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:

Conference call with SFIG representatives

DATE:

January 29, 2014

On January 17, 2014, Arthur Sandel, David Beaning and Lulu Cheng of the
Division of Corporation Finance and Sean Wilkoff and Igor Kozhanov of the Division of
Economic and Risk Analysis participated in a conference call with the following
representatives of the Structured Finance Industry Group, Inc. (“SFIG”): Sairah Burki of
SFIG; Mike Mitchell of Chapman and Cutler LLP; Julie Gillespie of Mayer Brown LLP;
Eve Ngan of JPMorgan Chase; Scott McCarthy of Bank of America; Keith Helwig of
RBC Capital Markets; and Sam Smith of Ford Motor Company.
The following staff of other federal regulators also participated: James Basham of
the OCC; Kathy Russo, Phil Sloan, Gene Pocase, Steve Lake, William Haston, Robert
Hendricks, Jacob Doyle, Suzanne Clair and Rohit Dhruv of the FDIC; April Snyder and
Donald Gabbai of the Federal Reserve Board; and Beth Mlynarczyk and Ankur Datta of
the Department of the Treasury.
The participants discussed topics related to the Commission’s August 28, 2013
joint proposed rules regarding credit risk retention. Handouts are attached to this memo.

Attachments

APPLICATION OF CREDIT RISK RETENTION RULE
TO REVOLVING MASTER TRUSTS
JANUARY 17, 2014
AGENDA
1. Recap of Key Points from 12/16/13 Meeting – Modest Changes to Make the Rule
Significantly More Workable for Major Segments of the Master Trust Market
(Slides 3-6 from our 12/16/13 slide desk)
2. Seller’s Interest Form of Risk Retention: Treatment of Subordinated Seller’s Interests
(Annex A to this Agenda)
 The seller’s interest in virtually every master trust features some form of subordination to
the investor interests.
 Each such form should be recognized as an available form of risk retention under the final
rule.
 If the joint regulators seek to treat different forms of subordination differently, the
distinction should be based on the characteristics of the seller’s interest taken as a whole.
Credit subordination should not be the sole determinant. See Annex A to this Agenda.
3. Horizontal Risk Retention Options for Revolving Master Trusts
(Slides 8-10 from our 12/16/13 slide deck)
 Many forms of horizontal risk retention commonly used in current master trust structures
cannot satisfy the standard or the special horizontal risk retention option as proposed.
 If one or more forms of subordinated seller’s interest are treated like horizontal residual
interests under the rule, this problem will be exacerbated because subordinated seller’s
interests are no better suited to satisfy these proposed horizontal risk retention options.
 It is critical, therefore, that the special horizontal risk retention option for master trusts be
revised as set forth in SFIG’s comment letter to accommodate the additional forms of
horizontal risk retention already used in the market, as well as any form of subordinated
seller’s interests that is treated like a horizontal residual interest under the rule.

4. Valuation of, and Measurement Dates for, Subordinated Seller’s Interests and Horizontal
Interests in Master Trusts
(Slides 12-14 from our 12/16/13 slide deck)
 A fair-value determination for subordinated seller’s interests and horizontal interests in
master trusts would be burdensome, especially if sponsors are required to perform such
calculations monthly or to re-value previously-issued ABS interests on the closing date for
each new issuance.
 We believe that a face-value measurement would better balance the competing
considerations in the context of master trusts, so long as the master trust does not monetize
excess spread. 1
 If our request to measure subordinated seller’s interests and horizontal interests on a facevalue basis is not adopted, and if the Joint Regulators determine that a re-valuation of such
interests is required, either monthly or on each new issuance date, we request that the
alternative valuation method outlined in our comment letter – using the “invested amount”
of the related ABS interest – be adopted.

1 As noted on slide 13 of our 12/16/13 slide deck, we believe a fair-value measurement would be appropriate in the
case of a residual interest in series-level excess spread. However, given the complexity of valuing excess spread, we
believe most sponsors will elect not to claim credit for such interests. We believe, therefore, that the final rule should
allow sponsors to disregard their residual interest in excess spread and still receive credit for other horizontal interests
that it retains.

-2-

ANNEX A
Forms of Seller’s Interests
 Pari Passu Seller’s Interest: Virtually all master trusts allocate principal collections
between the investor interests and the seller’s interest on a pari passu basis only during
revolving periods, and on a fixed allocation basis during other periods, including scheduled
principal accumulation or scheduled principal amortization periods. This fixing of
allocations of collections to the investor interests operates as a form of subordination of the
seller’s interest.
 Pari Passu Seller’s Interest with Subordination of Collections: In some master trust
transactions, collections that are allocated to this pari passu seller’s interest may first be
applied to cover shortfalls, if any, remaining after application of collections allocable to the
investor interests. 2


Seller’s Interest Comprised of Two Parts: A Pari Passu Seller’s Interest and a SeriesLevel Subordinated Seller’s Interest: In some other cases — a typical floorplan
securitization, for example — the seller’s interest is comprised of two parts:
(i) one part is a typical pari passu seller’s interest, and
(ii) the other part is a series-level subordinated seller’s interest, which is issued in an
amount equal to the available subordinated amount for a series and functions as credit
enhancement for that series by absorbing losses allocated to the related investor
interests before the investor interests are themselves affected (see slide A-7 in our
12/16/13 slide deck).

 In all three cases outlined above, the pari passu seller’s interest adjusts for fluctuations in
the outstanding principal balance of the trust assets, while the series-level subordinated
seller’s interest generally does not. 3 Notably then, the pari passu seller’s interest acts as a
cushion by absorbing seasonal fluctuations in the portfolio and dilutions (returns). By the
terms of the seller’s interest, therefore, the seller is obligated to fund any and all amounts of
principal receivables that arise in the trust accounts from day to day in excess of the
aggregate investors interests.
 This obligation to absorb seasonal and other fluctuations in the principal balance of the
portfolio represents a fundamental difference from any form of horizontal interest in the
trust and, regardless of any subordination of collections, the seller’s obligation to fund such
amounts operates itself as a significant mechanism to align the interests of the securitizer
with those of investors.

2 Collections allocable to the seller’s interest may be made available to cover shortfalls in interest, principal or both, or
to cover loss amounts allocated to investor interests.
3 The series-level subordinated seller’s interest is typically issued in a fixed amount but the amount may adjust for the
limited purpose of covering the amount of excess concentration receivables arising in the trust accounts from time to
time.

 It is true that, in all three cases outlined above, losses allocated to, or absorbed by, the pari
passu seller’s interest reduce the amount of the seller’s interest. Notably, however, in
virtually every case, once the seller’s interest falls below a required minimum level, the
seller is required by the governing program documents to transfer receivables arising in
additional accounts to the master trust, thereby replenishing the trust assets and, in turn, the
seller’s interest. 4
 This obligation to replenish the trust assets and, in turn, the seller’s interest represents once
again a fundamental difference from the forms of horizontal risk retention envisioned under
the proposed rule, and the seller’s obligation to transfer receivables arising in additional
accounts operates as yet another significant mechanism that aligns the interests of the
securitizer with those of investors.
 We request, therefore, that the definition of seller’s interest be revised to provide that the
seller’s interest be pari passu with or subordinated to each series of investor interests with
respect to the allocation of collections and losses. 5

4 By contrast, losses absorbed by a series-level subordinated seller’s interest reduce the amount of such seller’s interest
but the seller has no corresponding obligation to add new receivables to the master trust or otherwise replenish such
seller’s interest.
5 If this request is not implemented in the final rule, then, as requested on slide 3 in our 12/16/13 slide deck, the
definition should instead be revised to require the seller’s interest to be pari passu with respect to allocations of
collections only during revolving periods.
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We appreciate the changes that the Joint Regulators have made to better align the re-proposed rule with market
practice, but more changes are necessary to create workable risk retention options for master trusts.



Most importantly, as currently proposed, the seller’s interest form of risk retention cannot be utilized by any master
trust currently in the market.



In addition, there is a substantial segment of the revolving master trust market – most notably, floorplan
securitizations – that do not currently incorporate a pari passu seller’s interest as a significant structural feature
and, therefore, do not expect to utilize the seller’s interest option as their primary form of risk retention.



It is critical, therefore, that (i) the seller’s interest option be revised to better align with market practice and (ii) there
be a workable horizontal interest option for revolving master trusts.



Today, we will highlight some of the most important changes that are needed, beginning with certain modest
changes to the rule that will make it significantly more workable for major segments of the master trust market.

1

2

The proposed definition of “seller’s interest” contemplates an interest that is pari passu to each series of investor
interests with respect to the allocation of collections and loss amounts prior to an early amortization event.

1



In virtually every case, allocations of collections between the investor interests and the seller’s interest are
pari passu only during revolving periods.



During other periods, including scheduled principal accumulation or scheduled principal amortization
periods, virtually all master trusts fix the allocation of principal collections to the relevant investor interests at
the higher levels applicable before principal payments begin.1



This fixing of allocations of principal collections to the investor interests provides for the orderly and timely
payment of the investor interests, by deferring a full allocation of collections to the seller’s interest when a
series, class or tranche of investor interests is in any form of principal accumulation or principal amortization
period.



Requested Action: We request, therefore, that any requirement in the final rule that the seller’s interest be
pari passu to each series of investor interests be modified to require the seller’s interest to be pari passu
with respect to allocations of collections only during revolving periods.

By comparison, the allocation of losses between the investor interests and the seller’s interest remains pro rata at all times.

3

The Joint Regulators are also considering whether they should make additional provisions for subordinated seller’s
interests.


The seller’s interest in virtually every master trust features some form of subordination to the investor
interests.



By fixing the allocation of principal collections to the investor interests following a revolving period (as
described earlier), the seller’s interest becomes subordinated to investor interests.



In some revolving master trust transactions, collections allocable to the seller’s interest may first be used to
cover shortfalls, if any, remaining after application of collections allocable to the investor interests,
representing a form of credit subordination of the seller’s interest to investor interests.



There are, however, variations in the extent of such subordination, depending on investor preferences and
ratings criteria. In some cases, collections allocable to the seller’s interest may be made available to cover
only shortfalls in interest or principal; in other cases, they may cover shortfalls in both interest and principal;
and, in still other cases, they may absorb losses allocated to investor interests.



Moreover, these forms of subordination are typically limited to collections allocable to the seller’s interest in
the current distribution period (i.e., prior-period collections distributed to the seller are not available to the
investor interests in subsequent periods).

4

2



In each of the cases outlined above, these allocation 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
securitized receivables that exposes the holder to a proportional or greater share of the credit risk of those
receivables as compared with the share borne by the investor interests.



We believe the seller’s interest form of risk retention should give credit for all such forms of subordinated
seller’s interest on the same basis.



Requested Action: We request, therefore, that the definition of seller’s interest be revised to require the
seller’s interest to be pari passu with or subordinated to each series of investor interests with respect to the
allocation of collections and losses.2

If our request to give credit for all forms of subordinated seller’s interests on the same basis is not implemented in the final rule, then, as requested earlier, the definition
should instead be revised to require the seller’s interest to be pari passu with respect to allocations of collections only during revolving periods.

5

Clause (3) of the special horizontal interest option for master trusts in §__.5(f) requires the horizontal interest’s claim to
any part of the series’ share of the interest and fee cash flows for any interest payment date to be subordinated to “all
accrued and payable interest and principal due on the payment date to more senior ABS interests.
The reference in clause (3) to “principal due” would preclude virtually any subordinated interest from qualifying for the
special horizontal interest option.
In the great majority of master trust structures, interest and fee cash flows are applied to pay interest due, to pay
servicing and trustee fees, and to cover loss amounts allocated to the investor interests, but may not otherwise be
available to make any principal payments due.
Instead, principal cash flows are applied to pay principal due on the investor interests.
In addition, the requirement that the horizontal interest have the most subordinated claim to principal repayment cash
flow is already addressed in clause (4) of §__.5(f).
Requested Action: We believe, therefore, that the reference to “principal due” should be deleted in clause (3), which
would also conform to the description of clause (3) that appears in the Supplementary Information.

6
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Master trusts cannot comply with the requirements of the standard horizontal risk retention option in §__.4.



The comparison of the closing date projected cash flow rate to the closing date projected principal repayment rate
does not work for master trusts or any revolving structure.



During revolving periods, principal collections are reinvested and no principal payments are made, while finance
charge collections are applied, interest payments are made, and excess spread is distributed. As a result, no residual
or interest-bearing horizontal interest could satisfy the required projected cash flow comparison.



In the case of de-linked master trusts, subordinated tranches of a series may be paid principal prior to later-maturing
more senior tranches of the same series. As a result, it is unlikely that such an interest could satisfy the required
projected cash flow comparison.



In addition, as detailed in SFIG’s comment letter, the difficulties with the projection and certification requirements for
eligible horizontal residual interests (EHRIs) are particularly acute for master trust sponsors, since a sponsor cannot
know the composition of its assets and liabilities on any future date.

8



Clause (2) of the EHRI definition requires that shortfalls reduce amounts paid to the EHRI before amounts paid to
any other ABS interest are affected. Under the proposed rule, the sponsor’s residual interest in excess spread
appears to be an ABS interest and, with its first-loss position, it appears that it would need to qualify as an EHRI
and satisfy the other requirements applicable to EHRIs in §__.4 before any other subordinated tranche or class of
ABS interests could qualify. And yet, as acknowledged by the Joint Regulators, such a residual interest in excess
spread cannot satisfy these requirements.



In addition, as drafted, the EHRI definition does not contemplate or accommodate series-level allocations of
collections and related distributions.



Requested Action: The special horizontal risk retention option for master trusts should be revised as set forth in
SFIG’s comment letter to accommodate the additional forms of horizontal risk retention already used in the market.

9



Clause (3) in §__.5 requires the qualifying horizontal interest’s claim to any part of the series’ share of the interest
and fee cash flows for any interest payment period (i) to be subordinated to interest and principal due on the
payment date to more senior ABS interests in the series and (ii) to be further reduced by the series share of losses.



Depending on how the Joint Regulators intended that clause (3) be construed, as drafted, it may preclude most
interest-bearing subordinated investor interests retained by the sponsor or its majority-owned affiliates from
qualifying for the special horizontal interest option.3



As drafted, the special horizontal interest option would not give credit for horizontal interests issued in one series
that are subordinate to investor interests issued in one or more other series, including horizontal interests issued by
a legacy trust that are subordinate to investor interests issued by the related issuance trust.



Clause (4) in §__.5(f), which requires the qualifying horizontal interest to have the “most subordinated claim to any
part of the series’ share of the principal repayment cash flows” needs to be clarified for de-linked master trusts.



Requested Action: The special horizontal risk retention option should be revised as set forth in SFIG’s comment
letter to accommodate these additional forms of horizontal risk retention already used in the market.

3

It is unclear whether the Joint Regulators intended that clause (3) prohibit a horizontal interest from receiving any share of interest and fee cash flows before using those
cash flows to cover current loss amounts allocated to the series.

10



Credit for retained horizontal interests is available to master trusts only if the sponsor maintains a specified amount
of horizontal risk in every series issued by the master trust, but we believe the desired alignment of interests
between the sponsor and other ABS investors can be achieved regardless of whether the sponsor retains the same
percentage interest in each series.



Each series issued by a master trust is supported by one or more common pools of collateral, and so the fact that a
sponsor retains exposure to that collateral through one series versus another should be irrelevant, so long as the
aggregate exposure, based on the relative size of each series, represents 5% of the total principal amount of the
related outstanding investor interests.



Requested Action: We request that sponsors receive proportional credit for horizontal interests retained based on
the relative size of each series, regardless of whether the sponsor holds a minimum percentage of each series.

11

The Joint Regulators propose that the seller’s interest be measured on a face-value basis – because sponsors of
master trusts do not issue senior interest-only or premium bonds in their ABS structures – but posit that a subordinated
seller’s interest or a horizontal interest in a master trust be measured on a fair-value basis.
As noted by the Joint Regulators, “a fair value determination [for seller’s interests] would create additional complexity
and costs, especially given the frequency of the measurements required.”
A fair-value determination for subordinated seller’s interests and horizontal interests would likewise be burdensome,
especially if master trust sponsors are required to perform such calculations monthly on every seller’s interest
measurement date, or to re-value previously issued ABS interests on each closing date.
Moreover, for a master trust that does not monetize excess spread, a retained interest in 5% of the securitized assets
represents at least 5% of the credit risk of those assets regardless of whether the retained interest is pari passu or
subordinate to other ABS interests.
The fair value of a subordinated seller’s interest or a subordinated horizontal interest will reflect the increased
potential for losses, and may reflect that the subordinated interest will be paid at a later date than senior ABS interests,
but this does not reduce the sponsor’s “skin-in-the-game.”

12



Requested Action: We believe that a face-value measurement should be the valuation standard for all
forms of the seller’s interest as well as for retained investor ABS interests, so long as the master trust does
not issue premium or interest-only bonds and does not otherwise monetize excess spread, and the sponsor
or a majority-owned affiliate retains the residual interest in excess spread.



We believe that a fair-value measurement would be appropriate in the case of a residual interest in serieslevel excess spread. However, given the complexity of valuing excess spread, we believe that most
sponsors will elect not to claim credit for such interests. We are generally comfortable with this result, so
long as the final rule allows sponsors to disregard their residual interest in excess spread and still receive
credit for other horizontal interests that it retains.

13



We generally believe that it is appropriate to measure the seller’s interest monthly and that such a requirement would not be
burdensome given market practice and the ease of the calculation.



For purposes of the option to combine the seller’s interest with series-level horizontal interests, it is unclear whether the Joint
Regulators intended sponsors to calculate the fair value of each horizontal interest on a monthly basis.



If our request to measure horizontal interests on a face-value basis is adopted, it should be possible for a sponsor to
recalculate the offset to the seller’s interest with relative ease on a monthly basis.



If, on the other hand, a sponsor were required to measure horizontal interests on a fair-value basis, requiring a recalculation
on a monthly basis would be extremely burdensome and would be inconsistent with the requirements for EHRIs under the
standard risk retention option.



In addition, a sponsor should not be required to increase its risk retention for a series to the extent the horizontal interest
declines in value (whether face value or fair value) after the closing date for that series, as this would effectively require the
sponsor to hold a greater than 5% retained interest in the securitized assets.



Requested Action: If our request to measure horizontal interests on a face-value basis is not adopted, and if the Joint
Regulators determine that a re-valuation of horizontal interests is required, either monthly or on each new issuance date, we
request that the alternative valuation method outlined in our comment letter – using the “invested amount” of the related ABS
interest – be adopted.4

4

The “invested amount” of an ABS interest refers to its outstanding principal amount as reduced by write-downs for losses.
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Credit Card ABS structures have evolved in response to investor preferences and increasingly efficient funding strategies.
Evolution of credit card ABS structures
First Credit Card
Securitizations.
Issued through discrete
trusts.

Master Trust Structure
introduced with individual
Term Series. Triple-A and
Single-A Certificates are sold
to the public. Credit
Enhancement to Class A and
B is provided by CIA.

Late 1980s to Early 1990s

Early to Mid 1990s

Advent of Owner Trust
technology allows issuance
of Class C to capital markets.
All classes considered debt
for tax purposes.

Late 1990s Late 1990s

Delinked issuance platform
created that effectively
delinks the issuance of senior
and subordinate notes.

Issuers retroactively increase
enhancement. Given market
dislocation, many issuers elect
to retain their subordinate notes.

2000-2002

2008 – present

 The US credit card ABS market dates back more than 25 years.
− While the formative years are characterized by the use of discrete trusts, by the early 1990s most sellers had
adopted the master trust as their funding platform.
− With greater market maturity came greater innovation in terms of master trust technology, most notably in
‘publicizing’ the subordinated Class C securities.
− Such development culminated in the creation and broad implementation of the delinked structure in the early 2000s.
 Currently, the majority of issuance is from Delinked Series issued out of Owner Trusts.
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From 1987-1991, the stand-alone trust was the dominant
issuance vehicle employed by credit card ABS issuers.

Stand-Alone Trust

In a stand-alone trust, the originator designates a group of
credit card accounts and transfers the receivables arising
from time to time in those accounts to a trust that then
issues a discrete series of ABS, although there may be
several classes within that series.
When the originator intends to issue another series of
ABS, it designates a new group of credit card accounts
and transfers the receivables arising from time to time in
those accounts to a separate trust.
This structure proved cumbersome and not cost efficient.
It was used until 1991 when the master trust became the
preferred vehicle.

Seller

Pool of Credit Card
Receivables

Pool of Credit Card
Receivables

Credit Card
Trust 1

Credit Card
Trust 2

Series A

Series B

Class A
Class B
CCA

Class A
Class B
CCA
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Master Trust technology became the market standard in 1991.

Master Trust

Credit card transactions involve the sale of pro rata shares in a
revolving pool of assets.

Seller

 Receivables are not segregated to support a certain series.
– Security holders have an undivided interest in the
aggregate pool of receivables.

Pool of Credit Card
Receivables

Multiple series of ABS are issued and can be issued at different
times with different liability characteristics: tenor, fixed/floating
coupon, etc., all from the same collateral pool.

Master Trust

The most subordinated tranche in the capital structure is usually in
the form of a loan, referred to as a “collateral invested amount”
(“CIA”), which serves as enhancement to more senior tranches.

Series A

Series B

Series C

Class A
Class B
CIA

Class A
Class B
CIA

Class A
Class B
CIA
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In 1998, issuers developed a structure that allowed them to
sell the most subordinate tranche, referred to as Class C
notes:

Master Trust/Secured Note Trust
Seller

 A secured note trust was created for each series,
backed by a collateral certificate representing an
interest in the CIA.

Pool of Credit Card
Receivables

 This secured note trust would issue Class C notes
secured by its interest in the cash flows allocated to the
CIA.

Master Trust

Series A

Series B

Series C

Class A
Class B
CIA

Class A
Class B
CIA

Class A
Class B
CIA

Secured Note
Trust

Secured Note
Trust

Secured Note
Trust

Class C Notes

Class C Notes

Class C Notes
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Credit Card Master Note Trust (“MNT”) technology builds on the
traditional Master Trust structure.

Master Note Trust
Seller

In the traditional Master Trust, securities created took the form of
certificates, which evidenced ownership in the assets of the Master
Trust.

Pool of Credit Card
Receivables

 The key innovation of the MNT was the change in form of
issued securities to that of notes, which evidence debt of the
trust secured by the conveyed assets.

Master Trust

The MNT, as a business trust, allows for issuance of multiple
series of securities backed by a common pool of revolving
collateral.
Securities issued are characterized as debt-for-tax and,
therefore, ERISA eligible.
The MNT can issue series of ABS with flexibility in tenors
depending on issuer's liquidity needs coupled with investor
demand.

Outstanding
Series

Collateral
Certificate

Future Series

Note Trust

Series A

Series B

Series C

Class A
Class B
Class C

Class A
Class B
Class C

Class A
Class B
Class C

A-5

The newest technology used for credit card securitization is the
De-Linked Issuance Trust, featuring MTN and “De-linking” tranche
technology.

“De-Linked” Issuance Trust
Seller

The main feature of the structure, “De-linking”, allows each tranche
of notes to have an independent maturity schedule.

Pool of Credit Card
Receivables

 The subordinated tranches of notes no longer need to be
linked to any senior tranche of notes.

Master Trust

 This feature allows issuance of different tranches of notes at
different times based on demand or need.
Strict issuance tests ensure there is sufficient enhancement
beneath each class.

Outstanding
Series

Collateral
Certificate

Future
Series

Issuers tend to over-fund subordinate tranches to allow flexibility to
optimize issuance of senior tranches.
Issuance Trust

As the credit crisis pushed credit spreads on subordinate notes
wider than many credit card banks alternative sources of
funds, many issuers have elected to issue and retain the
subordinate notes.

Notes

Tranche A1
Tranche B1
Tranche C1

Tranche B2
Tranche C2

Tranche C3
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The following diagram provides a simplified overview of the structure for a typical floorplan master trust securitization and the
enhancement available for an indicative series issued by a floorplan master trust.
Sponsor

Depositor

Master Trust

Outstanding Series

Future Series

Indicative Series

Excess Spread

(1)

Available
Subordinated
Amount
-------------Depositor Interest (1)

Reserve Account

Investors’ ABS
interests

The depositor interest represents the interest in the trust assets not allocated to any series. A portion of the depositor interest equal to the available subordinated amount is subordinated to the investors’ ABS interest.
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 The receivables and other assets held by the master trust
at any time are allocated between the investor interests
and the seller’s interest.

Credit Card Trust

 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.

Finance Charge
Receivables

Assets

(and related
collections)

 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 equals 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 fluctuates
in size over time as new receivables are added, others
are paid, and new series are issued or mature.

Liabilities

Series 1

Principal
Receivables

Series 2

Aggregate
Investor
Interests

Series 3
(and related
collections)

Series 4
Seller’s
Interest

A-8

 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.
 During revolving periods, virtually all master trusts allocate
collections and loss amounts between the investor interests
and the seller’s interest on a pro rata basis, using a floating
allocation percentage.

 This fixing of allocations of collections to the investor interests
provides for the orderly and timely payment of the investor
interests, by deferring a full allocation of collections to the
seller’s interest when a series, class or tranche of investor
interests is in any form of principal accumulation or principal
amortization period.
 Excess cash flows not required by the outstanding series are
paid to the transferor in the form of excess spread.
1

By comparison, the allocation of losses between the investor interests and the seller’s
interest remains pro rata at all times.

Fixed/Floating Allocations

Series A

Series B

Class A

Class A

Class B

Class B

Class C

Class C

Seller’s Interest

 During other periods, including scheduled principal
accumulation or scheduled principal amortization periods,
virtually all master trusts fix the allocation of principal
collections to the relevant investor interests at the higher levels
applicable before principal payments begin.1

Collections

Excess Cash to Transferor
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Finance charge collections are used to pay bond coupons and servicing fees, and to cover loss amounts.

Finance charge
collections

Master
Trust

Allocated on a floating
allocation (pro-rata) basis

Series A
Series B
Series C

Principal collections are used to pay bondholders when principal is due; otherwise it is used to purchase new
receivables.
Series A

Principal
Collections

Master
Trust

If during the revolving period, used
to purchase new receivables

Controlled
Accumulation

Allocated on a floating
allocation basis during
revolving periods,
Series B
and on a fixed allocation basis
at all other times

Revolving
Series C
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Collateral balance ($)

Collateral: Credit card accounts, monthly principal and interest receipts

Excess seller interest
Required seller interest
Investor interest

Revolving period

Accumulation
Period

 The primary benefit of the seller’s interest is that it provides a cushion as the first tranche to serve as a
buffer against seasonal fluctuations in the portfolio and to absorb dilutions (returns).
 Many trusts actually require a minimum seller’s interest for protection from dilutive items.
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Assumptions:


Trust Receivables Balance: $5bn



One series (Series A) outstanding



Initial Series A principal balance: $1bn (i.e. Allocation % at the beginning of Amortization Period is 20%)



Monthly Principal Payment Rate: 25%

Example 1: Fixed Principal Allocation during Amortization Period

Fixed principal allocation (i.e., seller’s
interest is subordinated with respect to
principal collections) during amortization
period allows for timely repayment of
principal, which is beneficial to investors
and important to rating agencies’ analysis

Example 2: Floating Principal Allocation during Amortization Period

Floating principal allocation (i.e., pari
passu with seller’s interest) during
amortization period will result in an
extremely long tail. In this example,
Series A will still not be paid off after
84 months.
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“De-Linked” Issuance Trust

Credit Enhancement Structure
Seller

Pool of Credit Card
Receivables

Tranche A1
Tranche B1

Master Trust

Tranche C1

Tranche B2
Tranche C2

Tranche C3

Class D Certificate
Collateral Certificate

Outstanding Series

Future Series
Class D Certificate

Issuance Trust
Notes

Tranche A1
Tranche B1
Tranche C1

Tranche B2
Tranche C2

Tranche C3
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Three outstanding series, each having an outstanding principal amount of
investor interests equal to $100.



The sponsor does not retain any horizontal interest in Series 1, retains a Class D
horizontal interest in Series 2 representing 3% and retains a Class D horizontal
interest in Series 3 representing 2%.



The sponsor should be permitted to reduce the 5% trust-wide risk retention
requirement by 1.67%, by weighting the amount of horizontal interest retained by
the respective outstanding principal balance of the investor interests of the
related series, as follows:

Series 1

Series 2

Series 3

Class A, 80% Class A, 80%
Class A, 82%



Retained Horizontal

Principal Balance of

Trust-Wide

Series

Interest

Investor Interests

Requirement

1

-0-

$100

2

3%

$100

3

2%

$100

Total

5%

÷

$300

=

1.67%

Upon the maturity of any series in which the sponsor retained a horizontal
interest that offset the 5% trust-wide requirement, the sponsor would be required
to either retain a qualifying horizontal interest in a new series or increase its
trust-wide seller’s interest requirement, in either case, by an amount sufficient to
again satisfy the 5% aggregate requirement.

Seller’s Interest

Offset to 5%

Class B, 10% Class B, 10%

Class C, 8%

Class D, 2%

Class C, 7%

Class B, 9%

Class C, 7%

Class D, 3% Class D, 2%
(retained)
(retained)

A-14

Traditional “Linked” Master Trust

Series 1

De-Linked Issuance Trust

Series 2

Series 1

Class A – 82%
Class A,
80%

Class A,
82%

Tranche A1

Tranche B1
Tranche C1

Tranche A2

Tranche B2

Tranche A3

Tranche B3

Tranche C2
Tranche D1

Class B, 10%

Class B, 9%

Class C, 8%

Class C, 8%

Class D, 2%

Class D, 1%

Tranche A4

Tranche B4

Tranche C3

Class B – 9%
Class C – 8%
Class D – 1%
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Example for $1,300MM of financing:
Class A Required Subordination
designation as:

$1,000 Class A1 Notes

5.00% Class B notes ($50)
5.00% Class C notes ($50)
7.50% Class D notes ($75)

$40 Class B1

$60 Class B2

$50 available enhancement
$50 excess enhancement

Class A Excess Enhancement:
Class B notes ($50)
Class C notes ($25)

$75 Class C1

$50 available enhancement

Class D notes ($50)
$25 excess enhancement

$75 Class D1
Excess Class D notes may
be used as enhancement for
new Class A, B, and C
tranches

$50 Class D2

$75 Class D Available
Enhancement distributed pro rata
across Class D1 and Class D2
notes
The remaining $50 of Class D
notes is not available for
enhancement for Class A1 notes
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The extension scenario illustrated below assumes that two Class B notes of equal size provide credit support to a single
Class A1 note. Under this scenario, the shorter-dated Class B2 note is unable to be refinanced at its scheduled
redemption date of 3 years.
Redemption Profile
Note Issuance

Note Profile

Notes Outstanding

5 Year – Class A1

3

Class A1 Note
Principal Accumulation

Required
Enhancement
for Class A
notes

5 Year – Class B1
3 Year – Class B2
4
3
Scheduled Maturity Date

1

2

Class B1 Note
1

Extended Class B2 Note

5

3
4
Scheduled Maturity Date

5

The Class B2 note is unable to be refinanced at its scheduled redemption date in year 3, which leads to:
– Extension of the Class B2 note past its scheduled redemption date.
– A requirement to begin trapping principal to effectively cash collateralize the Class A1 note.

2

Principal is trapped in a principal funding account to effectively reduce the Class A1 Investor Interest to a level
where the Class B1 note alone would provide sufficient credit enhancement.

3

Once sufficient principal has been trapped the Class B2 notes can be repaid in full.
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