full amount of each
towards its retention requirement.

® This formulation ensures that a sponsor may not “double-count” a retained eligible horizontal residual interest.
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(i1)), (iv) if the sponsor retains a seller’s interest, the percentage of the collections on the assets
that is allocated at closing to the related series multiplied by the principal balance of the
seller’s interest, and (v) if the sponsor establishes a representative sample pool, the aggregate
unpaid principal balance or securitization value, as applicable, of the assets in such pool,
equals not less than 5% of the aggregate ABS interests in the issuing entity.”

g. Maintaining the Retained Exposures

As described above, the Auto Sponsors interpret the risk retention rules as intending to
require a sponsor to maintain a fixed percentage of exposure to a securitization over time rather
than a fixed amount of exposure. By way of example, if a sponsor initially retained $5 of risk
against $100 of ABS interests issued at closing, and if those ABS interests had amortized to $50
without any losses being incurred, the sponsor would be able to hedge, sell or otherwise dispose
of half of its retained risk to maintain its 5% level of exposure and would not be required to
maintain the full original exposure that now represents 10% of the ABS interests. The vertical
exposure rules already implicitly allow and provide for this “pay down” of exposures to maintain
a fixed percentage but the other permissible forms of exposure do not necessarily decrease at the
same rate as the securitization’s aggregate ABS interests.

We therefore request that a subsection be added to “Hedging, transfer and financing
prohibitions” to clarify that it is permissible to transfer, hedge or otherwise eliminate a sponsor’s
exposure over time so long as exposures representing at least 5% of the par value of all
outstanding ABS interests are still retained. The following clause should be added to Section
___ .14 *(f) Permissible Transactions. Nothing in this section ___ .14 prohibits a retaining
sponsor from taking any actions with respect to any ABS interests or other assets, including
ABS interests or other assets that it previously retained to comply with subpart B of this part
with respect to a securitization transaction, if following such actions the sponsor will continue
to retain ABS interests and/or assets pursuant to subpart B of this part in respect of the related
securitization that are not subject to hedging arrangements prohibited by clause (b) or clause
(c) or non-recourse financing prohibited by clause (e) and are in an aggregate amount that is
at least equal to 5% of the par value of all outstanding ABS interests issued by the related
issuing entity.”

ii.  Auto Sponsor Views on Qualifying Automobile Adjustment

The Auto Sponsors are continuing to develop their comments on the proposal for
securitizations of Qualifying Automobile Loans. We will submit a second comment letter setting
forth suggested revisions to that proposal during the extended comment period.

iii.  Auto Investor Views on Proposed Forms of Risk Retention for Auto ABS

Our auto investors generally agree with the Auto Sponsors’ description of auto ABS and
their discussion of the asset class’ solid historical performance. Auto investors believe that the
sequential pay structure currently employed in auto ABS transactions has generally aligned
incentives in an effective manner and the deals have performed as expected for many years.
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Auto investors agree with Auto Sponsors that they are not aware of any Auto Sponsored deal that
resulted in losses on the issued ABS.®

Despite this strong performance, our auto investors are supportive of the Joint
Regulators’ proposals to require risk retention in auto ABS transactions. They acknowledge that,
as drafted, the Proposed Regulations would force the Auto Sponsors to change their
securitization structures to comply. However, auto investors have concerns with certain of the
views and proposals set forth by the Auto Sponsors in the above section. Ultimately, the auto
investors believe that the final risk retention rule should attempt to provide an appropriate
alignment of incentives between issuers and investors, while still permitting a healthy
securitization market. Auto investors stress that regardless of the form of the final risk retention
rules, they will continue to evaluate each transaction on its own merits.

a. Definition of the Eligible Horizontal Residual Interest

In “Horizontal Risk Retention: Definition of ‘Eligible Horizontal Residual Interest™”
above, the Auto Sponsors list three principal revisions that they would like to see made to the
Proposed Regulations. First, Auto Sponsors would like the Proposed Regulations to account for
transactions that do not have a loss allocation feature. For the reasons set forth in that section,
investors agree that this is an appropriate revision.

Second, Auto Sponsors would like the ability to retain a subordinate note that is senior to
the residual interest should the residual interest itself not equal the 5% retention. Investors agree
that this proposal may make sense for certain transactions, but they believe that limitations
would have to be placed on the subordinate note so that the purposes of the Proposed
Regulations are met. Investors believe that retained risk should be structured more closely to
resemble an equity interest in the transaction such that payments are only made after all required
payments are made on the more senior obligations. This treatment may not be achieved under
the Auto Sponsors’ proposal, as an issuer who retained a subordinate tranche would receive
interest payments prior to principal being paid on the more senior notes. This interest coupon
would have the effect of reducing a sponsor’s net economic exposure to the transaction, as it
would receive cash on every distribution date regardless of whether there was enough cash to
pay principal on the other outstanding notes.

If an Auto Sponsor wants to retain a subordinate note as part of its risk retention,
investors suggest that such retained note be purchased at a fair market price and be locked out
from receiving any principal until all senior notes have been paid in full. If the retained
subordinate note was structured to receive interest prior to principal being paid on the more
senior notes, investors would want to be sure that the subordinate note only received a market-
level coupon. In addition, investors believe that reserve accounts should be replenished and any
target overcollateralization (“OC”) contained in the transaction should be met before payments
are made on the subordinate note. Effectively, the risk retained in the form of a subordinate note
and residual interest should be viewed as one lump sum, to be paid after all liabilities, reserve

% However, investors would like to note that there were a few instances in the past where a transaction’s
performance began to deteriorate and the issuer had to provide support to the transaction to stave off any potential
downgrades.
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accounts and OC targets are met. The subordinate note retained by the Auto Sponsor should
only be senior in payment priority to the horizontal residual interest.

Third, Auto Sponsors have proposed an alternative to the Proposed Regulation’s
requirement that the eligible horizontal residual interest be locked out of any unscheduled
payments, presumably to prevent the residual interest from being amortized below its threshold.
Investors agree that auto securitizations do not currently split principal payments into scheduled
and unscheduled payments, and acknowledge that to do so would require changes to the Auto
Sponsor’s securitization structures. The Auto Sponsors’ alternative proposal would permit
distributions on the eligible horizontal residual interest on any payment date so long as an
“allocable share” of the amount by which the asset and reserve account balance has declined
since the closing date has been used to pay down the more senior ABS interests.®® The auto
investors understand that the Auto Sponsors believe that this proposal would enable them to
comply with the regulation while continuing to use their current auto ABS structures, which
require replenishing reserve accounts and meeting OC targets prior to paying any cash to the
residual. This has the effect of growing the credit enhancement over time, a feature that has been
common in auto securitizations for many years.

Auto investors acknowledge that the Auto Sponsors have indicated that they do not
intend to change their current auto ABS structures. They further acknowledge that the “allocable
share” test has been proposed by the sponsors as an alternative to the lockout of unscheduled
payments contained in the Proposed Regulations. However, the proposed test would also
accommodate structures that auto investors find less desirable, ones that would effectively permit
pro rata cash payments to the residual interest and result in less growth to credit enhancement.
That being said, auto investors acknowledge that a certain amount of flexibility in the regulation
will be necessary for innovation and to respond to changing market conditions. Incorporating a
very restrictive transaction feature in a regulation that will be very difficult to amend could be
detrimental over the long term. On the other hand, there is always concern that the market could
conform to the regulation over time, because the regulation may, unfortunately, give some
market participants a sense of security.®” Auto investors do not believe that relying on the rating
agencies (especially new rating agencies with less experience) to “police” the use of certain
structures is appropriate. For this reason, our investor members believe a market-based concept,
such as a credit enhancement or overcollateralization target, should be incorporated into the
regulation to help alleviate this concern. As such, to preserve flexibility while also generally
meeting the goals of the risk retention requirement, the auto investors are supportive of the pro
rata test proposed by the Auto Sponsors, but would suggest including the additional requirement

% However, investors would modify the balance used to calculate the allocable share, which the Auto Sponsors’
propose to be the sum of the pool balance and any reserve account. Investors do not believe that reserve accounts
should be included in this calculation because it may result in the pool balance reducing to zero while the ABS
interests are still outstanding. This would effectively turn a reserve account, which has traditionally been used as
enhancement in auto securitizations, into required collateral needed to fully amortize the ABS interests. While auto
investors would be able to model this type of scenario, and ultimately price such a transaction, they do not believe
this is an optimal result for securitization, as payments on the notes (absent losses) should be dependent upon the
collateral, not a reserve account funded by the sponsor.

%7 In fact, investors would be very interested to see how past transactions, especially ones during the financial crisis,
would have held up if deals were structured to mirror the Auto Sponsor’s proposed change to the regulation.
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that no payments can be made on the residual interest unless any waterfall-funded credit
enhancement target set forth in the transaction documents has been met.

Combined, this proposal would generally meet the goals of the Proposed Regulations and
permit Auto Sponsors to continue the current model of auto securitizations without locking in an
overly restrictive structure that potentially might, or should, evolve over time.

b. Horizontal Risk Retention: Valuing the Retained Interest’s “Par Value”

Under their “Discounted Cashflows Approach,” the Auto Sponsors have proposed that
the par value of the eligible horizontal residual interest be able to be calculated using an expected
amount of excess spread. Our auto investor members have general concerns about incorporating
the value of excess spread into the 5% required to be retained for the residual interest. These
concerns stem from the fact that aggressive or simply faulty assumptions may be used in
calculating the discounted cashflows necessary to value the excess spread. This could lead to an
overstatement of the amount of excess interest expected to be generated, and therefore overstate
the ultimate risk retained by the sponsor.®® Additionally, given the large amount of excess
spread generated in a nonprime auto deal, a nonprime issuer would be able to fund even more of
the risk retention requirement than a prime issuer through excess spread. Auto investors believe
it would be far more simple and straightforward to calculate the eligible horizontal residual
interest based on the par or face amount of the collateral at issuance.®® Investors believe that
current subprime Auto Sponsors would not have a problem meeting such a requirement.

However, the auto investors acknowledge that this requirement would be burdensome for
prime Auto Sponsors, most of whom hold considerably less than a 5% face amount in the current
market and may not find securitization to be economical if such retention were required. In fact,
an unattractive consequence of requiring a 5% face amount may be an auto securitization market
consisting of only nonprime issuers. For this reason, investors believe it would be appropriate
for prime auto securitizations to allow excess spread to account for certain of the 5%, as long as
a face amount accounted for at least half of the retention.”® Investors suggest that transactions
meeting specified criteria on a pool or loan-level basis could qualify as “prime.” A key
consideration for a pool-based approach would be to prevent the inclusion of riskier, higher
yielding assets in the pool while still maintaining aggregate criteria that indicate a higher quality
pool (a concept known as “barbelling”). Some investors are so concerned with “barbelling,” that
they would prefer the prime designation to be made on an asset-by-asset basis. Finally, investors
note that if the Joint Regulators have further concerns about funding a portion of risk retention
with future excess spread, the final regulation could lockout the eligible horizontal residual
interest from receiving any cashflow until its par value or face amount had increased to 5%.

% While investors acknowledge that market forces should, in principle, penalize issuers who fail to accurately value
their expected excess spread, they wonder whether the regulation should include “teeth” to reinforce incentives for
accurate valuations by issuers.

% Residual interests in auto ABS transactions generally do not have a true par value or face amount. In referencing
those terms, auto investors are referring to 5% of the face amount of the hard collateral at issuance.

" Another option may be to permit the sponsor to sell or hedge a portion of its retained residual interest position
after a period of time (possibly 24 or 36 months).
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Some auto investors also have concerns with valuing the eligible horizontal residual
interest using the “Balance Sheet Approach” proposed by Auto Sponsors. Under the balance
sheet approach, the value of the residual interest would be calculated as the value of the assets
over the par value of all other ABS interests. Investors are concerned that such a calculation
would include the entire yield supplement overcollateralization amount, which is used in
transactions with negative excess spread. Negative excess spread occurs when loans have an
“APR” that is less than the weighted average coupon (plus expenses) paid on the notes.
Investors view the vast majority of the yield supplement overcollateralization amount as
necessary to service the notes and not true OC, as it is sized to cover known expenses and
liabilities of the trust rather than unexpected losses.

c. Reserve Accounts

The Auto Sponsors propose that the 5% risk retention requirement also be permitted to be
met by retaining a combination of a residual interest and a reserve account, if the residual interest
does not amount to 5% on its own. Auto investors believe that this would be appropriate for
non-declining reserve accounts and support this proposal (subject to the concerns outlined in
footnote 65 above).

d. Vertical Slice and L-Shaped Retention

Some of our investor members also see vertical risk retention as a workable option for auto ABS
and favor the simplicity of the approach. A vertical slice would eliminate the complexity of
trying to predict excess spread for purposes of valuing the retention. It also eliminates concerns
about when certain payments are made to a retained residual and at what times. Still, other
investors continue to favor the horizontal risk retention that has traditionally been held in auto
securitizations, mainly because of the high concentration of losses to which it is exposed.
Finally, other investors may desire that the sponsor be exposed to both vertical and horizontal
retention in the form of an “L-Shaped” retention.

e. Representative Sample

Our auto investor members oppose any representative or random sample form of risk
retention because they believe it will be impossible to ensure that the sample of loans selected is
in fact random or that it adequately represents the overall credit risk of the loans that are
securitized. Furthermore, the requirement in the Proposed Regulations that the sample pool be
representative based on material characteristics creates a natural tension with the requirement
that the selection process for the pool be random. Investors believe the proposed concept is
flawed and is likely to be ineffective in practice while creating incentives for adverse selection.
However, investors would be supportive of a true participation interest where 5% of each
individual loan is retained by the sponsor, which would ensure that the retention is representative
of the securitized pool.
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iv.  Auto Investor Views on Qualifying Automobile Adjustment

As is the case with our Auto Sponsor members, our auto investor members have not developed
final views on a particular approach for Qualifying Automobile Loans and intend to provide
detailed comments in a forthcoming response letter dedicated specifically to that proposal.

C. Asset-Backed Commercial Paper Conduits
i. Introduction

ABCP has for nearly 30 years been a vital source of low-cost working capital for
businesses of all kinds both in the United States and globally, from industrial companies to
finance and service companies to governmental entities. Assets funded through these vehicles
include auto loans, commercial loans, trade receivables, credit card receivables, student loans
and many other types of financial assets. ABCP financing of corporate America and the global
economy remains substantial. For example, approximately $68 billion of automobile loans and
leases, $26 billion of student loans, $34 billion of credit card charges, $41 billion of loans to
commercial borrowers and $64 billion of trade receivables were financed by the U.S. ABCP
market as of December 31, 2010. The total outstanding amount of ABCP sold in the U.S. market
stood at $378 billion as of December 31, 2010. Asset-backed commercial paper conduits with
full liquidity support from financial institutions of the type described in the Proposed
Regulations’* have functioned well, even through the depths of the financial crisis. For purposes
of this letter, we refer to only such asset-backed commercial paper conduits as “ABCP conduits”
and “ABCP” is intended to include only commercial paper notes issued by such ABCP conduits.

While we support appropriate risk retention in the context of the ABCP market, the
Proposed Regulations would impose unnecessary restrictions that will impede this well-
functioning and valuable market. As described below, the sponsors of ABCP conduits already
assume well in excess of 5% of the risks of the assets financed in ABCP conduits through credit
support facilities. Investors in ABCP conduits, therefore, rely on and benefit from the credit
quality of those sponsors, their substantial exposure to the transactions funded by the ABCP
conduits and, in this regard, investors are not primarily dependent on the assets purchased by
ABCP conduits. Imposing additional risk retention requirements at the asset level would not
advance the purposes of Dodd-Frank. Indeed, because ABCP investors expect to be paid either
from proceeds generated through the issuance of additional ABCP or, if ABCP cannot be
successfully offered on such day, through draws on the liquidity and credit support facilities

™ We note that certain segments of the asset-backed commercial paper markets performed poorly after the onset of
the global credit and liquidity crisis. In particular, asset-backed commercial paper issued by “structured investment
vehicles” (“SIVs”) and other non-bank supported market value financing platforms, including market value CDOs,
were unable to satisfy their liquidity needs or issue additional short-term securities from the onset of the credit
crunch, and were thereafter effectively shut out of the short-term capital markets. These types of vehicles would not
qualify for the treatment that we are proposing today and we agree with the joint regulators that these types of
vehicles should not be eligible for the risk retention options available to eligible asset-backed commercial paper
conduits.
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provided by regulated financial institutions, we do not believe that Congress intended ABCP to
be an asset-backed security under Dodd-Frank. "

As we understand from our discussions with some of you, the joint regulators nonetheless
intend to subject ABCP conduit sponsors to the risk retention requirements of Dodd-Frank, but
desire to do so in a manner that does not materially alter or impede the functioning of the ABCP
market or ABCP conduits. It appears to us that the Proposed Regulations provide a helpful
general framework for imposing such risk retention requirements on ABCP conduit sponsors.
There are, though, a number of provisions in the rule that are technically unworkable and
inconsistent with market practice, without furthering the purposes of the Proposed Regulations.
In addition, as described below, investors in ABCP seek and receive detailed disclosure about the
conduit, its sponsor and the assets in the conduit. Any additional requirement to disclose the
names of originator-sellers would not be required by investors in ABCP and would not serve the
purposes of the rule. As we will propose, we believe that disclosure of such information on a
confidential basis solely to the applicable bank regulator (or if the ABCP conduit sponsor is not a
bank or an affiliate of a bank, to the SEC) would allow the joint regulators to accomplish their
goal of monitoring originator-seller compliance with risk retention requirements without such
investor disclosure to ABCP investors.

As more fully described below, we respectfully request that the Proposed Regulations, as
they relate to ABCP and ABCP conduits, be modified as follows:

I Limited Expansion of Horizontal Risk Retention: We are proposing a limited
expansion of the permitted forms of horizontal risk retention under the Proposed
Regulations to include for ABCP conduits unfunded credit enhancement in the
form of unconditional and irrevocable letters of credit and other similar credit
facilities. These credit facilities would be provided by sponsors of such ABCP
conduits or affiliated entities that in each case would meet the Proposed

72 «psset-backed security” is defined in the Dodd-Frank Act as a security that entitles its holder to receive payments
that depend primarily on cash flow from self-liquidating financial assets. Moreover, we believe that most ABCP
conduit sponsors were not intended to be covered by the risk retention requirement for “securitizers” under Dodd-
Frank because they don't transfer assets to an issuer of asset-backed securities. “Securitizer” is defined in the Dodd-
Frank Act as, generally, the issuer of an asset-backed security or a person who organizes an asset-backed security by
transferring assets to an issuer. Similarly, the term “sponsor” is defined in the Proposed Regulations as “a person
who organizes and initiates a securitization transaction by selling or transferring assets, either directly or indirectly,
including through an affiliate, to the issuing entity.” Most ABCP conduit sponsors, particularly sponsors of multi-
seller conduits, do not transfer assets to the ABCP conduits they sponsor and thus are neither securitizers nor
Sponsors.

In addition, we note that the term *“asset-backed security” as defined in the Dodd-Frank Act includes within it the
term “security” as that term is separately defined in Section 3(a)(10) of the Exchange Act. By operation of those
definitions, if a note is not a security under Section 3(a)(10), then it is not an asset-backed security under
Section 3(a)(77). The definition of security in Section 3(a)(10) of the Exchange Act excludes “any note, draft, bill
of exchange, or banker’s acceptance which has a maturity at the time of issuance of not exceeding nine months,
exclusive of days of grace, or any renewal thereof the maturity of which is likewise limited” (emphasis supplied).
Therefore, there is support for the proposition that ABCP issued with initial maturities of 270 or fewer days is not a
"security" for this purpose and therefore is not an “asset-backed security.”
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Regulations’ definition of regulated liquidity provider or that are provided by
central governments or agencies of central governments. Such unfunded credit
enhancement has earned investor confidence over the market’s 30-year history,
including during the most recent financial crisis, and would permit most ABCP
programs to continue to operate as they currently do.

. Technical Corrections to the “Eligible ABCP Conduit” Alternative: We suggest
making technical corrections to the provisions of the Proposed Regulations
relating to “eligible ABCP conduits.” Our proposed corrections are designed to
better align the provisions in the Proposed Regulations with existing ABCP
program structures and practices, while simultaneously satisfying the policy goals
of the Proposed Regulations.

1. Disclosure: We propose to eliminate the requirement for disclosure to investors
of the names of originator-sellers, but to retain the requirement for such
disclosure, upon request, to the appropriate regulator of the ABCP conduit
sponsor.  This modification will both (a)enable the regulators to monitor
originator-seller compliance with the requirement in the “eligible ABCP
conduits” provisions of the Proposed Regulations and (b) allow the ABCP market
to continue to operate with the type of disclosure to ABCP investors that has been
developed with investor input and with which the investors have expressed their
agreement as described further below.

In order to address these issues directly, we have prepared a revised draft of the text of
the ABCP-related provisions of the Proposed Regulations, and have attached a marked (to show
all our proposed technical revisions) version of such revised draft as Exhibit B hereto. We
believe the revisions would address the concerns noted above, but still promote the policy goal of
encouraging sound underwriting for the assets financed through ABCP conduits.

Unique Features of ABCP Conduits; Investors Rely on Credit of Support Providers and Quality
of Program

ABCP is unique and functions differently from other securitization products. In most
securitization transactions, the quality and performance of the assets financed directly translates
to the quality of the securities issued by the securitization issuer. If the financed assets perform
well, the securities will perform well; if the assets perform poorly, the performance of the
securities will suffer. However, ABCP conduits are designed to issue commercial paper that is
supported by credit and liquidity facilities provided by a regulated bank or other financial
institution. In fact, an overwhelming majority of ABCP conduits are supported by letters of
credit, revolving credit commitments and other support facilities from their sponsors that absorb
credit losses on the assets financed by ABCP conduits before the ABCP investors absorb any
losses. We refer to these types of credit enhancement as Program Support Facilities. ABCP
conduit sponsors undertake substantial diligence and care in underwriting customer transactions
in determining whether to provide those Program Support Facilities. Accordingly, ABCP
investors do not primarily base their investment decisions on the credit quality of the assets that
collateralize transactions in the conduits. ABCP investors’ investment decisions include an
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evaluation of (i) the creditworthiness of the financial institutions that provide liquidity and credit
support to the conduit issuer of the ABCP, (ii) the circumstances under which liquidity and credit
support facilities may be drawn, (iii) the circumstances in which the conduit may be prohibited
from issuing ABCP — in which case the asset performance risk shifts to the liquidity and credit
support providers who are required to repay the maturing ABCP, and (iv) the experience and
operational capability of the sponsor of the ABCP conduit. Most of these protections are not
present in various types of securitized products.

Our members, both issuers and investors, believe that the purposes of the risk retention
provisions of the Dodd-Frank Act would not be served by imposing additional risk retention
obligations on sponsors that already provide for Program Support Facilities or on the customers
of the ABCP conduits they sponsor. Sponsors of these ABCP conduits already assume or
provide for the assumption of the risks of assets financed by ABCP conduits well in excess of
5% of the amount of those assets. In particular, no case has been made that incentives were not
well-aligned between and among issuers of and investors in ABCP through the recent financial
crisis. We are not aware of any losses by holders of ABCP that benefitted from 100% liquidity
support and from Program Support Facilities of the types we suggest as permitted forms of risk
retention, even in the worst U.S. financial crisis since the Great Depression. If the Proposed
Regulations are finalized into rules as currently written, without accommodating the technical
revisions reflected in Exhibit B hereto, appreciable reductions in ABCP lending volumes would
result, ultimately causing the further deterioration of the availability of credit to American
businesses and ultimately American consumers.

In conclusion, as we have emphasized in this section of the letter, for the past 30 years,
ABCP has played an important role in the financing needs of many businesses. Over those
years, the ABCP market has developed practices that align very well the interests of the ABCP
conduits, their sponsors, the originator-sellers served and the investors. The ABCP market has
performed very well throughout the financial crisis and investors, to our knowledge, have
suffered no losses. We fully support risk retention for the ABCP market, but, as described
above, we believe that the provisions in the Proposed Regulations will, without the modifications
we suggest, unnecessarily impede this well-functioning and valuable financing tool.

ii. Limited Expansion of Horizontal Risk Retention

The commentary to the Proposed Regulations states that ABCP conduit sponsors may
satisfy risk retention through one of the other non-ABCP-specific risk retention options.
Program Support Facilities traditionally provided for by the sponsors of ABCP conduits,
however, are not a permitted form of horizontal risk retention. We believe that this portion of
the Proposed Regulations would benefit from the revisions to the horizontal risk retention
provisions reflected in Exhibit B hereto. Because of the substantial support provided by these
facilities and the reliance that ABCP investors place on this support and the substantial economic
risk taken by the ABCP sponsor through its provision of such support, we believe a limited
provision to allow a sponsor-provided Program Support Facility meeting the requirements set
forth in our suggested revisions to the Proposed Regulations that absorbs at least 5% of credit
losses before the ABCP holders absorb any such losses (e.g., through a subordinated letter of
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credit or otherwise) should be specifically identified in the final risk retention rule as an adequate
form of risk retention.

Our proposed revisions to the rule would include Program Support Facilities as a form of
permissible horizontal risk retention for ABCP conduits and the assets they fund. In addition to
requiring that such facilities absorb 5% of credit losses that ABCP holders would otherwise
incur, our proposal would further require that the program support provider be a regulated
provider that is the ABCP conduit sponsor or a regulated entity that is an affiliate of the
sponsor’®; that one or more regulated providers provide 100% liquidity support to the relevant
ABCP conduit; and that the program support provider adhere to the anti-hedging provisions set
forth in the Proposed Regulations.”

Our proposal would also limit Program Support Facilities to irrevocable and
unconditional letters of credit and other similar unconditional credit facilities. The fact that these
facilities are not initially funded does not detract from the fact that they constitute risk retention.
Section 941 of Dodd-Frank requires a securitizer to retain an economic interest in the credit risk
of a securitized asset and the provision of a Program Support Facility certainly constitutes such
an economic interest. The institutions providing these facilities have credit exposure in the form
of contractual commitments to fund when drawn to pay ABCP. The interests of these
institutions are therefore fully aligned with the investors in ABCP and as discussed elsewhere
herein they have every incentive to assure that the transactions financed by the ABCP conduits
they sponsor are well underwritten. Unlike investors in other securitization products, ABCP
investors specifically underwrite and depend upon the ability of these support facilities to repay
on a timely basis the ABCP they invest in. We also note that in recognition of the risks absorbed
by these facilities when they are provided by banks, the full amount of a bank’s exposure
thereunder is taken into account in calculating the bank’s required regulatory capital.

™ We have proposed revisions of the definition of the term sponsor under the Proposed Regulations and added a
proposed definition of “eligible program support provider” to address certain technical issues and that would result,
in our view, in the proper entity providing permitted Program Support Facilities to the relevant ABCP conduit. With
respect to many ABCP conduits commonly thought of as “bank-sponsored,” an affiliate of the bank providing the
Program Support Facility may act as the administrator or structure customer transactions. We propose that the
Program Support Facility may be provided by the bank even if such an affiliate, rather than the bank, is deemed to
be the “sponsor” of the ABCP conduit for purposes of the risk retention rules. In the case of conduits that are not
administered by a bank or affiliate of a bank, one or more regulated providers (as we define such term in our
proposed revisions) may refer transactions to such ABCP conduits and provide a proportionate Program Support
Facility. For such ABCP conduits, the purposes of the risk retention rules would be fulfilled, in our view, by
making such banks collectively the “sponsors” of such ABCP conduits rather than the non-bank administrator in the
limited context of the horizontal risk retention requirement.

™ Some ABCP conduits have third party equity investors that absorb “first losses” that would otherwise be absorbed
by these ABCP conduits, their ABCP investors, their liquidity providers, and their program support providers. Such
equity investments constitute a relatively small percentage of the assets and liabilities of these ABCP conduits. Our
proposed revisions would permit these equity investments to continue for ABCP conduits the sponsors of which
would seek to avail themselves of our proposed Program Support Facility risk retention option. The percentage of
such equity investments, however, would be limited to 1% of the outstanding face amount of ABCP of the relevant
ABCP conduit and the required percentage of credit support to be provided pursuant to the related Program Support
Facility would not be reduced by the percentage amount of any such equity investment.
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Additionally, unfunded Program Support Facilities of the type we propose be eligible to
satisfy risk retention requirements for ABCP conduit sponsors may be used by such sponsors to
satisfy risk retention requirements under the Committee of European Bank Supervisors
guidelines to Article 122A of the Capital Directive of the European Union, which became
effective for new securitization transactions on January 1, 2011. It is our understanding that
Article 122A applies to US-based ABCP conduits that sell their ABCP to European financial
institutions covered by the Capital Directive or that are otherwise sponsored by or receive credit
or liquidity support from such financial institutions. Failure to permit Program Support Facilities
to qualify as permissible risk retention under the final US regulations will therefore force such
sponsors to assure compliance with two sets of substantively different risk retention rules. Such
compliance may prove burdensome and is, in our view, not offset by any meaningful additional
protection for securitization market participants.

We are unaware of any incidents of non-payment by regulated providers (as defined in
our suggested proposed revisions to the Proposed Regulation) when called upon to fund
maturing ABCP in accordance with their contractual requirements to do so under these types of
Program Support Facilities. The irrevocable and unconditional nature of these Program Support
Facilities requires funding of maturing ABCP under all circumstances.

It is important to contrast this consistent performance with any incidents of disputable
payments by counterparties in other types of transactions. These disputable payment incidents
can be summarized in the following categories:

Breaches of Representations and Warranties by Asset Sellers
Canadian market ABCP — pre 2008

Disputable payments by mono-line bond insurers

Disputable by primary mortgage insurers

Obligations of providers under Program Support Facilities are in stark contrast to the
obligations that an asset seller may have to repurchase assets transferred in a securitization due to
a breach of representations or warranties. Such repurchase obligations may be subject to
documentary requirements or to defenses and factual disputes as to whether a representation has
been breached. Instances of failure to honor repurchase obligations have been identified by
some investors as adding to losses of holders of mortgage-backed securities in certain segments
of the securitization market. Providers of Program Support Facilities cannot invoke any such
defenses to avoid their obligations under these facilities.

Prior to 2008, Canadian market asset-backed commercial paper (which was denominated
in $CDN and only sold to Canadian investors) was supported by liquidity support of at least
100% from banks. However, most Canadian ABCP issuers used liquidity facilities with general
market disruption language. The general market disruption language was drafted to state that the
support providers only had to provide funding if it could be demonstrated that there was a
“general market disruption.””® During the first wave of short-term market disruption in the
summer of 2007 some Canadian asset-backed commercial paper issuers were able to continue

"™ These liquidity contracts were drafted with this language as written. General market disruption was not a defined
term with a standard for its determination.
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issuing asset-backed commercial paper. Because that was the case, providers of liquidity support
to other Canadian asset-backed commercial paper programs that could not reissue their asset-
backed commercial paper claimed that a general market disruption did not occur and therefore
did not provide funding under their liquidity support facilities. This led to the defaulting of
several asset-backed commercial paper programs in the Canadian market. Liquidity and credit
facilities that support ABCP do not contain such general market disruption language. Most
relevant to our proposal, there was no failure in Canada to fund Program Support Facilities as we
propose to define that term.

Monoline bond insurers have never represented themselves as having sufficient resources
to repay commercial paper or other short-term maturing debt. The monoline payment promise
has always been to pay current interest to insured investors and principal only at a legal final date
— generally in the distant future; presumably after all relevant collateral to their insured
obligations had been collected or written off. Monoline insurers incurred significant losses and
had to write off significant capital due to poor performing collateral. As a result of this, some
insurers had to marshal their remaining resources and either offer settlements to insureds or
commute policies written. As a result of these factors, we are not proposing that insurance
policies of the type written by monoline bond insurers be included as Program Support Facilities.

As is the case with monoline bond insurers, private mortgage insurance (PMI) providers
have never been credit or liquidity providers to ABCP conduits. PMI providers operate
differently than monoline bond insurers in that they can contest losses claimed by insureds for
any number of reasons (similar to a broad line casualty insurance provider). PMI providers were
affected by recent residential real estate valuation declines and have been noted to decline
payment due to non-satisfaction of requirements such as representation and warranty breaches by
mortgage originators. Entities providing liquidity and credit facilities to ABCP conduits have no
similar contractual ability to contest their funding obligations under these facilities. PMI and
similar forms of insurance would not be covered by our proposed definition of Program Support
Facilities.

We understand that concern has also been raised that Program Support Facilities are not
first loss protections and, therefore, cannot be used to meet risk retention requirements. We
agree that the first loss protection in an individual ABCP conduit transaction is the
overcollateralization or other protection provided by the originator-seller. The conservative
nature of this first loss protection has historically protected banks from virtually all losses in
ABCP conduit transactions. In turn, bank liquidity commitments that fund all outstanding ABCP
so long as such first loss protection has not been exhausted have historically protected ABCP
holders against any loss.

We appreciate that Section9 of the Proposed Regulations recognizes this well-
established protection and permits ABCP conduit sponsors to rely on the underlying originator-
seller’s first loss risk retention. From the perspective of an ABCP investor, however, an
additional “first loss” protection is the Program Support Facility. The first loss protection
provided by the customer is intended to protect the Program Support Facility because it would
suffer the “first loss” if the customer provided protection failed to support full liquidity funding.
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Given this fact, we believe a Program Support Facility should be an acceptable alternative form
of risk retention for ABCP conduit programs.

iii. Technical Corrections to the “Eligible ABCP Conduit™ Alternative

If the risk retention rules are ultimately applied to ABCP conduit sponsors, we believe
that the special option provided for such sponsors in the Proposed Regulations is an important
alternative for sponsors that cannot themselves provide Program Support Facilities to satisfy any
such risk retention requirement. We support the Joint Regulators’ attempt to define the
parameters for an eligible ABCP conduit and agree that only conduits meeting appropriate
special requirements should have the benefit of the originator-seller risk retention option set forth
in the Proposed Regulations. We believe that most of the special eligibility requirements set
forth in the Proposed Regulations are appropriate and effectively promote the goal of protecting
investors in these vehicles who depend on the quality of the program and its sponsor. These
include requirements that the sponsor of the ABCP conduit approve each originator-seller
financing assets in the conduit; establish asset criteria; approve all investments; monitor the
assets and the borrowers; and ensure compliance with the conduits’ credit and investment
policies. The structural requirements that the issuing vehicle be isolated from the risk of
bankruptcy of the originator-sellers and that the issuer have the benefit of 100% liquidity
coverage from a regulated liquidity provider are also sound and consistent with current market
practice.

We believe, however, that some of the requirements of the Proposed Regulations are
technically unworkable and inconsistent with established market practice, and that imposing
these requirements would reduce financing options available to U.S. companies without
furthering the purposes of the Proposed Regulations. In particular, if an ABCP conduit sponsor
seeks to rely on originator-seller risk retention in order to comply with the Proposed Regulations,
the only permitted form of such risk retention is the originator-seller’s retention of a horizontal
residual interest. As described above, ABCP conduits currently fund a wide variety of assets.
While many of those transactions are structured with originator-seller horizontal risk retention,
many other transactions are structured in a manner that would satisfy one of the other general
risk retention methods described in the Proposed Regulations. We see no policy reason why
those risk retention methods should not be available for transactions that are funded with ABCP.
As stated elsewhere in this letter, sponsors of ABCP conduits and their support providers have
substantial incentives to assure that the amount and type of risk retention for transactions
financed by these conduits are significant.

"® We note that the Committee of European Banking Supervisors (CEBS) explicitly recognized this distinction and
determined that undrawn Program Support Facilities of the type described in this letter were nonetheless an
appropriate form of such retention. See footnote 13 to Paragraph 57 of the 31 December 2010 CEBS Guidelines to
Article 122a of the Capital Requirements Directive of the European Union, which provides in full as follows:

However, it is recognised that in certain circumstances (for instance, ABCP conduits) it
[the LC] may constitute a second-loss exposure at the securitisation program-wide level,
as a first-loss exposure at the transaction-specific level underlying this program-wide
level is assumed by the originators or original lenders of the underlying exposures.
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Conditioning an ABCP conduit sponsor’s compliance with risk retention on whether each
originator-seller complies in practice with risk retention requirements and has not violated the
hedging prohibition of the proposed rule is not appropriate. For example, no sponsor could
prevent or even know with certainty whether an originator-seller has violated the hedging
prohibition. Instead, we propose that the sponsor cause the ABCP conduit to enter into an
agreement with each originator-seller that requires such compliance.

For similar reasons, the requirement that a sponsor who relies on an originator-seller’s
risk retention monitor and ensure the seller’s compliance with the risk retention rules, as
currently written, would be impossible to satisfy. Instead, we propose that the Proposed
Regulations permit ABCP conduit sponsors who rely on originator-seller risk retention to satisfy
their compliance monitoring requirements if the transaction documents contain representations
and warranties and covenants obligating the originator-seller to comply with risk retention
requirements and to report any non-compliance to the sponsor. (See technical modifications to
Section 9(c), set forth in Exhibit B hereto.)

Our suggested revisions to Section __.5(b) are needed in order to permit non-U.S. bank
sponsors (which are typically not FDIC-insured institutions) to satisfy the horizontal cash reserve
account approach by making available deposits that otherwise satisfy the conditions of
Section __.5(b). Deposits with entities that are regulated providers, as contemplated by the
Proposed Regulations, are considered to be cash-equivalents under Rule 2a-7 of the Investment
Company Act of 1940, and so should satisfy the goals of the Proposed Regulations.

There are also a number of other technical requirements of the Proposed Regulations that
could restrict ABCP conduits from investing in transactions that would otherwise be acceptable
investments for eligible ABCP conduits under the Proposed Regulations. We do not believe that
the purposes of the Proposed Regulations are served by these requirements. Furthermore, these
requirements are contrary to industry practices and would effectively disqualify most, if not all,
well-functioning ABCP conduits. Our proposed modifications to the rule attempt to address
these technical elements. The problematic provisions and cross-references to our proposed
modifications are as follows:

a. The requirement that the interests of an intermediate SPV selling assets to
a conduit consist only of retained interests and interests sold to an ABCP conduit does
not take into account that in many cases an intermediate SPV may also sell interests to
other third parties. As an illustration, an ABCP conduit might purchase a security issued
by a credit card master trust that issues different series of securities to various investors.
In addition, ABCP conduits often participate in other multi-lender transactions, in which
an intermediate SPV sells interests to ABCP conduits and ABCP conduit sponsors, as
well as to non-ABCP conduit sponsoring banks, to achieve, among other things,
diversification of funding sources and enhanced flexibility. So long as ABCP conduits
negotiate the terms of their purchases in a manner consistent with their own underwriting
criteria (taking into account the requirements of the final risk retention rules), we see no
reason why participation by ABCP conduits in transactions funded by or with other third
parties (be it bank or term market investors) should prevent ABCP conduits from being
considered “eligible ABCP conduits.” Our proposed technical modifications set forth in
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Exhibit C hereto would permit sales to other parties (see deletions in (2) under the
definition of Eligible ABCP conduit).

b. The requirement that the interests issued by the intermediate SPV be
collateralized solely by assets from a single originator would preclude investment in an
intermediate SPV backed by assets originated by more than one affiliated originator.
This requirement would preclude multiple originators from financing assets through a
single intermediate SPV (a practice that is currently fairly common); we see no useful
policy goal in so limiting the investments that eligible conduits can make.”” Our
proposed technical modifications set forth in Exhibit C hereto modify this requirement to
permit multiple affiliated originators (see (2) under definition of Eligible ABCP conduit).

C. The Proposed Regulations, as written, would appear to require an
originator-seller to directly hold a horizontal interest. Frequently, ABCP conduit
transactions are structured so that originator-sellers sell their entire interest in the
securitized receivables to an intermediate SPV in exchange for cash consideration and an
equity interest in the SPV. The SPV, in turn, would hold the retained interest. For so
long as the originator-seller holds its equity interest in the SPV, it is exposed to the risk of
the assets. Such indirect risk retention should satisfy the policy goals of the regulation
and be permitted in the final rule. (See our technical modifications to Section 9(a)(1)(i)
set forth in Exhibit B hereto.)

d. As drafted, the Proposed Regulations would require originator-sellers to
sell the assets funded by the ABCP conduit to an intermediate SPV. Occasionally, a
customer-formed SPV will directly fund the assets (frequently with an equity
contribution to the SPV by the owner of the SPV, which also acts as collateral manager
or servicer).”® Also, the SPV may occasionally acquire the assets directly in connection
with the sale of the assets of a business or other transaction. For so long as the entity
owning the equity interest in the SPV directly or indirectly retains the appropriate risk,
these transactions should qualify to be funded in an Eligible ABCP conduit. Also,
originator-sellers may enter into transactions directly with an ABCP conduit without the
use of an intermediate SPV. So long as the originator-seller retains the appropriate risk,
these transactions should also qualify to be funded by an Eligible ABCP conduit.”® (See
our proposed technical modifications to the definition of originator-seller, set forth in
Exhibit C hereto, which address these concerns.)

" Trade receivables financed by ABCP conduits in a single transaction, for example, are often originated by
multiple affiliated originator-sellers. Structuring transactions in this manner is usually the most efficient form of this
type of financing for both the securitizers and the ABCP conduit.

"8 For example, transactions pursuant to which ABCP conduits fund corporate loans are often structured such that
ABCP conduit funding is provided directly to a special purpose vehicle that directly funds the loans and is managed
by an affiliated entity. The owner of such a special purpose vehicle in these transactions makes an equity
contribution to the special purpose vehicle that would provide the funds necessary to make the portion of such loans
that is not covered by ABCP conduit funding of the transaction and that should constitute risk retention by such
originator-seller.

™ Transactions with customers of ABCP conduits, for example, have been structured as asset purchases directly
with originator-sellers under repurchase agreements. The originator-seller in these transactions would retain 100%
of the risk of the funded assets through its repurchase obligation.
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e. Often in cross-border transactions, an ABCP conduit sponsor will create a
separate entity that it also sponsors to enter into a customer transaction for legal reasons.
The U.S. ABCP conduit will lend the proceeds of the ABCP to this entity, which in turn
will finance the seller’s assets. In these structures, liquidity facilities may be provided to
this entity rather than to the ABCP conduit. Such related entities should be treated
collectively as an ABCP conduit for purposes of risk retention. (See our proposed
definition of ABCP conduit, set forth in Exhibit C hereto.)

f. The requirement that all securitization transactions in an ABCP conduit
meet the risk retention requirements in order for the conduit to qualify for the ABCP risk
retention option would place conduits in an untenable position with respect to
transactions entered into before the effective date of the Proposed Regulations that do not
comply with the requirements of the Proposed Regulations. Sponsors would have no
contractual right to cause modifications of such non-complying transactions. We propose
that the transaction qualification criteria apply only to transactions entered into after the
effective date of the Proposed Regulations and post-effective date renewals and increases
of existing transactions. (See our proposed technical modifications to Section 9(a)(1) and
our proposed new definition of “pre-existing securitization transactions,” set forth in
Exhibit B hereto.)

g. Permissible support providers and liquidity providers should include
central governments and agencies of central governments, and we have included such
entities in our proposed definition of regulated provider, set forth in Exhibit C hereto.®

h. Finally, we believe that ABCP conduits that issue ABCP with maturities
of up to 397 days should have the benefit of the ABCP risk retention option. ABCP of
such tenor is regarded as an appropriate short-term investment eligible for purchase by
money markets under Rule 2(a)(7) under the Investment Company Act of 1940. It should
also be clarified in the final rule that ABCP consists only of promissory notes issued by
an issuing entity as that term is defined in the Proposed Regulations. (See our proposed
modifications to the definition of “ABCP” set forth in Exhibit C hereto.)

iv. Disclosure

Consistent with the disclosure requirements for other forms of sponsor-provided or
arranged risk retention, sponsors using Program Support Facilities as a permissible form of risk
retention expect to disclose the pertinent details of the entities providing such facilities and of the
form, amount and nature of such facilities to ABCP investors and potential investors that would
rely on such retention. Such disclosure should be in the form the proposed risk retention rule
requires for liquidity facilities.

For those ABCP conduits that would rely upon the special originator-seller risk retention
option provided for in the Proposed Regulations, we believe that disclosure of the names of those

8 For example, Straight-A Funding, LLC is an ABCP conduit for which liquidity support is provided by the Federal
Financing Bank and credit support is provided by the U.S. Department of Education.
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originator-sellers as would be required by the Proposed Regulations is unnecessary, and would
be counterproductive. Our investor members do not require these names (and some investors do
not want these names) and many sellers into ABCP conduits do not want their names disclosed
to investors. Imposing this disclosure requirement would cause most ABCP conduit sponsors
not to choose the originator-seller risk retention option as they would lose both customers and
investors by making this choice.

ABCP investors do not have credit recourse to originator-sellers of financed assets, and
so, appropriately, do not make their investment decisions based on the names of the originator-
sellers, but on the creditworthiness and capability of the sponsor and the ABCP sponsor’s
analysis of the credit quality of the financed assets. Referencing the names of the originator-
sellers may in fact be misleading, or at least inappropriate, as investors may inadvertently be led
to believe that they have some credit recourse to such originator-sellers. We also believe that
disclosure of this information to investors would not further the goals of the Proposed
Regulations. We understand from our discussions with some of you that the goal of the joint
regulators in proposing these disclosure requirements was to allow for the monitoring by the
joint regulators of originator-sellers with risk retention requirements. We believe such goal is
accomplished by our proposal that disclosure of such information be made on a confidential
basis to the relevant regulator upon its request rather than to investors.

Because ABCP is continuously offered and generally matures within a very short time
frame, ABCP investors are continuously evaluating the merits of one ABCP program versus
another and versus other alternative investments. Components of this evaluation are the relative
experience of the program’s sponsor and the relative strength of the program and of its liquidity
and credit support providers. To assess this, ABCP investors require continuous and ongoing
information about the liquidity and credit support providers, which is available to investors
through current public filings made by such parties and news services that continuously report on
the business affairs and credit quality of these parties.

The market has been very efficient in demanding and eliciting information regarding the
performance of the ABCP programs and their underlying assets. Information provided
periodically to investors has included: (1) the program purchase limits, the aggregate amount of
outstanding ABCP, the aggregate amount of commitments, and the number of asset pools; (2)
information on program assets by asset type, industry and financed asset purchase limits and
default statistics; (3) any program-wide events of default and draws on program support
facilities; and (4) the names of all liquidity and credit support providers. Accordingly, because
the information provided to ABCP investors reflects the unique characteristics of the related
ABCP program, and have been developed by ABCP conduits (or their sponsors) over time so as
to be consistent with ABCP investor demands, we (including, without exception, our investor
members) believe such information reporting is appropriate and sufficient for ABCP programs.
Accordingly, our proposed modifications to the Proposed Regulations would require that an
ABCP sponsor disclose to each investor before or contemporaneously with the first sale of
ABCP to that investor and at least monthly thereafter (i) for ABCP conduit sponsors relying on
originator-seller risk retention, the industry category (but not the name) of each originator-seller
that will retain an economic interest in the securitization transaction under one of the permissible
risk retention categories, including a description of the form, amount and nature of such interest
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and disclosure of any failure to comply and the status thereof; (ii) for ABCP conduit sponsors
relying on a Program Support Facility to satisfy the requirements of the Proposed Regulations, a
description of the material terms of such support and notice of any failure to fund; and (iii) in all
cases, the name and form of organization of each liquidity support provider and the form,
amount and nature of such liquidity coverage and notice of any failure to fund.

In connection with proposed changes to Regulation AB, the ASF ABCP Conduit
Subforum, ASF ABCP Financial Intermediary Subforum and ASF ABCP Investor
Subcommittee recently worked together to develop a detailed comment letter® proposing
uniform information reporting standards for ABCP conduits. Our members continue to support
such proposed reporting requirements, which do not require the disclosure of originator-seller
names, as would be required by the Proposed Regulations.

We fully appreciate the need for disclosure in private transactions that enables investors
to make informed decisions about the investments they are considering for purchase and
informed analyses about the investments they own. We are confident that sponsors of ABCP
conduits currently provide investors and potential investors in ABCP the information that such
investors require and deem relevant and that disclosure to the relevant regulator of the
information necessary to permit such regulators to monitor compliance by originator-sellers with
risk retention requirements will accomplish your policy goals without unnecessary market
disruption.

D. Credit and Charge Card ABS
i. Risk Retention for Credit and Charge Card ABS Generally®
a. Introduction

The alignment of economic interests has never been in question in credit and charge card
ABS. Long before “skin in the game” became a topic of political debate, credit and charge card
securitizers were holding seller’s interests, recognized by the Joint Regulators in the proposal as
an effective form of risk retention, and retaining other meaningful economic interests in their
master trusts that have been extremely effective in aligning the interests of originators and
securitizers with those of investors. In fact, the business models of credit and charge card
securitizers are structured such that corporate profits are directly tied to the securitizer’s interest
in the residual amounts from the master trust, and only available to the business unit after
covering payments and loss amounts allocated to investors and any related fees incurred by the
revolving asset master trust (i.e., excess spread).

8 See ASF Comment Letter re ABCP under the SEC’s proposed Regulation AB 11, available at:
http://www.americansecuritization.com/uploadedFiles/ASFRegABIIABCPCommentl etter8.2.10.pdf.

8 \We refer throughout this portion of our comment letter to “credit and charge card” securitizations, each of which
employs a master trust issuance platform and involves the issuance of ABS backed by receivables that arise under
revolving accounts (i.e., accounts whose balances fluctuate based upon ongoing extensions of credit). A revolving
account may have terms that provide for a monthly payment of the full amount due (a charge card account) or a
payment of less than the full amount due, where the balance carried forward is subject to finance charges (a credit
card account). For the avoidance of doubt, we request that the regulations be revised to clarify that the term
“revolving account” as used in those regulations includes both credit and charge card accounts.
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The first securitization of credit card receivables was completed in 1987. The master
trust structure was introduced shortly thereafter and, since that time, has been the primary source
of financing for unsecured revolving consumer credit in the United States. Many banks
securitize through master trust structures significant portions of their managed credit and charge
card assets. Even during the stress of the recent financial crisis, credit and charge card ABS
performance has been consistently strong.

To preserve securitization as a viable funding option for credit and charge card
securitizers, and thereby increase the availability of affordable credit to consumers and
businesses, it is critical that the proposed risk retention rules be appropriately revised to account
for the nuanced and technical features of existing master trust structures. The risk retention rules
should take into account the nature and characteristics of the assets, the securitization structures
themselves and, perhaps most importantly, the manner in which securitizers have historically
retained exposure to the credit risk of the assets they securitize.®

While we appreciate the Joint Regulators’ stated intent to take these factors into account
and recognition of the seller’s interest as a critical and effective form of risk retention for
revolving asset master trusts, the proposed regulations are too standardized in their requirements,
and too limiting in their application, to provide workable risk retention options for credit and
charge card securitization transactions. More specifically, neither the proposed seller’s interest
option nor the other proposed risk retention options are sufficiently tailored to account for the
nuanced and technical features of the master trust structure.

Most importantly, we believe that the seller’s interest option, which was intended to be
consistent with existing industry practice, can be adjusted in a manner that preserves it as a
workable risk retention option through the relatively discrete, but important, revisions we
propose in this letter. However, other aspects of the proposed regulations have not been drafted
with the features of a master trust structure in mind, and so will require more significant
revisions if they are to become workable for credit and charge card securitization transactions.
Specifically, we believe that (i) the horizontal risk retention option should be refined to align
with the characteristics of subordinated classes in credit and charge card master trusts, (ii) credit
and charge card securitizers should be permitted to combine different forms of risk retention,
(iii) for all purposes under the risk retention regulation, an underlying credit or charge card
master trust and a related issuance trust should be treated as a single issuing entity and a unitary
issuance platform, and (iv) revolving asset master trusts should be exempt from the application
of the premium capture cash reserve account requirements.

8 Both the language and legislative history of Section 941 of Dodd-Frank indicate that Congress expects the Joint
Regulators, in formulating these rules, to be mindful of these variables and to give due consideration to the findings
and recommendations presented to Congress in certain risk retention studies and reports mandated by Section 941.
See, e.g., 15 U.S.C. § 780-11(c)(1)(E), (c)(2), (e); S. Rep. no. 111-76, at 130 (2010) (“The Committee believes that
implementation of risk retention obligations should recognize the differences in securitization practices for various
asset classes.”). Section 941 of Dodd-Frank directed each of the Board of Governors of the Federal Reserve System
and the Financial Services Oversight Council to study certain effects of the risk retention requirements and promptly
report their findings to Congress. See generally Federal Reserve Study and FSOC Study.
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Further, we believe that the proposed regulations should be sufficiently flexible to evolve
to meet changing investor demands and to adapt to market innovations while continuing to
ensure strong alignment of interests between sponsors and investors.

Failure to implement regulations that reflect current market practices could significantly
increase the cost of capital to credit and charge card issuers, thereby restricting access to, and
increasing the cost of, credit to consumers and businesses. We urge the Joint Regulators to adopt
an approach to the seller’s interest option and other aspects of the proposed regulations for this
asset class that better reflects the manner in which credit and charge card securitizers have
historically retained exposure to the credit risk of the receivables in the master trust and,
therefore, that does not limit the ability of credit and charge card securitizers to access this
market.

b. Existing Risk Retention Mechanisms in Credit and Charge Card
Securitization

In a typical credit or charge card master trust, a single pool of revolving assets supports
all outstanding ABS issued by the master trust from time to time. The originator, which is
typically also the sponsor and the servicer (or an affiliate of these entities), initially designates
credit or charge card accounts within its managed portfolio and transfers the current and future
receivables and proceeds relating to those accounts to the master trust. From time to time, the
originator may designate additional credit or charge card accounts and transfer the existing and
future receivables and proceeds relating to those additional accounts to the master trust, typically
in contemplation of future issuances of ABS or to maintain minimum pool balances as required
by the governing program documents.®* All accounts designated to the master trust must satisfy
the eligibility criteria specified in the governing program documents.

Ongoing Account Ownership and Management: Notably, while the receivables arising in
the accounts are transferred to the master trust, the accounts themselves are not and instead
continue to be owned and managed by the originator. As the account owner, the originator
continues to maintain its relationship with the cardholders and, as revolving accounts, the
originator continues to make credit-granting and underwriting decisions in connection with
ongoing extensions of credit on the accounts in accordance with the accountholder agreements.
In addition, servicing of the accounts is almost always performed by the originator or one of its
affiliates.®® Ownership of the accounts, coupled with these ongoing relationships with the
cardholders throughout the life of the accounts, evidence the ongoing interest of the originator in
the economic performance of the accounts and receivables, which significantly mitigates the risk
that the interests of the originator and investors could become misaligned.

# In some cases, accounts designated to the master trust may subsequently be re-designated as removed accounts
and the receivables and proceeds relating to those removed accounts may be reconveyed to the securitizer, which
could arise in connection with charge-offs and account terminations or for other business reasons.

8 \We recognize that the Joint Regulators have expressed some concern in the context of other asset classes about a
servicer’s ability to service the accounts in a manner that would advance the interests of the sponsor or first-loss
holder over those of investors. However, given the seller’s vertical interest in all assets in the pool, its first-loss
residual interest in excess spread, and its other retained economic interests (each of which is discussed in greater
detail below), we are not aware of any circumstance in which the servicing by the sponsor or an affiliate would
advance the interests of the sponsor at the expense of the interests of investors.
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Seller’s Interest: The seller’s interest represents a vertical slice of the risks and rewards
of all the receivables in the master trust and is a quintessential form of risk retention that operates
to precisely align the economic interests of securitizers with those of investors. The receivables
and other assets held by the master trust at any time are allocated between the investor interests
and the seller’s interest. The investor interests equal the aggregate interest of each series of ABS
issued by the master trust from time to time and represent a proportional share in the assets of the
master trust. The securitizer is required by the governing program documents to maintain a
minimum pool balance in excess of the aggregate investor interests. The seller’s interest is equal
to the amount of this excess and, like the investor interest, represents a proportional share in the
assets of the master trust. The seller’s interest is issued at the time of the original transfer of
receivables to the master trust, and although it fluctuates in size over time as new receivables are
added, others are paid, and new series are issued or mature, there is no new issuance of the
seller’s interest in connection with the issuance to investors of any series, class or tranche of
securities.

Finance charge collections, principal collections and loss amounts associated with
charged-off receivables are initially allocated between the aggregate investor interests and the
seller’s interest.*® While the allocation of collections and loss amounts between the investor
interests and the seller’s interest is pro rata during revolving periods, during other periods,
including scheduled principal accumulation or scheduled principal amortization periods, the
program documents for virtually all credit and charge card securitization transactions fix the
allocation of principal collections to the relevant investor interests at the higher levels applicable
before principal payments begin.?” In some credit and charge card securitization transactions,
the program documents may also subordinate collections allocable to the seller’s interest to the
investor interests.®® In each of these cases, these mechanisms provide for the orderly and timely
payment of the investor interests, and the seller’s interest continues to represent an undivided
interest in the entire pool of receivables that exposes the holder of the seller’s interest to a
proportional or greater share of the credit risk of those receivables as compared with the share
borne by the aggregate investor interests.

8 The collections and loss amounts allocated to the aggregate investor interests are then further allocated to the
investor interests of each series to cover payments and loss amounts in accordance with the priority of payments
waterfall established by the transaction documents for that series. In some credit or charge card master trusts,
collections and loss amounts allocated to the investor interests of a series are then further allocated to the investor
interests of each class of such series and then applied to each such class in accordance with the priority of payments
waterfall established by the transaction documents for that series.

8 By comparison, the allocation of losses between the investor interests and the seller’s interest remains pro rata at
all times. This fixing of allocations of collections to the investor interests operates as a form of subordination of the
seller’s interest, by deferring a full allocation of collections to the seller’s interest when a series or class of investor
interests is in a scheduled principal accumulation or scheduled principal amortization period. Because this
mechanism merely defers (rather than reduces) the allocation of collections to the seller’s interest, it represents a
subordination in the timing of payments to the seller’s interest rather than a credit subordination of the seller’s
interest.

8 For example, some master trusts may use collections allocable to the seller’s interest to cover shortfalls, if any,
remaining after the application of collections allocable to the investor interests. This mechanism represents a credit
subordination of the seller’s interest to the investor interests.
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First-Loss Residual Interest in Excess Spread and Certain Trust Account Deposits: In
addition to its allocable share of collections and loss amounts, the seller holds a residual interest
in the excess spread of each series. Excess spread for any series is the remaining finance charge
collections allocated to the investor interests of that series available each month after covering
payments and loss amounts allocated to those investor interests and any related servicing or other
fees incurred by the master trust, and thus is only available to the seller if the assets perform well
enough to cover all such payments, losses and fees. The seller also holds a residual interest in
funds on deposit in certain trust accounts supporting the investor interests of each series, to the
extent of any surpluses available each month after covering payments and loss amounts allocated
to those investor interests, as well as any amounts remaining on deposit in the trust accounts
upon payment in full of the series or class of investor interests to which the trust accounts
relate.®® These finance charge collections and trust account deposits are the first sources to cover
loss amounts allocated to the investor interests and, as such, serve as credit support to the
investor interests. As the contingent recipient of these cash flows and deposited funds, the seller
has considerable incentives to optimize excess spread by establishing a level of portfolio yield
commensurate with the level of credit exposure, which directly aligns with the interests of
investors.

All of these features of credit and charge card securitization platforms represent
extremely significant ongoing interests in the economic performance of the accounts and
receivables and are, therefore, highly effective in aligning the interests of securitizers with those
of investors. The consistent performance of credit and charge card ABS, particularly during the
recent credit crisis, evidences the effectiveness of the risk retention mechanisms already
imbedded in credit and charge card securitization platforms.

c. Linked and Delinked Issuance Structures

In broad terms, there are two principal issuance structures in use by credit and charge
card master trusts in the market today: “linked” and “delinked” structures. In the linked issuance
structure, senior securities and subordinated securities of the same series are issued in classes at
the same time. In the delinked issuance structure, senior securities and subordinated securities of
the same series are issued in classes at different times. Securities within any senior or
subordinated class are issued in discrete “tranches.” Each tranche within a class may be issued at
different times and on different terms (e.g., with different scheduled maturities and coupons).
Each tranche of the same class of securities outstanding at any time enjoys the same rights,
privileges and priorities as each other tranche of the same class of securities.*’

In a linked issuance structure, therefore, the capital structure for a series of ABS is
typically established and complete at the time that series is issued. By comparison, in a delinked

8 These trust accounts could be cash collateral, reserve, spread or similar accounts that serve as additional resources
from which to cover payments and loss amounts allocated to those investor interests. Such trust accounts may be
funded from proceeds of the transaction at closing, from collections on the trust assets in excess of those necessary
to make current payments on the ABS interests, or from both such sources.

% Often a delinked structure is established by placing a master trust “collateral certificate” into a second trust that
issues the delinked securities. See our discussion under “Two-Tiered Credit and Charge Card ABS Issuance
Platforms™ later in this section of our comment letter.



ASF Risk Retention Letter to Joint Regulators
June 10, 2011
Page 109

issuance structure, the capital structure for a series of ABS is dynamic, since the amount and
terms of each tranche of such series of ABS outstanding from time to time change as new
tranches of such series are issued and previously-issued tranches of such series amortize and
mature.

Illustrations of the linked and delinked structures are included as Exhibit D to this letter.
ii. Seller’s Interest
a. Definition of “Seller’s Interest” and Related Risk Retention Provisions

Our credit and charge card securitizers strongly believe that the “seller’s interest” as
currently utilized in revolving asset master trust securitizations is the most critical form of risk
retention for the market as it exists today and they strongly support the Joint Regulators’ stated
intent to define the seller’s interest in a manner consistent with market practice. The seller’s
interest, in essence, represents a vertical slice of the risks and rewards of all the receivables in the
master trust and is, therefore, a quintessential form of risk retention that operates to align the
economic interests of securitizers with those of investors. The seller’s interest also represents a
fundamental structural component of every credit and charge card securitization program. 1t is,
therefore, critical that the seller’s interest mechanism embodied in the proposed regulations align
with market practice. As proposed, however, the definition and related risk retention provisions
are inconsistent with market practice in significant respects. Consequently, we are extremely
concerned that, if adopted as proposed, this critical form of risk retention will be unavailable to
virtually every existing credit and charge card master trust.

Restructuring existing master trusts to satisfy the proposed seller’s interest mechanism
would, for all practical purposes, be impossible. The fundamental legal and structural features of
a master trust, including the nature and terms of the seller’s interest, are established in the related
program documents at the inception of the master trust. Thereafter, each ABS issuance forms a
part of, and is subject to, the more complete structure of the master trust. As a result, efforts to
restructure these master trusts to satisfy the proposed seller’s interest mechanism would require
extensive amendments to the program documents that would fundamentally redefine the legal
and structural features of the master trust, including the terms and structure of the master trust’s
outstanding ABS. Such amendments might well be adverse to existing investors and would,
therefore, require the consent of at least the majority of all investors. Obtaining the required
investor consent would be extremely difficult or impossible when, in many cases, these master
trusts have thousands of investors.

We request, therefore, that the definition and related risk retention provisions be revised
in the following ways to align the seller’s interest mechanism under the proposed regulations
with market practice:

Pari Passu: Clause (2) of the proposed definition of “seller’s interest” contemplates an
ABS interest “...that is pari passu with all other ABS interests issued by the issuing entity with
respect to the allocation of all payments and losses prior to an early amortization event (as
defined in the transaction documents).” We have the following concerns with this standard:
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1. As described above, collections and loss amounts are initially allocated between the
seller’s interest and the aggregate investor interests, rather than between the seller’s
interest and each other ABS interest. Accordingly, while the seller’s interest represents a
proportional share in the assets of the master trust, its allocable share of collections and
losses should be expressed in relation to the investor interests in the aggregate.

2. As described above, the allocation of collections and loss amounts between the investor
interests and the seller’s interest is pro rata during revolving periods. However, virtually
all credit and charge card securitization transactions fix the allocation of principal
collections to the relevant investor interests during other periods, including scheduled
principal accumulation or scheduled principal amortization periods, and in some cases
may also subordinate collections allocable to the seller’s interest to the investor interests.
In each of these cases, the seller’s interest continues to represent a proportional share in
the assets of the master trust that exposes the holder of the seller’s interest to a
proportional or greater share of the credit risk of those assets relative to the share borne
by the aggregate investor interests.

To address the concerns outlined above, we request that the proposed definition be
revised to indicate that the seller’s interest is an ABS interest “that represents a fractional
undivided interest in the entire pool of receivables in the master trust, that adjusts for fluctuations
in the outstanding principal balances of the receivables and that exposes the holder to a
proportional or greater share of the credit risk of the receivables as compared with the share
borne by the aggregate investor interests.”

Measuring the Amount and Duration of the Required Risk Retention: Paragraph (a) of
Section __.7 of the proposed regulations sets out the general requirement that “[a]t the closing of
the securitization transaction and until all ABS interests in the issuing entity are paid in full, the
sponsor retains a seller’s interest of not less than five percent of the unpaid principal balance of
all the assets owned or held by the issuing entity....” We have the following concerns with this
standard:

1. As described above, the amount of the seller’s interest at any time equals the portion of
the unpaid principal balance of the receivables in excess of the unpaid principal amount
of the aggregate investor interests. As a result, all other things being equal, an increase in
the investor interests (e.g., in connection with the issuance of additional ABS) results in a
corresponding decrease in the amount of the seller’s interest and, conversely, a decrease
in the investor interests (e.g., as a result of the payment of maturing ABS) results in a
corresponding increase in the amount of the seller’s interest. Given this inverse, binary
relationship between the investor interests and the seller’s interest, the program
documents for some credit and charge card securitization platforms establish the
minimum required seller’s interest by reference to the unpaid principal balance of the
outstanding investor interests, rather than the unpaid principal balance of the assets of the
issuing entity. As a result, we request that the proposed regulations be revised to require
that the 5% required seller’s interest be measured in relation to the unpaid principal
balance of the outstanding investor interests rather than the assets of the issuing entity.
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2. In a revolving asset master trust, the seller’s interest adjusts continuously due to
fluctuations in the outstanding principal balances of the receivables in the master trust
and changes in the number (and principal amount) of series or classes of investor interests
outstanding from time to time. As a result, the proposed regulations should be revised to
clarify that, at any specified time, the 5% required seller’s interest is to be measured by
reference to the assets and liabilities of the master trust as of a current point in time. As
proposed, market participants are concerned that the regulation could be misinterpreted to
require that the 5% required seller’s interest be measured by reference to the assets and
liabilities of the master trust as of a closing date and, thereafter, that the seller’s interest
must be maintained at that closing-date level regardless of subsequent fluctuations in the
assets and liabilities of the master trust.

3. Regulatory efforts to align the interests of a securitizer with the interests of investors
should be relevant only so long as ABS interests in the issuing entity are held by
unaffiliated third parties, rather than until all ABS interests are paid in full. As a result,
the proposed regulations should be revised to require that the securitizer retain the 5%
required seller’s interest only until, at the latest, such time as the ABS interests held by
unaffiliated third parties are paid in full.

To address the concerns outlined above, we request that paragraph (a) of Section .7 of
the proposed regulations be revised to require that at the closing of the securitization transaction
and until all ABS interests held by unaffiliated third parties are paid in full, the securitizer retain
a seller’s interest that, as of each measurement date, is in an amount not less than 5% of the
unpaid principal balance of all investor interests in the issuing entity outstanding at that time.™
For purposes of determining the amount of the seller’s interest at any time, a “measurement date”
means (i) at the closing of each securitization transaction, the most recent date as of which the
seller’s interest is to be measured in accordance with the related program documents that
occurred on or prior to the related closing date and (ii) each subsequent date as of which the
seller’s interest is to be measured in accordance with the related program documents.

Funds on Deposit in Excess Funding Accounts: Under current market practice, if the
amount of the seller’s interest is reduced below a minimum level established under the program
documents, the seller is required to designate additional, eligible credit or charge card accounts
and transfer the receivables and proceeds relating to those accounts to the master trust in an
amount that is sufficient to reinstate the seller’s interest to equal or exceed such minimum level.
If the seller is unable to or does not designate additional, eligible accounts, certain collections on
the master trust assets that are to be paid to the holder of the seller’s interest are instead deposited
in an excess funding account (sometimes referred to as a special funding account) to maintain the
seller’s economic interest in the master trust. For purposes of determining the amount of risk
retained by the securitizer under the seller’s interest provisions of the proposed regulations,
amounts in these excess funding or special funding accounts should be included when measuring
the amount of the seller’s interest.

1 As discussed under “Transition — Credit and Charge Card Revolving Asset Master Trusts™ later in this section of
our comment letter, we believe that further guidance on transition and compliance with the final regulations is
necessary in the case of revolving asset master trusts, and we make a request for certain further revisions to
paragraph (a) of Section __.7 in the context of those discussions.



ASF Risk Retention Letter to Joint Regulators
June 10, 2011
Page 112

Disclosure: Paragraph (b) of Section .7 of the proposed regulations sets out certain
disclosure requirements that a sponsor must satisfy when utilizing the seller’s interest risk
retention option, including the amount of the seller’s interest that the sponsor will retain at the
closing of the securitization transaction and the amount that the sponsor is required to retain
under the risk retention regulations. We have the following concerns with these disclosure
requirements:

1. The Joint Regulators indicate that the term *asset-backed security” as defined in
Section 3(a)(77) of the Exchange Act appears to include securities issued in transactions
that are registered with the SEC under the Securities Act and securities that are issued in
transactions that are exempt from such registration. Issuers operating in the public
market are well acquainted with the prescribed disclosure framework that applies to SEC-
registered transactions. The private market has, however, been the market in which new
financing products have first developed because, in the absence of a prescribed disclosure
framework, issuers and investors can tailor the characteristics of the securities, and the
disclosure and information that the investors will require, before investors commit to
buying those securities. Our credit and charge card securitizers are concerned, therefore,
by the prospect of imposing mandated disclosure requirements in connection with
transactions where disclosure practices have otherwise been market driven. Accordingly,
we request that the disclosure requirements proposed in connection with the risk retention
regulations be limited to those securities transactions that are required to be registered
with the SEC under the Securities Act.

2. As noted above, the amount of the seller’s interest at any time equals the portion of the
unpaid principal balance of the receivables in excess of the unpaid principal amount of
the aggregate investor interests at such time. Because the principal balance of the
receivables and the principal amount of the investor interests are in a continual state of
flux, it is not possible for the sponsor to know or predict what the amount of the seller’s
interest will be at any future date, including any prospective closing date. We request,
therefore, that paragraph (b)(1) of Section __.7 of the proposed regulations be revised to
require that the sponsor disclose the amount of the seller’s interest that the sponsor
retained on the most recent measurement date occurring prior to the date such
information was first provided to potential investors prior to sale of the related ABS.*

3. Paragraph (b)(3) of Section __.7 of the proposed regulations requires disclosure of “[t]he
material assumptions and methodology used in determining the aggregate dollar amount
of ABS interests issued by the issuing entity in the securitization transaction, including
those pertaining to any estimated cash flows and the discount rate used.” This disclosure
appears to be relevant to the vertical and horizontal risk retention provisions because the
dollar amount of the ABS interests issued by the issuing entity is relevant when
calculating the baseline risk retention requirements under those provisions. In the case of

% As a general matter, we believe that any disclosure requirements proposed in connection with the risk retention
regulations would be better addressed in the relevant body of disclosure regulations that govern such transactions
(e.g., Regulation AB), instead of on an ad hoc or piecemeal basis outside that body of disclosure regulations.

% As used here, the term “measurement date” is used in the same manner as described under “—Measuring the
Amount and Duration of the Required Risk Retention’ above.
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the seller’s interest, on the other hand, the baseline risk retention requirement is proposed
to be based on the unpaid principal balance of the master trust assets (or, assuming our
comments above are given effect, based on the unpaid principal balance of the
outstanding investor interests). We request, therefore, that Section _.7(b) of the
proposed regulations be revised to delete paragraph (3).

b. Who Retains the Seller’s Interest

While Section 15G of the Exchange Act generally provides that the Joint Regulators
should apply risk retention requirements to a “securitizer” of ABS, which term includes both the
depositor and sponsor for the ABS, the proposed regulations require that the seller’s interest be
retained by the sponsor. In cases where two or more entities are each sponsors for a single
securitization transaction, the proposed regulations would require that one of the sponsors satisfy
the risk retention requirements. The hedging, transfer and financing restrictions included in the
proposed regulations would prohibit a sponsor from transferring any interest that it is required to
retain under the rule to any person other than an affiliate whose financial statements are
consolidated with those of the sponsor, referred to as a “consolidated affiliate.”%*

In many credit and charge card securitization transactions, the sponsor sells or transfers
receivables, directly or indirectly, to an affiliated depositor that, in turn, transfers the receivables
to the master trust. In these cases, the seller’s interest is initially issued to, and held by, the
depositor (in exchange for the receivables transferred by the depositor to the master trust), rather
than by the sponsor. In some of these cases, the depositor is a direct or indirect wholly-owned
subsidiary of the sponsor, but in other cases the depositor is an affiliate of the sponsor that is
under common control with the sponsor by a direct or indirect common parent.®> There are also
credit and charge card securitization transactions in which two or more affiliated sponsors sell or
transfer receivables to two or more affiliated depositors for a single master trust and each
depositor, in turn, transfers its respective receivables to the master trust and holds a portion of the
seller’s interest.”® For example, in some cases, the program documents may require the
depositors to maintain an aggregate minimum seller’s interest in excess of 5%, but neither
depositor holds a portion of the seller’s interest that, by itself, would equal or exceed the 5%
threshold.

The proposed regulations are, therefore, inconsistent with long-standing market practice
and the terms and structure of all credit and charge card securitization transactions involving a
multi-step transfer of receivables to the master trust. To address these inconsistencies, we
request that the regulations be revised to align the risk retention mechanisms under the proposed
regulations with established market practice.

1. We request that the regulations be revised to permit the seller’s interest to be held directly
by the depositor initially (i.e., without requiring that the seller’s interest first be held by

% References throughout the credit and charge card ABS section of our comment letter to a “consolidated affiliate”
or to “consolidated affiliates” are intended to be references to such term as we request that it be defined, as indicated
in this section of our comment letter.

% |llustrations of each of these arrangements are included in Exhibit E to this letter.

% An illustration of this type of arrangement is included in Exhibit F to this letter.
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the sponsor with assignment to the depositor thereafter), so long as the depositor is a
consolidated affiliate.

2. In cases where two or more affiliated entities are each depositors for a single master trust,
we request that the regulations be revised to clarify that the risk retention requirements
are satisfied so long as each depositor is a consolidated affiliate and the portions of the
seller’s interest held by each such depositor aggregate to meet or exceed the 5%
threshold.

3. We request that the definition of the term *“consolidated affiliate” be revised to clarify or
provide that the term includes an entity (other than the issuing entity) that is under
common control with the sponsor by a direct or indirect common parent (e.g., the sponsor
and affiliated entity are “sister” or similar entities), where the financial statements of the
sponsor and the affiliated entity are consolidated with those of the direct or indirect
common parent. The proposed regulations indicate that the rule permits a transfer to one
or more consolidated affiliates because the required risk exposure would remain within
the consolidated organization and, therefore, would not reduce the organization’s
financial exposure to the credit risk of the securitized assets. We believe this rationale
applies equally in a case where the required risk exposure is retained by one or more
entities whose financial statements, together with those of the sponsor, are consolidated
with those of a common parent, because the required risk exposure would remain within
a consolidated organization whose consolidating entity — the sponsor’s direct or indirect
parent — both owns and controls the sponsor. The consolidating parent’s ownership of
the sponsor aligns the economic interests of the parent with those of the sponsor and
enables the parent to control and direct the underwriting standards and risk management
practices adopted and applied by the sponsor.

To address our request, we believe that the definition of “consolidated affiliate” should be
revised as follows: “Consolidated affiliate means, with respect to the sponsor, an entity
(other than the issuing entity) whose assets and liabilities are included with those of the
sponsor in the consolidated, combined, or other financial statements of a parent
consolidated group or organization under applicable accounting standards.”®’

4. Finally, we request that the regulations be revised to clarify that the risk retention
requirements are satisfied so long as the portions of the seller’s interest held by the
sponsor and its consolidated affiliates aggregate to meet or exceed the 5% threshold.

iii. Additional Forms of Risk Retention in Credit and Charge Card ABS

Our credit and charge card securitizers strongly believe that a range of risk retention
options should be available for credit and charge card securitizations and are pleased that the
proposed regulations outline a menu-of-options approach to risk retention. While it is critical
that the seller’s interest as currently utilized in revolving asset master trusts be a permissible
form of risk retention, it should not be the exclusive form. To preserve the strong alignment of

%" This proposed definition of “consolidated affiliate” is based on the definition of consolidated affiliate in FAS 166
with appropriate revisions to reflect the context of a securitization transaction.
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interests between credit and charge card securitization sponsors and investors and access to
credit for consumers and businesses, the risk retention requirements must be sufficiently flexible
to reflect current market practices.

a. Combining Different Forms of Risk Retention

Credit and charge card securitizers also believe that they should be able to satisfy the risk
retention requirement through a combination of the options available. The proposed “L-shaped”
risk retention option, which combines equal amounts of vertical and horizontal risk retention,
acknowledges the principle that different forms of risk retention can be combined to reach the
5% threshold. We see no reason why this principle should be applied in such a limited manner
so long as, in the aggregate, the retained exposures aggregate to at least 5%.

At a minimum, credit and charge card securitizers should have an option comparable to
the proposed L-shaped risk retention option that combines the seller’s interest (which, as noted
above, represents a vertical slice of the risks and rewards of all the receivables in the master
trust) with horizontal risk retention. It seems incongruous that each of the seller’s interest and
horizontal risk retention can independently satisfy the risk retention requirement, but a
combination of the two would not. In many cases, particularly in the current, distressed capital
markets, a credit or charge card securitizer or a consolidated affiliate may retain all or a portion
of the most subordinated class or classes of a series of ABS. These retained subordinated ABS
interests represent risk retention mechanisms that investors may expect or demand as a condition
to purchase credit or charge card ABS. If the securitizer is not able to combine these different
forms of risk retention to reach the 5% threshold, the securitizer may be required to hold
considerably more exposure than the required level, potentially increasing the costs of
securitization relative to other funding options available to the sponsor, which in turn would lead
to a contraction in available credit for consumers and businesses.

b. Horizontal Risk Retention: Definition of “Eligible Horizontal Residual
Interest””®

In many cases, a credit or charge card securitizer or one or more of its consolidated
affiliates may retain all or a portion of the most subordinated interests in a series of ABS, which
may take the form of a subordinated tranche of a class or series or an equity interest in, or debt
obligation of, the master trust. These subordinated interests are structured to absorb credit losses
before more senior tranches and are, in fact, sized based on the amount of subordination needed
to protect more senior classes in extreme loss scenarios. As a result, our credit and charge card
securitizers strongly believe that the retention of these subordinated interests is highly effective
in aligning the interests of securitizers and investors and should, therefore, qualify as permissible
forms of horizontal risk retention for credit and charge card securitization transactions. The
proposed definition of “eligible horizontal residual interest” does not, however, align well with
the characteristics of the subordinated interests in credit and charge card master trusts, and so we

% With regard to the proposed horizontal risk retention option, our credit and charge card securitizers support and
endorse the comments made in this letter by securitizers in other asset classes, but also wish to provide further
comment in certain areas that are particularly relevant to credit and charge card securitizers.
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request that the definition be revised in the following ways in order for horizontal risk retention
to be a meaningful and workable option for credit and charge card securitizers.

Loss Allocation: Clause (1) of the proposed definition of “eligible horizontal residual
interest” contemplates an ABS interest that “...is allocated all losses on the securitized assets
[other than losses absorbed through a premium capture cash reserve account] until the par value
of such ABS interest is reduced to zero.” [Emphasis added.] We have the following concerns
with this standard:

1. Loss allocation mechanisms and the manner in which losses are subsequently recovered
vary significantly across asset classes and transaction structures. This is particularly true
of credit and charge card securitizations. As noted above, in virtually every credit and
charge card securitization transaction, loss amounts associated with charged-off
receivables are initially allocated pro rata between the seller’s interest and the aggregate
investor interests. As a threshold matter, therefore, a horizontal residual interest in a
credit or charge card securitization transaction, such as a subordinated class of a series of
ABS, is never allocated all losses on the securitized assets because the seller’s interest
initially receives its pro rata allocable share of loss amounts associated with charged-off
receivables.

2. The portion of these loss amounts that is allocated to the investor interests in the
aggregate, thereafter, may be further allocated among various series of investor interests.
Accordingly, although the most subordinated class of a series of ABS in a credit or
charge card securitization transaction may absorb the losses allocated to its series before
more senior classes in its series, as a general matter, that subordinated class will not
absorb losses allocated to the interests of any other series of ABS.

3. The seller’s residual interest in excess spread and in funds on deposit in certain trust
accounts are the first interest in most credit and charge card ABS structures to absorb
losses, even before the “most subordinated” class or tranche of securities. Similarly,
there may be other ABS interests retained by the sponsor or its consolidated affiliates that
absorb losses before the “most subordinated” class or tranche of securities. The mere
existence of the seller’s interest and these first-loss residual interests should not prevent
the most subordinated class or tranche of a series of ABS from qualifying as an “eligible
horizontal residual interest” as long as the seller’s interest and these other first-loss
residual interests are held by the sponsor and its consolidated affiliates.

To address the concerns outlined above, we request that clause (1) of the proposed
definition of “eligible horizontal residual interest” be revised to reflect that, in the case of
revolving asset master trusts, an ABS interest will qualify if (i) the sponsor or its consolidated
affiliates hold the seller’s interest, including the right to receive excess spread on the securitized
assets and (ii) there are no other ABS interests that absorb losses allocated to the related series
prior to such ABS interest that are not held by the sponsor or its consolidated affiliates.

Subordinated Payments: Clause (2) of the proposed definition of “eligible horizontal
residual interest” contemplates an ABS interest that *...has the most subordinated claim to
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payments of both principal and interest by the issuing entity.” We have the following concerns
with this standard:

1. As described above, a master trust issues ABS from time to time in one or more series,
each with its own capital structure comprised of more senior classes or tranches of such
series and more subordinated classes or tranches of such series. On any distribution date,
although the most subordinated class of each outstanding series may have the most
subordinated claim to payments of both principal and interest from collections on the
receivables with respect to its series, no such subordinated class would have any claim or
priority to such payments in respect of any other series issued by the master trust.
Similarly, in a delinked structure, although the tranches comprising the most
subordinated class of a series, individually and collectively, may have the most
subordinated claim to payments of both principal and interest from collections on the
receivables with respect to such series, no one tranche of that most subordinated class
will have a more subordinated claim to such payments than the other tranches of that
class.

2. In some revolving asset master trusts there may be other ABS interests held by the
sponsor or its consolidated affiliates that are the last to receive payments of principal and
interest from collections on the receivables. In addition, as described above, there may
be funds on deposit in certain trust deposit accounts that may be applied toward payments
of principal or interest on only the most subordinated class or tranches of ABS interests
of any series. The mere existence of these other ABS interests or trust deposit accounts
should not prevent an interest from qualifying as an “eligible horizontal interest” as long
as the sponsor or its consolidated affiliates holds any such ABS interest or the residual
interest in any such trust deposit account.

To address the concerns outlined above, we request that clause (2) of the proposed
definition of “eligible horizontal residual interest” be revised to reflect that, in the case of
revolving asset master trusts, as to any series of ABS, a class of such series will qualify if it has
the most subordinated claims to payments of both principal and interest from collections on the
receivables with respect to such series (other than ABS interests held by the sponsor or its
consolidated affiliates), and any tranche comprising a class of such series will qualify if the
tranches comprising such class at any time have the most subordinated claims to payments of
both principal and interest from collections on the receivables with respect to such series (other
than ABS interests held by the sponsor or its consolidated affiliates).

Principal Payments: Clause (3) of the proposed definition of “eligible horizontal residual
interest” contemplates an ABS interest that “...until all other ABS interests in the issuing entity
are paid in full, is not entitled to receive any payments of principal made on a securitized asset,
provided, however, [such ABS interest] may receive its current proportionate share of scheduled
payments of principal received on the securitized assets in accordance with the transaction
documents.” We have the following concerns with this standard:

1. As described above, a master trust may issue ABS from time to time in one or more
series, each with its own capital structure comprised of more senior classes of such series
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and more subordinate classes of such series. At any given time, some master trust series
may be in their revolving periods while other series may be in a scheduled principal
accumulation period or scheduled principal amortization period. While it may be the
case that, as to any series of ABS, the most subordinated class of such series is not
entitled to receive payments of principal until such time as each more senior class of such
series is paid in full, it is commonplace and expected that, as to any series in a principal
accumulation period or principal amortization period, each class of such series may be
paid in full while other series remain outstanding and in their revolving periods.

In a delinked issuance structure, senior securities and subordinated securities of the same
series are issued in tranches at different times and on different terms. As a result,
tranches of subordinated securities amortize and mature on schedules independent of
tranches of senior securities, and it is commonplace and expected in a delinked master
trust that subordinated tranches will amortize and mature at times while senior tranches
remain outstanding. Scheduled maturities of subordinated tranches are, of course, closely
monitored to ensure that the principal amount of subordinated tranches outstanding at any
time is sufficient to maintain the required subordination levels.

2. Clause (3) of the proposed definition makes reference to “scheduled payments of
principal received on the securitized assets.” In the context of credit and charge card
master trusts, the receivables arising in the credit or charge card accounts do not typically
have “scheduled” payment terms.

3. Our credit and charge card securitizers feel strongly that clause (3) of the definition of
“eligible horizontal residual interest” is unworkable in the context of existing credit and
charge card master trust structures and that clauses (1) and (2) of the proposed definition
of “eligible horizontal residual interest” as modified after giving effect to the revisions
we have proposed above are sufficient to align the interests of the sponsor with those of
the investors.

To address the concerns outlined above, we request that clause (3) of the proposed
definition of “eligible horizontal residual interest” be revised to reflect that this clause should not
apply in the case of a revolving asset master trust.

iv. Changes in Form of Risk Retention in Credit and Charge Card ABS

Our credit and charge card securitizers also strongly believe, particularly in the context of
revolving asset master trusts, that they should not be required to hold their exposure in the same
form throughout the life of a transaction (or, as recommended in this letter, the required risk
retention holding period), much less throughout the life of the master trust itself, so long as the
securitizer maintains the specified minimum level of exposure and reports any material
realignment. Unlike amortizing securitization structures, revolving asset master trusts are
structured to issue ABS interests in different series or classes from time to time over a period of
many years or even decades. Credit and charge card securitizers would be disadvantaged
relative to securitizers using amortizing securitization structures if they were required to hold
their exposure in the same form throughout the life of the master trust.
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v. Two-Tiered Credit and Charge Card ABS Issuance Platforms

Some credit and charge card master trust platforms are structured so that the asset pool
directly supporting the issued ABS consists of one or more financial assets that represent an
interest in, or the right to the payments or cash flows of, an underlying pool of receivables. In
each instance, these structures are used solely to facilitate the structuring of the ABS transaction
and not to resecuritize other outstanding securities, and the issued ABS are primarily serviced by
cash flows from the underlying pool of receivables.

The most common example of this structure in the credit and charge card ABS sector
today is an “issuance trust” structure, where a previously-established master trust issues to a
subsequently-established issuance trust an interest — often referred to as a “collateral certificate”
— representing a beneficial interest in the pool of credit or charge card receivables held by the
master trust. The issuance trust then issues its own ABS in series backed directly by the
collateral certificate and indirectly by the credit or charge card receivables held by the master
trust. An illustration of an issuance trust structure is included as Exhibit G to this letter.

The SEC has previously recognized that these structures and underlying interests do not
raise the same issues as may arise in the resecuritization of other underlying securities because
they are merely facilitating structural devices that form a part of a unitary issuance platform.
Accordingly, the SEC has excluded these structures from regulation as resecuritization
transactions where the following conditions are met:

e Both the issuing entity for the issued ABS and the entity issuing the underlying interest
have been established under the direction of the same sponsor and depositor;

e The underlying interest was created solely to satisfy legal requirements or otherwise
facilitate the structuring of the ABS transactions;

e The underlying interest is not part of a scheme to avoid the requirements of the regulatory
scheme; and

e The underlying interest is held by the issuing entity and is a part of the asset pool for the
issued ABS.

Our credit and charge card securitizer members and our investor members agree that,
where the conditions outlined above are met, an underlying credit or charge card master trust and
a related issuance trust should be treated as a single issuing entity and a unitary issuance platform
for all purposes under the risk retention regulations to avoid the imposition of a redundant layer
of risk retention. We request, therefore, that the proposed regulations be revised to exclude these
structures from regulation as resecuritization transactions and the imposition of an unnecessary,
additional layer of risk retention requirements.
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vi. Transition — Credit and Charge Card Revolving Asset Master Trusts

Section 15G does not apply to ABS issued before the effective date of the final risk
retention regulations.*® In the case of revolving asset master trusts that were formed prior to the
effective date, and that have issued ABS before the effective date and intend to issue ABS after
the effective date, we believe that further guidance on transition and compliance with the final
regulations is necessary.

As a practical matter, credit and charge card ABS issued before the effective date of the
final regulations may not be 15G-compliant ABS because neither the ABS themselves nor the
revolving asset master trust would have been structured to meet the regulations’ risk retention
requirements.*® Our credit and charge card securitizers strongly believe that, inasmuch as the
final regulations apply only prospectively, when measuring the amount of required risk retention,
only ABS that are issued on or after the effective date of the final regulations should be covered,
even if the master trust was formed and had issued ABS prior to the effective date.

In the case of a credit or charge card securitizer that seeks to rely on the seller’s interest
risk retention option, our credit and charge card securitizers believe, therefore, that paragraph (a)
of Section __.7 of the proposed regulations should be revised to require that the seller retain a
seller’s interest that, as of each measurement date, is in an amount not less than 5% of the unpaid
principal balance of all investor interests (as defined in the applicable transaction documents) in
the issuing entity that were issued on or after the effective date of the final regulations and that
are outstanding as of the related measurement date.

In the case of a credit or charge card securitizer that seeks to rely on another risk
retention option (e.g., horizontal or vertical risk retention), our credit and charge card securitizers
believe that the relevant provisions of the proposed regulations should be revised to make clear
that, in the case of a revolving asset master trust, the baseline risk retention requirement is to be
measured in relation to each ABS interest in the issuing entity issued on or after the effective
date of the final regulations.

If the Joint Regulators were not to make these revisions to the regulations, the economic
effect on credit and charge card securitizers would be the same as if Section 15G were applied to
all ABS issued by the master trust, regardless of the effective date of the final risk retention
regulations. Moreover, in practical terms, a credit or charge card securitizer would have no risk
retention option other than the seller’s interest option because it would be extremely difficult (in
the case of the horizontal option), or impossible (in the case of the vertical and L-shaped
options), prospectively to satisfy any of the other risk retention requirements on a trust-wide
basis. Finally, the availability of even the seller’s interest option also assumes that all of our

% In the case of residential mortgage-backed securities, the regulations become effective one year after publication
of the final regulations in the Federal Register and, in the case of all other asset-backed securities, two years after
such publication.

1% For example, many master trusts have only 4% minimum required seller’s interests, and the calculation itself
may be based on either the unpaid principal balance of the receivables in the master trust or the unpaid principal
balance of the aggregate investor interests.
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comments on the definition of seller’s interest and on the mechanism itself are reflected in the
final regulations.

vii. Premium Capture Cash Reserve Account

The Joint Regulators propose to adjust the required amount of risk retention to account
for any excess spread that is monetized at the closing of a securitization transaction. If a sponsor
structures a securitization to monetize excess spread, the proposed regulation is intended to
“capture” the premium or purchase price received on the sale of the tranches that monetize the
excess spread and require that the sponsor place such amounts into a separate trust account for
use to cover losses on the trust assets before such losses are allocated to any other interest or
account. Our credit and charge card securitizers have several comments and observations
relating to this proposed premium capture mechanism.

First, as discussed above, both the seller’s interest itself and the interest of the seller in
excess spread are fundamental elements of all credit and charge card securitization structures.
Since the credit and charge card ABS originator retains its ownership of the accounts, the
originator maintains its relationship with the cardholders and, as revolving accounts, continues to
make credit-granting and underwriting decisions in connection with ongoing extensions of credit
throughout the life of the accounts. With revolving accounts the originator is continually
originating new receivables and underwriting and reassessing the credit risk associated with the
accounts. As part of that process, the originator is also continually re-pricing credit risk and
refining its pricing models in an effort to establish a level of portfolio yield commensurate with
the level of credit exposure, and thereby optimize excess spread. Unlike amortizing trusts,
excess spread in revolving asset master trusts is directly connected to the dynamic process of re-
extending credit and the manner in which the originator manages its credit or charge card
business over time. As a practical result, a sponsor in a credit or charge card securitization
transaction is discouraged from monetizing excess spread, in large part, because its value is
dependent upon the sponsor’s ongoing origination practices, underwriting standards, pricing
models and credit risk management, all of which are commercially-sensitive proprietary
information that is critical to the competitive position and viability of their businesses.

Second, as drafted, the premium capture mechanism does not take the features of
revolving asset master trusts into account and so cannot be applied to credit or charge card
securitization transactions. For example, where a credit or charge card securitizer is relying on
the seller’s interest or the horizontal risk retention option, Sections __.12(a)(1) and __.12(a)(2)(i)
of the proposed regulations require the sponsor to fund a premium capture cash reserve account
at closing of the securitization transaction in an amount equal to the positive difference between
the gross proceeds received by the sponsor and 95% of the par value of all ABS interests in the
issuing entity issued as part of the securitization transaction. In a revolving asset master trust,
however, an ABS interest issued at any particular time may be supported by ABS interests (e.g.,
the seller’s interest or one or more classes or tranches of subordinated securities) that are issued
at different times, both before and after the subject ABS interest is issued. As a result, it is not
clear which ABS interests would be viewed as having been issued as “part of the securitization
transaction.”
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For example, where the credit or charge card securitizer is relying on the seller’s interest
risk retention option, the seller’s interest will have been issued at the inception of the master
trust, but it appears that the seller’s interest should be a factor in the premium capture formula
described above since we understand the 5% spread between the gross proceeds and the par
value of the ABS interests to represent the amount of the baseline required risk retention.'®
Similarly, where the credit or charge card securitizer is relying on the horizontal risk retention
option, the subordinated securities supporting a particular ABS interest at any time may have
been issued at any point in time before or after such ABS interest was issued. Consequently, as
to any ABS interest, it is not clear how to apply the premium capture formula at the time such
ABS interest is issued.

Third, the Joint Regulators base the premium capture proposal on concerns that, by
monetizing excess spread before the performance of the securitized assets can be observed and
unexpected losses realized, sponsors may be able to reduce their economic exposure in the
transaction and in the credit quality of the underlying securitized assets. In the context of
revolving asset master trusts, however, as discussed throughout this section of our comment
letter, sponsors retain significant ongoing economic exposures in credit and charge card
securitization transactions that remain throughout the life of the transaction. Furthermore, the
historical performance of the securitized revolving assets is readily observable, as are historical
losses. Indeed, historical performance data for the asset pool is routinely disclosed to investors.
As a result, assuming for argument’s sake that a credit or charge card securitizer sought to
monetize excess spread, the securitizer would do so in a manner where the historical
performance and credit characteristics of the asset pool were disclosed to investors.
Accordingly, the concerns giving rise to the premium capture proposal are not presented in the
context of a revolving asset master trust.

In light of these comments and observations, our credit and charge card securitizers
believe it would be most appropriate to exempt revolving asset master trusts from the application
of this premium capture mechanism. In the alternative, the rule would have to be revised to take
the features of revolving asset master trusts into account before it could be applied to credit or
charge card securitization transactions.

viii. Discretionary Authority Regarding Forms of Risk Retention

As we have indicated throughout this section of our letter, neither the proposed seller’s
interest option nor the other proposed risk retention options that purport to be available to credit
and charge card securitizers are sufficiently tailored to account for the nuanced and technical
features of the master trust structure. Further, because the proposed risk retention regulations are
not sufficiently flexible, if adopted as proposed, they will impede market innovation and the
ability to meet changing investor demands.

191 If, as we believe, the seller’s interest is intended to be a factor in the premium capture formula, the rule should
clarify the value that should be assigned to the seller’s interest, since the seller’s interest risk retention option is
proposed to be measured by reference to the unpaid principal balance of the master trust assets (or, if our requested
revisions are made, the unpaid principal balance of all investor interests) but the premium capture formula is
calculated by reference to the par value of the ABS interests.
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Although we have addressed specific instances in which the proposed regulations should
be adjusted to reflect current features of the master trust structure, our credit and charge card
issuers agree that the large number of complex features of the structure and the variances among
existing master trust structures make it impossible to address all of the nuance and technicalities
of the structure in narrowly tailored risk retention regulations. Furthermore, it is impossible to
predict the direction of future market developments that may be as effective, or even more
effective, as existing structures in aligning the interests of credit and charge card securitizers
with those of investors.

We therefore respectfully request that, in the absence of adopting a principles-based
approach to risk retention regulations, the Joint Regulators incorporate into the final regulation a
provision that operates to delegate to one of the Joint Regulators the authority and discretion to
give credit under the risk retention regulations to ABS interests that for one reason or another
might not meet the technical requirements of the regulations, but are no less effective in aligning
interests as intended under the proposal. Our credit and charge card issuers agree that, in order
to ensure consistency in the application of the regulations, such authority should rest with a
single regulatory authority. Since, in the structured finance market, the SEC is the regulatory
authority that establishes the terms on which ABS transactions may be registered under the
Securities Act of 1933 or, through various safe harbors, exempt from such registration, it would
make sense for the SEC to hold this discretionary authority.

E. Student Loan ABS
Introduction

Student loans have traditionally fallen into the following two categories: (i) student loans
originated under the Federal Family Education Loan Program under Title IV of the Higher
Education Act (“EEELP”) which, in effect, carry a guarantee by the federal government, and
continue to be held on the balance sheets of numerous state agencies, banks and finance
companies, and (ii) non-government guaranteed private student loans which typically
supplement the federal student loan programs, and are either financed through securitization or
are retained for investment by financial institutions, funds or other investors.

i. Exemption for FFELP ABS

Established in 1965, FFELP provided for the origination of loans pursuant to minimum
prescribed criteria to “qualified students” who are enrolled in eligible institutions, or to parents
of dependent students, to finance their educational costs. A “qualified student” is an individual
who is a U.S. citizen, national or permanent resident; has been accepted for enrollment or is
enrolled and is maintaining satisfactory academic progress at a participating educational
institution and meets certain other requirements for the particular loan program. In addition,
federally insured consolidation loans have been originated for FFELP borrowers following the
completion of their education. Loans originated under FFELP are guaranteed by the federal
government and administered by guarantee agencies. FFELP loans were originated by
commercial banks, thrifts, nonprofit organizations, independent finance companies, and credit
unions, and are often held in an investment portfolio or securitized.
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The Proposed Regulations do not include an exemption for FFELP loan securitizations
from the risk retention requirements. Instead, Proposed § _ .21(b)(1) fully exempts any
securitization transaction if the asset-backed securities issued in the transaction are collateralized
solely (excluding cash and cash equivalents) by assets that are fully insured or guaranteed as to
the payment of principal and interest by the United States or an agency of the United States. As
noted above, FFELP permitted eligible lenders'® to originate loans that were guaranteed by the
federal government.!®® Under FFELP, loans provided a government guaranty of 97 to 100
percent of the defaulted principal and accrued interest (in accordance with statutory
requirements) in the event that the student defaulted on the loan, so long as the loan was serviced
in accordance with Department of Education guidelines.'® As noted in the Proposing Release,
part of the justification for the exemption of FFELP loan securitizations is that the “federal
department or agency issuing, insuring or guaranteeing the ABS or collateral would monitor the
quality of the assets securitized, consistent with the relevant statutory authority.”*® Through the
guaranty program administered by the Department of Education, that is certainly the case.

Other types of federally insured or guaranteed loans are designated in the Proposed
Regulations as exempt from the risk retention requirements under Proposed § _ .21(a)(1):
securitizations that are collateralized by “residential, multifamily, or health care facility
mortgage loan assets that are insured or guaranteed as to the payment of principal and interest by
the United States or an agency of the United States.” For example, as noted in the Proposing
Release: the “Department of Veterans Administration also guarantees between 25 percent and
50 percent of lender losses in the event of residential borrower defaults. United States
Department of Agriculture Rural Development also guarantees a sliding amount against loss of
up to 90 percent of the original loan amount for single family loans.”*® Each of these types of
loans is only partially guaranteed, but the implication from the Proposing Release is that a
securitization of these loans would be exempt from the risk retention rules.

For the reasons set forth above, we believe that the guaranty by the federal
government for FFELP loans warrants a general class exemption for FFELP loan
securitizations from the risk retention requirements in the Regulations.

If the Joint Regulators do not believe that a general class exemption for FFELP loans in
the Regulations (as ultimately adopted) is warranted, an exemption would also be appropriate

192 As defined under the Higher Education Act of 1965.

103 see Federal Housing Finance Agency Regulatory Interpretation 2009-RI-01, dated June 4, 2009, concluding that
“the federal guarantee for defaulted [guaranteed student loans originated under FFELP] does run to the direct benefit
of the holder of those loans,” available at: http://www.fhfa.gov/Default.aspx/webfiles/13430/R1_2009-RI-
01 _Fed G-Student Loans.pdf.

% In addition to borrower default, FFELP provides for the same guaranty against the death, bankruptcy or
permanent, total disability of the borrower; closing of the borrower’s school prior to the end of the academic period;
false certification by the borrower’s school of his eligibility for the loan; and an unpaid school refund. The federally
mandated guaranty has decreased slightly over time. Currently, the required guaranty percent of the principal and
accrued interest is as follows: 100% for loans initially disbursed before October 1, 1993; 98% for loans initially
disbursed between October 1, 1993 and July 1, 2006; and 97% for loans initially disbursed on or after July 1, 2006.
195 See page 24137 of the Proposing Release.

196 See page 24136 of the Proposing Release.
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under Section 941(c)(1)(B)(ii) of Dodd-Frank due to their negligible credit risk.'®” That section
provides for a downward adjustment of the five percent risk retention requirement if prescribed
underwriting criteria are met “that specify the terms, conditions, and characteristics of a loan
within the asset class that indicate a low credit risk with respect to the loan.” While this
adjustment provision is meant to prescribe specific underwriting that indicates a low credit risk,
we point out that the explicit guaranty of FFELP loans as a result of the federal government’s
guaranty substantially insulates the ABS from any material credit performance issues.

We also note that implementing risk retention requirements on outstanding FFELP loans,
which complied with government-specified parameters in the first place (and were not subjected
to commercial underwriting standards), will not impact future underwriting standards for this
product as FFELP was eliminated as of July 2010 under the Health Care and Education
Reconciliation Act of 2010. Although ASF supports Dodd-Frank’s goal of encouraging sound
underwriting decisions by improving the alignment of interests among sponsors of
securitizations, originators of loans and investors in ABS, this goal would not be served by
requiring risk retention in FFELP transactions. We believe an adjustment down to zero would be
appropriate given these special circumstances.'%

Numerous state agencies and various banks and finance companies continue to hold
outstanding FFELP loans on their balance sheets. Requiring securitizers of FFELP loans to
retain risk would make securitization a less attractive option and these loans would be more
likely to remain on the balance sheets of these institutions, invariably tying up significant
amounts of capital that could otherwise be extended in the form of private loans or other forms
of financial assistance to students. As noted in the Federal Reserve Study, “[M]any financial
institutions hold significant legacy portfolios of FFELP loans, and some still sell these loans to
each other. Risk retention requirements may damp these whole loan sales if it becomes more
costly to finance these loans via securitization.”*® With respect to state and nonprofit agencies,
programs awarding grants and other forms of financial assistance for students will receive a
boost from new capital.

According to the Department of Education, approximately $390 billion of FFELP loans
are outstanding and not owned by the federal government.*® A portion of these loans are in
existing securitizations and a portion are held in inventory by financial institutions, some of
which are financed in facilities (such as the Straight A Funding conduit supported by the
Department) that are maturing and are likely not to be renewed. During the last three years, a
significant number of outstanding FFELP securitizations have been subjected to restructurings
and there have been new issuances of FFELP backed student loan ABS. We are advised by our

197 We also note that a more general exemption is set forth under Section 941(c)(1)(G)(i), which requires that the
regulations provide for “a total or partial exemption of any securitization, as may be appropriate in the public
interest and for the protection of investors.”

198 Alternatively, the risk retention requirement could be measured against the uninsured portion of the FFELP loans
collateralizing the securitization, so, for example, the risk retention required could equal five percent of three percent
of the aggregate principal balance of the collateral, assuming a pool of FFELP loans that were insured at 97% of the
outstanding principal and interest.

109 See Federal Reserve Study at page 79.

119 see Department of Education, “FY 2010 Agency Financial Report—U.S. Department of Education,” page 48,
available at: http://www?2.ed.gov/about/reports/annual/2010report/3-financial-details.pdf.
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members that this activity can be expected in the foreseeable future. In fact, for 2011 based on
publicly available data, student loans rank second among types of non-mortgage assets
securitized.™ Finally and perhaps most significantly, our members, including both issuers
and sponsors of student loan backed securitizations and the investors who purchase the
student loan ABS that are issued thereby, uniformly and wholeheartedly support a general
class exemption from the risk retention rules for FFELP loan securitizations.

ii. Risk Retention for Private Student Loans

As discussed in the ASF Comment Letter re Risk Retention for Student Loan ABS, the
securitizer (or an affiliate) of a private student loan securitization generally retains ownership of
the first-loss piece of the transaction. The first-loss piece is an equity ownership or debt interest
in an issuing entity that is subordinated to all tranches of issued ABS and represents the right to
receive cashflow at the most subordinated level of the flow of funds. We believe that this form
of “horizontal slice” risk retention, which has been utilized in past private student loan
securitizations, can be effective in aligning incentives between securitizers and investors, due, in
large part, to the amount of credit risk to which such interest is exposed. Our student loan ABS
sponsor members have indicated to us that their future transactions would likely employ the
“eligible horizontal residual interest” form of risk retention set forth in the Proposing Release,
although some have indicated that future structures may employ other forms of risk retention
included in the Proposed Regulations. Thus, to the extent that the Joint Regulators find that risk
retention for private student loans is warranted, we strongly support that sponsors be permitted to
choose from the proposed menu of risk retention structures that are included in the Proposed
Regulations as appropriate for student loan backed ABS.

F. Equipment Loan ABS
i.  Qualifying Equipment Commercial Loans

Our equipment sponsor members (“Equipment Sponsors”) support the efforts of the Joint
Regulators in drafting and setting forth a proposal addressing the myriad of issues required under
Dodd-Frank. The Joint Regulators have proposed, pursuant to Section 15G(c)(1)(B)(ii) of Dodd-
Frank, a zero percent risk retention requirement for ABS issuances collateralized by qualifying
“commercial loans.” As noted by the Joint Regulators, “[u]lnder Section 15G, the regulations
issued by the Joint Regulators must include underwriting standards for...commercial
loans....”**? Furthermore, “these underwriting standards...must specify terms, conditions, and
characteristics of a loan within such asset class that indicate low credit risk with respect to the
loan.”*** However, the underwriting standards initially proposed as § _ .18(A) for qualifying
commercial loans are not relevant to equipment commercial loans, which are a frequently
securitized type of commercial loans. In fact, equipment ABS issuance represents a significant
portion of the overall ABS market (as of May 23, 2011 equipment ABS accounted for

1 Source: RBS Securities Inc. “ABS Market Update” as of May 2, 2011.

12 Credit Risk Retention, 76 Fed. Reg. 24,090, 24,129 (proposed Apr. 29, 2011)(to be codified at 12 C.F.R. 43, 12
C.F.R. 244,12 C.F.R. 373,12 C.F.R. 1234, 17 C.F.R. 246 and 24 C.F.R. 267).

113 Credit Risk Retention, 76 Fed. Reg. at 24,130.
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approximately 8% of all public ABS issuance).’** In addition, the category “Equipment Loans
and Leases” was identified as a separate asset class and was one of only eight loan categories,
along with ABCP, that were studied by the Board in the Federal Reserve Study.'*®> As a result,
the underwriting standards relating to qualifying commercial loans should be supplemented to
address these frequently securitized commercial loans as Section 15G(c)(2)(A)**° on its face
requires through its use of the broad term “commercial loans.” Notably, equipment commercial
loans meet the current definition of “commercial loan” as proposed by the Joint Regulators. It is
only the underwriting standards set forth in the Proposed Regulations that do not reflect actual
industry underwriting practices and standards for the origination of equipment commercial loans.
In short, the Equipment Sponsors do not believe that an equipment ABS transaction has ever
been executed that would meet the criteria set forth in the Proposed Regulations or that
originating qualifying loans would be economically feasible for them. Unless the Joint
Regulators develop underwriting standards that are consistent with the equipment industry
practice, the Equipment Sponsors expect that the qualifying commercial loan exception as
initially proposed will remain wholly unused by Equipment Sponsors, despite the clear
Congressional intent to foster the financing of the commercial loan asset class.

Although Dodd-Frank uses the generalized term of “commercial loans”, the Equipment
Sponsors suggest that the Joint Regulators, in enacting regulations to realize the Congressionally
mandated objectives, avoid the impossible task of trying to develop one set of universal
underwriting standards that would apply to all types of commercial loans. As noted by the Joint
Regulators, “[clommercial loans encompass a wide variety of credit types and terms,”**” and
significant variation exists in the factors that are determinative with respect to underwriting
standards that are applicable to, and appropriate for, each type of commercial loan collateralizing
asset-backed securities. As a result, the Equipment Sponsors believe it would be most
appropriate for the regulations to set forth underwriting standards that are tailored to the unique
underwriting considerations relevant to equipment commercial loans. To successfully implement
the legislative requirements, the Equipment Sponsors suggest that, in addition to the term
“commercial loan” and its related underwriting standards, which would remain applicable to
other types of commercial loans, the Joint Regulators should follow a simple and straight-
forward approach for industry participants by creating a separate qualifying commercial loan
category of “equipment commercial loans”. The Equipment Sponsors propose the new term
“equipment commercial loan,” which would have underwriting standards and other requirements
targeted specifically to this important category of commercial loans.**®

114 Based on information obtained from Thompson Reuters in May 2011 (via International Financing Review).

15 Federal Reserve Study at pg. 6. The Federal Reserve Study defines “Equipment Loans and Leases” as “loans and
leases extended to facilitate the purchase or lease of business, industrial, and farm equipment, including ‘large
ticket’ items such as bulldozers and backhoes and ‘small ticket” items such as computers and copiers.” 1d at 23.
185ec. 15G(c)(2)(A) provides as follows: “ASSET CLASSES.—The regulations prescribed under subsection (b)
shall establish asset classes with separate rules for securitizers of different classes of assets, including residential
mortgages, commercial mortgages, commercial loans, auto loans, and any other class of assets that the Federal
banking agencies and the Commission deem appropriate.”

7 Credit Risk Retention, 76 Fed. Reg. at 24,131.

18 If a new category of equipment commercial loans is not created as requested herein, the Equipment Sponsors
request that the final rules clarify that the exclusion in the definition of “commercial loan” in § .16 of the
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In order to properly define an equipment commercial loan category to include only an
appropriate loan, the Equipment Sponsors propose to define “equipment commercial loan” as “a
loan or a finance lease'*® made to a company or an individual secured by equipment to be used
by such company or individual in a trade or business or for other commercial purposes, including
loans or finance leases related t0*? (a) trucking or transportation equipment; (b) motor coaches
or buses; (c) construction or mining equipment; (d) agricultural equipment; (e) landscape
equipment; (f) engines or engine systems; (g) recreational vehicles for commercial use; (h)
forestry equipment; (i) healthcare related equipment, (j) boats and other maritime equipment, (k)
electronics or other technological equipment; and (I) industrial or commercial equipment,
including equipment used for printing and publishing, manufacturing, retailing, distributing or
wholesaling; and which, with respect to each of the foregoing, may include any accompanying
component attachments and accessions; provided however, that an equipment commercial loan
does not include a loan or lease secured by aircraft, railcars or containers.”**

The Equipment Sponsors would like to first highlight that, with respect to underwriting
equipment commercial loans, as an industry, the focus includes the type and use of the
equipment, in addition to the credit quality of the applicant. Unlike other types of commercial
loans, which may include secured or unsecured loans, the proposed equipment commercial loan
definition would require that all such loans be secured by equipment as set forth above. This
equipment is often vital to the success of the obligor’s business so such obligor’s motivation to
keep the loan'?? in good standing is very high. This equipment is generally income-producing to
the obligor (or is otherwise critical to the obligor’s business) and has a long useful life.
Furthermore, typical loan terms for equipment commercial loans are such that the obligor has
beneficial equity value in the equipment after the loan maturity or end of lease, as applicable.
Based on these factors unique to underwriting equipment commercial loans, the Equipment
Sponsors have crafted underwriting standards that analyze not only the ability of the obligor to
repay,’? but that also consider the motivation of the obligor to repay and the value of the
equipment (which typically serves as valuable security in the event of a default by an obligor).
As a result, through this time-tested approach to underwriting standards for equipment
commercial loans, the equipment commercial loan industry has been very successful in

Proposed Regulations for “[lIJoans for the purpose of financing agricultural production” does not include agricultural
equipment loans.

19 A finance lease is the functional equivalent of a loan in this context. The lessee (the party leasing the equipment)
is deemed to be the beneficial owner of the leased equipment, and the lessor (or its assignee) is deemed to hold a
security interest (pursuant to Sections 1-201(35) and 1-203 of the UCC) in the leased equipment. Typically, any
lease transferred to a trust that has a nominal termination value should be deemed to be a finance lease. For
example, any lease with a $1 termination value should be treated as a finance lease.

120 | oans and leases relating to each asset type identified in the proposed definition of equipment commercial loan
are contemplated as “Equipment loans and leases” by the Federal Reserve Study and each is also frequently financed
in the securitization markets. Federal Reserve Study, supra note 4, at 23.

21 The Federal Reserve Study noted that “[I]eases of aircraft, railcars, and container leases are also routinely
securitized, but these securitizations are not usually considered ‘equipment’ ABS.” Federal Reserve Study, supra
note 4, at 23.

122 References in this Section F.i. and in Exhibit J to “loans” also include finance leases. Similarly, references in this
Section F.i. and in Exhibit J to “obligors” also include borrowers and lessees under finance leases.

123 However, the underwriting standards utilized by Equipment Sponsors to assess the ability of an obligor to repay
are not those proposed by the Joint Regulators in § __.18(b) of the Proposed Regulations.
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establishing underwriting standards that result in equipment loans that historically have had very
low loss levels, as Exhibit H reflects. As shown in the Federal Reserve Study (see Exhibit 1),
during the 2006-2010 period “a handful of equipment ABS classes have experienced
downgrades, but most securities have had stable performance or even upgrades over time.”*** As
another indicator of the strong performance of equipment ABS through the recent downturn, the
Federal Reserve Study has also shown that the percentage of equipment asset-backed securities
that were rated CCC+ or lower (securities rated CCC+ or lower are considered likely to default)
by Standard & Poor’s in January of each year between 2006 through 2010 was 0.0% in every
year.'® The Board of Governors of the Federal Reserve System also stated in the Federal
Reserve Study that “[e]quipment loan and lease ABS in general, and the triple-A rated securities,
in particular, have displayed strong performance throughout the financial crisis.... As in the auto
sector, most of the downgrades that have occurred have been associated with the downgrades of
the monoline bond insurers.... [T]he downgrades not related to bond insurer ratings have been
relatively small, usually on the order of one or two notches.”*?® The Federal Reserve Study also
recommends implementing asset-specific requirements to directly address the fundamental
incentive problems of each asset type, and further states that additional incentives to promote the
quality of the assets being securitized may not be necessary in some circumstances.*®’ In line
with this historically successful approach, the Equipment Sponsors are proposing in Exhibit J
underwriting standards that are applicable to equipment commercial loans and which they
believe will result in ABS collateralized by pools of the highest caliber of equipment commercial
loans. The proposed standards are designed to result in an asset-backed security that would be
expected to perform well even during market downturns, as equipment ABS collateralized by
pools with similar criteria and thresholds performed during the last market downturn.

If an underwriting standard was included in the proposal for commercial loans but is
omitted from Exhibit J, this was because after carefully considering every item in § _.18(A), the
Equipment Sponsors determined that satisfaction of the item was not “consistent with industry
standards for evaluating the financial condition and repayment capacity of a borrower” on an
equipment commercial loan, as was the Joint Regulators’ stated goal in developing these
standards.'®® On the contrary, for items excluded from the list proposed by the Equipment
Sponsors, such requirements are not customarily obtained or performed by Equipment Sponsors
in connection with equipment commercial loans. Furthermore, the Equipment Sponsors
indicated that: (1) if they did change their origination standards to allow them to assemble such
pools of proposed qualifying commercial loans it would most likely restrict businesses’ access to
credit and drive away all but the least creditworthy customers?’; (2) the criteria regarding debt-
to-income and other numeric standards do not comport with their general business models; and
(3) any effort to implement a “parallel” origination structure under which qualifying assets could
be generated would be so expensive and difficult to administer that its cost would eclipse the

124 Federal Reserve Study, supra note 4, at 64-65.

125 |d. at 49-50.

8 1d. at 63.

7' |d. at 83-85.

128 Credit Risk Retention, 76 Fed. Reg. at 24,131.

129 More creditworthy borrowers presumably would be able to receive financing from lenders that were following
today’s standard origination processes and were not demanding additional documentation, for example, in order to
conform to the qualifying commercial loan exception.
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benefits the Equipment Sponsors would recognize from lower required risk retention. Instead,
the Equipment Sponsors have proposed requirements that would be consistent with industry
underwriting standards for equipment commercial loans and that would result in equipment ABS
that could be expected to perform very well as demonstrated through the performance of similar
ABS during the recent economic downturn.

In addition to the proposed underwriting standards for individual loans set forth in
Exhibit J, as required by the Congressional requirements for zero risk retention set forth in
Section 15G(c)(2)(B), the Equipment Sponsors believe that investors would benefit from a
minimum weighted average loan-to-value for the pool of collateral backing the equipment ABS.
As a result, in Exhibit J, the Equipment Sponsors propose that any ABS transaction seeking to
benefit from the exception for qualifying equipment commercial loans must also be
collateralized by a pool of equipment commercial loans that has a weighted average loan-to-
value percentage below a maximum percentage that the Equipment Sponsors believe would
result in equipment ABS that is of the highest quality. Finally, because the Equipment Sponsors
believe that underwriting experience is critical to the equipment ABS performance, the
Equipment Sponsors have proposed in proposed 8  .18(A)(a)(1)(B) that only sponsors that
have, or that have an affiliate that has, performed underwriting assessments of equipment
commercial loans for at least three years be allowed to utilize the exception for qualifying
equipment commercial loans.

ii. Equipment Sponsor Views on Proposed Forms of Risk Retention

The Equipment Sponsors, like the Auto Sponsors, believe that the changes that are
requested in “Auto Sponsor Views on Proposed Forms of Risk Retention for Auto ABS”** are
equally necessary and applicable for Equipment Sponsors, and the Equipment Sponsors fully
support these requests for the reasons set forth therein and below.™! In addition, the Equipment
Sponsors believe that if changes are not made as requested in such section, the Equipment
Sponsors would encounter the same types of problems and businesses would suffer similar
difficulties accessing credit as is described with respect to Auto Sponsors and customers and
businesses in such section.

Specifically, the Equipment Sponsors fully support the requested changes under:

e “Horizontal Risk Retention: Definition of ‘Eligible Horizontal Residual
Interest’.””*¥ As is the case for motor vehicle securitizations, in equipment securitizations the
sponsor or an affiliate generally retains ownership of the bottom of the waterfall, or first-loss
position, in the transaction by holding a “subordinated residual interest.” This subordinated
residual interest operates in the same way in equipment securitizations as it does for motor

130 Section B.i.

BL While the Equipment Sponsors do not disagree with the Auto Sponsors as to the matters discussed under
“Representative Sample” (see Section B.i.d.), the Equipment Sponsors do not believe that this will be a commonly
used method of risk retention by Equipment Sponsors, so the Equipment Sponsors do not include the requests under
that section in their request hereunder.

132 Section B.i.a.
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vehicle securitizations as outlined above.’®® The Equipment Sponsors also strongly believe that
retention of this subordinated residual interest is highly effective in aligning incentives between
securitizers and investors and that allowing retention of such interests should be a permissible
form of horizontal risk retention for equipment ABS. Therefore Equipment Sponsors believe
that the final rules should allow risk retention by this time-tested means and request that the
definition be modified as requested above'** in Section B.i.a. for the reasons stated therein and in
this section. Equipment Sponsors believe that the historical performance of equipment
securitizations illustrates that retention of a subordinated residual interest in its present form
provides an appropriate alignment of interests between securitizers and investors. If the
proposed revisions are not made, virtually all equipment securitization programs would need to
be significantly restructured in order to take advantage of horizontal risk retention. Requiring
restructuring of equipment securitizations as a cost of horizontal risk retention would only hinder
the issuance of equipment ABS and negatively impact the availability of credit to businesses.
Furthermore, the restructured securitizations would have far more complex collection and
reporting procedures and cashflow allocation mechanics than traditional equipment
securitizations. This added complexity would make these traditionally sound securitization
structures more difficult for the Equipment Sponsors to establish and maintain.

e “Horizontal Risk Retention: Valuing the Retained Interest’s ‘Par Value’.”**

As is the case for motor vehicle securitizations, the subordinated residual interests that are
typically structured in equipment ABS transactions (and that the Equipment Sponsors believe
should qualify for horizontal risk retention purposes) have neither stated principal amounts nor
calculated par values.™*® The Equipment Sponsors also interpret the Proposed Regulations to
allow calculation of the “par value” of these residual ABS interests according to any reasonable
methodology, so long as the material features of the methodology and the results of the
calculation are disclosed to investors in accordance with subsection (c)(3) of the Horizontal Risk
Retention section. Like the Auto Sponsors, the Equipment Sponsors also request that this
interpretation be confirmed in the final release. The Equipment Sponsors also expect that the
two calculation methodologies proposed in Section B.i.b.1. and 2. will often be used to value
eligible horizontal residual interests in their securitizations. We further request that these two
methodologies be acknowledged as permissible, but non-exclusive, valuation methods for
eligible horizontal residual interests in equipment ABS. Furthermore, the Equipment Sponsors

133 For instance, the descriptions under “Loss Allocation”, “Subordinated Payments”, and “Principal Payments” that
describe motor vehicle loan and lease ABS interests, automobile floorplan loan ABS interests, typical motor vehicle
loan and lease securitization or automobile floorplan loan securitization features or structural aspects are equally true
for equipment loan and lease ABS interests, equipment floorplan loan ABS interests, typical equipment loan and
lease securitization and equipment floorplan loan securitization features and structural aspects, respectively. See
Section B.i.a.1., 2., and 3.

134 Section B.i.a.

135 Section B.i.b.

138 To the extent that one or more components of the eligible horizontal residual interest did have a stated principal
amount (e.g., if the most subordinated tranche of ABS other than the residual interest were retained by the sponsor
in addition to the residual interest) then presumably the then-outstanding principal amount of that component would
be included as a component of the eligible horizontal residual interest’s value on any date of determination.
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hereby also request each of the changes requested under “Discounted Cashflows Approach”**’
and “Balance Sheet Approach”*® for the reasons stated therein and in this section.

e “Reserve Accounts.”™® The Equipment Sponsors are also in favor of

allowing sponsors to hold a combination of exposures to satisfy the risk retention obligations, as
described above under ““Blended’ Risk Retention.” To facilitate this, like the Auto Sponsors,
the Equipment Sponsors request that cash that is in a securitization’s reserve account and that is
available to fund shortfalls in payments on the ABS interests should be a permissible form of risk
retention, distinct from Horizontal Risk Retention. We request, therefore, that Section __.5(b)
be set forth as a separate section that permits a reserve account to be established to satisfy the
risk retention requirements. In addition, in order to ensure that the reserve accounts that are
currently maintained in equipment securitizations are permissible forms of risk retention, the
Equipment Sponsors hereby also request each of the changes requested under “Master Trusts,”
“Investments,” and “Releases to the Sponsor”**® for the reasons stated therein'** and in this
section.

e “Seller’s Interest.”*** The Equipment Sponsors are also generally in favor of
the proposed provisions regarding the use of the seller’s interest as an appropriate form of risk
retention for revolving asset master trusts. However, to accommodate the structure of the seller’s
interest in a typical equipment floorplan loan securitization,'** the Equipment Sponsors request
that the provisions of § __.7 regarding revolving asset master trusts and the related definitions be
revised as described above under “Seller’s Interest” in Section B.i.e.

e “‘Blended’ Risk Retention.”*** As mentioned above, the Equipment Sponsors
are also in favor of allowing sponsors to hold a combination of exposures to satisfy the risk
retention rules. As a result, the Equipment Sponsors hereby also request each of the changes

57 In addition, many equipment ABS transactions also utilize a “discount factor” or “advance rate” which
determines the initial principal amount of the equipment ABS by setting it equal to, for example: (i) the aggregate of
the present value of the scheduled and unpaid payments on each of the equipment commercial loans in an asset pool
discounted monthly at an annual rate equal to a specified discount factor, or (ii) the aggregate of an advance rate
multiplied by the principal balance of each equipment commercial loan in an asset pool. Either method of
calculation results in additional overcollateralization, and this should be permitted to be included in the calculated
value of the retained horizontal interest as described under “Discounted Cashflows Approach” in Section B.i.b.1.
above.

138 Section B.i.b.2.

139 Section B.i.c.

10 section B.i.c.1., 2., and 3.

Y The descriptions under “Master Trusts,” “Investments,” and “Releases to the Sponsor” that describe typical
motor vehicle securitization or automobile floorplan loan securitization features or structural aspects (such as
reserve accounts and investments), as applicable, are equally true for typical equipment securitization and equipment
floorplan securitization features and structural aspects, as applicable.

142 Section B.i.e.

143 The descriptions under “Seller’s Interest” that describe typical automobile floorplan loan securitization features
or structural aspects are equally true for typical equipment floorplan loan securitization features and structural
aspects.

14 Section B.i.f.
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requested under “*Blended’ Risk Retention”'*®> above for the reasons stated therein, which are
equally true with respect to Equipment Sponsors and equipment securitizations.

e “Maintaining the Retained Exposures.”'*® The Equipment Sponsors also

interpret the risk retention rules as intending to require a sponsor to maintain a fixed percentage
of exposure to a securitization over time rather than a fixed amount of exposure. As a result, the
Equipment Sponsors hereby also request each of the changes requested under “Maintaining the
Retained Exposures”**’ above for the reasons stated therein, which are equally applicable with
respect to Equipment Sponsors and equipment securitizations.

iii. Equipment Investor Views on Proposed Forms of Risk Retention

Our equipment ABS investors believe that the comments set forth above in “Auto
Investor Views on Proposed Forms of Risk Retention for Auto ABS”**® are equally necessary
and applicable for equipment ABS, and the equipment investors incorporate those comments
herein.

G. CLOs

i. Collateralized Loan Obligations in General; How CLOs Differ from
Traditional Asset-Backed Securities and Collateralized Debt Securities Backed
by Traditional Asset-Backed Securities

The earliest collateralized debt securities (“CDQOs”) were structured in the late 1980s and
early 1990s. These CDOs generally fell into two categories: collateralized loan obligations
(“CLOs”), which were collateralized by interests in syndicated bank loans, and collateralized
bond obligations (“CBOs”), which were collateralized by interests in corporate bonds. Over
time, the CDO market expanded to include a broader range of collateral, including CDOs backed
by traditional asset-backed securities (“ABS CDOs”), such as residential or commercial
mortgage loans, automobile loans or leases or student loans. For the reasons set forth below, we
believe that CLOs should be considered as an asset class that is separate from other CDOs, in
particular, separate from ABS CDOs. As a result, we believe the Joint Regulators should
reconsider whether CLOs should be subject to the credit risk requirements of Dodd-Frank.

CLOs involve the issuance of debt and equity securities which are backed by cash flows
generated by loans to large and medium sized corporate obligors by a newly created entity
established solely for the purpose of acquiring such loans and issuing such securities. CLOs,
traditionally, have been offered in the U.S. in reliance on Rule 144A under the Securities Act, to
“qualified institutional buyers” under the Securities Act and other investors who are “qualified
purchasers” under the Investment Company Act. CLOs provide an important and substantial
source of financing for both large and medium sized U.S. borrowers. CLOs also permit a broad
group of both U.S. and non-U.S. investors to diversify their portfolios by giving them access,
which they would not otherwise have, to the syndicated loan asset class.

1% Section B.i.f.
146 Section B.i.g.
7 Section B.i.g.
148 Section B.iii.
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CLOs, however, differ dramatically from traditional asset-backed securities and from
ABS CDOs. First, unlike traditional asset-backed securities, such as securities backed by
residential or commercial mortgage loans, automobile loans or leases or student loans, the vast
majority of CLOs are “arbitrage” or “managed” CLOs (“Managed CLOs”) that acquire their
underlying corporate loans in the secondary market. The loans securing Managed CLOs are
selected by a party known as a “collateral manager” and such CLOs are more similar to
traditional pooled investment vehicles than to traditional asset-backed securities. The collateral
manager (who is often an institutional asset management firm) of Managed CLO selects the
loans for the related Managed CLO issuing entity to purchase in the open market pursuant to a
series of trades with a variety of counterparties who may be the original lenders or lenders who
acquired such loans in the secondary loan market. When a Managed CLO purchases a
syndicated loan, it effectively becomes a lender to the related borrower. The parameters
governing what loans may be purchased are set forth in the operative documents for the
Managed CLO. As a result, the vast majority of CLOs do not participate, directly or indirectly,
in the origination, negotiation or structuring of the corporate loans backing such CLOs. As such,
the vast majority of CLOs, unlike traditional asset-backed securities, are not transactions based
upon the “originate to distribute” model of securitization.

Second, the syndicated loans that back Managed CLOs are markedly different from the
assets that back traditional asset-backed securities and ABS CDOs. Specifically, Managed CLOs
typically invest in pools of syndicated loans that are diversified across industries (typically, with
no single industry constituting more than 8% to 12% of the syndicated loans in any Managed
CLO). As a result, Managed CLOs, unlike ABS CDOs, are not subject to the risk of any single
industry or group of correlated industries. The loans underlying Managed CLOs are broadly
syndicated loans with large and medium corporate borrowers (as opposed to individuals). The
terms of CLO loans are individually negotiated by the borrower and lender and, thus, the terms
of the assets backing CLOs are not homogenous (unlike the relatively homogenous terms of the
assets backing traditional asset-backed securities and ABS CDQOs). The loans backing CLOs
typically have been subject to substantially more diligence than the assets backing ABS CDOs,
with each original lender and each subsequent lender performing their own credit analysis and
due diligence. In the case of a Managed CLO, this analysis and due diligence is performed by
the collateral manager. In addition, the obligors on CLO loans, typically, are large and medium
sized public companies and, as a result, CLO managers and investors have at their disposal
significant information and a variety of analytic tools permitting them to assess risks posed by
the loans backing CLOs. Furthermore, the obligors on CLO loans typically provide periodic
financial reports and, as a result, such loans are “transparent” (unlike a traditional asset-backed
security where the underlying obligors have no similar reporting obligations). Moreover, most
of the loans (or the related borrowers) acquired by a CLO are rated and monitored by one or
more rating agencies. Finally, because Managed CLOs typically invest in broadly syndicated
loans, there is a secondary market for these loans. This permits CLO managers to trade in and
out of positions and provides Managed CLO issuers with liquidity that is greater than the
liquidity for the assets backing traditional asset-backed securities and ABS CDOs.

In large part due to the foregoing, historically, CLOs have performed in a predictable,
and relatively strong, manner. The performance of CLOs has not been immune to the effects of
general economic conditions, but, throughout the financial crisis, CLOs have performed in a
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manner generally reflective of global economic conditions. During the financial crisis, 435 ABS
CDOs triggered an event of default, but no managed CLO defaulted.**® In fact, Moody’s has
noted that “[despite] the sharpest economic contraction since the Depression, CLOs deteriorated
largely as one would expect under such circumstances, with widespread downgrades, but few
actual defaults.™® In addition, the performance of CLOs has improved as the economy has
improved (with the result that the securities issued by many CLOs have recently been upgraded).

ii. Should Dodd-Frank’s Section 941 Risk Retention Requirement Apply to
Managed CLOs?

Both the risk retention requirement of Section 941 of Dodd-Frank and the language
permitting exemptions from the risk retention requirement and setting forth the standards for
exemption reflect the fundamental legislative intent behind Section 941. Specifically, in
adopting the risk retention requirement of Section 941, as well as the other provisions of subtitle
D of Dodd-Frank relating to improvements to the asset-backed securitization process, Congress
sought to address what it perceived as flaws in the securitization process that contributed to or
precipitated the recent financial crisis. Chief among these flaws was the perceived deterioration
in credit underwriting standards, particularly in the residential mortgage market, as a result of the
transfer of ownership to capital markets investors, through securitization, of newly originated
assets which, prior to the advent of securitization, had traditionally been held in the portfolio of
the asset originator or purchased by institutional whole loan purchasers who performed thorough
due diligence. Therefore, it has been suggested, the separation of loan origination and ownership
reduces the traditional incentives for asset originators to ensure that the assets they originate are
of high quality.

Our view is that the imposition of a risk retention obligation in the context of Managed
CLOs would not serve any of the premises underlying Section 941. The underlying corporate
loans are not originated with the intent or purpose that such loans will be securitized and the
terms of such loans are not dictated or otherwise influenced solely by the possibility that they
will be included in a Managed CLO. As such, we believe that expanding (or interpreting) the
Section 941 risk retention requirements to apply to Managed CLOs would serve no public
interest, would not further the protection of investors and would not further any of the premises
underlying Section 941 because doing so would have no effect, directly or indirectly, on the
creation of the corporate loans underlying such Managed CLOs, the underwriting policies of the
originators of such corporate loans or the terms and structure of such corporate loans.

iii. Is There a “Sponsor” of a Managed CLO Who Should be Subject to the
Section 941 Risk Retention Requirements?

If, notwithstanding the foregoing, it is determined that the Section 941 risk retention
requirements should apply to Managed CLOs, the Proposed Regulations state that the entities

19 As of Jan. 25, 2011, per S&P. “Cash Flow and Hybrid CDO Event of Default Notices Received as of Jan. 25,
2011,” S&P.

150 See Jeremy Gluck, “CLOs versus CDOs: It’s the ‘L’ That Matters” (July 2010) (“Gluck CLO Article”) at
Moody’s CLO Interest, available at

http://v3.moodys.com/researchdocumentcontentpage.aspx?docid=PBS _SF210409.
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that act as the “Sponsors” of such CLOs would be required to retain risk in such transactions.
The “Sponsor” is defined in the Proposed Regulations as “a person who organizes and initiates
an asset-backed securities transaction by selling or transferring assets, directly or indirectly,
including through an affiliate, to the issuer.” In the vast majority of CLOs, no party fits the
definition of Sponsor because the assets in Managed CLOs are acquired in the market and are not
transferred, directly or indirectly, by the CLO Manager (or any other party) to the Managed CLO
issuer.™!  Notwithstanding the foregoing, footnote 42 of the Proposed Regulations concludes
(without explanation) that “in the context of collateralized loan obligations (CLOs), the CLO
manager generally acts as the sponsor by selecting the commercial loans to be purchased” by the
issuer. We do not believe that the conclusion reached by footnote 42 of the Proposed
Regulations is consistent with the definition of the term Sponsor which identifies the Sponsor as
the person who both (1) organizes (or initiates) an asset-backed securities transaction and (2)
sells (or transfers) assets to the issuer in such transaction. The authority of the Joint Regulators
is limited by the plain language of Section 941 (including the definition of Sponsor). We believe
that footnote 42 is inconsistent with the statutory authority of the Joint Regulators in that it
imposes a risk retention obligation on CLO managers that do not fall within the scope of the
plain language of Section 941. In addition, for the reasons discussed above, we do not believe
that expanding the scope of the definition of Sponsor to include CLO managers would serve any
of the public interests that underlie Section 941 and justify the imposition of a risk retention
requirement. In addition, as described below in Section iv, the public policy underlying Section
941 of making certain that the interests of investors are aligned with the interests of the CLO
manager is already addressed in existing Managed CLO structures which provide for the CLO
managers to receive a small portion of their compensation senior to the payment of interest to
investors and the remainder of their compensation subordinate to the payment of the rated debt
issued by the related Managed CLO together with, in certain Managed CLO transactions, an
incentive payment which is paid pari passu with the equity issued by such CLOs. CLO
managers are, in essence, hired by the Managed CLO investors to select and monitor the
portfolio of the Managed CLO (often based upon portfolio parameters that investors have input
in establishing), and the compensation of the CLO manager is based upon the performance of the
Managed CLO portfolio and the principal balance of the assets under management. CLO
managers are not paid any fee relating to asset origination.

51 Frequently, a portion of the corporate loans to be included in a CLO are “warehoused” for a brief period of time
prior to the issuance of such CLO by the CLO issuer or an affiliate of the underwriter of such CLO. A portion of
such corporate loans are warehoused because (1) the rating agencies (and investors) prefer to rate (and invest) in
CLOs which have identified a substantial proportion (usually at a minimum of 50%) of the corporate loans to be
initially held by the CLO issuer and (2) the “negative carry” (or difference between the interest accrued on the
CLO’s assets and the interest accrued on the CLO’s liabilities) is reduced if, at closing, a portion of the CLO’s assets
constitute corporate loans (instead of cash or cash equivalents). Rarely, if ever, do the parties bearing the risk of
such corporate loans during this “warehouse” period have any, direct or indirect, involvement in the origination,
negotiation or structuring of such corporate loans. As a result, we do not think that the fact that a portion of the
corporate loans in a CLO are warehoused for a brief period of time should alter the conclusion that in the vast
majority of CLOs no party fits the definition of “Sponsor”.
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iv. Risk Retention in the Context of CLOs

The Proposed Regulations currently contemplate that a Sponsor’s risk retention
obligation could be satisfied by the Sponsor retaining (a) a 5% “vertical slice” of each interest
issued in an asset-backed securities transaction, (b) a 5% “horizontal” first-loss slice representing
a subordinate interest in the issuer that bears losses on the assets before any other classes of
interest or (c) a 5% “L-shaped” slice of the interests issued in an asset-backed securities
transaction.™ The entities that manage CLOs typically are institutional asset managers, but only
a select few have the economic wherewithal to retain risk through any of the contemplated
approaches. Furthermore, it is likely that the imposition of a risk retention obligation on CLO
managers will make CLOs economically unattractive to the very limited number of CLO
managers who have funds which would permit them to retain risk in the CLOs that they manage.
As a result, we believe that if risk retention is determined, as a general rule, to apply to CLOs
and if such risk retention may only be satisfied (by CLO Managers or other parties) through the
approaches contemplated by the Proposed Regulations, CLOs are likely to cease to be a viable
financing option. This will have the result of (1) eliminating an important source of financing
for both large and medium sized U.S. borrowers and (2) making it infeasible for a substantial
group of investors to diversify their portfolios by getting exposure to the commercial loan asset
class. The CLO market attracts capital from domestic U.S. and foreign investors (which is
evidenced by the fact that many foreign institutions are actively hiring U.S. asset managers with
expertise in the corporate loan market). Eliminating CLOs, or substantially reducing the ability
of parties to structure CLOs in an economically attractive manner, will substantially reduce the
financing available to large and medium sized corporate borrowers. This will, in turn, result in it
becoming more difficult for large and medium sized corporate borrowers to finance (and expand)
their operations and the cost of such financings is likely to increase. Reducing the capital that is
available to U.S. borrowers, and increasing the cost of such capital (as so limited), could have a
substantial and negative impact on the U.S. economy. In addition, eliminating (or otherwise
limiting) CLOs will prevent (or reduce the ability of) many U.S. and non-U.S. investors from
diversifying their portfolios through investment in the commercial loan asset class. This could
have the potential result of reducing the returns on such portfolios and increasing the risk
represented by such portfolios.

We, however, believe that Managed CLOs already incorporate structural features which
address the concerns behind Section 941 such that the imposition on CLO managers of an
additional risk retention obligation is not necessary in the context of Managed CLOs.
Specifically, the primary public policy goal behind the risk retention requirement is to align the
interests of the Sponsor of an asset-backed securitization transaction with the interests of
investors. The manager in the vast majority of Managed CLOs receives compensation in the
form of a senior fee (paid prior to the interests issued in the Managed CLO), a subordinate fee
(paid subordinate to all interests issued in the Managed CLO other than the most subordinate

152 The Proposed Regulations also contemplate that a Sponsor could satisfy its risk retention obligation by retaining
(@) a 5% “seller’s interest” in securitizations structured using a master trust or (b) a 5% representative sample of
assets that exposes the Sponsor to credit risk which is the equivalent to that of the securitized assets. CLOs are not
issued using a master trust structure and the corporate loans underlying CLOs are individually negotiated and
unique. As a result, neither of these approaches to risk retention would be feasible in the context of a CLO.



ASF Risk Retention Letter to Joint Regulators
June 10, 2011
Page 138

interest issued in the Managed CLO) and, frequently, an incentive fee (usually paid pari passu
with the most subordinate interest issued in the Managed CLO, but often only paid after the
holders of such subordinate interest have received a specified targeted return on their
investment). In addition, in some cases, the CLO manager or an affiliate thereof may elect to
purchase a small portion of the equity (i.e., the most subordinate interest) issued in such
Managed CLO or, one or more other interests representing part of the Managed CLO capital
structure. As a result, Managed CLOs are structured in a manner designed to align the interests
of the CLO manager with the interest of the investors in the various classes of interest issued by
the Managed CLO. In essence, the manager in a Managed CLO is no different than the manager
of a traditional mutual fund that invests in bonds. The incentive of the manager of a bond mutual
fund is aligned with those of the investors in such fund through the bond mutual fund manager’s
fee structure. No bond mutual fund manager is required to retain a separate interest in his/her
mutual fund, because the fee structure (and such manager’s desire to maintain his/her reputation
in the industry) is viewed by the market and regulators as sufficient to align the interests of such
manager with those of investors. The same is true in the context of a Managed CLO. As such,
we believe that the policy concerns behind Section 941 are already appropriately addressed by
the fee structures existing in Managed CLO transactions, and that a separate risk retention
obligation is not necessary in the contexts of Managed CLOs.

v. Qualifying Commercial Loans in the Context of Managed CLOs; Developing a
Safe Harbor that Would Permit Managed CLOs to Continue to Operate as a
Source of Funding for U.S. Borrowers

The Proposed Regulations provide that asset-backed securitizations where the underlying
assets are limited to “qualified commercial loans” (“QCLs”) would not be subject to risk
retention requirements. Unfortunately, as written, the QCL definition would have no practical
significance for CLOs because the corporate loans backing CLOs are individually negotiated and
none of such loans would comply with the terms as written.

If risk retention is determined to, as a general rule, apply to CLOs, we ask that the Joint
Regulators create a “safe harbor” which would set forth the circumstances where risk retention
would not be necessary in the context of a CLO. These circumstances would be designed to
limit the applicability of the safe harbor to CLOs backed by syndicated corporate loans in
contexts where (1) the interests of the CLO manager are aligned with those of the CLO investors
and (2) the concerns raised by the “originate to distribute” model of securitization do not exist.

vi. Conclusions

We believe that the Joint Regulators should reconsider whether CLOs should be subject
to the risk retention requirements of Dodd-Frank. CLOs provide an important source of
financing for both large and medium U.S. borrowers. We believe that if risk retention in the
form currently contemplated by the Proposed Regulations is imposed on CLOs, and, in
particular, CLO managers, CLOs are likely to cease as a viable financing option. Because
Managed CLOs are secondary market transactions, our view is that the imposition of risk
retention in the context of Managed CLOs would not serve any of the concerns that are the
premise of Section 941. We also believe that footnote 42 is inconsistent with the statutory
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authority of the Joint Regulators in that it imposes a risk retention obligation on CLO managers
that does not fall within the scope of the plain language of Section 941. Finally, we also believe
that Managed CLOs, currently incorporate structural fees (in particular CLO manager fee
structures) that already align the interests of CLO managers with those of investors and, as such,
a separate risk retention obligation is not necessary in the context of Managed CLOs.

If the Joint Regulators conclude, however, that risk retention, as a general rule, apply to
CLOs, we urge the Joint Regulators to consider defining a CLO safe harbor which would set
forth the specific circumstances where risk retention would not be necessary in the context of
CLOs. We believe that a safe harbor could be designed to limit its applicability to Managed
CLOs backed by syndicated corporate loans in contexts where (1) the interests of the CLO
manager are aligned with those of investors and (2) the concerns of the “originate to distribute”
model of securitization do not exist.

H. Municipal Bond Repackagings

We believe that another type of securitization that should be fully exempted from the risk
retention requirements is any securitization involving the repackaging of municipal bonds, i.e.,
any securitization transaction if the asset-backed securities issued in the transaction are
collateralized by obligations of states, political subdivisions of states or other local governmental
entities.

The most common form of such municipal bonds repackaging is often referred to in the
marketplace as “tender option bonds” or “TOBs.” A typical TOBs transaction consists of the
deposit of a single issue of highly rated, long-term municipal bonds in a trust and the issuance by
the trust of two classes of securities: a floating rate, puttable security (the “floaters”), and an
inverse floating rate security (the “residual””). No tranching is involved. The holders of floaters
have the right, generally on a daily or weekly basis, to put the floaters for purchase at par, which
put right is supported by a liquidity facility delivered by a highly rated provider and causes the
floaters to be a short-term security. The floaters are in large part purchased and held by money
market mutual funds. The residual is held by a longer term investor (bank, insurance company,
mutual fund, hedge fund, etc.). The residual investors take all of the market and structural risk
related to the TOBs structure, with the floaters investors only taking limited, well-defined
insolvency and default risks associated with the underlying municipal bonds, which risks are
equivalent to those associated with investing in such municipal bonds directly. The TOBs
securities are offered pursuant to robust disclosure documents setting forth a detailed description
of the TOBs structure and the core legal documents, as well as a description of the tax treatment
of the securities and the private placement nature of the offering. The disclosure documents also
direct the sophisticated investors to information concerning the underlying municipal bonds and
the liquidity provider.

The TOBs market, which has been in existence for nearly two decades, has come to play
an important role in the larger municipal finance market by bringing together issuers of fixed
rate, long-term debt and buyers of variable rate, short-term instruments. While, as noted above,
in many respects the risks associated with owning floaters are no different than those associated
with owning the underlying municipal bonds directly, the critical difference is that such
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municipal bonds would likely not be eligible investments for most money market mutual funds
and other floaters investors. Accordingly, the floaters created under the numerous TOBs
programs have become a critical component of the investment portfolios of the short-term tax-
exempt money market funds that have become such a fundamental fixture on the financial
landscape of the United States. This is particularly the case when, as in recent years, municipal
issuers are constrained by various forces from entering the short-term debt market directly. It is
noteworthy that no abuses in regard to the risk profile or return on investment were identified in
connection with TOBs programs during the recent market disruptions. Indeed, the largely
unfettered right to put the floaters, for any reason, to the liquidity provider, whether for reasons
related to the performance of the underlying assets or for market reasons, is a distinguishing
feature of the TOBs structure.

Proposed Section __.21(a)(3) provides an exemption from the risk retention requirements
for any asset-backed security that is a security issued or guaranteed by any state of the United
States, by any political subdivision of a state or territory or by any public instrumentality of a
state or territory that is exempt from the registration requirements of the Securities Act. We
believe that Section _ .21 should be expanded to provide an exemption from the risk retention
requirements for any securitization that is collateralized solely (excluding cash and cash
equivalents) by a security that is, or securities that are, of the type described in Section
__.21(a)(3), pursuant to the discretion granted to the Joint Regulators in Section 15G(c)(1)(G)(i)
of the Exchange Act, which provides that “a total or partial exemption of any securitization [may
be granted], as may be appropriate in the public interest and for the protection of investors.”

We believe that such exemption from the risk retention requirements for municipal bonds
repackaging transactions is appropriate in the public interest and for the protection of investors as
contemplated by Section 15G(c)(1)(G)(i) of the Exchange Act quoted above. We offer the
following three rationales for such belief.

First, we refer to the treatment of obligations of the United States and agencies of the
United States under the Proposed Regulations. Specifically, proposed Section _ .21(b) fully
exempts any securitization transaction if the asset-backed securities issued in the transaction are
either collateralized by obligations issued by such federal entities, collateralized by assets
secured as to payment by such federal entities or themselves guaranteed as to payment by such
federal entities. The commentary states that such exemption is supported by the fact that the
“federal department or agency issuing, insuring or guaranteeing the ABS or collateral would
monitor the quality of the assets securitized.” The commentary uses similar language in support
of the exemption for municipal obligations pursuant to Section _ .21(a)(3) described above,
noting “the role of the State or municipal entity in issuing, insuring, or guaranteeing the ABS or
collateral.” We assert that this exemption for municipal obligations is under-inclusive.
Specifically, we believe that the same rationale which underlies the exemption for any
securitization with collateral issued, insured or guaranteed by the United States or any agency of
the United States supports the exemption from the risk retention requirements for any
securitization that is collateralized solely by obligations of state or local governmental entities.

Second, we assert that municipal bonds repackaging securitizations are not the type of
securitizations that prompted Congress to enact Section 15G, but rather are securitizations
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inadvertently caught up in the regulatory net cast by Congress largely because of the broad
statutory definition of asset-backed securities. Indeed, municipal bonds repackaging transactions
are not perceived in the marketplace as being asset-based securitizations at all. This point was
made by several market participants in August 2010 in response to the SEC’s proposed rule with
respect to asset-backed securities, including the revision of Regulation AB under the Securities
Act and the Exchange Act.**® The SEC has tacitly acknowledged that asset-based securities with
assets consisting of municipal obligations are different from other asset-backed securities. See,
e.g., Rule 2a-7 under the Investment Company Act (distinguishing “Conduit Securities” and
“Government Securities” in several places).

Third, we emphasize the vital connection between the municipal bonds repackaging
market, particularly the TOBs market, and the greater municipal finance market, i.e., bringing
together long-term state and local governmental issuers and short-term investors, mentioned
above. Imposing the risk retention requirements on these securitization transactions likely would
cause fewer of these securitization transactions to be done. This reduction of access to the short-
term market will reduce the liquidity of municipal bonds, which will lead to an increase in the
borrowing costs for municipalities and other issuers of municipal bonds, all at a time when many
state and local governmental entities are in serious need of cash for important public projects and
essential governmental activities. Correspondingly, there will be decrease in short-term
investments available for the tax-exempt money market funds, which have become a key
component of the investment portfolios of individuals of all income brackets, which is
particularly problematic in light of the recent changes to Rule 2a-7 regarding daily and weekly
liquidity requirements. All this would occur with little or no apparent benefit to market
participants.

I. Corporate Debt Repackagings

Similarly to municipal bond repackagings, we believe that the Joint Regulators should
exercise the express exemptive authority granted to them in Section 941 of the Dodd-Frank Act
to fully exempt corporate debt repackagings from the risk retention requirements, as the
application of those requirements do not further the public policy behind Section 941.

Corporate debt repackagings (“Corporate Debt Repackagings”) are created by the deposit
of corporate debt securities purchased by the sponsoring institution in the secondary market into
a trust which issues certificates backed by cash flows on the underlying corporate bonds.
Corporate Debt Repackagings are generally issued in order to (i) provide access by individual
investors to the corporate debt market through the offering of trust certificates having minimum
denominations lower than those typically associated with the underlying security or (ii) allow
corporate debt to be combined with interest rate or currency swaps in order to provide
institutional investors with a preference for floating rate instruments the opportunity to invest in
corporate debt having a fixed interest rate, to allow institutional investors with a preference for
fixed rate instruments the opportunity to invest in corporate debt having a floating interest rate or
to allow institutional investors to receive payments in currencies other than the currency in which

153 See Regulation AB Comment Letters by Bank of America (August 2, 2010), available at:
http://www.sec.gov/comments/s7-08-10/s70810-108.pdf, and JPMorgan Chase & Co. (August 2, 2010), available at:
http://www.sec.gov/comments/s7-08-10/s70810-110.pdf.
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the underlying corporate debt securities are denominated. Institutional transactions generally
involve a small number of investors and are tailored to meet the investment objectives of the
particular investors.

Corporate Debt Repackagings are commonly issued as registered securities under
existing Form S-3 and, to the extent that the debt of a single issuer or a group of affiliated issuers
of the underlying corporate debt securities represents 10% or more of the asset pool, unless the
pool assets are backed by the full faith and credit of the United States, the financial information
required by Item 1112 of Regulation AB is provided to investors in the trust certificates,
generally through incorporation by reference as contemplated in Item 1100(c)(1) of Regulation
AB or by reference as contemplated in Item 1100(c)(2) of Regulation AB. Corporate Debt
Repackagings are also offered privately in reliance on Rule 144A under the Securities Act,
generally to customers of the sponsor who indicate, through reverse inquiry, that they hold
corporate debt securities with payment characteristics that they would like to change through the
addition of swaps, as described in the preceding paragraph.

Corporate Debt Repackagings are generally considered asset-backed securities and are,
therefore, likely encompassed within the broader definition of Exchange Act ABS added by the
Dodd-Frank Act, although nowhere are they expressly addressed in Section 941 or the proposed
credit risk regulations. While Section 941 of the Dodd-Frank Act, in the first instance, required
the Joint Regulators to prescribe regulations requiring most securitizers to retain an economic
interest in a portion of the credit risk for the securitized assets,, Section 941 of the Dodd-Frank
Act also permits the Joint Regulators to provide for a total or partial exemption of any
securitization, “as may be appropriate in the public interest and for the protection of investors”
and further grants the Joint Regulators the power to “jointly adopt or issue exemptions,
exceptions or adjustments to the rules issued under this section, including exemptions,
exceptions or adjustments for classes of institutions or assets (emphasis added) relating to the
risk retention requirement...” Section 941 further provides any exemption, exceptions or
adjustment adopted by the Joint Regulators “shall (A) help insure high quality underwriting
standards for the securitizers and the originators of assets that are securitized or available for
securitization; and (B) encourage appropriate risk management practices by the securitizers and
originators of assets, improve the access of consumers in businesses to credit unreasonable
terms, or otherwise be in the public interest and for the protection of investors.”

Both the risk retention requirement of Section 941 and the language permitting
exemptions from the risk retention requirement and setting forth the standards for exemption
reflect the fundamental legislative intent behind Section 941. Specifically, in adopting the risk
retention requirement of Section 941, as well as the other provisions of subtitle D of the Dodd-
Frank Act relating to improvements to the asset-backed securitization process, Congress sought
to address what it perceived as flaws in the securitization process that contributed to or
precipitated the recent financial crisis. Chief among these was the perceived deterioration in
credit underwriting standards, particularly in the residential mortgage market, as a result of the
transfer of ownership to capital markets investors, through securitization, of newly originated
assets which, prior to the advent of securitization, had traditionally been held in the portfolio of
the asset originator or purchased by institutional whole loan purchasers who performed thorough
due diligence. Therefore, it has been suggested, the separation of loan origination and ownership
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reduces the traditional incentives for asset originators to ensure that the assets they originate are
of high quality. The expansion of the definition of asset-backed security to include collateralized
debt obligations, collateralized bond obligations, collateralized debt obligations of asset-backed
securities and collateralized debt obligations of collateralized debt obligations, reflects the
legislative understanding that the existence of so-called “second generation” securitizations, i.e.
securitizations of previously issued interests in other securitizations, may have helped to
exacerbate the deleterious effects of separation of loan origination and loan ownership.

To address the perceived problem of separation of asset origination from ownership,
Section 941 of the Dodd-Frank Act attempts to align the interest of securitizers of assets with
that of investors in securitization by mandating the Joint Regulators to require securitizers to
retain at least a 5% economic interest in the securitization. In theory, because the originator
would be exposed to the same economic consequences of the performance of the assets as third
party investors, the securitizer would be incentivized to securitize only high quality assets and to
originate, or encourage third party originators to originate, only high quality, properly
underwritten assets.

Regardless of whether one accepts the premise underlying Section 941 that the best way
to align the incentives of originators and issuers with investors in securitization, and thereby
promote higher quality underwriting, is through risk retention, the policy it seeks to support
clearly has no applicability to Corporate Debt Repackagings. Unlike traditional asset-backed
securities, such as securities backed by residential or commercial mortgage loans, automobile
loans or leases, or student loans, Corporate Debt Repackagings are not part of the process of
directly or indirectly financing the origination of consumer loans or other financial assets.
Instead, they represent the reoffering of existing debt securities of corporate issuers acquired in
the secondary market. Those corporate debt securities are not created by the underlying
corporations with the intention or expectation that they will be acquired and securitized, and the
existence or terms of those corporate debt obligations are not dictated or influenced by the
possibility that they be included in Corporate Debt Repackagings. The sponsor of a Corporate
Debt Repackaging will not acquire the underlying corporate bonds directly from the issuer
thereof nor will the bonds represent an unsold allotment held by the sponsor. Accordingly, the
retention of an interest in the corporate bonds underlying a Corporate Debt Repackaging would
serve no public interest nor further the protection of investors, as such risk retention would have
no effect, directly or indirectly, on the creation of the asset underlying the securitization, the
credit quality of which is solely dependent on the credit of the issuer of the underlying corporate
bond and not a third party, such as a mortgagor or automobile purchaser, that is the subject of
credit underwriting. We find implicit support for that conclusion in the Federal Reserve Study,
which suggested tailoring mechanisms to align incentives to different asset classes. While the
Federal Reserve Study addressed nine different asset classes, it made no mention of Corporate
Debt Repackagings, presumably because the logic behind Section 941 of the Dodd-Frank Act
simply does not apply to that asset class. In that regard, Corporate Debt Repackagings are
distinguishable from collateralized debt obligations, the assets of which consist of ABS,
primarily RMBS, and which, as discussed above, are perceived to influence the process in which
credit is extended to the borrower of the underlying assets.
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J. Other Asset Classes
i. Esoteric Asset Classes

In addition to the core group of assets set forth above, there are numerous other assets
that have been securitized in the past, each with their own distinct characteristics and nuances.
Some of these assets include: equipment-related assets, such as tractors and other farm
equipment, insurance-related assets, intellectual property, municipal bonds, mutual fund fees,
church loans, mobile home parks, servicing advances, timber, pay day loans, tax liens, cell
towers, time share receivables, transportation assets, aircraft leases, railcars, and shipping
containers and vessels. The purpose of this list is solely to illustrate the depth and range of these
types of products and does not represent any view on whether or not a particular product would
be an Exchange Act ABS. All of these asset classes have their own securitization structures and
practices that differ in important respects across each category based on a variety of factors,
including the nature and characteristics of the assets, the historical development and credit
performance of each asset class and the securitization structures themselves. When crafting risk
retention rules and providing appropriate exemptions, the Joint Regulators should consider the
very large and growing universe of asset classes that exist beyond the core classes. Each of these
esoteric asset classes provides necessary funding to various businesses and industries, and it is
critical that the Proposed Regulations do not inhibit their growth.

ii. Collateralized Security Issuances

We are concerned that the Proposed Regulations, as written, could unintentionally
include within their scope certain securities which are, either directly or through a guarantee,
full-recourse corporate obligations of a creditworthy entity that is not a special-purpose vehicle
(“SPV™), but are also secured by a pledge of financial assets. The credit analysis of these
securities will consider both the key characteristics of these assets and also the credit quality of
the issuing or guaranteeing entity who stands behind the securities. In some cases, these
securities may be structured using an SPV that in effect acts as a finance subsidiary, pledging
collateral to support payment on the securities with a guarantee of payment from the corporate
parent who stands behind the securities. Although backed by pools of self-liquidating assets,
these securities do not serve the same purpose, or present the same set of risks, as “asset-backed
securities,” which the Proposed Regulations intend to regulate.

In such cases, we are concerned that it would be difficult to distinguish between the credit
of the corporate issuer or guarantor and that of the pledged assets in determining whether
payments to the holders of such security “depend primarily on cash flow from the asset” that
collateralizes it, as is prescribed by the Proposed Regulations. As written, and particularly given
the explicit characterization in the Proposing Release of foreclosure and sale proceeds as
cashflow from the collateral, the Proposed Regulations could potentially be construed to include
within the scope of the risk retention requirements any security backed by any self-liquidating
financial assets. Currently, various secured issuances that generally meet this description are not
considered by the market to be securitizations, as the added recourse to the issuing or
guaranteeing corporate entity substantially differentiates the risks associated with such securities
from those unique to asset-backed securities.
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It is a distinguishing feature of securitizations that the credit risk of the assets is borne
primarily by investors, rather than the securitizer. This “transfer” of credit risk through the
securitization is the reason why the risk retention rules have been proposed to align incentives
between issuers and investors. However, in contrast, a collateralized security issuance with full
recourse to the parent issuing entity retains the credit risk in the performance of the pledged
assets, as the guarantor or issuer remains obligated to make required payments to investors to the
extent that the cashflows of the pledged assets fail to make payments in full. There is no need to
require risk retention because the credit risk of the assets has not been transferred to investors in
the first place; it remains with the issuer and any guarantor of the securities.

We are requesting that the Joint Regulators provide a bright-line “safe harbor” to ensure
that such collateralized security issuances do not unintentionally fall within the scope of the risk
retention requirements and to provide the market with certainty with regard to the future
application of the Proposed Regulations. Such a safe harbor should provide guidance as to
circumstances under which the risk retention requirements would not apply even though a
security is collateralized by self-liquidating financial assets. Specifically, we suggest that the
Joint Regulators clarify that any security that is (directly or through a guarantee) a full-recourse,
general obligation of an entity that (a) is not a special-purpose vehicle and (b) at the time of
issuance has outstanding debt securities that meet [the standards adopted by the SEC in its
current rulemaking to replace references to investment-grade credit ratings in the issuer
qualifications to file registration statements on Form S-3] should not be considered to receive
payments that depend primarily on cash flow from any assets pledged to support its repayment,
and therefore should not be considered an “asset-backed security,” whether or not that security is
issued by an entity that is a special-purpose vehicle or is secured by self-liquidating financial
assets.

IX. Conclusion

ASF has been a strong and vocal advocate for targeted securitization market reforms and
we continue to work with regulators to identify and implement them. ASF supports efforts to
align the incentives of issuers with securitization investors and we believe these incentives
should encourage the application of sound underwriting standards by both the originator and
securitizer in connection with the assets that are securitized. In addition, we support efforts to
promote appropriate transparency and standardization in securitization disclosure and transaction
documents. ASF will continue to work to provide industry comment on all proposals issued by
the various regulatory agencies as well as to promulgate best practices for securitization
governance in order to restore confidence in this very important market. Where regulators are
tasked with implementing reforms, we support uniform implementation across regulators
supported by comprehensive industry and public comment.
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ASF very much appreciates the opportunity to provide the foregoing comments in
response to the Joint Regulators’ Proposing Release. Should you have any questions or desire
any clarification concerning the matters addressed in this letter, please do not hesitate to contact
me at 212.412.7107 or at tdeutsch@americansecuritization.com, or Evan Siegert, ASF Managing
Director and Senior Counsel, at 212.412.7109 or at esiegert@americansecuritization.com.

Sincerely,

o JadA,

Tom Deutsch
Executive Director
American Securitization Forum
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EXHIBIT A

PROPOSED REGULATION MODIFICATIONS FOR AUTO ABS
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§ .2 Definitions.

Eligible horizontal residual interest means, with respect to any securitization transaction,
an ABS interest or ABS interests in the issuing entity that:

1) If the transaction documents expressly set forth the order in which losses that
are incurred on the securitized assets are to be allocated to the ABS interests, Is is
allocated all losses on the securitized assets (or for an ABS interest that is part of a
series issued by a revolving asset master trust, is allocated all losses that are allocated
to that series) (other than losses that are first absorbed through the release of funds from
a premium capture cash reserve account, if such an account is required to be established
under 8 _ .12 of this part) until the par value of such ABS interest is reduced to zero;

(2) Either (a) Hhas the most subordinated claim to payments of beth principal of all
ABS interests of the same series that are entitled to receive principal payments on each
payment date and has the most subordinated claim to payments of interest of all ABS
interests of the same series that are entitled to receive interest payments on each
payment date or (b) is entitled to payments on each payment date only after all other
ABS interests of the same series have been paid all principal and interest due on that

payment date ane-interest-by-the-issuing-entity; and

3) Until all other ABS interests in the issuing entity are paid in full, either (a) is not
entitled to receive any payments of principal made on a securitized asset, provided,
however, an eligible horizontal residual interest may receive its current proportionate
share of scheduled payments of principal received on the securitized assets in accordance
with the transaction documents or (b) if the transaction documents do not provide for
the separate collection and distribution of interest, scheduled payments of principal
and unscheduled payments of principal on the securitized assets, is not entitled to
receive payments unless the aggregate percentage decrease in the outstanding principal
balance or securitization value, as applicable, of all related ABS interests that do not
comprise the eligible horizontal residual interest since the closing date is at least equal
to the percentage equivalent of the aggregate decrease in the principal balance or
securitization value, as applicable, of the securitized assets plus the aggregate decrease
(if any) in the amount on deposit in any reserve accounts since the closing date divided
by the sum of the principal balance or securitization value, as applicable, of the
securitized assets as of the cutoff date plus the amount on deposit in any reserve
accounts on the closing date); provided, however, that securitizations that are subject
to clause (b) and feature a revolving period will be subject to this limitation only after
the end of the revolving period for the related ABS interests and then only by reference
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to the related series' designated portion of the aggregate principal balance or
securitization value, as applicable, of the securitized assets.

Securitized asset means an asset that:

(1) Is transferred, sold, or conveyed to an issuing entity; and

(2) Collateralizes the ABS-interests investor interests issued by the issuing entity.

Seller’s interest means an ABS interest, ABS interests or portions thereof:

(1) In all-of the securitized assets that:-(H-Are owned or held by the issuing entity;-and-(H
Be-net other than those that collateralize any other specified ABS interests issued by the issuing
entity;

(2) That is pari passu or subordinate to with-al-ether-ABS each series of investor
interests issued by the issuing entity with respect to the allocation of all payments-collections
and losses with respect to the securitized assets prior to an early amortization event (as defined
in the transaction documents); and

(3) That adjusts for fluctuations in the outstanding principal balances of the securitized assets.

§ .3 Base risk retention requirement.

(© Affiliates. Any economic interest in the credit risk of the securitized assets in
accordance with any one of § .4 through 8 .11 of this part by an entity that is a
consolidated affiliate of the sponsor of the related securitization transaction shall be treated
for all purposes under this [subpart B] as retention of that economic interest by the sponsor
for so long as that entity remains a consolidated affiliate of the sponsor.

8 .5 Horizontal risk retention.

@ General Requirement. At the closing of the securitization transaction, the
sponsor retains an eligible horizontal residual interest in an amount that is equal to
at least five percent of the par value of all ABS interests in the issuing entity
issued as part of the securitization transaction.

b)——[Part (b) moved to § .5A and additions/deletions are marked there]
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(e-b) Disclosures. A sponsor utilizing this section shall provide, or cause to be
provided, to potential investors a reasonable period of time prior to the sale of the
asset-backed securities in the securitization transaction and, upon request, to the
Commission and its appropriate Federal banking agency, if any, the following
disclosure in written form under the caption “Credit Risk Retention”:

Q) i ine rick theouah an eliaible horizontal residual | :

H——The amount (expressed as a percentage and dollar amount) of the eligible
horizontal residual interest the sponsor will retain (or did retain) at the closing of
the securitization transaction, and the amount (expressed as a percentage and
dollar amount) of the eligible horizontal residual interest that the sponsor is
required to retain under this section; and

(#2) A description of the material terms of the eligible horizontal residual
interest to be retained by the sponsor;

2&)——[Part (c)(2) moved to 8§ __.5A and additions/deletions are marked there]

3) The material assumptions and methodology used in determining the
aggregate dollar amount of ABS interests issued by the issuing entity in the
securitization transaction, including those pertaining to any estimated cash flows
and the discount rate.

8 .5A Reserve accounts.

(@) General Requirement. -teu-ofretaining-an-eligible-horizontal-residual
thterestn-the-amountreguired-by-paragraph-(a)-of-this-section—t The sponsor may,

at closing of the securitization transaction, cause to be established and funded, in
cash, a herizental-eash reserve account in the-an amount that is equal to at least
five percent of the par value of all ABS interests in the issuing entity issued as
part of the series that is supported by the reserve account, provided that the
account meets all of the following conditions:

1) The account is held by the trustee (or person performing similar functions)
in the name and for the benefit of the issuing entity;

2 Amounts in the account are invested enly-in:

insured—byfederaldeposit—insurance—and according to the same investment

criteria that are set forth in the transaction documents regarding investments of
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amounts on deposit in other trust accounts relating to the same series of ABS
interests, or a subset of those other permitted investments.

3) Until all ABS interests in the issuing entity are paid in full or the issuing
entity is dissolved:

Q) Amounts in the account shall be released to satisfy payments on ABS
interests in the issuing entity on any payment date on which the issuing entity has
insufficient funds from any source (including any premium capture cash reserve
account established pursuant to 8 _ .12 of this part) to satisfy an amount due on
any ABS interest; and

(B ii) Interest on investments made in accordance with paragraph (b a)(2) may
be released once received by the account.

(e b) Disclosures. A sponsor utilizing this section shall provide, or cause to be
provided, to potential investors a reasonable period of time prior to the sale of the
asset-backed securities in the securitization transaction and, upon request, to the
Commission and its appropriate Federal banking agency, if any, the following
disclosure in written form under the caption “Credit Risk Retention”:

account:
Q) The dollar amount to be placed (or placed) by the sponsor in the herizental

eash reserve account and the dollar amount the sponsor is required to place in
such an account pursuant to this section; and

(i) A description of the material terms of the herizental-cash reserve account;
and
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8 .6 L-Shaped Blended risk retention.

@ General requirement. At the closing of the securitization transaction, the
sum of (i) if the sponsor retains an interest in each class of ABS interests in the
issuing entity, the percentage interest in any class so retained multiplied by the
face value or, if applicable, the calculated value of each such ABS interest;
provided, that the percentage interest for any class may be no greater than the
lowest percentage interest retained in any other ABS interest that is subordinate
in its right to receive payments of principal to such class's right to receive
payments of principal and in its rights to receive payments of interest to such
class’s right to receive payments of interest, (ii) if the sponsor retains an eligible
horizontal residual interest, the calculated value of that interest minus the
calculated value of that portion of the eligible horizontal residual interest
retained pursuant to clause (i), (iii) if the sponsor establishes a reserve account,
the amount on deposit in the reserve account (without duplication of any
amount included in the calculated value of an eligible horizontal residual
interest pursuant to clause (ii)), (iv) if the sponsor retains a seller’s interest, the
percentage of the collections on the assets that is allocated at closing to the
related series multiplied by the principal balance of the seller's interest and (v)
if the sponsor establishes a representative sample pool, the aggregate unpaid
principal balance or securitization value, as applicable, of the assets in such
pool, equals not less than five percent of the aggregate ABS interests in the

issuing entity. the-spensor:

(b) Disclosure requirement. A sponsor utilizing this section shall comply with

all of the disclosure requirements set forth in § __.4(b), ard § __.5(c) and 8
__.5A(Db) of this part.
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§

§

__.7 Revolving asset master trusts.

@ General requirement. At the closing of the securitization transaction and until all
ABS interests in the issuing entity are paid in full, the spenser depositor retains a seller’s
interest of not less than five percent of the uapaid outstanding principal balance of at-the
assets the investor interests owned or held by the issuing entity provided that:

1) The issuing entity is a revolving asset master trust; and

2 All of the securitized assets are loans or other extensions of credit that arise under
revolving accounts or financing arrangements, or participation or other interests
therein, including collateral certificates or similar interests in a trust or other entity
that holds such assets.

.8 Representative sample.

(@ In_general. At the closing of the securitization transaction, the sponsor retains

ownershlp of a Fepresen{afwe—s&mple—ef—the desngnated pooI of assets that—alte—eleagnated

see&nﬂ-zed—assets—feﬁhe—seeua%&aﬂen—transaeﬂen prowded that

(1) At the time of issuance of asset-backed securities by the issuing entity, the unpaid
principal balance of the assets comprising the representative sample retained by the
sponsor is equal to at least 5264 percent of the unpaid principal balance of all the
securitized assets in the securitization transaction; and

(2) The sponsor complies with paragraphs (b) through (fg) of this section.

(b) Construction of representative sample.

(1) Designated pool. The assets included in the designated pool must meet all eligibility
criteria set forth in the transaction documents for assets that were included in the

securltlzed pool. Prier—to—the—sale—of the—asset-backed—securities—as—part—of—the
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(3) Equivalent risk determination. Prior to the sale of the asset-backed securities as part
of the securitization transaction, the sponsor determines, using a statistically valid
methodology, that the mean of the FICO scores, outstanding principal balance and
remaining terms of the assets in a sample of assets drawn from the designated pool for

section Is |th|n a 95 percent two- talled confldence mterval of the mean
respectivehly; of the same characteristic of the assets in the designated pool.

(c) Sponsor policies, procedures and documentation.

(1) The sponsor has in place, and adheres to, policies and procedures for:

(i) Identifying and documenting the material characteristics of assets included in the
designated pool;

(i) Selecting assets randomly in accordance with paragraph (b)(12) of this section;

(iii) Testing the—randomly-selected a sample of assets for compliance with paragraph
(b)(23) of this section;

(iv) Maintaining, until all ABS interests are paid in full, documentation that clearly

identifies the assets included in the representative sample established-underparagraphs
b)2)-and(3)-efthissection; and

(v) Prohibiting, until all ABS interests are paid in full, assets in the representative sample
from being included in the designated pool of any other securitization transaction.

(2) The sponsor maintains documentation that clearly identifies the assets in the
representative sample established under paragraphs-{b}{2)and-(3) of this section.
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(de) Servicing. Until such time as all ABS interests in the issuing entity have been fully
paid or the issuing entity has been dissolved:

(1) Servicing of the assets included in the representative sample must be conducted by the
same entity and under the same contractual standards as the servicing of the securitized
assets; and

(2) The individuals responsible for servicing the assets included in the representative
sample or the securitized assets must not be able to determine whether an asset is owned
or held by the sponsor or owned or held by the issuing entity, provided that individuals
responsible for directing collections on assets to accounts for the benefit of the sponsor
or the issuing entity are permitted to identify collections for such purpose.

(ef) Sale, hedging or pledging prohibited. Until such time as all ABS interests in the
issuing entity have been fully paid or the issuing entity has been dissolved, the sponsor:

(1) Shall comply with the restrictions in 8 __ .14 of this part with respect to the assets in
the representative sample;

(2) Shall not remove any assets from the representative sample; and

(3) Shall not cause or permit any assets in the representative sample to be included in any
designated pool or representative sample established in connection with any other
issuance of asset-backed securities.
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(9) Disclosures.

) -Disclosurepriorto-sale: A sponsor utilizing this section shall provide, or cause to be

provided, to potential investors a reasonable period of time prior to the sale of the asset-
backed securities as part of the securitization transaction and, upon request, to the
Commission and its appropriate Federal banking agency, if any, the following disclosure
with respect to the securitization transaction in written form under the caption "Credit
Risk Retention™:

(1#) The amount (expressed as a percentage of the designated pool and dollar amount) of
assets included in the representative sample and to be retained (or retained) by the
sponsor, and the amount (expressed as a percentage of the designated pool and dollar
amount) of assets required to be included in the representative sample and retained by the
sponsor pursuant to this section;

(2#) A description of the material characteristics of the designated pool, including, but
not limited to, the average unpaid principal balance of all the assets, the means of the
guantitathve—characteristies—and—the—proportions—of—categorical—characteristies FICO
scores, outstanding principal balance and remaining terms of the assets, appropriate
introductory and explanatory information to introduce the characteristics, the
methodology used in determining or calculating the characteristics, and any terms or
abbreviations used;
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8 .14 Heddging, transfer and financing prohibitions. . . .

()] Permissible Transactions. Nothing in this Section .14 prohibits a retaining
sponsor from taking any actions with respect to any ABS interests or other assets,
including ABS Interests or other assets that it previously retained to comply with
subpart B of this part with respect to a securitization transaction, if following such
actions the sponsor will continue to retain ABS interests and/or assets pursuant to
subpart B of this part in respect of the related securitization that are not subject to
hedging arrangements prohibited by clause (b) or clause (c) or non-recourse financing
prohibited by clause (e) and are in an aggregate amount that is at least equal to five
percent of the par value of all outstanding ABS interests issued by the related issuing
entity.
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EXHIBIT B

PROPOSED REGULATION MODIFICATIONS FOR ABCP
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Proposed Regulation Modifications — Horizontal Risk Retention

*khhkkkhkkhkkkhkkhkkkhkkikkhkkikkiikk

§ .5 Horizontal risk retention.

(a) General requirement. At the closing of the securitization transaction,

(1) the sponsor retains an eligible horizontal residual interest in an amount

that is equal to at least five percent of the par value of all ABS interests in the issuing
entity issued as part of the securitization transaction, or

(2)  if such securitization transaction is funded by an ABCP conduit, the

sponsor of such ABCP conduit causes one or more eligible program support providers to
provide program support that benefits the holders of the ABCP of such ABCP conduit,
rovided that:

(i) Such program support obligates each program support provider to
either pay ABCP or otherwise cover the credit risk of the asset interests held by
such ABCP conduit (in each case to the extent of the required retention amount)
before the ABCP holders incur any 1oss;

(i) The aggregate amount of such program support is equal to at least
5% of the par value of outstanding ABCP of such ABCP conduit plus the par
value of any permitted first loss protection;

(iii)  One or more regulated providers have entered into a legally
binding commitment to provide at least 100 percent liquidity coverage (in the

form of a lending facility, an asset purchase agreement, a repurchase agreement,
or other similar arrangement that may be conditional or unconditional) to all the
ABCEP issued by the ABCP conduit by lending to, or purchasing assets from, the
ABCP conduit in the event that funds are required to repay maturing ABCP

issued by the ABCP conduit; and

(iv) __Each eligible program support provider complies with the
rovisions of .14 of this part with respect to such program support except

with respect to any permitted first loss protection.
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(b) Option to hold base amount in horizontal cash reserve account. In lieu of retaining
an eligible horizontal residual interest in the amount required by paragraph (a) of this section, the
sponsor may, at closing of the securitization transaction, cause to be established and funded, in
cash, a horizontal cash reserve account in the amount specified in paragraph (a), provided that
the account meets all of the following conditions:

(1)  The account is held by the trustee (or person performing similar functions)
in the name and for the benefit of the issuing entity;

(2)  Amounts in the account are invested only in:

(1)  United States Treasury securities with maturities of 1 year or less;
or

(if)  Deposits in one or more insured-depository-institutions(as-defined
insured-by-federal-depesit-insurance;-andregulated providers.

(3)  Until all ABS interests in the issuing entity are paid in full or the issuing
entity is dissolved:

(i) Amounts in the account shall be released to satisfy payments on
ABS interests in the issuing entity on any payment date on which the issuing
entity has insufficient funds from any source (including any premium capture
cash reserve account established pursuant to § .12 of this part) to satisfy an
amount due on any ABS interest; and

(i) No other amounts may be withdrawn or distributed from the
account except that:

(A)  Amounts in the account may be released to the sponsor or
any other person due to the receipt by the issuing entity of scheduled
payments of principal on the securitized assets, provided that, the issuing
entity distributes such payments of principal in accordance with the
transaction documents and the amount released from the account on any
date does not exceed the product of:

(1) The amount of scheduled payments of principal
received by the issuing entity and for which the release is being
made; and

(2)  the ratio of the current balance in the horizontal
cash reserve account to the aggregate remaining principal balance
of all ABS interests in the issuing entity; and
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(B) Interest on investments made in accordance with paragraph
(b)(2) may be released once received by the account.

(¢) Disclosures. A sponsor utilizing this section shall provide, or cause to be provided,
to potential investors a reasonable period of time prior to the sale of the asset-backed securities in

the securitization transaction_(or, in the case of ABCP, before or contemporaneous with the first
sale of ABCP to each investor and, thereafter, no less frequently than each calendar month that
such investor holds any ABCP), and, upon request, to the Commission and-te its appropriate
Federal banking agency, if any, the following disclosure in written form under the caption
“Credit“Credit Risk Retention”Retention”:

(1) If the sponsor retains risk through—an—eligible—herizental—residual
nterestpursuant to paragraph (a)(1) of this section:

(i) The amount (expressed as a percentage and dollar amount) of the
eligible horizontal residual interest the sponsor will retain (or did retain) at the
closing of the securitization transaction, and the amount (expressed as a
percentage and dollar amount) of the eligible horizontal residual interest that the
sponsor is required to retain under this section; and

(1)) A description of the material terms of the eligible horizontal
residual interest to be retained by the sponsor:;

(2)___If the sponsor utilizes one or more program support providers to retain risk
pursuant to paragraph (a)(2) of this section:

(i)  the amount (expressed as a percentage and as a dollar amount) of
the program support that each program support provider will retain (or did retain

and the amount (expressed as percentage and as a dollar amount) of the program
support each program support provider is required to retain under this section;

(i) adescription of the material terms of the program support provided
by each program support provider, and, if such sponsor determines that any such

eligible program support provider has failed to maintain program support in
compliance with the requirements of paragraph (a) (2), notice of such failure; and

(iii)  the name and form of organization of each regulated provider that
provides liquidity support to the ABCP conduit, including a description of the
form, amount and nature of such liquidity support, and, if such sponsor
determines that such regulated provider has failed to provide the required liquidity
support, notice of such failure;

(3)  If the sponsor retains risk through the funding of a horizontal cash reserve
account:
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(i)  The dollar amount to be placed (or placed) by the sponsor of the
horizontal cash reserve account and the dollar amount the sponsor is required to
place in such an account pursuant to this section; and

(i1)) A description of the material terms of the horizontal cash reserve
account; and

(3)—TFhed) Unless the sponsor is utilizing paragraph (a)(2) of this section, the

material assumptions and methodology used in determining the aggregate dollar amount
of ABS interests issued by the issuing entity in the securitization transaction, including
those pertaining to any estimated cash flows and the discount rate used.
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Proposed Regulation Modifications — Eligible ABCP Conduits

*hhhhkhkkkkhkhkhkhiihikihkikk

§ .9 Eligible ABCP conduits.

(a) In general. A sponsor satisfies the risk retention requirement of § .3 of this part
with respect to the issuance of ABCP by an eligible ABCP conduit in a securitization transaction

if:

(1) Each—originator-seller—of the ABCP—eonduit:for each securitization

transaction of such ABCP conduit (other than a pre-existing securitization transaction or

a securitization transaction that is otherwise exempt from the risk retention requirements
of this part), the sponsor causes the ABCP conduit to enter into an agreement with an

originator-seller (and., if applicable, one or more affiliates) for such securitization
transaction that requires such originator-seller(s) to:

(1) Retains-an-eligible-horizontal residualRetain, directly or through its
wnershlg interest in e&eh—m{eﬂﬁedia{%SP—\Lestabh&he%Fer—eﬁ—beha—Lf—ef—tha{

mféeﬂﬂedia{%SP—Van 1ntermed1ate SPV an economic interest in the credit rlsk of

the assets collateralizing the interest in such assets sold, pledged, transferred or
issued to the eligible ABCP conduit in the same form, amount, and manner as

would be required under any one of §  .5¢a)4 through § .8 or § .10 of this
part if thesuch originator-seller-was(s) were the only sponsor of the intermediate
SPVsecuritization transaction; and

(1) Comphlies_Comply with the provisions of § .14 of this part with
respect to the eligible—horizentalresidualretained economic interest retained

pursuant to paragraph (a)(1)(h of this section as if it were a retaining sponsor with

respect to such interest; sold, pledged, transferred or issued to the eligible ABCP
conduit; and

(2)  The sponsors:

(1)  Establishesthe-eligible ABCP-conduitt——(GH——Approves each
originator-seller permitted to sell, pledge or transfer assets, directly or indirectly

through an intermediate SPV, to the eligible-ABCP conduit and each intermediate
SPV;

Hi Establishes criteria governing the assets that the originator-sellers

referred to in paragraph{(ajclause (2)(ii)-ef-this—seetioni) are permitted to sell,
pledge or transfer to-an-intermediate SPV:—(iv)—— Approvesall -interestsin-an
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intermediate—SPV—to—bepurchasedthat will be funded by the eligible-ABCP

conduit;

(viii))  Administers the eligible-ABCP conduit by monitoring the interests
inany-intermediate SPV-acquired-by-thesold, pledged or transferred to the ABCP
conduit and the assets collateralizing those interests, arranging for debt placement,
compiling monthly reports, and ensuring compliance with the ABCP conduit
documents and with the ABCP conduit’s credit and investment policy; and

(#ilv)  Maintains and adheres to policies and procedures for ensuring that
the conditions in this paragraphclause (a2) have been met.

(b) Disclosures. (1) A sponsor utilizing this section shall provide, or cause to be

provided, to each potential irvestors-areasonable-period-of timmepriorto-the sale-ef-anyinvestor
in the ABCP byof the eligible ABCP conduit as—part-ef-theseeuritizationtransactionbefore or
contemporaneous with the first sale of ABCP to such investor and thereafter no less frequently

than each calendar month that such investor holds any such ABCP and, upon request, to the
Commlssmn and its approprlate Federal bankmg agency, 1f any, in written form—under—the

(H——ZFaehi) the industry category of each originator-seller that will retain (or
has retained) an eligible—horizontal—residualeconomic interest in the securitization

transaction pursuant to this section, including a description of the form, amount
(expressed as a percentage and as a dollar amount); and nature of such interest;-ané

(Z2)—FEaehii) the name and form of organization of each regulated—tquidity
provider that provides liquidity support to the eligible ABCP conduit, including a

description of the form, amount and nature of such liquidity eeveragesupport, and, if such
sponsor determines that such regulated provider has failed to provide the required
liguidity support, notice of such failure; and

iii if such sponsor determines that an originator-seller has failed to compl

with the risk retention requirements of its securitization transaction, notice of such failure
and status (waived, plan for resolution, wind—down).*

2 A sponsor utilizing this Section shall also provide, upon request, to the appropriate

Federal banking agency or, if the sponsor is not a bank or an affiliate of a bank, to the
Commission, the name of each originator-seller required to retain risk under this Section. Such

* The disclosure requirements in 8§ .9(b)(1) are consistent with the proposals made by the American

Securitization Forum (“ASF”), on behalf of the ASF ABCP Investor Subcommittee and the ASF ABCP Financial
Intermediary Subforum, in its Comment Letter dated August 2, 2010 relating to Release Nos. 33-9117; 34-61858
(File No. S7-08-10).
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information shall be treated as exempt confidential information for purposes of the Freedom of
Information Act.

(c) Duty to comply.

: . hall 1 e £ " o

seetton—(2)—— A retaining-sponsor relying on this section:-(H———=Shall__shall maintain
and adhere to policies and procedures that are reasonably designateddesigned to monitor
compliance by each originator-seller of the eligible ABCP conduit with the requirements

of pafagfaplckea}élaﬂﬁthls section; md—én)—h—th%evem—that—th%speﬂser

seHerprovided that the retaining sponsor may rely on written covenants and
representations and warranties by the originator-seller in determining whether each
originator-seller is in compliance with such requirements.
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Proposed Definition Modifications for ABCP
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ABCP means an asset-backed eemmereial-paperpromissory note that has a maturity at the
time of issuance not exceeding nine-menths397 days, exclusive of days of grace, or any renewal

thereof the maturity of which is likewise limited.

Eligible-ABCP conduit means one or both of the following, as the context requires: an
issuing entity that issues ABCP_and any special purpose vehicle that (1) uses the proceeds of

ABCP issued by an ABCP conduit that is an issuing entity to acquire interests in one or more

securitization transactions and (2) is sponsored by the same person that sponsors such issuing
ABCP conduit.

Eligible ABCP conduit means an ABCP conduit provided that:

(1) The issuing—entity ABCP conduit is bankruptcy remote or otherwise
isolated for insolvency purposes from the sponsor of the issuing-entityABCP conduit and
from any intermediate SPV;

(2)  The interests issued, pledged, sold or transferred by an intermediate SPV
to the issuing—entity ABCP conduit are collateralized solely by the assets originated or

acquired by a single originator-selleri(3) - Al of the interests issued by intermediate

SPV-are-transferred-te one or more ABCP-conduits-orretained-by-theaffiliated originator-
selersellers or the intermediate SPV; and

(43)  AOne or more regulated higquidityproviderhasproviders have entered into
a legally binding commitment to provide, in the aggregate, at least 100 percent liquidity

coverage (in the form of a lending facility, an asset purchase agreement, a repurchase
agreement, or other similar arrangement_that may be conditional or unconditional) to all
the ABCP issued by the issuing-entity ABCP conduit by lending to, or purchasing assets
from, the issuing—entityABCP conduit in the event that funds are required to repay
maturing ABCP issued by the issuing-entity ABCP conduit.

Eligible program support provider means one or more regulated provider(s) that (i) is a

sponsor of the ABCP conduit for which it provides such support, or (ii) is an affiliate of such
Sponsor.

Intermediate SPV means;—with-respeettoan-originator-seller; a special purpose vehicle

that:
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(1)  Is bankruptcy remote or otherwise isolated for insolvency purposes from

theeach originator-seller;——2)—Purchases—assets—from—the—originator-seler_of such

intermediate SPV; and

(32) Issues, sells, pledges or transfers interests collateralized by such assets to
one or more ABCP conduits.

Originator-seller means-an—entity-that-ereates—assets—through-one-or-more-extenstons—of
eredit-and-seHs—these—assets(and-no—other—assets)to—an, a person that originates and sells or
pledges assets to one or more ABCP conduits or, with respect to an originator-seller that acts
through an intermediate SPV, an originator that sells assets to an intermediate SPV or, if the

intermediate SPV_directly originates assets, each entity that owns a direct or indirect equity
interest in such intermediate SPV, which in—turnintermediate SPV sells, pledges or transfers

interests collateralized by those assets to one or more ABCP conduits.

Permitted first loss protection means, with respect to any ABCP conduit, first loss
protection provided by a person not affiliated with the sponsor of such ABCP conduit to such
ABCP conduit or its eligible program support provider, provided that such protection represents
not more than 1% of the face amount of the outstanding ABCP of such ABCP conduit.

Pre-existing securitization transaction means a securitization transaction entered into by
an ABCP conduit prior to the effective date of this regulation, except to the extent that, after the
effective date of this part (i) the duration of any funding commitment of the ABCP conduit or

any of its liquidity providers made directly to an originator-seller or to an intermediate SPV
under such transaction is extended or (ii) the amount of any such funding commitment is

increased.

Program support means irrevocable and unconditional credit facilities in the form of one
or more (i) letters of credit or (ii) other arrangements or facilities that provide comparable credit
support.

Regulated-hguidity provider means:

(1) A depository institution (as defined in section 3 of the Federal Deposit
Insurance Act (12 U.S.C. 1813));

(2) A bank holding company (as defined in 12 U.S.C. 1841), or a subsidiary
thereof;

(3) A savings and loan holding company (as defined in 12 U.S.C. 1467a),
provided all or substantially all of the holding company’s activities are permissible for a
financial holding company under 12 U.S.C. 1843(k), or a subsidiary thereof;-er
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(4) A foreign bank whose home country supervisor (as defined in § 211.21 of
the Federal Reserve Board’s Regulation K (12 CFR 211.21)) has adopted capital
standards consistent with the Capital Accord of the Basel Committee on Banking
Supervision, as amended, and that is subject to such standards, or a subsidiary thereof; or

5 any central government or agency, department, ministry or central bank of
a central government.

Sponsor means a person who

(1) organizes and initiates a securitization transaction by selling or
transferring assets, either directly or indirectly, including through an affiliate, to the
issuing entity-; or

(i1) ___in the case of an ABCP conduit, (1) administers such ABCP conduit and
arranges for it to enter into securitization transactions, (2) selects and structures the

securitization transactions entered into by such ABCP conduit, or (3) solely for purposes

of .5 of this part, if the administrator of such ABCP conduit is not a regulated

provider or an affiliate of a regulated provider, one or more regulated providers that refer

securitization transactions to an ABCP conduit and provide program support to the ABCP
conduit.
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EXHIBITD

LINKED AND DELINKED STRUCTURES IN CREDIT CARD ABS

Illustration 1: Linked Structure

Series 1 Series 2
Class A, Class A,
80% 82%

Class B, 10%

Class B, 9%

Class C, 8% Class C, 8%
Class D, 2% Class D, 1%

Illustration 2: Delinked Structure

Series 1

Tranche A1 Tranche A2 Tranche A3 Tranche A4 Class A - 82%

Tranche B1 Tranche B2 Tranche B3 Tranche B4 Class B - 9%

Tranche C1 Tranche C2 Tranche C3 Class C - 8%

Class D -1%
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EXHIBIT E

Illustration 1:
Depositor is a direct wholly-
owned subsidiary of sponsor

Illustration 2:

Depositor is an affiliate of
sponsor that is under common
control with direct parent

Parent

Sponsor

Credit Card
Receivables

Depositor

Credit Card Seller's

Receivables Interest

Master Trust

Parent

Sponsor Depositor*

Credit Card Seller's

Receivables Interest

Master Trust

' The Depositor receives the Credit Card Receivables either directly or indirectly from the Sponsor.
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EXHIBIT F

ILLUSTRATION OF AFFILIATED DEPOSITORS EACH HOLDING
A PORTION OF SELLER’S INTEREST

Parent

Sponsor | Sponsor 1l

Credit Card Credit Card

Receivables Receivables

Depositor A Depositor B

Credit Card
Receivables

Credit Card
Receivables

Seller's
Interest

Seller's
Interest

Master Trust




ASF Risk Retention Letter to Joint Regulators
June 10, 2011

EXHIBIT G

ILLUSTRATION OF AN ISSUANCE TRUST STRUCTURE

Master Trust
(Owns Credit Card Receivables)

Collateral
Certificate

\ 4

Issuance Trust
(Owns Collateral Certificate)*

Series
of
ABS

YIn some instances, the Issuance Trust may own some Credit Card Receivables in addition to the Collateral
Certificate.
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EXHIBIT H

EQUIPMENT ABS CUMULATIVE LOSS CHART

Figure 5. Cumulative Losses (as % of Original Balance) on Citi Equipment Index, 0-42 months

2002 —e— 2003 —e— 2004 — 2005 —e— 2006 2007

2008 m——003

2.00 -

Cumulative Losses (%)

Source: Moody's and Citi Investment Research and Analysis

Source: Citi Consumer ABS Weekly, Sept. 30, 2010 (the “Citi Equipment Index”) at 4. Most of the trusts included

in the “Citi Equipment Index” contain “mixed collateral, with obligors in service, transportation,
manufacturing, agricultural and construction industries.” Ibid. at 3.
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EXHIBIT I
Percentage of Equipment Asset-Backed Securities with Ratings Changes
in the Year Indicated from 2006 to 2010:03
Total Ratings Changes over Year
Number of
Issues Rated IG |Speculative
at the AAA AAA IG to/from to/from
Beginning |Rating Change| to/from to/from to/from |Likely to| Likely to
Year of Year Direction 1G Speculative| Speculative| Default | Default
2006 141 Downgrades 0.0 0.0 0.0 0.0 0.0
Upgrades 0.0 0.0 0.0 0.0 0.0
2007 175 Downgrades ﬂ_.l'J 0.0 0.0 0.0 0.0
Uperades 25.9 0.0 0.0 0.0 0.0
2008 135 Downgrades } 0 0.0 0.0 0.0 0.0
Uperades 59 0.0 0.0 0.0 0.0
2009 85 Downgrades 0.0 0.0 3.6 0.0 0.0
Uperades 71 0.0 0.0 0.0 0.0
2010 61 Downgrades 0.0 0.0 0.0 0.0 100.0%
¥
Uperades 48 0.0 0.0 0.0 0.0

Mote: Upgrades and downgrades are expressed as a percentagze of all mted secuntzations m a
speciiied vear. “Investment Grade™ (G} are rating s from AA+ to BBE-, ~“Speculative”™ are from BE+ to
B-, and “Likely to Defanlt™ are CCC+ and below

*The 100% reflects the downgrade of the smgle secunty m this category

Source: Standard & Poor’s

Source: Board of Governors of the Federal Reserve System, Report to the Congress on Risk Retention (October
2010), Table 11 at 65.



ASF Risk Retention Letter to Joint Regulators
June 10, 2011

EXHIBIT J

PROPOSED REGULATION LANGUAGE FOR EQUIPMENT ABS

R R R R R R R R R R R R R R R R R R R R R AR R R R R R S S R R R R R R R R R R R R R R R R AR AR R R R R R R R R AR AR AR A R R R R R R

8 _ .18(A) Underwriting standards for qualifying equipment commercial loans.
(a) General. The securitization transaction—

(1) Is collateralized solely (excluding cash and cash equivalents) by one or more equipment
commercial loans (and may also be collateralized by any other related collateral that is
customarily included in equipment securitizations),! and such equipment commercial loans (A)
satisfy all of the requirements of paragraph (b) of this section and (B) have been transferred,
directly or indirectly, to the issuing entity from a sponsor that has, or has an affiliate that has,
performed underwriting assessments of equipment commercial loans for at least three years; and
(2) Does not permit reinvestment periods.

(b) Underwriting, product and other standards.

(1) With respect to each equipment commercial loan, the sponsor or its affiliate:

(i) Considering factors relevant due to its experience had, on a date prior to the cut-off date,
reached a conclusion as to the likelihood of the amounts due under the equipment commercial
loan being repaid, based on:

(A) the obligor/lessee’s expected ability to repay;
(B) the obligor/lessee’s credit history;

(C) the terms of the equipment commercial loan;
(D) the value of the equipment; and

(E) the anticipated use of the equipment

and concluded that the likelihood of receiving the amounts due under the equipment commercial
loan was high enough that the originator would fund such equipment commercial loan regardless
of whether it would securitize the equipment commercial loan; and

(i) Obtained a security interest in the equipment pledged to collateralize the equipment
commercial loan.

(2) As of the cut-off date for the securitization transaction, no payments due on the equipment
commercial loan are more than 31 days past due.

1 This addition is imperative since all typical ABS transactions include security interests in additional collateral for
the benefit of the securityholders, such as, for example, security interests in: the issuing entity’s security interest in
the related equipment; any equipment that secured an equipment commercial loan and that has been acquired by or
on behalf of the issuing entity; proceeds from insurance on equipment or from dealer recourse; rights under certain
securitization transaction documents; etc.
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(3) Each equipment commercial loan has a remaining term to maturity of not more than 84
months as of the applicable cut-off date or, with respect to equipment commercial loans secured
by maritime or construction equipment, each such equipment commercial loan has a remaining
term to maturity of not more than 120 months as of the applicable cut-off date.

(4) As of the cut-off date, each equipment commercial loan has a scheduled maturity not later
than the date that is six months prior to the latest final scheduled maturity date for any class of
the asset-backed securities.

(5) Each equipment commercial loan has a statistical contract value as of the applicable cut-off
date that (when combined with the statistical contract value of any other equipment commercial
loans with the same obligor) does not exceed 1.5% of the aggregate statistical contract value of
all the equipment commercial loans as of the applicable cut-off date. For purposes of the
preceding sentence, the statistical contract value for each equipment commercial loan is equal to
the current balance of the equipment commercial loan on the servicer’s or sponsor’s records.

(6) Each equipment commercial loan had an original term not exceeding 96 months or, with
respect to equipment commercial loans secured by maritime or construction equipment, each
such equipment commercial loan had an original term not exceeding 132 months.

(7) As of the cut-off date, to the knowledge of the sponsor, none of the obligors relating to the
equipment commercial loans collateralizing the securitization transaction were in bankruptcy.

(8) The loan/lease documentation for the equipment commercial loan effectively requires the
obligor/lessee to:

(i) Obtain and maintain physical damage insurance (which may include self-insurance consistent
with practices customary in the obligor’s/lessee’s industry) with respect to the related equipment;
(i) Pay taxes, charges, fees, and claims, where non-payment might give rise to an adverse lien on
the related equipment;

(iii) Permit the originator or the servicer of the equipment commercial loan to inspect the
equipment collateralizing the equipment commercial loan; and

(iv) Maintain the physical condition of the equipment collateralizing the equipment commercial
loan.

(9) The asset pool collateralizing the securitization transaction must have a weighted average?
loan-to-value and/or lease-to-value of not more than 95% and no more than 15% of the
equipment commercial loans may have a loan-to-value and/or lease-to-value above 100%. With
respect to such calculations:

2 Weighted by the principal balance of each equipment commercial loan as of the cut-off date.



ASF Risk Retention Letter to Joint Regulators
June 10, 2011
Page J-3

(1) loan-to-value and lease-to-value shall be calculated in the method disclosed by a sponsor or
issuer to investors,3 and

(ii) the value of the equipment and the amount of the equipment commercial loan related thereto
are both as of the date of origination of the related equipment commercial loan.

(10) (i) The depositor of the asset-backed security certifies that it has evaluated the effectiveness
of its internal supervisory controls with respect to the process for ensuring that each asset that
collateralizes the asset-backed security, or that the pool of assets that collateralize the asset
backed security, as applicable, meet all of the requirements set forth in paragraphs (b)(1) through
(b)(9) of this section and has concluded that its internal supervisory controls are effective;

(i1) The evaluation of the effectiveness of the depositor’s internal supervisory controls referenced
in paragraph (b)(10)(i) of this section shall be performed, for each issuance of an asset-backed
security, as of a date within 60 days of the cut-off date or similar date for establishing the
composition of the asset pool collateralizing such asset-backed security; and

(iii) The sponsor provides, or causes to be provided, a copy of the certification described in
paragraph (b)(10)(i) of this section to potential investors a reasonable period of time prior to the
sale of asset-backed securities in the issuing entity, and, upon request, to its appropriate Federal
banking agency, if any.

(c) Buy-back requirement. A sponsor that has relied on the exception provided in paragraph (a)
of this section with respect to a securitization transaction shall not lose such exception with
respect to such transaction if, after the closing of the securitization transaction, it is determined
that one or more of the equipment commercial loans collateralizing the asset-backed securities,
or that the asset pool collateralizing the asset-backed securities, as applicable, did not meet all of
the requirements set forth in paragraphs (b)(1) through (b)(9) of this section provided that:

(1) The depositor complied with the certification requirement set forth in paragraph (b)(10) of
this section;

(2) The sponsor repurchases the equipment commercial loan(s) from the issuing entity at a price
at least equal to the remaining principal balance and accrued interest on the equipment
commercial loan(s) no later than ninety (90) days after the determination that the equipment
commercial loans, or the asset pool, as applicable, do not satisfy all of the requirements of
paragraphs (b)(2) through (b)(9) of this section; and

(3) The sponsor promptly notifies, or causes to be notified, the holders of the asset-backed
securities issued in the securitization transaction of any equipment commercial loan(s) included
in such securitization transaction that is required to be repurchased by the sponsor pursuant to
paragraph (c)(2) of this section, including the principal amount of such repurchased equipment
commercial loan(s) and the cause for such repurchase. The preceding notification shall be
deemed to have been provided promptly to the holders of the asset-backed securities if it is
provided in a servicer report or noteholder report that is delivered to or made available to
noteholders within 35 days of any such repurchase.

3 1t is vital that this calculation contain this flexibility in determining loan-to-value and lease-to-value. Equipment
Sponsors calculate this information differently and no single method exists that would be useable by Equipment
Sponsors generally.
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ATTACHMENT I

Role of Securitization within the Financial System and U.S. Economy

The Current State of the Market

As the Board noted in its recent study on risk retention, different segments of the ABS and MBS
markets have recovered differently during the 18 months since the recession ended.! Auto and
auto-related ABS accounted for $53.9 billion in issuance in 2009, which represents 80.7% of the
auto and auto-related ABS issuance of $66.8 billion during 2007, just before the downturn.2
$7.2 billion in equipment ABS was issued during 2009, in contrast with the 2007 issuance of
$6.1 billion.3 In 2009, credit card ABS accounted for $46.6 billion in issuance, down 50.7%
from 2007 issuance of $94.5 billion.# Meanwhile, the student loan sector issued $20.8 billion in
ABS during 2009, down 64.2% from 2007 issuance of $58.1 billion.> By comparison, on the
RMBS side, $48.1 billion of RMBS were issued in 2009, down 92.5% from 2007 issuance of
$641.8 billion.6 In addition to the overall reduction of issuance in the RMBS market, we further
note that 97% of RMBS were issued by the Agencies in 2010, as compared with only 64% in
2007 when the private market accounted for a much larger share of RMBS issuance.”

Simply put, the absence of a properly functioning securitization market, and the funding and
liquidity this market has historically provided, adversely impacts consumers, businesses,
financial markets and the broader economy. The recovery and restoration of confidence in
securitization is therefore a necessary ingredient for economic growth to resume, and for that
growth to continue on a sustained basis into the future. ASF supports efforts to align the
incentives of issuers and originators with securitization investors and believe these incentives
should encourage the application of sound underwriting standards by both the originator and
securitizer in connection with the assets that are securitized. We believe that risk retention can
aid in achieving this goal so long as the requirements are tailored to each class of securitized
assets as described in this testimony. We believe that the Joint Regulators must carefully
calibrate the risk retention requirements so as to not impede the securitization markets recovery
and further constrain the availability of credit.

Why is Securitization Important?

Securitization—generally speaking, the process of pooling and financing consumer and business
assets in the capital markets by issuing securities, the payment on which depends primarily on

1 Board of Governors of the Federal Reserve System, “Report to the Congress on Risk Retention” (Oct. 2010),
pg. 2. < http://federalreserve.gov/boarddocs/rptcongress/securitization/riskretention.pdf>.

2 Data are from Asset Backed Alert, see the Proposing Release, pg. 12-13.
<http://www.sec.gov/rules/proposed/2011/34-64148.pdf>.

3 Ibid.
4 1bid.
S Ibid.
6 Ibid.
7 Analysis by 1010data, based on data from FNMA, GNMA and FHLMC.
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the performance of those underlying assets—plays an essential role in the financial system and
the broader U.S. economy. Over the past 40 years, securitization has grown from a relatively
small and unknown segment of the financial markets to a mainstream source of credit and
financing for individuals and businesses alike.

In recent years, the role that securitization has assumed in providing both consumers and
businesses with credit is striking: currently, there is over $11 trillion of outstanding securitized
assets, including RMBS, ABS and ABCP. This represents a market substantially larger than the
normal size of all outstanding marketable U.S. Treasury securities—bonds, bills, notes, and TIPS
combined.8 Between 1990 and 2006, issuance of MBS grew at an annually compounded rate of
13%, from $259 billion to $2 trillion a year.” In the same time period, issuance of ABS secured
by auto loans, credit cards, home equity loans, equipment loans, student loans and other assets,
grew from $43 billion to $753 billion. In 2006, just before the downturn, nearly $2.9 trillion in
RMBS and ABS were issued. As these data demonstrate, securitization is clearly an important
sector of today’s financial markets.

The importance of securitization becomes more evident by observing the significant proportion
of consumer credit it has financed in the U.S. It is estimated that securitization has funded
between 30% and 75% of lending in various markets, including an estimated 64% of outstanding
home mortgages.10 Securitization plays a critical role in non-mortgage consumer credit as well.
Historically, banks securitized 50-60% of their credit card assets.!l  Meanwhile, in the auto
industry, approximately 91% of auto industry sales are financed through auto ABS.12 Overall,
recent data collected by the Board show that securitization has provided over 25% of outstanding
U.S. consumer credit.13  Securitization also provides an important source of commercial
mortgage loan financing throughout the U.S., through the issuance of CMBS.

Over the years, securitization has grown in large measure because of the benefits and value it
delivers to transaction participants and to the financial system. Among these benefits and value
are the following:

A. Efficiency and Cost of Financing. By linking financing terms to the performance of a
discrete asset or pool of assets, rather than to the future profitability or claims-paying
potential of an operating company, securitization often provides a cheaper and more
efficient form of financing than other types of equity or debt financing.

8u.s. Department of the Treasury, “Monthly Statement of the Public Debt of the United States: January 31, 2011,”
S]anuary 2011). <http://www.treasurydirect.gov/govt/reports/pd/mspd/2011/0pds012011.pdf>.

National Economic Research Associates, Inc. (“NERA”), “Study of the Impact of Securitization on Consumers,
Investors, Financial Institutions and the Capital Markets,” pg. 16 (June 2009).
<http://www.americansecuritization.com/uploadedFiless/ASF_NERA_Report.pdf> (the “NERA Study”)

10 Fitch Ratings, “U.S. Housing Reform Proposal FAQs: Filling the Void” pg. 1-2 (Feb. 2011).
<http://www.fitchratings.com/creditdesk/reports/report_frame.cfm?rpt_id=606315> (free registration required).
11 Citigroup, “Does the World Need Securitization?” pg. 10 (Dec. 2008).
<http://www.americansecuritization.com/uploadedFiles/Citi121208 restart_securitization.pdf>.

12 1pid., pg. 10.

13 Federal Reserve Board of Governors, “G19: Consumer Credit,” (Sept. 2009).
<http://www.federalreserve.gov/releases/g19/current/g19.htm>.



http://www.treasurydirect.gov/govt/reports/pd/mspd/2011/opds012011.pdf
http://www.americansecuritization.com/uploadedFiles/ASF_NERA_Report.pdf
http://www.fitchratings.com/creditdesk/reports/report_frame.cfm?rpt_id=606315
http://www.americansecuritization.com/uploadedFiles/Citi121208_restart_securitization.pdf
http://www.federalreserve.gov/releases/g19/current/g19.htm

ASF Risk Retention Letter to Joint Regulators
June 10, 2011
Attachment I-3

B. Incremental Credit Creation. By enabling capital to be raised via securitization, lenders
can obtain additional funding from the capital markets that can be used to support
incremental credit creation. In contrast, loans that are made and held in a financial
institution’s portfolio occupy that capital until the loans are repaid.

C. Credit Cost Reduction. The economic efficiencies and increased liquidity available from
securitization can serve to lower the cost of credit to consumers and businesses. Several
academic studies have demonstrated this result. A recent study by National Economic
Research Associates, Inc., concluded that securitization lowers the cost of consumer
credit, reducing yield spreads across a range of products including residential mortgages,
credit card receivables and automobile loans.14

D. Liquidity Creation. Securitization often offers issuers an alternative and cheaper form of
financing than is available from traditional bank lending, or debt or equity financing. As
a result, securitization serves as an alternative and complementary form of liquidity
creation within the capital markets and primary lending markets.

E. Risk Transfer. Securitization allows entities that originate credit risk to transfer that risk
throughout the financial markets to parties willing to assume it, such as institutional
investors and hedge funds.15

F. Customized Financing and Investment Products. Securitization allows for precise and
customized creation of financing and investment products tailored to the specific needs of
both issuers and investors. For example, issuers can tailor securitization structures to
meet their capital needs and preferences and diversify their sources of financing and
liquidity. Investors can tailor securitized products to meet their specific credit, duration,
diversification and other investment objectives.

Recognizing these and other benefits, policymakers globally have taken steps to help encourage
and facilitate the recovery of securitization activity. Discussing the Joint Regulators’ risk
retention rulemaking, Acting Comptroller of the Currency John Walsh stated, “I think it’s vital
that we craft a final rule that does not impede the revival of the securitization markets. We will
be hard pressed to fund the needs of American consumers, particularly in the area of housing,
without securitization...”16  The G-7 finance ministers, representing the world’s largest
economies, declared that “the current situation calls for urgent and exceptional action...to restart
the secondary markets for mortgages and other securitized assets.”!7 The Department of the
Treasury stated in March, 2009, that “while the intricacies of secondary markets and
securitization...may be complex, these loans account for almost half of the credit going to Main

14 NERA Study, pg. 16. <http://www.americansecuritization.com/uploadedFiles/ASF_NERA_Report.pdf>.

15 The vast majority of investors in the securitization market are institutional investors, including banks, insurance
companies, mutual funds, money market funds, pension funds, hedge funds and other large pools of capital.

16 Walsh, John, “Remarks Before the American Bankers Association Government Relations Summit.” Office of the
Comptroller of the Currency (March 2011). <http://www.occ.treas.gov/news-issuances/speeches/2011/pub-speech-
2011-26.pdf>.

17 G-7 Finance Ministers and Central Bank Governors Plan of Action (Oct. 10, 2008).
<http://www.treas.gov/press/releases/hp1195.htm>.
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Street,”18 underscoring the critical nature of securitization in today’s economy. The Chairman
of the Board noted that securitization “provides originators much wider sources of funding than
they could obtain through conventional sources, such as retail deposits” and also that “it
substantially reduces the originator's exposure to interest rate, credit, prepayment, and other
risks.”19 Echoing that statement, the Financial Stability Oversight Council in its recent study on
Macroeconomic Effects of Risk Retention Requirements stated that, “By providing access to the
capital markets, securitization has improved the availability and affordability of credit to a
diverse group of businesses, consumers, and homeowners in the United States.” There is clear
recognition in the official sector of the importance of the securitization process and the access to
financing that it provides lenders as well as its importance in providing credit that ultimately
flows to consumers, businesses and the real economy.

Restoration of function and confidence to the securitization markets is a particularly urgent need,
in light of capital and liquidity constraints currently confronting financial institutions and
markets globally. As mentioned above, at present nearly $11 trillion in U.S. assets are funded
via securitization. With the process of bank de-leveraging and balance sheet reduction still
underway, and with increased bank capital requirements on the horizon, such as those expected
in Basel 11, the funding capacity provided by securitization cannot be replaced with deposit-
based financing alone in the current or foreseeable economic environment. In fact, the IMF
estimated that a financing “gap” of $440 billion existed between total U.S. credit capacity
available for the nonfinancial sector and U.S. total credit demand from that sector for the year
2009.20  Moreover, non-bank finance companies, which have played an important role in
providing financing to consumers and small businesses, are particularly reliant on securitization
to fund their lending activities, because they do not have access to deposit-based funding. Small
businesses, which employ approximately 50% of the nation’s workforce, depend on
securitization to supply credit that is used to pay employees, finance inventory and investment,
and fulfill other business purposes. Furthermore, many jobs are made possible by securitization.
For example, alack of financing for mortgages hampers the housing industry; likewise,
constriction of trade receivable financing can adversely affect employment opportunities in the
manufacturing sector. To jump start the engine of growth and jobs, securitization is needed to
help restore credit availability.

1Byus. Department of the Treasury, “Road to Stability: Consumer & Business Lending Initiative,” (March 2009).
<http://www.financialstability.gov/roadtostability/lendinginitiative.html>.

19 Bernanke, Ben S., “Speech at the UC Berkeley/UCLA Symposium: The Mortgage Meltdown, the Economy, and
Public Policy, Berkeley, California.” Board of Governors of the Federal Reserve System (Oct. 2008).
<http://www.federalreserve.gov/newsevents/speech/bernanke20081031a.htm>.

20 Tnternational Monetary Fund, “The Road to Recovery.” Global Financial Stability Report: Navigating the
Financial Challenges Ahead (Oct. 2009), pg. 29. <http://www.imf.org/external/pubs/ft/gfsr/2009/02/pdf/text.pdf>.
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Special Topic: Securitization Outlook Matthew Jozoff
A combination of regulatory and accounting changes will be coming into effect
shortly (SFAS 166/167, Basel 11, and risk retention rules) that have the potential
to hinder the issuance of private label securitizations going forward, but the devil
will be in the details. We examine the headwinds to private label securitization
and some of the conditions needed for it to re-emerge.

MBS Market Commentary Matthew Jozoff, Brian Ye, Nicholas Maciunas
Our investor survey shows that more than half the investor base are underweight
mortgages, while only 27% are overweight the sector. We remain neutral on MBS
in the short term owing to strong technicals driven by the Fed, but look for the
emergence of catalysts that would drive mortgages wider in the New Year. 10s
are one way to short the basis, but effectiveness is mitigated by the lack of
prepayment responsiveness to rates currently and sensitivity to hedge ratios in a
sharp sell-off. We expect the prepayment differential between Ginnies and
conventionals to narrow as conventional buyouts increase while frictions increase
in voluntary Ginnie refis.

ABX.Prime: Coming to a Theatre Near You?John Sim, Abhishek Mistry
Wall Street dealers voted to create a credit default swap index on prime
mortgages. We think that it is too soon to formulate any strong view without more
information. The most common fear from investors is that the index could put
pressure on cash prices that have rallied from the lows of 2009. Investor pushback
could be strong; based on a survey, only 13% had a positive view on the index
creation. We remain constructive on prime. The re-REMIC bid, lack of supply,
availability of leverage and attractive coupon/yield profile under high loss
assumptions should keep the sector well bid.

ABS Market Commentary Amy Sze, Asif Sheikh
Consumer ABS across the capital structure remains cheap to other fixed income
sectors. Single-A Bankcard ABS is our top pick to capture the best relative value
across the credit curve and versus comparable Corporates. In subprime RMBS,
we see long-term value in the sector, but with the price rally over the past two
weeks, we await better entry points.

CMBS Market Commentary Alan Todd, Michael Reilly
Although it is likely that trading volume will steadily decline into year-end, we
expect the bid for cash bonds to remain relatively strong, causing spreads to
remain stable and tighten further from current levels. While several weeks ago we
turned tactically neutral as we feared year-end profit taking and positioning could
push spreads wider, we believe that much of those issues have been worked out
and as such, return to our overweight bias on legacy super-senior bonds.

CDO Market Commentary Rishad Ahluwalia
CLO valuations are holding up well heading into yearend, and despite significant
paper coming out in BWICs, the bid has remained firmer than many participants
had anticipated. This was demonstrated in some of the CDO liquidations this
week, with significant interest in AAs and single-As a few points back (5 and 3
points, to $75 and $62, respectively) than the November highs. AAA spreads
remain firm at 275bp.

¢ Indicates certifying analyst. See last page for analyst certification and important disclosures.
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MBS Outlook and Recommendations
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Mortgage Basis

View/Outlook

Comment

Neutral short-term; look for

opportunites o go shortin early

Equilibrium level of MBS 20-40 bp wider than currentlevels

2010 owing to rich fundamentals and weaker rolls
Pass-Throughs
Coupon Conv 30-year Conv 15-year GNMA Comment
45 overweight overweight - 4.5s one of the least rich coupons fundamentally
5.0 underweight neutral neutral Extraordinary richness in FN 5s and 5.5s
55 underweight neutral neutral Buy new production GN 5.5s to avoid buyouts
6.0 overweight neutral overweight Ginnie voluntary speeds will slow, while FN buyouts rise
6.5 underweight -- overweight Watch buyoutrisk in Jan from SFAS 166/167
Specified Pools
Coupon 30-year Comment
5.0 '05 vintage Own specified pools in 2010; TBA rolls could come under
pressure if the Fed employs dollar rolls to execute monetary
policy
55 Seasoned, '05+ vintage; new Fed has taken out most of the '06-'08 floatin 5s and 5.5s,
WALA Ginnie hurting payups. TBA wala should shift back to new
production when rates back up, payups should benefit.
6.0 Loan Balance; '04-'05 vintage Loan balance pools are less exposed to buyout risk
6.5 Loan Balance, NY

Non-Agencies

We remain
constructuve on
prime

The re-REMIC bid, lack of supply, availability of leverage and atractive coupon/yield profile under high loss assumptions should keep the sector well bid.

Agency CMOs

A steep curve and a healthy demand for short duration assets should keep CMO issuance strong in 2010. The best carry and rolldown are on the 5-year partofthe curve.
Ginnie backed CMOs will continue to be well bid by overseas investors as well as US domestic banks. We prefer PACs over sequentials for extension protection. We
continue to find value in new issue floaters as discount margins are stil wide fo historical levels. Despite substantial ightening in '09, fundamentals will continue to support 10
valuations. Owning 10 is one way of shorfing the basis.

2 "“Indicates certifying analyst. See last page for analyst certification and important disclosures.
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Securitization Outlook

e A combination of regulatory and accounting
changes will be coming into effect shortly that
have the potential to hinder the issuance of
private label securitizations going forward, but
the devil will be in the details

e  Specifically, accounting changes (SFAS 166/167)
will increase the amount of capital required to
support securitization, potentially forcing issuers
to consolidate the underlying loans on their
balance sheet

e Regulatory reforms regarding risk retention have
the ability to trigger consolidation under SFAS
166/167

e Basel II raises capital requirements for
subordinate tranches and re-securitizations

e  We estimate that the three factors above, if
enacted together, could drive capital
requirements for securitizers up dramatically,
driving securitization ROEs to unattractive levels
(low single digits)

e For securitization to be economically attractive
again, fees would need to increase to borrowers,
and mortgage rates would need to be roughly 300
bp higher than they are today, all things equal

e Risk retention details are the key: SFAS 166/167
and Basel II are essentially set in stone at this
point, but risk retention limits have not been
finalized yet. If retention ultimately does not
force consolidation, the outlook for securitization
is considerably brighter

e  With securitization having provided roughly 40%
of the credit in the United States in the past 15
years, the stakes are high, and it is unclear which
lenders (e.g. banks or REITs) have the capacity to
fill the gap

e In fact, we are cautiously optimistic on the future
of the securitization market. Recent new CMBS
deals represent initial “green shoots” on the way
back to private label securitization.

e  Moreover, we expect policy makers to flesh out
the details of risk retention in a way that
hopefully will encourage responsible

J.PMorgan

Chart 1: Securitized products’ issuance volumes
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securitization structures in the future, allowing
credit to flow. The presence of government
support in the securitized markets (e.g. TALF,
GSEs) reflects the stated recognition of the
importance of securitization to the flow of credit
in the US economy

Introduction

Securitization has played a key role in the expansion of
credit over the past thirty years. It grew out of the many
legislative changes that occurred in the 1970s and 1980s,
including the Emergency Home Finance Act of 1970, by
which Freddie Mac was created to provide competition to
the recently privatized Fannie Mae and to support the
development and expansion of secondary mortgage
markets; the Community Reinvestment Act of 1977,
which induced lenders to find ways to extend credit and
provide services in low- and moderate-income
neighborhoods; and the phasing out of Regulation Q in
1980, which imposed a cap on interest rates on bank
deposits and thereby limited the ability of banks to attract
funding and extend credit. The implementation of the
Basel I risk-based capital framework for banks in the late
1980s and early 1990s also played a major role in driving
the growth of securitization, as the framework forced the
banking system to find more capital-efficient means of
funding the extension of credit.

Two metrics provide context for the explosive growth in

Special thanks to Chris Flanagan for his contributions to this piece.

A% Indicates certifying analyst. See last page for analyst certification and important disclosures. 3



Securitized Products Weekly
US Fixed Income Strategy
J.P. Morgan Securities Inc.
December 11, 2009

Matthew Jozoff*® (1-212) 834-3121

securitization over the past twenty to thirty years,
reflecting the rise of the so-called shadow banking
system. Since 1990, as the dollar amount of total credit
assets in the US increased by 3.8x (from $13.8 trillion to
$52.5 trillion), the amount held in securitizations
increased by 16x, while the amount held by banks
increased by only 3.4x. Chart 1 shows the steep rise in
securitization new issue volume over the past thirty
years. In fact, over the past 15 years we estimate
securitization provided around 15% of credit in the U.S,
reaching 41% in 2007 (Chart 2).

Despite the benefits that securitization has provided, the
crisis over the past several years has triggered a number
of regulatory changes and greater oversight. Some of the
developments had already been set in motion. Consider
the following: 1) SFAS 166/167, which is intended to
improve transparency related to securitizations; 2) the
capital charges of Basel II which assess significantly
higher capital charges to riskier segments of the
securitization market; 3) increased “skin in the game” for
securitizers, in the form of newly imposed risk retention
requirements; and 4) stricter oversight of the Credit
Rating Agencies, who, by setting credit enhancement
levels for private label securitizations, have been the de
facto regulator of the shadow banking system during its
period of explosive growth.

These changes represent challenges to re-opening the
private label securitization market and raise questions as
to whether policy support is still there for securitization.
We think the support is still there but recognize that it is
far more constrained. As we envision the future of
securitization, we categorize the positives and negatives
as follows:

Positives

. The presence of government support in the
ABS, CMBS and MBS markets reflects the stated
recognition that securitization is important to the flow of
credit in the US economy.

. TALF: $134 billion of ABS has been issued
through November 2009, of which 69% was TALF
eligible. TALF played a critical role in re-opening the
ABS market, with half the buying coming from TALF,
and the rest from real money investors.

. While the private RMBS market has been shut,
Agency MBS issuance in 2009 is $1.5 trillion (Chart 3).

J.PMorgan

Chart 2: By 2007, securitization provided roughly 40% of

credit in the United States
Outstanding credit by source in the U.S., 2007
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Source: Federal Reserve — Flow of Funds Accounts of the United States;
Securities Industry and Financial Markets Association; Standard & Poor’s

Chart 3: Agency MBS issuance volumes ($ trillions)
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The Fed has actively supported this market with $1,070
billion of MBS purchases as of 12/11/09.

. Re-securitizations: Private credit securitization
activity typically slows after economic slowdowns and
shocks. In each instance, however, the market has
recovered, typically led by restructuring or re-
securitization of existing securitizations. That is
happening in the current cycle. Re-securitization volume
in 2009 is currently at $30 billion.

. Bank demand for securities and indexing needs
mean demand for securitizations will stay strong.
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Negatives (Chart 4)

. Accounting changes (SFAS 166/167) could
move securitizations onto bank balance sheets, raise the
cost of capital for banks, and make other forms of
funding (e.g. bank deposits) more attractive.

. Regulatory reforms, including at least a
mandatory 5% retention (the Administration proposes
5%, the House and Senate have proposed 10%) of new
deals, will increase the amount of capital required to
support securitization and could also trigger
consolidation under SFAS 166/167.

. Higher credit enhancement levels make
securitization more expensive and lead to higher bank
capital requirements, and the higher costs will be passed
on to borrowers. Excessive regulation for the rating
agencies is possible, with higher legal risk for them a
distinct possibility. This could cause them to err on the
side of caution in the future and maintain excessively
high credit enhancement levels.

. Unattractive economics: Most private
securitizations remain points away from being
economically attractive.

. Conforming loan limits have risen faster than
home prices, and the GSEs will have a growing share of
the securitization market.

. The raw materials for securitization are not
likely to be there in the same quantity as in the prior
cycle. Excessive household debt brought on by the
housing bubble — too much borrowed during the run-up
and too many trapped in negative equity positions due to
the fall — means credit demand will remain muted for the
foreseeable future.

Currently, Agency MBS dominate the securitization
landscape, with 80% market share of new issuance. The
Fed as primary purchaser of Agency MBS will be exiting
that role at the end of Q1 2010. Support for ABS through
TALF will also end, while CMBS TALF will last
through Q2 2010. The positives we cite for securitization
bode well for a gradual re-opening of the private sector’s
role. But the challenges presented by the negatives
represent a significant risk to the cost of capital and the
potential cost of credit for end users. The policymaking
process needs to be deliberative and recognize this risk.
Resolving the negatives will be necessary in order to do
that.

J.PMorgan

Chart 4: Challenges to private securitization — SFAS

166/167, Basel Il, regulatory reform, and more
FAS 166/167
and Basel Il
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SFAS 166/167 and Basel Il

Changes in accounting and capital requirements in 2010
could pose significant hurdles to the future of
securitization. These developments have the potential to
make the process of securitizing assets much more
capital-intensive than it is currently. SFAS 166/167 goes
into effect on January 1, 2010" and will require in certain
cases that the underlying loans of a securitization be
consolidated on balance sheet. This fundamentally
changes the idea of securitization from being a low-
capital usage, off-balance sheet activity to one which is
on balance sheet. Basel II goes into effect over a 3-year
transitional period beginning after a qualification is
completed (between April 1, 2008 and April 1, 2010 —
see Chart 5), and will raise capital requirements mainly
on lower-rated tranches and on re-securitizations. We
discuss the implications of SFAS 166/167 and Basel 11
on securitization below.

The philosophy of SFAS 166/167 is to eliminate off-
balance sheet liabilities that an institution may end up
having to save by injecting its own capital. In other

U or at the beginning of the reporting entity’s first fiscal year after
November 15, 2009

Chart 5: Timeline of regulatory and accounting changes

June 17, 2009 Obama
Administration released
proposal for regulatory
overhaul; details and
effective date TBD

SFAS 166 / 167

Jan. 1, 2010 (or beginning of each
reporting entity’s first fiscal year
beginning after Nov. 15, 2009)

J.PMorgan

words, “off balance sheet” liabilities had a way of
becoming “on balance sheet” when these structures ran
into trouble. The crisis of 2008 had many examples of
this, including SIVs and credit card securitizations — in
certain cases, issuers (or sponsors) ended up injecting
capital into the structures to shore them up. Ideally,
SFAS 166/167 would provide transparency into the
balance sheets of financial institutions, allowing
investors to assess the true liabilities of the firms by
forcing off balance sheet liabilities onto the balance
sheet.

The rules regarding whether an institution has to
consolidate is based on a two-part test: 1) Does the
institution have the power (currently or in the future) to
significantly impact the economic performance of the
securitization, and 2) does it have the right to receive
benefits and the obligation to absorb losses? If both of
these are true, then the institution must consolidate the
underlying loans of the securitization onto its balance
sheet (Chart 6).

The Federal Reserve has estimated that $900 billion of

Banks must complete parallel Market risk rules

run tests for 4 consecutive expected to be issued
quarters; then complete over the next 18
transitional periods months.

Basel Il — Market rules expected to be issued Basel Il
over next 18 months. Qualification period starts
(anytime between April 1, 2008 — April 1, 2010)

- (US Only)

3-year transitional period begins after completion of
qualification period (U.S. only)

Transitional floors:

Year 1: 95% of Basel | requirement
Year2: 90%

Year 3:85%  ©

Source: J.P. Morgan
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assets (or $700 billion of risk-weighted assets) will be * Certain alternative asset management vehicles.
consolidated on banks’ balance sheets. Overall, this will

lower Tier 1 risk-weighted capital ratios by 70 bp across Agency pass-throughs will not be a consolidation event
all institutions in aggregate. Specifically, as of the second for investors; rather, the underlying loans will be
quarter of 2009, banks had Tier 1 capital of $1.1 trillion. consolidated on the GSEs’ balance sheets as of January
It is estimated that consolidation will cause risk-weighted 1. The GSEs, for instance, have already announced their
assets to increase from $10.2 trillion to $10.9 trillion, intent to consolidate over $4 trillion of assets onto their
thereby lowering the Tier 1 capital ratio from 10.8% to balance sheets in Jan 2010. The GSEs satisfy the

10.1%. We expect that the following structures are most consolidation tests outlined above because:

likely to be consolidated under SFAS 166/167:
1) They have the ability to manage assets that become

* Credit card securitization trusts; delinquent;

* Securitizations where the bank services and holds a 2) They have established servicing terms, work-out and

significant portion of the risk (more on this later); purchase of defaulted assets; and

* Bank-administered conduits; 3) They have the obligation to absorb losses through the
guarantee.

* Structures involving full recourse loans;
Government support of the GSEs means that agency

Chart 6: SPE Consolidation Decision Tree and Impact

Yes Right to receive benefits or Yes
el Obligations to absorb losses that |- Needs to be

could be significant? consolidated
l No l No

No consolidation

Power to most significantly

impact economic performance?

Based on current interpretation of the rules, banks will
likely have to consolidate

m Credit card securitization trusts

m Securitizations where bank services assets and holds any
portion of the most subordinated tranche or a significant
piece of any other subordinated or senior tranche

® Bank-administered conduits
m Structures involving full recourse loans
m Certain alternative asset management vehicles

Source: J.P. Morgan
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securitization volumes are unlikely to be impacted by
these new accounting rules.

However, these rules are likely to have a significant
impact on non-agency securitizations. An originator will
have to consolidate if 1) it has the ability to manage
delinquent loans to improve the performance of the
entity, and 2) owns residual tranches.” Put another way, if
an entity both services loans and holds securities, it is at
risk of consolidation. One way to avoid consolidation is
either not to service (sell servicing), or not retain
tranches. Risk retention rules, as we will discuss in the
next section, will force firms to retain lower-rated
tranches, thus raising the possibility of consolidation of
the underlying assets.

Importantly, firms that consolidate will have to retain
capital against these assets on their balance sheets, and
Basel II will become the new framework for determining
capital requirements. During the qualification period

2 Our current interpretation is that owning either 10% of the

senior tranches or 20% of the subordinate tranches would satisfy this
second criterion and force consolidation. Different firms may have
different interpretations of this threshold, however.

J.PMorgan

(April 2008 — April 2010) each firm will need to
demonstrate that it meets the requirements under Basel 11
to the satisfaction of banking regulators. Banks will
conduct a parallel run of Basel I and II for four
consecutive quarters, then begin transitioning to Basel II.

As far as securitization is concerned, the changes to
capital requirements can be seen in Table 1. The main
differences are that subordinate tranches will have
significantly higher capital weightings under Basel 11
than they did under the old rules. Moreover, re-
securitizations have their own category with even higher
capital charges. This is apparently intended to discourage
the purchase of products such as CDOs, but re-REMICs
would also fall under this category. Meanwhile,
investment-grade tranches actually receive slightly lower
weightings under Basel II than they did under Basel I.
We also note that there is a distinction between
“granular” assets (i.e. assets with many underlying
credits, such as a security) versus ‘“non-granular” assets

Table 1: Basel Il will cause banks to hold more capital against lower credit tranches and re-securitizations

BASEL | BASEL Il
Banking | Trading Securitizations Re-securitizations
External Credit Ratings Corp ABS & MBS Securities Senior, No.n- Non- . .
Senior, Senior [Non-Senior|
Granular Granular granular
CCF =100% (1)
AAA/A-1/P-1 20% 7% 12% 20% 20% 30%
AA 8% 15% 25% 25% 40%
A+ 10% 18% 35% 50%
AA-2/P-2 50% 20% 12% 20% 35% 40% 65%
A- 20% 35% 60% 100%
BBB+ 35% 50% 100% 150%
BBB/A-3/P-3 100% 60% 75% 150% 225%
BBB- 100% 200% 350%
BB+ 250% 300% 500%
BB 200% 100% 425% 500% 650%
BB- 650% 750% 850%
Below BB- / A-3/P-3 Gross-up Deduction (2) Deduction (2)

(1) CCF (Credit Conversion Factor) - Loan equivalent for of-balance sheetitems such as commitments

(2) Deduction from capital is equivalentto a 1250% risk weight
Deduction is 50% from tier 1 capital and 50% from fier 2 capital
Source: J.P. Morgan, Basel Committee on Banking Supervision
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(such as corporates); this distinction benefits loan
securitizations because granular securities are given a
favorable capital treatment on a relative basis.

On a standalone basis, shifting to Basel II is not a
substantial hurdle for the prospects of securitization. For
example, consider a case whereby an originator owns
$100mm in loans (Chart 7). Using an 8.0% charge for
loans (which have a 100% risk weight), the amount of
risk capital would be $8.0mm. However, if the loans
were securitized, with the AAA tranches receiving 90%
subordination, the new capital charge would be only
$1.32mm under Basel II. And if pristine prime loans
were securitized that required less than 90%
subordination, the risk capital of the deal would be even
less.

Re-securitizations have been popular structures of late,
which have helped insurance companies, banks, and
other investors protect themselves from principal
writedowns by restructuring a bond and retaining the
senior piece. For instance, consider the re-securitization
of GMACM 2006-AR1 3Al, a residential security rated
B3 by Moody’s. The $59.6mm notional of this security
would require $23.8mm risk capital under Basel II. But
once it was split into three tranches (two triple-As and an
unrated tranche with $14.3mm face), the risk capital fell
to $15.0mm. That is, despite the additional capital

J.PMorgan

penalties for re-securitizations, risk capital can be
reduced in re-REMICs under Basel II. This shows that
Basel I1 in and of itself is not a deal-killer for
securitization — the real issue occurs if the loans are
forced to be consolidated on balance sheet, as
required in certain cases under SFAS 166/167.

Under SFAS 166/167, ABS may not be the best or lowest
funding option for bank originators of credit card
receivables. Capital charges could be significantly
higher than under the current framework (at least eight
times higher in our example below, see Chart 8) with
retained risk weighting increase to 100% for on-balance
sheet assets. Under the off-balance sheet model, banks
applied 0% risk weight against AAA ABS sold, 50% on
single-A and 100% on BBB, with 8% capital charge.

The weighted average risk weight is very low because
the AAA tranche makes up the bulk of the capital
structure: applying the risk weight to an assumed 83%
AAA/8% A /9% BBB structure, the all-in capital charge
is roughly 1%. In comparison, with SFAS 166
consolidation, the risk weight for on balance sheet assets
is 100%, resulting in the full 8% capital charge for the
same ABS issued by the bank. Additionally, on balance
sheet assets would also require reserves, which could add
incremental upfront capital costs.

Chart 7: Basel Il lowers capital charges for most deals overall, but not if SFAS 166/167 requires

consolidation of all the underlying loans

Collateral: Prime Loans
Notional; 100

Risk Weighting: 100%
Risk Capital: 8.0

Source: J.P. Morgan

Hypothetical required subordination: 10%

Tranche Balance  Risk Weight Risk Capital

AAA 90.00 7% 0.50
AA 5.87 15% 0.07
A 1.52 20% 0.02
BBB 1.03 75% 0.06
BB 0.79 425% 0.27
B 0.79 625% 0.40
Total: 100.00 1.32

But f consolidated — 8.00
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Certain securitizations may no longer fulfill the FDIC’s
2000 regulation, which established the sales for
accounting purposes. This means that should the FDIC
take over a bank, it may in theory treat the securitized
assets as part of the bank’s property, imposing stays on
cash flow to the securitization trusts or even seizing the
securitized assets. This threatens true sale, one of the
legal foundations of securitization that allow the bonds to
be rated AAA and independent from the asset seller’s
unsecured rating. Credit Card ABS issued by banks
specifically utilize the FDIC rule for true sale status. The
Credit Card ABS primary market is at a stand-still
awaiting the FDIC’s ruling.

Regulatory Reform: Risk Retention

Relative to securitization, a key feature of the financial
regulatory reforms proposed by the Obama
administration in its March 2009 position paper

J.PMorgan

“Financial Regulatory Reform: A New Foundation™ is
the requirement that issuers and originators retain a
financial interest in securitized loans. The administration
argues that

“Securitization, by breaking down the
traditional relationship between borrowers and
lenders, created conflicts of interest that market
discipline failed to correct. Loan originators
failed to require sufficient documentation of
income and ability to pay. Securitizers failed to
set high standards for the loans they were
willing to buy, encouraging underwriting
standards to decline. ... lack of transparency
prevented market participants from
understanding the full nature of the risks they
were taking.”*

The administration goes on to recommend that loan

? See www.financialstability.gov/docs/regs/FinalReport_web.pdf
4 Page 43, Financial Regulatory Reform: A New Foundation

Chart 8: Credit Card ABS capital charges currently and under SFAS 166/167

Bond Coupon

: .

AAA sold

A and BBB retained

Regulatory Capital Charge

Retained Risk Weighting x Capital Charge
L +100 0% x 8%

=0%

1%

A ($12) L +300 50% x 8% =4% weighted
$ for $ on Present Value = Capital Neutral
With FAS 166
Consolidation
L +100 100% x 8% =8%
All tranches retained
8%
- 8% weighted
A ($12) L +300 100% x 8% -e average
a0 +0to 7.5%
L +400 100% x 8% =8%
Reserves generally cover 9 months of projected losses
Upfront: 7.5% over 9 months (or 10% losses per annum) =010 7.5%

Overtime: Reserves earned back as losses are realized

Source: J.P. Morgan
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originators or sponsors should retain 5% of the credit risk
of securitized exposures and that “federal banking
agencies should have authority to specify the permissible
forms of required risk retention (for example, first loss
position or pro rata vertical slice) and the minimum
duration of the required risk retention.” Taking it a step
further, in the House Financial Services Committee Draft
of the Financial Stability Improvement Act of 2009
(October 27, 2009) as well as the draft from the Senate,
Restoring American Financial Stability Act (November
10, 2009), the minimum risk retention was moved up to
10% and the permissible form of risk retention (first loss
or vertical slice) was not specified.

There appears to be broad consensus that risk retention or
“skin in the game” is a good idea, although there is little
basis for determining what optimal risk retention
amounts should be. For example, in recommending
either 5% or 10%, little attention was paid to whether
that was the appropriate amount. This offers significant
risk of regulatory overshoot, where policies are
implemented without regard to consequences, in
particular the continued shutdown of the private label
securitization market, a possible outcome under a SFAS
166/167 accounting framework.

In recent independent articles from the IMF and BIS® that
reach remarkably similar conclusions, it was found that
optimal risk retention amounts are dependent on the risk
of the asset being securitized. In particular, in the IMF
report, Kiff et al show that “the optimal retention
scheme, defined in terms of which tranches are retained
and their thickness, depends critically on reasonable
assumptions about the quality of the loan pool and the
economic conditions during the life of the securitization.’
They note that “a securitizer that is forced to retain
exposure to an equity tranche backed by a low-quality
loan portfolio when an economic downturn is highly
probable will have little incentive to diligently screen and
monitor the underlying loans, because the chances are
high that equity tranche holders will be wiped out
irrespective of any screening and monitoring.”

1)

Based on this, it could be argued that, had the 5%
retention scheme been in place as early as 2006, the

S IMF Paper, Restarting Securitization Markets: Policy Proposals and
Pitfalls, John Kiff, Michael Kisser, Jodi Scarlata, October 2009; BIS
paper, Incentives and tranche retention in securitization, Ingo Fender
and Janet Mitchell, September 2009

J.PMorgan

subprime boom would have happened exactly as it did, as
losses have far exceeded the 5% threshold. The
regulation would have been useless in helping to avoid
the crisis. Correctly, the IMF authors suggest that “a
matrix of retention policies defined by the type and
quality of the underlying assets, the structure of the
securities, and expected economic conditions would
better align incentives.” Implementing this approach
would of course be far more complex and time
consuming than a flat 5% or 10% retention. That,
however, does not mean it should not be done. Given that
the market response has been so effective in shutting
down the excesses, there is time for meaningful
deliberation in reaching the optimal regulatory response
related to risk retention.

The IMF authors also correctly recognize the potentially
dangerous interaction between accounting and regulatory
guidelines that we mentioned above. Chosen
inappropriately, risk retention could force broad-based
consolidation of all securitizations. The capital efficiency
that facilitated the flow of credit over the past twenty to
thirty years would be gone. The marginal cost of credit
would increase.

Regulatory Reform: Credit Rating
Agencies

The Credit Rating Agencies, Moody’s, S&P, and Fitch,
in particular, have received significant attention for their
role in the credit crisis. From our perspective, the CRA
story was ultimately relatively straightforward and not as
pernicious as many would think. Just as many investors
outsourced credit risk analysis of their investments to the
CRAs, regulators effectively outsourced their job to the
CRAs, by allowing them to freely set securitization credit
enhancement levels, or alternatively, capital requirements
for the shadow banking system. As with many other
participants in system, the CRAs largely just plain got it
wrong. They simply failed to appreciate the risk of a
decline in home prices, especially in a correlated way
across the country.

A% Indicates certifying analyst. See last page for analyst certification and important disclosures. 11
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The Obama administration strikes the right note in its
position paper when it simply recommends that
regulation of the CRAs be strengthened. The devil will
be in the details of implementing this recommendation,
however. The fact of the matter is that the CRAs are
integral to the financial system, as evidenced by the
Basel risk-based capital framework using ratings
provided by the CRAs. The risk associated with excess
regulation of the CRAs, where they are potentially given
the incentive to establish unnecessarily high credit
enhancement levels in order to avoid future punitive
actions, is similar to the risk associated with risk
retention schemes. Inappropriately high credit
enhancement levels will translate into higher capital
costs, which will simply be passed on to end users in the
form of higher borrowing costs. There is a risk that the
increase in credit enhancement levels that we have
already seen in response to the crisis (Chart 9) becomes
permanent.

As with the risk retention schemes, regulation of the
CRAs should recognize that optimal, not excessively
high, credit enhancement levels are needed. The CRAs
and the market clearly got that wrong during the boom.
The best course of action going forward recognizes that
they remain a critical part of the system and that it is in
the system’s interest for them to get things right —on a
loan by loan and deal by deal basis. This will be complex
painstaking work and regulators and legislators should
recognize that micro-managing this work and elevating
legal liabilities for getting it wrong will translate into a

J.PMorgan

Chart 9: Estimated AAA credit enhancement levels by
collateral type

40% - W 2005-2007 m Current
30% -
20% -
10% -
< < <
=2 = =
0%

Auto

@ <
£ =
o

Option ARM
Subprime
Credit Card
CMBS
CLOs
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higher cost of credit for end users.

Deal economics are still a hurdle,
though improving

Even in the absence of the hurdles mentioned above,
residential deals remain challenging currently from an
economic perspective. The higher capital constraints
from SFAS 166/167 consolidation have not taken effect
yet, but few new deals have been created because deal
economics don't work. As the crisis continues to heal,
however, the possibility of doing a new prime residential

Chart 10: Securitization economics are not attractive yet: Poor execution from prime securitization relative to

whole loan market
5.5% WAC, $100 origination, FICO 740, LTV 60, Full Doc

Securitization

Price
execution
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7%
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Source: J.P. Morgan
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deal has improved, again absent the new capital
requirements of the new SFAS/Basel/risk retention
world.

As an example, consider the hypothetical deal in Chart
10 based on prime residential loans. While it is still
difficult to get firm subordination levels from the ratings
agencies, we estimate that a high quality deal (740 FICO,
60 LTV, 5.5% WAC) would require 7% subordination to
the AAA level. At a 100 dollar price for 4.75% pass-
through AAAs, with 50bps of 10O stripped out at a 3
multiple and assuming that the subordinates trade at a 70
dollar price (12-14% yield), then the deal execution is at
$99-10. While this is still below the price of loans
(assumedly around par), the gap has actually improved
substantially over the past year from when new deals
were more than 10 points out of the money (assuming
prices could even be put on subs in the middle of the
crisis.)

The general improvement in the non-agency market can
be seen in the historical pricing of AAA prime bonds
(Chart 11), which have recovered from dollar prices as
low as 60 near the beginning of 2009 to the high 80s
currently. Note that these prices reflect existing deals
with weaker underwriting and less subordination — newly
created deals should trade at higher dollar prices. TALF
has also been a huge boost to private securitization, as we
discuss in the “green shoots” section later. Meanwhile, at
the time of writing this article, several CMBS deals have
been priced, potentially representing the beginning of a
return of a new-issue CMBS market (before the advent of
SFAS 167 and risk-retention rules.)

GSEs continue to take market share
from the private securitization market

As the crisis of 2008 unfolded, agency MBS share
expanded, despite concern about the capital adequacy of
the GSEs. The shutdown of the private label market in
2008 meant that only GSE-related securitizations were
feasible. Looking forward, the demand for high credit
quality assets and the recent stabilization of the GSEs by
Treasury make a private label recovery more difficult. In
this section we discuss the growth of GSE market share
in residential securitizations, as well as the uncertainties
regarding the future of the GSEs. In order to provide
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Chart 11: Prime AAAs have partially recovered, but are
still uneconomical to create
Price of generic AAA prime fixed rate, in points
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credit to the economy, either the private market or the
GSEs will need to be able to securitize — without one or
the other, mortgage credit would be extremely tight.

The growth of the GSEs has to some extent come at the
expense of private securitization, most recently through
increases in conforming loan limits. In most
environments, conforming loan limits have tracked the
rise in home prices based on the FHFA home price index.
However, despite the decline in HPA since 2006,
conforming loan limits have not fallen. This upward-
ratcheting, floored behavior of conforming loan limits is
likely to remain in place for the indefinite future.
Meanwhile, “temporary” increases were made for high
cost areas up to $729,000 in 2009 and were reinstated for
2010 as well. For borrowers who fell below this
maximum limit, conforming loans were much more
attractive than private label loans, since they offered rates
that were 25 bp to hundreds of basis points lower than
jumbos in 2009. These jumbo conforming loans (between
$417k and $729k) can be pooled into conventional TBAs
so long as they do not make up more than 10% of the
pool.

Chart 12 shows total mortgage loan originations broken
out by loan size. We based our estimates on securitized
issuance and then grossed up these numbers for the
percentage securitized by sector. From 2004 through
2006 the conforming non-agency market surged, taking
25% of market share from the conforming market. This
has retraced recently as the private label market has
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shrunk. As the private label market continues to struggle,
we expect the market to return to the environment of the
early 1990s, where agency securitizations represented the
vast majority of residential loans. In fact, once we
include jumbo conforming loans in total originations,
GSE share could reach 90% of total loans. The only
loans that would fall outside of the GSEs would be super-
jumbos (relatively small share of the market), as well as
loans which don’t meet the GSEs’ underwriting
guidelines (which would be difficult to securitize as
private label anyway).

Throwing some doubt into the continued acceleration of
GSE market share, questions have been raised about the
future of the GSEs themselves. While credit concerns are
practically non-existent with respect to agency debt and
MBS (thanks to government sponsorship), the future
structure of the GSEs remains in question, as does their
portfolio trajectory. We would not be surprised to see the
wind-down of the GSEs’ portfolio delayed until later into
2010 or beyond in light of the end of Fed buying in the
first quarter and the importance of the housing market to
the economy.

While details are still extremely limited, we can shed
some on light on our thoughts about possible outcomes
for the GSEs. Several specific structures have been

J.PMorgan

Chart 12: Distribution of mortgage originations by loan
size (%)
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discussed, including a “good bank, bad bank” approach.
Let’s focus on the “good bank™ first, which would be
unencumbered by the existing portfolio and guarantee
business, and focused exclusively on guaranteeing new,
high quality loans. The main advantage of this structure
is that some portion of the ownership of the good bank
could be through the lending institutions themselves
(Chart 13). This helps solve the “skin in the game”
problem discussed earlier — rather than holding 5-10%
of every cusip that is created, dealers / originators could
simply own shares of the good bank, and gain exposure

Chart 13: Restructuring Fannie and Freddie: lender owned cooperative?
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Source: J.P. Morgan
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to the performance of the underlying loans in that way.
Along with this approach, we could envision a possible
merging of the Fannie and Freddie MBS labels into a
single conventional program with a unified delay.
Importantly, this “good bank” would still need to have
some line of credit into the U.S. Government, without
which Fannie and Freddie MBS would probably not trade
in the same dollar prices as they do today.

In contrast, the “bad bank would take much of the
existing business and would continue to require direct
capital support from Treasury. This entity would inherit
the existing MBS portfolio (approximately $1.18 trillion
combined between Fannie and Freddie). It would also
take over the outstanding guarantee business, i.e. the
wrapping of loans from a credit perspective. We have
estimated that the credit guarantee business could cost
another $200bn in expected writedowns going forward,
although these losses may be largely offset by the carry
of the MBS portfolio in this environment. It is also
possible that this “bad bank” could be merged with
GNMA in some way in light of its near direct
government support and focus on worse-credit

J.PMorgan

borrowers.

All in all, what does this new structure of the GSEs
achieve? Perhaps the biggest advantage is an ownership
stake by the lenders themselves, as we mentioned earlier.
But it will be practically impossible to have
Fannie/Freddie play the same role that they currently
do in the housing markets without some sort of
government involvement. On the “good bank” side, a
line of credit into the government (similar to what exists
today through the $400bn credit line) would be necessary
to give investors the confidence that the guarantee on
new MBS is solid. On the “bad bank” side, it’s clear that
capital injections will be required to keep a positive net
worth owing to credit losses. We don’t think that this
potential restructuring would have much impact on the
relative value in MBS; it would probably be done in a
way that would be least disruptive to the markets. Given
the importance of agency securitizations to the housing
market, and the uncertainties with respect to the private
securitization market, the restructuring of the GSEs
would need to be handled in a way to ensure that credit
continues to flow uninterrupted from the GSEs to

Table 2: Structured products versus underlying collateral (amounts in $ bn)

Outstanding Underlying Outstanding Securitized Products % Securitized
Commercial
Real Estate  Consumer Residential
Debt Credit Mortgage HY Loans Total CMBS ABS RMBS  Total* CMBS ABS RMBS  Total*
1996 1,057 1,253 3,675 74 6,059 70 321 2,589 3,028 % 26% 70% 50%
1997 1,133 1,325 3,910 126 6,494 96 412 2,861 3,451 8% 31% 73% 53%
1998 1,256 1,421 4,259 73 7,009 157 496 3,204 3,904 13% 35% 75% 56%
1999 1,439 1,532 4,674 101 7,746 199 582 3,618 4,465 14% 38% 7% 58%
2000 1,575 1,718 5,119 17 8,529 233 672 3,869 4,850 15% 39% 76% 57%
2001 1,728 1,867 5,678 130 9,403 277 839 4,498 5,699 16% 45% 79% 61%
2002 1,867 1,974 6,439 132 10,412 307 1,032 5,259 6,684 16% 52% 82% 64%
2003 2,073 2,078 7,232 148 11,531 358 1,138 5,931 7,523 17% 55% 82% 65%
2004 2,298 2,192 8,272 193 12,955 40 1251 6316 8102 18% 57% 76% 63%
2005 2,619 2,285 9,387 248 14,539 524 1,345 7,679 9,709 20% 59% 82% 67%
2006 2,953 2,388 10,434 400 16,175 641 1,387 9,034 11,322 22% 58% 87% 70%
2007 3,333 2,519 11,122 557 17,531 788 1,483 9,517 12,150 24% 59% 86% 69%
2008 3,499 2,562 11,030 596 17,687 746 1243 9205 11,671 21% 49% 84% 66%
1Q09 3,481 2,539 11,024 568 17,612 736 1,202 9,233 11,540 21% 47% 84% 66%

Notes: Consumer Credit includes revolving and non-revolving debt. RMBS includes Agency, Non-Agency, and HE ABS (Subprime). ABS includes Credit Cards, Autos,
Student Loans and other. CLO outstandings not available, assumed estimated securitization rate of 65%.

Source: J.P. Morgan, Federal Reserve, SIFMA
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borrowers.

Credit Demand: The raw materials for
securitization

A key challenge for securitization going forward will be
finding the raw materials, credit, to produce the
securitizations. A critical factor in the increase in
securitization volumes in the 2000s was the sharp
increase in the homeownership rate above historic norms
(Chart 14). Table 2 shows how increases in both credit
outstanding and the securitization rates of that credit
mirrored this sharp increase. With the homeownership
rate now in decline, credit growth and securitization rates
have also started to decline. Assuming the
homeownership rate is headed back to an equilibrium
level in the low to mid 60% range, we expect that credit
growth will remain very limited and securitization rates
also biased to move lower. Reflecting this, although
credit conditions have improved somewhat since the
peak of the crisis, both the demand for and the supply of
credit remain weak by all historic measures (Chart 15
and Chart 16).

Green shoots: the path back to private
label securitization

Despite the many hurdles outlined earlier, private label
securitization has seen some “green shoots” as the market
attempts to come back, namely: the growth of the re-
REMIC market, TALF, and investor demand fueled by
growing bank deposits.

The pattern of boom, bust, and rebirth led by re-REMICs
has been seen before. For instance, the agency CMO
market experienced unprecedented issuance of nearly
$400bn in 1993, driven by a steep curve and a refi wave.
However, as the Fed raised rates in 1994, and as concerns
mounted about the risks in I0s, CMO issuance plunged.
At that time, deal arbitrage became negative, meaning
that the sum of the tranches in a CMO deal were priced
less than the underlying collateral. Dealers consequently
amassed positions in illiquid tranches (e.g. inverse 1Os,
support POs, etc.) and created new deals backed by these
mortgage derivatives in the form of a floater with a wide
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Chart 14: US homeownership rate (%) and long-term
average
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Chart 15: Net Percentage of Domestic Respondents
Reporting Stronger Demand for Mortgage Loans

120 - Subprime
—o—Non-Traditional

100 A Prime

80 All

AN
el Vo

80 4
-100 -

-120 -
90 92 9% 97 99 01 03 05 08

Source: Federal Reserve

Chart 16: Net Percentage of Domestic Respondents
Tightening Standards for Mortgage Loans

100 -

Subprime
80 —o— Non-Traditional
Prime
60 4 —All
40 4
20 A
0 A /“—I\ M
\V\/,N VAL VAR AVAVALY AR
-20 4

90 92 9 97 99 01 03 05 08

Source: Federal Reserve

16 “®Indicates certifying analyst. See last page for analyst certification and important disclosures.



Securitized Products Weekly
US Fixed Income Strategy
J.P. Morgan Securities Inc.
December 11, 2009

Matthew Jozoff*® (1-212) 834-3121

margin. These re-REMICs formed the beginning of the
return of the agency CMO market in the late 1990s, and
new innovations emerged in 1997-98 such as CPC
options. The re-REMIC activity today is different — it
allows investors to protect themselves from principal
writedowns by carving an existing tranche into a
senior/sub structure — but the similarities to the 1990s
experience in CMOs is there.

TALF has been a second factor driving the green shoots
of private securitization. Total ABS issuance was
hovering below $5bn per month before TALF was
introduced. However, the ability to leverage tranches
with the Fed, and the put option implicit in this financing
structure, helped drive ABS issuance up fivefold by the
spring of 2009. While initial transactions likely required
the backstop of TALF to succeed, subsequent deals were
able to price independent of TALF leverage.

Finally, investor demand for securities is clearly there,
particularly among banks. As we have seen in previous
recessions, as loan growth weakens, banks typically grow
their securities portfolios in order to make up earnings.
This can be seen in the early 1990s, the early part of this
decade, and over the past year as well (Chart 17). We
believe the fundamental demand for private-label
securities remains, and that this demand could fuel a
rebirth of the prime non-agency market, in the absence of
high capital requirements.

Higher capital costs: Quantifying the
impact on mortgage lending

The combination of SFAS 166/167, risk retention, and
Basel II, will cause capital requirements for securitizers
to increase significantly, lower the return on equity of
securitizations, and ultimately drive borrowers’ rates
higher. To quantify these effects, consider the
hypothetical deal shown in Table 3, representative of
possible originations that might occur in 2010. The
underlying loans are prime fixed rate, with 4.5%
subordination to the AAA level.

To measure the ROE of securitizing, we must first assess
the capital requirements under various possible states of
the world: consolidated or non-consolidated; Basel I or
Basel II; and whether subordinate tranches are retained or
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Chart 17: The flip side of declining loan growth: bank
demand for securities could increase
Securities and loan holdings of banks in 2009, 2001 and 1989-91 ($bn)
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not, as shown in Table 4. We assume the current state of
the world is reflected in the top left corner of the capital
matrix: non-consolidated, Basel I, and retention of only
I0s and residuals. In 2009 and earlier, for every $100 of
securitization, only $0.06 dollars of capital (i.e. 6 cents)
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is required, since dealers could theoretically sell all but Table 3: Theoretical deal structure & assumptions
the IOs and residuals, for instance. In this case we Capital held (points) for various tranches in theoretical residential prime structure
assume the loans are not consolidated on the balance Risk Weights Required Capital
sheet. Assuming the dealer made Y4 point after taxes and Holding (points)
expenses from selling the tranches, the ROE was 127%. Thickness | Price | Basel I | Basel Il | Basell | Basel Il
Clearly we are simplifying this situation, and dealers

AAA |95.50% 100% | 20% |8% 1.528 0.611

cannot simply “arbitrage” all the pieces at once without
taking risk. However, it’s clear that securitizing was a AA+ [1.00% 75% |20% |10% 0.012 0.006
relatively low capital, high ROE endeavor.

AA 11.00% 50% [20% |10% 0.008 0.004

In the “new world” of SFAS 166/167, Basel H, and risk A 0.75% 25% | 20% 12% 0.003 0.002
retention, however, capital requirements rise dramatically
while ROEs plunge. For instance, once consolidation

occurs, the capital charge is based on the $100 of loans NR |1.00% 25% [100% |625% 0.020 0.125
that are securitized, independent of the tranches created.

BBB [0.75% 25% |20% |60% 0.003 0.009

0,
This means that $8.0 of capital are required to be held per - ?Eb_s_ _4_'5_0_/(1 S R IR S & (1'95_0_ - _0_' 1_2_0_ -
$100 of securitization, independent of whether Loans | 100% 100% [100% |8.000 8.000
s.u‘t.)ordinate tra.nches are retained. With capital charges 0 |2.50% 20% | 8% 0.040 0.016
rising by 133 times, ROE plunges to a meager 4%.
Clearly, this “new world” will make securitizing much Resid | 0.25% 100% |625% | 0.020 0.125

less attractive, since the tranches created will end up
Securitization yields a net after tax profit of 0.25 points upfront

belng. (?n the s§cur1t12§r S bal?mce sh.eet anyway, turning The mortgage pool has a WAC of 6 1/8th; 25bp is removed from bond coupons for
securitization into a high capital business. servicing

In order to retain 5%, an investor would retain the 4.50% of subordinate bonds and
a 0.50% slice of the AAA tranche

Assuming the higher capital requirements remained in
g & P 4 Subordinate bonds amortize down pro-rata with the entire pool

placef What Wf)uld b.e required to entice firms to N Fund the retention of subordinates and 10 at 5yr Swaps + 165bp (4.34%)
securitize again? With more capital needed to securitize,

originators will need to make more profit in order to Source: J.P. Morgan

bring the ROE back up to attractive levels again. These Table 4: Significantly higher capital requirements will
additional profits will have to come from higher costs to reduce the ROE of securitization

borrowers, in the form of higher mortgage rates. To Capital and ROE for a prime residential deal under various retention,
estimate this, we calculated the additional fees that would consolidation and Basel assumpno.ns _ _

be required to bring the ROE back up to a target level, Required Capital (Points) ROE

and conv.erted that. fee into a mqrtgage rat§ (as§um1ng Basel | Basel |l Basell Basel I
each additional point translates into 25 bp in higher rate

to the borrower.) The results are shown in Chart 18, Non-Consolidated

which shows the sensitivity of the mortgage rate impact

to various ROE requirements. For instance, in order to Retain |0, Resid 0.12 43%
achieve a 20% ROE (a common threshold for entering a _ . . -
new business) in this new world of higher capital Ezts?;n Subs, 10, 0.1 1\ 0.24 208/5\ 7%
requirements, mortgage rates would need to rise by more '

than 300 bp relative to current levels, all other factors Consolidated

equal. Retain 10, Resid 8.0 8.0 1% 1%
This is not to say that the new capital requirements will Retain Subs, 10, 8.0 @) 4% @
necessarily drive mortgage rates more than 300 bp Resid

higher. Rather, in order for securitization to make sense
economically, firms will need mortgage rates to be 300
bp higher than they are now. It is possible that entities

Source: J.P. Morgan
* Capital weighted average over duration of cash flows
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with lower ROE targets (such as REITs, for example)
might cushion the impact. These institutions may target
only an 8% ROE to securitize, translating into only a 50-
100 bp higher mortgage rate level. While some of this
securitization activity could occur at lower ROE levels,
we seriously doubt that REITs could absorb the volume
that other securitizers leave behind in this new world. We
can also see the mortgage rate impact for various capital
requirements (Chart 19). Assuming loans have an 8.0
point capital charge, the mortgage rate impact could be
anywhere from 100-300 bp, depending on the ROE target
(10-20%).

Given the lower returns on equity of securitizing, we
expect firms will instead hold raw loans in portfolio. For
instance, consider an example where a bank makes a 6-
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1/8th rate loan, requiring capital of 8.0 points, funded by
issuing 2-, 5-, and 10-year debt at a blended cost of
2.64%. Holding this loan in portfolio would generate an
ROE of 24%, multiples of the securitization model (only
4%). Why? The same amount of capital is held whether
securitizing or holding raw loans.

However, by holding the loans the bank earns the carry
of the entire $100, whereas in securitization in the new
world, it earns carry on the tranches (subordinates) it
retains. With no capital relief for selling senior and
mezzanine bonds, securitization offers little advantage to
originators. As we stated above, fees would need to be
dramatically higher for originators to securitize,
translating into much higher rates for borrowers.

Chart 18: Under consolidation, mortgage rates would need to rise 300bp for securitization to occur
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Chart 19: Increased capital requirements for banks could cause mortgage rates to rise substantially
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Conclusion

Securitization has clearly played an important role over
the past 15 years, helping to provide roughly 40% of the
credit in the US economy. However, the future of
securitization is threatened by the possibility of
substantially higher capital requirements, largely owing
to the implementation of SFAS 166/167 which in turn
could be triggered by greater risk retention requirements.
While none of the ingredients (e.g. SFAS 166/167, Basel
I1, or risk retention) individually would shut down the
securitization market, it is the combination of these
factors that poses the threat. The good news is that these
retention requirements have not been fully fleshed out
yet, and, depending on the details, do not necessarily
force consolidation. We await further details as policy
makers continue to make progress on this issue. As stated
earlier, however, we believe that policy makers
understand the importance of securitization to the
economy, as evidenced by the Fed's extraordinary
purchases of agency MBS and its support of securitized
products through the TALF program, to mention just a
few examples.

In the meantime, many financial institutions are currently
digesting the implications of these regulatory and
accounting developments with respect to both new and
existing securitizations. In order to avoid the
consolidation of existing deals, banks would need to
eliminate one of the two factors that can trigger
consolidation: control of the cashflows (e.g. servicing) or
the right to benefit significantly from the securitization
(e.g. owning subordinate tranches). Indeed, for existing
deals that a bank services, the retention of a small
amount of subs in market value could trigger the
consolidation of the entire deal on that institution's
balance sheet. Since there are no risk retention
requirements on existing deals, banks have an incentive
to sell these tranches that would trigger consolidation.
Buyers of these tranches could include other banks (who
would not have to consolidate that deal since they don't
service it) or hedge funds. Alternatively, for new deals,
banks may look to third-party servicers in order to avoid
consolidating (i.e. avoiding the control provision of
SFAS 166/167). Overall, we expect financial institutions
will adapt to the new securitization world, potentially by
splitting the servicing function (control) from the
beneficiary component (subs), though we are still in the
early stages of this adaptation.

20 “°|ndicates certifying analyst. See last page for analyst certification and important disclosures.
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Appendix: Detailed Securitization
History

Reflecting the policy support underlying securitization,
the dominant sector has always been Agency Mortgage
Backed Securities (MBS), which consists of Fannie Mae,
Freddie Mac and Ginnie Mae government sponsored or
government guaranteed securities. Chart 3 shows
issuance volumes. Within the overall securitization
market, issuance share has ranged from 25% to 80% over
the past twenty years. In the wake of the credit crisis,
with strong government backing, Agency MBS have re-
emerged as the dominant securitization sector, running at
the peak share of close to 80% in 2009.

The remainder of the market is comprised of private label
securitizations, which rely on internal (credit tranching)
and external (bond insurance) credit enhancement to
achieve credit ratings ranging from AAA down to below
investment grade and even non-rated equity. The main
segments of the private label market include:

* Non-Agency RMBS (Chart 20). These securities are
backed by mortgages that do not conform to the Agency
guidelines and have to be funded through non-
government, private label securities. The primary
reasons for not conforming to the government guidelines
include loan size (too big), loan documentation and credit
quality of the borrower. Segments within this sector
include prime Jumbo, Alt-A and subprime mortgages.
From 2003-2007, Non-Agency MBS issuance increased
dramatically, as sharply rising home prices masked many
of the loans’ true credit quality and led to excess loan
origination and MBS issuance volume. Without being
excessively simple, it can be said that the primary reason
the Non-Agency MBS market has experienced such
adverse credit performance is that very few market
participants expected home prices to ever decline. At the
national level, regulators would do well to keep this in
mind as they seek to implement changes to avoid the next
crisis: market participants have already made the changes
to their expectations that would prevent a replay of the
2003-2007 experience. This is evidenced by the fact that
the Non-Agency market is virtually entirely shut down in
2009, with only the most pristine mortgages potentially
being sold at any time in the near future.
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Chart 20: Non-agency RMBS issuance ($ trillions)
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* Consumer ABS (Chart 21). The dominant loan types
within this sector include credit card receivables,
automobile loans and leases, and student loans. More
esoteric loan or asset types include equipment and
aircraft leases. The ABS market has experienced a robust
revival in 2009, benefiting from the Fed’s Term Asset
Backed Lending Facility (TALF). Issuance volume for
2009 will exceed $100 billion, with roughly 50%
financed through TALF. Given the sharp tightening of
ABS spreads in 2009 as a result of TALF financing,
spreads in most of the ABS market have returned to a
level where it is no longer economical to use TALF
loans. Importantly, however, the market appears to have
reached a point where it can stand on its own and
investors will allocate capital to it. The TALF program
for ABS has to be considered an unqualified success in
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terms of achieving its objective of restoring this source of
funding to borrowers. It is important to distinguish the
credit performance of ABS from that of Non-Agency and
Commercial MBS, where credit performance is more
explicitly dependent on the value of the underlying real
estate. Credit performance for Consumer ABS in the
latest recession has been well within expectations and the
structures have held up quite well relative to the
economic stress. Unlike MBS, underwriting of the
underlying loans relied far more heavily on the
borrower’s ability and willingness to pay rather than
collateral price appreciation.

*Commercial Mortgage Backed Securities (CMBS)
(Chart 22). These securitizations are backed by
mortgages used to finance commercial real estate. Only
21% of commercial mortgages are securitized; the
majority is still financed through the traditional lending
channels of banks and insurance companies. Commercial
real estate prices appear poised to experience a larger
peak to trough decline than residential real estate and the
same poor asset based underwriting that has hurt
residential mortgages is now plaguing performance of
many commercial mortgages. The new issue market for
CMBS remains largely shut down in 2009. Legacy TALF
for CMBS has improved valuations of older vintage
CMBS while TALF for new issue CMBS has been
unable to achieve the same level of success as TALF for
ABS. As with Non-Agency MBS, the CMBS new issue
market remains largely shut down.

* Collateralized Loan Obligations (CLO) (Chart 23).
As with the above securitization types, CLOs are a first
order securitization, meaning that they are backed by
loans, and not other securitizations. Collateral
performance for CLOs has weakened as the economy has
deteriorated and the new issue market remains shut.
There has been no explicit government support for CLOs
with programs such as TALF yet the prospects for re-
opening the CLO new issue market are reasonably good.
Rather than look to an underlying real estate asset value
to support cash flows, CLO investors will look to the
health of the underlying corporate entities, which is
improving as economic recovery takes hold. Some
excesses in collateral underwriting were experienced
during the boom, but those are now being cured. The
CLO market appears to be a market poised for recovery
and return to a normal functioning state without any
direct government intervention. As with consumer ABS,
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Chart 22: CMBS issuance volumes ($ billions)
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it is a market that suggests, when done correctly,
securitization can work, and can enhance the flow of
credit to end users.
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Market Commentary

Summary

e Our investor survey shows that more than half
the investor base are underweight mortgages,
while only 27% are overweight the sector

e We remain neutral on MBS in the short term
owing to strong technicals driven by the Fed, but
look for the emergence of catalysts that would
drive mortgages wider in the New Year

e These catalysts include a sharp sell-off akin to
May 2009, GSE selling of MBS in Q1 to make
room for buyouts of delinquent loans, and weaker
rolls later in 2010

e 1Os are one way to short the basis, but
effectiveness is mitigated by the lack of
prepayment responsiveness to rates currently and
sensitivity to hedge ratios in a sharp sell-off

e  We expect the prepayment differential between
Ginnies and conventionals to narrow as
conventional buyouts increase while frictions
increase in voluntary Ginnie refis

Views

e Stay neutral on the mortgage basis, but look for
opportunities to enter a short basis position in
early 2010

e  Within the coupon stack, own 4.5s and 6s over Ss
and 5.5s, which could come under pressure if the
GSEs sell MBS to make room for bought out
delinquent loans

e Sell Ginnie premiums versus conventional
premiums (or move down in coupon) owing to a
high option cost in Ginnie premiums

e Own hybrids as a cheap short duration
alternative

Also in this week’s Securitized Products Weekly

e  We provide an outlook for securitization based on
developments including SFAS 166/167, Basel 11,
and risk retention rules

o  We discuss the creation of an ABX.Prime index of
prime MBS

J.PMorgan

Chart 1: Investors are still significantly underweight
the mortgage basis...

Dollar weighted results of the J.P.Morgan investor survey conducted
December 10-11, 2009, covering over $1.4 trillion in mortgage assets and
over 130 investors
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Source: J.P. Morgan

Mortgages put in yet another strong week, with higher
coupons outperforming swaps by 10-15 ticks. A surge in
rolls late in the week helped fuel this performance and is
a telltale sign of the very strong technicals in mortgages,
thanks to the Fed. In the short-term, we find it difficult to
fight these technicals. Fed buying will remain multiples
of the net issuance in mortgages for the next couple of
months. Meanwhile, investors are still significantly
underweight mortgages. Based on our investor survey
this past week (Chart 1), we found that a combined 52%
of the dollar-weighted results were underweight, while a
combined 27% were overweight. This is consistent with
our previous survey, though we added “modest”
overweight/underweight categories for the first time.

Despite this, as we pointed out in our 2010 Outlook
recently, mortgages should come under increasing
pressure as we near the end of the first quarter. In fact,
the widening could happen much sooner than the end
date of the Fed purchases, as the market will be forward-
looking in its pricing. Weaker performance could come
as early as January or early February, in fact, depending
on the catalysts that help trigger underperformance.

What could be those catalysts? We have identified three
of them. First and foremost, a sharp sell-off that pushes
10-year yields outside of the recent zone (say 4%) could
trigger delta-hedging and extension, driving mortgages
wider. The precedent for this scenario is May of this year
when investors became extraordinarily complacent.
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During that time, current coupon yields sold off over 100
bp, and mortgages widened by more than a point.
Importantly, that occurred when the Fed was buying $25
billion a week. Imagine if the market hit a similar “air
pocket” now, without the safety net of the Fed’s strong
purchases.

A second catalyst could be GSE selling as they make
room in their portfolios for delinquent loan purchases, in
order to remain under the portfolio cap. We are highly
confident that GSE buyouts will increase in the New
Year. However, our conviction regarding the coincident
selling of MBS is weaker since that is dependent on the
existence of the portfolio caps. We have not heard
anything yet that that the portfolio caps may be lifted or
postponed, but it is certainly a possibility in the current
fragile economic environment. A third catalyst could be
weaker rolls as the Fed begins to tighten monetary
policy, but this is probably not until later in 2010.

We are eagerly awaiting the “right moment” to turn more
negative on the mortgage basis, and we look for one of
these catalysts to materialize before setting a short
recommendation. What is the best way to short the sector
when that moment comes? A simple basis short is one
tactic. This approach is not as expensive as many
investors may think from a carry perspective. The
nominal carry of mortgages from the roll is 10-12 ticks
per month. But investors can earn similar carry by
owning swaps or Treasuries. For example, the 1-month
carry and rolldown of the 5-year swap is 10.25 ticks!
After adjusting for convexity costs, the hedge adjusted
carry of mortgages is close to flat. This means that the
carry cost of shorting mortgages is not great, assuming

J.PMorgan

one delta-hedges the position to earn the positive
convexity. Of course, strong Fed buying can still drive
OASs narrower from here in the short-term, which would
make that short a painful proposition.

Another tactic to get short the basis is to own 10s. The
idea is that when mortgages widen, IOs should
outperform as mortgages become less refinanceable. In
other words, when mortgages widen, the mortgage rate
would be higher (all things equal), which is good for 10s.
There are a couple problems with this theory, however.
One, prepays are much less sensitive to mortgage rates
than they have been historically, which dampens the
price return of IOs in such a scenario. And two, hedging
this trade properly is absolutely critical to making
money, even if you’re right about the widening.

Let’s start with the first issue. Table 1 shows the
sensitivity of IO prices to mortgage rates and prepays
using both our “old” (or current) model and “new” model
(coming soon). The old model reflects pre-crisis
refinancing sensitivity: S-curves were relatively steep,
and there was an assumption that borrowers who were in-
the-money actually prepaid! In the new model, S-curves
are significantly flatter, reflecting the extraordinarily
weak refinance response in the current environment. As
an example, if mortgages widen 25 bp 6 % 10s (FNS
372) would appreciate 113 ticks, based on our existing
prepayment model. But under the new model, the
repricing is expected to be only half as great, because
there is little refi sensitivity left. In other words, if speeds
don’t slow much when mortgages widen, your upside of
owning IOs is considerably less. This is not to say that
it’s pointless to buy 1Os as a spread widener; rather, it’s

Table 1: 10s demonstrate less sensitivity to refinancing under our new model...
Price sensitivity of selected 10s to changed in model mortgage rates, refi incentives, and turnover

New Model (Changes in ticks) [Old Model (Changes in ticks)

+25b +/-109 +25b +/-109

Mortage 0% Turn{0 Mortage 0% Turn{0
. Refi Refi

Cpn WALA Price Rate over Rate over
FNS 400 | 4.5% 4 24.4 69 21 9 84 24 1
FNS 377 | 5.0% 48 20.3 75 20 12 101 23 20
FNS 397 | 5.0% 7 21.0 70 17 21 74 19 12
FNS 379 | 5.5% 33 19.2 69 18 21 114 22 30
FNS 372 | 6.0% 43 19.3 63 18 24 113 23 37
FNS 371 | 6.5% 45 17.7 45 15 21 88 18 36

Source: J.P. Morgan
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just less attractive than it would be otherwise.

The second issue is hedging. Perhaps the best precedent
for a basis widening scenario in 2010 would be a sharp
sell-off, similar to the May 2009 experience where
mortgage rates shot up 100 bp. How did 10s perform
then? To answer this, we did an event study of the May
2009 sell-off, assuming that an investor owned FNS 377
5% 10 and hedged with swaps as a basis widening trade
(Chart 2). We looked at two scenarios in particular: first,
one where the investor used a rolling empirical hedge
ratio based on 30-day historical window to measure that
hedge ratio. In the other case, we used a “trader”” hedge
ratio. The empirical approach ultimately made about 1.5
points once rates settled down in mid-June, but the
“trader” ratio was basically flat. In other words, even if
you had the right call that mortgages would widen, you
might not have made money, depending on your hedge
ratio. Moreover, this time around, the 1O strategy may
not be as profitable as in May since the market is now
trading 10s as much less prepay-sensitive than back then.
In the end, putting on a short mortgage basis strategy is
challenging in the short-term. IOs are one approach, but
not without their shortcomings.

J.PMorgan

Chart 2: 10s are one way to short the basis, but

hedge ratios are key to performance

Performance of combination of FNS 377 IO with 5- and 10-year swaps during
April-May 2009, using both empirical and trader hedge ratios, and current

coupon yield level (right axis)
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Table 2: Ginnie Mae’s streamline refinance program changes at a glance

No Appraisal Streamline
Max $ UPB + net UFMIP + Costs + Points
Streamline with Appraisal
Max LTV

Max $

97.75%
UPB + net UFMIP + Costs + Points

Old Rule New Streamline Rule Effective
11/18/2009
Net Tangible Benefit Lower p&i, no specific threshold 5% Lower fotal mortgage cost -
P&I+PMI + Tax
Deling Status Current Current; max 1x30day dq previous 12-
mo
Seasoning n/a 6 months
URLA (Application Form) Abbr. omiting Employment, Asset, &  Full version
Income sections

Allowed: UPB + net UFMIP
Disallowed: Points, Costs

97.75%
Allowed: UPB + net UFMIP + Closing
Cost Disallowed: Points

Note: URLA stands for Uniform Residential Loan Application.
Source: J.P. Morgan, Ginnie Mae
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Prepayment Commentary:
Ginnie/Fannie convergence

The gaps between Ginnie and Fannie speeds remain as
wide as ever in the latest prepayment report. Recent
vintage Ginnies are 15CPR to 20CPR faster than Fannies
across the coupon stack from 5s to 6.5s. The causes are
twofold. The principal culprit is buyouts. Conventional
buyouts have been artificially low (so far), whereas
Ginnie buyouts have been exercised with much greater
efficiency. The second, and equally important, factor is
voluntary prepayments. Conventional premium voluntary
speeds have been tame as a result of banks’ tight
underwriting policies; whereas a liberal streamlined refi
policy has translated into relatively frictionless refis by
Ginnie/FHA borrowers. We believe that starting in
January, possibly December, Ginnie/Fannie speeds
will start to converge, perhaps rapidly, as a result of
the recent policy changes.

In October, FHA announced a set of substantially more
stringent streamline refi rules (Table 2). As a result we
contend that these changes should significantly curb
voluntary Ginnie speeds (please see our 10/2/09
publication “FHA refi becomes less streamlined”). In a
nutshell, lenders can no longer unscrupulously tag on
discount points and closing costs to the mortgage being
refinanced. Instead, borrowers may have to pay
substantial out of pocket expenses or take on higher rates.
Either way, they lead to slower voluntary speeds. The
new rules took effect in mid-November. Loan
applications filed before this date could still follow the
original guidelines. Assuming an average 5-6 weeks lag
between applications and closings, these policies should
start to bear fruit in slowing down January speeds (early
February prepayment report). For the ¢07/°08 vintages,
the tightening in streamline refi rules could even out
the voluntary speeds between Ginnies and Fannies.

The disparity in buyout/involuntary prepayments is the
main culprit behind faster Ginnie speeds. The agencies
have different buyout policies. In conventionals, buyouts
are the responsibility of the GSEs; the GSEs have been
unable to afford accelerated buyouts and the resulting
marked to market write downs. In Ginnies,
servicers/originators conduct buyouts. As the banks’
capital and balance sheet constraints have eased over the
past few months, they have stepped up buyouts after a
summer lull.

J.PMorgan

As we outlined in the 2010 Prepayment Outlook, GSE
buyouts are poised to accelerate. HAMP loan mods are
ramping up and the administration has tasked the
mortgage industry to close out the huge backlog of
unfinished mods. Treasury’s latest report states that
roughly 350,000 trial mods are (originally) scheduled to
be finished by year end, and 50-60% of them are GSE
loans. This compares to the roughly 31,000 mods
actually completed. The missing ingredient is
documentation. Chase recently reported that 70% of the
trial mod borrowers have made the required trial
payments (this is higher than most estates). The race is
on to get the documentation and finish modification.

Fannie suspended buyouts in November (December
report), ostensibly to give servicers time to complete the
paperwork. Additionally, in order to effect buyouts in
December, servicers need to have completed
documentations by December 15", otherwise buyouts
will be pushed out into January 2010. Coincidentally
after the New Year, the GSEs’ adoption of FAS166/167
will remove a major hurdle to accelerated buyouts when
buyouts will no longer trigger a marked to market hit to
capital. In a nutshell, we expect a surge of conventional
buyouts starting in January. Initially, this will directly
result from HAMP mods. Thereafter, we believe the
GSEs will likely further exercise their repurchase option,
accelerate buyouts above and beyond what are mandated
by HAMP, and shrink their delinquency pipelines.

Ultimately, buyout speeds are a function of
delinquencies. If two groups of mortgages have similar
delinquency rates, then similar involuntary speeds should
emerge. By our estimates, presently, serious delinquency
rates are quite comparable between premium Fannies and
Ginnies, especially on the notorious 2007 vintage (Table
3). Our outlook is for a rapid escalation of conventional
buyouts and the closing of gaps between the Ginnie and
conventional involuntary speeds. Coupled with the
expected slow down in voluntary Ginnie speeds, we
believe that the convergence between Ginnie and
Fannie prepayments will be a major theme in Q1°10.
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How long will it take to close the 15-20CPR gap between
Fannies and Ginnies? We believe that half of this gap
may close early next year; and by the end of Q1°10, the
disparity between the two sectors will become negligible.
How will this be achieved? For the *07 vintage, we look
for Ginnie voluntary speeds to slump to the low teens in
QI from 17CPR recently. Buyouts may be comparable
between the two. In fact, if GSE buyouts accelerate as
we expect them to, Fannie premium speeds could
overtake Ginnie’s.

The 2008 vintage may follow a different path but the end
result will likely be the same. Streamline refi has played
a bigger role in this vintage with voluntary speeds being
close to 30CPR, or 5-10CPR faster than Fannies. We
look for these numbers to drop to the mid teens. The 08
vintage Ginnie will continue to have higher delinquency
rates and therefore involuntary speeds than comparable
Fannies, but the decline in voluntary speeds is likely
offsetting.

Week in review

e  The latest HAMP report showed that 728,408
modifications were underway as of November,
with a total of 759,058 having been started — but
only 31,382 modifications have been made
permanent. Borrowers in modifications have had
payments cut by an average of over $550/month.

e The House passed a wide-ranging financial
regulation bill, but rejected a cramdown
provision that lawmakers had tried to attach.

e Dealers voted to create prime credit default swap
indices, similar to ABX (see our ABX.Prime article
for more information).

e S&P downgraded 1,862 non-agency bonds.
Although much of the market has been downgraded,
this represented the largest set of downgrades on
seasoned prime collateral.

e Foreclosure filings fell by 8% in November,
marking their fourth straight monthly decline
according to RealtyTrac.

e  Treasury reported that it purchased $7bn of
agency MBS during November, bringing its total
purchases to $191bn.

J.PMorgan

Table 3: Comparing Ginnie and Fannie delinquency
rates and voluntary speeds
Serious delinquency rates of Fannie and Ginnie 30-years by coupon and
vintage

90+ Diq 2007 Vintage 2008 Vintage

Fannie Ginne Fannie  Ginne

5.5 5.9 8.7 2.1 5.3
6.0 9.1 1.5 3.7 7.2
6.5 15.5 16.9 7.1 10.8

Voluntary speeds (estimated) on Fannie 30-years versus historical and
projected voluntary speeds on Ginnie 30-years by coupon and vintage

Vol. Prepay 2007 Vintage 2008 Vintage

5.5 6 6.5 5.5 6 6.5
Fannie (Est) 18-20 1820 1517 20-25 20-22  18-20
GN Sep/Oct 16 22 18 22 30 28
GN Q1'0 (Proj)| 1012 10-15  10-15] 1012 1520  15-20

Source: J.P. Morgan, Fannie Mae, Ginnie Mae

Chart 3: Fed Purchases of Agency MBS, Year-to-
Date.

Distribution of Outstanding Balance, YTD Issuance, and Fed Purchases of 30
year fixed rate Agency MBS, as of 12/9/2009

Agency 30yr Breakdown
60% - gency Sy
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Source: J.P. Morgan, Federal Reserve, US Treasury, Fannie Mae, Freddie
Mac, Ginnie Mae

e The Federal Reserve reported net purchases of

$16bn of Agency MBS for the week ending
December 9, bringing total Fed purchases of
Agency MBS purchases to $1,070bn. See Chart 3
and Table 4 for more details.

e  MBA Weekly Survey: For the week ending

December 4, 2009, the purchase application index
increased by 4.0% to 241.5 and the refinance index
rose 1.4% to 3,185.9 (seasonally adjusted).

e  Freddie Primary Survey: For the week ending

December 10, 2009, 30-year conventional
conforming fixed-rate mortgages averaged 4.81%
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(average of 0.7 point for the week), up 10bps from
the previous week.

e  Primary dealer MBS positions rose $1bn to $32bn
for the week ending December 2, 2009.

e Fixed-rate agency gross and net issuance were
$92bn and $11bn, respectively, in November. Gross
issuance so far in December has been $49bn,
including jumbos, 40-years and 1Os.

J.PMorgan

Table 4: Fed agency MBS purchase activity, $mm
Activity from 12/3/2009 to 12/9/2009

Maturity Coupon| Purchases Sales/Rolls NetPurch.
30 Year 3.5 - - -
4 400 - 400
45 8,350 - 8,350
5 12,050 9,500 2,550
55 4,850 1,750 3,100
6 1,000 - 1,000
6.5 - - -
26,650 11,250 15,400
10-15 Year 35 - - -
4 600 - 600
45 - -
5 - -
600 - 600
Other - - -

Total (This

Week) 27,250 11,250 16,000
Total (This Year) 1,070,626

Source: J.P. Morgan, Federal Reserve
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Short Term Prepayment Projections

FNMA 30 YR
AOLS/ Historical CPR Proj. CPR
COUPON VINTAGE WAC WAM  WALA  Curr LTV FICO Refi% Oct Nov Dec Jan
45 2009 4.95 351 6 236/232 68 763 82 32 37 | 45 41
2005 5.29 299 54 210/190 69 41 53 126 135 [ 165 125
2004 5.14 284 66  179/157 68 742 64 10.8 104 [ 13.0 103
2003 5.07 273 76 187/161 68 737 74 9.7 87 (108 93
5 2009 5.44 353 5 203/200 73 749 65 8.5 94 [ 122 116
2008 5.66 338 19 2341224 72 745 64 143 16.8 [ 208 164
2007 5.76 323 32 230/216 70 734 56 16.0 16.3 [ 201 158
2005 5.64 300 53 201/183 71 731 53 13.7 139 [ 165 14.0
2004 5.53 284 66  186/164 70 731 60 133 147 [ 171 150
2003 5.49 271 76 170/146 69 730 75 128 141 [ 163 143
5.5 2008 6.03 338 19 2117201 75 735 54 201 222 | 267 23.8
2007 6.14 326 30 214/200 74 726 52 224 214 | 2714 266
2006 6.15 313 41 207/192 72 725 50 221 209 | 258 24.0
2005 5.98 300 53 168/153 73 716 53 142 132 [ 166 141
2004 5.92 286 65 158 /141 73 719 52 147 149 | 183 161
2003 5.93 270 78 150/129 71 723 72 158 169 [ 19.9 166
6 2008 6.53 339 18 1847176 79 719 44 247 225 | 2711 233
2007 6.57 328 28 185/176 78 710 49 243 199 | 275 288
2006 6.56 314 41 177/165 75 713 47 224 189 | 265 258
2005 6.50 302 52 137/126 78 701 46 16.3 129 [ 154 146
2004 6.42 286 65 129/116 78 703 42 159 137 [ 163 148
2003 6.47 272 78 1241109 74 706 63 15.6  13.7 [ 16.3 143
2002 6.49 258 88 128/109 73 718 65 186 183 | 232 201
6.5 2008 6.99 339 18 1527147 80 698 45 259 195 | 239 254
2007 7.09 329 28 152/145 83 689 44 267 183 | 288 335
2006 7.02 314 41 1437135 79 698 44 219 161 | 23.6 273
2005 6.98 303 51 115/107 82 682 44 17.0 121 [ 151 255
2004 6.97 287 65 105/ 95 82 684 41 15.0 116 [ 125 9.9
2003 7.06 274 77 102/ 91 80 684 54 13.7 109 [ 129 113
2002 6.96 256 91 12197 76 704 60 16.2 149 [ 183 161
7 2008 7.51 340 18 1427136 79 674 52 28.0 21.8 | 31.3 36.6
2007 7.68 329 28 141/135 85 665 45 345 226 | 338 397
FNMA 15 YR
AOLS/ Historical CPR Projected CPR
COUPON VINTAGE WAC WAM WALA LNSZ LTV FICO Refi% Oct Nov Dec Jan
45 2008 5.06 157 20 1947171 61 753 88 203 254 | 291 245
2005 5.12 121 54 165/119 60 743 70 158 163 [ 196 169
2004 4.96 108 67 150/ 99 59 736 85 133 135 [ 16.0 138
2003 4.96 97 77 138/ 83 59 739 94 133 128 [ 152 130
5 2008 5.55 158 18 158/140 62 745 79 24 277 | 330 280
2006 5.68 132 42 164 /128 60 740 65 201 209 | 254 221
2005 5.49 122 53 133/ 97 60 733 77 161 159 [ 181 156
2004 5.42 109 65 126/ 85 61 726 78 13.7 139 [ 155 133
2003 5.44 95 79 121/ 73 60 732 93 13.7 137 | 153 131
5.5 2008 6.01 159 17 133/118 64 733 72 267 291 | 348 305
2007 6.07 146 29 138/115 61 735 75 254 265 | 315 296
2006 6.01 133 42 137/107 60 735 70 222 227 | 267 233
2005 5.90 123 52 110/ 82 63 7 80 154 149 [ 16.8 144
2004 5.87 110 65 100/ 68 64 716 76 129 126 [ 149 127
2003 5.92 96 79 102/ 62 62 718 90 128 116 [ 136 116
2002 5.96 85 89 110/ 60 62 732 91 151 153 [ 183 158
6 2008 6.51 158 17 98/ 88 67 708 73 21 230 | 2711 236
2007 6.52 147 29 105/ 89 61 722 79 211 239 | 282 266
2002 6.47 83 91 99/ 54 65 716 87 143 136 [ 152 13.0
1998 6.62 40 136 91/ 25 65 727 82 176 16.3 [ 186 15.0
6.5 2008 7.02 159 17 80/ 74 69 676 78 234 148 | 207 19.9
2007 7.03 146 30 62/ 54 56 707 89 16.6 13.8 [ 174 150
2002 6.91 83 92 80/ 45 67 703 85 119 133 [ 158 135
1998 6.98 39 138 78/ 22 65 721 80 148 163 [ 186 16.0

30-y ear mortgage rate assumption: 5%
Source: JPMorgan, Fannie Mae
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GNMA 30 YR
AOLS/ Historical CPR Projected CPR

COUPON VINTAGE WAC WAM WALA LNSZ LTV FICO Refi% Oct Nov Dec Jan
5 2008 5.50 339 18 192/182 94 - 32 152 304 | 20.7 152
2005 5.50 299 53 141/126 96 - 31 150 305 | 208 153

2004 5.50 283 66 129/113 96 - 49 144 294 | 196 143

2003 5.50 27 77 125/108 96 - 65 130 163 | 16.1 122

5.5 2008 6.00 341 17 169/160 94 - 35 350 376 | 36.6 306
2007 6.00 326 30 160/148 94 - 25 294 369 | 358 289

2006 6.00 313 43 149/136 94 - 20 338 369 | 348 28.0

2005 6.00 300 53 124/112 95 - 24 29.7 301 | 31.3 279

2004 6.00 284 66 116/103 96 - 31 240 240 | 256 22.7

2003 6.00 270 78  115/100 96 - 52 201 197 | 209 184

6 2008 6.50 342 16 149/139 94 - 35 425 439 | 416 34.0
2007 6.50 328 28 142/131 93 - 36 36.8 421 | 426 350

2006 6.50 314 41 135/123 94 - 23 365 414 | 428 352

2005 6.50 299 52 103/ 92 94 - 23 29.7 40.0 | 383 281

2004 6.50 284 65 103/ 91 95 - 24 253 321 | 346 307

2003 6.50 271 77 101/ 88 95 - 40 178 264 | 253 224

2002 6.50 259 8 105/ 90 96 - 46 201 274 | 254 225

6.5 2008 7.00 342 15 120/112 93 - 37 427 491 | 463 413
2007 7.00 329 28 115/106 93 - 39 37.3  46.1 | 45.0 401

2006 7.00 315 40  113/103 93 - 27 347 438 | 434 387

2004 7.00 275 65 93/ 81 95 - 35 259 46.0 | 399 305

2003 7.00 266 77 89/ 78 94 - 38 165 267 | 186 164

2002 7.00 257 90 95/ 81 9% - 29 16.4 291 | 322 247

1998 7.00 208 136 84/ 65 9 - 41 165 174 | 193 17.0

7 2008 7.50 342 15 112/103 92 - 46 471 563 | 49.2 439
2007 7.50 329 27 107/ 9% 92 - 41 449 606 | 540 452

2001 7.50 246 101 81/ 69 95 - 30 159 283 | 254 225

Source: JPMorgan, Ginnie Mae
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ABX.Prime: coming to a
theatre near you?

o  Wall street dealers voted to create a credit default
swap index on prime mortgages

e  From what we understand, the index could be
launched as soon as Q1 2010. However, no official
details have been launched by Markit yet

e The index is expected to follow standard CDS
conventions, trading 10-20 bonds per index as an
equally weighted basket of CDS on prime
mortgages

e  We think that it is too soon to formulate any
strong view. There are still several unknowns
about the index construction, where the fixed
leg/coupon will be set, when/if the index will trade
and what the starting price will be

e The most common fear from investors is that the
index could put pressure on cash prices that have
rallied from the lows of 2009. However, this will
depend on several factors

e Investor pushback could be strong. Based on a
survey of over 130 investors, only 13% had a
positive view on the index creation. However,
45% were neutral

e We remain constructive on prime. The re-
REMIC bid, lack of supply, availability of
leverage and attractive coupon/yield profile
under high loss assumptions should keep the
sector well bid

Wall street dealers voted to create a credit default swap
index on prime mortgages. This is not the first time that
talks about an index have surfaced. Discussions have
been going on for more than a year now. We think that it
is too soon to formulate any strong view. There are still
several unknowns about index construction: where the
coupon will get set, when/if the index will trade, and
what the starting price will be.

The bottom-line is that we are still constructive on prime.
The re-REMIC bid, lack of supply, availability of
leverage and attractive coupon/yield profile under high

J.PMorgan

Chart 1: Monthly payments by each counterparty

Pays fixed coupon

Buyer of > Seller of
Protection < Protection

Pays any writedown
or interest shortfall

Source: JPMorgan, Markit

Chart 2: The buyer of protection has large negative
carry until subs are written down

Monthly cash flows on a 5% fixed leg of $100mm CDS on JPMMT 2007-A3
1A1 using JPM transition model cash flows
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loss assumptions should keep the sector well bid.
However, we do err on the side of caution until more
details are released.

From what we understand, the index could be launched
as soon as Q1 2010. There have been no official details
launched by Markit® as of yet.

Index Construction

The details around index construction have not been
made public and we believe them to be still under
discussion. From conversations, here is what we
understand:

e 10 to 20 constituents per sub-index
e  Separate index for fixed and ARMs

e Vintages will include 2005, 2006, 2007 and an AGG
index

6 .
www.markit.com
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There are other rules restricting the originator, servicer
and shelf concentration. We would generally assume that
super/senior and simple current pay cashflow structures
will be selected. However, other deal/tranche criteria
may override this.

How it works

The index is expected to follow standard CDS
conventions, with the protection buyer paying a fixed-
rate monthly premium in exchange for receiving
payments in the event of writedowns and shortfalls
(Chart 1). Specifically, the seller of protection pays the
percent writedown or shortfall (based on current
balance), while the buyer of protection pays the
following.

e A monthly fixed coupon. The talk is that this will be
set at an annualized rate of 5%.

e An upfront payment that depends on the market
pricing of the contract. Economically, since the
coupon is fixed, this amount represents the
additional premium the buyer of protection must pay
to cover the risk of future writedowns. On an index
with high expected writedowns, the buyer would
have to provide extra compensation to the seller and
so there would be a high upfront payment. On less
risky bonds, this payment would be small.

e Any eventual reimbursement writedowns or interest
shortfalls

All amounts pay on an amortizing notional swap balance.

The “price” of the contract is simply par minus the
upfront payment. So a contract quoted at 90 means the
buyer pays 10 points upfront, along with the annual 5%
fixed leg/coupon paid monthly. A contract quoted above
par would mean the seller must pay the buyer.

Cash-synthetic pricing

To get a sense of monthly cash flows and how a prime
index could be priced relative to cash, we calculated cash
flows on a prime security, JPMMT 2007-A3 1A1, using
our non-agency transition model and constructed

J.PMorgan

Table 1: Lower coupons imply a higher upfront
payment
Cash and CDS price of $100mm notional swap on JPMMT 2007-A3 1A1,
varying the coupon of the fixed payment

Cash Price  $74.69

@ 8% Yield
Hypothetical
Coupon CDS Price
1% $66.53
2% $70.81
3% $75.08
4% $79.36
5% $83.63
6% $87.91

Source: JPMorgan

corresponding CDS cash flows. Assuming a 5% fixed leg
and $100mm initial swap notional, the buyer of
protection pays the fixed leg (or coupon) but receives no
writedown payments for 18 months (Chart 2). The
protection buyer then receives positive cash flows for
approximately the next 5 years, after which the bond has
factored down enough so that the remaining cash flows
are relatively small (the average life of the bond is about
5 years).

In contrast to subprime ABX, many prime bonds are not
expected to take writedowns for at least 1-2 years. In this
case, the carry on a long protection trade is sharply
negative for 18 months, according to our model. But
other factors could stretch this out even longer. First,
modifications are pushing out defaults. As we discussed
in our “Non-agency RMBS 2010 Outlook” from
11/25/09, we expect modifications to push the peak in
foreclosure inventory to late 2011. Additionally,
delinquency and foreclosure timelines are extending due
to limited servicer capacity, home liquidation difficulties,
judicial process, and foreclosure moratoria. Time in
delinquency has nearly doubled since before the crisis
(see our “November Remittance Credit Commentary”
from 12/9/09).

As these factors stretch out defaults, this leads to a
prolonged period of negative carry for the buyer of
protection, making shorting the index more expensive.
Investors looking to benefit from short term price
declines will have to weigh the negative carry.
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On the other hand, the index could be attractive to buy
and hold investors looking to hedge writedown risk in
their portfolio. The caveat here is that the mark-to-market
nature of the index can make it difficult for investors
with hold to maturity accounting.

One way to put a hypothetical price on a CDS or basket
of CDS (absent of counter party risk, liquidity factors and
other embedded options) is to assume that owning the
cash bond plus buying protection should yield a
“riskless” set of cash flows and hence earn a yield
comparable to LIBOR swaps. We realize the leap that we
are making here by leaving out considerations other than
mortgage credit risk, but this will suffice as an illustrative
example. Returning to our prime bond example above, at
an 8% loss-adjusted yield with our model, the cash price
of the bond is $74.69. Holding this bond and buying
protection (assuming a 5% fixed leg), the buyer would
have to pay 16.37 points upfront in order to lock in a set
of cash flows earning LIBOR. Thus, the hypothetical
CDS price is $83.63 (Table 1).

Why is the synthetic price higher than cash? In this case,
the fixed leg of 5% is too high. The buyer of protection is
paying a portion of the risk via the fixed leg. Thus, the
upfront payment is not as large. If the coupon were
dropped to say 3%, the protection buyer needs to pay
much more upfront, leading to a CDS price of $75.08,
much closer to the cash bond.

The positives and negatives

Admittedly, some of the positives can also be argued as
negatives, but here is a quick summary of both sides of
the argument:

Positives:

e Improves market transparency

e One can infer market implied losses and sentiment
on higher quality MBS

e  The ability to hedge large prime portfolios.
However, hold to maturity account makes this
challenging.

J.PMorgan

Chart 3: Prime ABX views... investor backlash
could be a problem
130+ investors’ response, $ weighted based on investments
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Source: JPMorgan, Investor community
Chart 4: Hedge funds are mixed but have a more
positive view than other investors
W Positive
Bank M Neutral
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Hedge Fund
Money Manager
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Other
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Source: JPMorgan, Investor community
e  Promotes a two-sided market

e Investors can easily get long/short prime RMBS
synthetically

e Long positions are not balance sheet intensive
Negatives:

e  Synthetic supply and the ability to short in size could
pressure cash prices.

e Some investors do not like the idea of trading a
basket of CDS contracts that do not currently trade
in the market. In other words, CDS does not trade on
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AAA prime cash, yet somehow pricing is derived
from this market. The underlying bonds nor the CDS
will be priced so there is no way to see the basis
between the bonds, CDS, and index. However, this
has been a long standing argument against ABX.

e  There is no deliverable. This would not be practical
in an ABX/CDS framework. One would need to shift
more to a TRS (total return swap) framework.

e  The accounting complexities around hold to maturity
portfolios make participation in the index difficult, if
not impossible because the index is mark-to-market.
This is troublesome for real money accounts.

e Index price volatility could produce portfolio
volatility, making it difficult to invest in the sector

e Liquidity may be low. This could be viewed as a
positive if one considers that excessive shorts
(protection buyers) will be less likely in this case.

Conclusion

We think that it is too soon to formulate any strong view.
There are still several unknowns about index
construction, where the fixed leg/coupon will get set,
when/if the index will trade and what the starting price
will be. Trading the index as a basket of CDS when there
is no active market for CDS on the bonds could be the
biggest challenge. However, the ABX (CDS) structure
has already been tested which could make the transition
fairly smooth.

The most common fear from investors is that the index
could put pressure on cash prices. However, as we
discussed earlier, this will depend on several factors,
including bond construction and how closely the coupon
is tied to the underlying bonds to name a few. If the fixed
leg is set relatively high then the index price could
increase initially because the coupon would be high
enough to potentially draw in more sellers of protection
than buyers. Conversely, if the coupon was set too low,
then the index would be more likely to sell-off.

To gauge the sentiment around the creation on the prime
index, we conducted a survey. We asked how investors
view the creation of a prime index. The results are pretty

J.PMorgan

skewed towards indifference or negative (Charts 3 and
4). Admittedly, the neutral view could skew the results
one way or the other and a fair amount of the neutral
responses could be tied to the lack of understanding at
this point around the index.

The bottom-line is that we remain constructive on prime.
The re-REMIC bid, lack of supply, availability of
leverage and attractive coupon/yield profile under high
loss assumptions should keep the sector well bid.
However, we do err on the side of caution until more
details are released.

34 "°Indicates certifying analyst. See last page for analyst certification and important disclosures.



Securitized Products Weekly
US Fixed Income Strategy
J.P. Morgan Securities Inc.
December 11, 2009

John Sim"° (1-212) 834-3124

Credit Pricing Sheet

JEMorgan

Benchmark Spreads and Dollar Prices on ABS, Non-Agency MBS, and CLOs

12/14/2009

Floating

Fixed

J.PMorgan

A 150 175 175 175 175 175 150 175 175 175 175 175
BBB 225 250 250 250 250 250 225 250 250 250 250 250
Non-US RMBS Sprd/USD  Sprd/EURO
TIER 1 165 165 165 170 170 170 AAA 275 375
TIER 2 350 350 350 200 200 200 AA $75 €70
GRANITE 87.5 87.5 87.5 A $62 €55
BBB $45 €35
BB $35 €20
RATE REDUCTION 25 30 35 50 60 75 Alt-A Detail 2005 2006 2007
FFELP STUDENT LOAN 30 38 45 65 80 95 Hybrid PTs $71 $63 $59
Hybrid Floaters $64 $55 $49
Floating Fixed 30y Fixed $73 $69 $66
Floating Autos 15y Fixed $83 $80 $77
POA Detail 2005 2006 2007
Super Senior $52 $48 $46
Senior Mezz $33 $28 $22
OTHER 45 60 90 40 55 85 Junior Mezz $20 $12 $7
WRAP 125 225 300 125 225 300
Prime $Px 2003/2004 2006/2007
Clean Fixed (30y) $97 -$100 $86- $93 $83 - $88 Subprime Yields 1yr 2yr 3yr 5yr T7+yr
Marginal Fixed (30y) $84-$89  $82 - $86 $76 - $81 8% 11% 13% 13% 13%
Clean Hybrid $88-$94  $83 - $91
Marginal Hybrid $78 - $83  $75 - $81 $69 - $ 74
Prime Yields 2003/2004 2006/2007 Subprime Detail 2005 2006 2007 JULI I-Spread to Tsy
Clean Fixed (30y) Current Pay $90-$95 | $50-$95 | $40-$90 137
Marginal Fixed (30y) 6-9%  7-10% 2nd Pay $70-$85 | $30-$75 | $30-$75 169
Clean Hybrid 5-8% 6-9% Pen $55-$75 | $25-$40 | $25-$40 206
Marginal Hybrid 6 - 9% 7 -10% LCF $30-$50 | $15-$40 $15-$40 209
210
CMBS 10yr Spread to Swap FDIC Bank Debt (to Tsy)
30% Sub AAA 570 JPM 3.125 12/01/11 19 CMO Type Coupon Spread WAL Notes
Junior AAA 1705 C 2.125 4/30/12 47 CMO Sequential 5.00 150 4yr
AA 3090 JPM 2.20 6/15/12 45 CMO PAC 5.00 140 4yr
A 3570 BAC 2.375 6/22/12 47 CMO Par Floater 7cap / L+75 Off of 6's
BBB 7965 JPM 2.125 12/26/12 22
BBB- 10425

Agency RMBS

3/1 4.25% 140 -5 103-15
5/1 4.50% 120 0 104-06
71 4.50% 120 0 103-06
10/1 4.75% 140 0 102-19+
Short Reset Hybrid L+45 103-00 1.65
30YR PT 4.00 L+50 -7 2 98-21+ 4.22 1 6.1
30YR PT 4.50 L+66 9 0 101-13 417 -10 50  FNCLJan TBA
30YR PT 5.00 L+77 -11 5 104-01+  3.29 -43 2.7
Source: JPMorgan
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Alphabet Soup: Government Program Summary Table

Program Summary
Public/Private Investment Program (PPIP) |Jointand equal equity parinership between Treasury and private investors to purchase existing real
Legacy Loans Program estate loans from bank balance sheets; FDIC facilitates financing through a debt guarantee of up to
6:1 leverage

No action yetor plans o implement the program

Public/Private Investment Program (PPIP) |Jointand equal equity partnership between the Treasury and private investors fo purchase
Legacy Securiies Program secondary market CMBS and RMBS, with potential additional financing by Treasury; expands the
scope of TALF

Update: [As of Nov 30, funds have raised $5.07bn of capital, for $20.26bn of purchasing power with Treasury
equity and leverage. Up to $40bn of purchasing power may be made available

Term Asset-Backed Loan Facility FRBNY will make up to $200bn of non-recourse loans to private investors at5-15% haircut to
(TALF 1.0 and 2.0) purchase new issue consumer ABS
Under PPIP, TALF (2.0) program size extended up to $1tn, and includes AAA CMBS

$3.9bn of TALF-eligible deals priced in the November subscription ($89.3bn YTD).
Total TALF loan requests were $0.7bn

Hope for Homeowners (H4H) Provides FHA refinancing for delinquentloans written down by the lender to 90 LTV (or 96.5 if
DTI<31). Has been in place with an estimated government cost of $300bn but only 51 loans closed to
date

Plan has failed

Home Affordable Refinancing Plan (HARP) [Allows Fannie/Freddie borrowers with 80-125 LTV o refinance without requiring mortgage
insurance

Home Affordable Modificaion Plan (HAMP) |Subsidizes loan modifications to reduce monthly payments to 31% DTI
We estimate that approximately 4mm foreclosures may be prevented

Update: | Treasury announced new efforts to convert frial modifications into permanent mods, including an
extended period of documentation submission, servicer fracking and penalties for missing
performance obligations, a streamlined application process, and web tools for borrowers

Fed/Treasury MBS Purchases Fed and Treasury are expected to purchase $1.5tn of agency MBS combined in an attempt to lower
conforming rates and allow borrowers to refinance ata lower payment

Update: |Fed MBS purchases to date: $1,070bn as of December 9
Tsy MBS purchases to date: $191bn as of end of November

Source: JPMorgan, US Treasury, Federal Reserve
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Asset-Backed Securities

e Investor demand returned to the ABS market this
week with cash to put to work. Having already
stopped the year-end seasonal widening trend, the
favorable technicals should help set the stage for
2010 where investors will likely have an even
harder time sourcing bonds due to the
contracting credit supply

e  Consumer ABS across the capital structure
remains cheap to other fixed income sectors.
AAA ABS offer stability and incremental spread
pickup (e.g., swaps +40 on 3-year fixed Card ABS
versus through swaps on Agency debt). Single-A
Bankcard ABS is our top pick to capture the best
relative value across the credit curve and versus
comparable Corporates

e Insubprime RMBS, we see long-term value in the
sector, but with the price rally over the past two
weeks, we await better entry points

e The seasonally adjusted LoanPerformance home
price index has been up for six consecutive
months (the last data point for October). Given
this strength, our updated HPI model now
projects a bottom in housing in the second half of
2010 with peak to trough HPA at -16.5% and -
35.2% for the FHFA and Case-Shiller national
indices, respectively

Market views

After the mild hiccup in November (5-15bp of AAA
spread widening), investors are once again engaged in
the ABS market thus far this month, putting their
abundance of cash to work. The surging demand and
heavy trading volume helped nudge Credit Card ABS
spreads tighter and stabilize spreads across other ABS
asset classes this week. With technicals coming on
strong as expected, 2009 should end on a positive note,
with seasonal weakness having come and gone in a short
timeframe. The supply/demand balance will only get
worse in 2010 as the new issue engine generally warms
up slowly in January. With cash demand as strong as
expected, we believe investors will need to start
preparing early, expand or revisit names/sectors, in the
search for higher yield and riskier assets. Some ABS
sectors that have lagged the tightening in benchmarks

J.PMorgan

Chart 2: Subordinate ABS (single-A) cheap to
comparable Corporates
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capital structure (3-year, fixed)
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will likely catch up sooner rather than later, although
likely with more volatility.

For example, subordinate ABS remain cheap to
comparable unsecured Corporates. Single-A Auto ABS
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indicative spreads currently stand at 185bp versus JULI
single-A paper at 80bp (Chart 2). Single-A Bankcard
ABS indicatives tightened by 10bp to 190bp this week,
which is wider than Auto ABS and also far behind
Capital One CDS at 95bp. The 190bp on the Bankcard
ABS is also representative of a benchmark issuer (i.e.,
AA rated bank) in comparison to weaker sellers/servicers
in Auto ABS and Capital One’s senior unsecured rating
being split single-A/BBB. Capital One single-A and
BBB ABS would be roughly 300bp and 400bp,
respectively, with significantly more pickup. BBB
Credit Card ABS also show a positive differential to
BBB Corporates (Chart 3), but the single-A to AAA part
of the capital structure for Credit Card ABS looks too
steep relative to historical and to the BBB to single-A
credit curve (Chart 4). We expect spreads to tighten
across the credit curve, but the single-A to AAA segment
should flatten the most.

Single-A Bankcard ABS is our top pick to capture the
value in subordinate ABS, with top tier names (those
with bank unsecured ratings at or above single-A)
preferred due to lower volatility and lower issuer
headline risk. Even by sticking to the best issuers, we
find subordinate ABS offer an attractive spread pickup to
comparable Corporates, providing the additional benefit
of structure and lower issuer risk, but sacrificing some
liquidity due to the lack of supply and a smaller investor
base. However, as risks of the worst housing and
unemployment scenarios fade, investors should be more
willing to expand beyond the benchmark ABS to off-the-
run.

Overall, we remain bullish on Consumer ABS based on
supportive market technicals and the improving
fundamental outlook. J.P. Morgan economists revised up
US 4Q09 GDP growth to 4.5% (from 3.5%) with risks
tilted to the upside of the 3.5% growth forecast for 2010.
In addition, this week’s consumer credit data shows that
the theme of further consumer de-leveraging remains
intact — in October, consumer credit decreased at an
annual rate of 1.7%, down 9.3% for the revolving
component (i.e., credit cards) and up 2.6% for
nonrevolving (i.e., autos). Consumers’ reduced demand
for credit, coupled with FAS 166/167 accounting changes
for securitizations (e.g., consolidation of SPVs),
translates into negative net supply; this shortage will help
ABS spreads grind tighter throughout most of the year,
particularly when combined with a (gradually) improving
credit story. Finally, AAA ABS yields are still attractive

J.PMorgan

versus other high quality sectors including Agency MBS
and Agency debt.

In ABX and subprime RMBS, we see long-term value in
the sector, and continue to highlight that prices have
lagged the overall risk rally in other sectors. However,
after the December rally we are again testing price levels
that have proven to be difficult to breach all year. As
such, we recommend waiting for better price entry points
to add further risk exposure.

Lastly, of note for the upcoming week, the FDIC will
hold an open board meeting on Tuesday, Dec. 15, at
10am (EST)’. Included on the discussion agenda will be
the 1) rulemaking on treatment by the FDIC as
conservator or receiver of securitized assets and 2) the
final rule to amend the general risk-based capital rule to
reflect FAS 166 and 167. The American Securitization
Forum (ASF) plans to hold a conference call for
members the following day (at 11am EST) to review the
FDIC’s meeting. ASF representatives already met with
regulators last week to discuss these topics.

On the first item on the FDIC’s agenda, the FDIC issued
an Interim Rule last month, which grandfathers
securitizations completed on or before March 31, 2010
under the existing safe harbor protection (or legal
isolation/true sale) provision in the event of bank issuer
receivership. At next week’s meeting, the FDIC intends
to propose rules to fully address the potential treatment
of any participation or securitization completed after
March 31, 2010 by adding conditions required to satisfy
true sale (e.g., “skin in the game,” compensation
structure to rating agencies and underwriters, and
servicing flexibility). However, it is possible that the
FDIC may choose to extend the timeline in order to draft
an appropriate final rule.

On the second agenda item, there is currently a notice of
proposed rulemaking (NPR) by the regulators on
regulatory capital with FAS 166 and 167°. The NPR
seeks to eliminate the exclusion of consolidated ABCP
program assets from risk-weighted and also present an
incremental phase-in of increases in banks’ capital
requirements as a result of the accounting changes. The

7 Notice of meeting:

http://www.fdic.gov/news/board/notice ] SDEC2009.html

§ NPR published in Federal Register, Vol 74, p.47138 (September 15,
2009). Announcement:

http://www .fdic.gov/news/news/financial/2009/fi109049a.html
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comment period for the NPR already ended in October.
ASF, representing the securitization industry, responded
in a comment letter’, requesting among other items 1)
continued exclusion of certain consumer ABCP conduits
from risk-based capital, 2) the availability of Basel 11
framework for conduits to compute risk-based capital
requirement (as used by non-U.S. banks), 3) a six-month
moratorium on capital changes stemming from
consolidation, then a three-year phase in period 4)
development of regulatory framework for securitization
regardless off US GAAP accounting treatment, and 5)
exemption from capital charges of certain legacy
securitizations where there is no implicit recourse.

The final resolution of these two issues will be critical to
the market. We expect that the regulator will recognize
the important role of securitization to funding consumer
credit and set appropriate rules that ensure the long-term
viability of the ABS market. This would mean taking a
risk-based approach (as with Basel II) rather than broad
sweeping measures such as minimum thresholds of risk
retention. In addition, a longer time horizon should help
ease the transition to any new capital regime with less
disruption to the securitization markets.

Rate modifications having minimal
impact on ABX performance

One investor concern around loan modifications relates
to reduced assets yields (WACs) that in turn reduce
excess spread. While WACs have dropped since early
2008, the decline has been a function of defaults, prepays
and lower rates, rather than loan modifications. This
year, there have been roughly 32,500 loan modifications
across ABX deals, of which 20,600 involved interest rate
reductions (including those that also involved principal
reductions, and capitalization of arrears).

Since December last year, WACs on the underlying
collateral pools of the ABX indices have dropped by
1.10% for the 06-1, 1.20% for the 06-2, 0.87% for the
07-1, and 0.85% for the 07-2(Chart 5). Chart 7 shows
that monthly rate modifications as a percentage of the
October outstanding balance have steadily declined to
roughly 0.5% per month. On a cumulative basis, the rate
modifications account for 6.2%, 8.5%, 7.1% and 8.7% of
the current outstanding balance for the 06-1, 06-2, 07-1

% ASF comment letter on regulatory capital NPR:
http://www.americansecuritization.com/uploadedFiles/ ASFNPRrespons
eoctober152009.pdf

Amy Sze"°, CFA (1-212) 270-0030
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Chart 5: ABX average WACs
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Chart 6: ABX bond coupons
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Chart 7: ABX rate modifications
(Monthly modified balance) / (October 2009 outstanding balance)
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and 07-2 indices, respectively. Given the average rate
modification reduces the interest rate by 3%, the total
impact on the weighted average pool WAC would be 20-
25bp. The rate modifications have not led to a huge drop
in collateral yields.

Most of the decline in asset yields has been due to
prepays and defaults of higher interest rate loans as well
as low LIBOR rates. At the same time, the drop in
LIBOR has also sharply reduced the coupon on the bond
certificates (Chart 6). This has more than offset the
decline in asset yields and as a result, most of the ABX
bonds have generated excess interest collections to
absorb collateral losses. Chart 8 shows the average
excess interest collections as a share of outstanding
collateral balance. The drop in bond certificate coupons
corresponds directly with the increase in the available
excess interest to cover losses. However, the “excess” is
minimal relative to the pipeline of defaults flowing
through ABX given over-collateralization accounts are
fully depleted.

With non-agency loan modifications on the decline (the
current monthly pace is roughly 1400 total modifications,
as compared to a pace of 4000-5000 in the first half) and
servicers mainly concentrating on their agency and prime
portfolios, future rate modifications are unlikely to have
a significant impact on subprime pools.

Week in review

A $193mn Non-Prime Auto Loan ABS priced this week
with the AAA 2.4 year yielding 4.8%, the AA 1 year at
6% and the A 1-year at 11%. In addition, two classes of
FFELP Student Loan Rate Reset Notes were being
remarketed. Year-to-date ABS supply stood at $135bn,
including $93bn TALF eligible. TALF ABS loan
subscription to date, including the $2.7bn for the
December 3rd round, totaled $52bn (excluding Small
Business)'’.

The secondary market was buzzing with activity even
with spreads at recent tights. Credit Card ABS rallied,
while the rest of the ABS market held firm this week.
AAA Card ABS floating-rate spreads narrowed by Sbp.
Subordinate Card ABS on both the fixed and floating
sides tightened in 10bp. ABX prices rallied roughly 2-3

' Including SBA, the total amount of TALF ABS loan
request to date is $54bn.

J.PMorgan

Chart 8: ABX average excess interest (% of outstanding
collateral balance)
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points on the broad improvement in sentiment over the
past two weeks.

The Treasury released the November update of the Home
Affordable Mortgage Program (HAMP) on Thursday
(Table 1). 112,872 trial offers were extended in
November, while 108,064 trial modifications were
started taking the cumulative tally to 759,058 trial
modifications. The total number of permanent
modifications, however, is still quite low at 31,382. 56%
of the trial modifications were from the agency space,
while 31% were private and 13% were held in bank
portfolios. California, Florida, Illinois, Arizona and New
York have seen the most HAMP activity, together
accounting for 46% of all modifications.

Moody’s placed on review for possible upgrade five
tranches of 2005 and 2006 Americredit Non-Prime Auto
Loan ABS. In addition, the rating agency also upgraded
or place on review for possible upgrade tranches of
Capital One’s Auto Loan ABS from 2006 and 2007. The
non-declining credit enhancement across all the affected
seasoned deals has built up significantly relative to
remaining projected losses.

The LoanPerformance home price index declined by
1.95% (annualized) in October, while the September
reading was revised downwards from 0.1% to -3.7%. The
seasonally adjusted 1-month HPA, however, has been
positive for six consecutive months now, with October at
3.7%, September at 0.6% and August at 5.8%. Year-
over-year price declines (12-month HPA) continued to

40 “°|ndicates certifying analyst. See last page for analyst certification and important disclosures.
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Table 1: HAMP Program November update

J.PMorgan

Cumulative through November 2009 November 2009 only

Estimated eligible ~ Trial offers Offers extended AITHAMP  Active Trial Permanent Active mods Trial offers All HAMP trials

Servicer 60+ delinquencies extended (% of 60+) Trials started mods mods (% of 60+) extended started
Bank of America 1,018,192 244,139 24% 158,462 156,864 98 15% 31,386 21,468
Chase 448,815 199,033 44% 143,027 136,686 4,302 31% 16,411 9,039
Wells Fargo 334,949 148,240 44% 104,808 96,137 3,537 30% 16,058 11,156
Citi 233,924 127,594 55% 103,478 100,124 271 43% 16,798 14,510
Wachovia 82,457 6,542 8% 2,371 1,980 351 3% 1,380 8
Saxon 80,309 39,145 49% 35,608 35,565 42 44% 818 581
GMAC 67,539 39,657 59% 28,275 19,559 7111 39% 3,767 5,197
Ocwen 66,351 15,961 24% 9,783 5,515 4,252 15% 2,765 2,147
SPS 61,615 42,244 69% 26,806 19,552 218 32% 4,549 8,650
Other Servicers 905,629 170,282 19% 146,440 125,044 11,029 15% 18,940 35,308
Total 3,299,780 1,032,837 31% 759,058 697,026 31,382 22% 112,872 108,064

Source: FinancialStability.gov

Disclaimer: FinancialStability.gov and the United States Government (including the Department of the Treasury) cannot vouch for the data or analyses derived from this
data after the data has been retrieved from FinancialStability.gov.

recover and reached -6.1% in October, compared to -
7.5% in September and -8.7% in August. The other main
home price indices, FHFA Purchase Only and Case-
Shiller 20-city composite, have also improved
significantly and are at -3.0% and -9.4% (y-o-y HPA for

September), respectively.

The updated J.P. Morgan HPI model projects that home
prices will bottom in the second half of 2010, with peak
to trough HPA at -16.5% and -35.2% for the FHFA and
Case-Shiller national indices, respectively (see Chart 9).
Our updated projection is more optimistic in the short run
(recovering faster in the next six months), but with a
delayed housing price bottom and a more prolonged
housing recovery. As we look ahead, high
unemployment remains the key threat to the demand
side, while the biggest downward risk on the supply side
is the uncertainty of the shadow inventory liquidation

timeframe.

Chart 9: Case-Shiller and FHFA national index history
and model projections
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Table 2: ABX.HE price and spread performance
Price and spreads

Current 1-wk 10-week
12/10/09 Change Avg Min Max
Price

ABX.HE.07-2
PENAAA 36.21 117 33.92 29.00 36.63
AAA 33.10 1.35 30.93 27.88 3313
AA 4.55 0.01 443 4.00 4.69
A 4.38 -0.05 4.14 345 4.50
BBB 3.52 -0.07 3.44 3.00 3.85
BBB- 3.52 -0.07 344 3.00 385
ABX.HE.07-1
PENAAA 40.25 1.93 38.26 35.06 40.92
AAA 33.15 1.33 30.95 29.00 33.15
AA 4.01 0.10 3.83 3.00 413
A 3.41 -0.09 3.26 273 3.54
BBB 3.41 -0.04 329 2.54 378
BBB- 341 -0.04 3.24 2.50 3.78
ABX.HE.06-2
PENAAA 71.85 1.74 70.51 65.88 75.90
AAA 43.75 1.61 41.71 35.75 46.54
AA 11.03 -0.04 10.90 7.50 11.84
A 487 -0.15 4.76 350 5.18
BBB 5.00 -0.05 4.89 2.74 5.31
BBB- 4.98 0.00 4.79 2.64 5.38
ABX.HE.06-1
PENAAA 88.04 0.29 87.90 86.13 89.46
AAA 80.06 0.66 78.74 73.25 82.41
AA 31.91 1.11 29.82 2313 33.06
A 10.93 0.05 1043 8.00 11.69
BBB 4.41 0.00 4.34 4.00 4.65
BBB- 4.50 0.09 4.36 4.00 4.70

Source: J.P. Morgan, Markit
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Table 3: ABS spread performance

Spread to benchmark (bp)

J.PMorgan

Current 1-wk 10-week Current 1-wk 10-week

Benchmark 12/10/09  Change Avg  Min  Max Benchmark Change Avg  Min  Max
Credit Card - Fixed Rate Student Loans (FFELP)
2-yr Swaps 35 0 35 30 40 3-yr Libor 45 0 40 3B 45
5-yr Swaps 55 0 54 45 60 7-yr Libor 80 0 79 70 90
10-yr Swaps 80 0 82 80 85 Global RMBS (UK Bullet)
B-Piece (5-yr) Swaps 190 -10 183 150 200 5-yr AAA Libor 175 0 172 155 180
C-Piece (5-yr) Swaps 265 -10 262 225 300 5-yr BBB Libor 850 0 875 825 1025
Credit Card - Floating Rate Stranded Assets
2-yr Libor 50 -5 54 50 60 2-yr Swaps 25 0 28 25 35
5-yr Libor 75 -5 78 70 8 5-yr Swaps 40 0 46 40 55
10-yr Libor 100 5 101 90 110 10-yr Swaps 60 0 69 60 85
B-Piece (5-yr) Libor 190 -10 183 150 200
C-Piece (5-yr) Libor 275 -10 262 225 300
Auto - Prime Auto - Near Prime
1-yr EDSF 30 0 29 25 30 1-yr EDSF 60 0 61 60 65
2-yr Swaps 40 0 40 35 45 2-yr Swaps 85 0 86 85 90
3-yr Swaps 55 0 55 50 60 3-yr Swaps 130 0 131 130 135
B-Piece Swaps 185 0 194 175 225

Note: Tier 1 names represented by above, e.g., Citi/Chase (Card), Nissan/Honda (Prime Auto), WFS/Capital One (Near Prime), Sallie Mae (Student Loans).

Source: J.P. Morgan

Chart 10: AAA cross sector spreads (3-year)
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Chart 12: 2-year fixed-rate AAA ABS spread to swaps
(bp)
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Chart 13: 5-year fixed-rate AAA ABS spread to swaps
(bp)
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Chart 14: Single-A floating-rate ABS spread to Libor
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Chart 15: 3-year floating-rate AAA ABS spread to Libor
(bp)
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Chart 16: 5-year fixed-rate AAA ABS spread to Treasuries
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Chart 17: Single-A ABS versus Corporates
Spread differential (bp)
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CMBS

e Although it is likely that trading volume will
steadily decline into year-end, we expect the bid
for cash bonds to remain relatively strong,
causing spreads to remain stable and tighten
further from current levels. While several weeks
ago we turned tactically neutral as we feared
year-end profit taking and positioning could push
spreads wider, we believe that much of those
issues have been worked out and as such, return
to our overweight bias on legacy super-senior
bonds.

e We favor non-TALF eligible A4s over similarly
rated TALF eligible A4s and expect that the
spread differential between the two will continue
to narrow in 2010. Ultimately, over the next 3-6
months we look for TALF eligible A4 bonds to
trade inside S+200 and for non-TALF eligible
Ads to trade around S+300. Remain overweight
‘AMs’ and select ‘AJs.” The bid from PPIP
buyers should help soak up supply and signs that
the economy may be improving should cause
investors to re-price these bonds higher over the
coming year as they consider less draconian stress
scenarios.

e Stay long-risk CMBX exposure to tranches rated
as low as ‘A’ for the CMBX.1 and CMBX.2 and
tranches rated ‘AA’ on series 3 and 4 and look
for the corresponding AAA/AA or AAA/A credit
curves to flatten. We remain negative on
tranches rated BBB and expect AAA/BBB curves
to steepen as we move through the first half of
2010 as realized losses force investors to re-price
tranches at the bottom of the capital structure.

Michael C. Reilly (1-212) 270-1323

Market views

Super senior cash bond spreads resumed their tightening
trend over the past two weeks following investors’ year-
end rebalancing and into the December TALF
subscription. Spreads seem biased to tighten into the
TALF subscription as limited selling forces investors
to bid up bonds, which is a pattern we’ve observed
since the September TALF subscription (Chart 1).
Although we expect trading volume will steadily decline

J.PMorgan

Meghan C. Kelleher (1-212) 270-2017

Chart 1: Super senior bonds tightened into the TALF
subscription, following the same pattern observed
since September
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Chart 2: ‘AM’ and ‘AJ’ cash bonds have yet to fully
recover from November’s sell off
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into the year-end, the bid for cash bonds will remain
relatively strong, causing spreads to remain stable and
tighten further from here.

While several weeks ago we turned tactically neutral
as we discussed fears around year-end profit taking
and investor and dealer positioning, we believe that
much of those issues have been worked out and as
such, we return to our overweight bias on legacy
super-senior bonds as well as cash AMs and select
AJs. In synthetic space we look for the AAA/AA
credit curves to flatten over the coming months, but
expect AAA/BBB curves to steepen as realized losses
force investors to re-price tranches at the bottom of
the capital structure. It feels as if dealers’ positions
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have decreased relative to month-ago levels and they are
currently better able to absorb any supply that comes to
market. TALF ineligible bonds tightened roughly 40bp
on the week to S+570bp and we believe may still have
room to tighten by as much as several hundred basis
points before reaching our 2010 spread target. Further
down the cash capital structure, we recommend ‘AM’
and select ‘AJ” bonds. We ultimately believe that many
(if not most) of these bonds will receive full principal
back down the line despite their significantly discounted
dollar prices. In addition, following the sell off in
November, while super senior bonds have recovered,
‘AM’ and ‘AJ’ bonds largely have not. These bond
prices still remain roughly 15% below the peak levels
seen in October (Chart 2) and offer additional upside.

The market was also encouraged by the success of
several new issue transactions that priced recently, which
offered considerably stronger underwriting than was
available previously (Chart 3). While this, coupled with
an obvious supply/demand imbalance, led to tight
new issue pricing spreads, it also makes legacy CMBS
look cheap on a relative value basis. Even though
single-borrower deals will likely not be sufficient to meet
the large refinance needs over the next decade, they
represent a step in the right direction and indicate that
both the lending and capital markets are thawing. We
expect more of these transactions will be issued next year
and that as we move through the year, confidence in the
process will firm, risk appetite will slowly return and
broader conduit lending and securitization will begin
again.

Commercial Real Estate Lending Shifting to Agency
Hands

Thursday’s release of the Fed Flow of Funds provided
another data point that commercial real estate debt

Michael C. Reilly (1-212) 270-1323
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Chart 3: The quality of new issue transactions is
notably better than past conduit deals
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outstanding continued to drop in the third quarter, led by
declines in CMBS and commercial bank loans
outstanding. In addition, since 2007, the percentage of
the market held in private hands (banks, CMBS,
insurance companies, savings institutions, others) has
fallen roughly 2% to under 85% (Table 1). While not a
massive decline, the relative increase in GSE and
government lending reflects that these have been the only
real source of lending in recent quarters.

GGP Reorganization Updates

On the GGP front, first, early on Wednesday GGP was
reporting that 30 additional mortgages would be included
in the previously announced reorganization plan. That
plan, which included $9.7 billion of mortgage debt
generally involved several year extensions in exchange
for steeper amortization schedules and greater cash flow
sweep provisions. In addition, GGP reported that it will
generate enough cash to cover the estimated $51.6mm

Table 1: Private lending has been displaced by GSE and government lending

% of CRE Debt 2007 | 08Q1 08Q2 08Q3 08Q4 | 09Q1 09Q2 09Q3
Commercial Banks 42.1% | 42.3% 42.6% 44.1% 44.4% | 44.6% 44.7% 44.6%
CMBS 235% | 22.8% 222% 21.6% 21.1%|20.9% 20.7% 20.6%

GSEs and Federal-Related ~ 8.7% | 9.0% 9.3% 95% 9.8% | 10.0% 10.2% 10.5%
Life Insurance Companies 92% | 92% 92% 92% 92% | 91% 9.0% 9.0%
Savings Institutions 65% | 6.7% 6.7% 55% 55% | 56% 56% 55%

All Others 54% | 56% 55% 55% 53% | 52% 51% 5.0%

Federal, State & Local Gov't  4.6% | 45% 45% 46% 4.7% | 46% 46% 4.8%

Source: J.P. Morgan, Federal Reserve Flow of Funds
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shortfall in 2010.

Later in the day, this better news was tempered as
Dillard’s objected to the reorganization plan on the
grounds that it didn’t meet all of the agreements in the
original leases. They claimed that the plan potentially
undermines their rights at 36 malls where they are a
tenant. The next day of note for GGP is next Tuesday,
December 15th, when the reorganization plan will be
considered in court. In Appendices I and II of this report
we list the aggregate CMBS exposure to GGP by deal
and the individual loan-level breakout

Simon Property Acquires Prime Outlets

On Tuesday, Simon Property Group announced its plan
to acquire Prime Outlets in a deal valued at $2.33 billion.
Simon reported they had acquired Prime’s portfolio of 22
outlet centers, thereby increasing the entire Simon retail
portfolio to 63 centers totalling around 25 million square
feet of space. On the heels of the deal, Simon also
commented that the purchase did not put a stop to their
considering potential purchases of GGP assets.

Examining the relationship between unemployment and
CMBS delinquencies

In light of last week’s surprisingly strong unemployment
report and the peaking of unemployment that will likely
occur in 2010, we examine the current relationship
between unemployment and CMBS delinquencies.

To date, CMBS delinquencies have unsurprisingly shown
a very high correlation with unemployment, with an R-
squared of 0.82 from the start of the series (Chart 4).
While the relationship is very strong, it clearly diverges
at the peaks and troughs of the respective series. This
divergence is expected to continue for at least several
months.

Table 2 shows the 2003 peak and 2007 trough for the
national unemployment rate and CMBS 60+ day
delinquency rate. In the downturn in the part of this
decade, unemployment peaked at 6.30% in June of 2003,
six months before the CMBS delinquency rate peaked in
December. In 2007, CMBS delinquencies formed a
trough in July at 0.20%, four months after the lowest
unemployment reading of the cycle of 4.40%, recorded in
March of 2007. Following these predictions, we could

Michael C. Reilly (1-212) 270-1323
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Chart 4: Unemployment and CMBS delinquencies are
highly correlated, with an obvious lag around cycle
turns

1% 1

Unemployment (left) —— 60+ DLQ (right) - 4.5%
10% -
9%
8% -
% 4
6%
5% -
4% A

3% T T T T T 0.0%
Jan-99  Nov-00 Sep-02 Jul-04 May-06 Mar-08

Source: J.P. Morgan, Trepp, Bureau of Labor Statistics

Table 2: In previous cycle shifts, CMBS delinquencies

have lagged unemployment by 4-6 months
Unemployment 60+ DLQ  Lag (months)

2003 Peak Value 6.30% 1.24%

2003 Peak Date June-03 December-03 6
2007 Trough Value 4.40% 0.20%

2007 Trough Date March-07 July-07 4

Source: J.P. Morgan, Trepp, Bureau of Labor Statistics

expect delinquencies would peak 4-6 months after
unemployment peaks. If we believe that the November
unemployment reading represented the forming of a
peak, CMBS delinquencies could in theory, turn
sometime early in 2010.

However, we view this as highly unlikely for three
reasons. First, while the November print was certainly
encouraging, we are not yet confident that a peak has
been reached and would like to see several further
months of stability. Our internal expectation is for
unemployment to peak during 1H2010 between 10-
10.5%.

Second, the lag will likely be longer than in the past
given the magnitude of economic weakness experienced
and our expectation for the relatively slow pace of
recovery. In the past economic downturn,
unemployment peaked at a fairly manageable level (by
historic standards) of 6.30% before declining. Such a
shallow downturn and fairly strong recovery permitted
property cash flows, and thus delinquencies, to recover
fairly quickly. However, in this downturn,
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unemployment reached much higher levels and is
anticipated to recover much more slowly. In this case,
even if and as unemployment drops, the state of the labor
markets may still be such that CMBS delinquencies have
a hard time stabilizing and dropping as quickly as they
have previously.

Third, in the previous delinquency peak in 2003, term
delinquencies were really the only major contributor to
the total delinquency rate as loans could more easily
refinance into a declining cap rate environment. Moving
forward this will not be the case. While term
delinquencies may start to decline as the labor market
recovers, balloon delinquencies will likely continue
given the strained financing conditions and severe
property price declines that have been experienced over
the past two years. Therefore, we expect there could be a
roughly half-year delay (or slightly longer) after
unemployment peaks to mark the peak for ferm
delinquencies, but the overall delinquency rate may
continue to rise as borrowers face difficulties refinancing.

While we think the lag will be longer than in the past, a
peak in the unemployment rate will surely aid property
cash flows. Ultimately we expect 60+ delinquencies to
rise to the high single digits by the end of 2010 before
slowly trailing lower.

We next went one step further to see the relationship
between each individual state’s level of
unemployment and delinquency rate (Chart 5). The
three states with the highest unemployment rates
(Michigan, Nevada, and Rhode Island) also have the
three of the four highest delinquency rates (Arizona’s
10.22% delinquency rate is second highest behind only
Rhode Island). Similarly, many of the states with the
lowest unemployment rates, which are generally found in
the mountain region, exhibit low delinquency rates as
well, all below 3%.

We then ran similar analyses for the various major
property types. Overall, lodging property delinquencies
had the highest correlation with state unemployment at
21% (Chart 6). This makes some sense as hotel
operators are able to adjust room rates each day. Office
and multifamily properties showed similar correlations
between 16-17%, while retail properties showed the
lowest, clearly skewed by three outliers in North Dakota,
Oklahoma and Arizona (Chart 7).
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Chart 5: An individual state’s unemployment rate
appears to be a decent predictor of its CMBS
delinquency rate
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Chart 6: Lodging properties’ delinquencies showed
the highest correlation with state unemployment
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Chart 7: Retail delinquencies showed the lowest
correlation to unemployment
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U.S. House of Representatives Pass Regulatory Reform
That Supports CMBS

Today the U.S. House of Representatives passed
regulatory reform, H.R. 4173, The Wall Street Reform
and Consumer Protection Act of 2009, which includes
language that refers to the “skin in the game”
requirement that issuers of securitized products will be
held to. Recall that the lowest-rated tranches (those
below investment grade) in a CMBS transaction are
typically purchased by a third-party B-piece buyer, who
retains the first risk of loss. The legislation that was
passed today grants regulators the ability to allow these
third-party investors to satisfy the retention requirements.
This relieves the issuing entity from owning these bonds
to satisfy the retention requirement and to hold a
commensurate amount of regulatory capital against it.
While the extent of financial reform has yet to fully be
realized by the investment community, we view the
acknowledgement that all products can not be regulated
with the same broad brush strokes as important and may
pave the way for the further resurgence of the CMBS
new issue market. We also view it as a positive that the
legislation recognizes the fact that FAS 166 and 167 may
increase the cost of credit and thereby reduce credit
availability.
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Outlook and recommendations

Spread outlook

Security Outlook Logic Comments
AAA basis Overweight super-senior Add exposure as we expect triple-A bonds will We expect bonds with original 5-year average lives to
AAAs tighten as we move through the year as supply end the year at about S+300-350, while bonds that
remains low and alternative high-quality assets offer  originally had 10-year average lives should end the
lower yields. year between S+150-300, depending on TALF
eligibility.
AA&A cash basis Selectively overweight Changes in tax rules make it easier for special
servicers to modify loans. This, at the margin, will
reduce the magnitude of losses to many 2005-2007
vintage fixed-rate deals. At-the-money tranches,
such as AA and As will likely benefit the most.
BBB and BBB- Underweight These spreads will continue to take much of their Until economic fundamentals improve and rating
cash basis near-term direction from events occurring in other agency downgrades abate, we remain underweight.
credit sectors, investors’ reassessing their
expectations of the risk of the underlying collateral
and the speed with which the rating agencies begin
to downgrade bonds.
Relative value recommendations
Sector Recommendation Logic Comments

ASBs vs. 10-year
super-senior
AAAs

‘AM’ and ‘AJs’ vs.

10-year super-
senior AAAs

Buy 10-year super-senior
AAAs

Buy AMs and select AJs

Offer more liquidity and will gain more sponsorship
from new entrants looking for the most “plain vanilla”
bonds.

The coming bid from PPIP fund managers,
combined with a scarcity of bonds, will likely push
prices another 15-20 points higher over the next few
months.

These bonds are less liquid and may experience more
rating volatility than senior triple-As.
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Collateralized Debt
Obligations

e Monday will be the last day for our CDO
Client Survey, and we would appreciate a few
minutes of your time, as this is intended to
promote market transparency. We will share
aggregated results with clients who submit
responses in advance of the official release.
Please click on the link or paste into a new
internet browser window:
http://www.surveymonkey.com/s/87XBH2T

e  CLO valuations are holding up well heading
into yearend, and despite significant paper
coming out in BWICs, the bid has remained
firmer than many participants had
anticipated. This was demonstrated in some
of the CDO liquidations this week, with
significant interest in AAs and single-As a few
points back (5 and 3 points, to $75 and $62,
respectively) than the November highs. AAA
spreads remain firm at 275bp

e  Given the strong demand in CDO
liquidations and other observed activity,
investors attempting to ‘buy on dips’ will find
this difficult and we believe the recent price
drop in AAs and single-As will prove
temporary. We stay Overweight and believe
the widening of the CLO basis to loans is
overdone though the best opportunities are in
senior bonds where the probability of loss has
declined and the yields are compelling versus
ABS, Corporates, and other asset classes

e There is renewed speculation about a
resurgent primary CLO market and while
there is little visibility entering yearend, we
stand by our $5 billion estimate of global
primary CLO volume for 2010. This estimate
is a small fraction of the market’s heyday
(3% of $157bn in 2006) and highlights the
challenges

e Whether a given CLO primary transaction is
successful in 2010 depends on the investor
reaction to the proposed manager/issuer, and
the transaction would need to balance equity
economics and debt resilience. This economic

J.PMorgan

Table 1: CDO spread performance & recommendations
Spread to Libor (basis points) for originally-rated categories

WAL  Current Change Change

Sector Recommendation
(years) Spread* vs 12/03 YTD
uscLo
AAA 6-8 275 0 -225 Ov erw eight
AA 7-10 75 -5 35 Ov erw eight
A 8-10 62 -3 42 Overw eight
BBB 9-11 45 -5 30 Ov erw eight
BB 9-11 35 0 25 Ov erw eight
HG SF CDO
Sr AAA 6-8 1327 -4 195 Underw eight
Jr AAA 6-8 Underw eight
AA 6-8 Underw eight
A 7-10 Underw eight
BBB 8-11 Underw eight
Mezz SF CDO
AAA 6-8 2828 0 278 Underw eight
AA 6-8 Underw eight
A 7-10 Underw eight
BBB 8-11 Underw eight

Source: J.P. Morgan. Note: 1. CLO spreads (AA to BB) are changed to dollar
prices since 11/21/2008. 2. AAA spread levels are for weighted average senior
spreads unless otherwise noted. 3. Given the increased performance tiering,
dispersion is significant and our series represents “mid-quality” pricing.

tradeoff is nothing new, just challenging as
the credit crisis is digested and we discuss
AAA resilience in the ‘new’ primary
structure vis-a-vis stressed cumulative loss
projections

e To be clear, the real issue for the CLO
market is whether securitization in general is
accepted by banks and financial institutions
for their funding needs, which is far from
certain in the longer term. That aside, there
are still more specific questions about CLO
collateral, structure, leverage and regulatory
issues (risk retention rules, bank capital
treatment, etc) that still need to be addressed
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Last Day: J.P. Morgan Client Survey

We would appreciate a few minutes of your time in our
CDO Client Survey, intended to promote market
transparency. Individual responses will be kept strictly
confidential and the analysis will be produced on an
aggregated/statistical basis. We will share the aggregated
results with clients who submit responses in advance of
the official release. The survey is open until Monday
December 14th close of business and we thank you for
your participation. Please click on the link or paste into a
new internet browser window:
http://www.surveymonkey.com/s/87XBH2T.

Secondary Comment

CLO valuations are holding up well heading into yearend,
and despite significant paper coming out in BWICs, the
bid has remained firmer than many participants had
anticipated. This was demonstrated in some of the CDO
liquidations this week, with US AAA spreads remaining
at 275bp, but significant interest in AAs and single-As a
few points back (5 and 3 points, to $75 and $62,
respectively) than the highs reached in November. AAA
spreads unchanged at 275bp.

Relative Value

Given the strong demand in CDO liquidations and other
observed activity, investors attempting to ‘buy on dips’
will find this difficult, and we believe the recent price
drop in AAs and single-As will prove temporary. We
stay Overweight and believe the widening of the CLO
basis to loans is overdone (Chart 2), though the best
opportunities are in single-As to AAAs where the
probability of loss has declined and the yields are
compelling versus ABS, Corporates, and other assets.
We see significant spread tightening potential in AAAs
and our 150bp spread target in scenarios where WALs
end up in the 4-5 year range is very reasonable given the
context of related securitized products (Chart 3), so
‘extension risk’ is a moot point amidst the yield grab.
Finally, while there is less immediate upside in
subordinates and mezzanine, following the immense
credit curve compression, many bonds represent cheap
options on recovery (especially as leveraged loan default
and downgrade rates stall). A reasonably long time frame
(> 12-18 months) is probably appropriate to recoup
significant upside in subordinates and mezzanine,
however, given that many bonds are currently PIKing,
and the rate of O/C accumulation will probably slow with
stabilizing loan prices.

J.PMorgan

Chart 1: Modeled CLO cumulative loss based on
underlying loan prices (November versus April) versus
hypothetical AAA tranche subordinations
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Chart 2: US leveraged loan price differential to US CLOs’
weighted-average price
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Chart 3: Sample securitized product AAA spreads (bp, y
axis) versus WAL (x axis)
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A New Issue market in 20107?

There is renewed speculation about a resurgent primary
CLO market and while there is little visibility entering
yearend, we stand by our $5 billion estimate of global
primary CLO volume for FY 2010. This estimate is a
small fraction of the market’s heyday (3% of the $157bn
issued in FY 2006'") and underlies our view a significant
revival is not in the cards (at least, not in the next 6-12
months).

Nevertheless, as market participants come to terms with
the dearth of meaningful opportunities to eke out returns,
as the first transactions come to the fore'?, market
psychology will change, which has been evidenced in the
ABS and now CMBS market. Of course, whether a given
CLO primary transaction is successful depends on the
investor reaction to the proposed manager/issuer and as
we argued in our Outlook'” the transaction would need to
balance equity economics and debt resilience. This
economic tradeoff is nothing new, just very challenging
as the credit crisis is digested. We provided a case-study
of equity economics in the Outlook, but Chart 1 plots our
cumulative loss projections (loan market’s trough in April
versus today) superimposed on hypothetical AAA
subordinations. It’s not clear where the first ‘new’ CLO
capital structures will come out, but debt funders require
adequate resilience and equity requires an attractive
return, all the more challenging as the de-leveraging trend
makes its mark.

To be clear, we think the real issue for the CLO market is
whether securitization in general is again accepted banks
and financial institutions for their funding needs, which is
far from certain in the longer term. That aside, there are
still questions about collateral, structure, leverage and
regulatory issues (risk retention rules, bank capital
treatment, etc) that still need to be addressed.

"'See CDO Monitor: 2006 Review and 2007 Outlook,
December 11, 2006 (the $157bn global figure excludes
European SME issuance).

12 «Silvermine sparks hope of CLO revival. What would it
take?”, Standard and Poor’s LCD, December 4, 2009.

13 J.P. Morgan 2010 CDO Outlook, November 25, 2009.
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Standardized Options. If you have not received the OCC documents and prior to reviewing the information provided above, contact your JPMorgan
representative or refer to the OCC website http://www.optionsclearing.com/publications/risks/riskstoc.pdf.

Copyright 2009 JPMorgan Chase & Co. All rights reserved.

° Indicates certifying analyst. See last page for analyst certification and important disclosures.
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Origins of QM & QRM

The Dodd-Frank Wall Street Reform and Consumer Protection Act
(Dodd-Frank Act) required regulators to create two new mortgage
classification rules. One imposes a requirement on originators to underwrite
loans with an eye toward the consumer’s ability to repay the loan, while the
other is an investor protection rule that would require issuers of mortgage-
backed securities (MBS) to retain part of the credit risk associated with
certain mortgages underlying the securities.

QM was designed to protect consumers from unsustainable loans.

The QRM rule was designed to protect investors by effectively limiting
mortgages to traditional products. These rules should be aligned, as the
objectives are consistent: safe loans for borrowers perform well for
investors.




Ability to Repay Requirement (QM Rule)

Mandated by Dodd-Frank, the Ability to Repay rule is intended to protect
consumers against risky and unsustainable mortgage loans.

The Consumer Financial Protection Bureau (CFPB) recently issued the final
rule, which required originators to confirm a consumer’s ability to repay
the mortgage by looking at specific criteria, including verified income and
assets. The final rule also excluded the risky loan terms most closely
associated with the housing crisis, including:

* “No doc” loans
* Negative amortizing loans

 Interest-only loans




QM Rule, Cont.

The rule also set a maximum “back end” debt-to-income ratio of 43% and
limited the safe harbor to prime loans, ensuring that loans with low
downpayments will have strong compensating factors. The rule does contain
a temporary exemption from the DTI requirement for loans eligible for
purchase, guarantee or insurance by federal government agencies or the

GSEs. These agencies’ underwriting engines incorporate compensating
factors.




Risk Retention Requirement (QRM)

The risk retention rule is designed to protect investors by ensuring that
issuers stand behind the products they are securitizing, and would require
issuers of MBS backed by loans falling outside an established safe definition
to retain 5% of the risk associated with those loans.

Dodd-Frank created the QRM as an exemption from risk retention for loans
that are well underwritten, fully documented and that do not contain risky
loan features (negative amortization, payment shock, etc.). Not knowing
what exactly the QM rules would say, Dodd Frank required that this
definition be no broader than the credit box established under the QM rule




QRM Should Equal QM

Harmonizing the two rules, i.e. making the QRM standards equal to the

QM standards, will ensure that safe and sound lending protections are put
in place, but without unduly restricting the housing market from efficiently
accessing private capital. Failure to synchronize these rules will entrench
the market’s current dependence on government-backed lending as private-
market mortgages will be more expensive.




QM is Safer than Traditional Prime Mortgages

Percent of Loans 90+ Days Delinquent, in the Foreclosure Process, or Foreclosed Upon
by February 2011, 2000—-2008 Originations

35

30
25
20
15
10
5 H =
0
Subprime Alt-A Prime M Loans
Conventional Conventional

Existing loans that meet the QM requirements have performed extremely well, even through the recent
financial crisis.

Moreover, the safe harbor provided by the final QM rule applies only to loans whose APR is less than
150 basis points above the Average Prime Offer Rate. This restriction means that QM loans cannot have
significant risk, and will ensure that QM loans with high LTVs will have strong compensating factors.

Citation: Roberto Quercia, Lei Ding, and Carolina Reid (2012). "Balancing Risk and Access: Underwriting Standards for
Qualified Residential Mortgages," UNC Center for Community Capital Research Report, January 2012. This analysis utilized
the QM product restrictions but not the DTI restriction.




Risk Retention Is Costly to the Consumer;

Even More So at 90% LTV

Cost of Borrowing Jumps for Non-QRM; Decline in Liquidity and Migration to FHA
when QRM at 10% Exacerbates the Problem

Percent
H Meet the QRM B Less than 20% Downpayment
Less than 10% Downpayment
5.25% +
5.25%
4.75% +
4.75%
) .
Low Estimate High Estimate

Note: Based on an underlying 4% retall rate.

Various estimates indicate that non-QRM loans will be significantly more expensive than QRM loans.
Citation: Moody’s Analytics, ASF, Morgan Stanley, Amherst, NAR, MBA.




90% LTV Tradeoff: Higher Rates or Longer

Wait to Build Downpayment

Years to Save 10% Downpayment
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The QRM rule falls hardest on everyday Americans, with first-time homebuyers and families of color being
especially impacted. The dream of homeownership will become a mirage for many would-be homebuyers,
despite their ability to obtain a safe and affordable QM loan.

* Note: CRL Calculations based on 2010 ACS and BLS median Income. Calculations include years required to save for downpayment and closing costs.




A 90% LTV Excludes Along Racial Lines

Share of Loans Excluded by Downpayment Level
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Citation: Roberto Quercia, Lei Ding, and Carolina Reid (2012). "Balancing Risk and Access: Underwriting Standards for Qualified Residential Mortgages,"
UNC Center for Community Capital Research Report, January 2012.




Raising the LTV Requirement from 80% to 90%

Still Impacts 31% of the QM Market

Percent of Performing QM Loans Excluded Under Alternative Down Payment Requirements
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Risk retention based in large part on downpayment requirements is not necessary for loans that fall within the QM credit box
in light of the significant safety features imposed on mortgages via the final rule.

Downpayment
Imposing a downpayment requirement of 10% will require risk retention for 31% of the QM-eligible market, or else channel
these loans through government sources via the carve-out provided for the GSEs and the FHA.

Following the proposed QRM rule and imposing a downpayment requirement of 20% would require risk retention for
61% of the QM-eligible market, resulting in higher costs to borrowers and increasing government involvement in housing.

Citation: Roberto Quercia, Lei Ding, and Carolina Reid (2012). "Balancing Risk and Access: Underwriting Standards for
Qualified Residential Mortgages," UNC Center for Community Capital Research Report, January 2012. This analysis utilized
the QM product restrictions but not the DTI restriction.




Higher Cost Will Drive Non-QRM Borrowers to
Government-Backed Loans

FHA Share of Market by Downpayment: Higher Cost of Private Mortgages
Drove Borrowers with 5% to 15% Downpayments to FHA
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The QRM exemption for loans secured or insured by the federal government will channel the market toward
government-backed loans, going against the stated policy goals of Congressional leaders, Administration
officials and both industry and consumer advocates, to reduce the government’s footprint.

Source: NAR analysis of LPS data




Best Solution for Consumers and Investors

 QRM was conceived to protect MBS investors against poor underwriting,
sloppy or non-existent documentation, and toxic mortgage products
(2/28s, Neg Am) that often went undisclosed.

e QM has reformed the mortgage market in such a way as to ensure that
borrowers can afford to repay their mortgages using reasonable debt-to-
income ratios, by requiring full documentation of income and assets and by
eliminating many risky loan features, thereby reducing the risk of default.

e Although designed for a different purpose, the QM addresses the same
risks that gave rise to the QRM. The result of CFPB’s work is that loans that
meet QM standards will also be safe for investors, and securities based on
these loans will be transparent for them.

e Thus, to protect investors, safeguard consumers, and preserve
continued access to affordable mortgage credit, the QRM should equal

the QM. .
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