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Re: Prior Correspondence Regarding Asset-Backed Securities Reforms

Dear Alan,

It was a pleasure speaking with you today, and again please accept my belated
congratulations on your appointment as Director of the Division of Corporation Finance.

As we discussed, enclosed please find prior correspondence submitted by The Bond
Market Association to the SEC in connection with the Staff's previous consideration of

possible reforms of registration, disclosure and reporting rules applicable to mortgage-
backed and other asset-backed securities.

The letter dated November 6, 1996 was submitted in response to the staff's informal
request for suggestions concerning possible reforms in this area. The letter dated
November 8, 1996 was written in response to the SEC's concept release on "Securities
Act Concepts and Their Effects on Capital Formation." Pages 1-12 of that letter respond
generally to this concept release; issues relating specifically to asset-backed securities are
addressed beginning on page 13. Finally, the letter dated June 30, 1999 was written in

" response to the so-called "aircraft carrier" proposals. The bulk of this letter responds to

these proposals generally from a fixed-income market perspective (specifically in the
context of corporate bond offerings), with a section addressing the application of the
proposals to asset-backed securities beginning on page 41.

I have also taken the liberty of including another copy of the proposals we submitted to
the Division of Corporation Finance in December of last year. These include our
recommendations for reforms of rules governing communications by issuers and-
underwriters in connection with offerings of fixed-income securities, as well as five
separate requests dealing with registration and disclosure issues specifically in the

context of securitization transactions.
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We welcome your and the Staff's interest in addressirig these mattters, which remain a
high priority for our members. Should you have any questions or need additional

information, please do not hesitate to contact either Michel de Konkoly Thege or me
directly.

Sincerely,

Geo?ge ; Miller

Senior Vice President and Deputy General Counsel

cc: Paul Saltzman, Michel de Konkoly Thege--The Bond Market Association

enclosures
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November 5, 1996

Mr. Bnian Lane

Director

Division of Corporation Finance

U.S. Securities and Exchange Commission
450 Fifth Street, N'W.

Washington, D.C. 20549 -

RE: Response to Staff Request for Suggestions Concerning Possible Reforms of
Discl T ine Rules for M I “Backed Securiti

Dear Mr. Lane:

In several previous meetings and dlscussxons between Staff officials and representatives of
PSA The Bond Market Trade Association (PSA) members of the Staff solicited suggestions
concerning potential improvements to the existing system of disclosure and reporting for public
: .oﬁ'enngs of mortgage-backed securities (MBS) and asset-backed securities (ABS). This letter -
constitutes PSA’s initial response to this request and deals specifically with possible reforms of
the disclosure and reporting system for MBS/ABS, addressed in the hypothetical context (as
suggested by the Staff) of a complete overhaul of the system for dealing with MBS/ABS. Some
of the matters addressed in this letter are also being addressed in a separate letter that is being sent
by PSA in response to the Commission’s Concept Release: Securities Act Concepts and Their
Effect on Capital Formation (Release No. 33-7314 (July 25, 1996)).

INTRODUCTION

PSA welcomes the initiative of the Staff in seekmg suggestions on possible ways to
improve the existing rules relating to disclosure and reporting” in connection with registered
pubhc offerings of MBS and ABS. PSA’s members are extensively involved in the process of -

. bringing new MBS and ABS issues to market, usually working in the role of capital markets
intermediary between issuers and investors of mortgage-backed and asset-backed securities, as
well as in the secondary market trading of those instruments. PSA’s formal involvement in the
MBS and ABS market is coordinated through a network of standmg committees. This letter was
prepared by an-ad hoc “MBS/ABS Regulatory Task Force,” comprised of senior business and

legal professionals from a representative cross-section of PSA’s membershxp that is particularly
active in these markets ' .

PSA The Bond Market Trade Association represents approximately 275 securities firms and banks that underwrite, trade
and sell debt securities, both domestically and internationally. Among PSA’s members are many of the underwriters that
participate in the initial distribution and secondary market trading of mortgage-backed and asset-backed securities.
Throughout this letter, the term “disclosure™ shall refer generally to disclosure documents that are prepared in connection
with the initial distribution of public offerings of MBS and ABS, while the term “reporting™ shall refer generally to post-
distribution disclosure with respect to such offerings.
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The MBS and ABS markets are large and growing. PSA estimates that there are currently
in excess of $1.9 trillion MBS and over $330 billion ABS outstanding. Collectively, this volume
rivals or exceeds the outstanding volumes of other major categories of debt securities, including
traditional corporate debt obligations. In short, and as the Staff is well aware, the MBS and ABS
markets have become central vehicles for capital formation in the United States, and increasingly,
abroad. Several recent statistical reports published by PSA that demonstrate the size, growth and
increasing importance of these markets are attached.

Broad consultation among PSA’s members who are involved in the issuance and trading
of these types of securities reveals a consensus that the existing rules under the Securities Act of
1933 and the Securities Exchange Act of 1934, which were developed in the context of traditional
corporate debt and equity secuiities offerings and which generally were adopted before securities
such as MBS/ABS existed, are not well adapted to MBS/ABS. Primary differences between the
MBS/ABS market and other financial markets include: (i) a principal focus in the MBS/ABS
market on the structure of a class of securities and the nature of the underlying assets rather than
on the financial prospects of an issuer with an ongoing business; (ii) the importance of evaluating
the impact of alternative potential future cash flows in making a meaningful assessment of a
security’s yield; and (iii) the interaction between broker-dealers and investors in tailoring
underlying pools of assets and offering structures to meet investor needs and changing market
conditions. : :

_ - - The existing rules under the 1933 and 1934 Acts impose undue burdens on the parties -
involved in the structuring and issuance of such securities and lead to unnecessary costs and
delays in consummating such issuance. Moreover, such costs and delays do not result in better
disclosure for investors. Instead, it is widely felt that the disclosure documents typically
associated with these categories of transactions are overly-long and opaque, and that existing
"legal rules at times actually stand in the way of disseminating useful information to investors, both
at the time of initial issuance and in the secondary market.

S PSA thus entirely supports the Staff's recognition that there are significant problems with
the existing system and the Staff’s willingness to consider substantial changes, possibly including
an entirely new set of disclosure rules specifically adopted for MBS/ABS. -This initiative is -

particularly timely, in that the Commission’s new exemptive authority under the National

Securities Markets Improvement Act of 1996 should facilitate the implementation of appropriate

changes to the present rules. This letter sets forth, in preliminary form, PSA’s views as to the

inadequacies of the current regulatory framework and the broad outlines of a proposed approach

to deal with the-issues. - - S o : - o

L - SCOPE AND CONTENT OF REFORM

A new-fegulation specifically designed to ;neet the imiqﬁe ré.quirements‘of the ABS/ABS
market is needed. '

- PSA has considered whether the existing disclosure system for MBS/ABS could
adequately be improved simply by modifying the instructions to Forms S-3 and S-11 and the
related provisions of Regulation S-K in a manner that would eliminate inapplicable provisions and
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ise more appropriately adapt these forms and rules to the realities of the MBS/ABS
S::::l:“ctn PSA’s viil\)v is that .Zuch i;r’xcrememal modifications would be difficult to implement,
would be confusing to apply and would not sufficiently resolvg existing problems. Instead, PSA
would urge that the SEC consider promulgating a new regulation specifically designed to create a
disclosure system that meets the unique requirements of thg MBS/ABS market and bgttcr serves
the needs of investors, issuers and underwriters. Approachxpg the matter de novo, with full
participation of all market participants, is most likely to achieve a reform that will serve the
interests of investors, while enabling the market to operate in a more efficient -fashxon. Should the
Commission adopt the approach of creating de novo a disclosure system spe.ctﬁcally. adapted to
MBS/ABS, PSA looks forward to participating in the rulemaking process with specific
suggestions as to the content of such a system. In broad outline, PSA’s preliminary views are that
the disclosure documents under such a system should incorporate the following principles:

A.  lmprovement of clarity and efimination of repetition. The disclosure documents
typically used today in registered public offerings of MBS/ABS are not “user-friendly”. The)f
tend to be extremely lengthy, highly repetitious and replete with formulaic disclosure that varies
little, if at all, from transaction to transaction and from issuer to issuer. As a result, it is believed
that few, if any investors, actually read the vast majority of these disclosure materials and that, if
changes do occur in the portions that are largely invariable, investors are likely to overlook such
changes entirely. Much of the bulk and complexity of the existing disclosure documentation is a
product of several factors. One is the attempt to comply with the instructions to current Forms S-
3 and S-11, neither of which was formulated with MBS/ABS in mind, and the cross-references to
Regulation S-K, which also was not created to deal with MBS/ABS. The attempt to apply these
instructions and provisions of Regulation S-K has led to the elaboration of descriptive material
that is unlikely to be of substantial use to investors. A second factor is the SEC review process.
Over the course of time different reviewers have imposed various disclosure requirements in their
own attempt to fit MBS/ABS better into a framework created for traditional corporate debt and
equity offerings. Each new requirement has tended not only to become incorporated into the
disclosure documents for the issuer in question but, over the course of time, to spread to other
issuances and eventually to have an industry-wide impact. Thus, MBS/ABS disclosure documents
- have grown longer and longer over the years. ' , : . :

1In PSA’s view, a disclosure system created de novo to deal with MBS/ABS would
produce shorter and more readable documents that would be more useful to investors. Several
specific ways in which this could be accomplished include: ’ ‘

(@)  Eliminate duplicative summaries.

_ The summary section of the prospectus (and prospectus supplement for shelf

. offerings) should be reduced to something along the lines of the typical terms sheet used in private

" placements — i.e., a summary of the significant stnictural and economic terms of the transaction, .
‘with cross-references to the significant portions of the prospectus and/or supplement that
investors should be cautioned to read with care, such as the “risk factors” section. Currently, it
has become practice for the summary section to repeat a very large proportion of the substantive
miaterial found in the body. As a result, the sumimary tends to confuse investors and no longer
serves the purpose of providing an accessible overview of the economic characteristics of the
transaction. To encourage the use of more concise, readable summaries, the Commission should
consider adopting a safe harbor provision similar to that found in current Rule 175. Such a safe
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harbor provision would allow summaries to present the major features of an offering, without
requiring a full discussion of all details concerning the transaction, which would appear eisewhere

in the document.

In a shelf registration, it is difficult to see that there is any purpose served by the
summary portion of the base prospectus. The transaction-specific summary presented in the
prospectus supplement invariably overrides the summary .that appears in the base. Consideration
should therefore be given to eliminating the summary entirely in the base prospectus, and
replacing it with a short description of the classes of assets and securities covered by the
registration statement and a series of references to portions of the base prospectus that are
especially important for investors.

(i) ““Provide guidance on generic MBS/ABS risk factor disclosure.

Disclosure of risks is one of the most important aspects of a disclosure system. In
typical issuances of corporate securities, risk factors tend to be specific to the issuer’s business.
MBS/ABS transactions relate primarily to pools of assets and not to business operations, and
hence much of the disclosure of risk factors relating to MBS/ABS relates to issues that are
common to all such transactions, such as the ways in which prepayments can affect yields or the
ways in which geographic concentration may increase risks of loss. A great deal of the disclosure
on these factors is virtually identical in all prospectuses, thus obscuring the deal-specific risks
disclosed in the same section. Consideration could be given to developing a guide to required
risk-related disclosure (or even a series of standard disclosure statements) that would set a
minimum standard to be met in the base prospectus, leaving the issuer responsible in each
prospectus supplement for identifying only such deal-specific or additional risk factors as are
matenial to investors in that particular transaction. Among the risk factors of general application
would be prepayment, yield and maturity risks; limited liquidity and lack of assurance of a
secondary market; the limited effectiveness of credit support; limited obligations of
depositor/trustee/servicer and others; ERISA; tax treatment of residuals; sensitivity of loss and

. default experience to general economic conditions; impact of concentration of geographic or
-other relevant factors in enhancing the risk of loss; and others. g

(iii) Eliminate irwppropﬁme disclosure. ~ -~ =~ - el

Certain currently required disclosure that is not appropriate to MBS/ABS could be
eliminated. For example, the “use of proceeds™ adds little where the securities represent a pool of .
assets rather than interests in a going business concern.

, (iv).  Focus on non-standard and non-customary terms in di.fclbwre. of
operative documents. S , o S

A substantial portion-of the volume of current MBS/ABS disclosure documents - -
consists of lengthy descriptions of the contents of the transactional documents, such as pooling
and servicing agreements and trust indentures, and of the procedures that will be used in servicing
the underlying pools of assets. These descriptions vary little, if at all, from transaction to
transaction, because these transactional documents tend to become standardized (or at least highly
similar) within the industry. It also is believed that few potential investors in MBS/ABS actually
read these descriptions or add appreciably to their understanding of the proposed investment by
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doing so. Disclosure could be improved and streamlined if it were not required to include
discussion of customary or standard language, permitting a focus on non-standard provisions of
indentures, pooling documents and the like. Such a distinction could fostsr development of a
standard set of industry-developed guidelines for the typical contents of various MBS/ABS
transactional documents insofar as they relate to such matters as the duties of the trustee and
servicer, events of default and remedies on default, investor reporting and the like. An even more
efficient approach would be to set this material forth in a separate document that could be
incorporated by reference into the disclosure documents and made available to investors.
However the standard, customary provisions are addressed, the objective should be to focus
disclosure on the deal-specific payment terms and any deal-specific divergence from standard
provisions.

(v)  Simplify generic disclosure on categories of assets.

A significant portion of current MBS/ABS disclosure consists of information about
specific asset classes (such as first or second-lien mortgages, automobile loans, credit card
receivables and the like) which is general in nature, not transaction-specific and tends to be
substantially identical across the entire industry. These descriptions are lengthy and complex and,
in part because of their unvarying nature, are probably ignored by most investors, especially the
institutional investors who make up the vast majority of all purchasers of publicly-offered
MBS/ABS. A more efficient disclosure system would reduce the need to repeat in every
disclosure document the well-known (and boilerplate) characteristics of established assets such as
mortgages, auto loans, credit card receivables and others. Although at one time it may have been
appropriate to describe how a car works in connection with an offering of debt by an auto maker,
this is no longer the case, and we would submit that the market is not aided by reading repetitive
summaries of standard mortgage foreclosure procedures, the procedures for perfecting a security
interest in automobile or credit card receivables, general environmental law issues, drug

o proceeding forfeitures or the like.

e - In recognition of this maturing. of the market and the need to focus disclosure on

differences and the particular rather than the generic, the disclosure system could permit some
- categories of generic disclosure to be treated as unnecessary or permit incorporation by reference
. of standardized disclosures about such assets, their economic and legal characteristics and other
general matters. Such disclosure could be included in a separate publication that would be
incorporated by reference (in material part) in each prospectus and would be made available to
investors. Issuers would, of course, still be responsible for disclosing in transaction-specific =
prospectuses or prospectus supplements any material characteristics of the assets relating to the
" specific transaction that differ from, or are not covered in, the material included in such
publication. Development of such a standardized disclosure publication should perinit the shelf
- process to deal more effectively with the use of a single shelf registration statement for multiple

classes of assets. =~ - ' . ' -

B. Circulation of term sheet. Permit early circulation of term sheets and other
Structuring information.

The demands of the institutional investor market require that underwﬁters of
MBS/ABS be able to circulate a brief description of the economic structure of a specific
transaction to institutional investors before the final prospectus supplement is distributed. The
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Commission (even if a more extensive reform of the MBS/ABS disclosure system is not
undertaken) should consider promuigating a rule that makes circulation of such a term sheet
possible without violating the prospectus rules, as long a complete prospectus is delivered to the
investor in connection with the consummation of any sale. In this regard, it should be recognized
that preparation of a “red herring” preliminary prospectus addressing in detail all aspects of a
possible transaction is not a feasible or desirable means in every case to provide important
information to investors or to bring securities to market. :

Indeed, as noted above, in the MBS/ABS market broker-dealers and issuers
attempt to structure their offerings to meet particular investor needs and constantly changing
market conditions. MBS/ABS offerings are typically divided into a number of separate classes of
securities, with cash flows of principal and interest in the underiying assets allocated among the
classes according to specified payment risks. Unlike a going concemn that issues debt or equity,
the key characteristics of each MBS/ABS transaction essentially are invented in response to
investors and the market.

PSA believes that the market and the interests of all participants would best be
served by adoption of a rule that replaced the current burdensome and untargetted system of filing
certain computational materials and term sheets by a system that greatly liberalizes the ability to
send to potential investors a wide range of information without a requirement that it be filed, so
long as the prospectus (or prospectus supplement) includes indicative materials covering, with
respect to the final structure of the transaction, the topics and types of data addressed in those
-'preliminary materials. If only on the basis of practicality and cost, the formal disclosure document
can not and should not include every item sent to every potential investor about every possible
structure. Ready distribution of term sheets and other information would respond most directly to
the expressed need of potential investors to obtain an early and meaningful understanding of
. proposed transactions. The market can do a better job of informing investors (and getting
reactions from investors to possible structures) on a timely basis without the procedural burdens
of the existing system - and the formal offering documents can be better focused on providing
useful information. - ' : : : S .

C. B.:sssnmxzannns Eliminate barriers 1o inclusion of securitized assets in public =
The state of the law.ciirrcntly is unclear as to the ability of an issuer of MBS/ABS

t0 inch‘xde,'as part of a pool of collateral, assets that are indirectly held through a securitization
. vehicle that has been the subject of a private placement or an earlier public offering. A variety of

o “views expressed by members of the Staff to different issuers at different times has left market

participants in a state of uncertainty. Any reform of the existing rules should address this issue
-and should eliminate artificial distinctions between securitized and unsecuritized assets. As long
as there is full disclosure in the prospectus of relevant information about the assets underlying an
issue of MBS/ABS (including any material disclosure about the effects that prior securitization
may have on servicing, cash flows or other relevant matters), there seems no reason to raise
obstacles to including assets that have already been securitized or to require registration or
reregistration of the earlier transaction in which such assets were securitized.
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D.  Codification of SEC Staff positions. Codify informal staff positions on disclosure

requirements established during the review process.

As discussed above, one reason for the bulk and complexity of current MBS/ABS
disclosure documents is the cumulative effect of disclosure requirements that have been imposed
over time through the SEC review process. Many of these requirements, established in
connection with individual issuances of securities, have evolved into informal disclosure standards
that are observed throughout the entire MBS/ABS industry.

As part of its overall disclosure reform efforts, PSA encourages the Commiss§on to
undertake a deliberative process to publish for comment and, where warranted, formally codify
‘siformal Staff views and positions in disclosure rules of specific applicability to MBS and ABS
offerings. We believe that such a process will be helpful in limiting or eliminating unnecessary and
inapplicable disclosure practices, and would result in clearer and more specific guidance to market
~ participants concerning those disclosures that are required in particular circumstances.

II. EXPANDING AVAILABILITY OF INFORMATION TO INVESTORS

Reform the rules to permit greater access 1o information by investors and to facilitate the
use of electronic communications.

In many respects, existing rules relating to the offering of MBS/ABS have the effect of
constricting the flow of relevant information to investors, especially to the sophisticated :
institutional investors who make up the vast bulk of the market for these securities. A number of
pending problems in this area could be addressed as part of the Commission’s broader
consideration of reforms to the capital formation process. One of these is determining when 2
distribution has terminated for purposes of prospectus delivery and other requirements. In
MBS/ABS transactions, PSA believes that such termination should be determined separately for
. each class of securities offered in the transaction structure. Other issues include general Section 5
prohibitions on the distribution of written non-prospectus communications, including research
reports; the applicability of Rule 15c2-8 to the MBS/ABS markets; and similar issues that PSA - . ...
expects to address in greater detail in its response to the Commission’s above-cited Concept
Release. ' :

, A WMW Permiit broader investor access to
information relating to underlying assets without triggering filing requirements or Securities Act
liability. : S SR ; -

' A particular problem under the current disclosure system arises in connection with
certain MBS/ABS transactions in which some (but not necessarily. all) investors seek access to. -
voluminous information about the underlying assets. This is particularly characteristic of _
securitized offerings of commercial mortgage loans, in which some institutional investors, even
though the securities are being publicly offered, wish to perform their own due diligence on the
underlying loans and real properties as if they were purchasing an interest in those assets directly.

. Such investors often seck access to third-party documentation held by the issuer and underwriters,
such as appraisals, environmental reports, property managers’ reports and engineering reports.
Existing law makes unclear the ability of issuers and underwriters to furnish such materials or
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their Hability for doing so. It would seem appropriate, if individual 'investors.wish to have access
to underlying information that the issuer has not deemed requires disclosure in the prospectus (or
has covered by summarizing in the prospectus), for such investors to have that option, so long as
any prospective investor is given the same access upon request. However, there should be no
requirement for the issuer to include such material in the prospectus or file it with the
Commission, or for either the issuer or the underwriters to be required to assume liability under
the Securities Act. .

B. Electronic Access to Information Permit electronic posting of transaction

information as soon as a prospectus is available.

: Another issue under current rules is the desire of investors to have electronic

access to information abeut the pools of assets underlying a proposed issue of MBS/ABS at'the
earliest possible moment. For example, both investors and underwriters would like underwriters
to be able to post information about the characteristics of underlying pools on electronic bulletin
boards, such as Bloomberg, no later than when the prospectus is delivered to the underwriters, or
in some cases even earlier. This information is contained in the prospectus (and currently is also
furnished by some issuers to investors in an electronic medium together with the prospectus). It is
generally not practicable to post the entire prospectus on such a bulletin board or to establish a
hyper-text link to another site containing the prospectus. The current rules should be reformed to
make clear that such a posting is permissible, as long as investors can obtain the entire prospectus
upon request. It would also be desirable to make it possible for issuers to post on the same
bulletin boards the computer models they have used to produce information in the prospectus,
such as the effect of various interest rate and prepayment scenarios on yields. This would make it
easier for prospective investors to model other scenarios that better fit the investor’s own
assumptions or needs.

IIl. REFORM OF REPORTING REQUIREMENTS

Replace exemptive orders, no-action letters and deregistration with a system under which -
servicer/trustee information is made readily available for the life of the deal. '

Closely related to the disclosure system are the reporting requirements under the -

~ Securities Exchange Act of 1934 as they apply to MBS/ABS. . In connection with any reform of
‘the MBS/ABS disclosure system, PSA suggests that the Commission also-consider a parallel

- reform of the 1934 Act reporting system as applied to MBS/ABS. The inapplicability of many of
the requirements of the 1934 Act reporting rules to MBS/ABS is evidenced by the fact that
virtually every registrant secks either an exemptive order or a no-action letter to relieve it of

. inappropriate reporting requirements. This process alone is a significant waste of time for both

- the Staff and registrants and should be replaced with a rule of general applicability.

A more fundamental issue with the reporting system is demonstrated by the fact that most
registrants “deregister” at the earliest possible opportunity, not because they wish to stop
supplying information to investors but because they wish to avoid liability for information over
which they have no control. An issuance of MBS/ABS by its nature is a stand-alone structure.
Once the securities have been sold, information about the registrant (which often is itself a special
purpose entity that exists only to bring together pools of assets and securitize them) is immaterial
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to investors. What investors and the secondary market need is information about the performance
of the pool of assets. This typlcal]y is supplied by ﬁlmg copxes of the periodic reports that the
trustee is required to send to investors. These reports in turn incorporate information provided by
the servicer. All of the relevant information is internal to the pool of assets and is generated by
entities, such as the trustee and servicer, whose function in the transaction is to provide services
to the investors.

The current system does not adequately serve the interests of participants in the secondary
market, who need as much current information as possible about the performance of the pools of
assets underlying MBS/ABS. This concern is shared broadly by such participants, including
investors and broker/dealers. Accordingly, PSA would propose that the Commussion consider
adopting rules to replace, for MBS/ABS, the reporting requirements currently applied under the
1934 Act with a requirement (a) that all transaction documents require the trustee or servicer to
report to investors at least a prescribed minimum set of information no less often than or shortly
following each payment date on the securities and (b) that all such information provided to
investors be made available by the trustee or servicer on request to any requester (which
requirement could be met by making such information generally available to the public, either
directly or through third-party data providers). Compliance with these requirements should
obviate the need for ﬂlmg such information under the 1934 Act, although PSA would urge that
registrants (including issuers whose securities are already outstanding) that satisfy these
requirements should still be considered reportmg compamcs for technical reasons (e.g., eligibility
to use Form S-3))

IV. REVISION OF SHELF REGISTRATION
Eliminate or incorporate by reference generic and standard disclosure.

Most MBS/ABS offerings are completed on shelf registrations under Rule 415. Under
current rules and SEC policies, extensive disclosure is required in the base prospectus, even
though the nature of the transactional structure and often even the characteristics of the assets
that will underlie the transaction, are unknown until a specific take-down occurs. An improved
- disclosure system for MBS/ABS would recognize that these transactions are highly variable in
,transact;onal structure and would adapt the shelf registration process (which is indispensable to

most issuances in the MBS/ABS market) accordingly. The application of Rule 415 to MBS/ABS

~ should be reformed to provide for a significantly reduced body of material in the base prospectus.
Much of this could be accomplished by eliminating the need to include certain generic and

_ standard matters or by the technique of allowing the industry, subject to the Commission’s
review, to develop standard disclosure about broad ranges of matters that do not vary
sngmﬁcantly from prospectus to prospectus and to provide that such material may be mcorporated

by reference in base prospectuscs as well as transactlon-specxﬁc prospectuscs or prospectus
) supplemems :
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CONCIUSION

PSA welcomes the opportunity to provide its preliminary, conceptual views on
appropriate disclosure and reporting reforms. We encourage the Commission to seek
opportunities for joint discussion by all affected market participants of the most desirable and
appropriate means by which to achieve ghese goals. In addmon: we look forward to the
opportunity to offer detailed comments in response to any specific, proposed rules that the
Commission may issue in the future. Should you desire further information or any clarification of
the matters discussed in this letter, please contact either of the undersigned, or Paul Saltzman,
PSA General Counsel, at (212) 440-9459, or George Miller, PSA Associate General Counsel, at
(212) 440-9403.

Sincerely,
T £, Ty Ty K. KLl y-
Lawrence E. Thomas Thomas K. Guba
Vice-Chairman, PSA Mortgage and Chairman, PSA Mortgage and

Asset-Backed Securities Division Asset-Backed Securities Division
Attachment

~ cc: Michael Mitchell, Esq.—SEC Division of Corporation Finance
Selected PSA Committees and Staff

p0/Blmnefnl.doc/11/5/96
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November 8, 1996

Mr. Jonathan G. Katz

Secretary

United States Securities and Exchange Commission
450 Fifth Street, N'W.

Washington, D.C. 20549

Re:  Securities Act Concepts and Their Effects on Capital

Dear Mr. Katz:

PSA The Bond Market Trade Association ("PSA")' appreciates this- opportunity to comment
to the Securities and Exchange Commission (the "Commission" or "SEC") on the Commission's
Concept Release: Securities Act Concepts and Their Effects on Capital Formation (Release No. 33-
7314 (July 25, 1996)) (the "Concept Release™). PSA wishes to praise the Commission and its Staff on

_ thecomprehensvercvxewtiwyhavemdmakmofﬁ\eUS capital formation methods and markets.
We believe that the work of the Commission and Staff in connection with the Concept Release, as well
as the efforts of the Task Force on Disclosure Simplification (the “Task Force”) and the Advisory
Committee on the Capital Formation and Regulatory Processes (the "Advisory Committee"), will help
to preserve the integrity of the U.S. capﬁalmarkctsmﬁkeepthanthemngst,aswdlasmst

. trmsparmtandhqmd,mtlwworld : - v

. This comment letter is orgamzed in two. secnons conespondmg to the markets :
represented by PSA that are significantly impacted by the proposals contained in'the Concept
-Release.. The first section responds broadly to the Concept. Release from the perspective of the

! PSA represents approximately 250 securities firms and banks that underwrite, trade and sell debt securities, both
domestically and interpationally. PSA's member firms include underwriters which' participate in approximately
ninety to ninety-five percent of the initial distribution and secondary market trading of corporate debt securities,
including investment grade and non-investment grade corporate debt securities -as well as mortgage and other
asset-backed securities. More information about PSA is available on PSA's Internet home page at
http://www.psa.com.

Woshington Office: 1445 New York Avenue, NW, Bth Floor ® Washington, DC 20005-2158 USA e 202-434-8400 ® Fox: 202-737-4744
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membership of PSA’s Corporate Bond Division, which includes bulge bracket firms, brokers’
brokers and regional fixed income securities dealers. The activities of the Corporate Bond
Division are governed by an Execunvc Committee, the members of which are listed on an
attachment to this comment letter.?

The second section of the letter responds to the Concept Release from the perspective of
PSA’s Mortgage and Asset-Backed Securities Division. This portion of the letter 1s based upon
input provided by an ad hoc Mortgage- and Asset-Backed Securities Regulatory Task Force,
comprised of senior business and legal professionals from a representative group of PSA member
firms that actively participate in the mortgage-backed and asset-backed securities (“MBS” and
“ABS”, respectively) markets. PSA organized this Task Force both for the purpose of responding
to the issues raised in the Concept Release, as well as to respond to the Staff's invitation to
provide PSA’s suggestions on possible reforms to current disclosure rules and practices applicable
to MBS and ABS. These latter views were recently communicated to the Staff in 2 separate
letter,> which overlaps somewhat with the subject matter addressed by the second section of this
letter. However, PSA’s members that are active in the mortgage- and asset-backed securities
markets believe that it is vital to respond specifically to certain issues addressed in the Concept
Release, for two principal reasons.

First, although there is a significant degree of convergence between the views of PSA’s
Corporate Bond and Mortgage- and Asset-Backed Securities membership on many of the issues
raised by the Concept Release, in several key areas this is not the case, and PSA’s different views
(and the reasons underlying those different views) need to be explained. Second, and perhaps of
greater significance, mortgage- and asset-backed securities are fundamentally different from
corporate debt and equity securities in a number of important respects. As'a result, many of the
traditional views underlying the existing federal securities law regime regarding the nature of the.
offering process and the information relevant to investors do not apply equally.to both markets.
-Any reform as fundamental as that suggested by the ideas contained in the Concept Release must
. properly account for basic differences between the different securities and securities markets that
would be impacted by such reform. Accordingly, the second section of this letter highlights those
areas of the Concept Release in which a different regulatory approach for MBS and ABS may be

2lnordt:nogamabettctandmon:dcmledw:wofmexnhcrs mmonswdwConwptRclnseandthcm
raised, PSA distributed a Questionnaire 10 56 PSA member firms represented on the Corporate Bond Division:
- Executive, Investment Grade Dett, High Yield Debt and Fixed Rate Capital-Securities Committees. Comments in
the first section of this letier are based upon Questionnaire responses received from a segment of these member
" firms, representing 2 broad spectrum of participants in the traditional corporate ‘debt markets, as well as the input
of a special Task Force established to respond to the Concept Release. The Questionnaire enabled PSA member
firms to focus on the essential issues raised by the Concept Release and, thereby, formulate what PSA belicves are

mnowuwoppommusmchmgeuhmtdemcnsoﬂhemmtnguhmyﬁammkundcrmc Securities Act of
1933,

3 PSA letter dated November 5, 1996 to Brian Lane, Dimctdr. SEC Division of Corporation Finance, regarding

response to Staff request for suggestions concerning possible reforms of disclosure and . reporting rules for
mortgage- and asset-backed securities.
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warranted. As such, this portion of PSA’s comment letter does not attempt to address
comprehenswely all of the issues implicated by the Concept Release, but instead focuses on issues
that may raise different regulatory considerations when applied to the MBS and ABS markets.

L CORPORATE BONDS
Advisory Committee Report

Under the current regulatory system, the U.S. capital markets have become the strongest in the
world. The transparency, depth and liquidity of our markets have provided U.S. and foreign issuers
access to capital and have fostered financial instrument innovation unparalleled in other markets. To
maintain this leadership in international capital markets, PSA believes that the current regulatory system
should be modified and amended in accordance with the suggestions described below and that a more
lengthy and exhaustive study of the ramifications of alternative regulatory systems, including Company
Registration, should be undertaken.

With respect to certain changes discussed in the Concept Release; as well as certain aspects of
Company Registration, PSA believes that Company Registration should be the subject of further
evaluation and debate. Although admirable as an attempt to address important issues facing the capital
markets; the Company Registration concept needs to be studied and defined in more detail before the
present system is abandoned in order to receive the analysis necessary to be certain that Company
Registration will not have a negative impact upon the capital formation process and the trading
markets. Without this study and analysis, PSA questions whether Company Registration will attract
. widespread issuer participation. Furthermore, it is our view that Company Registration might be

. somewhat controversial and will require compromises on many important issues. Jn that regard, PSA .

_ does not favor the adoption of a voluntary pilot program. 1t is our view that such a program will
- create confusion in the bond marketplace by creating a dual regulatory system. Company Registration
shomﬂdordybenmnedaﬁerﬁmheranalysxsmdprsmtanontothemarketplaceofallapphublenﬂs
andregulanons

WhﬂempporﬁwofﬂwgoﬂsofConmnyRegismﬁmmmlmedbytheMvinanmﬁnee,
including increased market access, PSA strongly believes that many of the practical benefits of
Company Registration can- nevertheless be attained by implementing certain of the proposals and
nnmovmmgg&edby&wConoepthusewﬂhomﬂnﬁmdamanAchmgsmpwedby
Company Registration. The adoption of 2 Company Registration system will require a completely new
regulatory system that will (and should) undoubtedly take a significant amount of time as the
Commission seeks to incorporate the differing views of a number of constituencies. PS4 is nof in
- favor of delaying implementation of the more specific and targeted changes discussed below while the
concept of Company Registration and the rules and regulations instituting such a system are
 discussed and debated. In this regard, we note that in our view, certain changes discussed in the
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Concept Release might require legislative action®; recent experience has shown that this can be a
lengthy and at times unpredictable process. Therefore, as discussed in more detail below, PSA
suggests that the Commission act promptly to adopt certain enhancements to the current regulatory
system through changes in (i) current rules that are within the scope of the Commission's rulemaking or
exemptive power and (i) Staff procedures that can be effected without rule changes, while continuing
to study the necessity for more fundamental changes such as Company Registration or other
alternatives that may be suggested by commenters in response to the Commission's request for
comments.

As set forth in more detail below, PSA is of the view that:

e the quality of ongoing disclosure in registration statements is generally better than the
disclosure in periodic reports. Except for the adoption of mandatory SAS 71 interim
revncws,PSAdosnotbehcveﬁmﬂteadopnonofﬂleotherdxsdomcrﬁmnccmanswﬂl
have a dramatic impact on disclosure in periodic reports;,

e investors should be permitted to receive transaction-specific information of the type that
would be included in a term sheet through physml or electmmc delm:ry prior to delivery of
a final prospectus;

. anyrequiremattto xmposeatrmsactxon—speaﬁcﬁlmgreqmmnmt prior to sale would
significantly reduce the benefits of shelf registration;

e additional Iiberalization of "free writing” without adequate controls is neither necessary or

destrable;

o the confirmation and. prospectus delivery requirements should be decoupled, thus
. pemmtmgaeonﬁnnauon(and,xfdm'edbymmdma anopnoml"texmsheet")tobe
' santowstonuspnortoddwayofaﬁmlprospecms, e

o themleofmdawﬁtashtodaYsaphﬂnmkasdmﬂdbemsssseduidthmﬂnﬁabﬂity |
ofmdawmasshmﬂdbewndatedwnhtharabﬂnymmpmd\ewmuuofpmm

. dungsmStaﬂ'mewprooedmwmﬂdsgmﬁcamlympmveﬂweﬁaawyofﬁ\cUS :
apnalmxkas,mpprpveﬂpequahtyofﬁlmgsandreduceStaﬁ'rev;cwm

“ While the Commission msy have been granted broad exemptive power by the National Securities Markets
Improvements Act of 1996, certain of the changes that might result from Company Registration may not fall
within this new exemptive authority. For example, it is unclear whether the Commission could eviscerate the
private placement excmption provided by Section 4(2) of the Securities Act with the adoption of rules
implementing Company Registration.



Mr. Jonathan G. Katz
November 8, 1996
Page 5§

o the adoption of many of the recommendations of the Task Force chort would resuit in
significant improvements to the present regulatory system;

o the expansion of Rule 144A to reduce the investment security threshold as well as several
other modifications will increase the efficiency of the rule; and

e the general solicitation prohibition on Regulation D and Rule 144A oﬁ'cr{ngs hampers the
utility of these rules, results in unnecessary uncertainty and raises costs to issuers.

Securities Act Concepts

PSA fully appreciates the continuing challenge for the Commission to adapt the disclosure
framework of the Securities Act of 1933 (the "Securities Act") to developments and innovation in the
primary capital markets, while ensuring that investors receive full and fair disclosure in a manner and at
a time that allows for informed decision-making. We suggest that equally important is the timely
receipt of disclosure by the marketplace in order to ensure that an informed and orderly secondary
markamnbcmmnmmedtomnewnumedummpmcymdhqmdrtythamsowtﬂwomcapnﬂ
markets. ‘ .

Quality of Ongomg Disclosure. We believe that the quality of disclosure in Securities Act
offering documents is generally better than the disclosure documents required by the Securities
Exchange Act of 1934 (the "Exchange Act"). In addition, we believe the quality of ongoing disclosure
under the Exchange Act differs significantly among issuers. However, investment grade debt issuers
and frequent non-investment grade debt issuers generally provide better on-going disclosure in their
periodic reports. Itnsmnwewthatongomgdxsdomdoannausaregauaﬂyadequatebm.

' ncvertheless could be enhanced. . _

4 L.‘?-‘asﬂé.\ »

PSAbdxmﬂmSeamusActoﬁ'amgdommbmeﬁtﬁomﬂwmmanﬂmﬁnmof
mpnalmsmgsglvmbymas,mchsassstedbyﬁwobjemvefowsmdmmlvunuuof
underwriters and their counsel and the issuers’ accountants. However, underwriters and their counsel

: oﬁmhavehttlcunpactupond:sdomﬂmﬂmdyenstsmExdungeAadtsdomdoamcmsthat |
havebeuxﬂledwnhﬁleComnsnonwnlmﬁwpnormvolmnmdmew o S

: Asdxswssedbdow theadopuonofFormS-B theprommtuseofmoorporanonbyrefamce .
and the evolution of Securities Act offerings since the 1930's have transformed the traditional role of
the underwriter with respect to Exchange Act disclosure documents. As a result, the quality of
disclosure included in Exchange Act disclosure documents is not always consistent. We believe that
the quality of such disclosure is highly dependent on the issuer's internal controls, the extent to which

% Underwriters, however, are much more likely to have an impact upon Exchange Act disclosure relating to (i)
events not previously addressed in Exchange Act filings, but required in the registration statement, (n)elaborauon
of prior disclosure and (iii) certain extraordinary situations.
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the issuer involves outside lawyers and accountants in the preparation process, the significance placed
by the issuer on Exchange Act disclosure documents and the frequency of securities offerings. It is not
clear to PSA that the application of additional liability provisions or the adoption of the Advisory
Committee's disclosure recommendations will dramatically improve the disclosure in Exchange Act
documents. For example, certification by senior management or a senior management report submitted
to the audit committee of the board of directors would not, in our opinion, necessarly improve
disclosure. Since certain senior members of management are already required to sign' periodic reports,
a certification or senior management report is not likely to significantly enhance these disclosure
documents. Also, while we believe that a "disclosure committee" of the board of directors could
improve the accuracy of disclosure, we seriously doubt that directors would agree to serve on such a
committee unless they were provided some gelief from liability. On the other hand, we believe thar
more timely reports on Form 8-K (i.e., accelerating the filing requirement from 15 calendar days 10 5
business days) would improve disclosure. We also would support expansion of current reporting
obligations on Form 8-K to include material modifications to the rights of security holders, resignation
or removal of any of the top five executive officers, defaults of senior securities, sales of significant
amounts of securities and events affecting audit reports that are currently required to be filed on Form
10-Q. We believe that Form lO-Knskfactordnsclomnmybchdpﬂ:LMmttselfshouldnotbc
expected to significantly enhance disclosure.

~ PSA also believes that the quality of disclosure in Exchange Act disclosure documents would

be enhanced by the participation of independent accountants through the use of mandatory SAS 71

interim reviews. Th&seﬂﬁrd-mereviewprocedumwodanonlyassistthcmdamitmh\ﬂﬁr

due diligence efforts in connection with primary offerings, but would improve the quahty of an issuer’s
 interim financial statements.

Informing Investors. PSA believes that at a munimum all investors should be allowed to
" receive physical or electronic delivery of transaction-specific information (“Term Sheets”). While the

amount of information-that an investor may possess prior to an offering may vary, every investor has . -

‘the same need for transaction-specific information. In fact, given the larger average purchase by
institutional investors, they may have a greater need for timely transaction-specific information. Such
information is also vital for the formation of an informed secondary market. We also believe that the
'methodofmfommnondeﬁvayoramshouldbeanmaofmmmdmoemhu&mdﬁamgby
regulanonbasedonthemvstor‘s level of sophlsumnon '

. Onﬂ\eotha'hmd,nmomwcwﬁmﬂlmmsomdasssofmvworswhodoan
the ‘protection afforded by actual delivery of a prospectus disclosure beyond a term sheet. For
.sopl'nsuqatedmvstorsmoﬁ‘umgsnmdebynsma;ofmvsﬂnangndcdebtandﬁequanmof

¢ See PSA's comment letter, dated October 16, 1996, in response to the Conimission's release regarding Use of
‘Electronic Media by Broker-Dealers, Transfer Agents and Investment Advisors for Delivery of Information
(Release No. 33-7288).
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non-investment grade debt’, constructive delivery of disclosure other than term sheet information
should be sufficient to satisfy the requirements of the Securiies Act. As to .general company
information relating to such issuers, we believe that the assumptions of the "efficient market
hypothesis” are realistic for the debt market and we support notions of constructive delivery.

Finally, we also believe that the Commission should not impose special registration
requirements for types of securities never before sold or never before sold by the issuer.

Timing of Delivery of Transaction-Specific Information. PSA is of the view that details
of the securities being offered and any recent developments or changes with respect to company-
specific information contained in prior dirclosures should be made available as soon as possible after
pricing. At least with respect to primary offerings of investment grade debt securities, we believe that
the information needed by an investor to make an informed decision is relatively limited and can be
given orally or through the use of a Term Sheet. Therefore, we believe that any requirement that
transaction-specific information be filed prior to sale would significantly reduce the flexibility and
instantaneous access shelf registration has brought to the U.S. capital markets. The imposition of such
a requirement, we believe, would place the U.S. capital markets at a significant disadvantage to the
European and other global markets which do not have any such impediments. We believe that the pre-
filing of transaction-specific mfonnanon would delay absorption of that information by & mvestors in the

. primary. offering.

Limitations on Written Commummuons While we believe that expansion of rmean:h and
the use of term sheets is desirable, it is our view that additional liberalization of "free writing" outside
the statutory prospectus is not necessary or desirable without adequately addressing i issues relating to
liability, indemnification and discrepancies among each of the undefwriters' documents.® However, we
do believe that the current rules regarding research coverage of investment grade debt issuers and
" frequent non-investment grade issuers should be clarified and expanded. The benefits obtained from.
wmnuousm&mhwvaageofmﬁsegnausofmmshoddmomﬂmoMghanyregul&oq
issues presented by such coverage.

Asstatedabove,webeﬁweﬂmﬁwbmeﬁmofahqummnmmndaﬁngpreroﬁuhgﬂhgs
- oftxainsacvtion-speciﬁc_TmrAl_.Sheets would be more than offset by the burdens such a requirement -

"Fortlnspurpose.PSAwo\udcons:deraﬁ'equeutmmtoheonethnamsssthemarketsatlastmeeayearor |
mmnmnsanmvemedmm-wmnotepmm :

s hthumgaltPSArewgnmsmnmcSuﬂoftthommmmhasgmndemmecpammg
underwriters of mortgage-backed and asset-backed securities to distribute written “computational materials™ to
prospective investors prior to the availability of a final prospectus (see Kidder, Peabody Acceptance Corporation 1
(May 20, 1994) and Public Securities Association (May 27, 1994)). Section II of this letter, reflecting the views of
PSA’s Mortgage and Asset-Backed Securities Division, in fact advocates an expansion of the circumstances in
which written non-prospectus communications may be circulated. It is our view, however, that the unique and
- largely quantitative characteristics of mortgage and asset-backed securities, described at greater length in Section
I, may be readily distinguished from investment grade debt and non-investment grade debt.
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would place on instantaneous fharket access that has become the halimark of shelf registration in the
U.S. capital markets. We do believe, however, that the Commission should consider authorizing the
optional use of a Term Sheet containing tmnsacnon-speaﬁc information regarding the offering, which
could be made available promptly after pricing, could be more quickly provided to investors than the
current prospectus and prospectus supplement requirement and could assist investors in the secondary
market by delivering the Term Sheet to such investors. PSA would not favor any requirement to pre-
. file the Term Sheet with the Commission as such a requirement would defeat the purpose and intent of
the Term Sheet.

The Term Sheet would summarize the transaction-specific information associated with the
offering, incorporate the prospectus or prospectus supplement by reference and disclose that the
prospectus or prospectus supplement is available upon request. The contents of such a term sheet
would not and should not be mandated by rule other than to require that the information be derived
from and consistent with the prospectus or prospectus supplement.

PSA believes that the current requirement that a prospectus or prospectus supplement
accompany or precede the confirmation of the transaction should be amended by decoupling the
confirmation and prospectus delivery requirements. As noted by the Advisory Committee, delivery of
the final prospectus does not occur until after an investor has already made his or her investment
decision. The reality of the marketplace is such that investment decisions are generally based on the
"Subject to Completion” prospectus or prospectus supplement or, ‘more likely with respect to issuers of
investment grade debt or frequent issuers of non-investment grade debt, upon oral information
delivered at or prior to the pricing of the securities. The adoption of Rule 15c6-1 ("T+3") has placed
significant pressure on issuers and underwriters not only to perform their traditional roles but also to
finalize the prospectus or prospectus supplement in time to be delivered with the confirmation. Any
further reduction in the settlement cycle will further exacerbate the timing issue associated with the
confirmation and prospectus delivery requirements. We urge the Commission to consider permitting -

broker-dealers to incorporate. the prospectus into the confirmation and undertake to deliver such -

prospectus to anyone who requests a copy. Accordingly, the confirmation and prospectus would be
dwoupledforpmspmdehvaywqummmdﬂwconﬁmunmuﬂmopnonﬂwmm
woxddnotbeanillegalpmspecmsrfdehvemdmﬂlemamermggstedhaun

, TheRoleof"Gatekeepeu Thecapmlfomanonprocsshasdnngedsngmﬂcamlym
 the enactment of the Securities Act. At that time, investment banks essentially controlled access to the -
_ capital markets. From the enactment of the Securities Act until prior to the adoption of the shelf

registration process investors relied upon the "sponsorship” ‘of the investment bank for a- specific
offering, Moreover, investment banks played a more substantial role in the drafting of the disclosure
included in the prospectus. Therefore, the liability scheme of Section 11 of the Securities Act placed
responsibilities, with a "due diligence” defense, upon underwriters which were consistent with their
:ﬂmmmmgrolcandthurabllnytoaﬁ'ectthednsdosmecommedmtheprospec&us Developments
since that time have significantly changed the role of underwriters. Integrated disclosure (where
underwriters are seldom involved in non-transaction specific disclosure), significant developments in
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communications (where information about reporting companies is available instantaneously from
numerous sources), shelf registration (where issuers can instantaneously effect transactions with any
underwriter), T+3 settlement (where little time is available to deliver a confirmation and prospectus and
receive payment), and the globalization and institutionalization of the securities markets (where
institutions are willing to purchase securities from any major underwrter) have made the
responsibilities of underwriters under Section 11 inappropriate and less realistic. "Relationship”
investment banking has become "transactional” investment banking, with underwriters‘providing advice
and distribution services; investment grade debt issuers and frequent non-investment grade issuers
have, in effect, become their own "gatekeepers," accessing the capital markets at will. Underwriters
have little control over the content of the prospectus, which has become a multi-document "offering
package" wnsxsnngofdoazmcmsthathavebemﬁledbythematvmymgum&sforva:ymg
purposes (e.g., periodic reporting and proxy solicitation) and in the case of continuous offerings is
. subject to automatic change whenever the issuer files an Exchange Act report. An underwriter today
cannot realistically be expected to exercise the same degree of control over the disclosure document
that it could at the time the Securities Act was enacted.

Except for certain transaction-specific disclosure, the prospectus and periodic reports are, for
all significant purposes, the documents of the issuer. Therefore, we believe that the role of an
underwriter in today's capital markets should be addressed directly and that the liability of an
mdawrnershouldbecondatedmthnsabﬂxtymmpaaﬂwcomanofﬂxcpmspecum Uness the
Commission elects to exercise its newly granted exemptive authority,” it would appear that legislative
action would be required to change an underwriter's liability. Because this could be a lengthy process,
we suggest that if the Commission agrees with our-position, it would be appropriate to consider
amending Rule 176 to recast the Rule in the form of a safe harbor and to add factors suchas:

. Themncavadablewthemdmformsugmonmcomonwnhamsacuonmd
theusenmdcbythctmdcrmwofﬂneavailableum ' '

. ﬂndegnetowlnchﬂxepmcedmsfoﬂowedbymemdqwmammmonmﬂu o
'~ transaction are consistent with procedures generally followed by underwriters in connection
with offerings of comparable securities of comparable issuers in comparable transactions;

® Thedcg'ecw“duchmvstomrdyuponamnngassgnedtotheunduwnumseamuwby
: 'mmdepmdemranngagmcymd

’MWMWMM&:MMWU&WWEM&I%MM
Comwmhmdaﬁgewﬂmmpuwamhontyundcrhmh&eSmnnsMudmeﬁxcm;eMm
conditionally or unconditionally exempt any person, security or transaction, or any class of the same, from any
provision of the Securities Act or Exchange Act (except Section 15C of the Exchange Act) or any rule or regulation
thereunder.
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e The degree to which'investors have independent access to information and credit judgments
about the issuer that are of a comparable degree of reliability to those available to the
underwriter.

Staff Review. While the Commission considers the full ramifications of the adoption of
Company Registration, we suggest it take immediate action to increase the certainty of Staff review of
pre-transaction filings. PSA believes that increased certainty of Staff review will significantly improve
the efficiency of the U.S. capital markets. PSA also strongly suggests that the Commission make
public the criteria used by the Staff in determining whether to review registration statements. We do
not believe that anything is gained by withholding this information from the public. We favor enhanced
reviews of Exchange Act filings, limiting reviews of transaction filings to such transactions as initial
public offerings and "novel and unique” securities. We also suggest that the Staff permit an issuer to
submit a transaction to the Staff a short period of time, such as 60 days, in advance of filing. If a
review were indicated, the issuer should be able at that time to request a review of its Exchange Act
documents in advance of the filing of the registration statement. We also suggest that the Staff permit
U.S. issuers to be able to take advantage of the confidential filing procedures that have been made
available to non-U.S. issuers.

PSA also believes that the Staff should periodically make public frequent legal and accounting
comments, as well as legal interpretations that affect public offerings. It should also make public its
reviews of "novel and unique" securities to eliminate redundant Staff reviews of new financal
instruments. This would be of great benefit to issuers and underwriters, would improve the quality of
ﬁlmgs and reduce Staﬂ' review time.

We also suggest that the Staff consider the automatic effecuvams of pricing amendmems or
Rule 430A amendments that effect no. substantive changes other than the size of the offering. This .
would afford issuers and underwriters greater certainty in scheduling and sizing offerings in volatile

“Task Force Report ‘Recommendations
Consustcnt with our suggestion above that thc Commission focus on improving the current

- regulatory system while continuing to develop and study Company Registration and other alternative

mgulmarysystans,PSAmpponsmanyofﬂwTaskForceReponreoommdanons Inpamcular
PSAwpponsthefollowmgrecommdanons

“ o Eliminate restrictions for "at the market" offerings; -

e Permit companies engaged in ‘shelf offerings to include secondary offerings without
identifying the selling security holders until the time of the actual offering;

o Allow muttiple undesignated issuers on a shelf registration; |
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Permit an issuer to reallocate securities, or register a new class of securities, on a shelf
registration statement by post-effective amendment,

Allow seasoned issuers to pay registration fees at the time securities are taken down from
the shelf,

Permit seasoned issuers to register a dollar amount of securities without specifying the
classes of securities being registered;

Eliminate the Form D filing requirement under Regulation D;
Expand the safe harbor of Rule 152 as recommended by the Task Force Report;
Permit the submission of a registration statement on a "quiet" basis (i.e., without any issuer

or underwriter generated publicity) without being deemed to have commenced a public
offering;

‘Streamline and modemize the safe harbors provided for by Securities Act Rules 137, 138

and 139 relating to the use of broker-dealer research reports;

Eliminate a brokcr-d&lcn‘s prospectus "market-making” delivery obligations in connection
with "regular way" market making transactions in securities of its affiliates;

Pamaslwlfreglsumanualfymmdmnmbypoa-eﬁ'ecuvemdmanmﬂmﬂmbe
reqmredtoﬁleanewregxsmnonstatmmlt; '

ElmmateFoan-ldeémdmsteadreqmmm:ssuamnukem ehgt‘oleuustee"
rcprmﬂaﬁonmthereg:suahonsmwmt,

Broaden the circumstances in which the guaranteed convertible securities of a wholly-.

owned subsidiary can be exchanged for secunties of its parent under Section 3(a)(9)

w:thwtreg:stmnon,md

' Sumnﬂmeﬂwnﬂswqmmgsepa:memdnedﬁmaﬂstatmafaﬁhwwhosem ‘

wﬂataﬂmsareglmn'smmusmdofpawmwhoguamweamgsuam'sm

' Rule 144A

PSA supports the expansion of Rule 144A under the Securities Act. Rule 144A has resulted in

a significant expansion of the private institutional market for unregistered securities, giving issuers a -
real alternative to the registered market without a significant pricing penalty. It has also clarified the
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resale of unregistered securities'and provided additional liquidity to the marketplace. PSA believes that
the success of the Rule indicates that it should be expanded and revised as follows:

e The definition of qualified institutional buyers ("QIBs") should be modified to (i) reduce the
investment security threshold to $25 to 50 million'®; and (ii) allow any investor meeting the
investment level to be a QIB, even if an individual — experience has indicated that any
investor of this size either possesses or has advisors that possess the necessary level of
investment sophistication. These changes would significantly reduce the necessity for
paralle] QIB/Institutional Accredited Investor offerings;

e The rule should be available for sales to QIBs only; offers, on the other hand, should not be
subject to any restriction; and

e The Rule should be revised to delete the certification requirement of Rule 144A(d)iv) as
unnecessary and burdensome on QIBs who are inundated with requests even when such
requests are unnecessary because of the public status of the purchaser.

We do not believe that the above expansion of Rule 144A would lessen investor protection in
any way or harm the public interest. In this regard, we suggest that the Staff expand the availability of
the registered exchange offer to apply to all securities sold in reliance upon Rule 144A. The current
limitations do not appear to serve any useful function. We further suggest that the Staff consider

issuing a "staff legal bulletin® to clarify the application of the integration doctrine to concurrent and
subsequent private placements and registered offerings.

Wealsésﬁgg&stthattheSmﬂ;wsanéﬁohthéuséofﬂwbcpoﬁtormistConxpmys
book entry system in the case of non-PORTAL offerings to non-QIB Institutional Accredited

~ Investors. The current situation has been interpreted to require physical delivery of certificates to non-

QIBs,therebydmymg mdxmv&orsﬁteeﬁamsofﬂwbookemysystm

WerequstthattheCommssxonspeaﬁcallyexemptRule IMA&omtheapphmnonofSecuon

~ 11(dX1) of the Exchange Act. We note that in the Release adopting Rule 144A, the Commission
. stated that the Staff was prepared to provide interpretive relief under Section 11(dX1) in "appropriate

cummstanos”" We believe, however, that there is no legal or policy reason for Section 11(d)1) to
be applicable to Rule lMAoﬁumgsofmvmnangndedebtseamnsastha‘clsnodlsm'buuonfor

purposes of the rule. In this context, we would also suggest that separate underwritten takedowns of
: corpomedebtseumusﬁ'omatyp;mlklﬂeéls "shelf" registration statement should be exempt from

1° We note that the National Securities Markets Improvements Act of 1996, adding the definition of "qualified
purchaser” to the Investment Company Act of 1940, usedmv&mcntthmholdsofSSmlhonfornammlpenons
and $25 million for other persons. ‘ v

! See Resale of Restricted Securities; Changes to Method of Determining Holding Period of Restricted Securities -

under Rules 144 and 145 (Release No. 33-6862 (April 23, 1990)).

ta
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the prohibitions of Section 11(d)1)." Similar to Rule 144A offerings, where the financial terms of the
securities are tailored to the individual needs of investors and each tranche is "bought" prior to the
pricing of the transaction, there is no legal or policy justification for requiring broker-dealers to wait
thirty days before they may extend credit on the securities.

General Solicitation '
We believe that the general solicitation prohibition on offerings made under Regulation D, as

well as in the context of Rule 144A discussed above, hampers the utility of Regulation D and Rule
144A, unnecessarily creates uncertainty and raises costs to issuers. This change by the Commission

would shift the focus to purchasers of securities rather than offerees and would avoid current problems

relating to the offering of securities such as publicity, research coverage, publication of quotations and
similar "general solicitation" issues, without, in our view, any decrease in investor protection.

I. MORTGAGE-BACKED
AND ASSET-BACKED SECURITIES

Advisory Committee Report

As noted in the introductory portion of this letter, the basic framework of securities laws
and regulations was established substantially before the broad emergence of the MBS and ABS
markets. In a number of areas, this framework does not adequately address and accommodate the
distinctive characteristics of MBS and ABS, inhibiting the growth and efficiency of these markets.
In both general and specific contexts, PSA believes that a rethinking and rationalization of the
SEC’s regulation of these markets is needed to remove, or at least reduce, these impediments to
growth and greater efficiency.

- At the outset, it is important to recognize that MBS and ABS possess a number of
features that readily distinguish them from more traditional corporate debt and equity securities.
Principally, these differences relate to the importance of (1) the nature and quality of the
underlying collateral, and (2) the structure and timing of cash flows supported by that collateral,
as the primary determinants of value of an ABS offering. These features contrast sharply with
corporate debt and equity obligations, where the current financial condition and future eamings
prospects of an issuer—generally, an ongoing "business enterprise with active management.
oversight—are the most important considerations and are publicly available to investors.

|  These fundamental différences between traditional corporate debt and equity securities on
the one hand, and MBS and ABS, on the other, are perhaps nowhere brought more sharply into

'2 See Kidder, Peabody & Co., SEC No-Action Letter [1990-1991 Transfer Binder] Fed. Sec. L. Rep. (CCH) -
979.626 (Aug. 16, 1990) where the Staff reversed a prior position and permitted a broker-dealer acting as agent for
an issuer in a medium-term note program to extend credit on notes of a particular tranche after the expiration of
thirty days, even if sales of other medium-term notes by the broker-dealer continued.
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focus than by certain portidns of the Advisory Committee Report, and specifically, by the
discussion of the Company Registration concept. While PSA’s members that-are active in the
MBS and ABS markets generally agree that a more lengthy and exhaustive study of alternative
regulatory systems, including Company Registration, should be undertaken, the basic relevance
and appllcablllty of such systems to MBS and ABS need to be considered.  Although the
eligibility criteria for the initial Company Registration pilot envisioned by the Adwsory Committee
would operate to exclude issuers of mortgage and asset-backed securities”, as a conceptual
matter it is difficult to envision the manner in which a “Company Registration” paradigm could be
apphed to such securities, where issuers are usually distinct, special purpose entities without
ongoing business activities. Once an MBS or ABS offering has been completed, the performance
of the related securities depends on the cash flows generated by the underlying collateral, and in
" most circumstances is entirely unrelated to the financial condition and prospects of the “issuer”.
_This limited role of the issuer renders conventional notions regarding ongoing financial and other
issuer disclosure irrelevant; the nature of the assets underlying the MBS/ABS offering and the
structure of the transaction become, instead, the paramount considerations for investors. As a
consequence, the Company Registration concept would appear to require significant rethinking
and modification before its application to the MBS and ABS markets could be considered. Given
the general inapplicability of this concept to a large and growing sector of the fixed income
marketplace, PSA would therefore urge the Commission to consider reforms outside of the
context of Company Registration that may address more directly and eﬂ‘ectwely the unique nwds .
and circumstances of the MBS and ABS markets.

Securities Act Concepts =
General. PSA’s Mortgage and Asset-Backed Securities membership equally appreciates

the continuing challenge for the Commission to adapt the disclosure framework of the Securities
" Act to-developments and innovation in the primary markets, while ensuring that-investors receive -

full and fair disclosure in a manner and at'a time that allows for informed decision-making. The .

- Commission’s pending initiatives concerning capital formation present a unique opportunity to
address these challenges in a manner that adequately accounts for the unique requments of
MBS and ABS.

- In the past several years; market pai'ticipan_ts have identified and worked with the Staff to
‘resolve a nurnber of securities regulatory issues of particular significance to the MBS/ABS
markets. These issues have arisen in connection with, among other things, the desire to clarify the

circumstances in which MBS/ABS research reports may be circulated without resulting’ in

prohibited “market conditioning™ or “gun jumping” activity; the use of “computational materials™
and related term sheets to communicate essential collateral and structural information to investors

 Under these criteria, issuers would be required to: have registered at least one public offering under the
Securities Act; have been reporting under the Exchange Act for two years; have a public float of at least $75
million; and have securities listed on the New York Stock Exchange, the American Stock Exchange or NASDAQ
NMS. See footnote 11 of the Concept Release.
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and potential investors in MBS and ABS offerings; the distribution of prehnunary prospectuses;
and the treatment of re-securitization transactions, among others.

Although PSA recognizes the substantial efforts by the Staff to address such issues
consistent with the requirements of the securities laws, the Staff's positions on a number of these
significant regulatory questions has not been wholly adequate to accommodate the legitimate and

sometimes unique business needs of the MBS/ABS markets. In particular, the Staff has imposed
a number of conditions and restrictions in connection with its no-action or other relief that
unnecessarily burden issuers and underwriters and otherwise interfere significantly with the
efficient distribution of securities and information in the MBS/ABS markets.

In PSA’s view, many of the unnecessarily restrictive and burdensome requirements
currently imposed on MBS/ABS issuers and underwriters reflect the difficulty of fitting these
securities into a regulatory framework that, as discussed above, was largely developed prior to the
existence of the MBS/ABS markets. Many of the traditional views underlying the existing federal
securities law regime regarding the nature of the offering process and the information relevant to
investors do not apply in these markets. In particular, the distinctive features of the MBS and
ABS markets render it essential that asset originators, underwriters and investors engage in an
iterative structuring process that differs significantly from the process for offering most other
securities. In light of these considerations, PSA hopes to use the Commission’s pending -
initiatives regarding capital formation and the securities offering process to work with the Staff to
identify steps that can be taken to address more effectively the needs of the MBS/ABS markets.
Our specific comments in several key areas are prowded below.

Quality of Ongoing Disclosure. PSA firmly believes that the Commission should work
to rationalize -and codify the nature of the ongoing disclosure requirements applicable to .
MBS/ABS issuers to reflect the differences between the categories of information relevant to .
MBS/ABS investors on an ongoing basis and those relevant to other types of securities investor.

PSA has considered whether the existing disclosure system for MBS/ABS . could -
adequately be improved simply by modifying the instructions to Forms S-3 and S-11 and the
related provisions of Regulation S-K in a manner that would eliminate inapplicable provisions and
‘otherwise more appropnately adapt these forms and rules to the realities of the MBS/ABS
market. PSA’s view is that such incremental modifications would be difficult to implement,
would be confusing to apply and would not sufficiently resolve existing problems. Instead, PSA
would urge the Commiission to - <consider promulganng a new regulation specifically designed to

' create a disclosure system that meets the umque requirements of the MBS/ABS market and better
serves the needs of MBS/ABS investors, issuers and-underwriters. “Approaching the matter de.
novo, with full participation of all market participants, is most likely to achieve a reform that will
serve the interests of investors, while enabling the market to operate in a more efficient fashion.

Closely related to the disclosure system are the reporting requirements under the
Exchange Act as they apply to MBS/ABS. In connection with any reform of the MBS/ABS
disclosure system, PSA suggests that the Commission also consider a parallel reform of the
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Exchange Act reporting system as applied to MBS/ABS. The inapplic_abiliyy of many of the
requirements of the Exchange Act continous reporting rules to MBS/ABS is evidenced by the .fact
that virtually every registrant seeks either an exemptive order or a no-action letter to relieve it of
inappropriate reporting requirements. This process alone consumes significant time of both the
- Staff and registrants and should be replaced with a rule of general applicability.

A fundamental problem with the existing reporting system is demonstrated by the fact that
most registrants “deregister” at the earliest possible opportunity, not because they wish to stop
supplying information to investors but because they wish to avoid liability for information over
which they have no control. An issuance of MBS/ABS by its nature is a stand-alone structure.
Once the securities have been sold, information about the registrant (which often is itself a special
purpose entity that exists only to bring together pools of assets and securitize them) is immaterial
to investors. What investors and the secondary market need is information about the performance
of the pool of assets. This typically is supplied by filing copies of the periodic reports that the
trustee is required to send to investors. These reports in turn incorporate information provided by
the servicer. All of the relevant information is internal to the pool of assets and is generated by
entities, such as the trustee and servicer, whose function in the transaction is to provide services
to the investors.

The current system does not adequately serve the interests of participants in the secondary
"market, who need as much current information as possible about the performance of the pools of
assets underlying MBS/ABS. This concern is shared broadly by such participants, including
investors and broker/dgalers. Accordingly, PSA would propose that the Commission consider
_adopting rules to replace, for MBS/ABS, the reporting requirements currently applied under the
Exchange Act with a requirement (a) that all transaction documents require the trustee or servicer
to report to investors at least 8 prescribed minimum set of information no less often than or
shortly following each payment date on the securities and (b) that all such information provided to
investors be made available by the trustee or servicer- on request to any requester (which -
requirement could be met by making such information generally available to the public, either
directly or through third-party data prowviders). Compliance with these requirements should
obviate the need for filing such information under the Exchange Act, although PSA would urge
that registrants (including issuers whose securities are already outstanding) that satisfy these
requirements should still be considered reporting companies for technical reasons (e.g., eligibility

_ to use Form S-3 and the availability of Rule 139).
' Informing Investors: Timing; Limitations on Written Communications.

A_Term Sheets, In many respects, existing rules relating to the offering of MBS/ABS
have the effect of constricting the flow of relevant information to investors, especially to the
sophisticated institutional investors who make up the vast bulk of the market for these securities.
A number of pending problems in this area could be addressed as part of the Commission’s
broader consideration of reforms to the capital formation process. Many of these stem from
general Section 5 prohibitions on the distribution of written non-prospectus communications.
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PSA believes that one .of the principal goals of regulatory reform should be enhancement
of the ability of asset originators, underwriters and investors to work together to achieve the most
efficient structures for MBS/ABS offerings without artificial and unnecessary constraints under
the federal securities laws on the dissemination of computational materials, term sheets and other
communications designed to facilitate the structuring process. In the MBS/ABS market broker-
dealers and issuers attempt to structure their offerings to meet particular investor needs and
constantly changing market conditions. MBS/ABS offerings are typically divided into a number
of separate classes of securities, with cash flows of principal and interest in the underlying assets
allocated among the classes according to specified payment risks. Unlike a going concern that
issues debt or equity, the key characteristics of each MBS/ABS transaction essentially are
invented in response to investors and the market.

-
-

The demands of the institutional investor market, coupled with the inherent quantitative
nature of MBS/ABS collateral and structural information, require that underwriters of MBS/ABS
be able to circulate a brief description of the economic features of a specific transaction to
institutional investors before the final prospectus supplement is distributed. Consistent with the
views previously expressed by PSA’s Corporate Bond Division, we believe that Commission
(even if a more extensive reform of the MBS/ABS regulatory system is not undertaken) should
consider promulgating a rule that makes circulation of such a term sheet possible without
violating the prospectus rules, as long as a complete prospectus is dehvered to the investor in
connection with the consummation of any sale. '

B. Preliminary Prospectuses, PSA believes that requirements governing the timing of
distribution of preliminary and final disclosure materials in the context of MBS/ABS offerings
should be revisited in light of the practical limitations on the ability of underwriters to prepare in a
timely fashion materials that are both responsive to investor needs and consistent with the
requlrements of the federal securities laws. Preparation of a “red herring” prehmmary prospectus
addressing in detail all aspects of a possible transaction is not a feasible or desirable means in
every case to provide imponant mformauon to mvestors orto bring securities to market.

Rule 15c2-8 substantially predates the evolutlon of the MBS and ABS markets in their
current form, as well as the current widespread availability of the Commission's shelf registration
rule. In general, PSA believes that the application of Rule 15¢c2-8(b) to MBS and ABS offerings
(regardless of whether made pursuant to a shelf registration statement) is not necessary to achieve
the rule’s policy objectives. 'Although such offerings generally involve an issuer which, at the time
of the offering, has not been filing reports pursuant to Section 13(a) or 15(d), the absence of such }
. reports is merely a reflection of the difference between the MBS and ABS markets and the
traditional markets for debt and equity securities, and should not be construed to imply that the

offering falls into the “new or speculative” category that originally led the Commission to adopt
the rule.

Moreover, the features of an MBS or ABS offering, particularly its structure, evolve
throughout the offering process, often until shortly before the closing of the transaction. As a
result, a preliminary prospectus typically could not provide much of the critical information that is
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expected by investors and, indeed, even a final prospectus, reflecting structural and other changes
that occur up until the moment of pricing, must be prepared under considerable-time constraints.

Investors have sought other, more timely and effective means of obtaining the information they
regard as essential in arriving at informed investment decisions, such as through the distribution of
computational materials. As described above, PSA believes that similar benefits would accrue
from a liberalization of the use of other forms of written communication in the MBS and ABS
markets, including term sheets and other structuring information. In light of these considerations,

PSA believes that the Commission should codify through specific rulemaking the basic policy set
forth-in the Staff’s existing no-action position concerning the application of Rule 15¢c2-8(b) to
MBS and ABS'*; namely, that no preliminary prospectus need be delivered at least 48 hours prior
to the sending of a confirmation, as long as a final prospectus is sent or g;lven to a purchaser prior
to or at the same time a confirmation is sent. :

C. Computational Materjals, PSA believes that the market and the interests of all
participants would best be served by adoption of a rule that replaced the current burdensome and
untargeted system of filing certain computational materials and term sheets by a system that
greatly liberalizes the ability to send to potential investors a wide range of information without a
requirement that it be filed, so long as the prospectus (or prospectus supplement) includes
indicative materials covcring, with respect to the final structure of the transaction, the topics and

types of data addressed in those prelmnnary materials. If only on the basis of practicality and - -

cost, the formal disclosure document can not and should not include every. item sent to every
potential investor about every possible structure. Ready distribution of term sheets and other
information would respond most directly to the expressed need of potential investors to obtain an
early and meaningful understanding of proposed transactions. The market can do a better job of
informing investors (and getting reactions from investors to possible structures) on a timely basis
without the procedural burdens of the existing system - and the formal offering documents can be
better focused on providing useful mformatnon . oo _

D._Infqnnnmn_R:lmng_m_llndsﬂung_AsM& A particular problem under the current
~ disclosure system arises in connection with certain MBS/ABS transactions in which some (but not
necessarily all) investors seek access to voluminous information about the underlying assets. This
is particularly characteristic of securitized offerings of commercial mortgage loans, in which some
institutional investors, even though the securities are being publicly offered, wish to perform their
own. due diligence on the underlying loans and real properties as if they were purchasing an
* interest in those assets directly. Such investors often seek access to third-party documentation
held by the issuer and underwriters, such as appraisals, environmental reports, property managers
reports and engineering reports.  Existing law makes unclear the ability of issuers and
underwriters to furnish such materials or their liability for doing so. It would seem appropriate, if
individual investors wish to have access to underlying information that the issuer has not deemed
requires disclosure in the prospectus (or has covered by summarizing in the prospectus), for such

14 See Public Securities Association, SEC ‘No-Action Letter on Asset Backed Securities, File No. TP 95-450
(December 15, 1995). PSA notes that certain technical issues and limitations on the scope of this no-action relief
would need to be addressed in any rulemaking initiative.
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investors to have that option,‘so long as any prospective investor is given the same access upon
request. However, there should be no requirement for the issuer to include such matenal in the
prospectus or file it with the Commission, or for either the issuer or the underwriters to be
required to assume liability under the Securities Act.

E_ Electronic Access to Transaction Information. Another issue under current rules is the

desire of investors to have electronic access to information about the pools of assets underlying a
proposed issue of MBS/ABS at the earliest possible moment. For example, both investors and
underwriters would like underwriters to be able to post information about the characteristics of
underlying pools on electronic bulletin boards, such as Bloomberg, no later than when the
prospectus is delivered to the underwriters, or in some cases even earlier. This information is
contained in the prospectus (and currently is also furnished by some issuers to investors in an
. electronic medium together with the prospectus). It is generally not practicable to post the entire
prospectus on such a bulletin board or to establish a hyper-text link to another site containing the
prospectus. The current rules should be reformed to make clear that such a posting is permissible,
as long as investors can obtain the entire prospectus upon request. It would also be desirable to
make it possible for issuers to post on the same bulletin boards the computer models they have
used to produce information in the prospectus, such as the effect of various interest rate and
prepayment scenarios on yields. This would make it easier for prospective investors to model
'other scenarios that better fit the investor’s own assumptlons or needs.

F._Research Reports, The state of the law currently is unclear as to the ablhty of broker-
" dealers to rely on current Rule 139 as the basis for permitting the distribution of research reports
and similar published information concerning MBS and ABS offerings. As a result, broker-
dealers face significant practical and interpretive uncertainties in attemipting to distinguish normal
or routine MBS and ABS research publications from-those which might be deemed to condition
the market for an upcoming offering.. Analogous to its views on Rule 15¢2-8(b); PSA does not
believe that the absence of an Exchange Act reporting status for MBS and ABS issuers—a
circumstance that relates more to the structure of MBS/ABS offerings than it does to any inherent
‘speculative quality of the securities involved—should prevent the market from beneﬁtmg from
widespread research coverage of both new and seasoned MBS and ABS issues, and in particular
those that qualify for an investment-grade rating. PSA believes that the Commission should use
the opportunity of more general regulatory reform to establish a framework for distribution of
MBS/ABS research materials that is consistent with concerns identified by PSA in the context of -
exxstmg rules, with particular emphasis on eliminating formalistic prohibitions that limit the ability
of underwriters to distribute accurate materials while engaging in their ordmary ongoing business
activities involving the strucmrmg of MBS/ABS oﬁ‘enngs

G. Resecuritizations, The state of the law currently is similarly unclear as to the ability of
an issuer of MBS/ABS to include, as part of a pool of collateral, assets that are indirectly held
through a securitization: vehicle that has been the subject of a private placement or an earlier
public offering. A variety of views expressed by members of the Staff to different issuers at
different times has left market participants in a state of uncertainty. Any reform of the existing
rules should address this issue and should eliminate artificial distinctions between securitized and
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unsecuritized assets. As long'as there is full disclosure in the prospectus of relevant information
about the assets underlying an issue of MBS/ABS (including any material disclosure about the
effects that prior securitization may have on servicing, cash flows or other relevant matters), there
seems no reason to raise obstacles to including assets that have already been securitizcd, or to
rcquu-'teiz rsgxstrauon or reregistration of the earlier transaction in which such assets were
securitized.
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IIL CONCLUSION

PSA appreciates this opportunity to provide its views to the Commission. If it would be
helpful to the Staff and the Commission, we would be most willing to ma%ce PSA staff and member firm
personne! available to meet and discuss any of the points raised in this letter. Please address any
questions or requests for additional information to Joseph W. Sack, George P. Miller or Sarah M.

Starkweather of PSA, at 212-440-9400. ,
Very truly yours, /\(\N\K)\C‘
Stanley J. Becchetti Thomas K. Guba

Chairman, PSA Corporate Bond Division Chairman, PSA Mortgage and Asset-Backed
(Vice President, A G. Edwards & Sons, Inc)  Securities Division
(Managing Director, Donaldson, Lufkin &

Jenrette Securities Corporation)
Arthur D. Hyde ' Lawrence E. Thomas |
Vice Chairman, PSA Corporate Bond Vice Chairman , PSA Mortgage and
Division Asset-Backed Securities Division

(Managing Director, Salomon Brothers Inc.) (Manager/General Partner, Edward Jones)

cc:  The Honorable Arthur Levitt; Chairman, Securities and Exchange Commission
The Honorable Steven M. H. Wallman, Commissioner
. The Honorable Norman S. Johnson, Commissioner - -
The Honorable Isaac Hunt, Jr., Commissioner N
‘Brian J. Lane, Director, Division of Corporation Finance o
David A Sirignano, Associate Director, Division of Corporation Finance
Anita Klein, Office of Chief Counsel, Division of Corporation Finance
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June 30, 1999

Mr. Jonathan G. Katz, Secretary

U.S. Securities and Exchange Commission
450 Fifth Street, N.W.

Washington, DC 20549

Re:  The Reguiation of Securities Offerings (File No. S7-30-98)

Dear Mr. Katz:»

The Bond Market Association (the “Association” ' is submitting this letter in response to
the request of the Securities and Exchange Commission (the “‘Commission” or ‘SEC”)
for comments on its proposal to change the regulatory framework established for the
conduct of offerings under the Securities Act of 1933 (the “Securities Act”) and to
modlfy certain reporting and related requirements under the Securities Exchange Act of
1934 (the “Exchange Act”).? The reforms proposed in the Release are intended to
modernize and clarify the existing offering process and the Association believes its
comments regarding the proposed reforms will assist the Commission in achieving these

goals. The Assoc:atlon appreciates the opportunity to participate in this important
undertakmg

This letter is orgamzed into five sectlons In the first section, the Association presents a
brief summary of its views on certain major aspects of the Commission’ proposal.- In the

- second section, the Association discusses various aspects of the Release and assesses the:
_ impact of the proposed reforms on existing practices. In the third section, the Association

examines the proposed reforms in more detail and responds to certain specific questions
posed by the Commission in the Release. In the fourth section, the Association presents = -
its views regarding the treatment of mortgage and other asset backed securities

(collectlvely, “ABS”) under the proposal In the fifth sectlon the Association presents its_ V

! : The Association represents securities ﬁrms and banks that underwrite distribute and trade debt

securities, both domestically and internationally. The Associations member firms include
underwriters that participate in approximately ninety to ninety-five percent of the initial
distribution and secondary market trading of corporate debt securities, including investment grade
and non-investment grade corporate debt securities, mortgage and other asset-backed securities,

- and other debt securities. More information about the Association is available on the
Association’ Internet home page at http://www.bondmarkets.com.

SEC Release No. 33-7606A; 34-40632A; IC-23519A (Nov. 13, 1998) (the “Release™).

To facilitate your review of this letter, we have attached a table of contents as-Appendix 1.
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overall conclusions with respect to the proposal. As discussed below, the Association
believes that a number of the fundamental concepts embodied in the Release shouid not
be pursued, while others should be pursucd on a ‘stand-alone basis’. The focus of this
letter is thus on the main principles that form the basis for the proposals. We would
expect to provide more detailed comments on specific appropriate reproposed rules.

I EXECUTIVE SUMMARY

The capital formation process continues to evolve, and the Commission is correct in
seeking to examine how the regulation of the offering process can be modified to assure
investor protection while accommodating accelerating change, globalization of the
securities markets and the explosion in information technology In the Associations
view, however, many of the fundamental concepts embodied in the Release are seriously
flawed. They are in fact inconsistent with evolving debt market practices and needs and
will not contribute to investor protection (and indeed may well lead to exclusion of _
certain classes of investors, especially retail investors, from many offerings). They may
also negatively impact the competitive position of the U.S. fixed income capital markets.
The Association therefore believes that the proposals set forth in the Release should
not be adopted without substantial modification.

The Commission’ proposals, which suggest sweeping changes to the existing debt

offering framework, has received, and will no doubt continue to receive, a great deal of

comment from various market participants. The Association recommends that the

Commission weigh carefully the comments it receives and proceed on a step-by-step

basis. The Association does not believe -- and the Commission has not brought forth any

evidence of abuse or other rationale to demonstrate -- that a complete overhaul of the

~ current regulatory regime is necessary. - On the contrary, the Association believes that

* certain specific desirable reforms — for example, those concerning liberalization of
communications, immediate effectiveness of registration statements and ‘pay-as-you-go”
filing -- could, after modification and reproposal by the Commission, be adopted
independently of any action taken to pursue more far-reaching and questionable proposed
reforms — for example, the Form A and Form B proposals and their unprecedented :
requirements -- and could easxly be mtegrated into the current system, which has worked
quite well and is preferable to many of the proposals embodled in the Release.

Based on communications between the Assocxatlon’s members and various issuer clients, -
it appears that many issuers of debt (including large, well-known issuers) have serious -
concerns about the impact the proposal would have on their continuing ability to access
the capital markets in an efficient and cost-effective manner. At the same time, they
appear to have been put off by the sheer size and scope of the Release and are assuming
that the proposals set forth therein will be substantially modified and resubmitted for
further industry comment at a later date. It is our understanding that such issuers are thus
taking a “wait and see” approach, believing either the proposals contained in the Release
will not be adopted, or that they will have a chance to submit formal comments at the
reproposal stage. Accordingly, while we recognize that certain Commission staff -
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members have expressed an expectation that it would be possible to implement certain
reforms suggested in the Release without further public review and comment, we believe
that the failure to repropose will have severe negative repercussions because the views ot

issuers, and perhaps other market participants, may not be adequately represented at the
initial comment stage.

If the Commission determines, despite the objections raised by the Association, to go
forward with the proposed reforms as presented, the Association has the following
general comments and suggestions regarding the proposed rules and rule modifications
set forth in the Release. In summary:

. The Association opposes:

J The proposal to deliver a term sheet prior to sale in the case of
Form B issuers, or a preliminary prospectus 3 or 7 days prior to
pricing in the case of Form A issuers.

o The proposed requirement that Form A issuers deliver material
updating information 24 hours prior to pricing.

e The proposed disqualification approach to use of Form B and
incorporation by reference on Form A. The “bad boy”
disqualification provisions, in particular, are unwarranted and
unworkable.

e The suggestion in the Release that delayed shelf registration
. procedures would no longer be necessary if the Form B proposals
are adopted. The Association urges instead that exlstmg delayed
shelf regrstratron procedures be retained.

e - The proposed elimination of ‘Exxon Caprtal” exchange offer
: procedures .

e  The proposals that road show materials be deemed “free writing”
' ~ and that free writing materials, especially those prepared by
_underwnters and dealers be ﬁled w1th the Commission.

The Association points out that reproposal by the Commission is quite common in connection
with proposals likely to have significant market impact. The reproposal approach was taken, for
example, in connection with the adoption of Rule 144A and Regulation S -- both extremely
significant proposals, but of far less overall importance to the market than the complete overhaul
of the debt offering process suggested by the Release. Given the comprehensive nature of the
proposed reforms and the impact implementation of the reforms will have on the fixed income
market, the Association believes that reproposal of certain specific proposals suggested in the
‘Release is warranted. v
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The Association (with, if applicable the_z m_odi ications noted) supports:

The imposition of eligibility thresholds for Form B that would
have the effect of excluding issuers currently eligible to register
their offerings on current Forms S-3 and F-3.

The proposed exclusion of dealers and investment advisers in
connection with Form B offerings solely to qualified institutional
buyers (“QIBs”).

The proposed additional director and officer certification
requirements in both Securities Act registration statements and
Exchange Act filings.

The proposal to exclude Form B and other registration statements
with respect to which the issuer is permitted to control the timing
of effectiveness from Securities Act Rule 401(g).

The proposed modifications to the rules regarding the U.S. -
Canadian multijurisdictional disclosure system (“MJDS”).

The proposal to allow the payment of registration filing fees on a
‘pay-as-you-go” basis.

The proposed ehmmatlon of ﬁnal prospectus dehvery
requlrements

" The proposal to allow Form B issuers, as well as certain Form A
-"and Schedule B issuers, to control the tumng of effectxveness of

their registration statements.

The proposed liberalization of communications around the time of
an offering and the creation of ‘bright-line” communication safe
harbors, but urges the Commission to clarify the meanings of
certain key terms including “offering mformatlon” “free wntmg

.and “offenng period”.

The proposal to provide additional guidance regarding the
adequacy of due diligence procedures, but urges the Commission
to adopt a due diligence safe harbor, extend the proposed guidance
to apply to offerings of investment grade debt securities, and
acknowledge that issuer indemnification of underwriters is not
against public policy.

The proposal to allow issuers to tailor their disclosure as they deem
appropriate to the particular type of offering being registered.
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The proposal to allow issuer-affiliated market makers to use Form
B, but urges the Commission to consider an exemption from the
registration requirement for ordinary course market making
transactions by such entities.

The proposed expansion of the research safe harbor rules, but
urges the Commission to explicitly state that qualifying research
will not be deemed “offering information” and will be exempt
from Section 12(a)(2) liability.

The proposed addition of a safe harbor for qualifying research
distributed during Rule 144A and Regulation S offerings.

The proposals with respect to the integration of public and private
offerings. In addition, the Association urges the Commission to
offer similar guidance with respect to ‘side-by-side” public and
private offerings.

The proposals to expand Form 8-K reporting obligations and
accelerate the tlmlng required for reporung certain events

- thereunder.

The Association also recommends that the Commission:

Focus on availability, rather than delivery, of information to
' nvestors

Reconsider the prOposed standard for liability wnh regard to ﬁ'ee :
writing materials so that information flow to mvestors would be
encouraged, not dxscouraged

“Expand, not narrow, the deﬁmtidn of “QIB” and broaden the

categories of investors that may participate in Form B QIB-only

: oﬁ'enngs to include other ‘qualified purchasers

" Permit unseasoned 1ssuers to use Form B for non-convertlble ﬁxed

income offermgs to QIBs (mcludmg other ‘CWahﬁed purchasers”

* as noted above). -

Create a separate form specifically tailored to non-convertible
investment grade securities in order to more properly address the
differences between offerings of these securities and offerings of
other types of securities.

Adopt the same seasoning period for Form A issuers as Form B
issuers and use the filing of at least one annual report as the
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appropriate measure of seasoning for both Form A and Form B
issuers.

. Eliminate the proposed requirement for seasoned Form A issuers
to deliver incorporated reports to investors with the preliminary
prospectus.

With regard to the conduct of ABS offerings, the Association is concerned that the
proposals contained in the Release do not present a workable model, and that the
regulatory framework governing ABS offerings will be inappropriately influenced by
decisions made and policies established in the context of the proposals made in the
Release. In summary:

¢ The Association opposes:

. The notion that a comprehensive review of the securities offering
process should be undertaken without simultaneously addressing
the impact of any proposed reforms on the ABS market.

° The apphcatlon of the proposals in the Release to ABS offerings.
' The fundamental differences between ABS markets and other debt -
- securities markets dictate a need to pursue different regulatory ’
- approaches; the proposals in the Release do not present a workable
- model for ABS offerings.

. Any regulatory mandates or requirements that restrict the flow of
: - preliminary information to ABS investors. Instead, information
flow to ABS investors should be encouraged and offering :
. participants should be permitted (but not required) to-provide ABS
investors with explanatory information in the form of
computational materials, term sheets and the like.

¢ The Association recommends that the Commission:

. Rev151t and rationalize its regulatory model for ABS offermgs ina
~ manner that accommodates their unique charactenstlcs

‘e ' Permit AB'S'reglst_rantsto control 'the timing of offerings of |
" investment-grade ABS.
o Not use restrictive interpretations of the term “asset-backed

security” to govern the choice of registration form.

. Promulgate clear ABS disclosure guidelines and make changes in
- .disclosure policy and interpretation on a general basis rather than
in the context of review of particular registration statements.
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o Establish a regime for Exchange Act reporting tailored to ABS.
II. DISCUSSION OF THE RELEASE
A. The Association agrees with the Commission that registration should be

encouraged and that the process of registration should be simplified so that
issuers can access more quickly the capital markets and investors can access
greater amounts of information, but believes that the Commission proposed
reforms will fail to achieve these goals.

Under the Securities Act, an offering of securities must either be registered with the
Commission or qualify for an exemption from registration. As noted in the Release, the
Commission believes that ‘tegistration benefits all [market] participants: issuers, by
lowering their cost of capital; investors, by enhancing disclosure and providing remedies
[for faulty disclosure]; and the marketplace, by increasing depth and liquidity.”
Accordingly, the reforms proposed by the Commission in the Release are intended to
remove unnecessary barriers to immediate access to the offering market for registered
securities and make registration a more attractive alternative to 1ssuers than offermg
.securmes in private placements or in offshore transactions.

The amendment of the Securities Act in 1996 pursuant to the National Securities Markets
Improvement Act of 1996 (“NSMIA”) to grant the Commission exemptive authority
under the Securities Act for the first time has given the Commission an important new
" tool to accomplish its purposes. The Comm1ssmn§ release regarding Securities Act
Concepts and Their Effects on Capital Formation; the Task Force on Disclosure
- Simplification, the Advisory Committee on the Capital Formation and Regulatory.
Processes and other pre-NSMIA Commission efforts all operated within the premise,
which presented significant disadvantages, that the Commission had to function more
strictly within the Securities Act statutory scheme. Now the Commission has for the
first time an historic opportunity to use its exemiptive authority appropriately to
modernize the operation of the registration process and related matters to take account of
' contemporary conditions and expected future deévelopments while preserving and
. strengthemng the essennal regulatory protectlons that the Securmes Act provides to
’ mvestors :

" The Release acknowledges the need for issuers to qu1ckly access the capital markets and
have more certainty over the timing of their offerings. The Association agrees with and
supports these objectives, particularly as they relate to the debt capital markets.

5 SEC Release No. 33-7314 (July 25, 1996) (the ‘Concept Release™).

s Chairman Levitt has acknowledged that the broad exemptive authority granted to the Commission
under NSMIA offers ‘an almost unique opportunity for change” and that a “new vista for
possibilities has opened up.” See Remarks by SEC Chairman Arthur Levitt, ‘Corporate Finance
in the Information Age”, Securities Regulation Institute (Jan. 23, 1997)
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Accordingly, under the proposal, registration statements filed by large seasoned issuers
and certain smaller seasoned issuers would not be subject to Commission staff review
prior to effectiveness. In addition, aithough final prospectuses would be subject to a
filing requirement, they would not need to be delivered to investors unless a copy was
specifically requested.

The Release also recognizes the need to deregulate communications and encourage,
rather than constrain, information flow to investors and the marketplace in general around
the time of an offering. The Association also agrees with this objective. Technological
advances and increasing investor demand for access to information (including through
the Internet) have made liberalization of communications essential. The proposal would
thus remove many of the current absolute prohibitions with respect to the dissemination
of offering-related information and broker-dealer prepared research reports. The
proposal attempts to enhance reporting under the Exchange Act by adding to, and
accelerating the timing of, the items that must be reported by issuers thereunder. The
Commission also seeks to integrate further the disclosure system under the Securities Act
and the Exchange Act. By doing so, the Commission recognizes that investors engaging
in secondary market trading should have the benefit of disclosure of comparable quality
to that of investors in the primary market. The Association strongly supports the goals
underlying the Commissions proposal and believes that those specific elements of the
Commissions reform proposal cited above (i.e., effectiveness on demand for certain
classes of issuers, elimination of final prospectus delivery requirements, liberalization of
communications, and further integration of the disclosure system under the Securities Act
and the Exchange Act) represent positive steps toward modernization of the securities

* offering process.

 The Commission, however, seems to have émbraced some principles in the Release that
“will produce serious problems for issuers, markets and market participants and may -
indeed lead to results that are exactly contrary to those the Commission seeks: Although
- it has been suggested that the proposals will speed access to the U.S. capital markets, the
Association believes that they will instead, in certain contexts, considerably slow down
~ the debt offering process, as well as increase the cost of raising debt capital. Thus, the
- Association fears that, contrary to the interests of U.S. investors, issuers, Association
members and the U.S. debt markets in general, the proposals will lead to fewer rather

o than more public offerings in the U.S. markets.

'Speclﬁcally, the concept ofdelivery of information in wrltten form to investors forall
‘ offerings pnor to their makmg an mvestment decnslon, whlle attractlve in the abstract,

- As stated in Bond Markets 2000: A Conceptual Framework for Efficient Regulation of the Fixed-
Income Markets (available on the Association’ website, www.bondinarkets.com) the Association
believes that “the securities laws should promote the free flow of information from an issuer to a
prospcctlvc investor” (at page 4).
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o runs contrary to decades of practice (and in particular to debt
market developments over the past 15 years under shelf
registration);
o is inconsistent with the increasing need of issuers for speed and

certainty of execution at the most attractive pricing available;

o reverses years of progress by the markets and the Commission
itself in emphasizing the need foravailability of information to
markets and investors as the preferred paradigm of disclosure;

o will slow down the capital formation process in the fixed income
markets, particularly shelf takedowns and medium-term note, or
“MTN?”, programs, with real economic consequences for issuers
and other market participants; and

o will not provide any improvements to the quality of the debt
offering process or to investor protection, because in those cases
where investors require additional information before making their
investment decision (in the form of preliminary prospectuses or, in
the ABS area, computational materials or other information),
natural market forces currently establish adequate incentives to
promote dissemination of that information without the need for any
additional regulatory prod®

The proposals to liberalize “free wntmg would be maJor steps forward in conformmg
the U.S. regulatory structure to meet the demands of market participants. The
internationalization of the securities markets and the demands for more information and
fewer restrictions on information flow that have been fostered, in part, by technological
advances leave the Commission and the markets with little practical choice but to adapt.
The Association believes that tailored amendments to liberalize the debt offering process
and free writing, which are discussed in more detail below and would include specific
. provisions applicable to offers of asset-backed securities, should be reproposed and
adopted by the Commission separately from the other changes to the offering process
_proposed in the Release, which are much more controverszal and, in the Assoc:atlon.s‘
view, much less helpﬁd to ezther markets or market partzcrpants :

In conSIdenng proposals for hberahzmg the avallablllty of mformatlon however the
Commission has, apparently principally to reduce the incidence of what it considers to-be -
selective disclosure, followed far-reaching principles offiling of free writing materials

It is the case that the current prohibition of the Securities Act on written offering materials other
than the statutory prospectus hampers freedom of communication with investors to some extent,
but the proposals to permit increased “free writing” would in themselves be sufficient toallow
market demands to operate more effectively w1thout the delivery and ﬁlmg-equtrements included
in the proposal. : : :



Mr. Jonathan G. Katz, SEC
June 30, 1999
Page 10

that will discourage the free writing that the Commission proposes to permit and may in
fact even result in the dissemination of less information than is the case today. Altkough
the Association is aware that the Commission and its staff have expressed certain
concerns regarding the potential negative effects of selective disclosure, the Association
is not convinced these concerns are valid and, even if valid, does not believe they are
relevant in the fixed income or ABS markets’ More important, the Commissions
proposals are inconsistent with the stated goal of increased liberalization of information
because

. while it may be appropriate to have issuer-prepared documents
filed on a theory of avoiding selective disclosure, the proposed
filing requirements go far beyond that concern to cover any
document prepared by any underwriter or dealer;

J applying a filing requirement to underwriters’and dealers’
documents is clearly inappropriate because such documents could
include proprietary or ‘branding” information not properly
available to the general public and such documents might indeed
be intended for a discrete group of investors or even a single
investor with unique needs;

e the Commission} position in the Release that road show materials
are written offering materials required to be filed is wholly
inconsistent with decades of accepted legal interpretation and

. practice and is in fact most likely to reduce the amount of
information available at road shows;

e ' the standard of liability for free writing material should be more
" closely examined by the Commission, because while there may be -
free writing materials prepared by or in conjunction with an issuer,
with respect to which underwriters have an opportunity to perform
an adequate diligence investigation, theré are other materials where
there is no such issuer mvolvement and no diligence opportunity;
and

e  under the Comm1sslon‘s proposal written materials prepared by
. ane party could result in liability to another uninvolved offering
participant (e.g., an issuer could be liable for an underwriter’s
‘communication, an underwriter could be liable for an issuer$

See, e.g., Remarks by SEC Chairman Arthur Levitt, “A Question of Integrity: Promoting Investor
Confidence by Fighting Insider Trading”, SEC Speaks Conference (Feb. 27, 1998). For a contrary
view, see McLaughlin, “What} So Bad About Selective Disclosure”, Insights, Vol. 13, No. 4

(April 1999) (arguing that, in certain circumstances, selectxve disclosure aids, rathcr than harms,
. smaller investors). :
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communication, and one underwriter could be liable for another
underwriters communication).

The proposals also appear to focus too much on procedures rather than the substance of
improving disclosure. To give only two examples, the Association believes, first, that the
Exchange Act portion of the proposal focuses too much on how to catch officers and
directors (e.g., by requiring additional certifications) and too little on quality and
timeliness of disclosure and more complete integration of Securities Act and Exchange
Act disclosure. Second, the disqualification and ‘bad boy” provisions precluding use of
proposed Form B and precluding incorporation of reference under proposed Form A,
backed up by the unjustifiedin terrorem threat of after-the-fact determinations by the
Commission that use of the Form, or incorporation by reference, was not permissible --
and therefore that Section 5 of the Securities Act might have been violated, with wholly
unacceptable and draconian consequences -- appear to be designed more to hold a
procedural threat over issuers and underwriters than to improve disclosure or protect
investors. For example, under the proposal litigants could take the position that investors
have a right of rescission under Section 12(a)(1) of the Securities Act because it was
discovered after the offering that the issuer and the Commission staff had one unresolved
comment on an Exchange Act filing at the time of the offering, thereby making the
offering ineligible for Form B. Moreover, the mere perception-of such a threat will chill
or deter communications regarding registered offerings and thereby tend to cause issuers
and offerings to move into the Rule 144A or offshore markets, and away from the
registered market -- exactly what the Commission suggests that it seeks to avoid.

' The Association is also particularly concerned that in the investment grade (and, to some
extent, non-investment grade) fixed income market, the Form B proposal -- with its
. mandated ‘speed bumps” -- will add delay to the capital formation process, with the -
result that many issuers might forego the U.S. registered market for the offshore markets.
The offshore markets are an enormous potential source of fixed income financing. Fixed

~ income offerings in the Euromarkets amounted to approximately $378.8 billion and-
$413.7 billion in 1997 and 1998, respectively, compared to approximately $914.3 billion
and $1,283.3 billion in the SEC-registered market. The Associations members believe
that the introduction of the Euro in January 1999 has made the Euromarkets an even more -

attractive potential alternative to the U.S. fixed income market. Investors in the -
Euromarkets now include the offshore arms of many if not most of the largest

, mstltutlonal mvestors that form the backbone of the U. S. fixed income market

The Assomatlon fears that because of the easy avaxlabxhty of ttus offshore alternative, the
Commission’s proposal could have serious negative consequences for the U.S. debt
capital markets. Such a result is not certain. However, the Form B proposal (and also the
Form A proposal as discussed below) do not appear to be motivated by evidence of actual
abuse and promise what would appear to be, at best, speculative benefits. Before the

Commission adopts such a proposal, it should seriously consider the negative impact on
U.S. capital markets and U.S. investors.



Mr. Jonathan G. Katz, SEC
June 30, 1999
Page 12

B. The Commission$ proposed reforms will negatively impact all market
participants — issuers, underwriters and investors — as compared to the existing
registration regime.

In order to determine whether the benefits of the proposed new offering regime outweigh
its burdens, the Association believes that it is useful to compare the proposed system to
the current system. This comparison focuses on the fixed income markets, which are the
Association} principal concerns.

1. The proposed reforms will have a negative impact on market
participants as compared to current delayed shelf registration
procedures.

Under the Commission’ proposal, 2 new Form B would replace existing Forms S-3 and
F-3 and would be available to large seasoned issuers and to certain smaller seasoned
issuers in connection with certain types of offerings. Form B would offer eligible issuers
the ability to control the timing of effectiveness of their registration statements
(essentially, such issuers would enjoy effectiveness on demand). Form B also offers
“pay-as-you-go”registration. Under current shelf registration rules, issuers must prepay

- the registration fee for the entire amount to be offered off the shelf. Accordingly, thése
two aspects of the Form B proposal offer obvious advantages over the current system.

However, Form B would also require the delivery of a term sheet or, under the
Commission} alternative proposal, a preliminary prospectus prior to the time the
investment decision is made §.e., prior to the time the investor agrees to purchase, not the -
later settlement of the transaction). This requirement, if adopted, will slow down the
offering process, with real market and economic consequences.. The requirement under
Form B that a term sheet (or under the alternative proposal, a preliminary prospectus) be
filed with the Commission and delivered to each investor prior to the investment decxslon

is a dramatic departure from current practice. The amount of time that will be necessary ™~

to accomplish such a step will vary, but there is no one known to the Association --
market professionals, issuers and their counsel, regulators or others -- who does not

" believe that it will add some amount of time, from a couple of hours to a day or more,

depending on the experience of the issuer and its advisers, the amount of advance notice,
the type of offermg and other factors. Offerings that can be accomplished under the
current system without delay would be delayed under the proposed system by that ,
amount of time or may even be abandoned -- and would thus cost issuers money, since
the delay in being able to sell to investors (if the offermg does go forward) would likely. -
result in less favorable (or at least less certain) pricing, or may well encourage issuers to
find alternatives to the registered market to raise capital. The delay that would resuit
from imposition of the proposed procedures would also subject all market participants —
issuers, underwriters and investors — to increased market risk and volatility. Moreover,
the delivery requirement would result in greater concentration in marketing and offering
efforts by underwriters. Deals would be conducted in a way that minimized the
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mechanical and compliance difficulties and thus would in many cases be marketed to a
smaller universe of investors to the exclusion of smaller investors?

In addition, the Association believes that, at least in the fixed income market, adequate
disclosure is already provided to investors under the current system. In particular, the
availability of base prospectuses and, where appropriate €.g., in the case of MTN
programs) prospectus supplements, together with the availability of Exchange Act filings
and incorporation by reference, currently provide adequate information to investors
without the need for delivery of an additional document prior to sale. Indeed, the
investors in these offerings are often repeat purchasers or sophisticated institutions who
need and want no information other than the maturity date and pricing terms for the
current offering (e.g., whether the interest rate will be based on LIBOR, the Federal
Funds rate, or some other basis), which information can easily be communicated orally.
In the case of high yield offerings which contain complex financial covenants, the
practice of using preliminary offering documents has already developed due to natural
market forces and need not be mandated by Commission action.

In reconsidering the proposal that delivery of certain information be required, the
Commission should consider, in a more focused way than is set forth in the Release, the
types of information that need to be communicated to investors and markets. Insofar as

- company information (mformatmn about the issuer, its businesses, financial results and
condition, and recent developments) is concerned, the Association strongly believes that
all such information must beavailable to investors and the markets before an investment
decision is made. However, the Association also believes that, at least for issuers that
meet current Form S-3 or F-3 registration requ1rements ! the best way to accomplish that
goal is to require issuers to make such information available to investors, including '
through Exchange Act filings as appropriate, prior to an investment decision, rather than
requiring physical delivery. The Commission should be encouraging the use'of
technology and the increasing speed of information transmission for the dissemination of -
information to markets rather than focusing on delivery of information, in whatever form,
to individual investors. Release and rapid transmission of information to markets would
of course have the collateral benefits for investors and markets, which the Association

. favors, of providing availability of company information to secondary markets. - -

It has been suggested that, perhaps, the required term sheet could be drafted by a'salesperson and - -
immediately thereafter delivered to prospective investors without causing any significant delay in
the offering process. However, under the Commission’ proposal, each term sheet would be
required to be filed as part of the registration statement and thus carry Section 11, as well as
Section 12(a)(2), liability — for which the issuer and each offering participant would be liable.
Accordingly, the issuer and the underwriters would very likely require that any term sheet be .
reviewed by them and their respective counsel prior to filing and delivery. Such a process would,

. of course, delay considerably the anticipated time frame for the offering.

As discussed below, the Association sees no justification for the stricter Form B eligibility test that
would result in 30% of current Form S-3 and F-3 registrants to be ineligible to use Form B.
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With respect to securities information, the Association believes that the level of
information currently provided by registrants on Forms S-3 and F-3 is sufficient and is
provided in a timely manner. Base prospectuses and/or prospectus supplements are
replete with detailed information about covenants and possible securities structures and,
as noted above, competitive market forces create appropriate incentives for the disclosure
of additional details to investors prior to the time investment decisions are made where
such additional information is useful to the decision-making process£.g., in the case of
novel structured or indexed securities).

Although the Association understands that the Commission staff has been informed by
certain investors that they are not receiving adequate information to make an informed
investment decision, the experience of the Associations members is exactly the opposite.
Especially in the investment grade fixed income market where investment decisions are
based primarily on credit rating, interest rate (both coupon and spread to the benchmark
Treasury security) and maturity (and where such information can be quickly and
efficiently communicated orally), no additional information is needed or, where the trade-
off is a slowdown in the offering process, wanted by investors. In the case of complex or
novel securities offerings, the market itself will demand, as it already does today, that
additional information, above and beyond the current regulatory requirements, be
provided to investors in-order for them to make a fully-informed investment decision.
The liberalization of communications proposed in the Release would remove current
restraints on issuers and underwriters and enable them to meet the specific needs of
investors by allowing delivery to investors of information tailored, if necessary, to their
" specific requests. Allowing written comimunications as appropriate, rather than
' ‘mandating-them,'would be a sensible step-to help assure investors have sufficient _
information. Mandating the delivery of term sheets (or preliminary prospectuses) prior to
__sale, however, is unnecessary and unfeasible and would be counterproductlve Such a
requirement makes no sense in connection with ‘teverse inquiry” sales and will
considerably slow down the offering process (p_a_rtlcularly in the case of MTN programs
and other debt offérings by frequent issuers). The delivery requirement may even cause
issuers and underwriters to exclude certain categories of investors (e.g., smaller
institutional or accredited retail mvestors) from many offerings because of the added risk,
cost and timing constraints, or to avoid the U.S. registered market altogether. Thus, this
. aspect of the Form B proposal would negatlvely 1mpact the very 1nvestors the '
Commiission seeks to protect.

,The Comrmssmn staff has adv1sed the Assocxatlon that it seeks comments on its proposal _
that will assist the Commission in designing a registration system that operates for '
" issuers, investors and market intermediaries while being consistent with the pnnc1ples
enunciated by the Commission in the Release. In the fixed income markets, it is clear
that the Form B proposal should be fundamentally modified so that (i) current Form S-3
and F-3 registrants (and registrants proposed to be eligible to use Form B) are not
required to physicallydeliver documents, (ii) company information (while not delivered)
is required to be made available to markets on an ongoing basis, and (iii) current
procedures, plus liberalization of the use of free writing, are relied on to makesecurities
information available in a timely manner. After-the-fact filing with the Commission of
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prospectus supplements, such as is permitted today under offering procedures
contemplated by shelf registration, should be maintained as the standard.

The Form B proposal appears to contemp!ate filing a registration statement for a single
offering immediately before salesare made. This is in marked contrast to the existing
shelf registration system, which favors early registration statement filing and procedures
whereby contracts and closing documents (including underwriting agreements,
indentures, terms of securities, accountants’comfort letters and legal opinions and
disclosure letters) are negotiated well in advance of specific offerings. The Form B
proposal would encourage accomplishing the foregoing tasks at the last minute --
immediately before sales -- and would thus provide less protection for market
intermediaries (and ultimately investors) and put too much time pressure on both market
participants and issuers. The last minute filing of the registration statement encouraged
by the Form B proposal will also result inless opportunity for investors to review basic
information regarding the issuer and the terms of the potential offerings (including basic
underwriting arrangements and indenture provisions) than they have today, which is
directly contrary to the Commission} stated goal of promoting earlier access to
information. The need for officer and director certification at the time of each offering
(including each takedown or MTN issuance), as compared to todays Rule 424(b)
mechanism with respect to the filing of prospectus supplements, will also present
significant delays and operational obstacles that will prove unworkable in practice, To-
permit a more measured consideration of documentation and offering procedures for a
particular issuer and particular offerings, and thus maintain existing protection of
investors and markets, it is crucial to maintain the availability of shelf registration

- procedures and the ability to determine documentation in advance of particular offerings.
To do otherwise would risk delays and operational unfeasibility. The genuine advances

 of Form B for issuers and markets, zncludmg eﬂ‘ecttveness on demand, pay-as-you-go

filing fees, and the elimination of the delivery requirement for f nal prospectuses can
’ easzly be buzIt mto the exzstmg shelf regzstratlon system

Like Forms S-3 and F-3, Form B would not be avallable to issuers sub_;ect to any
dlsquahfymg event. However, Form B broadens considerably the list of disqualifying
events in a manner that is unwarranted and unworkable. The Association believes that,
particularly in the absence of demonstrated abuse, Form B disqualifications should not go
beyond what Forms S-3 and F-3 currently provide. For example, the “going concern”
disqualification should be handled as it is today -.e. , by disclosure. In addition, linking -
the availability of Form B to resolution of staff comments is unwarranted and
unnecessary. Moreover, the proposed “legal violations” or “bad boy” dlsquahﬁcatlon is
too vague and too broad. This disqualification, for the first time, links market access and
the ability to act as an underwriter to these events, without any apparent need, with no
Commission indication that abuses exist that need correction, and with possible draconian
consequences. Such events could well be unrelated to considerations of market access
and depriving issuers of market access, and dealers the ability to act as underwriters, will
be disproportionate in most cases. Indeed, many underwriters with technical violations of
law may be forced out of business, to the detriment of issuers, investors and the
marketplace. Moreover, issuers with disqualifications, but needing immediate market
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access, would be forced to turn to the private market (e.g., through Rule 144A) or the
Euromarkets -- a result that is in direct contrast to what the Commission is hoping to
achieve.

The Form B disqualification approach is particularly unworkable because of the risk of
the drastic consequences that filing on the wrong form might have. As noted above, if an
issuer that files on Form B is later found to have been subject to a disqualifying event,
investors could possibly claim rescission rights under Securities Act Section 12(a)(1) --
unrelated to any defect in disclosure or otherwise related to the offering -- against not
only the issuer, but also against selling underwriters and dealers. This is not a risk that
market intermediaries should be required to bear and there is no indication that any
provision of this sort is necessary: -

Fundamental modification is thus required to the proposed disqualification provisions.
The Association urges the Commission to retain only those provisions analogous to those
currently in Forms S-3 and F-3. Some proposed additions, such as the ‘going concern”
provision, should simply be eliminated as being inappropriate. The ‘bad boy”
provisions, insofar as they relate to underwriters, are also wholly inappropriate, since
whether an underwriter has committed a violation or other enumerated act is entirely
unrelated to whether an issuer should be eligible for Form B or whether an issuers new
or pre-existing disclosure is adequate. If the Commission wishes to sanction particular
underwriters, it should do so directly through its existing authority under Exchange Act
Section 15(b)(4) and not through overbroad, indirect and unjustified means. As to
certain of the other proposed disqualifying provisions, including in particular those
related to whether an issuer has committed a violation or other enumerated act or whether
there are significant disclosure issues involving an issuer, the Association believes that it
is overbroad to provide for disqualification from Form B. In any event, no automatic
sanctions should be provided. If the Commission genuinely believes that it needs the
ability to consider the disclosure or other aspécts of the registration of large seasoned
issuers, then rather than disqualify an issuer from use of Form B, the most the
Commission should contemplate is a proposal that, upon action by the Comrmssron (or 1ts
staff pursuant to delegated authority) and not automatically, it could suspend immediate
effectiveness for issuers as to which it identifies disclosure i issues or legal problems that
justify delay and review.

2. I?te proposed reforms would have a negative impact on market
participants as compared to the exzstmg mm-shelf ﬁxed income market.

Under the proposal issuers mehgrble to use Form B to reglster their offermgs would be
required to use Form A. Form A would replace existing Forms S-1, S-2, F-1 and F-2.
‘Because of the additional threshold requirements for Form B compared to existing Form
S-3/F-3, however, a substantial number of issuers (by the Commission} count, 1,427'2)

12 Although the text accompanying footnote 84 of the Release states that the number of issuers

unable to use Form B due to size requirements would be 1,175, the Commission indicates
elsewhere in the Release that this number may be as high as 1,427.See, e.g., “Table: Impact of
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eligible to use Form S-3/F-3 today would be ineligible to use Form B and would thus be
forced to use Form A. Accordingly, the proposal would slow down dramatically the
capital formation process for such issuers. The Association does not believe that
eligibility requirements for these issuers should be modified.

Form A issuers would be required to file and deliver preliminary prospectuses toall
investors three or, in some cases, seven days prior to pricing. Form A issuers would also
be required to file and deliver to all investors material updating information 24 hours
prior to pricing. Such requirements would have the effect of slowing down the capital
formation process for all Form A issuers (including those that are non-shelf filers today),
and would interfere with the normal marketing process, which builds a book of investors
in an interactive manner over time. For example, the proposal provides that an entire
offering would have to be delayed if even one investor failed to receive the preliminary
prospectus, or if a single new investor is identified to participate in the offering after the
initial prospectus delivery period has commenced, or if after the commencement of such
period a single additional underwriter or dealer is added to the offering group (and needs
to deliver preliminary prospectuses to its customers). More likely of course, rather than
risking the consequences of a delay, new investors will be excluded from participating in
the offering. The proposals would also likely cause issuers and underwriters to narrow
the universe of prospective investors to whom an offering is initially directed. In
~particular, it can be expected that retail investors will receive the opportunity to
participate in fewer offerings than currently as a direct result of the proposals.

In the instances involving Form A in the fixed income market, including in particular
offers of high-yield securities and other offerings by unseasoned issuers, the Association
appreciates the Commission’s concern that adequate information be available in a timely
manner. However, where under existing rules or the Form A proposal incorporation by -
reference is permitted, the Association would submit thatcompany information continue
to be made available as is currently the case, by assuring availability to the market prior
to investment decisions. As with our discussion of Form B above, the Association
believes that availability to the market rather than delivery to each individual investor
should be the focus of the Commissions concern. Moreover, where appropriate in
connection with offerings of high yield or other complex securities, market practices
involving the use of preliminary offermg documents have as prev1ously noted, already

' ,developed in response to competitive market forces. -

In the case of issuers ‘where 1ncorporat10n by reference is deemed i 1nappropr1ate because
an issuer is not seasoned or the market arid market following are too shallow, the
Association supports the Commission¥ view that information sheuld be available, but
again believes that delivery-is the wrong standard. Requiring delivery would force
lengthy delay of as much as three to seven days, including in all of the completely
common cases described above (a single case of non-delivery, a newly identified

Proposed Form Requxrements on Registrants” and accompanymg text under Part XIV(B) of the
Release. : . .
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investor, a new underwriter or selling group member), since pricing would not be
permissible for that period under the Form A proposal. Availability of company
information is much more consistent with developing trends involving technology and
information transmission. Such an approach would be workable and would give just as
much information to markets and investors with an interest in an issuer. Such a system
could also be combined with the necessary and laudable Form A proposal to require
filing, but not delivery, of final prospectuses. On the other hand, to condition the
exemption from final prospectus delivery on compliance with the proposed preliminary
prospectus delivery requirements serves no investor protection purpose (even by the
Commission’s own admission that the objective is to make informationavailable to
investors prior to the final prospectus).

The ability of seasoned Form A issuers to incorporate by reference would be eliminated
for those issuers subject to any disqualifying event (the disqualifications proposed are the
same as those proposed for Form B). For the same reasons noted under Part I1.B.1.
above, such disqualification approach is unwarranted and unjustified. Indeed, such an
approach would represent an unprecedented step backward for the system of integrated
disclosure. The integrated disclosure system properly recognizes that secondary and
primary market investors should receive comparable information. Moreover, the
Commission has received comments from various industry groups, committees and task

_forces formed by the Commission itself suggesting that reliance on integrated disclosure
or a comparable system should be increased, notundercut, as the Form A disqualification
proposal would do."* The Association believes that its concerns and suggestions
regarding the Form B disqualification procedures are equally applicable here.

C. The elimination of so-called “ Exxon Capital exchange offers” is unwarranted
and would disadvantage high-yield and other fixed income issuers. :

" The Association understands that the Commission wishes to encourage issuers to register
" their securities rather than rely on private placement procedures. As noted above, the
- Commission believes that registration will result in more information regardmg the issuer
to be available in the marketplace. Accordmgly, the Commission notes in the Release its
intention, assuming the reforms pro 4posed in the Release are adopted to repeal theExxon
Capital line of interpretive letters . The Commission also states in the Release that it

- may repeal the Exxon Capltal letters even if the proposed reglstratnon reforms arenot
, adopted ' . .

With certam exceptlons, the Exxon Capltal letters allow issuers that have pnvately placed
non-convertlble debt to file a registration statement offering to exchange registered (but -

B See, e.g., Report of the Advisory Committeeron the Capital Formation and Regulatory Process

(July 24, 1996).

See, e.g., Exxon Capital Holdings Corp, SEC No-Action Letter (avail. May 13, 1988); M orga

Stanley & Co., Inc., SEC No-Action Letter (avail. June 5, 1991) (collectlvely, theExxon Cagrtal
. letters™).
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otherwise essentially identical) securities for those privately placed. Holders
participating in the exchange (other than certain dealers or affiliates of the issuer) thus
receive freely tradable securities and may resell such securities without complying with
the prospectus delivery requirements of the Securities Act. The repeal of theExxon
Capital letters would preclude issuers that could not control registration effectiveness
from accessing markets immediately at the lowest possible cost.

The elimination of Exxon Capital exchange offers would be a serious step backward for
many high yield issuers (and other issuers of fixed income securities in certain
circumstances). High yield offerings in particular must be executed under very rapidly
changing market conditions, and instant market access is essential. The risk of delay
caused by potential Cemmission review and the length of time necessary to prepare and
present information in a form that complies in all respects with Commission accounting
and disclosure rules applicable to registered offerings can preclude the use of the
registered market under such circumstances. Rule 144A offerings allow quick market
access to the investor universe (i.e., QIBs) that are the market for these types of securities
— investors that are sophisticated and able to fend for themselves. TheExxon Capital
letters recognize the timing difficulties faced by issuers and provide a mechanism
whereby these issuers can quickly tap the institutional market through a Rule 144A
offering and then thereafter offer participating institutional investors the opportunity to
exchange their restricted securities for registered securities. Exxon Capital exchange
offers also provide a mechanism for certain institutional investorsg.g., insurance
companies and mutual funds that have limits (or ‘baskets”) on the amount of restricted
securities they can hold, to purchase restricted securities. Exxon Capital procedures
allow these institutional investors to participate in private offerings because of the
prospect that the restricted securities purchased in such offerings will soon be registered,
thus allowing the investors to place the securities in a different and less limited ‘basket
or to exclude them from specific basket limitations altogether. Ir addition, the use of

Exxon Capital exchange offers permits issuers to access the QIB investor market at
lower, pubhc market yields. S

One reason expressed by certain staff members as to why the Commission may repeal the
- Exxon Capital letters is the fear that the securities received in theExxon Capital
exchange offer are being sold to retail investors. Since the premise of the relief granted
by the staff in the Exxon Capital letters was that the investor universe for these securities -
would be the large institutions that held the pre-exchange restricted securities, the
- Commission is concerned thatExxon Capital procedures are being used by issuers
indirectly to distribute such securities to the general public. The Association does not-
- believe this to be the case. Although a subsequentExxon Capital exchange offer does -
provide greater liquidity and “unrestricted” status for the securities received in the
exchange, the Association and its members believe that the investor base in the post-
exchange markets in question continues to be institutional. Indeed, most of these
securities are sold in large blocks, making investment by retail purchasers difficult.
Moreover, in the experience of the Associations members, institutional investors do not
participate in Exxon Capital exchange offers so that they can resell the registered
 securities received. On the contrary, they participate in these exchange offers because
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they want to retain such securities in their own portfolios while continuing ic participate
in other offerings, but in order to do so they must first remove the unregistered securities
from their ‘restricted baskets”.

In the Release, the Commission also advances its view thatExxon Capital procedures
would no longer be necessary because seasoned issuers that do not meet the ‘float” or
trading volume requirements for general use of Form B would nonetheless be permitted
to use Form B to conduct QIB-only offerings. Again, the Association disagrees with the
Commission’s view. Many issuers who currently conduct Rule 144A offerings and
follow such offerings withExxon Capital exchange offers (e.g., in connection with
acquisition financings) would be ineligible to use Form B because of the Form}
seasoning requirement. For example, a significant number of high-yield offerings
conducted under Rule 144A relate to leveraged buy-outs or other acquisition-related
financing where the issuers would not be seasoned. Therefore, even with the proposed
Form B availability, and even if the disqualification provisions of Form B are
substantially eliminated or modified as suggested above, there will be a significant
number of high-yield issuers that would not be able to use Form B and would therefore
be significantly disadvantaged by the repeal of the Exxon Capital letters.

Moreover, the Form B QIB-only proposal eliminates certain categories of QIBs --dealers
and investment advisers -- from the ability to participate in such offerings. Such entities
make up a large portion of the QIB universe and a large portion of the investor market for
Rule 144A offerings. Prohibiting investment advisers, in particular, from the ability to
* purchase for advised accounts limits greatly the utility of this proposal.

The utility of the Commission’ proposal to make Form B available for offerings only to
QIBs will be further reduced by the warning in the Release that there is a risk of Section
5'liability under the Securities Act if there is subsequent public-resale outside the QIB
universe of investors. This statement, which appears to reinvigorate the long-discredited
“‘presumptive underwriter” doctrine, !° will, unless disavowed by the Commxssxon, cause
investors to shy away from these Form B offenngs

' Thus, the totality of the Commission} proposals would leave many issuers needing

" Exxon Capital procediires to assure instant market access. If issuers were not permitted
-to conduct an Exxon Capital exchange offer following a Rule 144A offering, such issuers

. would have to pay higher yields to sell their securities under Rule 144A to the same
‘investors and would thus be deprived of market access at the lowest cost. Furthermore,

- in order to accommodate the needs of institutional investors for unrestricted securities,

such issuers would have to maintain evergreen resale registration statements, at

See generally, SEC Report entitled “Disclosure to Investors -~ A Reappraisal of Administrative
Policies Under the 33 and 34 Acts” (Mar. 27, 1969) (the “Wheat Report™), in which the doctrine
was first alluded to, and American Council of Life Insurance SEC No-Action Letter (avall May
10, 1983) in which the doctrine was essentially abandoned.
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significant cost and expense, ® and such institutional investors would be required to be
named as selling shareholders and take on prospectus delivery obligations and additional
liability — consequences that issuers and institutional investors would not welcome. The
Commission has not, in the Release or elsewhere, advanced any evidence of abuse
resulting from the use of Exxon Capital procedures in the fixed income markets and there
appears to be no reason based on practical concerns regarding investor protection to
eliminate the procedure. Moreover, elimination of this procedure is likely to drive more
issuers offshore and away from the U.S. registered market. Accordingly, the Association
encourages the Commission to preserve its Exxon Capital letters, regardless of whether
the reforms proposed in the Release are adopted.

The Association believes that, while the Commission should retain the availability of the
Exxon Capital procedures, the Commission could also make the registration process more
attractive to some high-yield issuers (and thus enable such issuers to rely less on the
Exxon Capital letters) if the Commission took the following steps:

o Eliminate and modify the disqualification provisions of Form B as
discussed above.

. Eliminate the exclusion of dealers and investment advisers from
_ the provisions of Form B permitting offers only to QIBs.

. Disavow the suggestion in the Release that the ‘presumptive
underwriter” doctrine may apply to purchasers in QIB-only
offerings. ’ ' '

. Allow unseasoned-issuers of any size to use Form B (with

- immediate effectiveness and no staff review) for QIB-only
‘offerings of non-convertible fixed income securities.

The Association recogmzes the unusual nature of tlus last proposal but would point out
that, based on the Commission$ well-considered views -- with which the Association
agrees -- that QIBs are sophisticated investors and can fend for themselves in securities
offerings, the proposal should not raise investor protection concerns. As previously -

" - discussed, the Association also strongly believes that securities sold irExxon Capital
‘transactions continue to be held in institutional hands even after the completion of the

" . associated exchange offer and does not believe that this result will change if the

Association’ proposal to allow use of Form B.for these types of offerings is adopted. -
- The proposal would also make it more likely that unseasoned high-yield issuers.could
access the registered market in a manner that is consistent with their timing and market

6 Note that such resale regiﬁtration would be required to be filed on Form A because of the

Commission’ proposals regarding secondary offerings and that many such issuers would not be
able to meet Form A seasoning requirements permitting incorporation by reference. Moreover,
the Commission states in the Release that Form A issuers will not be permitted to use delayed
shelf registration procedures. Providing investors with resale reglstranon nghts would thus

" become costly, inefficient and cumbersome for these issuers.
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needs and would encourage non-U.S. issuers to access the U.S. registered market as
17
well.

D. Significant liability and other issues must be addressed before the
Commission$ proposals to liberalize communications around the time of an
offering can achieve the Commission$ desired effect.

As noted above, the proposal to liberalize communications and permit additional ‘free
writing” around the time of an offering is a major step forward in modernizing the
offering process. Although this proposal would likely have only a modest impact in
certain fixed income markets (there is, for example, little demand for increased free
writing in the offer and sale of investment grade corporate debt through MTNs or other
underwritten shelf takedowns), the proposal could permit issuers and market
intermediaries to make market-driven decisions regarding the use of free writing
materials as part of the offering process for high yield and certain other securities. This
proposal also would be of particular importance in connection with ABS offerings, and
perhaps for other structured securities, where the inability to provide written information
outside the confines of the statutory prospectus can inhibit communications with
investors. The Association has been in the forefront of forging solutions to this long-
recognized problem, including through the procurement of a staff no-action letter

" permitting such communications!® Accordingly, the Association supports the :
Commission’ objective to eliminate unnecessary restraints on the flow of information to
investors regarding an offering. The Association believes, however, that the proposals
relating to the liberalization of communications should be reproposed with appropriate

" modifications and should be adopted independent of the action taken on other matters

raised in the Release.

In order for the commumca.trons proposals to be useful and for market intermediaries’ to
take advantage of them, significant liability and commercial issues raised by the
proposals must be addressed. For example, under the proposed rules relating to Form B,
and in particular the definition of “offering information,” certain materials used by one
underwriter or dealer could be deemed “offering information” and be required to be filed
- as part of the registration statement, thus causing all underwriters to be subject to the
liability standard imposed by Section 11 under the Securities Act for those materials.
This situation, and all other situations where underwriters could be required to take

' responsrbrhty under Sectron l 1 for materrals of another underwnter (or dealer) must be

o It is unclear whethcr the Commission in |ts dlscussron of theExxon Cagrtal lettcrs also mtended to

address the availability of a similar procedure for non-U.S. issuers.See, e.g., Vitro, Sociedad
-‘Anonima SEC No-Action Letter (avail. Nov. 19, 1991); Corimon C.A. S.A.C.A., SEC No-Action
Letter (avail. Mar. 22, 1993). This line of letters has been important to non-U.S. issuers in taking
a staged, “Stepping stone” approach to accessing the U.S. capital markets, starting with an offering
under Rule 144A and then following such offering with a U.S. registered offering. This approach
should continue to be favored by the Commission and made available to non-U.S. issuers.

See Distribution of Certain Written Materials Relating to Asset-Backed Securm sSEC No-
Action Letter (avail. Mar. 9, 1995) (the “Association Letter”).
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eliminated. The Association believes, in general, that Section 11 liability should extend
only to written materials prepared by an issuer as to which the underwriters have had an
opportunity to perform due diligence.

In addition, the need to file free writing materials used by an underwriter or dealer (as
well as the proposed liability standard for such materials as further discussed below) will
substantially discourage the free writing and liberalization of information flow sought by
the Commission. Filing will represent an additional step in the offering process and an
additional compliance burden that market intermediaries will be reluctant to take and,
because of the retroactive nature of the requirement, will find difficult to comply with.
This will particularly be the case with Form B, where the vagueness of the definition of
the period that triggers the filing requirement will discourage written communications.
Moreover, the requirement to file proprietary materials used by a broker-dealer will
unjustifiably eliminate any commercial advantage that broker-dealers seek to create and
maintain by developing expertise in a particular market, issuer or offering or by
‘branding”. There is no evidence presented that filing of such proprietary or other
materials is necessary for investor protection (indeed, the Release notes that even non-
filed free writing materials will be subject to Securities Act liability) and, while the filing

of materials prepared by an issuer may be appropriate in some cases to discourage the
most egregious examples of ‘selective disclosure”, extending ﬁlmg requirements for that .
reason to market intermediaries is unwarranted.

Road show materials (including presentation ‘slides”and ‘power point” presentations)
also should not be required to be filed as free writing materials. Road shows, which serve -
an important role in developing prospectus disclosure and setting price levels, have =
historically been viewed as oral communications and the Commission staff continues to
express this view in granting no action requests related to road show presentations!® The
'Association sees no reason to change this characterization, particularly since the likely
result will be to discourage such commumcatlons from taking place to the detnment of
all investors in the offering.

Finally, the Commission should reconsider its position regarding liability for free writing

‘materials. The Association recognizes that this is an extremely difficult question.

Nonetheless, the Association believes that if liability is determined pursuant to Section

: 12(a)(2) the concerns raised by the possible imposition of this standard will discourage
the use of free writing materials, thereby undermming the posmve reforms the

Commission is attempting to make. »

The Securities Act provides that a “prospectus” carries Section 12(~a)(.‘2)'liabilit,y, and it is
logical to proceed to the conclusion that any written offering material should carry the
same liability. However, the statute also contemplated that during the offering process

See, e.g., Private Financial Network SEC No-Action Letter (avail, Mar. 12, 1997); Net
Roadshow, Inc., SEC No-Action Letter (avail. Sept. 8, 1997); Bloomberg L..P., SEC No-Action

Letter (avail. Dec 1, 1997); 'I'homson Fmancnal Servnces Inc SEC No-Action Lener (avail. Sept
4, 1998).
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there would be some use of free writing material to which Section 12(a)(2) liability did
not attach. The question for the Commission, nearly 70 years after the adoption of the
Securities Act, is what categories of information today are analogous to the free writing
materials originally excluded from the definition of “prospectus”. Where complete and
up-to-date company information -- exactly what would be available in a final prospectus -
- has been filed by an issuer under the Exchange Act and is available to investors and the
markets, and where an issuer updates such information promptly and continually in
accordance with Exchange Act requirements, should other written offering materials (at
least those prepared by underwriters and dealers) be excluded from the definition of
‘prospectus” and subjected to liability under Section 10(b) of the Exchange Act and Rule
10b-5 thereunder, rather than under Section 12(a)(2) of the Securities Act? The same
question can be asked with respect to securities information where a base prospectus or
supplement is available that accurately and completely describes the terms (except for the
permitted exclusion of pricing information) of a security being offered.

In answering these questions, the Commission should recognize that increasing the scope
of written material subject to Section 12(a)(2) liability will certainly reduce the amount of
information available to investors and potential investors. Underwriters and dealers will,
to control liability risk, restrict the use of offering materials that they are confident are not
fraudulent, but which they have not prepared with or reviewed with the issuer (and as to
which they are therefore unwilling to assume the burden of a due diligence defense) and
which is not covered by issuer representations and other contractual arrangements with
the issuer. The Commission is therefore faced with the choice of facilitating the flow of
information by treating at least some free writing materials as not subject to Section
12(a)(2) (as isthe case today, for example, with certain categories of research under

Rules 138 and 139) or discouraging the flow of information by seeking to expand the
ambit of Section 12(a)(2) liability, and in making this choice the Commission must
decide Wthh approach is in the best 1nterests of i mvestors and ma:kets

E. Hze’.Commission should explicitly recognize that underwriters Sface difficult
challenges in performing the comprehensive “gatekeeper” function by creating
. a due diligence safe harbor and reversing its view that indemnification of
underwriters is against public policy. . : '

The Association recognizes that much comment during the recent reconsideration of the
~ offering and regxstratxon process has addressed the due diligence obligations of
underwriters. Although underwriters once played a more comprehensive ‘gatekeeper”
function and were generally involved in all elements of the preparation of registration
statement disclosure relating to a particular offering of securities, the adoption of shelf
registration and integrated disclosure, coupled with the speed of the markets, has largely
changed the underwriters’role and their ability to meaningfully affect the content of
company disclosure, particularly the incorporated documents that are prepared and filed
in a context totally separate from the offering. .

Note that such information would still, in any event, be subject to Rule 10b-5 liability.
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Accordingly, while the Association supports the Commission’ proposals to add
additional guidance to Rule 176 under the Securities Act, the Association believes that
the Commission has not gone far enough given the reality of modern offerings and the
speed at which they are occurring. Indeed, even if the offering process is slowed down
by the proposals (e.g., because of the proposed term sheet/preliminary prospectus
delivery requirement) set forth in the Release to the detriment of market participants
otherwise, the timing of this slow-down (at the end of the offering process) would not in
fact lessen the current pressures on the underwriters’conduct of appropriate due
diligence.

Thus, although the modifications to Rule 176 include certain improvements, such as the
extension of Rule 176 to include guidance with respect to due diligence obligations under
Section 12(a)(2) as well as Section 11 and the addition of procedures that largely follow
existing procedures as factors that are positive indicators that due diligence has been
exercised, serious issues remain or are created by the proposed changes to Rule 176. For
example, the Rule 176 proposal should be modified so that the ruie is also applicable to
offerings of investment grade debt (with appropriate modifications to the procedures
enumerated in the rule so that these procedures are consistent with responsible practice in
the investment grade debt market). At a minimum, Rule 176 should provide that, at least
for investment grade debt, the procedures proposed to be enumerated can be carried out

periodically (as is the case currently for many MTN programs) rather than for each
takedown.

As indicated above, the limitation of the application of Rule 176 to circumstances where

the time period before pricing is compressed misconstrues the.period during which time

pressures are greatest and must be addressed -- the time before appointment; therefore the
“five-day condition in the proposal is irrelevant and should be eliminated. Moreover, by ‘
“refusing to provide guidance that will be necessarily meaningful to a court (as opposed to - -
~ enumerating a list of ‘felevant circumstances”) as to what procedures constitute due
. diligence -- a ‘reasonable investigation” under Section 11 or ‘reasonable care” under
Section 12(a)(2) -- the Commission’ proposal fails to address the principal issue that
underwriters currently face and will cortinue to face under the proposal -- continued

uncertainty as to whether the procedures that they currently undertake (which market

 participants and their adv1sers generally believe are reasonable under the circumstances
of today’ offering processes and which the Comm1s51on is wﬂlmg to embody in Rule
176) will meet the statutory standard.

'I’he due dlhgence area has become hlghly techmcal and seems to be one where
meaningfulrule-making and guidance by the regulator is appropriate. .There are
procedures which are well-known to the regulator and which the regulator can evaluate,
but which will be less familiar to a court faced with a Section 11 or 12(a)(2) claim.
Moreover, the consequences for an underwriter of failing to meet the statutory standard
can be very significant, and therefore the uncertainty has meaningful consequences. The
Association therefore encourages the Commission to take a more active role in providin‘g '

guidance in this area and reiterates its view that safe harbor protectlon in this area is
warranted.
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On a related point, the Association notes that as a result of the continuing trends towards
issuers, especially seasoned issuers, controlling their disclosure and towards decreasing
time periods during which underwriters and prospective underwriters can evaluate that
disclosure, the relative importance of the role of issuers with respect to disclosure has
‘increased significantly, especially over the iast 20 years. In these circumstances, the
Commission} historical position that indemnification of underwriters is against public
policy should be reversed. Where issuers dominate the disclosure process as they
currently do, no sound policy is served by seeking to prohibit allocation of liability, by
agreement between an issuer and the underwriters, onto the issuer.

III. ADDITIONAL SPECIFIC COMMENTS REGARDING THE PROPOSAL

A. The Association believes that certain of the Commission$ registration reform
proposals, with the modifications noted below and elsewhere herein, can be
integrated into the current system and that a complete overhaul of the current
system is unnecessary and unwarranted. Nonetheless, if the Commission
determines to go forward with its proposals despite the objections expressed by
the Association and others, the Association has the following specific
suggestions and comments with regard to the Commission$ proposed rules and
rule modzf cations.

1. The Association agrees that Form B should be available to seasoned
issuers of a certain size and for certain types of offerings. The
Association¥ speczf c comments and suggesnons with respectto Form B
are set forth below ‘ :

a.  Issuers oilrréhtly eligible_'to register their securities on Forms S-3
and F-3 should be eligible for Form B registration. :

Under the Commission’ proposal, an issuer would be eligible to use Form B for any
~securities offering if it has at least a one year reporting history with the Commission
~ (including the filing of at least one annual report) and has either (x) a public float of at
least $75 million and an average daily tradlng volume (“ADTV") of at. least $1 million, or
v)a pubhc float of at least $250 million.. :

The Assomatlon beheves the dollar thresholds for Form B ehglblhty should be the same

- as for current Form S-3/F-3 eligibility ¢.e., a public float in excess of $75 million).

Those issuers currently eligible to use shelf registration procedures under Form S-3/F-3
should likewise be eligible to use the expedited offering procedures offered by Form B.
There is simply no justification (and, indeed, the Commission has articulated no
rationale) for excluding over 1400 issuers from the ability to use Form B.
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The Association also believes that the requirement of one annual report is a sufficient
measure of seasoning for Form B (and for Forms S-3 and F-3 if they are retained) and,
accordingly, recommends that the one-year reporting history requirement be eliminated.

b. The Association favors an approach to disclosure that would
allow issuers more flexibility to tailor their disclosure as
necessary to the particular type of offering being registered.

The SEC proposes two alternatives to disclosure: the first would permit issuers
discretion as to materiality and applicability of traditional items of transactional
disclosure; the second alternative would mandate that issuers set forth in Form B the
items of transactional disclosure required under current rules. The Association believes
that the first alternative, which would allow issuers greater flexibility to tailor disclosure
to the particular type of offering being registered and the ability to better respond to the
informational needs of the investors being targeted for the offering, is most appropriate
for today’ rapidly changing markets. However, to make this alternative workable, the
term “offering information” must be better defined. The requirement to include in the
prospectus all ‘offering information” (which, the proposal states, consists among other
things of “all information regarding the transaction that is material”), is likely to result in
issuers tracking current Regulation S-K items of disclosure and therefore will likely fail
to achieve the SEC¥ desired result. In addition, the distinction between “offering
information” and “free writing materials” must be clarified. This is particularly critical
_ given the fact that an underwriter could be subject to Section 11 liability for material

- disseminated by another underwriter if such material is deemed to constitute ‘offering

" information”. Moreover, the failure to file such material as part of the registration-
statement may result in a Section 5 violation and investors could thus possibly claim
entitlement to rescission under Securities Act Section 12(a)(1). .

The Association supports the Commission’ proposal to have bright-line safe harbors for
the dissemination of information regarding an offering. In this regard, the Commission
states in the Release that materials used prior to the commencement of the Form B

. “offering period” would not be subject to Section 11 or 12(a)(2) liability (but would

- continue to be subject to Rule 10b-5). This intent, however, should be more clearly

stated in the proposed rules. Specifically, the proposed rules should expressly state that
oral statements made, or written materials used, prior to the commencement of the
offering period are not “offers” within the meaning of Section 5 and are not -

e prospectuses” within the meaning of Section 2(a)(10) or 12(a)(2). In addition, the Form.

B “offering period”, which refers to the period commencing 15 days prior to the “first

offer by or on behalf of the issuer” and ending upon completion of the offermg, must be
clarified so that there can truly be a ‘bright-line” (i.e., what is the meaning of “first offer”
for this purpose in an environment where there are multiple offering participants,
unlimited oral offers and liberalized communications?). The ‘look-back” concept also
appears unworkable in that it would require issuers to.obtain information about all
offering activities of every prospective underwriter for the period prior to the time the
underwriter became a participant in the offering (and would require prospective
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underwriters to track such information) under penalty of possible Section 5 and Section
12 sanctions.

c. The Association agrees that Form B issuers should be permitted
to control the timing of effectiveness of their offerings.

The Association supports the SEC5 desire to give greater flexibility to ‘seasoned”

issuers in determining when to go effective and agrees that such issuers should be able to
control the timing of effectiveness. However, the Association also believes that ABS
issuers (see Part IV below), for whom the concept of ‘Seasoning” is not meaningful,
should be permitted to control the timing of effectiveness of their offerings.

Because of the issuers’control over effectiveness, the Commission questions whether
issuers should be required to file evidence of the underwriters’concurrence as an exhibit
to the registration statement; the Association believes that such a requirement would have
the effect of delaying issuer access to the markets and is not necessary.

d. Delayed shelf registration procedures should continue in place
with the modifications discussed below.

As noted above, the Association supports the Commission’ proposal to permit ‘pay-as-
you-go” filing and believes such proposal would be an improvement over the current
system. The Association would also suggest that time limits and restrictions on the
amount that may be registered on a delayed shelf should be removed. All of these
" 'modifications can easily be accommodated within the existing shelf registration system." -

However, as discussed above, the proposed requirement to file information regarding the
offering off the shelf at the time of sale, rather than up to two business days after pricing
or first use of the prospectus supplement, will place an unwarranted burden on issuers

and underwriters, particularly in the case of MTN, ABS and other shelf offerings, and
represents a step backward in the debt offering process. In the Association’ view, the
existing shelf registration system, which has worked quite well since its adoption, should’
- be retained (with the modifications noted in the immediately preceding paragraph). -
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e. The Association agrees thai issuers that do not qualify under
Form BS§ size requirements should nonetheless be permitted to
use Form B for certain types of offerings.

(1) The Association supports the Commission$ proposal that
smaller seasoned issuers be permitted to use Form B for
QIB-only offerings, but believes that, given the
sophistication of QIB investors, unseasoned issuers also
should be allowed to use Form B for QIB-only offerings
of non-convertible fixed income securities.

The Commission proposes that Form B be available for QIB-only offerings by smaller
seasoned issuers that have a one year reporting history with the Commission (including
having filed at least one annual report)?' The Association agrees with the Commission
that QIBs have the ability to fend for themselves and that other investors would benefit
from the information that would be made generally available if offerings to QIBs were
permitted to be registered on Form B. Allowing QIBs to obtain freely tradable securities
would also reduce transaction costs for issuers and would alleviate ‘basket™type
restrictions imposed on certain categories of QIBs..

As noted above, however, the Association disagrees with the proposed exclusion of
dealers and investment advisers from the types of QIBs eligible to participate in QIB-
only Form B offerings: The Association also believes that thein ferrorem “indirect
distribution to the public” language in the Release (recalling the ‘presumptive
underwriter” doctrine of the past) is entirely inappropriate and will make the proposal
unattractlve and unworkable

- Indeed, rather than limiting the categories of ehglble purchasers the Assoclatlon beheves
that the categories should be expanded to include those categories of “gualified
“purchasers” (or at least institutional “qualified purchasers”) that Congress believed were
sophisticated enough to fend for themselves in offerings of investment companies exempt
from registration under the Investment Company Act of 1940 (the “1940 Act”). With
respect to the Commission’ inquiry regarding whether to raise the thresholds for
attaining QIB status, the Association does not believe that there is any need to increase
the current thresholds. On the contrary, the QIB threshold (other than for dealers, which -
currently have, and should continue to have, a $10 million threshold) should be lowered
to $25 mllhon (the threshold for mst1tut10nal “qualified purchasers” under the 1940 Act).

As dlscussed above, the Assoc1at10n also recommends that the Comm1331on con51der
permitting unseasoned issuers of any size to use Form B (or Form S-3 or F-3) for QIB-
only non-convertible fixed income offerings.

2z As noted above, the Association believes that the filing of at &ast one annual report is a sufficient

measure of seasoning and, accordingly, recommends that the one-year reporting history
- requirement be-eliminated w1th rcspcct to Form B QIB-only offerings
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2) The Association generally supports the proposal to allow
registratior: of offerings of non-convertible investinent
grade securities by smaller seasoned issuers on Form B,
but recommends that the Commission consider the
creation of a separate form for the registration of these
types of securities.

The differences between debt and equity securities clearly demonstrate that the
Commissiont “one size fits all” approach to registration does not work and is not
reflective of market realities. As discussed elsewhere in this letter, the market for
investment grade securities (like the ABS market) is sufficiently unique to justify a
separate registration scheme with different disclosure requirements. With respect to other
types of debt securities offerings, however, although the Association believes that pre-
sale term sheets should not be mandated for any offering, the utility of such term sheets is
particularly limited (and the resulting timing delay particularly unjustified) in the case of
non-convertible investment grade securities, where investment decisions are based
primarily on credit rating, interest rate and maturity. In such cases, oral communication
of such information is generally deemed sufficient and mandating the delivery and filing
of a term sheet (or preliminary prospectus) prior to sale is unwarranted and will prove
unworkable, As discussed above, market forces have sufficed to produce dissemination-
of information regarding securities where necessary to the market. A separate
registration form tailored to the realities of the market for these fixed-income offerings is
therefore appropriate.

The Association notes that; in a change from past practice, in order to be considered an -
“Ynvestment grade security” for purposes of Form B, the security must not only have
received at least one investment grade rating from a nationally recognized statistical
rating organization (as is currently required), but also must not have received a below
investment grade rating from any such rating organization. The Association disagrees
with this change and continues to believe that the standard should be simply to have
received one investment grade rating and that the additional requirement to have not
received a lower rating should not be imposed. We note in this regard the growing
practice for rating organizations to issue a rating even if not specifically requested to do -
so (often called a shadow rating) and, in so'doing, may not have received all relevant
mformatlon from the issuer in makmg its determination.

(3) Although the proposal to' permit affiliated market makers
' to use Form B is a step iri the right direction, the
Association believes that the Commission should go even
Sfurther. : '

Although the proposal would ease the current burden on affiliated market-makers in
terms of prospectus delivery, the Association believes that the Commission should use its
exemptive authority under NSMIA to eliminate this burden altogether in connection with
ordinary market-making transactions by exempting such secondary market transactions



Mr. Jonathan G. Katz, SEC
June 30, 1999
Page 31

from the registration requirement. There is simply no need to continue such requirement,
particularly in light of existing Exchange Act and SRO rules that require broker- dealers
to disclose their affiliation with the issuer of a security prior to or at the time of sale™
The Association also believes that the proposal should not exclude securities transferred
from one affiliate to another.

f. The Association strongly disagrees with the Commissiony Form
B disqualifications approach.

As discussed above, the proposed approach with respect to Form B disqualifications is
unwarranted and unworkable. In particular, the ‘bad boy” disqualification provisions are
unjustified and the consequences for issuers or underwriters with a few ‘rotten apples™
are simply too severe. Indeed, if the ‘bad boy” disqualification provisions are adopted,
many of the largest and most well-known underwriters would be rendered unable to
underwrite Form B offerings due to existing technical violations of law or administrative
sanctions.”> In the absence of demonstrated abuse, the disqualifications for Form B
eligibility should not go beyond Form S-3/F-3 requirements. As discussed above,
automatic sanctions should not be provided for other reasons in any event. If the
Commission considers it necessary, it could use existing enforcement mechanisms to take
action against particular underwriters or their personnel (including suspension or
revocation of registration) for specific, egregious violations of the federal securities laws
or propose, on its motion only, providing for suspension of immediate effectiveness for
issuers with serious Exchange Act disclosure issues or other legal problems that cause the
: Commnssxon sufﬁment concern.

2. The Association strongly opposes the preliminary prospectus delivery
requirements included in the Form A proposal. The Association}
specific comments and suggestions with respect to Form A otherwise are

- set forth below.

a Form A issuers who have filed at least one annual report should
. be permitted to mcorporate information by reference.

Form A would be the basic form for registration under the Securities Act-and would be

" available for any offering for which no other form is authorized or prescribed. An issuer
using Form A (assuming it is not subject to a disqualification event) would be permitted
to mcorporate Exchange Act reports by reference 1f it (i) has been reportmg for at least 24

n See, e.g., Exchange Act Rule 15¢1-5; Conduct Rule 2240 of the National Association of Securities

Dealers, Inc.
3 See, e.g., SEC Release No. 34-40900, Administrative Proceeding File No. 3-9803 (Jan. 11, 1999)
and accompanying Orders Making Findings and Imposmg Sanctions (sanctions imposed against
28 firms for violations of certain antifraud and other provisions of the federal securities laws in
connection with Nasdaq market-makmg activities). :
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months and has a public float of at least $75 million, or (ii) has been reporting for at least
24 months and has filed at least two annual reports.

The Association believes that, as with Form B, the filing of one annual report is a
sufficient measure of seasoning and, accordingly, that a FormA issuer should be
permitted to incorporate by reference if it has filed at least one annual report with the
Commission. The Association also believes that the requirement to deliver incorporated
reports to investors with the preliminary prospectus is costly and unnecessary. The
Association proposes instead that such incorporated material be provided to investors
only upon their specific request.

b. As with Form B, the Association believes the Form A
disqualification approach is unnecessary and unworkable.

Under the Commissions Form A proposal, Form A issuers subject to a disqualification
event would not be able to incorporate by reference or control the timing of effectiveness.
The Association reiterates the same concerns with respect to the proposed

disqualifications as expressed in Part Il and Part II1.A.1.f. above for Form B issuers. The
Association does not believe that any differentiation between F orm B and Form A issuers.
is warranted for these purposes

c. The Association strongly believes that Form A issuers should be
permitted to use delayed shelf registration procedures.

Under the proposal, Form A issuers would not be permitted to use delayed shelf
registration procedures. The Association believes that this restriction is unwarranted and
encourages. the Commission to permit Form A issuers the ﬂex1b111ty to use delayed shelf
procedures » :

Delayed shielf registration is particularly important for secondary offerings by affiliates
and holders of privately placed securities of issuers that do not qualify for Form B. These
. offerings are very important to capital formation, especially for smaller issuers not
- eligible for Form B. Legitimate private placement capital formation will be discouraged .

- . if resale shelf registration is not permitted; non-shelf registration of resales is

-cumbersome, expensive and often unavailable. (Registration of resales will also be’

~ particularly important for Form A issuers if; as the Cornmnsswn proposes, theExxon
Capltal letters. are repealed )

The Association dlsagrees wnh the Commxsswnb premise in this area that secondary and
primary offering standards for shelf registration should be identical. The Association
understands the Commission’ concerns regarding indirect public offerings by issuers -
using exempt offerings followed by secondary offerings. However, most secondary
offerings are not the second step of an abusive transaction. As indicated above, most
secondary offerings are legitimate transactions and can be vital to smaller issuers. The
Commission should find another approach to address disguised primary offerings.
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Eliminating secondary shelf registration for smaller issuers is a destructive, overbroad
approach to a narrow problem.

d. The Association agrees that there should be a “bright-line” safe
harbor for communications made by Form A issuers during the
pre-filing period.

The proposal states that communications made more than 30 days prior to the filing of a
Form A registration statement would not be subject to Section 11 or 12(a)(2) liability
because such communications would not be ‘offers” for purposes of Section 5. The
Association believes that this intended result should be more clearly stated and
recommends that proposed Rule 167 expressly provide that such communications also
are not ‘prospectuses” for purposes of Section 2(a)(10) or 12(a)(2) of the Securities Act.
Furthermore, the requirement that issuers take reasonable steps necessary to ensure that a
communication made during the ‘safe harbor” period is not republished within the 30 day
pre-registration period adds uncertainty that blurs the ‘bright-line” and could have the
effect of artificially delaying certain offerings. For the proposed rule to truly be a ‘safe
harbor”, and for issuers to take advantage of the rule, this uncertainty must be eliminated.
Finally, in response to the Commission’ specific query, the Association does not believe
that there is any need to require filing of any materials used during any period prior to the
30-day “quiet” period. Such a requirement would add unnecessary cost; would be likely
to chill the dissemination of such communications and would ultimately prove
unworkable.

3. The Commission should not adopt modifications to the MJIDS rules that
limit the utility of the MJDS, or limit access to Form B by certain MJIDS
- filers. . o

The MIDS was adopted by the Commission in.1991 in order to facilitate cross-border
securities offerings and periodic.reporting by eligible Canadian issuers. The MJDS
allows eligible Canadian issuers to satisfy registration and reporting requirements under
the Securities Act and the Exchange Act through the use of disclosure documents
prepared under Canadian securities law. Issuer eligibility requirements under the MIDS
vary according to the transaction being registered and are generally based today on .
minimum public float (otherwise eligible non-convertible investment grade offermgs are
not subject to the float test). The Commission is proposing to modify the public float -
eligibility criteria for the MIDS forms (e., Forms F-8, F-9, F-10, F-80 and 40-F) by
replacing the current minimum public float levels with the proposed public floatt ADTV -
thresholds used to determine Form B eligibility. Thus, a Canadian foreign private issuer
would be eligible to use the MIDS (assuming it met the other MIDS eligibility criteria) if
it had (i) a public float of at least $75 million and.the U.S. ADTV of its equity securities
is at least $1 million, or (ii) a public float of at least $250 million. The public float
thresholds would be measured in'U.S. dollars, as opposed to Canadian dollars as is the
case for certain transactions under the MJDS currently. The proposed revisions would

- not add a public float requirement for any transaction registered under the MJDS that
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does not currently require one, such as otherwise eligible offerings of non-convertible
investment grade securities.

The Commission acknowledges that some Canadian issuers currently eiigible under
present rules would be precluded from using the MJDS because of the new thresholds. In
addition, MJDS issuers that file annual reports on Form 40-F or whose previous offerings
have been registered under the Securities Act on MIDS forms will not be eligible to use
Form B since none of those forms require prior review by the Commission staff. The
Association urges the Commission not to adopt any proposal that would have the effect
of limiting the utility of the MJDS or prohibiting issuers eligible under current rules from
using the MIDS in the future. The Association also recommends that MJDS issuers be
permitted to use Form B, regardless of whether they have filed their annual reports on
Form 40-F or used MJDS forms to register past offerings. Moreover, the Association
recommends that the Commission allow the aggregation of U.S. and Canadian trading
(particularly since, as the Commission acknowledged in adopting the MJDS, the trading
markets for these securities are so closely linked) for purposes of calculating ADTV.

4. The Association agrees that seasoned foreign governments should, like
Form B issuers, be permitted to control the timing of effectiveness of
their offerings and follow other Form B procedures.

Under proposed Securities Act Rule 462, certain ‘seasoned” foreign governments
registering offerings on Schedule B under the Securities Act would be able to control the
timing of effectiveness of their registration statements. Such registration statements
would not be subject to Commission staff review.- Eligible foreign governments would .
be those that (i) are registering offerings on Schedule B of at least $250 million (the
Release does not state whether this is determined by principal amount, gross proceeds or
some other measure) where such offerings are underwritten on a firm commitment basis,
~ and (ii) have registered an offering under the Securities Act within the three most recent
years. The Commission believes that the requirements that the offenng be at least $250
million and be underwritten on a firm commitment basis will ensure that the offering will
“attract significant market, analyst and investor attention” and that the prior filing
requirement will ensure that ‘these issuers had some experience with registration under
the Securities Act” and ‘guarantee that some public information would be avallable
_ before a forexgn government issuer could rely on the Rule.”

With respect to prospectus dehvery, foreign government issuers registering a firm-
commitment underwriting in excess of $250 million more than one year after the -
effective date of their initial registered offering would be permitted to follow procedures
similar to those under Form B by filing with the Commission and delivering to investors
- before sale either a term sheet or preliminary prospectus. For other foreign government
issuers, Form A-type procedures, requiring delivery of a preliminary prospectus no later
than three or seven days before pricing and delivery of a document reflecting material
changes at least 24 hours before pricing, would apply. ' '
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For the same reasons expressed above, the Association believes that the term sheet and
preliminary prospectus proposals are unnecessary and unworkable. In addition, forsign
government issuers should be permitted to control the timing of effectiveness for any
offering other than its initial registered ofiering or, at the very least, for any offering
registered within five (rather than three) years of a prior Securities Act registered
offering. The five-year look-back period would be comparable to existing shelf
procedures.

B. The Association strongly believes that issuers should continue to be permitted to
engage in Exxon Capital exchange offers.

As discussed above, the Association believes that theExxon Capital letters (and similar
letters for non-U.S. issuers) should remain in place regardless of whether or not the
registration reforms are adopted. Exxon Capital transactions have served a useful
function in blending the need of companies to quickly access the capital markets and the
desire of institutional investors to hold freely tradable securities. The Commission has
not demonstrated any practical abuse associated with these transactions. Issuers, even
those eligible to register on Form B, may wish to offer their securities under Rule 144A
or in other private placements to QIBs and other accredited investors for a variety of
reasons. In the absence of demonstrated abuse, the SEC should not deprive issuers of this
flexibility or, effectively, impose higher transactional costs (through higher yields or
necessity to maintain a resale registration statement).

C.  The Association agrees that communications during the offering process should
be liberalized, but believes that the proposed filing requirements and liability
standards imposed in connection therewith will dzscourage rather than
encourage information flow to mvestars :

The hberahzatxon of offenng commumcatxons is a major advance and is necessary glven

the increasing speed of the markets, expanding technological capabllltles and increasing

demands of investors to have greater access to information. This is particularly the case

in the ABS context, where an understanding of the transaction depends in partona

" review of models and scenario analyses that are generally outside the framework of the

. statutory prospectus. ‘As discussed-above, the Association believes that the Commissions

proposals relating to the liberalization of communications should be considered
separately from the other proposals set forth in the Release, should (with appropriate

modifications) be reproposed and should be adopted and zrrespecttve of the actzon taken

on other matters raised in the Release. . :

However, as discussed above, the proposed filing requirements and liability standards
that would be imposed with respect to “offering information” and ‘free writing materials™
will chill, not encourage, such communications. Moreover, the terms ‘vffering

~ information”, “free writing materials” and ‘offering period” need to be better defined, for
purposes of understanding both liability and filing obligations. For example, according to
the Release, “offering information” would include, among other things, “any offering
mformatlon disclosed by or on behalf of the issuer during the offering period, other that
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information communicated orally” and ‘offering information communicated orally that
the issuer chooses to file” (emphasis added). Defining a term by reference to the term
itself makes the definition unintelligible and of potentially limitless scope. ‘Free writing
materials”, according to the Release, would include “all written information disclosed by
or on behalf of the issuer during the offering period, other than bffering information,’
factual business communications and limited notices of proposed offerings.” Without an
understanding of the boundaries of what would constitute “offering information”, the
definition of ‘“free writing materials” is also rendered unintelligible. The term ‘offering
period”, which (in the context of Form B offerings) refers to ‘the period beginning 15
days in advance of the first offer made by or on behalf of the issuer in connection with
the offering and ending when the offering is completed” (emphasis added) is similarly
confusing. As discussed in Part IILA. ‘1.b. above, what does “first offer” mean in this
context? With multiple offering participants and liberalized communications, how will
the issuer or the underwriters know when the “first offer” has taken place?

D. The Association generally supports the proposed modifications to the research
safe harbor rules, but believes that additional modifications to the rules are
necessary.

1. Rules 138 and 139 should continue to explicitly exempt qualifying :
‘research reports from Section 2(a)(10) and 12(a)(2) of the Securities Act
and that such qualifying research should not be deemed “offering
information”. ' '

The Association supports the Commission¥ proposals to expand the coverage of the -
.research safe harbors provided by Securities Act Rules 137, 138 and 139. The .

- Association notes; however, that current Rules 138 and 139 exempt qualifying research
reports not only from Section 5(c), but also from Section 2(a)(10) (and, as a consequence,
Section 12(a)(2)) under the Securities Act. The Association assumes that the
Commission did not intend to- change the liability standard with respect to qualeymg
research reports under the safe harbors and therefore suggests that the Commission
expressly clarify inthe rules that covered research reports are not *prospectuses” for -
purposes of Section 2(a)(10) or Section 12(a)(2). ‘The Association also believes that the
Commission should clarify that research reports prepared and distributed in accordance
with the safe harbors would not be deemed “offering information”. If the Commission -
did intend to change the liability standard with respect to qualifying research reports, the

" Association believes that such change is unwarranted and would seriously limit reliancé

* on the safe harbors and, consequently, availability of information to markets and

‘investors as discussed above. As a result, investors would be deprived of the very
information the Commission wishes to make available to them.
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2. The Association supports the Commission$ proposal to expand the
coverage of Securities Act Rule 138.

In response to the Commission’ inquiry as to whether to expand Rule 138 further and
permit research with regard to debt securities issued in a prior public offering by an issuer
that had subsequently terminated its reporting status, the Association believes that such
additional ex?ansion is appropriate, particularly given the retention of the ‘regular course
of business™" requirement, and will serve to further the Commission} goal of promoting
increased investor access to information regarding an issuer’ securities.

3. The Association sujports, with certain modifications, the Commission
proposed expansion of Securities Act Rule 139.

The Association supports the proposed elimination of the ‘reasonable regularity”
requirement for issuer-specific (or “focused”) reports.

The Association also supports the proposal to expand the coverage of the industry-wide
research report safe harbor and to eliminate the favorable recommendation prohibition.
However, the Commission also should amend the rule to eliminate the ‘reasonable
regularity” requirement for unseasoned companies and for projections. The Association
believes (as the Commission acknowledged in proposing the elimination of the
‘reasonable regularity requirement in connection with focused research reports) that the
requirement that reports be distributed ‘in the ordinary course of business” is sufficient
protection against ‘hyping” and that there is no need for the additional reasonable
regularity requirement. ' ‘ - SR

4. - The Association supports the Commission$ proposals with regard to -
research reports used during Rule 1444 and Regulatwn S offerings.

' The Association believes that the proposed addltlon of a safe harbor for research ,

distributed during Rule 144A and Regulation S offerings is appropriate and supports such

proposal. However, the Association also recommends that the coverage of the industry-

wide research safe harbor be expanded to include issuers about whom such reports could

" be distributed if an offering was registered. In addition, as discussed above, the

. Association believes that the “ordinary course of business” requirement provides

- sufficient protection against hyping and that the ‘reasonable regularity” requirement with
respect to research distributed during Rule 144A and Regulation S offerings be :

" eliminated. As the Commission has often recognized; the investors in these offerings are -

u Given the potential for confusion as to the meanings of the ‘regular course” requirement in Rule

138, the “hormal course” requirement in Rule 139 and the “ordinary course” requirement used by

the Commission elsewhere in the Release (although we understand the standards to be identical in

practice), the Association suggests that the Commission use the same terminology throughout the

relevant rules. Since there is already a ‘reasonable regulanty” concept, the use of either ‘hormal”
ordmary would seem appropriate.
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generally sophisticated institutions and other entities capable of fending for themselves
and less in need of the protection of restrictive Commission rules.

E. The Association supports the Commission$ proposal to eliminate the final
prospectus delivery requirement in registered offerings, but believes that
freedom from this requirement should not be conditioned on satisfaction of
other information filing and delivery requirements. The Association strongly
opposes, however, the term sheet and preliminary prospectus delivery proposals.

The Commission$ proposal to eliminate final prospectus delivery requirements addresses
the growing difficulty and strain on Association members in delivering prospectuses as
settlement cycles became shorter and technology accelerates communications. Indeed,
this change will be become essential when, as contemplated within the next few years,
settlement cycles are reduced to T+1. However, the Association disagrees with the
Commission’ proposal that conditions the elimination of the final prospectus delivery
requirement on satisfaction of other information filing and delivery requirements. The
Commission would require that the final prospectus be filed, and that step is sufficient to
provide availability to markets and investors. As discussed extensively above,
availability and not delivery should become the focus of the Commission’} concerns.

The Association also disagrees with the proposed term sheet and preliminary prospectus
delivery proposals. As discussed above, the requirement to deliver a term sheet (or,
under the Commission} alternative disclosure proposal, a preliminary prospectus) prior
to first sale in the case of Form B offerings, or a preliminary prospectus three or seven
days prior to pricing in the case.of Form A offerings, is simply not workable in todays
fast-paced markets. This same concern is present in connection with the Commission’
proposal to requ1re material updating changes to be delivered to investors at least 24
hours prior to pricing. The proposal over-emphasizes the importance of delivery of
written information and the Association believes that the Commission has

. misapprehended investor concerns in this regard. The experience of the Association and
its members is that investors focus on availability in the market, rather than delivery.
Moreover, the speed of communications and markets makes the concept of delivery
outmoded. Investor access to information provided orally or through EDGAR or other
electronic means is sufficient.

. In addmon, the Assocxatmn notes the Commxssmn’s proposal to requxre a uniform 25-day
. aftermarket prospectus delivery penod for dealer transactions. In the Commission’
view, such a reqmrement would in the aftermath of the Supreme Court} decision in
Gustafson v. Alloyd Co.” help ensure that Section 12(a)(2) is applied consistently in all
registered offerings. The delivery obligation would be satisfied if the final prospectus is
on file with the Commission during such period and the dealer notifies each investor,
before or at the time it receives a confirmation, where it can obtain the final prospectus
free of charge. The Association strongly disagrees with the Commission’ proposed

# 513 U.S. 561 (1995).
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approach in this regard and does not believe that such an approach is workable. For
example, the obligations of the issuer, and the liability of the dealers, during this period
are unclear. Would the issuer be required to update the prospectus during the 25-day
period? Would the dealer be liable if the issuer fails to do so or the updated document is
incomplete or inaccurate? If the 25-day aftermarket delivery period is meant to address
Gustafson, the Association believes that the Commission should do so directly and not
indirectly through the imposition of an artificial, costly and unnecessary prospectus
delivery period.

F. With certain exceptions, the Association supports the proposed expansion of
Securities ActRule 176.

The Association generally supports the proposed expansion of Rule 176 to cover the
additional items set forth in the Release. In connection with the item relating to
consultation with a research analyst, however, the Association notes that most broker-
dealers have put in place information barriers designed to separate the investment
banking function from the research coverage function. Accordingly, to avoid forcing
broker-dealers to bring their analysts ‘over the wall” (thereby restricting the analysts
from publishing research or talking to customers until the transaction has become public),
the Association recommends that such item be eliminated as a positive factor to be
. considered. With respect to other suggested items on which the Commission has
requested comment, such as the inclusion of a management report to the audit committee
of the board of directors of the issuer or the report of a “qualified independent
professional”, as factors to be considered in determining the sufficiency of due diligence
procedures, the Association does not believe that such additional factors are necessary or
should be included in Rule 176. Moreover, as discussed above, Rule 176 should be
-expanded (with appropriate modifications) to. cover all offerings — whether or not
conducted on an expedited basis -- of investment grade debt.. In this regard, the
. Association suggests that the Commission provide that with respect to investment grade
debt offerings (including investment grade MTN programs and other continuous
offerings), the courts should consider as positive factors whether the underwriter has
received opinions or letters of issuer’s and/or underwriters counsel, officer certiﬁcations_,
and accountants comfort letters on an annual, quarterly or other periodic basis. -

Fmally, the Assoclatlon belleves that the time has come for the Commission to formally
acknowledge the evolving role of underwriters in today’ markets. As discussed above,

" due to the adoption of shelf registration and integrated disclosure, together with the -
“increased speed of the markets, underwriters face difficult challenges in performinga -
comprehensive “gatekeeper” function or being involved in all elements of the preparatlon
of registration statement disclosure relating to a particular offering of securities.
Accordingly, Rule 176 should provide not merely guidance but a safe harbor for
underwriters, and the Commission should expressly acknowledge that issuer
indemnification of underwriters is not against public policy.
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G. The Association agrees that additional guidance with respect to the integration
of private and public offerings is necessary and, with certain modifications,
supports the Commission} efforts in that regard.

The Association supports the Commissions proposals with respect to the integration of
private and public offerings. However, guidance with respect to the conduct of ‘side-by-
side” private and public offerings is also necessary. Accordingly, the Association
recommends that the Commission expressly state that a private offering (especially one
only to institutional accredited investors) conducted simultaneously with a registered
offering will not be integrated with, or lose its private placement exemption because of,
that registered offering. As the Commission has often acknowledged, participants in such
private offerings can fend for themselves and are not in need of the protections
registration offers. Accordingly, the Commission should expressly state that a concurrent
registered offering should not be deemed “general solicitation or advertising” with
respect to an otherwise properly conducted private placement.

H. The Association supports the Commission3 proposals to expand Form 8-K
reporting obligations and accelerate the timing required for reporting certain
events thereunder, but disagrees with the proposed certification requirements.”

~ As noted in its letter to the Commission dated November 8, 1996 with respect to the
Concept Release, the Association supports the acceleration of the filing requirement of
certain Form 8-K items from 15 days to 5 days and believes that more timely reporting
will improve disclosure. The Association also supports the expansion of current Form 8-
K reportmg obligations to cover the additional items proposed in the Release, suchas -
material modifications to the rights of securityholders, departure of certain senior
executives and material defaults on senior securities. -Finally, with respect to the
proposed additional certification requirements, the Association believes that imposition -
of such requirements is impractical, unwarranted and will unnecessarily delay the ﬁlmg '
of such reports, as well as any Secuntres Act offering in which such reports are
incorporated by reference :

L " The Association strongly dzsagrees wzth the proposed modtf cations to
' Securities Act Rule 401 () ‘ '

Under the proposal the Comm1ss1on would amend Securities ‘Act Rule 401(g) (Wthh
provides that effective registration statements are presumed to be on the proper form) so
that it would no longer be applicable to registration statements for which the issuer is -
permitted to control the timing of effectiveness. The Association reiterates its concern
noted above with respect to the severe negative consequences of apost-effective

2 The Association is commenting in only a limited way with respect to Commission¥Exchange Act

proposals, which are principally addressed to issuers.
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determination by the staff that, for example, a Form B registration statement was
improperly filed on Form B or that a Form A registration statement did not contain all
required ‘offering information”because the issuer was found to be subject to a
disqualification event (and was therefore ineligible to incorporate by reference). The
potential for investor rescission claims is simply too high a price to pay for immediate
effectiveness and will make the ‘effectiveness on demand” process unattractive and
unworkable. Accordingly, Rule 401(g) should continue to apply to those registration
statements for which the issuer can control effectiveness.

IV.  APPLICATION OF THE PROPOSAL TO ASSET-BACKED SECURITIES

A. The Association is concerned that the regulatory framework governing ABS
offerings will be inappropriately influenced by rules and policies established
through the adoption of proposals contained in the Release.

The Release explains that ABS offerings are not addressed by the Commission’

registration reform proposals. The Association believes that, given the far-reaching

implications of the Release, the failure to confront and address ABS issues in the context

of the current proposal is a significant shortcoming. We acknowledge that a separate

- ABS rulemaking project is-underway; however, both its content and timing are uncertain.

If the Commission does not concentrate on ABS now in the context of the current

proposal, the Commission will continue, at least for some period of time, to be faced with

a need to react to ABS issues on a case-by-case basis, through no-action letters,

exemptive orders and interpretive releases. Moreover, the Association and its members

are concerned that the directions established by the proposals made in the Release may

exert undue influence, and establish unwarranted precedent, in any subsequent ABS -

~ rulemaking.” Any general or specific regulatory changes effected for non-ABS offenngs
should not dlctate similar or.analogous treatment for ABS offermgs '

e A

1. ComprehenS'ive reform of the securities offering process should not be
o considered or enacted w:thout s:multaneously addressmg the treatment
of ABS.

The ABS markets are large and growing.” Annual issuance volumé now exceeds that of - |

traditional corporate debt and, as the Commission has recognized, asset backed financing

" “has become one of the dominant means of capital formation in the United States.” The
size and importance of the ABS markets strongly suggests the need to address the unique

~ circumstances of these markets now, as an integral part of any offering process reform --
not as an afterthought or as part of a separate, “follow on” rulemaking.

2. The ABS markets differ in fundamental respects from other debt
securities markets..

Features of the ABS market that distinguish it from the corporate and other debt markets
include: (i) a principal focus in the ABS market on the structure of one or more classes
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of securities and the nature of the assets backing those securities rather than on the
financial prospects of an issuer with an ongoing business, (ii) the special purpose and/or
bankruptcy remote nature of the depositor of the collateral, (1) the importance of
evaluating the impact of alternative potential future cash flows in making a meaningful
assessment of a security’ yield, and (iv) the essential interaction between broker-dealers
and investors in tailoring collateral pools and offering structures to meet investor needs.
ABS issuing vehicles are specifically designed to avoid prior activity or history in order
to isolate them from the credit of the originator of the related receivables or the sponsor
of the transaction. ABS investors are concerned with the nature and quality of the
underlying assets and the structure and timing of cash flows supported by those assets,
not with the current financial condition and future earnings of the issuer, as is the case in
other types of debt offerings. -

3. The Association believes that these differences dictate a need to pursue
different regulatory approaches to accommodate the distinctive features
and characteristics of ABS offerings. The proposals in the Release do
not present a workable model for such offerings.

The primary eligibility requirements and the main presumptive benefits of the
Commission’ proposals are predicated on the existence of a seasoned operating

-company having significant public float and Exchange Act reporting history — structural
characteristics that are not generally shared by ABS issuers. Moreover, these
characteristics are not relevant to the protection of investors in ABS. The Association
urges the Commission not to adopt offering process reforms predicated on the existence
-of structural characteristics that definitionally exclude ABS. Instead, reforms should be -
tailored to the distinctive aspects of the capital markets -- including ABS -- as they
presently exist.

The processes and nmmg constraints associated with assembling collateral for an ABS
offering, structuring cashflows and individual classes of securities to meet investor

requirements, and other ABS ‘transaction assembly” dynamics make a number of the

_ basic requirements of the Commission’ proposals either unworkable or extremely

- inefficient, and would if enacted directly threaten the viability of the ABS offermg o

_process. The end result would be to make the capital formation process for ABS issuers

more costly and less efﬁcxent and raise the cost of fmancmg for homebuyers consumers '
and busmesses ,

4, . Rather than attemptmg to fit ABS into the conceptual framework set
forth in the Commission$ proposals, the Association recommends that
the staff revisit and rationalize its regulatory model for ABS offerings in
a manner that accommodates their unique characteristics.

The Association believes that the Commission should develop a new set of regulations
specifically designed to meet the unique requirements of the ABS markets. Although one
could imagine preserving for ABS the existing shelf registration system, together with the
array of no-action and interpretive guidance that has been crafted to attempt to fit ABS
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offerings into the current scheme, while reforming the regulatory scheme for other
offerings, the Association believes that such an approach would be unwise. Preserving a
complex set of interpretations designed to address ABS under a system not designed for
them, while otherwise replacing that very system, would be likely to produce unexpected
and adverse regulatory and interpretive consequences and burdens.

The Association urges the Commission to pursue more fully the goals of removing
barriers to access to the public markets, making registration a more attractive alternative
for issuers and enhancing information communicated to potential investors by taking
affirmative steps to serve those goals in respect of ABS. The following discussion
presents the Association’ specific recommendations for ABS offering process reforms,
grouped into the following major categories:

o ABS registration forms, eligibility requirements and required
disclosures.
o Communications with investors during the offering process and

related filing requirements and liability standards;

o Term sheet and prospectus dehvery requirements and related
: liability standards.
o Post-issuance periodic reporting and related liability standards.
B. The Association has the foflowing spéczﬁc proposals for a heiv regulatbry :

regime specifically tailored to the ABS market.

1. ABS registration forms should reflect eligibility and -disclos_ure
requirements meaningful in the context of ABS offerings.

ABS registrants should have at least the same ability they have at present under the shelf
registration system to bring transactions to market quickly. Users of a new form for ABS
offerings should be able to anticipate reasonably the effective date of registration and
complete their transactions without uncertainty as to the timing and extent of staff review.
The loss of predictability of market access under the proposals for non-Form B eligiblé
issuers would be burdensome in general, as dxscussed above, but would be a potential
disaster for ABS. ABS deals are created in an interactive, time-sensitive process
'mvolvmg the parties who bring the deal to market, potential investors and movements in -
‘multiple financial markets. In general, the structure and terms of the deal are highly .
sensitive to market developments. It is worth noting that in ABS transactions this
sensitivity relates not only to the price and yield of the securities to be offered but also to
~ a number of collateral characteristics and structural features to be designed as part of the
deal. Requirements that would result in the loss of control over the timing of market =
access would severely hamper the ability of market participants to respond to the market
and would likely cause significant volumes of transactions not to be done, to be executed
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at higher costs or to be done pursuant to an exemption from registration -- directly
frustrating the policy objectives of the Release.

a. Registrants should be able to control the timing of offerings of
investment-grade ABS.

The Association specifically recommends thatregistrants should be able to control the
timing of their offerings of investment-grade ABS to the same extent as currently, or to a
greater extent. The investment-grade ratings of most ABS reflect a level of scrutiny by a
sophisticated third party, and a level of safety, that permits a flexible registration system
to be fully consistent with investor protection.

Because of the potential risks involved in non-investment grade ABS, and the complexity
of these offerings, we believe that registrants should not be able to designate the effective
date for registration statements for these securities unless they are offered solely to QIBs
and institutional qualified purchasers.

b. Float, trading volume, Exchange Act reports and the like should
not determine an ABS registranty ability to control timing.

Eligibility to designate effectiveness of ABS offerings should depend solely on ratings
and the nature of the offerees. The Release’ proposed criteria for lifting its restrictions
on access to the public markets do not apply well to ABS. Public float and average daily
trading volume have no real significance for ABS offerings, which are typically made
through special purpose entities. Similarly, an Exchange Act reporting history does not
have significance for most ABS issuers, and is not relévant to the policy concerns
addressed here. For ABS, Exchange Act reports generally provide data only on the
- petformance of a discrete pool of assets. Moreover, a-well-established ABS program
- may use a new trust, depositor or other special purpose entity for each new offering; thus,

identifying an entity with a reportmg history may be problematlc

In the context of an ABS offermg, an mvestment-grade rating is an eﬁ'ectlve substltute
for the other criteria on which the Release proposes to rely. The rating reflects the

- quality of the-assets, the structure of the transaction, legal protections, the tax treatment,

the servicer’ capabilities and experience, and the credit enhancement for the transaction. .

A rating indicates that the risks associated with the transaction have been fully analyzed

by a sophxstlcated third party that specializes in this type of analysis. These ratings, '

“together with the extremely limited discretion afforded to issuers after the securities have

been established, make investment-grade ABS transactions a suitable circumstance in

which to afford issuers more control over the timing of the offering process.

c..  The staff should not use restrictive interpretations of the term
“asset-backed security” to govern the choice of registration form.

In the years since Form S-3 eligibility was extended to ABS registrants, the staff has
repeatedly reinterpreted the regulatory language to exclude certain offerings, .
notwithstanding the Commission$ statement that ‘4 broad standard has been adopted in
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order to provide sufficient flexibility and to accommodate future developments in the
asset-based marketplace.” For example, the staff has taken the position that delinquent
assets that do not ‘by their terms convert into cash in a finite period of time” and that
securitizations that include certain percentages of delinquent assets should not qualify as
asset-backed securities. This type of interpretation should not be used to restrict
eligibility to use a registration form.

d. ABS disclosure guidelines should be promulgated; changes in
disclosure policy and interpretations should be made generally
rather than in the context of particular registration statements.

One reason for the bulk and complexity of current ABS disclosure documents is the
cumulative effect of disclosure requirements that have been imposed over time through
the process of staff reviews of individual registration statements. Many of these
requirements have evolved into informal disclosure standards that are observed
throughout the entire ABS industry. Historically, ABS disclosure developed over time
without a system of formalized disclosure rules, and the staff attempted to address
structural or disclosure concerns that it had with respect to the industry as a whole in the
context of the review of filings pending at the time when the concern arose. Although we
appreciate the need for this approach during the period that ABS was a new sector of the
market, the market has now matured beyond this point. The Association encourages the
Commission to undertake a deliberative process to publish for comment and, where '
warranted, formally codify informal staff views and positions in disclosure rules
applicable to ABS offerings. We believe that such a process will be helpful in limiting or
-eliminating unnecessary and inapplicable disclosure practiCes and would result in clearer
and more specific guidance to market participants concerning those disclosures that are
required in partlcular circumstances. To the extént that ABS disclosure concerns of the

_staff continue to evolve, we strongly recommend that the staff communicate these
concerns to all ABS issuers through formal releases or mterpretatxons

2. ' Barriers to communications wzth investors during the oﬁ'ermg process
should be removed, but partzcular communications should not be
' mandated.

'We are concerned that the proposals for communications in the Release will not improve = .
the quality or timeliness of disclosure to ABS investors. The Association suggests that

© the Commission permit, and even- encourage, the eatly circulation of term sheets and

other structuring information where useful to investors. Dehvery of such information
(including term sheets or preliminary prospectuses) prior to pricing, however, should not -
be mandated, but rather should be left to market forces. Although the Association Letter
and related no-action letters have served their purpose as a temporary regulatory
accommodation under rules that were not designed to cope with ABS offerings, the
Association suggests, consistent with the objectives of the Release, that the Commission
take this opportunity to craft a system under which additional information can be

provided on a more timely basis to investors.
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a. The Commission should avoid imposing mandatory pre-pricing
communication requirements.

Proposals to require delivery of disclosure documents and material updating changes at
specified intervals before pricing would be especially burdensome in ABS transactions.
The interactive process of deal structuring and the sensitivity of structures to market
changes, discussed more fully above, would be heavily burdened by such proposals.
Certain ABS transactions simply could not be brought to market as registered offerings
under such rules.

b. Access to information should be expanded by permitting
computational materials to be circulated without filing or Section
12(a)(2) liability.

Computational materials should not be filed at all. These materials, often produced at the
request of an investor and often reflecting assumptions specific to the investor, are
quantitative presentations of securities performance under a variety of assumed
characteristics and not subjective projections of a ‘future” that the issuer or underwriter
actually contemplates. Computational materials permit potential investors to appreciate
and understand the hypothetical behavior of securities. To best serve the goals of early
access to whatever information an investor needs, filing and Section 12(a)(2) liability are
counterproductive. Subject to Rule 10b-5 constraints, the free flow of information is the
best solution.

c. Access to information should be further expanded by permitting
electromc posting and access to computer models.

The Commission should also permit broader investor access to mformatlon relating to
underlying assets without triggering filing requirements or Securities Act liability. More
generally, the Commission should permit electronic posting of transaction information in
~ both the public and private offering context and allow access to computer models that

o .would enable mvestors to tailor scenarlos to their own needs

d. The ability to publtsh research reports on ABS should be '
' clarzf ed.

* The Commission should clarify the ability of broker-dealers to publish and distribute

. research reports in reliance on the research safe harbors provided by the Securities'Act in
the context of ABS offerings without looking to “Seasomng” or other standards not
meaningful in the ABS context.
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3. Structural term sheets should not be subject to Section 11 liability and
prospectus delivery requirements should reflect the needs of the ABS
market.

We urge the Commission to make clear in regulations that structural term sheets -- which
are summary documents not intended to be complete -- are not subject to the Section 11
liability that should apply to the disclosure document prepared for the purpose of
conveying full, complete and final information. ABS issuers and underwriters often
provide investors with ‘Structural term sheets,” which describe the financial terms of an
offering, including the securities to be offered and the structure of the offering; ‘“collateral
term sheets,” which describe the assets underlying the offering; and ‘Series term sheets,”
which combine aspects of both structural term sheets and collateral term sheets and are
often provided in connection with an offering of securities under an effective shelf
registration statement. Under the Release, ABS term sheets could be considered to be
“offering information” becoming part of the registration statement and creating Section

11 liability. By their nature, term sheets are summary disclosure and do not purport to
fully describe all material aspects of the offering. Term sheets are intended to summarize
what the prospectus will fully disclose about the securities and the offering. The
prospectus will supersede the term sheet and should contain all the information contamed
in the term sheet, along with full disclosure on the offering. Section 11 liability rests
more appropriately with that disclosure document.

Prospectus dellvery requxrements should reflect the longer time requiredto prepare ABS
disclosure documents. The Commission has long recognized that it takes longer to
complete the documentation for an ABS offering than it takes for other offerings. For
example, Instruction 1 to Rule 424(b) permits registrants to file a form of prospectus or -
prospectus supplement relating to an offering of ABS on a delayed basis pursuant to Rule
415 no later than the second day after first use, instead of requiring them to file no later:
* than the earlier of the second day after first use or the second day after the determination -
of the offering price. Because ABS issuers negotiate the structures and terms of their
offerings with their investors, using the computational materials and terms sheets -
~‘described above, they often cannot begin to fully document the structure uritil around the
- time of pricing. And because of the complexity of these transactions, they often cannot
complete this documentatlon within a day or two of prlcmg

The ABS market has been extremely proactwe in formulatmg approaches, such as term
sheet delivery, to provide investors with material offering information.in a concise and
timely fashion without restraining issuer} ability to access the market quickly. We are
very much concerned that the proposals in the Release may severely impair the ability of
ABS issuers to adapt their offerings to existing market conditions
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4, Exchange Act reporting should be tailored to the circumstances of ABS
offerings.

The current approach, under which ABS transactions operate under no-action letters and
exemptive orders and then deregister, should be replaced with a system under which
relevant ABS performance data is made readily available for the life of a transaction on a
regularized basis. Accordingly, the Commission should define the nature and scope of
ongoing/integrated disclosure that is relevant in the ABS context, and create a formal and
tailored ‘reporting company” status for ABS offerings.

a. Create an Exchange Act reporting regime for ABS.

ABS issuers -- special purpose vehicles, trusts and the like -- have been the subject of
countless no-action letters and exemptive orders relating to Exchange Act filings. The
generally applicable Exchange Act requirements simply do not fit these transactions. The
Association urges that a specific list of core disclosure items for ABS transactions should
be established as the basis for satisfying Exchange Act requirements. These core
requirements should focus on the data typically sought by investors in the ABS market:

. " the amounts coll‘ected on the assets during the applicable period;

. the amounts paid or allocated to investors with respect to principal
and interest on the securities during the applicable period;

. the amount of assets that have defaulted during the applicable
- period, and the extent to which investors have suffered a loss .
because of the default; :

e the delinquency status of the assets; and

. whether the credit enhancement for the securitization has been
-+ reduced or increased during the applicable period.

Registrants could be required to file under the Exchange Act at whatever interval they
' report to investors under the operative documents for the transaction, and in any event at -
. _.l'east every three months, on Form 8-K.- Alternatively, transaction' documents could be

~ required to provide that the trustee or servicer report such information to investors and .
make it available to others on request, which requirement could be met by making such
information available on publicly accessible information networks (e.g., via the Internet
or third-party information vendors.) Such issuers would be treated as reporting
companies for purposes of the Exchange Act by virtue of such filings or availability of
information. We note that in contrast to the existing system in which ABS transactions
typically cease to file Exchange Act reports after a short period of time as soon as they
can deregister, the filing or availability of core information can and should be required
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for the life of the deal. Such an approach would make mcre information available and
would have the additional benefit of encouraging helpful standardization.

b. Clarify liability for such information.

To encourage full availability of core information for the life of ABS transactions, rather
than deregistration, we suggest that such information not carry with it Exchange Act
liability. This information for ABS transactions is not gathered or prepared by ABS
issuers. Rather, it is routinely processed entirely by intermediaries such as servicers or
trustees and is not comparable to information filed by other reporting companies. Unlike
information included in Exchange Act filings for other registrants, the gathering and
dissemination of information on the amounts collected on underlying assets and the
amounts paid on ABS securities is a limited, mechanical and ministerial activity. The
ABS issuer typically has no particular access to information pertaining to this data or the
activities that the data reflect. Unlike an operating company whose management would
have access to information and ongoing involvement in the activities that generate the
information set forth in Exchange Act filings and are described by such filings, ABS

issuers have no such access or role. Hence, the policy objectives of liability are not
served.

- Moreaver, important policy objectives would be served by eliminating such liability. As
noted, under current regulations, ABS transactions are routinely deregistered and cease to
file periodic reports soon after issuance. By eliminating liability for the filing and public
dissemination of this data, it would become feasible to make the core information

- described above available by filing it with the Commission and thereby enhance the
transparency of markets for the benefit of all participants. The only tangible effect of

~ imposing liability in the context of ABS transactions is to make information less
available. :

V.o CONCLUSION

- The Comm1ssxonb proposal wuh regard to-the conduct of oﬁ'ermgs represents-a -
fundamental change in the current registration system and is likely to engender a great
deal of comment. Accordingly, the Association recommends that the Commission
proceed cautlously in this area. After the Commission has had a chance to review and
assess the reactions and concerns raised by market part1c1pants it should carefully
consnder how to proceed with various aspects:of the proposal.

Although certain of the reforms proposed by the Commission represent improvements in
~ the current system (such as, for example, more issuer control over the effectiveness of
filed registration statements, ‘pay-as-you-go” registration, elimination of final prospectus
delivery requirements, liberalization of restrictions on the dissemination of offering-
related information and broker-dealer research reports, and clarification of the integration
- doctrine), the burdens imposed by the proposed new regime (including the requirement to
~ deliver term sheets and preliminary prospectuses prior to sale, the requirement to file
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‘free writing” materials, the potential elimination of Exxon Capital exchange offer
procedures and the increased liability imposed with respect to ‘“free writing” and other
communications) far outweigh any perceived benefits.

The Association believes that, on balance, the proposal will have the effect of slowing
down the offering process and increasing capital costs, without any meaningful
improvement in investor protection. The Association therefore believes that the proposal
should not be adopted in its present form. Indeed, the Association questions whether a
new system is truly warranted, especially where changes could be made to the existing
system to address the Commission’ and the industry’ concerns. For example, the
Commission’ proposals with respect to the timing of effectiveness, ‘pay-as-you-go”
registration, elimination of final prospectus delivery requirements, liberalization of
communications (if liability and filing issues are appropriately addressed) and the
integration of private and public offerings could be adopted and implemented today in the
context of the current system.

If, however, the Commission determines that the current system should be replaced as
suggested by the Release, the Association recommends that the Commission consider

taking an incremental approach to registration reform, rather than radically overhauling

~ the whole system at once, and should proceed by issuing reproposals in those areas where

it determines to proceed initially. For example, the suggested reforms regarding the
liberalization of communications could be considered and reproposed separately from
other aspects of the Commission’ proposal, as could the proposals with respect to the
integration of offerings.



Mr. Jonathan G. Katz, SEC
June 30, 1999
Page 51

The Association appreciates this opportunity to provide its views to the Commission in
connection with this important project. If it would be helpful to the Commission and the
staff, we would be most willing to make Association staff and member firm personnel
available to meet and discuss any of the points raised in this letter. Please address any
questions or requests for additional information to Paul Saltzman, George P. Miller or
Sarah M. Starkweather of the Association at 212-440-9400, or to Alan L. Beller of
Cleary, Gottlieb, Steen & Hamilton, the Association’ special outside counsel in
connection with this project, at 212-225-2450.

Very truly yours,

. /' ﬁ / .
%. o ~ ez W) = A N N
William H. James, Chair Steven T. Mnuchin, Chair
Corporate Bond Division Mortgage and Asset-Backed
(Senior Vice President, Securities Division

Lazard Freres & Co.) (Managing Director,

Goldman, Sachs & Co.)

Leslie K. Gardner, Chair : ' Michael M. McGovern, Chair
~ Corporate Legal Advisory Committee - - - Mortgage and Asset-Backed Legal
(Vice President and Assistant . _ Advisory Committee
General Counsel, ~_(Director and Senior Counsel,
J.P. Morgan & Co. Incorporated) Merrzll Lynch & Co. Inc.)

cc: The Honorable Arthur Levitt, Chairman
-7 " The Honorable Norman S. Yohnson, Commissioner
- The Honorable Isaac C. Hunt, Jr,, Commissioner
The Honorable Paul R.-Carey, Commissioner
The Honorable Laura S. Unger, Commissioner
Harvey J. Goldschmid, General Counsel, Office of the General Counsel
. Brian J. Lane, Director, Division of Corporation Finance
Anita T. Klein, Senior Specxal Counsel, Division of Corporation Finance
Paul M. Dudek, Chief, Office of International Corporate Finance
Annette L. Nazareth, Director, Division of Market Regulation
Gregg W. Corso, Senior Counsel to the Chairman
Martin P. Dunn, Associate General Counsel, Division of Corporation Finance
Mark Green, Director, Office of Asset-Backed Securities, Division of Corporation Finance
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New York, NY 10004-2373 Washington, DC 20005-4711 1 George Yard

Telephone 212.440.9400 Telephone 202.434.8400 London EC3V 9DH

Fax 212.440.5260 Fax 202.434.8456 Telephone 44.20.77 43 93 00

www.bondmarkets.com ' Fax 44.20.77 4393 01
December 4, 2001

Mr. David B.H. Matrtin, Director
Division of Corporation Finanhce

] Securities and Exchange Commission
JUMY] 450 Fifth Street, NW.
ARK 'Washington, D.C. 20549

Re: Proposals for Reform of Communications Practices under the Securities Act and
Securitization Registration and Disclosure Rules

Dear David:
Please find enclosed the following documents:

1. A letter dated November 30, 2001 regarding the Association’s proposal for reform of
communications practices engaged in by issuers and underwriters of fixed income securities;

2. A proposal dated November 29, 2001 regarding reform of the financial disclosure requirements
for statutory business trusts;

3. A proposal dated November 29, 2001 regardrng reform of the disclosure requrrements for swap
countemarties; :

4. A proposal dated November 29, 2001 regarding the legal charactenzatron of loan participations
when mcluded in securitization offerings;

5 A proposal dated November 29, 2001 rega‘rding"market—making" prbspectus delivery -
© requirements; . o

‘6. A proposat da\ed November 2001 regardmg the elrgxbrlrty of forelgn securitization issuers to
- use shelf negrstratron ,

ltems 2 through & above address various issues relevant to the secuntrzatron market. These rtems
are submitted separately because each issue can and should be considered discretely.

We Iook forward to continuing our dralogue with the staff of the Commrssron on the issues _
‘addressed in the documents described above. We would very much appreciate the opportunity to
_meet with staff of the Commission to further develop the reform proposals that we have made

" . We are particularly gratetul to you for your wnumgness to drscuss these issues with the Association
and its member firms and your openness to our proposals for reform in the fixed income markets.

Very truly you rs.

Michel de Konkoly Thege.

Vice President and Associate General Counse

- cc: . Alan L. Beller, Cleary, Gottlieb, Steen & Hamitton.
The Association's Corporate Bond and MBS/ABS Securities Legal Advisory Committees

Micah Green, Paul Saltzman, George Miller, John Vogt, Laura Marcano -
The Bond Market Association

...celebrating our first quarter century
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November 30, 2001

Mr. David B.H. Martin, Director
Division of Corporation Finance
Securities and Exchange Commission
450 Fifth Street, N.W.

Washington, DC 20549

Re: Securities Act Reform

Dear Mr. Martin:

The Bond Market Association (the “Association™)' is pleased to submit this letter to the
Securities and Exchange Commission (the “Commission” or “SEC”), outlining our proposal
for regulatory reform under the Securities Act of 1933 (the “Securities Act”) for a variety of
communications practices engaged in by issuers and underwriters of securities. Our
proposals relating to communications practices in connection with public offerings are
limited to offerings of asset-backed securities (“ABS”) and to investment grade fixed income
securities of other issuers eligible to register on Form S-3 and F-3.

These proposals build on our prior. discussions with you in October 2000, and in follow up
discussions. We appreciate your interest in receiving our proposals regarding these issues,

~ and in continuing a mutually beneficial d1alogue about these issues with a view toward the

goal of meanmgful regulatory reform

As you know, the Commission’s efforts towards regulétory reform of the offéring process

.in recent years have primarily focused on the general securities markets, setting aside the

special concerns applicable to.the ABS markets and, to a lesser extent, the market for fixed

- income securities of seasoned investment grade issuers. In this letter, our proposals are

focused on proposed initiatives that are targeted to address the specific needs’ and concerns
of participants in the capital markets for both ABS as well as mvestment grade fixed income
secuntles of other issuers eligible-to reglster on Forms S-3 and F-3.-

The Association represents securities firms and banks that underwrite, distribute-and

trade debt securities, both domestically and internationally. The Association’s
member firms include underwriters that participate in the vast majority of initial
distributions and secondary trading of corporate debt securities, asset-backed
securities and other debt securities. More information about the Association is
available on the Association’s Internet home page at http://www.bondmarkets.com.
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We believe that substantial changes in the rules governing offering period communications
are particularly appropriate given the tremendous advancements and improvements in
information technology that have occurred since these rules were first established.
Continued growth in the volume, accessibility and sophistication of an ever widening range
of communications media and technology have literally saturated the financial markets with
information. In turn, these advancements have driven increased investor demand for
information, and have fundamentally changed the investment decision-making process.
Collectively, these trends suggest that substantial benefits and efficiencies can be achieved
for investors and financial markets alike by reducing counterproductive and outdated
regulatory restrictions on access to information.

The proposals in this letter are consistent with and build upon concepts and

recommendations that the Association has made in a number of prior submissions to the
SECZ.

-I. - EXECUTIVE SUMMARY

The Association’s proposals for reform included in this letter can be summarized as follows:

Our prior submissions include the following:

-« Letter dated June 21 2000 from the Association to Jonathan G. Katz,
Secretary, SEC, respondmg to SEC release on the use of electronlc media

. 'Letter dated Aprll 28 2000 from the Assocratlon to Jonathz_m G Katz,
‘Secretary, SEC, respond_mg to SEC release on Regulatlon FD

_ . ‘ Letter dated June 30, 1999 from the Assocxatxon to Jonathan G. Katz,

_ Secretary, SEC, responding to SEC release on the regulatlon of securities -
offenngs (the “Alrcraﬁ Carner” proposals)

. Letter dated November 8 1996 from the Assocxatlon to Jonathan G Katz

Secretary, SEC, responding to SEC concept release on securities act concepts-
and their effects on capital p

'« . Letterdated Novernber 5, 1996 from the Association to Brian Lane, Director,
Division of Corporate Finance, SEC, responding to staff request for

suggestions concerning possible reforms of disclosure and reporting rules for
mortgage-backed and asset-backed securities.
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Public Offerings. The essence of our proposals in this letter is that for public
offerings of ABS and for investment grade fixed income securities of other issuers
eligible to register on Forms S-3 and F-3, there is no longer any need to regulate the
timing, content, format or manner of use of communications, other than the Section
10 prospectus®. We believe that the existing restrictions under the Securities Act
unduly impair the free flow of information among market participants, and are no
longer justified by concerns that such communications might condition the market
for these types of securities. We also believe that the appropriate liability standard
and set of remedies for such communications should be limited to Rule 10b-5 under
the Securities Exchange Act of 1934 (the “Exchange Act”), and that subjecting such
communications to the liability standards and remedies of Sections 11 and 12(a)(2)
under the Securities Act would only serve to further inhibit the free flow of
information.

. Our specific proposal is that, for public offerings of ABS and for
- investment grade fixed income securities of other issuers eligible to
‘register on Form S-3 and Form F-3, all communications of any type,
by any person, at any time and in any format, other than the Section
10 prospectus, shall be defined to not be a “prospectus” or an “offer”

for all purposes under the Securities Act.

. We also propose revising the prospectus delivery requirement for
ABS or investment grade fixed income securities of seasoned issuers
to permit an “access equals delivery” approach. Access would be
deemed to exist when the prospectus is delivered to the underwriter

- for use in the offering; provided that reasonable steps are taken to .
make the prospectus available to prospective investors, and the
prospectus is filed as and when required under Rule 424, "~

«  We believe that the securities indistry’s response to the Aircraft
' Carrier release clearly indicates that market participants do not
consider Section 5 relief (that is, the expansion of materials that may
be used-as “free writing” without being treated as a prospectus under
" Section 5) to be workable or in any way helpful unless the materials
permitted to be used are also exempted from filing requirements and
from the remedies available under Section 12(a)(2).

The term “Section 10 prospectus” is used in this submission in its traditional “term
of art” sense to refer to the formal prospectus, that is, the document which purports
to be the definitive prospectus meeting all requirements of Section 10 (a) of the

. Securities Act. ' . :
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. Non-prospectus communications, to the extent that they are now
permitted without violating Section 5 (e.g., research reports under
Rule 139 or “free- writing” matenals used with a Section 10
prospectus) should be subject only to Rule 10b-5 liability. We believe
the expanded category of communications that we propose should
also be subject only to Rule 10b-5 liability.

Private Offerings. With respect to private offerings, we propose that the prohibition
on general solicitations, and other limitations on the manner of offering, be
eliminated. This would permit the unrestricted use or release of any materials
(including offering materials), so long as actual sales are limited to eligible
purchasers under the applicable exemption from registration.

We have compared our proposals to those included in the submission to the SEC by the ABA
Committee on Federal Regulation of Securities, dated August 22, 2001, re Securities Act
Reform (the “ABA Proposal”). On the whole, the. ABA Proposal advocates an approach to
communications issues that is substantially similar to our proposals. The ABA Proposal is

effectively identical to our proposals with regard to communications practices for private
" offerings.*

_ IL.- PUBLIC OFFERINGS OF ABS AND SEASONED ISSUER FIXED INCOME
S_E(lBI_TI_Eﬁ ’

This section will discuss the Association's communications reform proposals relating to

public offenngs of ABS and other investment grade fixed income secuntles eligible for Form -
S-3 and F-3.

The apphcat1on of the exxstmg U. S. securmes law regulatory regime to the ABS markets

" and to the seasoned issuer fixed income markets ‘as well as other segments of the securities
markets, historically has substantially 1mpa1red free flow of mformatlon among market
© participants.” At the saine time, investors continue to demand more and more information,

- and that the mformatlon be. provided or made available in easily accessible formats via
multlple rnedla such as propnetary electromc systems and pubhc websites.

The ABA Proposal is significantly more expansive in scope than our proposal, in that
the ABA Proposal addresses all publicly offered securities, including first-time
issuers, unseasoned issuers and seasoned issuers, except ABS, and also proposes
fundamental changes in the registration process. Some of the most significant points

of comparison will be highlighted throughout this letter. '
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The threat of a Section 5 violation resulting from the provision of non-prospectus
information, which may or may not be deemed to constitute an “offer,” creates a very
substantial chilling effect on the availability of such information, as well as a lack of legal
certainty as to the liability consequences of providing such information. Information outside
of the Section 10 prospectus that an issuer or underwriter might want to release may include:
1) summary or term sheet type information about the offering, which would be superseded
by the final Section 10 prospectus, 2) additional background information which the issuer
and underwriter consider to be not material to the offering but which nevertheless may be of

interest to particular investors, or 3) financial or other information about the issuer that may
be released in a variety of contexts.

We propose that, for public offerings of ABS and for investment grade fixed income
securities of issuers eligible to register on Form S-3 or F-3, all communications of any type,
by any person, at any time and in any format, other than the Section 10 prospectus, shall be
defined to not be a “prospectus” or an “offer” for all purposes under the Securities Act. This
will provide a regulatory framework that will encourage the release of additional types of
information desired by investors, while at the same time leaving investors with adequate
protections under the securities laws.’

We also propose modifying the prospectus deliveryrequirement for ABS orinvestment grade
fixed income securities of seasoned issuers, to permit an “access equals delivery” approach.
_All current liability standards and related remedies would continue to apply to the final

Section 10 prospectus, thus preserving the central dlsclosure and investor protection role
) 'h1stor1ca11y assoclated with this document

The effect of our proposal would be to limit 11ab111ty for all commumcatlons other than the
Section 10 prospectus to Rule 10b-5 hablhty

Our proposals are in most respects consistent with the ABA Proposal However, our
- proposal does not attempt to define non-prospectus offering materials or to treat such
materials differently from other types of non-prospectus communications, unlike the
ABA Proposal Wthh would make such a distinction. Furthermore, the ABA
- Proposal would impose certain record-keeping requirements for non-prospectus
offering materials, which our proposal does not include. We would submit that in
practice it would be very difficult to distinguish between non-prospectus offering
materials and other communications, as contemplated in the ABA Proposal. .

Our proposal differs in this regard from the ABA Proposal which would i 1mpose
Section 12(a)(2) llablhty on non-pmspectus offering materials. '
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In order to clarify our proposal, we have attached in Appendix 1 suggested language for the
specific regulatory revisions that we advocate. The attachment is for illustrative purposes
only, and does not reflect all of the conforming changes and other provisions that might be
included in a formal proposed revision.

In the event that the SEC is not prepared to go forward with our proposal at this time, we
advocate as an interim step a series of targeted proposals including 1) an expansion of Rule
134 to permit term sheet materials, 2) an expansion of and easing of restrictions in Rules 137,
138 and 139 relating to research reports’, and 3) a new rule permitting release of background
information (including the types of background information discussed below in connection
with ABS) without filing requirements or being subject to Section 12(a)(2) Liability.

“A. ABS Markets: Communications Practices and Issues
1. Section 10 prospectus information vs. background information

The typical forms of Secuon 10 prospectus that are used in ABS transactions have been
. developed and refined by industry participants over a period spanning more than twenty
years. Issuers, underwriters and their counsel are generally very confident that these
documents provide a framework to include all material information about the offering, and
- about the transaction and the underlying assets, that is necessary in order to avoid liability - -
for omissions and misstatements under Sections 11 and 12(a)(2) under the Securities Act.

‘There is substantial agreement among ABS market part101pants as to what mformatlon is
“required to be included in the Section 10 prospectus in order to meet the standards of -
Sections 11 and 12(a)(2) as well as the specific requirements of Regulation S-K. For the

most part, this information relates only to the series of securities being offered and its
underlymg assets. The key elements include:

e summary

LR risk factors related to the offermg
" '_- T description of the underlying assets, mcludmg summary statistical
information, and a descnptlon of the apphcable underwriting
guidelines . ‘ )
« - description of all material terms of the securities offered, including
the operative documents :
» . description of all material terms of any credit enhancement

For a discussion of specific proposals to modify these rules, see pp. 36-38 of our

letter dated June 30, 1999 to Jonathan G. Katz, Secretary, SEC, regardmg the Aircraft
Carrier proposals.
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weighted average life and, for sensitive classes, yield disclosure
under a limited range of scenarios

portfolio loss and delinquency information for the servicer, where
relevant

tax, ERISA, and legal investment disclosure about the securities
legal aspects of the underlying assets

ratings

method of distribution

However, there is a substantial body of additional information that is or may be of interest
to specific types of prospective investors in an ABS transaction, while not rising to the level
of materiality that would require inclusion in the prospectus. For example:

background information such as:

. a complete copy of the underwriting guidelines applicable to
: the underlying assets;

. financial information about the originators and servicers,
which is not considered material for the Section 10
prospectus;

. portfolio loss and delinquency history of various originators

and. servicers, beyond what is considered material for the
Section 10 prospectus;

_ mforrnatxon on prior series of ABS issued by the same sponsor

including structure, pool composition and performance of the prior
series;

analytical information about how various classes of the series mlght
perform inder various scenarios;

'comparatlve information about other series of similar ABS issued by '

other sponsors, including comparatlve analytical information; -

loan level data about t.’ne underlymg assets - investors can use'thg réw;
data to perform their own statistical analysis of the asset pool; and

access to loan origination and underwriting files, and loan level
servicing information - access to such information is of particular

- interest in transactions such as commercial mortgage-backed

securities (CMBS) where individual assets may represent a large part
of the pool.
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These types of information may be of interest to some investors, but market participants
generally believe that they may not considered to be material for one or morc of following
reasons: 1) the material elements of the information are summarized in the Section 10
prospectus; 2) financial information about originators and servicers is not material because
the ABS are not interests in or obligations of such entities; however, material information
that called into question the ability of such entities to perform their contractual obligations
should be disclosed; 3) historical loss and delinquency information may not be material
because the applicable portfolio does not share enough characteristics with the ABS asset
pool; 4) prior series information is not considered material because each ABS asset pool is
separate and distinct, and is not affected by the performance of other pools; 5) analytical
information does not describe the ABS or the underlying assets, but rather addresses the
projected performance of the security based on assumptions specified by the investor; or 6)
in many cases, the information is of a type that is routinely available publicly or on request,

or is prepared primarily for a purpose other than use in the offering, or constitutes ordinary
course business communications.

The breadth of these types of information illustrates the point that what is of interest to a
particular investor is not necessarily material for all investors. These types of information
are generally provided only to investors that requestit. Given the variety, scope and volume

- of such information that may be available for any given offering, it would be unreasonable .

to expect that all investors would want to review such information, or that all investors
should be required to receive 1t

Unfortunately; whén an issuer or underwriter provides such information to a prospective °
investor during the period when an ABS offering is being conducted (or shortly before the
offering commences), if the provision of the information can be viewed as being made to
support the offering, then there is a risk that a' Section 5 violation could be alleged 'in the
future which could. give rise to a recision right: under Section 12. It is the threat of this -
dracoman result that Creates a chilling effect on prov1dmg such mformatlon

Even if the risk of a Section 5 vxolatlon were removed, there would still be a chlllmg effect 3
- if there was a requirement to- file all such information that is prov1ded to prospectlvev

investors. Issuers and underwriters would prcfer not to file such information, as doing so -
- would potentially expose them to 11ab111ty as part-of the registration statement. Moreover,

. afiling requirement would be impractical. Information of the types described in this section
- in most cases are not available in formats that can be readily or cost effectlvely converted to
electronic formats required by EDGAR. In many cases, the information is extremely
voluminous, and it would impose a very heavy burden on the issuer and underwriter to
assemble and file this material in physical form even if that were allowed. F111ng in physical
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form would be of no practical use to investors, as the material could not be retrieved
electronically.

Many ABS transactions involve publicly offered, investment grade classes® as well as
subordinated, below investment grade classes that are privately offered. Insome cases, the
assets are of a type that the prospective investors in the subordinated classes wish to review
loan level background information (this is most typical with CMBS). . In these cases, a
prospective investor in the subordinated classes may be given access to that information, but
only upon signing a confidentiality agreement that prohibits that investor from purchasing
any of the publicly offered classes. This prohibition is deemed necessary under current law

to avoid a Section 5 violation; however, itcreates obvious market inefficiencies by restricting
access to the public offering.

2. Timing of disclosure in an ABS offering

Another key element of the ABS issuance and offering process that is relevant in reviewing

* thé impact of current securities laws is the iterative, give-and-take process that often takes
place between the underwriter and prospective investors. The following illustrative timeline
(which would vary from transaction to transaction) illustrates this process (“C” refers to the
closing date, that is, the date on which the ABS are issued):

C-45days: Issuer provides loan level data for an asset pool to be securitized.by
one of several underwnters Underwnters then prov1de bldS for the
asset pool to issuer. '

C-30 days:‘ Underwri_ter selected by issuer based on bid for the asset pool.

C-15days: Underwriter prepares preliminary term sheets and preliminary
" structure relating to the securities. Term sheets and computational
materials (analysis of yxeld and investment performance under various
- hypothetical scenarios) may be distributed to investors in accordance
with the SEC no- actlon 1etters dlscussed below

C- 10 days: Underwriter. may revise structure as to specxﬁc classes based on

‘feedback from varicus investors. Revised term sheets and
computational materials may be provided. This process may continue - -

for several days.

Publicly offered ABS arein virtually all cases I'CngtCI'Cd onForm S-3, whxch permlts
_ only investment grade classes of ABS
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C-5days:  Structure finalized.

C -3 days: Final pricing; prospectus printed (dated C-2).

C-2days: Confirmations sent to investors, with final prospectus.

C: Closing - securities initially issued. Settlements with investors.

Investors in ABS are uniquely involved in the issuance process. Their feedback during the
iterative process may result in changes to the structure that affect factors such as the interest
rate, payment priorities and weighted average lives of various classes.

The above timeline also illustrates the lack of reliance by ABS investors on a preliminary or
final prospectus as a disclosure document.

In most ABS transactions, a preliminary prospectus is not used, for the following reasons:
1) because most transactions involve repeat issuers, as well as a transaction structure the
fundamental elements of which have been previously used, and much of the content of the
prospectus is already known to market participants; and 2) the most important elements of
an ABS transaction that are unique to a specific transaction can be effectively communicated
~ through structiral term sheets, collateral term sheets and computational materials .in
accordance with SEC no-action letters. For these reasons, a preliminary prospectus is not
necessary to market the securities, and would be an unnecessary expense.

" 'As for the final prospectus, by the time it is available, the investor has already received the
information that it needs to make its investment decision. In fact, production of the final
prospectus is not possible until the iterative process, in which the investor’s input is critical,
is complete. Moreover, the existing requirement to deliver a final prospectus with or-prior -
to the delivery of the confirmation can result in delays in sending the confirmation, which
in turn can interfere with timely settlement In this context, requiring delivery of the final
prospectus with the confirmation does not appear to be necessary in order to provide the
" investor with information needed in order to make an investment decision, and therefore

there is no reason to require actual delivery of the final prospectus with the dehvery of the
conﬁrmauon or of the secunty :

3. Methods of dehverv of non-prospectus mformatlon

Non-prospectus information may be provided to ABS market participants through the
following means:

. oral
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. roadshows
. computational materials/ABS termsheets, in accordance with the no-
action letters referred to below
. interactive databases and analytical tools
. research reports
. issuer periodic reporting

Oral. Section 5 of course permits oral offers to be made prior to the availability of the final
prospectus, after the registration statement is filed. However, due to the highly technical
nature of ABS structures, the utility of delivering information orally is extremely limited.
This was recognized by the SEC in the Kidder/PSA no-action letters described below. Itis
simply not possible to convey orally meaningful information about an ABS structure, the
underlying asset pool, yield or other economic performance information, or background
information of the types described above, given its highly technical and quantitative
character.

Roadshows. Roadshows are generally not used with ABS, except in the case of new issuers,
or new programs or asset types of existing issuers. Where roadshows are used, the ability
to transmit the presentation through electronic media in accordance with procedures such as
those set forth in the applicable SEC no-action letters would be of significant interest to ABS
market participants.” However, one significant impediment to the use of those letters is that
they require the delivery of a preliminary prospectus prior to allowing the viewer access to
the presentation. In the ABS markets, this requirement is highly problematic. As discussed
above, in most ABS transactions, a prehrmnary prospectus 1s not used

Computational materzals/ABS termsheets. Because of the unique needs of ABS investors
for detailed information about a new ABS issue prior to the availability of the final
prospectus, the ABS market has been in the vanguard of developing new procedures

. . designed to ease the restrictions of the Securities Act and respond to investors’ mformatlon

needs. One of the most important developments along these lines was the, 1_ssuance of the
Kidder and PSA'no-action letters in 1994 and 1995, whichpermit the distribution of written’

A listing and dlscusswn of the SEC no-action letters applicable to electronic
roadshows appears on pp. 88-89 of the outline titled Current Issues and Rulemakmg

Projects published by the Division of Corporate Fmance dated November 14,2000
and available on the Commission’s website.
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computational materials and ABS term sheets.'® Under these letters, an underwriter may
provide the following written materials prior to the availability of the final prospectus:

. computational materials: projections of yield, weighted average life
and other economic parameters of an ABS class under various
scenarios including assumptions as to prepayment speeds, loss rates,
market interest rates and other parameters.

. structural term sheets'': summary descriptions of the proposed
structure for an ABS issuance, including information such as class
sizes and remittance rates, payment priorities, credit enhancementand
other important terms.

. collateral term sheets: summary information as to the characteristics
of the underlying asset pool.

These no-action letters have served the needs of the ABS community by permitting
minimally necessary term sheet materials to be used when needed, without creating a Section
5 violation. However, there are some important drawbacks to the permitted procedures.

First, the no-action letters are narrowly drawn in terms of the materials that may be delivered. .

The letters do not permit the delivery to prospective investors in an upcoming ABS offering

of background information, prior series data, loan level data and access to loan files. As

discussed above, such information, while not material for purposes “of the Section 10
- prospectus, may nevertheless be of interest to prospective investors. The no-action letters’
“leave open the threat of a Section 5 violation for the use of such information.

' Secondly, the no-action letters require the filing of computatlonal materials and ABS term
" sheets on Form 8-K, résulting in incorporation of that information by reference into the
issuer’s registration statement. This creates potential Section 11 and Section 12 (a)(2)

. liability for all persons subject thereto. For example, an issuer would have Section 11

No-actlon letter dated May 20, 1994 issued by the Comm1ss1on to. Kldder Peabody
Acceptance Corporation I, Kidder, Peabody & Co. Incorporated and Kidder -
Structured Asset Corporation, as made applicable to other issuers and underwriters
by the Commission in response to the request of the Public Securities Association
dated May 24, 1994, as well as the no-action letter dated February 17, 1995 issued
by the Commission to the Public Securities Association.

Structural term sheets and collateral term sheets are collectlvely referred to as “ABS
term sheets.”
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liability for computational materials and structural term sheets prepared by the underwriter,
even though the issuer typically has absolutely no involvement in making the related
calculations or in determining the structure of the securities, and the assumptions used for
the scenario analyses contained in these materials are generated by the underwriter or by the
investors themselves. Moreover, as discussed in II.C.1. belcw, Rule 10b-5 liability is the
appropriate standard for material other than the Section 10 prospectus, and we believe is
adequate to protect the investors’ interests.

Another drawback of the no-action letters is that the filing requirement does not appear to
be necessary or helpful in light of how the ABS markets operate. Since current
computational materials and ABS term sheets are available on request from the underwriter,
and since the underwriter will provide investors with customized computational materials
based on parameters that in many cases are specified by the investor, there is very little
likelihood that an investor would ever wish to review computational materials and ABS term
sheets as filed with the SEC. In fact, the SEC by longstanding practice has allowed these
"materials to be filed in physical form due to the recognized hardship that would be involved
in converting them to electronic formats required by EDGAR. Because they are not filed
electronically, it would be impracticable to obtain them from the SEC’s files. It should be
noted that investors apparently have not objected to this practice, and we are aware of
virtually no investor demand for filed computational materials, which indicates that investors
do not feel the need to be able to retrieve such materials from the SEC’s files.-

The Bond Market Association believes that the no-action letters donot serve as a good model
forregulating the broader categories of information of interest to prospective ABS investors, _
such as background information, prior series data, loan level data and access to loan files.™
These materials for the most part represent ordinary business comimunications and records,
and are not prepared with the intention of satisfying Section 11 and Section 12 (a)(2)
" disclosure standards relatmg to material misstatements and omissions. Moreover, the filing
requirement does not appear to provide any practical benefit to investors. Finally, these
materials generally cannot be readily or cost effectively converted to electronic formats
required by EDGAR, and in many cases it would impose a very heavy burden on the issuer |
and undérwﬁter to assemble and file this material in physical form even if that Were allowed

' Interactzve databases and analytzcal tools. . ABS investors can obtam mformatlon about the
projected ecoriomic performance of existing ABS, or in some cases ABS to be issued in the
_near future, from a variety of interactive databases.'* These are facilities that are generally
established and maintained independently of the  underwriter, but contain sufficient
information about the structure and underlying collateral to be able to model the transaction.

For example, these services  are provided by Intex Solutions, Inc. See
www.intex.com.- . : S
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Through these facilities, the investor can obtain analysis and projections based on
assumptions and parameters input by the investor. In addition, investors that have access to
analytical software tools (which may be investor-developed, obtained under license, or
available through a website or a subscription-based investor information service) can use
information of the type included in ABS term sheets to generate data as to projected
economic performance.

Since these interactive databases and analytical tools are not provided by or on behalf of the
issuer or underwriter, they are not regulated under the Securities Act. However, as an aid to
investors, it would be very helpful for issuers and underwriters to be able to offer such
databases and tools directly, or to be able to provide software plug-ins or modules designed
to be used with such facilities maintained by others, including during the pendency of a
public offer, without raising any concern under Section 5.

Research reports. Some of the most difficult issues handled by securities lawyers in the ABS
field relate to research reports. The rules in this area are very subjective, practices of broker-
dealers vary widely, and there are certain characteristics of the ABS offering process that
make it difficult to apply traditional research report concepts.

Some broker-dealers publish monthly or other periodic reports on the ABS markets or on
- specific sectors of the ABS markets. ABS research reports may also be styled as special
reports that focus on new developments, such as new asset types, new structural features,
new credit enhancements, current.leg.al issues, or new analytical models or tools. ABS
research reports that focus on a single topic may address several issuers to which that topic

pertains, or may address a single issuer. Reports on new asset types features or credit
enhancements frequently focus on a smgle issuer.

In some cases, a broker-dealer that w111 or may part1c1pate in an upcoming offering of a
specific series as an underwriter expresses an interest in publishing a research report that may

be relevant to that offermg, and may take the form of a report on a single issuer or on new o

asset types, features or credit enhancements. In some cases, it may be difficult to conclude
that the report falls clearly within generaily understood conoepts of a permitted research
report and does not have a substantial marketing element. Counsel may recommend that
such reports be released sufﬁcmntly in advance of the commencement of the offeringinorder -
to mitigate the risk of ‘a Section 5 violation. - While this approach may appear to be
excessively conservative to some, others believe that this conservatism is warranted given
- the lack of clarity of the rules and the potcntial consequences of a Sectidn 5 violation.

Rules 137, 138 and 139 under the Securities Act were not drafted with ABS in mind and
pose numerous interpretive difficulties. In recognition of this, the SEC attempted to set forth
guidelines specifically designed for researchreports in the ABS context, in its no-action letter
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dated February 7, 1997 issued in response to the Association. However, there remain some
issues that are frequently encountered under these guidelines. In particular, the requirements
of “no greater prominence” for specific structural or collateral features may not be met in
single topic reports. Moreover, the “previous publication with reasonable regularity”

requirement can be difficult to apply in single topic reports about new developments.
Another difficult issue is the requirement that “sufficient information is available from one
or more public sources” to provide a reasonable basis for any views expressed. In many
cases, ABS research reports are based in part on analysis of non-public performance data on
prior series of ABS. Finally, even where the literal requirements of the letter are satisfied,
there are some ABS securities lawyers that find it difficult to conclude that a research report

that is clearly prepared and used with substantial marketing purposes in mind does not give
rise to Section 5 compliance issues.

Another issue with research reports that is a particular problem with ABS arises from the fact
that many ABS issuers are frequent issuers, sometimes issuing as often as monthly. To the
extent that counsel advises that a research report with apparent marketing content should not
be published within a certain period of time before the commencement of the offering for the

next upcoming series, it may be extremely difficult to find a window of time when
publication could be made.

Issuer periodic reporting. 1n the early days of ABS, periodic reporting by issuers (or by
servicers or trustees on their behalf) consisted of little more than the monthly statements to
investors containing. the specific information required under the pooling and servicing
~ agreement or other operative document. This information typically included data on'a cldss
by class basis as to interest and principal distributions, remaining principal balance, pool
factor (the percent of the original pool balance outstanding), and delinquency status.

As analytical tools available to investors have become more sophisticated, investors have
demanded more and more information from issuers about outstanding series. In addition,
investor appeute for easy to use compllatlons of hlStOl’lC data continues to grow

Today, issuers of ABS may provide ongomg reporting through the followmg means, in
addition to the periodic statements. requlred by the opexatwe documents: '

» "~ posting of current arid hlstorlc pool level information on outstanding
series on a website - ‘

o posting of updated pool characteristics of outstanding series on a
website
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. posting of certain loan level information on a website, including data
on defaulted loans
. providing current loan level data on the entire pool to broker-dealers,
to persons maintaining interactive databases, or to investors upon
request
. providing detailed loan level information to investors under a
confidentiality agreement.

Of course, information about prior series may be of interest to prospective investors in new
series. Issuers and underwriters may even direct prospective investors in a new series to such
publicly available information, as part of the marketing efforts for the new series.
Nevertheless, issuers need to know that the publication of such information without
interruption during the offering of a new series will not give rise to any issues under Section
5. Most importantly, information of this type is increasingly demanded and expected by

_investors, who wish to use it to evaluate potential securities purchases or monitor the
performance of their current holdings.

B. Seasoned Issuer Fixed Income Markets: Communications Practices and
Issues : '

~ A number of parallel issues arise with seasoned issuers (ones that are eligible to use Form
S-3 and F-3), in connectlon with non—ABS fixed income securities.

Asused in this letter, “seasoned issuers” refers to domestic issuers (other than ABS issuers)
that meet the registrant requirements for use of Form S-3, or foreign issuers that meet the
registrant requirements for use of Form F-3. These requirements include: the registrant has
a class of outstanding securities registered under Section 12 (b) or (g) of the Exchange Act
or is subject to reporting requirements under Section 15(d) of the Exchange Act; has timely

filed all reports required under the Exchange Act for the preceeding 12 months and has not
: defaultcd on certain material obhgatlons

Investment grade fixed income secur_ities of seasoned issuers are marketed, analyzed, priced .
and traded in a way that is fundamentally different from equity securities. Unlike equity.-
“'securities, the vast majority of fixed income securiti€s bear a fundamental pricing
relationship to benchmark securities, or to other fixed income securities that have similar

13 The public float requirements of those forms are not relevant because our proposal

is limited to investment grade fixed i income securmes as to which the pubhc float
- requirements do not apply



Mr. David B.H. Martin
November 30, 2001
Page 17

credit, rating, yield and maturity characteristics. Quantitative information about the prices
and yields of benchmark securities, and other comparable securities, is readily available. In
other words, the price of an investment grade fixed income security of a seasoned issuer is
primarily dependent on objective criteria such as the issuer rating and the financial terms of
the security, and on market conditions, rather than on specific information about the issuer.

The Commission has long recognized these factors, and the fungibility of investment grade
fixed income securities. The Commission’s adoption of exception (xiii) to Rule 10b-6 in
1983 reflected its belief “that it is very difficult, if not impossible, to manipulate the price”

of investment grade fixed income securities.'" As the Commission observed in proposing
the amendment:

Investment grade debt securities are generally thought to trade in accordance
with a concept of relative value, L.e., such securities are to a large degree
fungible, so that investors generally evaluate new offerings by looking at
comparably rated securities of other issuers. Debt securities that are not of
investment grade may pose a greater potential manipulative threat, since
those securities tend not to be fungible. Investors are therefore more likely -
to compare yields of new non-investment grade debt offerings with those of
outstanding debt securities of the same issuer.

In a subsequent concept release, the Commission referred to exception (xiii) as being
“premised on the fungibility of investment grade issues (i.e., that securities with sxmllar
terms will trade on rating and yield rather than i 1ssuer 1dent1ﬁcat10n) s

~ To the extent that investors in ﬁxed income securities of seasoned issuers do \msh to take
into account specific information about the issuer in making their investment decisions, their
needs will generallybe fulfilled by information that is routinely supplied to the markets about
the issuer on an ongoing basis, including information provided by the issuer’s Exchange Act

reports, information provided to the public by the issuer via its website and other medla and_
research reports and other analyst information.

- Fixed income securities of seasoned issuers are generally considerably less complicated than
.ABS, and there is not as great a need to be able to distribute written materials prior to the
prospectus. Nevertheless, seasoned issuers of investment grade fixed income securities -
should be able to use materials that are andlogous to ABS term sheets and computational -

1 Release No. 34-19565 (Mar. 4, 1983) (adopted), Release No. 34-18528 (Mar. 3,
1982) (proposed).
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. Release No. 34-33924 (Apr. 19,1994). .
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materials, as needed. In this regard, the negative aspects of these precedents (Section 11 and
12 (2)(2) liability and the filing requirement) should not be imported into this context.

Physical or in-person roadshows are generally not used with fixed income securities of
seasoned issuers. Where roadshows are used, the presentaticn is often transmitted through
electronic media in accordance with procedures such as those set forth in the SEC’s no-
action letters on electronic roadshows. However, asin the ABS markets, the fact that those
letters require the delivery of a preliminary prospectus is a substantial barrier. A preliminary
prospectus is generally not used with fixed income securities of seasoned issuers due to the
additional costs involved, as well as the fact that, given the availability of Exchange Act
reports and other information about the issuer and the manner in which such securities are
marketed and priced (as discussed above), a preliminary prospectus is not needed for
investors to obtain the information needed to make their investment decisions.

C. Arguments for Proposal

1. Only the Section 10 prospectus should be subject to Sections 11
and 12(a)(2) of the 1933 Act

The issuer and underwriter will remain obligated to use, make available to
investors and to file with the SEC as and when required under our proposal,
a Section 10 prospectus, which is subject to the remedies provided by
Sections 11 and 12(a)(2) of the Securities Act.

" Therefore, if the issuer or underwriter includes in non-prospectus
communications any information that is not in the prospectus, and if the
omission of this information from the prospectus makes the other statements
in the prospectus misleading, investors who did not receive the information

* will have remedies under’ Sectlons 11 and 12(a)(2) with respect to the |
_ prospectus

Because these remedies are avallable thc issuer and underwnter have
- adequaté legal incentives to make sure that. the Section 10 prospectus
contains all information necéssary to make the statements therein” not
" misleading. As a result, there is no policy reason to require -that non-

- prospectus communications be filed with the SEC or otherwise be made
pubhcly avallablc to all investors.

The Bond Market Association believes that Rule 10b-5 liability is the
appropriate standard for non-prospectus communications during the course
of an offering. This is because non-prospectus communications typically do
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not purport to present the totality of information that the issuer believes is
necessary to make an investment decision in the securities. Rule 10b-5 is
appropriate for communications of this type because it encompasses material
misstatements as well as omissions necessary to make the statements made
not misleading. However, Rule 10b-5 does not include the more onerous
elements of Section 12(a)(2) such as lack of scienter (that is, intent to deceive
or defraud by the provider of the information), lack of reliance by the investor
on the error or omission in question, and burden of proof on the defendant,
which should be reserved for the Section 10 prospectus.

In this connection, we note that non-prospectus communications, to the
extent that they are now permitted without violating Section S (e.g., research
reports under Rule 139 or “free-writing” materials used with a Section 10
prospectus) are subject only to Rule 10b-5 liability. We believe the expanded
category of communications that we propose should also be subject only to

- Rule 10b-5 liability.

With respect to term sheet type communications, as well as informal

-communications such as e-mail and electronic messages, it is generally

understood that these materials are summary in nature, and are superseded in

. their entirety by the information in the final Section 10 prospectus. It is also

understood that the investor may not receive, or may not review, the final
prospectus until after its investment decision has been made. In this context,
the use of a term sheet or other communication that purports to describe the
transaction but that fails to disclose a material term or condition that would
have altered the investor’s decision could give rise to a R_uld 10b-5 claim.

As to the broader categories of information of interest to prospective
investors, such as current information about the issuer, or in the case of ABS
background information, prior series data, loan level data and files, these
materials for the most part represent ordinary business communications and -
records that are not prepared with the intention of satisfying Section 11 and
Section 12 (a)(2) standards. -Attempting to hold such communications to

_those standards will simply reduce (or in some cases eliminate) their

availability. Nevertheléss, if an issuer or underwriter uses such information '
that contains material errors or omissions in context in connection with a
securities offering, where the issuer or underwriter is aware or should have
been aware of the error or omission and an investor relies on the information
to its detriment, that could give rise to a Rule 10b-5 claim.
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2. There is little risk of conditioning the market for the types of
securities covered by the proposal.

This proposal is limited to investment grade fixed income issuets using Form
S-3 and F-3, which includes two kinds of issuers: seasoned 1ssuers with a
substantial reporting history, and issuers of ABS.

As to seasoned issuers, by definition these are companies that are already
known to the U.S. capital markets and which are subject to reporting
requirements under the Exchange Act, including the obligations to file
periodic financial statements and to report material developments on a Form
8-K. Suchissuers are tracked by fixed-income analysts that gather and verify
information and report on their findings regularly. Analyst reports in the
fixed-income context tend to be oriented towards comparing the securities
with market benchmarks, as distinct from equity research which focuses more
on issuer financial projections. Because there is already an established
market for the securities of such issuers and a substantial volume of publicly
available financial and other information about them, there is comparatively
little risk of “conditioning the market” for a new securities offering through
a non-prospectus communication.

As to ABS issuers, the securities that are offered under Form S-3 are limited
to investment grade ABS which are fixed- income securities. The information.
used to market ABS is essentially empirical data and analysis about the
structure of and collateral backing the securities. The prospects for

‘conditioning the market for an ABS offering through the disclosure of

incomplete or subjective information are extremely remote.

Both of these types of issuers are fundamentally different from other types of
issuers for whom conditioning the market may be a legitimate concern, in
particular operating companies making initial public offeriigs. For Form S-3
and F-3 investment grade fixed income security issuers, the risk of harm due
to conditioning the market is not sufficient to warrant the various restrictions
on supplymg non-prospectus mformatlon under current law

3. An overly expansive view of what constitutes a “prospectus” is no
. longer appropriate.

_ Existing securities law interpretations are based on the view that any written

communication by an issuer or underwriter during an offering period, that has
any offering or securities marketing content, should be viewed as a
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prospectus thereby giving rise to a potential Section 5 violation. The SEC
attempted to further codify this approach in the Aircraft Carrier release, by
defining a broad range of communications that could be used without
violating Section 5, but which were subjected to filing requirements and
Section 11 and 12(2) liability.

This approach is no longer workable in the context of issuers of investment
grade fixed income securities registered on Form S-3 and F-3, and therefore
for such issuers and their underwriters non-prospectus communications
should not be deemed to be prospectuses, due to:

The development of information technologies which blur the
distinction between written and oral information, including
the use of interactive databases for which it is impracticable
to track the information actually provided to any user for
filing purposes

The growing demand by investors in outstanding securities
for current, ongoing information about Form S-3 and F-3

issuers and their previously issued securities

The fact that many Form S-3 and F-3 issuers (both seasoned
issuers and ABS issuers) are in an offering period for new
issues on a frequent, and in some cases continuous basis

The practical inability to distinguish, with respect to.such
issuers, between ‘“normal business communications” and .
“offering materials”, as the SEC attempted to do in the
Aircraft Carrier release. For example, for an ABS issuer the

publication of information or analytical reports on the
~ performance of outstanding series is clearly a normal business
communication; however, if made during an offering period

such communication could.b'eICQnsidered to be offering '

. material.

Moreover, we believe that the securities industry’s response to the
“Aircraft Carrier release clearly indicates that market participants do
‘not consider Section S relief (that is, the expansion of materials that

may be used as “free writing” without being treated as a prospectus

under Section 5) to be workable or in any way helpful unless the
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materials permitted to be used are also exempted from filing
requirements and from liability under Section 12(a)(2).

Instead of the Aircraft Carrier approach, we propose that for Forni S-3 and F-

3 eligible issuers, the term “prospectus” should be limited to the Section 10
prospectus.

4. _ Exchange Act reports provide current information about an
issuer.

For non-ABS Form S-3 and F-3 issuers, since such issuers are continuously
subject to reporting requirements for material developments under the
Exchange Act, the information in the Exchange Act reports should in most
cases provide adequate disclosure about the issuer, so that delivery of a
Section 10 prospectus can be considered redundant to the extent that it serves
as a disclosure document for information on the issuer. Any information
about the issuer that does not rise to the level of materiality requiring
reporting under the Exchange Act should not be viewed as material enough
to constitute a “prospectus” in the context of an upcoming offering.

Form S-3 and F-3 registrants (other than ABS issuers) must be required to
file Exchange Act reports, and must have timely filed all reports required

under the Exchange Act for the preceding 12 months.

For such issuers, particularly in the context of an offering of investment grade
fixed income securities, we believe that the information required to be on file
and publicly available in the issuer’s Exchange Act reports would generally .
constitute all material information about the issuer that would be necessary
to make an investment decision. - Accordingly, to the extent that existing
prospectus delivery requirements are designed to provide disclosure about the
issuer to the investor, the provision of this information in a.Section 10 -

- prospectus does not appear necessary. Moreover, since the Exchange Act

reports are already in the public record, it should be possible to use offering
materials (in advance of the Section 10 prospectus) that describe the issuer
without running the risk of a Section 5 violation. In the event that there was -
a material omission from the Exchange Act reports, due to the incorporation
by reference of the Exchange Act reports into the prospectus that omission
would also be a potentially actionable omission from the prospectus.

Within the context of investment grade fixed income securities of seasoned -
issuers, in the event that there were material developments about the issuer

that are not yet reflected in the Exchange Actreports at the time the securities
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are offered and sold and that would have a material impact on the value of the
securities, the issuer and underwriter would have an obligation under Rule
10b-5 to effectively communicate that information to investors before they
make their investment decisions. This could be achieved, for example, by
filing a special report on Form 8-K, in advance of the time when the report
would normally be required and in sufficient time to allow the information
to be noted by market participants. The ABA Proposal follows this approach,
and includes specific proposals regarding the timing of Exchange Act reports
in order to address this issue.

5. Existing guidelines on research reports and roadshows are
unduly restrictive.

As discussed above, the current rules relating to research reports present
interpretative issues for ABS. There is a practical inability to clearly
distinguish between research reports which are marketing pieces vs. bona fide
research. Moreover, particularly with ABS involving new issuers, structures
or asset types, it may be unclear whether a research report that is valid when
initially published is still appropriate during a subsequent offering period if
it can effectively be used for marketing purposes.

For fixed income securities of seasoned issuers, the existing research report
rules are unduly restrictive, and more extensive publication should be

- permitted. Liberalization of these rules could be made without increasing

risks to prospectlve investors.

The SEC’s existing no-action letters on electronic roadshows require delivery
of a preliminary prospectus. This requirement should be eliminated for ABS
and investment grade fixed income securities of seasoned issuers because a

preliminary prospectus is generally not needed in such offermgs for the
reasons dlscussed above. .

The electromc roadshow no- actlon letters rely heavily on preservmg the

’ dxstmctlon between oral and written communication in theelectronic context.

For example, the letters require that the viewer of the presentation not be able

“to-download or keep an electronic copy of the presentation, but be able to

view it in real time only. As communications technologies continue to
develop, it is likely that-the preservation of the legal fiction that some
electronic communications are more analogous to oral speech, or to writing,
will become increasingly untenable, and that therefore rules that determine
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how to regulate communications depending on whether they are “oral” or
“written” will lose their legitimacy.

6. Prospectus delivery requirement needs revision.

Investors in ABS and investment grade fixed income securities of seasoned
issuers generally make their investment decisions without having first
received and reviewed the final Section 10 prospectus. Such investors are in
most cases institutional investors, who increasingly have access to other
information (to the extent permitted under current law) that they consider to
be sufficient to make their investment decision. The final prospectus in
practice serves primarily as a formal record of the offering, and as a liability
document enabling potential future redress to the investor. In this context,
the requirement that the final prospectus be delivered with the confirmation
or with the security seems unnecessary and antiquated.

Our proposal would modify the prospectus delivery requirement for eligible
Form S-3 and F-3 securities, to permit an “access equals delivery” approach.
Access would be deemed to exist when the final prospectus has been
provided by or on behalf of the issuer to the underwriter for use in connection
with the offering, provided that reasonable steps are taken.to make the
prospectus available to prospective investors (including via electronic
means), and the final prospectus has been or will be filed with the

~ Commission in compliance with Rule 424 (b)(2) or (b)(5) which require

filing within two business days of first use, Underwriters can of course
continue to send physical prospectuses with or before the confirmation, or
provide them electronically in accordance with existing SEC releases.
Alternatively, the issuer could make the prospectus available through other

means as it sees ﬁt such as postingitona webSIte when it has been approved
for use. - -

The Bond Market Association believes that for éligible Form S-3 and F-3
securities, given their nature and their predominant institutional investor base, *
itis appropriate to allow the marketplace and its participants to determine the
means by which prospectuses should be delivered or otherwise made

available, and whether those means provide meaningful access to investors, . -
- and that these matters do not necd to be further regulated..

IHI. PRIVATE OFFERINGS OF ABS AND SEASONED ISSUER FIXED INCOME

SECURITIES
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This section will discuss the Association's communications reform proposals relating to
private offerings of ABS and other fixed income securities of seasoned issuers, including
high yield securities.

Our proposals are as follows:

Amend Rule 144A to eliminate the requirement that the securities be offered
only to qualified institutional buyers.

Amend Rule 502(c) by eliminating the prohibition on general solicitation.

Amend Regulation S to eliminate all prohibitions on directed selling efforts
in the United States.

These changes are intended to permit the unrestricted use or release of any materials,
including offering materials, provided that actual sales are limited to eligible purchasers
under the applicable exemption from registration.

These proposals are intended to address communications in any oral, written or electronic
format, including live and electronic road shows, offering circulars and supporting

documents, and information posted through any website or other media (such as third party
information services).

Although these proposals are not limited to ABS and fixed income securities of seasoned

issuers, we will discuss the proposals from the perspective of those segments of the capital
markets. - - : -

A. ABS and seasoned fixed income issuer markets: communications
practices and issues .

ABS of U.S. based issuers are frequently sold in unregistered offerings of various types for
a variety of reasons. Non-investment grade classes of ABS are almost always sold in
. unregistered offerings because they are not eligible for shelf registration on Form S-3. Other
types of investment grade ABS may be offered privately because they are not eligible for
Form S-3 for other reasons, such as ass’et_concentration, the inclusion of non-financial assets,
‘or the active management of assets. Investment grade ABS may also be sold privately to
reach specific investors, to reduce issuance costs, or in cases where a broad market has not
yetbeen established (for instance, where the assets are of a type that has not been securitized
before, or where the issuer or originator has not previously been involved in a securitization).

b
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Seasoned issuers (that is, issuers that meet the registrant requirements for registration on
Form S-3) may also issue fixed income securities in unregistered offerings for a variety of
reasons. Typical reasons would be to reach specific investors, to reduce issuance costs
particularly where the dollar amount to be issued is relatively small, timing constraints or
accounting reasons, or in limited circumstances to avoid constraints under Regulation M.

Transfer restrictions for unregistered offerings usually follow one of several typical formats.
In one typical format, initial sales as well as all subsequent sales are restricted to QIBs'®

IAIs", or to QIBs and accredited investors'®. The transfer restrictions usually prevent the
registration of any transfer unless both the transferor and the transferee make written

certifications as to relevant facts. Opinions of counsel may be required, in transfers other
than to QIBs.

In another typical format, initial sales as well as all subsequent sales are restricted to QIBs
or IAls, or to non-U.S. persons who purchase in accordance with Regulation S. These
formats require that when non-U.S. persons resell into the United States, that the securities
can be transferred only to QIBs and IAls. Again, registration of any transfer is prohibited
unless both the transferor and the transferee make written certifications as to relevant facts.

Unregistered investment grade ABS may be issued in book-entry form for sales to QIBs. In
that case, the offering memorandum will typically include provisions that: 1) describe the
transfer restrictions applicable to resales, 2) require investors to notify any transferees of the
transfer restrictions, 3) require that any IAls that purchase must take delivery in physical
form, and 4) state that subsequent transferees are deemed to be aware of and to certify
compliance with the transfer restrictions. These provisions are generally viewed by
underwriters and their counsel as adequate to assure that the transfer restrictions will be
complied with for securities of this type, and are appropriate for a limited investor base such

as one consisting of QIBs (and may be appropnate for other limited groups of i investors as
well).

In the ABS markets in particular, limitations on pubhc1ty or unrestncted 1nformat10n about
unreglstered offerings is detnmental for the followmg reasons:

16

“Qualified Institutional Bﬁyers’;’ as defined in Rule 144A under the Scéux_ities Act.

. “Institutional Accredited Investors”, or persons other than natural persons that are
“accredited 1nv_estors as defined in Rule 501 under the Securities Act.

As defined in Rule 501 under the Securities Act.
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In many cases, the issuers also issue publicly offered ABS and their securities
are widely held and tracked by market participants. The inability to freely
publish information about the issuers private transactions may prevent market
participants from gaining a complete picture of the issuer’s products.

For issuers that only issue privately, prohibitions on the publication or
transmission of offering documents creates a “knowledge gap” whereby
structuring elements and other transaction features are not widely understood
by market participants, and the performance of the securities cannot be
tracked. This is particularly a problem in market segments where most or all
transactions are issued privately.

Arguments for Proposal

1. Transfer restrictions are adequate

Transfer restrictions commonly used by ABS issuers and seasoned issuers of
fixed income securities provide reasonable assurance that the securities
cannot be transferred to persons that do not meet the requirements for the
applicable exemption from registration. Furthermore, such securities are for
the most part of interest primarily to institutional investors only. Prohibitions
on publicity, unrestricted information or general solicitation arenot necessary
to further safeguard against investment by non-eligible purchasers.

2. Likelihood of conditioning the market is remote

In the context of ABS issuers and seasoned issuers of investment grade fixed

income securities, the likelihood of conditioning the market through

premature disclosure, or. through disclosure to persons that are not eligible
mvestors is remote.

Seasbned issuers are companies that are already known to the U.S.
capital markets, and about which a substantial volume of pubhcly
avallable information i is available. :

The market for privately placed ABS is not a broad market, but rather

_is essentially an institutional investor market. Participants in this
market are highly sophisticated, and are not likely to be conditioned
or in any way misled through the release of information about a
transaction outside of the normal channels for dlstnbutmg private
placement offering materials.
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For the same reasons, the risk that unrestricted disclosure in the U.S. about
Regulation S offerings of ABS or investment grade fixed income securities
of seasoned issuers would result in resales to U.S. persons in violation of
Regulation S appears extremely remote.

3. Suppression of information is harmful to the capital markets

As stated above, existing restrictions on the publication or release of
information on privately placed offerings creates a lack of knowledge in the
markets about the assets, structure and performance of certain ABS. This

may affect all or a portion of a specific issuer’s securities, or entire segments
of the ABS markets.

The effect of our proposals would also be to allow the liberal publication of
research reports in the context of privately placed offerings. We believe that
this result would also be of great benefit in spreading knowledge and making
more transparent the markets for privately placed ABS or investment grade
fixed income securities of seasoned issuers.

IV. CONCLUSION

As we have discussed in this letter, the existing securities law framework imposes restraints
on communications that are incompatible with today’s ABS and seasoned issuer investment
grade fixed income markets. We believe that substantial regulatory relief is needed in order
to permit the free flow of information in a manner that market participants need and demand,
without giving rise to the substantial legal uncertainty and potential for disproportionate
liability that exists under the current regulatory framework. As we have stated, an essential
underpining of our proposals is the premise that the expansion of materials that may be used
as “free writing” without being treated as a prospectus under Section 5, will not be workable
~ orin any way helpful unless the materials permitted to be used are also exempted from filing
© requirements and from liability under Section 12(a)(2).
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The Association appreciates this opportunity to provide its views to the Commission on the
matters discussed herein. We look forward to meeting with you and continuing our dialogue
on the matters discussed in this letter. Please address any questions or requests for additional
information to Michel de Konkoly Thege or Laura Gonzalez of the Association at 212-440-



Mr. David B.H. Martin
November 30, 2001
Page 29

9400, or to Stephen S. Kudenholdt of Thacher Proffitt & Wood, special outside counsel to
the Association in this matter, at 212-789-1250.

Sincerely,
/s/ Elliot R. Levine /s/ Bianca A. Russo
Elliot R. Levine Bianca A. Russo
CIBC World Markets J.P. Morgan Chase & Co.
2001 Chair, Corporate Bond 2001 Chair, MBS/ABS
Legal Advisory Committee Legal Advisory Committee
of the Bond Market Association of the Bond Market Association
cc: The Honorable Harvey Pitt, Chairman

Mark Radke, Securities and Exchange Commission

[Tew: NYLEGAL:13284.1] 1929600001 12/04/01 9%:17am



APPENDIX 1

SPECIFIC REGULATORY PROPOSALS

Public ofterings. Our specific proposals relative to public offerings are as follows:

1.

add new Rule 134x under the Securities Act as follows:

Rule 134x. Communications not Deemed a Prospectus for Eligible
Form S-3 Securities.

(a) With respect to any eligible Form S-3 security, the term
“prospectus” as defined in Section 2(10) of the Act shall not include any
communication of any type, by any person, at any time and in any format,
other than a written prospectus meeting substantially all of the requirements
of Section 10 (a) of the Act.

(b) The publication, delivery or use of any communication of any
type, by any person, at any time and in any format, other than a written
prospectus meeting substantially all of the requirements of Section 10 (a) of
the Act, shall not constitute an “offer to sell” or an “offer to buy” any eligible
Form S-3 security for any purpose under the Act.

(c) The term eligible Form S-3 security means any security that
meets all of the following requirements:

(1)-  The security is either (A) an asset-backed security as defined
in General Instruction IL.B.S5. to Form S-3, or (B) an
investment grade fixed income security of an issuer that

meets the registrant requirements for registration on Form S-3
or Form F-3.

2) The security has been or will be offered in an offering
pursuant to a registration statement filed or to be filed on
Form S-3. ‘

For purposes of this Rule, ﬁx_'ed‘incom'e security has the meaning defined in
section (b)(2).of Rule 3a-7 under the Investment Company Act of 1940.

add new Rule 153x under the Securities Act as follows:
Rule 153x.  Definition of “Preceded by a Prospectus” as Used in

Section 5(b)(1) and 5(b)(2), for Eligible Form S-3
‘Securities.
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With respect to any eligible Form S-3 security as defined in Rule
134x (c), the term “preceded by a prospectus” as used in Section 5(b)(1) and
5(b)(2) of the Act with respect to any requirement for the delivery of a
prospectus shall be satisfied if a written prospectus meeting the requirements
of Section 10 (a) of the Act has been provided by or on behaif of the issuer
to the underwriter for use in connection with the offering after effectiveness
of the related registration statement; provided that (a) reasonable steps are
taken to make such prospectus available to prospective investors, and (b)
such prospectus has been or will be filed with the Commission in compliance
with Rule 424 (b)(2) or (b)(5).

[IP‘I: NYLEGAL:13284.5) 19296 00001 H:/“IM 09:27em



Submission by
The Bond Market Association
to the Securities and Exchange Commission
regarding specific Securities Act reform proposals
November 29, 2001

Topic 1 - financials for business trusts
Statement of Issue

In recent years, the SEC staff has taken the position, in comment letters to asset backed securities
shelf registrants, that where the issuing entity is a Delaware business trust, audited financial
statements of the issuer should be included in the prospectus supplement.

Following is a typical comment from an SEC comment letter:

“Ifthe issuer of a series is a [Delaware] business trust, you must include audited financial
statements, as well as additional S-1 level disclosure pertmmng to the business U'ust, in the
. prospectus supplement '

Our Position

. We believe that requiring audited financials or additional S-1 level disclosure in this context would
not improve the quality of disclosure and would not provide any helpful additional information to
investors. The SEC’s position is in direct opposition to over twenty years of custom and practice

" in the ABS markets to the effect that special purpose entities (SPEs) that issue ABS are not -
required to prepare audited financials, either at initial issuance or on an ongoing basis. Varying from
this practice would impose unnecessary expense on the issuer and could call mto question the
validity of mdustry practlce

€ te Li
‘The Bond Market Associatib_n reqliests that the SEC:

1. Discontinue issuing the above comment requesting audited financial statements as well as
additional S-1 level disclosure pertaining to ABS i issuers that are business trusts, m
comment letters for ABS registration statements.

2. Include in its publication “Current Issues and Rulemakmg Projects” of the Division of
Corporate Finance a section stating that ABS issuers, including business trusts, are not

required to include in their prospectuses audited financial statements or additional S-1 level
disclosure.



Discussion
Use of Delaware business trusts

Most securitization structures utilize a trust as the issuing vehicle, which is established either 1) as
a common law trust, or 2) a Delaware business trust. Common law trusts are typically used in
structures where the beneficial interests in the trust are treated by the investor as debt for tax
purposes, even though not debt in form. These include grantor trusts (trusts where, because of the
passive nature of the activities and the lack of non-pro rata allocations, the investor is treated as
if it owned a share of the trust assets directly) and REMICs (real estate mortgage investment
conduits) where the beneficial interests are treated by statute as debt instruments for tax purposes.
For these structures, Delaware business trusts are not used because of their marginally higher
administrative expense, as compared with common law trusts.

Delaware business trusts are generally used in ABS transactions where the securities are to be

issued in legal form as debt securities. Except for the structures described in the preceding

paragraph, investment grade asset backed securities are generally issued in legal form as debt, in

order to support the conclusion that the securities should be treated by the investor as debt
_obligations for tax purposes rather than equity interests in the issuing vehicle.

In many respects, SPEs structured as Delaware business trusts are similar to those structured as
common law trusts. In both cases, they will be structured with highly limited powers and activities,
in order to preserve their bankruptcy-remote status. However, Delaware business trusts have a
numbser of distinct advantages as issuing vehicles, as compared to common law trusts. First, they
are authorized by statute to issue debt securities, unlike common law trusts which are not clearly
- authorized to issue debt. Second, they are subject to a clearly established statutory scheme. Third,
they are also acknowledged as entities under the U.S. Bankruptcy Code, which facilitates the
. provision of legal opinions addressing their status. Delaware business trusts can also beused to
create master trusts, and can therefore issue multiple series backed by separate asset pools.

' Delaware business trusts also have a number of advantages as issuing SPEs, in comparison to
corporatlons First, Delaware business trusts may be treated as partnerships for federal income
tax purposes, which facilitates the ability to have the equity in the SPE held by more than one entity. .
Second, banks and other regulated entities do not need to obtain regulatory approval to form .
Delaware business trusts, but such approval may be needed in forming a special purpose
corporation. Finally, for securities issued by Delaware business trusts, the registrant is deemeéd to
be the depositor', which is the special purpose corporation that transfers the assets to be
securitized to each separate issuing trust. Thus, orly the depositor, and not each separately formed
issuing trust, is required to sign the registration statement.

Section 2(a)(4) of the Securities Act of 1933, as amended.
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Business practice regarding financial disclosure

At the time ABS? structures were first developed in the late 1970s and early 1980s, 1t was
established early on by market convention, and with the acquiescence of the SEC for registered
transactions, that financial statements for the issuing SPEs were not necessary for any purpose.
In fact, it was argued that financial statements for an ABS issuer might be misleading, by making
it appear that the transaction is similar to corporate debt. The rationale for this approach is outlined
below.

SPEs used to issue ABS are created with highly limited powers. Generally, their activities are
limited to 1) acquiring the underlying assets, 2) issuing ABS and 3) through servicers, trustees and
other entities, arranging for the administration of the assets and the ABS. Each of these subjects
is described in great detail in the prospectus for the ABS offering. The prospectus provides both
quantitative and qualitative disclosure about the underlying assets in far greater detail than would
be provided by audited financial statements. Similarly, the terms and conditions, as well as the
investment characteristics, of the ABS (the “liabilities”) of the SPE are described in the prospectus
in far greater detail than would be provided by audited financial statements.

One essential purpose of financial statements is to disclose and evaluate various assets and habilities
" of a traditional business enterprise, in a manner that allows for standardized comparison over
different time periods as well as to other entities. This methodology of disclosure is not necessary -
- or helpful for SPEs, inasmuch as all material assets and liabilities of the entity are already described
in the prospectus in all material detail. For an SPE, its only matenal assets are those that back the
' ABS ‘and its only material liabilities are the ABS. '

- For similar reasons, fihancial statements would not be necessary or helpful to-evaluate the -
performance of an ABS issuer over time. For an ABS issuer, the composition of the asset pool.
cannot change over time, except due to normal collections and liquidations of the underlymg assets,

~ information about which is provided to investors in periodic reports. Nor can the terms and
“ conditions of the liabilities of the entity be changed, or new liabilities created, except as is consistent
with the governing documents of the SPE which are described in the prospectus. For these
reasons, the periodic reports that are required to be provided to investors under the operative
documents should contain all relevant financial information about the assets and liabilities of the

. - SPE.

- Another &ssenual purpose of ﬁnancml statements is to prov1de a standardlzed foxmat for evaluating -
the net worth or equity of a business enterprise under generally accepted accounting principles, or
GAAP. With SPEs that issue ABS, the net worth of the entity under GAAP is completely irrelevant
for any purpose. A key difference between ABS issuers and other issuers is that the ratings of ABS
are supported not by the net worth or creditworthiness of the ‘issuing SPE, but rather by the
anticipated cash flows on the underlying assets together with any credit enhancements. Investors

_ As used herein, ass#t-bécked securities, or ABS, includes mortgage-baékedv securities.
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in ABS and rating agencies alike look solely to the cash flow characteristics of the underlying
assets, and to the adequacy and creditworthiness of any credit enhancement.

Attached as Exhibit 1 is a sample financial statement for a Delaware business trust ABS issuer.
The Exhibit was taken from a registration statement filed with the SEC in 1999. We believe that
it is apparent that the financial statements add no useful information.

For the above reasons, The Bond Market Association believes that financial statements for ABS
issuers including business trusts are not material, and therefore are not required under existing SEC
regulations. Requiring such financial statements in comment letters imposes unnecessary expense
on the issuer and does not provide any meaningful additional disclosure to investors.

In issuing comments requiring financial statements for ABS issuers that are business trusts, it may
be that the SEC is concerned that the issuer might not otherwise disclose all of its material assets
and liabilities, including any assets other than those backing the securities and any liabilities other
than the ABS being offered. If that were the case, this concern could be remedied by creating an
express regulatory requirement that an ABS issuer disclose all of its material assets and liabilities
in the prospectus, and The Bond Market Association would support the adoption of such a
regulatory requirement. ' ' '

The Bond Market Association is concemed that the SEC’s comments requiring financial statements
for ABS issuers that are business trusts could set a very undesirable precedent, and could open the
door to further requirements for financial statements for ABS issuers. For the reasons discussed
above, financial statements for ABS issuers should be viewed as unnecéssary and immaterial in all
contexts.



E IT
Report of Independant Auditors

Wilmington Trust Company
As Owner Trustee of Ace Securities Corp.
Home Loan Trust 1999-A

We have audited the accompanying balance sheet of Ace Securities Corp. Home Loan Trust
1999-A, a Delaware business trust (the “Trust”) as of August 6, 1999. This balance sheet is the

responsibility of the Trust. Our responsibility is to express an opinion on this balance sheet based on our
audit.

We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the
balance sheet is free of material misstatements. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the balance sheet. Anauditalso includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the

* overall balance sheet presentation. We believe that our audit of the balance sheet provides a reasonable - -
‘basis for our opinion.

In our opinion, the balance sheet referred to above presents fairly, in all material respects, the

financial position of the Trust, at August 6, 1999, in conformity with generally accepted accounting
principles. : :

/s/ Deloitte & Touche -

Deloitt¢ & To_uche LLP
New York, New York

August 6, 1999



Ace Securities Corp.
Home Loan Trust 1999-A

Balance Sheet

August 6, 1999

Assets
Total Assets . ..................
Liabilities and Equity Interest
Liabilities

Equity interest . ................

Capital contribution due
from Ace Securities Corp. ......

Total liabilities and equity interest . . ... ..
See accompanying notes..

Ace Securities Corp.
Home Loan Trust ’1 999-A

Notés to Balance Shéet |

 August6,1999

1. Orémiiation |

Ace Sécuﬁties C.orp: Home Loan Trust 1999-A, a Delaware statutory business trust (the
- “Trust”), was organized in the state of Delawa.re on August 6,1999 w1th Wilmington Trust Compa.ny,

‘ 1ts owner trustee.

The Trust was organized to engage exclusively in the followmg busmess and ﬁnanc1a1 activities:
To purchase or acquire from certain direct and indirect subsidiaries of ACE Securities. Corp. certain
home loans secured by, for the most part, junior liens on residential properties in which the related
borrowers have little or no equity, and to pledge such loans or interests therein to First Union National
Bank, as indenture trustee in connection with the planned issuance of up to $372 million of its
Asset-Backed Notes, Series 1999-A. Ace Securities Corp. is a subsidiary of German American Capital

Corp.
2. Capital Conitribution

[TPW: NY05:10001177.4]- 19296-00001 11/28/01 12:29PM .2



ACE Securities Corp. plans to make an initial capital contribution of $10 to the Trust on August
10, 1999.
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Topic 2 - disclosure for swaps counterparties

Statement of Issue

In recent years, SEC staff has taken the position, in comment letters to asset backed securities shelf
registrants, that where swaps or derivatives are used for structuring purposes in an ABS

transaction, financial disclosure about the counterparty should be included in the prospectus
supplement.

Following is a typical comment from an SEC comment letter:

“We note that the collateral also may include interest rate exchange agreements, interest
rate cap or floor agreements, currency exchange agreements or similar agreements....To-
the extent the credit exposure under a swap or similar agreement equals or exceeds 10%
(but [is] less than 20%) of the cashflow to a series [or, “of the Trust’s assets™], provide .
summarized financial statements of the counterparty. To the extent the credit exposure
pursuant to a swap or similar agreement equals or exceeds 20% of the cashflow to a series
[or, “of the Trust’s assets”], provide audited financial statements of the counterparty.”

In another example of a comment letter, the SEC continues: - -

“Furthermore, the Trust’s credit exposure of [45%)] or more pursuant to a swap or other
agreement would raise co-registrant issues with respect to a counterparty.”

The Bond Market Association believes that: (1) the méthod of evaluating the exposure to a swap

for purposes of the foregoing triggers should be clarified, and should be based on the net market’
value of the swap at the time of issuance of the ABS as further described below; (2) where full
financial disclosure is required, the ABS issuer should be able to refer the reader to where the
financial statements can be found, and should not be required to incorpbraxe the financial statements
by reference or otherwise be liable for their content; and (3) in no event should the counterparty
to a swap be required to be a co-registrant, if the swap is treated as not a security under the
Securities Act of 1933, as amended.’

Requested Relief

The Bond Market Association requests that the SEC:



1. Discontinue issuing the above comments in comment letters for ABS registration
statements.

2. Include in its publication “Current Issues and Rulemaking Projects” of the Division of
Corporate Finance a section based on the following:

To the extent the net market value of a swap or similar agreement at the date of issuance
of the ABS equals or exceeds 10% (but does not equal or exceed 20%) of the issuer’s
assets, provide summary financial information about the counterparty. To the extent the net
market value of a swap or similar agreement at the date of issuance of the ABS equals or
exceeds 20% of the issuer’s assets, indicate where financial statements of the counterparty
can be obtained.

For unilateral swap contracts (that is, contracts where a single upfront payment is made by
or on behalf of the SPE, and no ongoing payments are to be made to the counterparty by
or on behalf of the SPE), the net market value of the swap contract at the date of issuance
of the ABS is deemed to be the amount of that upfront payment.

For bilateral swap contracts (that 1s, contracts where payments may be made over the term
of the contract by both the SPE and the counterparty), the net market value of the swap
contract is deemed to be its termination value on the date of issuance of the ABS.

Discussion

Issue 1 - The method for evaluating exposure to a swap contract should be based on the net
market value of the swap at the time of issuance of the ABS

While the SEC’s 10% and 20% thresholds serve as very appropnate benchmarks for measuring
the materiality of a swap contract in the context of an ABS transaction, there has been significant
difficulty in-measuring the issuer’s “credit exposure” to a swap against those thresholds as a
percentage of the total value of the underlying assets. In order to make this calculation, it is
necessary to make assumptions about market conditions and other factors that would affect future
~ payments to the issuing SPE under the swap, contract, and to make further assumptions in order -
to reach a valuation of the assumed future payments. Because the payments under a swap contract
are difficult to project, and because the valuation assumptlons are subjective, there is s1gmﬁcant
_ uncertamty in making these valuatlons for the purpose of complymg with the SEC’s guldelme

On the other hand, swap contracts are in fact routinely priced and traded by market participants.
These activities involve an analysis similar to that described above, where payments made by both
parties to the swap contract are projected and evaluated under various assumptions including future
market conditions. Although valuations by market participants are of course subjective, they
nevertheless result in a concrete and reliable valuation of the payments under a swap contract

~ because these valuations are de51gned to be used by opposing parties in actual arms-length
. transactions.



The Bond Market Association believes that the best way to value swap contracts for purposes of
complying with the SEC’s 10% and 20% thresholds is to use valuations by market participants to
determine the net market value of the swap to the SPE at the date of issuance of the ABS, relative
to the size of the transaction. Specifically, we recommend that:

For unilateral swap contracts (that is, contracts where a single upfront payment is made by
or on behalf of the SPE, and no ongoing payments are to be made to the counterparty by
or on behalf of the SPE), the net market value of the swap contract should be deemed to
be the amount of that upfront payment.

For bilateral swap contracts (that is, contracts where payments may be made over the term
of the contract by both the SPE and the counterparty), the net market value of the swap
contract should be deemed to be its termination value on the date of issuance of the ABS.
The termination value would be determined in accordance with the termination provisions
of the swap contract, which are designed to use market quotations and dealer quotes to
determine the net present value of the contract on any given day. The termination value on
any given day would represent the cost to the SPE to obtain a new swap contract on the

same terms from a dlﬂ'erent counterparty, and thus represents the value to the SPE of the
swap contract. -

The net market value of the swap contract should be tested as a percentage of the
aggregate principal amount of all securities issued by the SPE at the date of initial issuance.
This would include securities not publicly offered, including any classes retained by the
depositor’s affiliates.

The Bond Market Association believes fdcusing on the net market value of the sv;ap contract to
‘the SPE results in an “apples to apples” measurement of the materiality of the swap relanve toan.

investment in the ABS. The net market value of the swap to the SPE approximates the cost that - -

the investor would incur, if the swap were not included in the transaction and the investor were to
obtain comparable risk coverage by purchasing a swap-contract directly.

Further, the net market value of the swap contract as described above effectively measures the -
value of the credit exposure of the SPE to the swap counterparty. If, at any time, the swap
counterparty were to give rise'to a termination event (for example, ifit defaults on its obligations,

if it becomes insolvent or if its ratings decline below a level specified in the swap contract), the
swap would be terminated and the counterparty’s obligatioris to the SPE at that time would be
limited to a lump sum payment equal to the termination value, determined as provided in the
contract. Thus, upon default by the counterparty, the maximum amount that the SPE could
collect from the counterparty would be the termination value, and therefore the termination
value represents the most appropriate measure of the credit exposure to the counterparty.

For unilateral swaps, the upfront payment effectively approximates the termination value of the
contract at the date of issuance.



Issue 2 - Where full financial disclosure is required [use same language as on pg.1, “Our
Position”’]

For ABS transactions that include a swap contract, where the net market value of the swap
contract (as described above) 1s 20% or more of the principal amount of the securitics issued, the
issuer should not be required to include audited financial statements of the counterparty, if such
financial statements are otherwise publicly available. Rather, the issuer should be able to simply
refer the reader to a publicly available location where such financial information can be found,

which could include either (1) SEC filings, or (ii) an unrestricted website together with contact
information for obtaining a paper version.

As long as audited financial statements of the swap counterparty are publicly available, and are
reasonably accessible by an investor, there is no reason to compel the ABS issuer to include the
financial statements in the prospectus or to incorporate them by reference. That requirement would
only serve to penalize the ABS issuer by making it liable under the 1933 Act for the accuracy and
completeness of the financial statements of the counterparty, without improving the quality or
quantity of the information available to the investors.

Moreover, as discussed below, because most swap contracts are not “securities” for purposes of
the 1933 Act, the registration statement of which the ABS prospectus is a part is not required to

register the sale of the swap contract. For the same reason, the financial disclosure requirements
for registered securities do not apply.

" Issue 3 - co-registrant issue [use same language as on pg.1, “Our Position”]

- The SEC’s previously a:ticuleted policy, to the effect that co-registrant issues may arise if a swap
contract used in an ABS transaction represents a credit exposure of 45% or more of the
et :A._transact_ion size, would appear to no longer be supported by applicable law.

In December 2000, the Commodity Futures Modernization Act of 2000 became law. One effect
of this legislation was to add new Section 2A to the 1933 Act, which provides that both security-
based swap agreements and non-secunty—based swap agreements are excluded from the definition
of “‘security” for purposes of the 1933 Act: This effectively excludes all “swap agreements” as

. -defined under new section 206A of the Gramm Leach-Bliley Act, which in tum covers virtually all '
“types of swap agreements between eligible contract partmpants with limited exceptions (for
.-example, any swap that constitutes a put or call on a security). Generally, swap contracts used in

* connection with ABS transactions could be readlly structured to quahfy as “swap agreements”
under section 206A.

As aresult of these changes, with respect to swaps that constitute “swap agreements” as defined
‘under new section 206A of the Gramm-Leach-Bliley Act, no co-registrant issue could arise

because such a swap agreement would not be a “security” and thus could not be subject to the
~ registration requirements under the 1933 Act. -
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Topic 3 - participations as securities

tatement of Issue

In recent years, SEC staff has taken the position, in comment letters to asset backed
securities registrants, that where the assets underlying the securities include participation
interests in financial assets, the participations themselves must in all cases be treated as
separate securities that must be separately registered in connection with the offering.

Following are typical comments from an SEC letter:

“We also note the disclosure about the part1c1pat10n interests. We believe that
partlc1pat10ns are securmes ‘

- “We are of the view that a ‘Participation’, as defined in the prospectus, is a security. The
staff believes that any Participations issued by the Depositor or its affiliates which are
included in the Trust in respect of any series of Certificates must in all circumstances be
registered concurrently with an offering of the Certificates. Moreover, if the Participations
were issued by an entity other than the Depositor or its affiliates, such Participations must
(i) either (2) have been previously registered under the: Securities Act.of 1933, or (b) be

eligible for sale under Rule 144(k); and (ii) be acquired i in bona fide secondary market
transactlons not from t.he issuer or an affiliate.”

Our Posilgign

‘We respectfully submit that the case law relatmg to the definition of “security” underthe Securities
" Act of 1933, as amended, does not support the view that participations are in all cases securities.
- Nor does case law support a more narrow posmon that participations that are acquired by ABS

issuers for the purpose of inclusion in an ABS, transactlon are in all cases securities.

Rather, this question should be determined on a 'case-by-cas‘e basis in light of the relevant facts and
circumstances. Participations that are created with a view to inclusion in a securitization, as
discussed below, typically have attributes, and are transferred in transactions, in a manner that does
not support the view that they should be treated as separate securities under applicable case law.

The SEC’s position that participations constitute securities does not serve to improve the quality

of disclosure, but rather has the practical effect of limiting the ability to use participations as
structuring tools :



Requested Relief

The Bond Market Association requests that the SEC:

1. Discontinue issuing comments in comment letters for ABS registration statements that all
participations used as assets underlying ABS are themselves separate securities.

2. Include in its publication “Current Issues and Rulemaking Projects” of the Division of
Corporate Finance a section stating that participations underlying ABS are not in all cases
to be treated as separate securities, but rather are to be evaluated for this purpose under
a facts and circumstances approach based on case law principles.

Discussion
1. Uses of participations in ABS transactions

Participations may be used for a variety of reasons in structuring ABS transactions. For example,
" in commercial mortgage-backed securities (“CMBS”) transactions, participations may be used in
order to transfer less than the entire mortgage loan to the structuring vehicle.

This may done for a variety of reasons: (i) to deposit less than the entire balance of the loan, in
order to prevent the securitized pool from being concentrated in a particular property or credit to
. an extent greater than would be acceptable to the applicable rating agencies, credit enhancers or
investors, (ii) to deposit less than the full amount of intérest on the loan, if the full coupon is greater
than necessary to cover the remittance rate to investors plus servicing fees, credit enhancement
 costs and other transaction expenses, (iii) to reserve from the transaction ancillary rights under the -
mortgage loan that are not needed for the securitization, such as “equity kicker” rights (additional -
interest or return on the loan that is contingent on income or gain from the property), or (iv) to
avoid the application of transfer taxes or contractual transfer restnctons that might otherwise apply .
toa dlrect transfer of the loan and the supporting mortgage.

. Example of a participation in a CMBS transaction

In one example of a partlcxpatlon usedina CMBS transaction that was pnvatcly placed in 1997
"2 50%. participation interest in a paticular loan was deposited into the securitization trust. The 50% .
parhmpatlon interest represented approximately 19% of the total assets of the trust. In this case,
the loan was participated solely in order to avoid undue concentration of the trust’s assets in the
related loan. The participation interest was created under a short form participation agreement,

executed contemporaneously with the issuance of the CMBS, between the originator and the
depositor for the securitization.



. In this transaction, the entire loan was first transferred to the depositor, and then
under the participation agreement the depositor conveyed a 50% participation
interest in the loan back to the originator.

. The participation agreement contemplates that the depositor’s remaining 50%
participating interest is to be immediately conveyed to the securitization vehicle.

. The participation interests are evidenced only by the participation agreement, and
not by a certificate.

. The participation agreement provides that all payments and recoveries on the loan,
excluding servicing compensation and reimbursements for servicing advances, are

simply divided on a pro rata basis (50% each) between the two participation
interests.

. The servicing of the entire loan is governed by the provisions of the pooling
agreement for the CMBS. For example, the servicing standards and procedures
for the loan are as set forth in the pooling agreement, and any successor servicer

appointed under the pooling agreement will automatlcally become the servicer of
the loan.

2. Case Law.
(@) Pre-Reves case law

The first federal appellate court to address the isstie of whether a loan participation constitutes a
“security”. for purposes of the federal securities laws was Lehigh Valley Trust Company V.

Central National Bank of Jacksonville, 409 F.2d 989 (5 Cir. 1969). The court in that case took

) a literal reading of the definition of “security” and held that the participation in that case, which was

a typical- mterbank commercial loan participation made to comply with lending limits, was a
security.

However, within five years-of the Lehigh Valley decision, courts began to take a mare liberal
" approach in reviewing cases involving the interpretation of federal and state secunty laws. In
United Housing Foundation v. Forman,421 U S. 837 (1975), the Supreme Court was faced
~ with deciding whether or not a transaction mvolvmg shares of “stock” fell under the auspices of
 federal security laws. In Forman, plaintiffs alleged that since federal securities laws include “stock” -
in the classification of securities which they aim to regulate, the transaction, per se, came under the
auspices of the 1933 Act and the 1934 Act. The Court stated the principle that when “searching

for the meaning and scope of the word ‘security’ in the Act(s], form should be disregarded for
substance and the emphasis should be on economic reality.”

In United American Bank of Nashville v. Gunter, 620 F.2d 1108 (5 Cir. 1980), a case
involving a loan participation, the same court that decided Lehigh Valley rejected the literal
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interpretation once utilized to interpret federal securities laws and instead focused “on the economic
realities underlying a transaction.” The court went further in saying that it had “also rejected the
ritualistic application of the federal securities laws and ha[d] focused, in recent cases, on whether
the transaction at issue is commercial or investment in nature.”

Applying the Forman test, the Fifth Circuit found that the loan participation was not a security
because the acquisition had been conducted in a manner consistent with a loan, the loan was fully
collateralized, the participant was to receive fixed payments that wouid amount to the principal plus

interest at a fixed rate, and that the participant was not relying on any entrepreneurial efforts of the
lending bank.

Additional pre-Reves cases that held that loan participations are not securities include American
Fletcher Mortgage Company, Inc. v. U.S. Steel Credit Corporation, 635 F.2d 1247 (7 Cir.
1980), Union Planters National Bank of Memphis v. Commercial Credit Business Loans,

Inc., 651 F.2d 1174 (6 Cir. 1981) and Union National Bank of Little Rock v. Farmers Bank,
786 F.2d 881 (8 Cir. 1986).

) Reves

“The Supreme Court’s decision in Reves v.-Young, 494 U.S. 56 (1990) changed the way the
judiciary decides whether a note is a security under the federal securities laws. In deciding Reves,
the Court adopted a ““family resemblance” test. In essence, a note is presumptively a security unless
it bears a strong family resemblance to certain types of notes that clearly are not securities. Reves
Tlists certain types of securities that clearly are not securities, including consumer loans, residential
mortgage loans, and short term commercial loans.

The family resemblance test considers four factors: (1) the motivations of a reasonable buyer and
- seller to enter into the transaction; (2) the plan of distribution of the instrument; (3) the reasonable
expectations of the investing public; and (4) whether some factor, such as the existence of an

alternative regulatory scheme, significantly reduces the risk of the instrument, thereby cucumventmg
the need of the protection offered by the federal secuntles laws.

(c) Banco Espanol

Since Reves, the Supreme Court has not directly addressed the issue of whéther a loan
participation is a security under federal securities laws. The most 51gruﬁcant case since Reves to
consider this issue is Second Circuit’s decision in Banco Espanol de Credito v. Securtty
National Bank, 973 F.2d 51 (2 Cir. 1992) (“Banco Espanol IT”).

In Banco Espanol 11, Security Pacific National Bank and Security Pacific Merchant Bank
(collectively “Security Pacific”) had extended a line of credit to Integrated Resources, Inc. -
(“Integrated’) allowing Integrated to obtain short-term unsecured loans from Security Pacific.
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Security Pacific in turn sold these loans to various investors - a traditional short-term loan
participation.

Security Pacific offered no assurances as to Integrated’s ability to repay the loans and assumed no
responsibility for default. Integrated subsequently found itself in financial trouble, and unable to
obtain further lines of credit, declared bankruptcy. A group of investors brought an action against
Security Pacific stating that since the loan participations were “securities,” Security Pacific’s
withholding of material facts as to Integrated’s financial condition amounted to a violation of
applicable federal securities laws. Unswayed, the district court granted Security Pacific summary
judgment and dismissed the claim. See Banco Espanol de Credito v. Security Pacific National
Bank, 763 F. Supp. 36 (S.D.N.Y. 1991) (“Banco Espanol I’).

On appeal, the plaintiffs conceded that traditional loan participations did not qualify as securities
under the Acts. Rather, plaintiffs argued that the specific loan participations at issue in this case
were securities because Security Pacific sought to sell “100% of its loans through high speed
telephonic sales and often pre-paid transactions.” Banco Espanol II at 55.

In deciding the issue, the district court applied the family resemblance test espoused in Reves.
Under that test, the first factor to be considered is the parties’ motivation. The district court found
that the motivation of Seciirity Pacific was to have access to enough short-term funds “to finance
current operations or to cover a temporary cash shortage.” Banco Espanol I. at 42. Likewise, the
motivations of the participants were to use its excess cash to purchase a short-term vehicle that
would give the participants a higher rate of return than other money market investments. /d. The
court then concluded that the ultimate motivation of the parties was not to invest in a business
enterprrse but rather to promote commercial purposes Id

- Addressing the second Reves factor - the pla.n of distribution of the instniment - the court noted
that Security Pacific only sought to solicit the participation of institutional and corporate entities.
Security Pacific specifically excluded individual investors. In fact, the minimum purchase amount
was $1 million. Furthermore, the participations were evidenced by a s1gned Master Part1c1patron

~ Agreement (“MPA”). Id.

 The third factor of the test is the reasonable perception 6f the instrument by the investing public.
The district court had trouble deﬁmng ‘investing public” and reasoned that the Supreme Court -
‘meant to define that term as those “institutions that would be.targeted by Secunty Pacific sales -
personnel for inclusion in this program.” Id. at 43. Since Security Pacific required a signed MPA

* for inclusion in the program, and since all the investors were “sophisticated financial or commercial
institutions,” they were put on notice that the instruments were loan part1c1pat10ns and not an
investment in a business enterprise. /d.

In regard to the fourth criterion - whether there are alternative safeguards or regulatory schemes
in place that would duplicate the protective feature of the Acts - the court found that the Office of

[TPW:'NY05:10001179.3] 19296-00001 11/28/01 12:37PM 5



the Comptroller of the Currency had issued guidelines to all national banks regulating loan
participations. Being a national bank, Pacific Security was subject to such regulations. Id.

In affirming the district court’s opinion, the Second Circuit believed that the loan participations most
closely resembled a commercial loan and not a “note,” per se, which is a security under the Acts.
However, the Second Circuit also limited its holding to those loan participations at issue n the case
at bar - other loan participations could be construed as securities.

Banco Espanol Il clearly indicates that under existing case law loan participations are not per se
securities under the federal securities laws. Rather, this case clearly indicates that this issue should
be determined on a case-by-case basis, taking into account the facts and circumstances not only
of the instrument in question but also the transaction in which it is involved.

3. Application of Reves analysis to participations in an ABS transaction

The assets underlying an ABS transaction are financial assets, principally consisting of various types
of loans, which may be residential mortgage loans, commercial mortgage loans, auto loans, credit
card accounts and other types of consumer receivables.

The following discussion will consider the hypothetical case of a participation used as an underlying
asset in a publicly offered ABS transaction, where (i) the participation concurrently is created by
an entity unaffiliated with the depositor with the transfer thereof to the depositor for inclusion in the
securitization, (i1) the participation is created for a purpose similar to that described in Section 1
above, (iii) the participation represents an interest in one or more underlying assets as described
above, which do not independently constitute “securities” under the federal securities laws, and (iv)

- the participation does not include any rights against the seller-other than those that would be

‘customary in the direct sale of the underlying asset: These assumptions would be typical of a
suuatlon where a participation is actually used in an ABS transaction.

In applymg the Reves test, it is necessary to consider the instrument in questlon in the context of
_a specific transaction. =

a. Acqutsztton of the parttc:patzon by the deposztor '
First factgr (pmg mtlvatwm In this transactlon, the motivations of the buyer (the deposxtor)

. are to acquire a pa.ltlal or indirect interest in the undcrlymg asset for the purpose of immediately-
reconveying the same to the spec1a1 purpose entity (SPE) that will issue the ABS. The buyer is not
purchasing the participation on its own behalf as an investment vehicle, but rather is acquiring it as
part of its ordinary business activity of acting as a conduit in the pooling of assets for transfer toan -
SPE. This is 2 commercial purpose, not an investment purpose. The motivation of the seller (the
entity that formed the participation and transferred it to the depositor) is to facilitate the disposition
of an economic interest in the underlying asset in a manner that is essentially similar to the direct sale
of the underlying asset. The seller is not raising debt or equity capital to finance its business
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operations, but rather it simply is selling a financial asset for the purpose of recogmzmg gain and
repaying indebtedness used to carry the asset.

Second factor (plan for distribution of the instrument): In this transaction, the plan of distribution
is simply to sell the participation to the depositor for immediate resale by it to the SPE. This
transaction in and of itself does not involve any elements of a securities offering. The participation
is offered and sold only to the depositor (and subsequently to the SPE), and 1s not offered or made
available to any other person as an independent investment vehicle.

Third factor (reasonable perception of the ins ent by the investing public): In this transaction,
there is no investing public.

Fourth factor (the existence of any altemnative regulatory schemes or other safeguards): In this
transaction, as in the subsequent sale of the participation by the depositor to the SPE, there is a
regulatory scheme in place which adequately protects the interests of the investors. By virtue of the
registration of the offering of the ABS to be issued in the subsequent securitization, investors can
be assured that all material information about the participation (as well as the underlying asset) is
required to be described in the prospectus, and that such disclosure is covered by the protections
" of Sections 11 and 12(2) of the Securities Act of 1933. In this context, treatmg the participation
as a separate security would add absolutely no additional protection to the investors as against the -
deposrtor, the underwriter and their controlling persons.

~ For the reasons discussed above, we believe that in this transaction the part1c1pat10n would not be
viewed as a security under the Reves analy51s

“The only possible theoretical-benefit from treating the participation in this transaction as a separate
. security would be if the entity that formed the participation was not an affiliate of the depositor and.
-consented to become a co-registrant with respect to the participation, 'thereby giving the investors
‘an additional potential defendant but not otherwise increasing the protection to the investors under
the Act. However, in reality, this approach would simply result in issuers refraining from using -
participations in ABS transactions, as has been the experience in the ABS market since the SEC
started taking this position. We respectfully submit that there is no policy reason or legal justification
for this posmon and that the SEC’s posmon needlessly hampers the ABS market o

b, T ransfer of the partlapatton by the deposztor to the SPE

Em_fag;gg@m_mgn_gggm In thlS transacuon, the motlvatlons of the buyer (the SPE) are to
acquire a partial or indirect interest in the underlying asset for the purpose of immediately using that
interest as part of the asset pool backing the ABS to be issued. The SPE is not purchasing the
participation on its own behalf as an investment vehicle, but rather is acquiring it as part of its
business of acting as the issuer of the ABS. This is an essentially commercial purpose, not an
investment purpose. The motivations of the seller (the depositor) are discussed above.
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econd r (plan for distribution of the § t): In this transaction, the plan of distribution
is simply to sell the participation to the SPE. Although the subsequently i1ssued ABS are offered and
sold to the public, the transfer of the participation by the depositor to the SPE in and of itself does
not involve any elements of a securities offering. The participation itself is offered and sold only to
the SPE, and is not offered or made available to any other person as an independent investment
vehicle.

Third factor (reasonable perception of the instrument by the investing public): In this transaction,
there is no investing public. In the immediately following issuance of the ABS, the expectations of
the investing public are that the participation is merely one asset underlying the ABS that is
described in the prospectus, that cannot be separately acquired or traded. In the context of the
securitization, the participation is added to the other assets in the pool creating risk diversification,
and is provided with credit enhancement sufficient to obtain the credit rating desired by investors.
The investors do not perceive the participation as a separate security, nor would they be interested
in acquiring the participation as a separate security as it would not be within the same investment
parameters as the ABS. The investor’s only expectation relative to the participation would be to
understand the terms and conditions of the participation agreement as an indirect interest in the
underlying loan.

Fourth factor (the existence of any alternative regl_l' latory schemes or other safeguards): As -
discussed above, because the ABS will be sold in a registered offering, investors can be assured
that all material information about the participation (as well as the underlying asset) is required to

. be described in the prospectus, and that such disclosure is covered by the protections of the Act.
Again, treating the participation as a separate security would add absolutely no additional
protectlon to the mvestors as agamst the depos1tor the underwnter and their controlling persons.

For the reasons discussed above, we believe that in this transaction, the paruc1pat10n would not be
viewed as a secunty under the Reves analysis.

In the context of the transfer of the participation by the depositor to the SPE, treating the
participation as a separate security would have no practical significance, since the depositor has
hability for the adequacy and accuracy of the disclosure about the participation regardless of
. whether it is registered as a separate security. However, by lumpmg participations that are acquired
- by a depositor from unaffiliated sellers together with other securities for purposes of the SEC’s
. position on resecuritizations under a Form S-3 ABS ‘shelf, as described in Section 1 above, the
. SEC effectively regulates the manner of acquisition of participations by depositors in a way that as
a practical matter prohibits the use of such participations. Again, we respectfully submit that there

is no policy reason or legal justification for this position, and that the SEC’s position needlessly
hampers the ABS market. '
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November 29, 2001

Topic 4 - market making prospectus delivery requirements
tatement of Issue

In recent years, SEC staff has taken the position, in comment letters to asset backed securities
(ABS)' shelfregistrants, that where the underwriter is or may be affiliated with both the issuer (that
is, the depositor or registrant) and the servicer, then the underwriter must use a “market making”
prospectus in executing secondary transactions in the ABS. A market making prospectus is one
that contains or incorporates by reference current information about the ABS and the underlying
assets.

A typical comment from an SEC letter is as follows:

“We note that you will use this prospectus for market-making transactions. Wé also note
that you are only incorporating information by reference prior to the termination of the
offering. How do you intend to keep the prospectus “evergreen” after this time for market-
making transactions?” - :

Generally, ABS issuers comply with this requirement by (1) incorporating by reference all pertodic

- reports related to a specific series filed under the Securities Exchange Act of 1934 into the

. prospectus for that series, at least until the termination of the offering (which may be deemed to -

include any market making transactions), and (ii) filing Exchange Act reports for so long as any

market making transactions may continue, including the periodic remittance reports to investors as
well as any special reports covering material developments. .

Q E .t-. n

The Bond Market Association believes that the SEC’s position is inapi)ropr’iate because it

effectively imposes on certain issuers the obligation t6 continue to file Exchange Act reports beyond

- the time when they are otherwise required to do so, based solely on the affiliation of the underwriter

with the issuer and the servicer, regardless of whether the underwriter actually has access to

material nonpublic information as a result of that affiliation. The Bond Market Association believes

* that this is inappropriate and unnecessary because there are other safeguards in place to assure that

underwriters will not have access to material nonpublic information in executing market making
transactions.

Requested Relief

As used in this submission, “asset backed securities” or “ABS” includes mortgage backed securities.



The Bond Market Association requests that the SEC:

1. Discontinue issuing comments requiring the use of market making prospectuses in comment
letters for ABS registration statements.

2. Include in its publication “‘Current Issues and Rulemaking Projects” of the Division of
Corporate Finance a section stating that underwriters of ABS issuances are not required
to use a market making prospectus in secondary transactions, regardless of any affiliation
of the underwriter with the issuer or servicer.

Discussion

For the reasons outlined below, the affiliation of the underwriter in an ABS transaction with either
the issuer or the servicer would not in and of itself result in any factors which would justify requiring
the underwriter to maintain a market making prospectus. Accordingly, the affiliation of the
underwriter with both the issuer and the servicer would not justify that requirement.

Underwriter affiliations with issuers would not justify requiring a market making
prospectus. |

Generally, in ABS transactions, because the underlying assets are deposited into a trust, the
“issuer” as defined under Section 2(a)(4) of the Securities Act of 1933, and therefore the registrant,
- is the entity that acts as “depositor or manager” of the trust. In practice, this is the entity that acts
as depositor of the assets into the trust, which is usually a special purpose corporation (SPC)
_ created by the company that caused the shelf registration statement to be filed. Such SPC’s may
be subsidiaries of (1) broker dealers, (1) compames affiliated with broker dealers that primarily -
~ engage in the trading of mortgage loans or other receivables, or (iii) financial institutions or other
- entities that originate or purchase mortgage loans or other receivables, which in turn may have an -
affiliated broker dealer. In any of these circumstances, the affiliated broker dealer may act as an
underwriter for an ABS issuance, or may engage in secondary tradmg for such ABS.

However, such SPCs: generally are formed and used solely for the purpose of acting as regxst.mnt
and for receiving and depositing the assets and depositing them into the trust on the date of
issuance. They generally do not hold any unsold securities or residual interests issued in the

transaction, and they generally have no other income or assets, no other operations, and no -
independent facilities or employees. : '

As a result, the issuer in an ABS transaction would in most cases not have any access on an
ongoing basis to material nonpublic information about the transaction or the underlying assets.
Moreover, the issuer’s ongoing relationship with the transaction is usually limited to its obligations
under any representations and warranties that it made when the securities were issued, and its
ability to control amendments to any operative documents to which it is a party. For all practical
 purposes, control over the transaction on an ongoing basis is shared by the servicer, the trustee and -
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the investors. Thus, once the ABS have been issued, the issuer no longer has any material issuerlike
functions that are comparable to the role of an issuer in a non-ABS transaction.

Underwriter affiliations with servicer would not justify requiring a market making
prospectus.

In an ABS transaction, the servicer (sometimes referred to as the master servicer) is the entity that
is primarily responsible to the trust for collecting payments on and otherwise administering the
underlying assets, and remitting cash flows to the trustee or directly to the investors. Such entities
may be affiliated with (i) broker dealers, or (ii) financial institutions or other entities that originate
or purchase mortgage loans or other receivables, which in tum may have an affiliated broker dealer.
The servicer may itself be the originator or purchaser of the assets, or may acquire the servicing
rights at the time of the securitization.

Any servicer affiliated with a broker dealer would nevertheless be a separately capitalized entity
with independent personnel and operations. The servicer and the broker dealer would most likely
have separate facilities, which may be in different buildings or even in different cities. While the
~_servicer may or may not be a regulated financial institution, it would in all cases be subject to
independent licensing requirements under applicable state law for conducting its servicing activities.

In any case, the servicer will likely have access to material nonpublic information about the

performance of the underlying assets. For example, for loans that have defaulted, the servicer may
-"have access to information that is relevant to the amount of the loss that will ultimately be borne by

the trust, such as workout negotiations with the borrower, or bids on or valuations of the collateral
~ forthe loan. Such information would be particularly significant if it involved loans representmg a
large concentration of the assets in the trust. '

A broker dealer engaging in secondary trading of ABS, while in the possession of material
nonpublic information that it obtained from an affiliated servicer, would be subject to potential
liability under existing federal securities law. Liability could result under the “traditional” theory of
insider trading, which arises when a corporate insider trades in the securities of his corporation on
the basis of material nonpublic information. Liability could also result under the separate
-“misappropriation” theory of insider trading, which arises when any person trades in the securities
of a corporatiori on the basis of material nonpublic information that was received in confidence,
either under a confidentiality agreement or otherwise under circumstances involving “a duty of
" loyalty and confidentiality” to the source of the information. See U.S. v. O’Hagan, 521 U.S. 642 .
(1997). Potential liability would include damages to the parties with which the broker dealer
transacted. Darnage to reputation and regulatory action could also result.

For these reasons, broker dealers that are affiliated w1th servicers in ABS transactions maintain
internal controls and procedures that are designed to make sure that broker dealer employees do
not have access to matenal nonpublic information. Such “firewalls” would typically include
- restrictions on access to information at the servicer level, the avoidance of employee cross-over
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between the servicer and the broker dealer, the avoidance of management interlocks, training and

supervision at the broker dealer level, physical separation of broker-deals and servicing personnel
and monitoring by the compliance department of the broker dealer.

The reliance on firewalls to avoid insider trading liability is of course not unique to ABS, but is an
established concept under federal securities law that is essential to the operation of many aspects

of abroker dealer’s business, such as advising a merger candidate while at the same time trading
in its securities.

It is our view that the threat of liability under well understood case law concepts, together with the
maintaining of firewalls as part of the standard operating procedures of any broker dealer, make
it extremely unlikely that an underwriter in an ABS transaction will have access to material
nonpublic information in executing market making transactions, solely as a result of its affiliation with
the servicer.
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Statement of Issue

The short form Securities Act registration form, Form S-3, is generally available to seasoned
issuers which are timely in their SEC filings and which have large market capitalizations (a *“free
float” above $75 million). Form S-3 provides as one of its altenative criteria for eligibility for an
issuer which does not have a sufficient capitalization to be eligible to register a transaction on such
form, “Offerings of Investment Grade Asset-backed Securities”. See Form S-3, General
Instruction B.5.

The benefits that Form S-3 provides for a registrant in comparison to registration on more
cumbersome and less permissive Securities Act registration forms such as Form S-1 or Form F-1
include its streamlined disclosure requirements, the ability to carry out delayed and continuous
offerings (or “shelf offerings™) and the ability to incorporate disclosure by reference from other SEC
filings, including future SEC filings. These features provide considerable advantage to a registrant
in terms of savings of time and expense and equally importantly provide flexibility to react quickly
to market conditions by allowmg a registrant using thé form to schedule and structure offerings
rapldly

For domestic issuers of asset backed securities (“ABS”), the benefits of using Form S-3 are so
~ substantial that the form is used in virtually all public ABS offerings. This practice is due in part to
the dynamics of the ABS market, in which a pool of assets may be identified and securitized over
a very brief period of time. In programs of regular, established ABS issuers, as little as three
- weeks may elapse from the selection of the underwriter to the closing. The ABS issuance market
simply could not ﬁmctlon in its current format were it necessary to file a new regxstratlon statement

on Form S-1 and run the increased risk of the p0551b111ty of a full SEC review, for every such
transactlon - '

Form }F-3 is'the counterpart form to Form S-3 which is used to register offers and sales of
securities of issuers which meet the SEC’s definition of a “foreign private issuer”. (Securities Act
Rule 405 contains the definition of this term, but “foreign private issuer” essentially encompasses
an issuer organized in a jurisdiction outside the United States which also has the majority of its
shareholders and its management located outside the United States.) For the most part, Form F-3
provides the same accommodations as Form S-3 but for foreign private issuers instead of for
domestic issuers. Apart from the preliminary requirement that the registrant qualify as a “foreign
private issuer’” under Rule 405, virtually all of the eligibility requirements of Form F-3 mirror those
of Form S- 3. One of the only significant differences in the eligibility requirements is that Form F-3, -
unlike Form S-3, does not provide for the eligibility of ABS issuers.



Qur Position

Non-U.S. issuers of investment grade asset backed securities should benefit from the same
accommodations as U.S. issuers in terms of their eligibility to use the short form registration form,
Form F-3. Thus, foreign private issuers which seek to register ABS offerings, but are not
otherwise eligible to use Form F-3, should be able to register such offerings on Form F-3 in the
same way that a similarly situated U.S. issuer could register the offering on Form S-3.

equ elie

Incorporate General Instruction B.S. to Form S-3 into Form F-3, thereby permitting non-U.S.
ABS issuers not otherwise eligible to use Form F-3 to use the form for ABS offerings.

Di .
The SEC staff-on occasion has permitted foreign private issuers to use short-form
or shelf registration for investment grade asset-backed securities. As a policy

matter, this treatment should be available on a general basis to foreign private
issuers meeting specified criteria, rather than on a selective basis.

The SEC takes the view that the asset backed securities provisions of the Form S-3 instructions
are not available unless both the depositor (that is, the registrant) and the special purpose entity
(“SPE”) used to issue the ABS are formed in the United States. Although a U.S.-based depositor
~ could in some cases issue ABS outside of the United States, in many cases it would be
unpractxcable for the SPE to be formed in the United States as opposed to the country of origin
of the underlying assets, due to foreign tax issues or transfer impediments. For example, the home
country may impose a withholding tax on the interest payments on the underlying assets if they are
held by a foreign entity (such as a U.S.-based depositor), that would not apply if the assets were
held by a domestlc entlty that issued debt obligations used to back an ABS issuance. '

Altho'ugh there.is no comparable provision in Form F-3, the SEC has at times jnfoxmally pemlitted
foreign private issuers to use short-form or shelf registration for offers and sales of ABS on Form
* S-3. The SEC has granted only a few such waivers and on a case-by-case basis to selected
issuers, based on the SEC’s familiarity with the depositor and the asset class and based on the
similarity of the law of the country where the assets are located to U.S. law. As an example, the
staff permitted Westpac Securitisation Management Pty Limited, a foreign private issuer, to file a
. registration statement for an offering of investment grade asset backed securities on Form S-3 on
March 21, 2000, file no. 333-32944. That filing states that it was filed with the “staff’s permission
_ based in part on the staff’s experience with prior, similar WSM filings and WSM’s various



undertakings and representations.” There has been no apparent harm or detriment to investors or
market participants as a result of the waiver granted to WSM or other similar registrants.

The Bond Market Association believes that this practice should be formalized by incorporating a
specific instruction into Form F-3 allowing registration of ABS as an eligibility criteria for issuers
that are not otherwise eligible to use Form F-3. In particular, we believe that Form F-3 should not
be made available on a selective basis, but rather should be available to all non-U.S. ABS issuers,
or to all such issuers that meet specified criteria. In addition, any undertakings or other conditions
to the availability of Form F-3 for such issuers should be made public.

If this change were made, the SEC still could impose any additional safeguards it deems necessary
such as requiring through the registration statement review process that all non-U.S. asset types

be identified in the prospectus, and that all material aspects of local law in the relevant jurisdiction
be described in the prospectus.

There does not appear to be a reason that ABS issuer eligibility should be explicitly
provided for Form S-3 registrants but not for Form F-3 registrants.

The SEC has made Form S-3 available to domestic issuers which are seasoned issuers with a large
' “capitalization or “free float”. The SEC also has made that form available to issuers which do not
satisfy the basic market capitalization requirements for specified purposes. These purposes include
secondary offerings, dividend and interest reinvestment plans, and investment grade ABS offerings.

The SEC has made the eligibility requirements for Form F-3 for registrants that meet the Rule 405
definition of “foreign private issuer” the same as for domestic registrants on Form S-3. The only
distinction of any substance is that Form F-3 does not provide for eligibility for ABS issuances in
the same way as does Form S-3. There appears to be no sound reason why there should be this
particular difference in the eligibility requirements between the two forms.

As long as the applicable disclosure requirements are met, and these requirements can be met

through adequate disclosure in the base prospectus prior to the effectiveness of the shelf registration
statement, there is no reason to discriminate against non-U. S ABS issuers.

There is no evzdence that ABS oﬁ'ermgs by “foreign prtvate issuers” are tnherently
more suspect or risky than domestic offerings.

There is no evidence that investment grade ABS offerings by “foreign private iésue_fé” are inherently
more suspect or risky than domestic offerings such that the eligibility requirements for the short form
registration. form for foreign private issuers should be made more strict than its domestic

counterpart. Outside the ABS area, the Form F-3 cllglbzhty requirements are substantially identical
to those in Form S-3.



Since 1982, when the SEC first adopted Form F-3, the number of non-U.S. companies registered
with the SEC has increased exponentially. Today, there are over 1,300 foreign private issuers from
approximately 60 countries registered with and reporting to the SEC. Public securities offerings
by non-U.S. issuers in fact have become somewhat commonplace in the U.S. capital markets, and
there is no evidence available to indicate that the Securities Act registration forms generally
available to foreign registrants warrant stricter eligibility requirements than the forms available to
domestic registrants.

ABS issuance outside the United States also has grown markedly in recent years. Total ABS
issuance in Europe totaled US$149 billion in 2000 (up 62% from the prior year). ABS issuance
in 2000 totaled US$3.9 billion in Latin America, and US$1.64 hillion in Asia. (Source: Moody’s
Investor’s Service reports dated January 19 and 25, and February 16, 2001) While most of these
transactions do not include classes sold in the United States, many do, and it is reasonable to
assume that more non-U.S. ABS issuers would seek to access the U.S. capital markets if the
registration statement process were streamlined.

Due to the evolution of the foreign ABS market and the potential volume of these transactions that

could be sold in the United States, investment grade ABS issuance should be provided as a criteria
for ehglblhty to use Form F- 3, as it already is for Form S-3.
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