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Re: Credit Risk Retention Re-proposed Rule

Dear Mesdames and Sirs:

Bank of America Corporation (“Bank of America’) appreciates the opportunity to submit
this letter in response to the request of the Department of the Treasury, Office of the Comptroller
of the Currency (the “OCC”), the Board of Governors of the Federa Reserve System (the
“FRB”), the Federal Deposit Insurance Corporation (the “FDIC”), the Securities and Exchange

Commission (the “SEC”), the Federal Housing Finance Agency, and the Department of Housing



and Urban Development (each an “Agency,” and collectively the “Agencies’) for comments
regarding their second proposed rule regulating credit risk retention (the “Re-proposed Rule”).*

Bank of America is one of the world's largest financia institutions and is actively
engaged in facilitating the provision of credit to individual consumers, small and middle market
businesses, and corporations. Since acting as the issuer of the first publicly registered offering of
non-agency residentia mortgage pass-through certificates in 1977, Bank of America has
continued to act as a leader in the securitization market as an issuer itself and by providing
underwriting, distribution, and advisory capabilities to clients. We believe that securitization
helps individua consumers, small and middle market businesses, and corporations by supporting
lending and alowing for an efficient redeployment of capital and new credit creation.
Accordingly, we understand the significant impact that the regulatory framework described in
the Re-proposed Rule will have on the securitization market and, as a result, on the provision of
credit generally in both the primary consumer market and the commercial market.

On April 29, 2011, the Agencies proposed a rule (the “Origina Proposed Rule’)?
regulating credit risk retention under Section 941 of the Dodd-Frank Wall Street Reform and
Consumer Protection Act of 2010 (the “Dodd-Frank Act”).® Bank of America suggested certain
changes to the Original Proposed Rule in a comment letter submitted to the Agencies on July 13,
2011 (the “Bank of America Original Risk Retention Letter”)* and a supplemental comment

letter submitted on August 1, 2011 (the “Bank of America Origina Risk Retention Supplemental

! Credit Risk Retention, 78 Fed. Reg. 57928 (proposed September 20, 2013) (hereafter “Re-proposed Rule”).

2 Credit Risk Retention, 76 Fed. Reg. 24090 (proposed April 29, 2011) (hereafter “Original Proposed Rule”).

% Dodd—Frank Wall Street Reform and Consumer Protection Act, Pub. L. 111-203, § 941, 124 Stat. 1376, 1891
(2010) (codified as amended at 15 U.S.C. § 780-11).

“ Bank of America Corporation, Comment Letter on the Credit Risk Retention Proposed Rule (July 13, 2011),
available at http://fdic.gov/regulations/laws/federal/2011/11c84ad74.PDF (hereafter “Bank of America Original
Risk Retention Letter”).


http://fdic.gov/regulations/laws/federal/2011/11c84ad74.PDF

Letter”).> We thank the Agencies and their staff for their attention to the comments provided by
Bank of America, as well asfor their significant efforts in addressing those comments in the Re-
proposed Rule.

While the Re-proposed Rule represents a significant positive step in addressing concerns
articulated by Bank of America and other securitization industry participants in respect of the
Original Proposed Rule, nevertheless we believe that certain additional changes are necessary.
Our goal with this comment letter is to provide additional constructive recommendations that
will ensure arisk retention requirement that will align incentives among the various parties in the
securitization process without unduly and adversely affecting market functionality and, thus, the
cost and availability of credit to consumers and businesses.

We remain concerned that aspects of the Re-proposed Rule could result in unintended
consequences concerning credit availability and increased transaction costs. Unless the Re-
proposed Rule is adjusted, it will be difficult for institutions that play a central role in restarting
and reinvigorating the credit markets to continue to offer some of the necessary products and
services they have traditionaly provided. We believe that measured changes will result in
solutions that are responsive to the redlities of the marketplace and still encourage prudent
origination practices. Similarly, if the Re-proposed Rule is adopted without adjustment and in a
manner that is not sufficiently mindful of the redlities of the marketplace, it may discourage
appropriate risk mitigation transactions, needlessly increase the costs and inefficiencies borne by
direct and indirect participants in the securitization market, and reduce credit availability to
homeowners, consumers, small and middle market businesses, and corporations. As we stated in

the Bank of America Original Risk Retention Letter, the alternative to securitization is a banking

® Bank of America Corporation, Supplemental Comment Letter on the Credit Risk Retention Proposed Rule (August
1, 2011), available at http://www.fdic.gov/regul ations/laws/federal/2011/11c84suppad74.PDF (hereafter “Bank of
AmericaOriginal Risk Retention Supplemental Letter”).
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market funded, to a larger degree, by deposits and wholesale funding—an outcome that would
not best facilitate the restoration of credit or the efficient management of bank assets and
liabilities. Reversion to such amodel, in which banking organizations would increasingly finance
long-term assets (such as the traditional thirty-year mortgage loans that are a staple of the
residential home market) with shorter term liabilities (such as deposits), creates duration
mismatching that has been viewed as a contributing factor to the savings and loan crisis of the
1980s. We believe the Re-proposed Rule reflects the Agencies agreement with this concept in
principle, and our comments are aimed at ensuring that the appropriate objective of risk
retention, as set out in Section 941 of the Dodd-Frank Act, is not impeded through inadvertent
measures intended to reduce perceived risk.

In the residential mortgage space, unless banks and other business organizations return to
more normalized volumes of non-agency securitization activity, we suspect that high
concentrations of credit risk will continue to reside with the Federal Housing Administration and
the Government National Mortgage Association, institutions regulated by the Federal Housing
Finance Agency (Fannie Mae and Freddie Mac) and, in some cases, supported by the United
States Treasury and on the balance sheet of the Federal Reserve. Responsible, efficient, and
transparent non-agency securitization markets could help gradually reduce concentrations of
these risks in governmental agencies. While we believe that the qualified residential mortgages
definition in the Re-proposed Rule and the elimination of the premium capture cash reserve
account contained in the Original Proposed Rule will permit such a non-agency securitization
market to develop, we believe that the Re-proposed Rule, like the Origina Proposed Rule,

contains certain unnecessary requirements that will inhibit the development of that market.



Similarly, other consumer asset classes, such as credit card or automobile loans, have
weathered the recent financia crisis and are currently performing well. We are concerned that
the Re-proposed Rule, while representing a substantial improvement over the Original Proposed
Rule, continues to present issues which, if unresolved, could unnecessarily disrupt these markets
and the consumer financing they facilitate.

. Executive Summary

As noted above, there are numerous provisions in the Re-proposed Rule that should be
modified in order to prevent unintended negative consequences for homeowners, consumers,
small and middle market businesses, and corporations. This comment letter discusses those
provisions and offers what we believe are constructive recommendations for improvement. Many
of our comments relate to specific asset classes and securitization structures. Some of our
comments relate to critical substantive matters, while other comments are technical in nature.
From our comments, several recurring themes emerge. Those themes are intended to ensure that
the risk retention rule ultimately adopted by the Agencies (the “Final Rule”):

e Servestheintended policy purposes of the risk retention requirement;

e Permits greater flexibility in the manner by which risk may be retained;

e Providesrisk retention rules that are more closely tailored to the characteristics of
different types of asset classes and securitization structures; and

e Specifies a formal process for providing implementation guidance and resolving

the interpretive questions under the Final Rule.



This letter is divided into two main parts. The first part consists of our comments of
genera applicability to all asset classes and securitization structures. The second part of the letter

is subdivided into sections relating to particular topics as follows:

e Residential Mortgage Backed Securities Page 31
e Commercia Mortgage Backed Securities Page 43
e Revolving Asset Master Trusts Page 50
e Auto Loans Page 68
e Resecuritization Page 77
e Municipa Bond Repackaging/Tender Option Bonds Page 79
e Corporate Debt Repackaging Page 82
e Collateralized Loan Obligations Page 84
e International Transactions Page 103

For further ease of reference, a complete table of contentsis included at the end of this letter in

Appendix A and an index of defined termsisincluded in Appendix D.



[. General Comments

Bank of America has certain comments on the Re-proposed Rule that are applicable to
multiple asset classes. This section will address the Re-proposed Rule's use of a fair vaue
concept, the cash flow restrictions applicable to eligible horizontal residua interests, the 2.5%
minimum risk retention requirement for blended asset pools, new certifications that would be
required under the Re-proposed Rule, the concept of permitting pari passu interests in assets as a
form of risk retention, the proposed classification of non-economic residual interests as ABS
interests (as defined in Section .2 of the Re-proposed Rule), and the need for a mechanism for
providing interpretive guidance under the Final Rule.

A. Fair value

Bank of America acknowledges and appreciates that the Agencies removed from the Re-
proposed Rule the “premium capture cash reserve account” concept, which created significant
problems for many asset classes. In connection with such removal, the Re-proposed Rule
proposes that the required risk retention amount be measured by fair value: “The fair value of the
amount retained by the sponsor ... must equal at least 5 percent of the fair value of al ABS
interests in the issuing entity issued as part of the securitization transaction, determined in
accordance with [generally accepted accounting principles].”® The Re-proposed Rule aso
requires disclosure of fair value and related calculations. We consider the replacement of the
“premium capture cash reserve account” concept with the fair value concept as a significant
improvement. However, the fair value concept in the Re-proposed Rule raises troubling issues
that need to be addressed.

Because of the complexities and variations involved in fair value determinations under

generadly accepted accounting principles (“GAAP”), and the lack of sufficient benefit to

® Re-proposed Rule § __.4(b)(1), 78 Fed. Reg. at 58027. See also Re-proposed Rule, 78 Fed. Reg. at 57934.
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investors, Bank of America believes that the Agencies should revise the Re-proposed Rule as
described below with respect to the fair value calculations and the fair value disclosures.

Fair value under GAAP is, by any measure, a complex and sophisticated determination.
The standards for measurement of fair value under GAAP are lengthy and have seen substantial
revision over time. As the Agencies have recognized,” GAAP fair value is not intended or
designed to be a single number, but rather to be a reflection of the market-based value or values
of an asset. As aresult, there may be severa legitimate fair values for a particular asset, some or
all of which may vary over time, especialy if under the GAAP fair value measurement hierarchy
thefair value of an asset is being determined by projections and assumptions rather than a market
price.

With respect to the fair value calculations, the Re-proposed Rule provides that the “fair
value of the ABS interests in the issuing entity (including any interests required to be retained in
accordance with this part) must be determined as of the day on which the price of the ABS
interests to be sold to third parties is determined.”® In many types of securitizations, the structure,
price and class sizes will depend, in part, on the size of the risk retention piece. For example, a
sponsor desiring to utilize the third-party purchaser option must determine and include in the
related offering documents the stated par value amount of the eligible horizontal residual
interest.” Because that size will depend on the fair value of all ABS interests issued, it is
necessary to determine that fair value in connection with setting the structure and preparing the

related offering documents. For this reason, the Final Rule should allow the determination of fair

7 See Re-proposed Rule, 78 Fed. Reg. at 57938,

8 Re-proposed Rule § __.4(b)(1), 78 Fed. Reg. at 58027.

® Also, as described below, the Re-proposed Rule requires the fair value of the eligible horizontal residual interest to
be disclosed to potential investors “a reasonable period of time prior to the sale.” Re-proposed Rule 8§ .4(d)(1), 78
Fed. Reg. at 58027.



value to be “within a reasonable time period prior to the day on which the price of the ABS
interests to be sold to third parties is determined.”

Another concern with respect to fair value calculation is the complexity and variations of
possible values. Because, as described above, the fair value determination may have to be made
prior to the day of pricing of the ABS interests, an independent observable market price may not
yet be available and, under the GAAP fair value hierarchy, fair value would be determined from
pre-pricing information. In the absence of a recent and closely comparable market price, fair
value is likely to be determined on the basis of discounted cash flow projections or similar
methods, which could vary from the ultimate sale price and would require the sponsor to make
several required assumptions, including material assumptions regarding interest, default,
recovery and prepayment rates, as well as correlation across assets within the pool and, for
revolving pools, timing of reinvestments. Bank of America is concerned about the possible
consequences a sponsor may face if it makes such a determination of fair value and the size of
the required risk retention piece prior to pricing and the subsequent pricing information reflects a
different fair value. In such a circumstance, the sponsor should not have liability for its GAAP
based fair value determination and should not be required to recalculate the size of the required
risk retention. For those reasons, the Final Rule should include a clear and unequivocal safe-
harbor for the sponsor’s calculation of the required risk retention amount if made in good faith
based on GAAP.

Additionally with respect to fair value calculations, even if the fair value determinations
are deemed to be necessary to measure the size of required horizontal retention, they are not
necessary to measure the amount of vertical risk retained. Under the Re-proposed Rule, an

eligible vertical interest is “a single vertical security or an interest in each class of ABS interests



in the issuing entity issued as part of the securitization transaction that constitutes the same
portion of the fair value of each such class.”*® A 5% pari passu piece of each ABS interest issued
in a securitization transaction should be acceptable as an eligible vertical interest representing
5% of the fair value of al ABS interests without calculating the fair value of all ABS interests.
With respect to each ABS interest, a 5% pari passu piece of that ABS interest is by definition
5% of the fair value of that ABS interest because, as a pari passu interest, it has equal rights to
payments with the remainder of that ABS interest. One does not have to know the fair value of
that ABS interest to know that the 5% pari passu piece of it is 5% of itsfair value. It follows that
avertical piece (either as one piece or a piece of every issued ABS interest) that represents a 5%
pari passu interest in each ABS interest issued is de facto equal to 5% of the aggregate fair value
of all ABSinterests.

With respect to the fair value disclosures, the Re-proposed Rule requires a sponsor
utilizing the horizontal risk retention option to disclose to investors the fair value of the eligible
horizontal residual interest and the methodology, key inputs and assumptions, including discount
rates, recovery rates, prepayment rates and other reference data or historical information, used to
calculate the total fair value of al ABS interests and the fair value of the eligible horizonta
residual interest.** Similar disclosure is required with respect to retained vertical interests.'
Because the Re-proposed Rule requires such disclosure to be provided prior to the time of sale of
the ABS interests, and because in some cases, the calculation of fair value must be made prior to
the time of sale, fair value is likely to be determined on the basis of discounted cash flow
projections or similar methods involving assumptions and projections as described above.

Disclosing these required assumptions and projections to investors will subject sponsors to arisk

19 Re-proposed Rule § .2, 78 Fed. Reg. at 58026.
" Re-proposed Rule § __.4(d)(1), 78 Fed. Reg. at 58027.
12 Re-proposed Rule § __.4(d)(2), 78 Fed. Reg. at 58028.
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of claims from investors if the actual sales price of the securities or performance of the assets
varies from those assumptions and projections. Additionally, the assumptions, projections and
related models used in a discounted cash flow determination are often considered proprietary or
commercialy-sensitive information by many sponsors.

If retained in the Final Rule, this disclosure requirement would substantialy “chill” the
interest of sponsors in using securitization transactions as a financing alternative and drive
sponsors to potentialy less efficient forms of aternative financing thereby impairing the
sponsor’s ability to provide available and affordable financing to customers. Further, sharing
such information with investors is contrary to the proper functioning of a market. A market price
should be the result of a willing buyer and a willing seller negotiating a price based on each
party’s independent research and analysis of the value of the assets to be sold. Requiring the
selling party to shareitsinternal and proprietary analysis and determination of fair value with the
purchaser upsets the balance required to reach a fair market price. A purchaser would certainly
never consent to disclosure of its internal valuation of assets it is about to purchase just prior to
negotiating a price. Similarly, neither should the seller.

The required disclosures provide little to no benefit to justify the negative aspects
described above. Disclosure that a securitization transaction is subject to required risk retention,
that such retention is determined in accordance with GAAP, and that the sponsor intends to
comply with such requirements should be sufficient information for prospective investors, any
additiona information on the fair value of the retention piece or how it was calculated is not
material and of questionable benefit. For these reasons, Bank of America strongly urges the

Agencies to remove these disclosure requirements in the Final Rule. Instead of such disclosure to

11



investors, a sponsor should be required to make such information available upon request to the
SEC and any “appropriate Federal banking agency.”**

Without prejudice to Bank of America's view described above that disclosure of fair
value and the methodology, key inputs and assumptions used to determine fair value should not
be required, if the Final Rule retains such or similar disclosure requirements, the Final Rule
should include a clear and unequivocal safe-harbor for such disclosure and any related

assumptions and projections if made in good faith based on GAAP.

B. Cash flow restrictions applicableto eligible horizontal residual interest

The Re-proposed Rule requires a sponsor utilizing the horizontal risk retention option to
calculate the Closing Date Projected Cash Flow Rate and the Closing Date Projected Principal
Repayment Rate for each payment date and to certify to investors that the Closing Date Projected
Cash Flow Rate for each payment date does not exceed the Closing Date Projected Principal
Repayment Rate for such payment date.* For the reasons described below, Bank of America
believes that the cash flow restriction imposed by such calculation should be eliminated along
with the certification requirement.

The Re-proposed Rule's change to fair value to measure the size of required risk
retention as opposed to par value as used in the Original Proposed Rule increases the size and
value of the 5% horizontal retained risk for many asset classes. Additionally, the Agencies
recognized that the use of fair value provides “greater clarity for the measurement of risk

retention and [helps] prevent sponsors from structuring around their risk retention requirement

13 See Re-proposed Rule § .2, 78 Fed. Reg. at 58025 (defining “appropriate Federal banking agency”).

4 Re-proposed Rule § __.4(b)(2), 78 Fed. Reg. at 58026—27. See Re-proposed Rule § _.4(a), 78 Fed. Reg. at
5802627 for definitions of Closing Date Projected Cash Flow Rate and the Closing Date Projected Principal
Repayment Rate.

12



by negating or reducing the economic exposure they are required to maintain.”*> The Agencies
also recognized that “horizontal risk retention, as first-loss residual position, generally would
impose the most economic risk on a sponsor” as compared with vertical risk retention.’® Given
the increased amount of retention and the anti-abuse effect of using fair value and given that
eligible horizontal residual interests impose more risk on the sponsor than vertical interests, it is
guestionable why a further cash flow restriction on the eligible horizontal residual interest is
necessary. Further, the test is structuraly flawed in that it compares the rate of payment of
principa and interest to the principal pay-down rate resulting in a distorted test that many
structures used in current transactions would not meet. For example, in most commercia
mortgage-backed securities (*CMBS’) deals, the assets have bullet maturities and periods of
little or no principal amortization. In such a dea, the Closing Date Projected Principal
Repayment Rate for many payment dates would be zero, or very low, the result of which would
be that the eligible horizontal residua interest would not be permitted to receive current interest.
A similar result would occur in securitization transactions with revolving or reinvestment
periods, such as CLOs, where it is expected that principal receipts from the underlying assets
during such period will be applied to the acquisition of additional underlying assets.

This restriction on cash flow to the eligible horizontal residua interest effectively
eliminates or substantially restricts otherwise permissible interest or yield to be paid to the
eligible horizontal residual interest. These restrictions change the nature of the retained eligible
horizontal residual interest from an alignment of sponsor and investor interests through shared
risks and rewards to the eligible horizontal residual interest acting as credit support for the

transaction. Under the cash flow test, collections that would otherwise be used to pay current

!> Re-proposed Rule, 78 Fed. Reg. at 57937.
1°d. at 57940.
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interest to an eligible horizontal residual interest would instead presumably be used to pay, or
remain available to pay on future payment dates, more senior investors. This changes the nature
of the éligible horizontal residual interest to be more similar to credit support than risk retention.
Therefore, Bank of America believes the cash flow restrictions proposed in the Re-proposed
Rule are inappropriate given the intended purpose of the risk retention requirement under the
Dodd-Frank Act.

As noted above, the amount of eligible horizontal residual interests required to be held
has been increased by the use of afair value calculation, horizontal retention imposes greater risk
on sponsors than other forms of risk retention, and cash flow restrictions change the nature of
risk retention to credit support. If, however, the Agencies still concluded that some restrictions
on cash flows are necessary then we ask that the Final Rule be adjusted to fit existing market
practices and provide flexibility. We propose that two options should be provided and that an
eligible horizontal interest would be required to satisfy one. One test should be the aternative
proposal test described in the Re-proposed Rule with the ssimple addition of a materiality
standard and a change to clarify that the test is not applicable when the eligible horizonta
interest is the only remaining ABS interest. The test would provide that “on any payment date on
which any ABS interest other than the eligible horizontal interest remains outstanding, in
accordance with the transaction’s governing documents, the cumulative amount paid to an
eligible horizontal residual interest may not materially exceed a proportionate share of the
cumulative amount paid to all holders of ABS interests in the transaction. The proportionate
share would equal the percentage, as measured on the date of issuance, of the fair value of all of
the ABS interests issued in the transaction that is represented by the fair value of the eligible

horizontal residual interest.”
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The materiality standard would provide for important flexibility that is needed to allow
for immaterial variances between the timing of cash flows of the retained interest and that of the
transaction as awhole. Given the wide array of asset classes and structures the rule is intended to
cover, this flexibility would prevent serious structural changes or cash flow restrictions being
applied to transactions that have minor cash flow variances from the test.

The other test we would propose is that on any payment date on which any ABS interest
other than the eligible horizontal interest remains outstanding, in accordance with the
transaction’s governing documents, the cumulative amount of principa paid to an eligible
horizontal residual interest may not materially exceed a proportionate share of the cumulative
amount of principal or notional amount paid to all holders of ABS interests in the transaction.
The proportionate share of principal in this test would equal the percentage, as measured on the
date of issuance, of the stated principa or notional amount of all of the ABS interests issued in
the transaction that is represented by the stated principal or notional amount of the eligible
horizontal residual interest.

Because of the great variety of different structures in securitizations, one test does not fit
al transactions. We believe that the mgority of current securitization structures could satisfy one
of these tests. We note that the Agencies goal was to “prevent sponsors from structuring a
transaction in which the eligible horizontal residual interest is projected to receive such a
disproportionate amount of money that the sponsor’'s interests are no longer aligned with
investors interests.”*’ We think this proposal more than meets that standard.

We aso note that the Re-proposed Rule requires a sponsor to certify to investors that it
has performed the calculations required by the cash flow test and that the cash flow test is met.

We believe that the certification requirement should be eliminated in the Final Rule and replaced

71d. at 57939.
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with a requirement that the sponsor disclose to investors in the offering documents that it
performed the cash flow test and that the cash flow test is met. As described in Section 1.D.2
below with respect to other certification requirements, disclosing such information provides
investors the protections of Federal securities laws with respect to truthfulness and sufficiency of
the disclosures made. That protection should be sufficient with respect to the cash flow test.

C. 2.5% floor on risk retention for blended asset pools

We welcome the change in the Re-proposed Rule that allows reduced risk retention for a
securitization transaction involving a collateral pool that consists of both qualifying and non-
qualifying commercial real estate (*CRE”), commercial, or automobile loans. We agree with the
Agencies that a reduction to the risk retention requirement that is proportional to the ratio of the
combined unpaid principal balance of qualified loans to the total unpaid principal balance of the
loans in a pool should promote the origination of loans meeting the underwriting standards for
qualified loans set forth in the regulation. Such proportional reduction also should mitigate the
potential liquidity problem that could result from isolating qualified loans from the rest of the
market by granting an exemption only for pools consisting of 100 percent qualified loans.
However, the Agencies proposal to limit this proportional reduction by creating a 2.5 percent
risk retention minimum for blended pools would unnecessarily limit the effectiveness of the
proposed proportional reduction.

If the Final Rule includes a minimum retention requirement of 2.5 percent for blended
pools, any pool consisting of more than 50 percent but less than 100 percent qualified loans will
be subject to a 2.5 percent risk retention requirement, with no incremental reduction in the
retention requirement as the percentage of qualified loans approaches 100 percent of the pool.
Such a limitation would reduce the incentive for sponsors to create the fully blended pools that

the Agencies have recognized increase market liquidity and ultimately lower costs to borrowers.
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Sponsors are not likely to include additional qualified loans in blended pools once the 50 percent
threshold has been reached. Similarly, the 2.5% floor is a disincentive to originators to originate
high quality loans as their percentage of qualified loans originated reaches 50%. The 2.5% floor
actually punishes originators that have as their business model the origination of mostly qualified
loans. All of these results severely limit the effectiveness of the proposed proportional reduction
in promoting the origination and securitization of qualified loans.

Additionally, if, despite that disincentive, a sponsor does include qualifying assets in
excess of that 50 percent threshold, the 2.5 percent floor has the effect of imposing a 5% risk
retention requirement on those additional qualifying loans, which seems inconsistent with
Section ___.15(a), which states that loans that meet the underwriting standards and other
requirements referenced in Section _ .15(a) “shall be subject to a O percent risk retention
» 18

requirement.

D. New certifications

The Re-proposed Rule includes new requirements that obligate sponsors seeking an
exemption from the risk retention rules across a broad range of asset classes to provide investors
with the related depositor’s certification of its internal supervisory controls for ensuring that the
underlying assets are qualified assets. Bank of America believes that such requirements (1) are
not required by Section 941 of the Dodd-Frank Act, except as they apply to qualified residential
mortgages, and (2) place unnecessary burdens and potential liabilities on sponsors without
providing sufficient corresponding benefits to investors. For these reasons, Bank of America
believes that revisions should be made to the Final Rule so that: (i) such certifications are
required to be made by depositors only with respect to transactions involving qualified

residential mortgages (“QRMSs’, each, a“QRM”); and (ii) sponsors are required to provide such

181d. at 58038.
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certifications only to the SEC and the sponsor’s appropriate Federal banking agencies (as
currently defined in the Re-proposed Rule),*? if any.

1 Certification requirement should apply only to QRM-related
transactions

Under the Re-proposed Rule, the depositors of securities backed by certain types of
qualified assets—residential mortgage loans,”® commercial loans,** CRE loans,?* and automobile
loans®—are required to certify that they have “evaluated the effectiveness of [their] internal
supervisory controls with respect to the process for ensuring that all assets that collateralize the
asset-backed securit[ies] are qualified ... assets and [have] concluded that [their] internal

supervisory controls are effective.”?*

Sponsors are further required under the Re-proposed Rule
to provide these certifications, or cause them to be provided, to potential investors within “a
reasonable period of time prior to the sale of asset-backed securities in the issuing entity, and
upon request, to the SEC and its appropriate Federal banking agency, if any.”*

The only legislative support for such new certification requirements can be found in
Section 941(e)(6) of the Dodd-Frank Act, which provides that “the [SEC] shall require an issuer
to certify, for each issuance of an asset-backed security collateralized exclusively by qualified
residential mortgages, that the issuer has evaluated the effectiveness of the internal supervisory

controls of the issuer with respect to the process for ensuring that all assets that collateralize the

asset-backed security are qualified residential mortgages.”?® This language applies to QRMs

19 See Re-proposed Rule § .2, 78 Fed. Reg. at 58025 (defining “appropriate Federal banking agency”).
% Re-proposed Rule § _.13(b)(4)(i), 78 Fed. Reg. at 58037.

! Re-proposed Rule § __.16(a)(8)(i), 78 Fed. Reg. at 58039.

% Re-proposed Rule § __.17(a)(10)(i), 78 Fed. Reg. at 58041.

% Re-proposed Rule § __.18(a)(8)(i), 78 Fed. Reg. at 58042.
#Re-proposed Rule § __.13(b)(4)(i), § __.16(a)(8)(i), § _.17(a)(10)(i) and § _.18(a)(8)(i) , 78 Fed. Reg. at 58037
42,

* Re-proposed Rule § __.13(b)(4)(iii), § __.16(a)(8)(iii), § __.17(a)(10)(iii) and § __.18(a)(8)(iii), 78 Fed. Reg. a
58037-43.
%15 U.S.C. § 780-11(€)(6) (emphasis added).
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only, and has no apparent applicability to exempt transactions securitizing commercial loans,
CRE Loans and automobile loans. Section 941(e)(6) reflects Congress' concern about audit
quality control of residential mortgage loans in the “originate to distribute” market, which is an
issue not relevant to other markets. In light of the limited statutory authority for certification
requirements, we ask that such certification requirements be removed from the exemption
requirements for commercial loans (Section _ .16(a)), CRE Loans (Section _ .17(a)) and
automobile loans (Section _ .18(a)), and the related safe harbor conditions from such sections of
the Re-proposed Rule.

2. Certifications should be made only to identified federal regulators
upon request

Secondly, Bank of America believes that investors do not need these certifications in
light of the substantial disclosures already made to investors by sponsors, originators, and sellers
pursuant to existing Federal securities laws. The underwriting and due diligence processes
employed for asset-backed securities are well documented in current offering disclosures, giving
investors sufficient opportunity to weigh and determine for themselves the adequacy of a
depositor’s controls. Indeed, it is this information that is truly the most useful to an investor in
deciding whether or not to purchase such securities. Rule 193%” and the related amendments to
ltem 1111 of Regulation AB?® promulgated by the SEC for publicly registered asset-backed
securities offerings presently require the issuer or sponsor of an asset-backed security to review
the pool of assets underlying the security, and to disclose the nature of that review along with the
findings and conclusions of the review. Furthermore, Rule 15Ga-1* obligates sponsors and

issuers of asset-backed securities to report statistics regarding repurchases of underlying assets as

717 CFR § 230.193.

% 17 CFR § 229.111(a)(7) and (a)(8). See Issuer Review of Assets in Offerings of Asset-Backed Securities, 76 Fed.
Reg. 4231 (amending 17 CFR § 229.1111 and adding 17 CFR § 230.193).

%17 CFR § 240.15Ga-1.
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aresult of breaches of the applicable seller’s or originator’ s representations and warranties, thus
ensuring that investors will have access to quantitative data to help them determine if there have
been material issues with supervision of the underlying assets in a sponsor’s prior securitizations.
In short, investors in both public and private asset-backed securities transactions already enjoy
substantial protections under existing Federal securities laws with respect to the truthfulness and
sufficiency of the disclosures made regarding depositors internal supervisory controls and
issuers and sponsors' reviews of the underlying assets. This obviates the need for a further
certification related to the same topic.

In addition to the foregoing, the Re-proposed Rule provides that if one or more of the
assets included in the underlying pool fail to meet all of the Re-proposed Rul€'s criteria for
qualifying assets, then a sponsor may avail itself of a safe-harbor by repurchasing the non-
qualifying assets.® This safe-harbor also provides further protections to investors by encouraging
sponsors to remove non-qualifying assets from the pool in the event that errors are made by
sponsors or depositors in determining whether underlying assets are qualifying assets.

Finally, Bank of America believes that the delivery of the foregoing certifications directly
to investors is problematic because it creates unknown liabilities to investors that fall outside the
scope of the Federa securities laws. Relying on the Federal securities laws to protect investors
benefits investors and all other parties to a transaction because the standards for liability have
been well developed through a large body of Federa case law and legal scholarship. For these
reasons, Bank of America strongly encourages the Agencies to eliminate the requirement that
depositor certifications must be provided to investors.

While Bank of America believes for the reasons stated above that it is inappropriate to

require that depositor certifications be provided directly to investors, it sees value (and benefits

% Re-proposed Rule § _.13(c), § _ .16(b), § _.17(b) and § _.18(b) , 78 Fed. Reg. at 58037-43.
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for investors) in requiring such certifications to be delivered to the SEC or the appropriate
Federal banking agencies identified in the Re-proposed Rule. Bank of America also believes that
the SEC and the appropriate Federal banking agencies identified in the Re-proposed Rule should
continue to have an ongoing right to request copies of such certifications as currently permitted
under the Re-proposed Rule.**

This arrangement would ultimately protect and benefit investors who elect to purchase
securities in transactions exempt from the risk-retention rules by ensuring that depositors conduct
the necessary corporate due diligence to certify that the assets underlying an asset-backed
security are qualified assets. At the same time, the revised approach suggested above aso would
provide sponsors with additional evidence supporting their decisions to enter into transactions on
a non-risk retained basis. Bank of America believes that such a proposal is a baanced
compromise between promoting the purposes of the Dodd-Frank Act and avoiding unnecessary
burdens and liabilities on sponsors and depositors.

E. Pari passu interestsin assetsasaform of risk retention

Under the Re-proposed Rule, a sponsor is required, subject to certain exceptions, to retain
an “eligible vertical interest or eligible horizontal residual interest . . . equal [to] at least 5 percent
of the fair value of all ABS interest in the issuing entity . . . .”** For the reasons described below,
the Re-proposed Rule should also alow an eligible vertical interest to be held in “loan” form as a
pari passu interest in each loan in the transaction. Depending on the size of each such pari passu
interest the sponsor elects to retain, the pari passu interests could be the sole form of retention in
atransaction, or could be used in combination with other forms of risk retention in a transaction

as necessary to satisfy the 5% requirement. For example, if each such pari passu interest is 5%

3 See Re-proposed Rule § _.13(b)(4)(iii), § __.16(a)(8)(iii), § __.17(a)(10)(iii) and § __.18(a)(8)(iii) , 78 Fed. Reg.
at 58037-43.
% See Re-proposed Rule § __.4(b), 78 Fed. Reg. at 58027.
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of the related loan in the transaction, all such pari passu interests collectively would constitute a
vertical retention piece of 5% and would satisfy the entire risk retention requirement. Likewise,
if each such pari passu interest is 3% of the related loan in the transaction, all such pari passu
interests collectively would constitute a vertical retention piece of 3%, and could be used in
combination with other forms of risk retention to satisfy the 5% requirement. Also, it should not
be a requirement that all pari passu interests are the same percentage of the respective ABS
interests, but, in such a case, the pari passu interests collectively would constitute a vertical
retention piece equal to the lowest percentage that any such pari passu interest represents in the
related loan. For example, in a securitization with three assets, if the sponsor retains a 4% pari
passu interest in one loan, and a 2% pari passu interest in each of the other loans, those retained
pari passu interests would constitute a 2% vertical retention piece.

Further, the Re-proposed Rule should allow flexibility for a pari passu interest in aloan
to be in different forms. A pari passu interest could be in the form of a pari passu participation
interest in the loan, or in the form of a pari passu mortgage note secured (on a pari passu basis)
by the same mortgage as the mortgage note owned by the securitization issuing entity. If in the
form of a pari passu participation interest, it would be required to satisfy the requirements of the
definition of “participating interest” in Section 860-10-40-6A of the FASB Accounting
Standards Codification.

The Re-proposed Rule should also permit a “loan level” participation interest or a “pool
level” participation interest. A “loan level” participation interest would be a participation interest
in an individua loan, whereas a “pool level” participation interest would be one participation
interest representing a pari passu interest in each of several loans. A pool level participation

interest may be particularly beneficial as an option in securitization transactions involving
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smaller assets where the cost of issuing a loan level participation interest in each loan may be
prohibitive. Transactions involving fewer, but larger, assets, such as CMBS transactions, may be
more conduciveto loan level participation interests. CMBS transactions also would likely use the
option of having a pari passu interest in the form of a pari passu mortgage note, as this is a
structure currently used in CMBS transactions, as well as a pari passu participation interests, to
divide very large commercia mortgage loans into different CMBS transactions to avoid
concentration risk associated with alarge loan in one transaction.

In the Re-proposed Rule, the Agencies stated that they had rejected participations as a
permissible form of retention because they thought “there would be little to no economic benefit
for allowing this option because the option is currently not used by the market and would
unlikely be used.”* We do not agree with this reasoning. First, there has not been a general risk
retention requirement in effect, so sponsors have not had that risk retention requirement as a
reason to structure these participation interests. Despite that, some types of securitizations, such
as CMBS, do currently use the pari passu participation interest and pari passu mortgage note
structures. In additional, retention in “loan” form represents the same credit risk to the holder as
does retention in the form of a security, so allowing a sponsor to hold vertical retention in “loan”
form (as an alternative to holding it in the form of a security) neither diminishes the amount of
retained risk nor disadvantages investors. This “loan” form retention also provides severa
benefits. With a pari passu interest in each loan in a transaction, the interests of the sponsor and
the interests of the investors are perfectly aligned, as the sponsor and the issuing entity will
proportionally share in al collections and losses on each loan.

Another important reason to alow the flexibility offered by pari passu interests is that it

is an extremely helpful alternative for sponsors who seek off-balance sheet treatment for their

% Re-proposed Rule, 78 Fed. Reg. at 58013.
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securitizations. In some instances, “loan” form retention may allow off-balance sheet treatment
where retention in the form of a security would make off-balance sheet treatment difficult.
Further, holding assets in loan form rather than in the form of securities affords the sponsor
better capital treatment with respect to the retention piece. An asset held in loan form often
requires less capital retention under BASEL than the same asset held in a certificated form. This
“loan” form retention provides definite benefits without negatively affecting investors and
should be allowed in the Final Rule.®

F. Classification of certain REMIC interests

Bank of America believes that the Re-proposed Rule should be revised to exclude certain
“REMIC” interests from the definition of ABS interest. For certain tax reasons, residential
mortgage-backed securities (“RMBS’) and CMBS securitizations often take the form of “real
estate mortgage investment conduits’ or “REMICs,” as defined in the Internal Revenue Code.
Asageneral rule, aspecial purpose vehicle that holds and securitizes a pool of mortgage loansis
subject to entity-level corporate taxation, even if the vehicle is formed as a pass-through entity
for state law purposes.®*® Congress recognized that entity-level taxation was a major barrier to a
vibrant mortgage-backed securitization market and in 1986 introduced the REMIC tax regime to
remove that barrier and eliminate the entity-level taxation of mortgage loan securitization

vehicles.

% Note that this “loan” form of vertical risk retention is permitted under the risk retention requirements applicable to
European sponsors, the guidance for which provides that retention of at least 5% of the nominal value of each of the
tranches transferred to investors “may . .. be achieved by retaining at least 5% of the credit risk of each of the
securitised exposures, if the credit risk thus retained with respect to such securitised exposures always ranks pari
passu with, or is subordinated to, the credit risk that has been securitised with respect to those same exposures.” See
Committee of European Banking Supervisors, Guidelines to Article 122a of the Capital Requirements Directive 24
(December 31, 2010), available at http://www.eba.europa.eu/documents/10180/106202/Guidelines.pdf.

*I.R.C. § 860D.

¥ |.R.C. § 7701(i).
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For an entity to qualify as a REMIC, and thus, not be subject to corporate level taxation,
it must satisfy certain tests concerning its issued interests. In this respect, three REMIC
requirements in particular are relevant to the risk-retention requirements under the Re-proposed
Rule; namely, the nature of and the requirement to issue a single class of REMIC residual
interests, the limitations associated with permitted holders of REMIC residual interests, and the
REMIC tax requirements governing the permitted division of securitized mortgage loan cash
flows.

A REMIC is authorized to issue only two types of interests. It may, and typicaly will,
issue one or more classes of “regular interests’ and it must issue one, and only one, class of
“residua interests.”® In most REMIC structures, the issued REMIC regular interests are entitled
to substantially al of the economic cash flows attributable to the underlying securitized
mortgage loan pool. Thus, each REMIC regular interest is structured as one of an assortment of
permitted fixed income instruments, is treated under the Internal Revenue Code as indebtedness
for federal tax purposes and istypically sold, or held for sale, to investors (e.g., a REMIC regular
interest sold to investors that has a stated principal balance with interest payable thereon at a
fixed or permissible variable interest rate).

By statute, under the Internal Revenue Code, the issued REMIC residual interest serves
to capture the income tax consequences associated with the REMIC'’ s securitization of its pool of
mortgage loan assets.®® That is, the REMIC residual interest captures the difference between the
gross income recognized by the REMIC on its mortgage loan assets and the interest deductions
alowed to the REMIC on its issued and outstanding REMIC regular interests which, as noted

above, are treated as debt instrument for tax purposes.

%1 .R.C. §860D(a)(2), (3).
*|.R.C. §860C.
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The difference in each period between a REMIC’s gross income and its deductions is
taken into account by the holder of the REMIC residua interest on its own income tax return,
similar to a holder of a partnership interest. Importantly, however, a REMIC residual interest is
not required to be entitled to any cash flows from the REMIC. In fact, in most REMIC
securitizations, the issued REMIC residua interest is not entitled to any (or is entitled to only an
initial de minimis) cash flow from the REMIC, thus serving in most every way simply to take
into account the income tax consequences from the REMIC’s securitized mortgage loan pool.
Because such REMIC residual interest securities are entitled to de minimis or no cash flow from
the REMIC, but are required under the Internal Revenue Code to take into account the income
tax consequences from the related securitized mortgage loan pool, they represent, in effect, the
ownership of a net economic tax liability requiring the depositor to pay the acquiring party an
“inducement fee” to accept ownership of the security. Under the Internal Revenue Code, these
securities are characterized, and commonly known, as noneconomic residual interests
(“NERs").*

In response to comments suggesting a technical correction to the definition of ABS
interests to exclude NERs from the risk retention requirement, the Agencies state in the release
accompanying the Re-proposed Rule that they “preliminarily believe that non-economic residual
interests would constitute ABS interests.”*® Bank of America requests that the Agencies
reconsider this position. Including these non-economic residual interests in the definition of ABS
interests would have tax consequences for REMIC sponsors that are unrelated to the credit risk
of the underlying collateral, may make it difficult or impossible for certain REMIC sponsors to

comply with the requirements of the REMIC regulations, and would likely reduce the intended

¥ | R.C. § 860E; 31 C.F.R. § 1.860E-1(c).
“0 Re-proposed Rule, 78 Fed. Reg. at 57935 n.32.

26


http:NERs�).39

impact of the risk retention rules by reducing the aggregate fair value of ABS interests, thereby
reducing the retention requirement in REMIC securitizations with NERs.

The problems created by applying the risk retention requirements to NERs will likely
result regardless of whether the sponsor elects to hold a vertical or a horizontal interest to satisfy
the risk retention requirements of the Re-proposed Rule. In the case of vertical retention, the
sponsor would be required to hold five percent of the NER, athough it is not clear how the
sponsor could retain 5 percent of the fair value of a class that has a negative value. And in the
case of horizontal retention, the NER would likely be considered the most subordinate ABS
interest in the structure because it is technically entitled to any remaining cash flow after all
classes of “regular interest” securities have been paid, even if no such cash flow is expected.
Therefore, a sponsor electing horizontal retention would be required to retain this NER interest
inits entirety.

In either case, the requirement for the sponsor to hold all or a portion of the NER would
force the sponsor to assume the tax liabilities and burdens that are associated with such interests.
Exposing the sponsor to these tax implications fails to serve the purpose of the risk retention
rules, which is to expose the sponsor to the credit risk of the collateral underlying the ABS
interests.

Furthermore, a requirement to retain NERs may place the sponsor in an untenable
situation with respect to complying with the requirements of the REMIC rules related to
permitted ownership of REMIC residual interests and the risk retention rules. A REMIC is
required to make reasonabl e arrangements to ensure that a REMIC residual interest is not held by
a “disqualified organization” within the meaning of the REMIC rules** If a REMIC sponsor

were considered such a disqualified organization (e.g., certain tax-exempt organizations,

*11.R.C. § 860E(e).
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agencies of the United States government), it would be forced to choose between compliance
with the REMIC regulations, which require the REMIC to take measures to keep the REMIC
residual interest out of the hands of disqualified organizations, and the risk retention
requirements, which would require the REMIC sponsor to retain at least some of the REMIC
residual interest regardiess of whether the sponsor is a disqualified organization under the
REMIC regulations.

Finally, including non-economic interests in the definition of ABS interests would
undermine the purpose of the risk retention rules. Including the negative value of these non-
economic interests in the fair value calculation would reduce the amount of credit risk that the
sponsor is required to retain. This consideration, together with the negative consequences such a
definition of ABS interests would impose on REMIC sponsors, are compelling reasons why
NERs should not be considered ABS interests

The Re-proposed Rule should also be revised to exclude certain other REMIC interests
from the definition of ABS interest. The REMIC rules define the manner in which the cash flows
from a securitized mortgage pool may be divided within a securitization.* In order to comply
with these rules and also obtain the desired characteristics for each class of issued securities, it is
often necessary in a REMIC securitization to create a tiered REMIC structure with the issued
(non-certificated) lower tier REMIC regular interests being owned by a subsequent higher tier
REMIC and the highest tier REMIC comprising the REMIC which issues the issued REMIC
interests to the ultimate investors. None of the tiered lower tier REMIC interests should be
treated as ABS Interests subject to independent risk-retention. Critically, they represent the same
economic interest as the certificates that are ultimately sold to investors and subject to the risk-

retention rules. To require separate retention on these lower tier interests would result in double

21 R.C. § 860G(a)(1), (), (d); I.R.C. § 860(F).
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counting (or more) of the risk-retention requirements. Further, it would be impossible for a
sponsor to own a portion of the lower tier regular interests because, for REMIC structuring
purposes, they must be held by the subsequent higher tier REMIC. These lower tier REMICs are
creatures of tax law, do not otherwise affect the economics of the deal and should not be
considered ABS interests.

G. Mechanism for providing inter pretive guidance

In the Bank of America Original Risk Retention Letter, we raised concerns that there was
no mechanism for raising and resolving interpretive questions concerning the risk retention rules
once the Final Rule is adopted. While we appreciate the efforts the Agencies took in the Re-
proposed Rule to clarify and address uncertainties raised by the Original Proposed Rule in the
hopes of avoiding the need for significant interpretive guidance and the further clarifications
about issuances of interpretive guidance,® we remain concerned that the Re-proposed Rule does
not go far enough to provide a meaningful and efficient process for determination of appeals,
promulgation of rule clarifications, or resolution of interpretative questions.

The Agencies have asked for further feedback about whether staff interpretations and
guidance to be issued publicly should be issued jointly. Our concern is that preparing jointly
issued materias, particularly in this case when so many Agencies are involved, is quite time
consuming. To the extent that the need for interpretation arises in the context of a particular
transaction, market participants may be left waiting for guidance. While the Agencies have done
an admirable job in the Re-proposed Rule of addressing uncertainties raised by the Original
Proposed Rule, the dynamic and evolving nature of securitization, when coupled with the

anticipated scope and complexity of the Final Rule, will inevitably create a host of interpretive

3 Re-proposed Rule, 78 Fed. Reg. at 57933.
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guestions that will need to be addressed and lengthy delays in receiving feedback on these
guestions could be harmful to the markets.

On the other hand, allowing each Agency to issue its own guidance will inevitably lead to
conflicting guidance on issues as they arise. We are cognizant of the issues that this could create
for market participants as well as the Agencies. For this reason, we respectfully ask again that the
Agencies establish a forma process for determination of appeals, promulgation of rule
clarifications, and resolution of interpretative questions. ldeally, such a process would set clear
criteria for requesting clarifications, provide for joint and uniform Agency guidance, and
establish atimeline for Agency responses. The precise contours of the process are less important
than the existence of some clearly defined process that ensures that regulatory clarification will
be available via a definitive, efficient, uniform, and expeditious process. Without a clear process
for providing regulatory clarification, it is likely that situations will arise in which industry

participants may be left without guidance or timely final determination of their responsibilities.
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[I1.  Resdential Mortgage Backed Securities Comments

Bank of America appreciated the opportunity to comment on the Agencies Original
Proposed Rule and is pleased to see the substantial improvements made with respect to RMBS in
the Re-proposed Rule. We believe, however, that adoption of the QRM as QM definition and
two other additional changes are necessary if the Final Rule is to achieve the goals of risk
retention while at the same time supporting a vibrant RMBS securitization market without
constricting consumers’ access to responsibly underwritten home mortgages.

This section of the comment letter will address the following topics:

e The Re-proposed Rule's revised definition of qualified residential mortgage and
aternate “QM+" proposal.

e The need to permit blended pools of both qualified and unqualified home loans
and of seasoned and unseasoned home loans that are subject to reduced risk
retention requirements, and the Agencies statutory authority to allow such
blended pools.

e Suggested changes to the definition of “seasoned loan” designed to make the
seasoned loan exemption more workable without compromising the credit quality
of loans exempt thereunder.

A. QRM/QM Definitions

The Re-proposed Rule offers two possible definitions of QRM. The first option is to use
the same criteria for QRM as are used for qualified mortgages (“QM”) under the Truth In

Lending Act** (“TILA™). The second is the so-called “QM+” standard, which would adopt all of

“ Truth in Lending Act, 15 U.S.C. 1639¢(b)(2). As further defined in regulations promulgated by the Consumer
Financial Protection Board, a QM loan must have: (1) regular periodic payments that are substantially equal; (2) no
negative amortization, interest only, or balloon features; (3) a maximum loan term of 30 years; (4) total points and
fees that do not exceed 3 percent of the total loan amount, or the applicable amounts specified in the Final QM Rule
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the core criteria of the QM definition and further require that a QRM (1) have a minimum down
payment, suggested to be 30%; (2) be afirst lien mortgage on the borrower’ s primary residence;
(3) if the mortgage is a purchase money loan, not have any junior liens; and (4) satisfy certain
credit history requirements with respect to the borrower.*®

Bank of Americabelieves that the QRM as QM definition should be adopted and that the
Agencies should not adopt the QM+ standard. As an initial matter, the legidative intent of the
QM and QRM rules are satisfied by the Agencies adoption of the same definition. Section 941 of
the Dodd-Frank Act was adopted to encourage originators to originate and securitizers to
securitize loans with high credit quality. The QM standard is designed as a safe harbor for the
TILA requirements that loans satisfy ability-to-repay requirements. The implementing
characteristics of arule intended to ensure that a borrower can repay its loan and a separate rule
that seeks to ensure that the loan have low credit risk are virtually indistinguishable, thus it is
appropriate to use the same standard to satisfy both regulatory requirements.

Performance data demonstrates that loans that meet the QM requirements have
substantially lower risk of delinquency and default than those that do not. An analysis of existing
loans prepared by the Mortgage Bankers Association® indicates that existing residential
mortgage loans that meet the QM requirements experienced a 90+ day delinquency 58% less
frequently than those that do not meet the QM requirements. Accordingly, loans originated in

accordance with the QM criteria appear to be of sufficiently high quality to meet the statutory

for small loans up to $100,000; (5) payments underwritten using the maximum interest rate that may apply during
the first five years after the date on which the first regular periodic payment is due; (6) consideration and verification
of the consumer’s income and assets (including employment status if relied upon), current debt obligations,
mortgage-related obligations, alimony and child support; and (7) total debt-to-income ratio that does not exceed 43
percent.

“> Re-proposed Rule, 78 Fed. Reg. at 57993.

6 See Mortgage Bankers Association, Comment Letter on the Credit Risk Retention Proposed Rule 11 (October 24,
2013), available at http://www.fdic.gov/regul ations/laws/federal /2013/2013-credit_risk_retention-c_06.pdf.
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requirements for exemption from the risk retention requirements under Section 941 of the Dodd-
Frank Act.

Adopting the definition of QM as the definition of QRM also would specifically address
the purpose of the risk retention requirement under Section 941 of the Dodd-Frank Act. The
rationadle for the risk retention requirement under Section 941 is that the quality of the
underwriting process for financial assets, which investors and rating agencies have little visibility
into, should improve if originators or securitizers have an interest in the performance of those
assets. The risk retention requirement is intended to promote greater alignment of the interests
among originator, securitizers and investors as a means of overcoming market failures that could
result from informational asymmetries relating to the underwriting and securitization processes.
The QM rule addresses the quality of the underwriting process and related informational
asymmetries by providing detailed requirements for the documentation and verification of
income, assets and employment. By contrast, the QM+ standard mandates additional objective,
verifiable and fully-disclosed loan characteristics. Those characteristics, or substantialy similar
characteristics that have greater utility to market participants, are fully-disclosed to and well
understood by investors and rating agencies. Such characteristics aso are reflected in the prices
paid by investors and the credit enhancement levels required by rating agencies. Because the
additional requirements of the QM+ standard are not aimed at mitigating the risk that
information asymmetries may pose to the secondary mortgage market, the QM+ standard
incorrectly promotes risk retention as a desired outcome in its own right. That approach to the
risk retention rules would result in additional and unnecessary expenses to financia institutions

and the consumers and businesses they serve.
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Aligning QM and QRM rules, and the single regulatory standard that would result, will
achieve the goals of both rules in the most efficient way possible. Residential mortgage
originators are committing substantial resources to develop, license and implement new systems
to comply with the QM rules. Implementation of the QM+ standard would require similar but
distinct systems that may not be offered by third-party vendors given the limited number of new
issuances in the non-agency RMBS market. The cost and complexity of implementing
compliance systems to satisfy the risk retention under the QM+ standard could significantly deter
new issuances in the non-agency RMBS market and the cost of such a duplicative compliance
system will need to be reflected in the cost of credit made available to consumers.

The costs associated with risk retention will increase the cost of borrowing for all
consumers who require non-QRM loans. The QM+ standard, particularly the 30% down payment
requirement, would mean that the segment of consumers who must rely on this more expensive
credit would constitute the substantial majority of the market. According to data provided by the
Mortgage Bankers Association, only 46% of borrowers in the refinance market and 18% of the
purchase market would qualify for QRM loans if the QRM included the 30% down payment or
70% loan-to-value (“LTV”) requirement as required by the QM+ standard.”” This compares to
the 79% of refinance borrowers and the 67% of borrowers that would qualify if the QRM were
the same as QM.*® Loans made to first-time and low-to-moderate income homeowners would be
subject to risk retention and the associated increase in the cost of credit under the QM+ standard
in disproportionately greater numbers than indicated by this aggregate data. We do not believe
that it is appropriate, nor do we believe that Congress intended, to impose the additional costs

associated with risk retention under the QM+ standard on such a broad segment of homeowners

471d. at 16.
“1d. at 16.
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absent any clear rationale for how such risk retention would substantially improve the efficiency
or soundness of the RMBS market.

B. Blended Pools
1. Blended pools of home mortgage loans are in the public interest

If the Final Ruleisidentical to the Re-proposed Ruleg, it is possible that there may not be
sufficient origination of QRM and/or non-QRM loans (either on an individua or combined
basis) to generate the critical mass needed within the relatively short time periods required to
create an active securitization product and to effectively manage hedging costs. Since the volume
of mortgage loan originations of any loan type varies dramatically depending on market
conditions, these problems might make one type of loan inefficient at one point in time, while
during other times, under different economic circumstances, another type of loan could suffer the
same problem. Regardless of when or in what type of loan this problem occurs, the resulting lack
of liquidity in the mortgage loan markets generally will ultimately increase costs to borrowers.
Similarly, portfolio holders may need to manage their holdings of seasoned loans, including
seasoned |loans that do not meet the QRM criteria but do satisfy the criteria for exemption from
the risk retention obligation for seasoned residential mortgage loans (such loans, “ESMLS"), but
lack a critical mass of such mortgage loans to securitize them without including them in pools of
unseasoned QRM and/or non-QRM |oans.

Fortunately, this potential liquidity problem can be mitigated without reducing investor
protection or sponsors incentives to originate and securitize quality mortgage loans.
Specificaly, issuers should be alowed to create securities backed by a mix of QRM loans, non-
QRM loans and ESMLs, so long as they retain the appropriate amount of risk for each
underlying loan. Such commingling would not change the risk retention requirements for

individual loans or the incentives of originators to originate high quality mortgage loans in any

35



way, since the method by which loans are aggregated does not change underwriting standards or
individual borrower characteristics. Thus, “meaningful” risk retention would still be determined
at the only point where it matters—loan-level lending decisions.

As discussed in Section I1.B.2 below, Bank of America believes that the Dodd-Frank Act
provides the Agencies with sufficiently broad powers to alow blended pools of QRM loans,
non-QRM loans and ESMLs under certain circumstances and that exempting such pools from the
risk retention requirement would provide meaningful relief to the RMBS market.

Issuers can easily create structures within a securitization using established cash-flow
payment rules to reflect an exact participation in each loan based on its QRM, non-QRM or
ESML status. A rule requiring commingled transactions to use such a structure could readily be
drafted, thus avoiding any concerns of gaming the system by creating blended pools. Disclosure
viathe related prospectus specifying which assets required risk retention would aert and inform
investors of the potential risks associated with these assets. Accordingly, we urge the Agencies to
revise the Re-proposed rule to allow pools that include QRM loans, non-QRM loans and ESMLSs,
and thus avoid unnecessary market inefficiencies that cannot benefit any participant.

2. Blended pools of home mortgage loans are not prohibited by the
Dodd-Frank Act

As an initial matter, support for the concept of blended pools can be found in the
Agencies discretion with respect to the definition of QRM. The only restriction that the Dodd-
Frank Act places on the definition of QRM isthat it can be no broader than the definition of QM,
i.e. it must be at least as restrictive as the definition of QM. Thus, the Agencies have the implicit
authority to require zero risk retention on pools composed exclusively of QM loans. It would not

then be rational for Congress to grant the Agencies full discretion to except QMs from the risk
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retention requirements on the one hand, but prohibit them from granting exceptions for these
same loansif the Agencies were to exercise thelir discretion to adopt atighter definition of QRM.

Moreover, the Agencies plainly have the authority under Section 941 of the Dodd-Frank
Act to permit pools of QRM loans, non-QRM loans and ESMLs as proposed here. While
Congress provided generally for the adoption of rules requiring 5% risk retention on securitized
assets, including on QRM loans when pooled with non-QRM loans,*® Congress likewise gave the
Agencies broad authority to exempt both securitizations and entire asset classes from these
requirements. Specifically, the Agencies are authorized to provide “atotal or partial exemption
of any securitization, as may be appropriate in the public interest and for the protection of
investors.”* Likewise, Congress empowered the Agencies to “jointly adopt or issue exemptions,
exceptions, or adjustments to the rules issued under this section, including exemptions,
exceptions, or adjustments for classes of . . . assets relating to the risk retention requirement.”*
The only restrictions that Congress placed on the Agencies' discretion to exercise their power to
exempt asset classes from the risk retention requirements are that “[a]ny exemption, exception,
or adjustment” must “help ensure high quality underwriting standards,” *encourage appropriate
risk management practices,” and “improve the access of consumers and businesses to credit on
reasonable terms.”>? Consistent with this direction, Congress authorized the Agencies to allow
less than 5% of the credit risk to be retained on non-QRM loans that collateralize an asset-backed
security when those loans satisfy underwriting standards that indicate alow credit risk.> In other
words, the Agencies can allow securitization of assets subject to risk retention of less than 5% so

long as any reduction is based on the low credit risk of the underlying assets or if it isin the

* See 15 U.S.C. § 780-11(c)(1)(B)(i).
%0 § 780-11(c)(1)(G)(i).

°L § 780-11(e)(1).

52 § 780-11(€)(2).

%8 § 780-11(c)(1)(B)(ii), (c)(2)(B).
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public interest to do so. We believe that these broad powers include the ability to craft
exemptions to Section 15G(c)(1)(B)(I1)’s mandate that the Fina Rule requires securitizers to
retain risk on QRMs when they are securitized together with non-QRMs.>*

Indeed, we do not believe that securities backed by blended pools of QRM loans, non-
QRM loans and ESMLs would negatively impact investors in any way. The characteristics of
underlying loans have always been disclosed and will continue to be disclosed under the Re-
proposed Rule. Percentages of QRM loans, non-QRM loans and ESMLs comprising a pool
would merely be another asset characteristic like debt-to-income, LTV, or geography that
residential mortgage investors consider. Further, if investors decide that they want a security
backed solely by a particular |oan subtype, it should be possible to accommodate their wishes, so
long as they are willing to pay any potential premiums caused by the scarcity of the related loans.
Permitting commingling simply makes loan subtypes, like QRM, more liquid (and thus less
expensive) than they otherwise would be.

C. Seasoned loans

Bank of America appreciates the Re-proposed Rule's addition of an exception from risk
retention for seasoned loans. As proposed, however, the exemption is too narrow to provide
significant benefits to securitizers of seasoned mortgage loans. Specifically, the requirement that
seasoned loans cannot ever have been delinquent or modified eliminates most outstanding
residential mortgage loans. Bank of America believes that, with the modest changes below, the
seasoned loan exemption could be expanded to enable securitizers of seasoned residential
mortgage loans to more efficiently securitize their holdings without exposing investors to

meaningful amounts of additional risk.

> We note that § 941 of the Dodd-Frank Act requires 5% of credit risk to be retained. There is nothing in the statute
that suggests that Congress intended to mandate that this risk be retained in the form of an ABS interest. This
provides the Agencies with additional latitude to interpret provisions such as § 15G(c)(1)(B)(I1).
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First, while it is appropriate to exclude loans that have been modified for loss mitigation
purposes (e.g., HAMP modifications), many loans are modified for other reasons that are
actualy indicative of high credit quality. For example, if a borrower with good credit is solicited
by a competing lender with a more attractive loan offer, its existing lender may modify the
existing loan to match the better offer. Loans modified in this way are among the highest quality
in any lender’s portfolio. The seasoned loan exemption should be expanded to include loans
modified for purposes other than loss mitigation.

Second, Bank of America believes the proposed requirement that a loan must either be
seasoned for five years with an outstanding principa balance no greater than 25% of the original
outstanding principal balance or be seasoned for 7 years is unduly restrictive. Only a small
minority of five-year-old residential mortgage loans will have had 75% of their original principal
balance paid. Accordingly, this requirement essentially means that to benefit from the exception,
aresidential mortgage loan must be seasoned for 7 years.

We believe that residential mortgage loans that have been seasoned for 5 years and
satisfy certain performance tests described below should be exempt from the risk retention
requirements, regardless of their outstanding principal balance. By the time a residential
mortgage loan has become seasoned 5 years, its performance history is generally considered to
be the strongest indicator of its credit quality and imposing a risk retention requirement for that
loan would only negligibly promote sound underwriting. We aso believe that, as residential
mortgage |oans become more seasoned, defaults occur more frequently due to life events such as
loss of employment, divorce o