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SECURITIES AND EXCHANGE
COMMISSION

17 CFR Parts 200, 229, 230, 232, 239,
240, 243, and 249

[Release Nos. 33-9117; 34-61858; File No.
S7-08-10]

RIN 3235-AK37
Asset-Backed Securities

AGENCY: Securities and Exchange
Commission.

ACTION: Proposed rule.

SUMMARY: We are proposing significant
revisions to Regulation AB and other
rules regarding the offering process,
disclosure and reporting for asset-
backed securities. Our proposals would
revise filing deadlines for ABS offerings
to provide investors with more time to
consider transaction-specific
information, including information
about the pool assets. Our proposals
also would repeal the current credit
ratings references in shelf eligibility
criteria for asset-backed issuers and
establish new shelf eligibility criteria
that would include, among other things,
a requirement that the sponsor retain a
portion of each tranche of the securities
that are sold and a requirement that the
issuer undertake to file Exchange Act
reports on an ongoing basis so long as
its public securities are outstanding. We
also are proposing to require that, with
some exceptions, prospectuses for
public offerings of asset-backed
securities and ongoing Exchange Act
reports contain specified asset-level
information about each of the assets in
the pool. The asset-level information
would be provided according to
proposed standards and in a tagged data
format using extensible Markup
Language (XML). In addition, we are
proposing to require, along with the
prospectus filing, the filing of a
computer program of the contractual
cash flow provisions expressed as
downloadable source code in Python, a
commonly used open source
interpretive programming language. We
are proposing new information
requirements for the safe harbors for
exempt offerings and resales of asset-
backed securities and are also proposing
a number of other revisions to our rules
applicable to asset-backed securities.

DATES: Comments should be received on
or before August 2, 2010.

ADDRESSES: Comments may be
submitted by any of the following
methods:

Electronic Comments

e Use the Commission’s Internet
comment form (http://www.sec.gov/
rules/proposed.shtml);

¢ Send an e-mail to rule-
comments@sec.gov. Please include File
Number S7-08-10 on the subject line;
or

o Use the Federal Rulemaking Portal
(http://www.regulations.gov). Follow the
instructions for submitting comments.

Paper Comments

¢ Send paper comments in triplicate
to Elizabeth M. Murphy, Secretary,
Securities and Exchange Commission,
100 F Street, NE., Washington, DC
20549-1090.
All submissions should refer to File
Number S7-08-10. This file number
should be included on the subject line
if e-mail is used. To help us process and
review your comments more efficiently,
please use only one method. The
Commission will post all comments on
the Commission’s Internet Web site
(http://www.sec.gov/rules/
proposed.shtml). Comments are also
available for Web site viewing and
copying in the Commission’s Public
Reference Room, 100 F Street, NE.,
Washington, DC 20549, on official
business days between the hours of 10
a.m. and 3 p.m. All comments received
will be posted without change; we do
not edit personal identifying
information from submissions. You
should submit only information that
you wish to make available publicly.
FOR FURTHER INFORMATION CONTACT:
Katherine Hsu, Senior Special Counsel
in the Office of Rulemaking, at (202)
551-3430, and Rolaine Bancroft, Special
Counsel in the Office of Structured
Finance, Transportation and Leisure, at
(202) 551-3313, Division of Corporation
Finance, U.S. Securities and Exchange
Commission, 100 F Street, NE.,
Washington, DC 20549-3628.
SUPPLEMENTARY INFORMATION: We are
proposing amendments to Rule 30-11 of
the Commission’s Rules of General
Organization,? Items 512 3 and 601 4 of
Regulation S—K;5 Items 1100, 1101,
1102, 1103, 1104, 1106, 1110, 1111,
1121, and 11226 of Regulation AB7 (a
subpart of Regulation S—K); Rules 139a,
144, 144A, 167, 190, 401, 405, 415, 424,

117 CFR 200.30-1.

217 CFR 200.1 et al.

317 CFR 229.512.

417 CFR 229.601.

517 CFR 229.10 et al.

617 CFR 229.1100, 17 CFR 229.1101, 17 CFR
229.1102, 17 CFR 229.1103, 17 CFR 229.1104, 17
CFR 229.1106, 17 CFR 229.1110, 17 CFR 229.1111,
17 CFR 229.1121 and 17 CFR 229.1122.

717 CFR 229.1100 through 17 CFR 229.1123.

4308, 430C, 433, 456, 457, 502 and 503 8
and Forms S—1, S—-3 and D ¢ under the
Securities Act of 1933 (“Securities
Act”); 10 Rules 11, 101, 201, 202, 305,
and 31211 of Regulation S-T,12 and
Rules 15¢2-8 and 15d—22 13 and Forms
8-K, 10-D, and 10-K 4 under the
Securities Exchange Act of 1934
(“Exchange Act”) 15 and Rule 103 16 of
Regulation FD.1” We also are proposing
to add Items 1111A and 1121A 18 to
Regulation AB and Rule 192,19 Rule
430D,20 Form SF-1,21 Form SF-3 22 and
Form 144A-SF 23 under the Securities
Act.
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Structured Finance Products
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XIII. Small Business Regulatory Enforcement
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XV. Statutory Authority and Text of
Proposed Rule and Form Amendments

I. Executive Summary

A. Background

The recent financial crisis highlighted
that investors and other participants in
the securitization market did not have
the necessary tools to be able to fully
understand the risk underlying those
securities and did not value those
securities properly or accurately. The
severity of this lack of understanding
and the extent to which it pervaded the
market and impacted the U.S. and
worldwide economy calls into question
the efficacy of several aspects of our
regulation of asset-backed securities. In
light of the problems exposed by the
financial crisis, we are proposing
significant revisions to our rules
governing offers, sales and reporting
with respect to asset-backed securities.
These proposals are designed to
improve investor protection and
promote more efficient asset-backed
markets.

Securitization generally is a financing
technique in which financial assets, in
many cases illiquid, are pooled and
converted into instruments that are
offered and sold in the capital markets
as securities. This financing technique
makes it easier for lenders to exchange
payment streams coming from the loans
for cash so that they can make
additional loans or credit available to a
wide range of borrowers and companies
seeking financing. Some of the types of
assets that are financed today through
securitization include residential and
commercial mortgages, agricultural
equipment leases, automobile loans and
leases, student loans and credit card
receivables. Throughout this release, we
refer to the securities sold through such
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vehicles as asset-backed securities, ABS,
or structured finance products.

At its inception, securitization
primarily served as a vehicle for
mortgage financing. Since then, asset-
backed securities have played a
significant role in both the U.S. and
global economy. At the end of 2007,
there were more than $7 trillion of both
agency and non-agency 24 mortgage-
backed securities and nearly $2.5
trillion of asset-backed securities
outstanding.25 Securitization can
provide liquidity to nearly all major
sectors of the economy including the
residential and commercial real estate
industry, the automobile industry, the
consumer credit industry, the leasing
industry, and the commercial lending
and credit markets.26

Many of the problems giving rise to
the financial crisis involved structured
finance products, including mortgage-
backed securities.2” Many of these
mortgage-backed securities were used to
collateralize other debt obligations such
as collateralized debt obligations and
collateralized loan obligations (CDOs or
CLOs), types of asset-backed securities
that are sold in private placements.28 As
the default rate for subprime and other
mortgages soared, such securities,
including those with high credit ratings,
lost their value.29 CDOs were noted, in

24 Agency securities are securities issued by the
government-sponsored enterprises, Ginnie Mae,
Fannie Mae or Freddie Mac.

25 See American Securitization Forum, Study on
the Impact of Securitization on Consumers,
Investors, Financial Institutions and the Capital
Markets (June 17, 2009), at 16 (citing to statistics on
outstanding residential mortgage-backed securities
and outstanding U.S. ABS collected by the
Securities Industry and Financial Markets
Association), available at http://
www.americansecuritization.com/uploadedFiles/
ASF _NERA Report.pdf.

26 See testimony of Micah Green, President of the
Bond Market Association, Before the Senate Basel
Committee on Banking Supervision, A Review of
the New Basel Capital Accord, (June 13, 2003),
available at http://banking.senate.gov/.

27 A report by the U.S. Government
Accountability Office (GAO) notes that 75% of
subprime loans were packaged into securities in
2006. See U.S. Government Accountability Office,
Financial Regulation: A Framework for Crafting and
Assessing Proposals to Modernize the Outdated
U.S. Financial Regulatory System (Jan. 2009) at 26.

28 CDOs are typically sold as a private placement
to an initial purchaser followed by resales of the
securities to “qualified institutional buyers”
pursuant to Rule 144A. Pools comprising the CDOs
may consist of various types of underlying assets
including subprime mortgage-backed securities and
derivatives, such as credit default swaps referencing
subprime mortgage-backed securities, and even
tranches of other CDOs. CLOs are similar to CDOs
except that they hold corporate loans, loan
participations or credit default swaps tied to
corporate liabilities.

29 See, e.g., The President’s Working Group on
Financial Markets, Policy Statement on Financial
Market Developments, March 2008 (the “PWG
March 2008 Report”) at 9 (discussing subprime

particular, to have contributed to the
collapse in liquidity during the financial
crisis.3? As the crisis unfolded, investors
increasingly became unwilling to
purchase these securities, and today,
this sentiment remains, as new
issuances of asset-backed securities,
except for government-sponsored
issuances, have recently dramatically
decreased.3! The absence of this
financing option has negatively
impacted the availability of credit.32
The financial crisis highlighted a
number of concerns with the operation
of our rules in the securitization market.
Certain regulations for asset-backed
securities rely on the ratings for those
securities provided by the ratings
agencies, and much has been written
about the failures of those ratings
accurately to measure and describe the
risks associated with certain of those
products that were realized during the
financial crisis.33 In addition, investors
have expressed concern regarding a lack
of time to analyze securitization
transactions and make investment
decisions.3* While the Commission
historically has not built minimum time
periods into its registration process to
deliberately slow down the market,3°

mortgages and the write-down of AAA-rated and
super-senior tranches of CDOs as contributing
factors to the financial crisis).

30 See, e.g., The Report of the Counterparty Risk
Management Policy Group III (“CRMPG III”),
Containing Systemic Risk: The Road to Reform,
August 6, 2008 (the “2008 CRMPG III Report”), at
53 (noting that lack of comprehension of CDO and
related instruments resulted in the display of price
depreciation and volatility far in excess of levels
previously associated with comparably rated
securities, causing both a collapse of confidence in
a very broad range of structured product ratings and
a collapse in liquidity for such products). Another
type of asset-backed security that is privately
offered is asset-backed commercial paper (ABCP),
which was increasingly collateralized by CDOs and
RMBS from 2004 through 2007. The ABCP market
severely contracted during the crisis. See PWG
March 2008 Report at 8.

31 See, e.g., David Adler, “A Flat Dow for 10
Years? Why it Could Happen,” Barrons (Dec. 28,
2009) (noting that new securitization issuances,
except those sponsored by the government, have
largely come to a halt). In 2008 through the end of
September, annualized issuance volumes for overall
global securitized and structured credit issuance
were approximately $2.4 trillion less than in 2006.
See Global Joint Initiative to Restore Confidence in
the Securitization Market, Restoring Confidence in
the Securitization Markets (Dec. 3, 2008) at 6.

32]d.

33 See, e.g., The PWG March 2008 Report at 2, 8
(noting that the performance of credit rating
agencies, particularly their ratings of mortgage-
backed securities and other asset-backed securities,
contributed significantly to the financial crisis).

34 See discussion in Section I.B.1 below.

35 See, e.g., Section IV.A. of Securities Offering
Reform, Release No. 33-8591 (Jul. 19, 2005) [70 FR
44722] (release adopting significant revisions to
registration, communications and offering process
under the Securities Act) (the “Offering Reform
Release”) (stating that Rule 159 would not result in
a speed bump or otherwise slow down the offering
process).

and instead has believed investors can
insist on adequate time to analyze
securities (and refuse to invest if not
provided sufficient time), we have been
told that this is not generally possible in
this market, particularly in an active
market.36 In addition, market
participants have expressed a desire for
expanded disclosure relating to the
assets underlying securitizations.3”
Investors have complained that the
mechanisms for enforcing the
representations and warranties
contained in securitization transaction
documents are weak, and thus are not
confident that even strong
representations and warranties provide
them with adequate protection. In the
private market, we believe that, in many
cases, investors did not have the
information necessary to understand
and properly analyze structured
products, such as CDOs, that were sold
in transactions in reliance on
exemptions from registration.38 As a
result of these and other factors, the
financial crisis resulted in an absence of
confidence in much of the securitization
market.

We are proposing a number of
changes to the offering process,
disclosure, and reporting for asset-
backed securities, which are designed to
enhance investor protection in this
market.?® The proposals are intended to
provide investors with timely and
sufficient information, including
information in and about the private
market for asset-backed securities,
reduce the likelihood of undue reliance
on credit ratings, and help restore
investor confidence in the
representations and warranties
regarding the assets. Although these
revisions are comprehensive and
therefore would impose new burdens, if
adopted, we believe they would protect
investors and promote efficient capital

36 See discussion in Section IL.B.1 below.

37 See also discussion in Section III.A.1 below.

38 The assumption that sophisticated investors are
able to fend for themselves in a private asset-backed
securities transaction has also been questioned. Cf.
Financial Services Authority, The Turner Review: A
Regulatory Response to the Global Banking Crisis,
March 2009 (the “Turner Review”), at 39 (finding
that “the crisis also raises important questions about
the intellectual assumptions on which previous
regulatory approaches have largely been built”).

39 Our proposals, if adopted, would not affect the
applicability of the Investment Company Act (15
U.S.C. 80a—1 et seq.) to ABS issuers, including the
availability of exclusions from such Act. See, e.g.,
Section 3(c)(1) or Section 3(c)(7) (15 U.S.C. 80a—
3(c)(1) and 80a—3(c)(7)) (for private transactions);
Rule 3a-7 [17 CFR 270.3a-7] (for public and private
transactions). Our proposals are not intended to
affect the application of the Investment Company
Act, including the availability of these exclusions,
to ABS issuers.
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formation. The proposals cover the
following areas:

¢ Revisions to the shelf offering
process and criteria and prospectus
delivery requirements;

e Securities Act and Exchange Act
disclosure requirements, including new
requirements to disclose standardized
asset-level information or grouped asset
data and a computer program that gives
effect to the cash flow provisions of the
transaction agreement (often referred to
as the “waterfall”); and

¢ Changes to the Securities Act safe
harbors for exempt offerings and exempt
resales for asset-backed securities.

In addition, we are proposing
clarifying, technical and other changes
to the current rules. The proposals are
designed to address issues that
contributed to or arose from the
financial crisis. These proposals are also
designed to be forward looking; some of
these proposals are designed to improve
areas that have the potential to raise
issues similar to the ones highlighted in
the financial crisis.

Our proposals are generally consistent
with global initiatives that seek to
improve practices in the securitization
market.40 These initiatives include calls
by international organizations to require
greater disclosure by issuers of
securitized products, including initial
and ongoing information about
underlying asset pool performance.4!
Our focus on both the public and
private markets for securitized products
is supported by recommendations from
international regulators about the type
of disclosure that should be provided to
investors in the private markets.42

B. Securities Act Registration

Securities Act shelf registration
provides important timing and
flexibility benefits to issuers. An issuer
with an effective shelf registration
statement can conduct delayed offerings
“off the shelf” under Securities Act Rule
415 without further staff clearance.
Under our current rules, asset-backed
securities may be registered on a Form
S—3 registration statement and later
offered “off the shelf” if, in addition to
meeting other specified criteria,*3 the
securities are rated investment grade by

40 See Improving Financial Regulation—Report of
the Financial Stability Board to G20 Leaders, (Sept.
25, 2009) (“The official sector must provide the
framework that ensures discipline in the
securitisation market as it revives.”).

41]d.

42 International Organization of Securities
Commissions, Final Report of the Task Force on the
Subprime Crisis (May 2008) (discussing the types of
disclosure that, following the model offered by the
types of disclosure mandated in the public markets,
private investors may want issuers to provide).

43 See discussion of other criteria in fn. 70 below.

a nationally recognized statistical rating
organization (NRSRO). As described in
detail in Section II.B.3. below, we are
proposing to repeal that criterion and
establish other criteria for shelf
eligibility. We are also proposing
changes to the Securities Act rules and
forms for issuances of asset-backed
securities.

We have undertaken a Commission-
wide effort to consider whether
references to NRSRO credit ratings in all
the Commission’s regulations are
necessary or appropriate and whether
they could cause investors to unduly
rely on ratings.## In this release, we are
proposing to eliminate the current
means of establishing shelf eligibility for
an ABS transaction based on the credit
ratings of the securities to be issued.*5
Instead, we are proposing to require for
shelf eligibility the following:

o A certification filed at the time of
each offering off of a shelf registration
statement, or takedown, by the chief
executive officer of the depositor 46 that
the assets in the pool have
characteristics that provide a reasonable
basis to believe that they will produce,
taking into account internal credit
enhancements, cash flows to service any
payments due and payable on the
securities as described in the
prospectus;

¢ Retention by the sponsor of a
specified amount of each tranche of the

44 See References to Ratings of Nationally
Recognized Statistical Rating Organizations,
Exchange Act Release No. 58070 (July 1, 2008) [73
FR 40088] (proposing amendments to rules and
forms under the Securities Exchange Act);
References to Ratings of Nationally Recognized
Statistical Ratings Organizations, Investment
Company Act Release No. 28327 (July 1, 2008) [73
FR 40124] (proposing amendments to rules under
the Investment Company Act and the Investment
Advisers Act); Security Ratings, Securities Act
Release No. 8940 (July 1, 2008) [73 FR 40106]
(proposing amendments to rules and forms under
the Securities Act and the Securities Exchange Act)
(“2008 Proposing Release”).

45 As part of the Commission-wide effort to
consider whether references to NRSRO credit
ratings are necessary, we proposed to replace the
ratings requirement in the shelf eligibility criteria
in the 2008 Proposing Release. See also Section
II.A. below. We reopened the comment period in
October 2009. References to Ratings of Nationally
Statistical Rating Organizations, Release No. 33—
9069 (Oct. 5, 2009) [74 FR 52374]. After considering
comments, we are withdrawing this part of the
proposals in the 2008 Proposing Release, and we
are proposing different ABS shelf eligibility
requirements to replace the investment grade
ratings requirement.

46 We use the term “depositor” to mean the
depositor who receives or purchases and transfers
or sells the pool assets to the issuing entity. For
ABS transactions where there is not an intermediate
transfer of the assets from the sponsor to the issuing
entity, the term depositor refers to the sponsor. For
ABS transactions where the person transferring or
selling the pool assets is itself a trust, the depositor
of the issuing entity is the depositor of that trust.
See Item 1101(e) of Regulation AB.

securitization,*” net of the sponsor’s
hedging (also known as “risk retention”
or “skin-in-the-game”);

e A provision in the pooling and
servicing agreement that requires the
party obligated to repurchase the assets
for breach of representations and
warranties to periodically furnish an
opinion of an independent third party
regarding whether the obligated party
acted consistently with the terms of the
pooling and servicing agreement with
respect to any loans that the trustee put
back to the obligated party for violation
of representations and warranties and
which were not repurchased; and

¢ An undertaking by the issuer to file
Exchange Act reports so long as non-
affiliates of the depositor hold any
securities that were sold in registered
transactions backed by the same pool of
assets.

We also are proposing to replace
Forms S—1 and S-3 with new forms for
registered ABS offerings—proposed
Forms SF—1 and SF—3—and to revise
the shelf offering structure for those
securities. Form SF-3 would be the
form used for ABS shelf offerings.

Given many ABS investors’ stated
desire for more time to consider the
transaction and for more detailed
information regarding the pool assets,*8
we are proposing to revise the filing
deadlines in shelf offerings to provide
investors with additional time to
analyze transaction-specific information
prior to making an investment decision.
These changes are designed to promote
independent analysis of ABS by
investors rather than reliance on credit
ratings. Under the proposed ABS shelf
procedures, an ABS issuer would be
required to file a preliminary prospectus
with the Commission for each takedown
off of the proposed new shelf
registration form for ABS (Form SF-3) at
least five business days prior to the first
sale in the offering.49 Under the

47 We use the term “sponsor” to mean the person
who organizes and initiates an asset-backed
securities transaction by selling or transferring
assets, either directly or indirectly, including
through an affiliate, to the issuing entity. See Item
1101(1) of Regulation AB.

48 See discussion in Section IIL.A.1 below
regarding our proposals relating to asset-level
information.

49 Pursuant to Exchange Act Rule 15¢2—-8(b) [17
CFR 240.15c2-8(b)], with respect to ABS, a broker-
dealer is exempt from the requirement that a
preliminary prospectus be delivered to prospective
investors at least 48 hours prior to sending a
confirmation of sale if the issuer of the securities
has not previously been required to file reports
pursuant to Sections 13(a) or 15(d) of the Exchange
Act (15 U.S.C. 78m or 15 U.S.C. 280). We also are
proposing to repeal this exception from Rule 15¢2—
8(b) such that a broker-dealer would be required to
deliver a preliminary prospectus at least 48 hours
prior to sending a confirmation of sale in

Continued
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proposal, issuers would use one
prospectus for each transaction and the
current practice of using core or base
prospectuses plus supplements would
be eliminated for ABS.

C. Disclosure

In 2004, we adopted a new set of rules
prescribing the disclosure requirements
for asset-backed issuers.5° Many
disclosure requirements of Regulation
AB are principles-based. Regulation AB
currently requires that material,
aggregate information about the
composition and characteristics of the
asset pool be filed with the Commission
and provided to investors. As described
in detail in Sections III, IV and V below,
we are proposing additional, and, in
some cases, revised disclosure
requirements for ABS offerings and
ongoing reporting.

For each loan or asset in the asset
pool, we are proposing to require
disclosure of specified data relating to
the terms of the asset, obligor
characteristics, and underwriting of the
asset. Such data would be provided in
a machine-readable, standardized
format so that it is most useful to
investors and the markets. Under our
proposal, issuers would be required to
provide the asset-level data or grouped
account data at the time of
securitization, when new assets are
added to the pool underlying the
securities, and on an ongoing basis.

We are proposing to require the filing
of a computer program (the “waterfall
computer program,” as defined in the
proposed rule) of the contractual cash
flow provisions of the securities in the
form of downloadable source code in
Python, a commonly used computer
programming language that is open
source and interpretive. The computer
program would be tagged in XML and
required to be filed with the
Commission as an exhibit. Under our
proposal, the filed source code for the
computer program, when downloaded
and run (by loading it into an open
“Python” session on the investor’s
computer), would be required to allow
the user to programmatically input
information from the asset data file that
we are proposing to require as described
above. We believe that, with the
waterfall computer program and the
asset data file, investors would be better
able to conduct their own evaluations of
ABS and may be less likely to be
dependent on the opinions of credit
rating agencies.

connection with an issuance of ABS, including
those issued by ABS issuers exempted from the
requirement to file reports pursuant to Section 12(h)
of the Exchange Act.

50 See the 2004 ABS Adopting Release.

We also are proposing additional
requirements to refine current
disclosure requirements for asset-backed
securities. Among other things, we are
proposing to require:

e Aggregated and loan-level data
relating to the type and amount of assets
that do not meet the underwriting
criteria that is specified in the
prospectus;

e For certain identified originators,
information relating to the amount of
the originator’s publicly securitized
assets that, in the last three years, has
been the subject of a demand to
repurchase or replace;

e For the sponsor, information
relating to the amount of publicly
securitized assets sold by the sponsor
that, in the last three years, has been the
subject of a demand to repurchase or
replace;

e Additional information regarding
originators and sponsors;

¢ Descriptions relating to static pool
information, such as a description of the
methodology used in determining or
calculating the characteristics of the
pool performance as well as any terms
or abbreviations used;

e That static pool information for
amortizing asset pools comply with the
Item 1100(b) requirements for the
presentation of historical delinquency
and loss information; and

o The filing of Form 8-K for a one
percent or more change in any material
pool characteristic from what is
described in the prospectus (rather than
for a five percent or more change, as
currently required).

We also are proposing to limit some of
the existing exceptions to the discrete
pool requirement in the definition of an
asset-backed security. This is intended
to not only address recent concerns
arising out of the financial crisis but
also serve to protect against future
practices of participants along the chain
of securitization that could result in the
addition of assets into a securitization
pool without a clear understanding of
their quality.

D. Privately-Issued Structured Finance
Products

A significant portion of securities
transactions, including the offer and
sale of all CDOs and ABCP, is
conducted in the exempt private
placement market, which includes both
offerings eligible for Rule 144A resales
and other private placements.51 CDOs

51CDOs often permit the active management of
their pool assets, which could include engaging in
activities the primary purpose of which is to protect
or enhance the returns of their equity holders. Such
CDOs typically would not meet the requirements of

are typically sold by the issuer in a
private placement to one or more initial
purchaser or purchasers in reliance
upon the Section 4(2) private offering
exemption in the Securities Act, which
is available only to the issuer, followed
by resales of the securities to “qualified
institutional buyers” in reliance upon
Rule 144A.52 Subsequent resales may
also be made in reliance upon Rule
144A. Rule 144A provides a safe harbor
for resellers from being deemed an
underwriter within the meaning of
Sections 2(a)(11) and 4(1) of the
Securities Act 3 for the sale of securities
to qualified institutional buyers. If the
conditions of the Rule 144A safe harbor
are satisfied, sellers may rely on the
exemption from Securities Act
registration provided by Section 4(1) for
transactions by persons other than
issuers, underwriters or dealers.5*
Some have concluded that the events
of the financial crisis have demonstrated
that a lack of understanding of CDOs
and other privately offered structured
finance products by investors, rating
agencies and other market participants
may have significant consequences to
the entire financial system.55 For
example, the ratings of these products
proved inaccurate, which significantly
contributed to the financial crisis.56
This lack of understanding by credit
rating agencies, investors, and other
market participants indicates that the
offering processes and disclosure

Rule 3a—7 under the Investment Company Act
because that rule includes conditions that are
intended to permit an issuer to engage only in
limited activities that do not in any sense parallel
typical ‘management’ of registered investment
company portfolios. Accordingly, these CDOs
usually rely on one of the private investment
company exclusions, both of which condition the
exclusion in part on the issuer not making a public
offering. See fn. 39 above.

52In general, a qualified institutional buyer is any
entity included within one of the categories of
“accredited investor” defined in Rule 501 of
Regulation D, acting for its own account or the
accounts of other qualified institutional buyers, that
in the aggregate owns and invests on a discretionary
basis at least $100 million in securities of issuers
not affiliated with the entity (or $10 million for a
broker-dealer).

5315 U.S.C. 77b(a)(11) and 15 U.S.C. 77d(1).

54 See Section IL.A. of the Resale of Restricted
Securities, Release No. 33-6862 (Apr. 30, 1990) [55
FR 17933] (the “Rule 144A Adopting Release”).

55 See, e.g., The PWG March 2008 Report (noting
that originators, underwriters, asset managers,
credit rating agencies and investors failed to obtain
sufficient information or conduct comprehensive
risk assessments on instruments that were often
quite complex and also noting that downgrades
were even more frequent and severe for CDOs of
ABS with subprime mortgage loans as the
underlying collateral). See also the Turner Review,
at 20 (finding that “the financial innovations of
structured credit resulted in the creation of
products—e.g, the lower credit tranches of CDOs or
even more so CDO-squareds—which had very high
and imperfectly understood embedded leverage.”).

56 See id.
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available in the public and private
market were inadequate to provide
appropriate investor protection. Further,
these securities are issued by special
purpose vehicles whose only purpose is
holding financial assets, with numerous
parties involved in the securitization
process.5? As a result, information about
those assets and the structure of the
vehicle is critical to an informed
investment decision.

The safe harbors of Rule 144A and
Regulation D that provide the ability to
rely on an exemption from registration
do not impose specific requirements on
the disclosures provided to investors if
those investors meet certain size
requirements. However, the financial
crisis has called into question the ability
of our rules, as they relate to the private
market for asset-backed securities, to
ensure that investors had access to, and
had sufficient time and incentives to
adequately consider, appropriate
information regarding these securities.>8

We are proposing to require enhanced
disclosure by asset-backed issuers who
wish to take advantage of the safe harbor
provisions for these privately-issued
securities.?® In addition, in order to
provide additional transparency with
respect to the private market for these
securities, we are proposing
amendments to Rule 144A to require a
structured finance product issuer to file
a public notice on EDGAR of the initial
placement of structured finance
products that are eligible for resale
under Rule 144A. As we believe that the
Commission may benefit from the
availability of more information about
private placements of structured finance
products, we are proposing to require
that in submitting such notice, the
issuer undertakes to provide offering
materials to the Commission upon
written request.

57 See also discussion in Section VI. below.

58 An assessment of whether the protections of
the Act are needed often focuses on whether the
purchasers of securities can “fend for themselves.”
SEC v. Ralston Purina Co., 346 U.S. 119, 125 (1953).
Historically, whether this test is met turned on
whether information necessary or appropriate to
make informed decisions is realistically available to
the purchasers. See id. The Supreme Court also
noted that “We agree that some employee offerings
may come within §4(1), e.g., one made to executive
personnel who because of their position have access
to the same kind of information that the Act would
make available in the form of a registration
statement.” Id. at 125. See also Lawler v. Gilliam,
569 F.2d 1283 (4th Cir. 1978) (discussing the
Supreme Court’s observation in Ralston that an
offering to those who are shown to be able to fend
for themselves is a transaction ‘not involving any
public offering’ and the ruling that an essential
requirement is access to the kind of information
that registration would disclose).

59'We are also proposing to make conforming
changes to Regulation D, Form D and Rule 144.

All of our proposals, if adopted,
would apply to new issuances of asset-
backed securities. Therefore, the
proposed rules, if adopted, would not
impose new requirements on
outstanding asset-backed securities.

II. Securities Act Registration

We are proposing a number of
changes to the Securities Act
registration process for the offer and sale
of asset-backed securities. These
changes include proposed new
eligibility criteria for shelf offerings and
changes to the shelf offering process.

A. History of ABS Shelf Offerings

In 1984, mortgage related securities, a
subset of asset-backed securities, were
first permitted to be offered on a “shelf”
basis. Contemporaneous with the
enactment of Secondary Mortgage
Market Enhancement Act of 1984
(SMMEA),80 which added the definition
of “mortgage related security” to the
Exchange Act, we amended Securities
Act Rule 415 to permit mortgage related
securities to be offered on a delayed
basis, regardless of which form is
utilized for registration of the offering.51
SMMEA defined a mortgage related
security to include a security that has a
high investment grade credit rating.52

In 1992, in order to facilitate
registered offerings of asset-backed
securities and eliminate differences in
treatment under our registration rules
between mortgage related asset-backed
securities (which could be registered on
a delayed basis) and other asset-backed
securities of comparable character and
quality (which could not), we expanded
the ability to use “shelf offerings” to

60 Public Law 98-440, 98 Stat. 1689.

61 See Shelf Registration, Release No. 33—-6499
(Nov. 17, 1983) [48 FR 5289]. Mortgage related
securities, including such securities as mortgage-
backed debt and mortgage participation or pass
through certificates, may be offered on a delayed
basis under Rule 415. See 17 CFR 230.415(a)(1)(vii).
SMMEA was enacted by Congress to increase the
flow of funds to the housing market by removing
regulatory impediments to the creation and sale of
private mortgage-backed securities. An early
version of the legislation contained a provision that
specifically would have required the Commission to
create a permanent procedure for shelf registration
of mortgage related securities. The provision was
removed from the final version of the legislation,
however, as a result of the Commission’s decision
to adopt Rule 415, implementing a shelf registration
procedure for mortgage related securities. See H.R.
Rep. No. 994, 98th Cong., 2d Sess. 14, reprinted in
1984 U.S. Code Cong. & Admin. News 2827; see
also Release No. 33—6499 (Nov. 17, 1983) [48 FR
52889], at n. 30 (noting that mortgage related
securities were the subject of pending legislation).

62 The term, “mortgage related security” is defined
to include “a security that is rated in one of the two
highest rating categories by at least one nationally
recognized statistical rating organization.” 15 U.S.C.
78c(a)(41).

other asset-backed securities.®? Under
the 1992 amendments, offerings of asset-
backed securities rated investment grade
by an NRSRO 64 could be registered on
Form S-3.65 The eligibility
requirement’s definition of “investment
grade” was largely based on the
definition in the existing eligibility
requirement for non-convertible
corporate debt securities.5¢

The 1992 amendments did not
prescribe specific disclosure
requirements for ABS offerings;
disclosure in ABS offerings was based
largely on market practices and SEC
staff guidance.6” At the end of 2004, the
Commission adopted new rules and
amendments under the Securities Act
and the Exchange Act addressing the
registration, disclosure and reporting
requirements for asset-backed
securities.®8 In the 2004 amendments
(“2004 ABS Adopting Release”), we
prescribed specific ABS disclosure
requirements for the first time, which
are largely principles-based. In addition,
under the 2004 amendments, we
retained the investment grade ratings
condition to ABS Form S-3 eligibility 6°
and added additional shelf eligibility
conditions.”?

63 See Simplification of Registration Procedures
for Primary Securities Offerings, Release No. 33—
6964 (Oct. 22, 1992) [57 FR 32461].

64 The security is an “investment grade security”
for purposes of form eligibility if, at the time of sale,
at least one NRSRO has rated the security in one
of its generic rating categories which signifies
investment grade, typically one of the four highest
categories. See General Instructions I.B.2 and 1.B.5
of Form S-3.

65 Under Securities Act Rule 415, securities
registered on Form S-3 or Form F—3 may be offered
on a continuous or delayed basis. See 17 CFR
230.415(a)(1)(x).

66 See Release No. 33—6964.

67 See id. The 1992 release explained that the
Commission did not intend to change the character
or quality of the disclosure that is customary in
these offerings and explained generally the type of
disclosure that was expected for ABS offerings.

68 See 2004 ABS Adopting Release. In 2003, we
raised the question whether to eliminate ratings
reliance from our shelf eligibility requirements in
a concept release where we requested comment on
alternatives to the investment grade ratings
component of Form S-3 eligibility for ABS and debt
offerings. See Rating Agencies and the Use of Credit
Ratings under the Federal Securities Laws, Release
No. 33-8236 (Jun. 4, 2003) [68 FR 35258].

69 We noted in 2004, however, that the
Commission was engaged in a broad review of the
role of credit ratings agencies in the securities
markets and the use of credit ratings for regulatory
purposes. See Section I.A.3.c of the 2004 ABS
Adopting Release.

70In addition to investment grade rated securities,
an ABS offering is eligible for Form S-3 registration
only if the following conditions are met: (i)
Delinquent assets must not constitute 20% or more,
as measured by dollar volume, of the asset pool as
of the measurement date; and (ii) with respect to
securities that are backed by leases other than motor
vehicle leases, the portion of the securitized pool
balance attributable to the residual value of the

Continued
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In 2008, we proposed several changes
to our rules and form requirements that
reference investment grade ratings (the
“2008 Proposing Release”), including a
proposal to revise shelf eligibility
criteria for ABS offerings and primary
offerings of non-convertible debt by
replacing the investment grade ratings
component.?? Our proposal would have
replaced investment grade ratings with
a requirement that sales registered on
Form S-3 be made in minimum
denominations and only to qualified
institutional buyers, as defined in Rule
144A. We reopened comment on the
2008 Proposing Release on October 5,
2009.72

We received comment letters from 35
commenters on the 2008 Proposing
Release. Commenters generally opposed
the proposed amendments that would
have replaced investment grade ratings
references in certain rules and the shelf
eligibility criteria.”3 Some commenters
on the proposed amendments to ABS

physical property underlying the leases, as
determined in accordance with the transaction
agreements for the securities, does not constitute
20% or more, as measured by dollar volume, of the
securitized pool balance as of the measurement
date. See General Instruction I.B.5 of Form S-3.
Moreover, to the extent the depositor or any issuing
entity previously established, directly or indirectly,
by the depositor or any affiliate of the depositor are
or were at any time during the twelve calendar
months and any portion of a month immediately
preceding the filing of the registration statement on
Form S-3 subject to the requirements of Section 12
or 15(d) of the Exchange Act (15 U.S.C. 78] or
780(d)) with respect to a class of asset-backed
securities involving the same asset class, such
depositor and each such issuing entity must have
filed all material required to be filed regarding such
asset-backed securities pursuant to Section 13, 14
or 15(d) of the Exchange Act (15 U.S.C. 78m, 78n
or 780(d)) for such period (or such shorter period
that each such entity was required to file such
materials). Such material (except for certain
enumerated items) must have been filed in a timely
manner. See General Instruction I.A.4 of Form

S—3. We are not proposing changes to these other
eligibility conditions.

71 See the 2008 Proposing Release.

72 See Release No. 33—9069. We also held a Credit
Rating Agency Roundtable on April 15, 2009 to
consider further information on ratings and rating
agencies. Materials related to the roundtable,
including an archived webcast and a transcript of
the roundtable, are available at http://www.sec.gov/
spotlight/cra-oversight-roundtable.htm.

73 See comment letters from American Bar
Association (ABA); American Electric Power,
American Securitization Forum (ASF), Arizona
Public Service Company, Boeing Capital
Corporation (Boeing), Cadwalader Wickersham &
Taft LLP (Cadwalader), Charles Schwab, Constance
Curnow, Davis Polk & Wardwell (Davis Polk),
Debevoise & Plimpton (Debevoise), Dewey &
LeBoeuf, Dominion Resources, Inc., Edison Electric
Institute, Incapital, LLC, Manulife Financial
Corporation, Mayer Brown LLP (Mayer), Merrill
Lynch Depositor, Inc., Mortgage Bankers
Association, PNM Resources, Inc., Securities
Industry and Financial Markets Association,
Southern Company, WGL Holdings, Inc., and
Wisconsin Energy Corporation. The public
comments are available at http://www.sec.gov/
comments/s7-18-08/s71808.shtml.

shelf eligibility noted that the proposed
eligibility requirements would result in
many ABS issuers registering offerings
on Form S—1 74 or selling the securities
privately.”> After considering
comments, we are withdrawing this part
of the 2008 proposal and are proposing
different replacements to the ratings
requirement in the shelf eligibility
criteria for ABS issuers that we believe
are better measures of quality, and
therefore, are more appropriate
eligibility criteria. We are also
proposing several changes to restructure
the registered ABS offering process.

B. New Registration Procedures and
Forms for Asset-Backed Securities

1. New Shelf Registration Procedures

Under existing rules, as with offerings
of other types of securities registered on
Form S-3 and Form F-3, the shelf
registration statement for an offering of
asset-backed securities will often be
effective before a takedown is
contemplated. Pursuant to existing
Securities Act Rules 409 and 430B,76 the
prospectus in the registration statement
may omit the specific terms of a
takedown if that information is
unknown or not reasonably available to
the issuer when the registration
statement is made effective.?’” For ABS
offerings off the shelf, because assets for
a pool backing the securities will not be
identified until the time of an offering,
information regarding the actual assets
in the pool and the material terms of the
transaction are sometimes only included
in a prospectus or prospectus
supplement that is filed with the
Commission the second business day
after first use.”® This information
includes information about the pool,
underwriting criteria for the assets and
exceptions made to the underwriting
criteria, identification of the originators
of the assets and other information that

7417 CFR 239.11.

75 See, e.g., comment letters from ABA dated
September 12, 2009; ASF; Boeing; Cadwalader;
Davis Polk; Debevoise; and Mayer. As the proposal
in the 2008 Proposing Release did not add
requirements to the safe harbors for privately-issued
asset-backed securities, these commenters did not
assess whether additional requirements would have
changed the result.

7617 CFR 230.409 and 17 CFR 230.430B.

77 The prospectus disclosure in the registration
statement is often presented through a “base” or
“core” prospectus and a prospectus supplement. We
are proposing to eliminate this type of presentation
for asset-backed issuers. See Section IL.D.1. below.

78 An instruction to Rule 424(b) requires that a
form of prospectus or prospectus supplement
relating to a delayed offering of mortgage-backed
securities or an offering of asset-backed securities
be filed no later than the second business day
following the date it is first used after effectiveness
in connection with a public offering or sales, or
transmitted by a means reasonably calculated to
result in filing with the Commission by that date.

is keyed off the identification of specific
assets for the pool.

We recognize that asset-backed
issuers have expressed the need to use
shelf registration to access the capital
markets quickly.”® We understand that
the creation of an asset pool to support
securitized products is a dynamic and
ongoing process in which changes can
take place up until pricing. As a result,
our proposals today generally maintain
the fundamental framework of shelf
registration for ABS offerings.

However, we also recognize that it is
important for investor protection that
ABS investors have not just adequate
information to make an investment
decision, but also adequate time to
analyze the information and the
potential investment. For the most part,
each ABS offering off of a shelf
registration statement involves
securities backed by different assets, so
that, in essence, from an investor point
of view, each offering is like an initial
public offering with respect to the ABS
issuer. Information regarding the assets
is an important piece of information for
investors to use to conduct an analysis
of the ability of those underlying assets
to generate sufficient funds to make
payments on the securities.
Furthermore, some have noted the lack
of time to review transaction-specific
information as hindering the investors’
ability to conduct adequate analysis of
the securities.8° We believe that a more
orderly process for asset-backed
securities offerings with improved
investor protections, where investors
and underwriters have additional time
to assist their review of offerings, may
be needed, even if issuers may not
always be able to time their offering in
a way that takes advantage of short term
price peaks. Therefore, we are proposing
rules designed to increase the amount of
time that investors have to review
information regarding a particular shelf
takedown and promote analysis of asset-

79 Notably, according to EDGAR, in 2006 and
2007, only three ABS issuers filed registration
statements on Form S—1 that went effective.

80 See, e.g., Section I.B. of CFA Institute Centre for
Financial Market Integrity and Council of
Institutional Investors, U.S. Financial Regulatory
Reform: The Investor’s Perspective, July 2009
(noting that securitized products are sold before
investors have access to a comprehensive and
accurate prospectus, noting that each ABS offering
involves a new and unique security, and
recommending that the Commission adopt rules to
improve the timeliness of disclosures to investors);
Dr. William W. Irving’s testimony concerning
“Securitization of Assets: Problems and Solutions”
Before the Senate Banking, Housing and Urban
Affairs Subcommittee on Securities, Insurance, and
Investment (Oct. 7, 2009), at 11 (recommending that
there be ample time before a deal is priced for
investors to review and analyze a full prospectus
and not just a term sheet). The testimony is
available at http://banking.senate.gov/public/.
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backed securities in lieu of undue
reliance on security ratings for shelf
offerings.

(a) Rule 424(h) Filing

We are proposing to require an asset-
backed issuer using a shelf registration
statement on proposed Form SF-3 to
file a preliminary prospectus containing
transaction-specific information at least
five business days in advance of the first
sale of securities in the offering. This
requirement, if adopted, would allow
investors additional time to analyze the
specific structure, assets, and
contractual rights regarding each
transaction. Requiring that such
information be filed at least five
business days before the first sale of
securities in the offering is designed to
balance the interest of ABS issuers in
quick access to the capital markets and
the need of investors to have more time
to consider transaction-specific
information. We considered whether a
longer minimum time period than five
business days would be more
appropriate.8* However, we are
proposing five business days, because
we preliminarily believe that the
proposals discussed below that require
the filing of standardized and tagged
loan-level information and a computer
program that gives effect to the cash
flow provisions of the transaction
agreement could reduce the amount of
time required by investors to consider
transaction specific information. Our
requests for comment on the proposed
new procedures below include
questions about the appropriate amount
of time investors need to consider
transaction specific information.

Under our proposal, with respect to
any takedown of securities in a shelf
offering of asset-backed securities where
information is omitted from an effective
registration statement in reliance on
newly proposed Rule 430D, a form of
prospectus meeting certain
requirements must be filed with the
Commission by a means reasonably
calculated to result in filing in
accordance with proposed Rule 424(h)
(the “Rule 424(h) filing” or “Rule 424(h)
prospectus”) at least five business days
prior to the first sale of securities in the
offering.82 If the preliminary prospectus
is used earlier than such five business
days to offer the securities, then it must

81 Some have suggested that investors be provided
with up to two weeks to analyze asset information.
See, e.g., Joshua Rosner, Securitization: Taming the
Wild West, Roosevelt Institute’s Make Markets be
Markets (Mar. 3, 2010), at 73.

82 Sale includes “contract of sale.” See fn. 31 and
accompanying text of the Offering Reform Release.

be filed by the second business day after
first use.

As discussed below, we are proposing
new Rule 430D to provide the
framework for shelf registration of ABS
offerings. The proposed rule explains
what information may be omitted from
the prospectus filed with the effective
registration statement and what
information must be contained in the
Rule 424(h) filing. Under new Rule
430D, as proposed, the Rule 424(h)
filing must contain substantially all the
information for the specific ABS
takedown previously omitted from the
prospectus filed as part of an effective
registration statement,33 except for the
information with respect to the offering
price, underwriting discounts or
commissions, discounts or commissions
to dealers, amount of proceeds or other
matters dependent upon the offering
price. The information required to be
filed pursuant to proposed Rule 424(h)
would include, among other things,
information about the specific asset pool
that is backing the securities in the
takedown and the waterfall computer
program discussed in Section III below.
Proposed Rule 430D would provide that
a material change in the information
provided in the Rule 424(h) filing, other
than offering price, would require a new
Rule 424(h) filing and therefore, a new
five business-day waiting period.84 The
new Rule 424(h) filing would be
required to reflect the change and
contain substantially all the information
required to be in the prospectus, except
for pricing information. For example, if
a credit enhancement (that was
contemplated in the registration
statement) is added to the transaction
after a Rule 424(h) filing is filed, we
would expect the issuer to file a new
Rule 424(h) filing that reflects the credit
enhancement and wait an additional
five business days before the first sale in
the offering. This is designed to provide
investors with information and time
sufficient to conduct a thorough
analysis of new information relating to
the offering.

So long as a form of prospectus has
been filed in accordance with Rule
430D, ABS issuers could continue to
utilize a free writing prospectus or ABS
informational and computational

83 For example, the Rule 424(h) filing would
include the waterfall computer program that we are
proposing to require, as discussed in Section IIL.B.1
of this release. We believe that investors need
adequate time to run the waterfall computer
program using the asset data filed with the Rule
424(h) filing.

84 Whether a change is material for purposes of
the proposed requirement would depend on the
facts and circumstances. See TSC Industries, Inc.
v.Northway, Inc., 426 U.S. 438, 448—449 (1976). See
also Basic v. Levinson, 485 U.S. 224, 231 (1988).

materials in accordance with existing
rules.85 However, because we believe
that investors should have access to a
comprehensive prospectus that contains
substantially all of the required
information, a free writing prospectus or
ABS informational and computational
materials could not be used for the
purpose of meeting the requirements of
proposed Rule 424(h). For liability
purposes, a Rule 424(h) filing would be
deemed part of the registration
statement on the date such form of
prospectus is filed with the
Commission, or if the preliminary
prospectus is used earlier than five
business days in advance of the first sale
of securities in the offering, then the
date of first use.8¢ A final prospectus for
ABS offerings would continue to be
filed pursuant to Rule 424(b). Consistent
with Rule 430B for shelf offerings of
corporate issuers, under proposed Rule
430D the filing of the final prospectus
under Rule 424(b) would trigger a new
effective date for the registration
statement relating to the securities to
which such form of prospectus relates
for purposes of liability under Section
11 of the Securities Act.8”

85 ABS informational and computational
materials, as defined in Item 1101 of Regulation AB
[17 CFR 229.1101], may be used in accordance with
Securities Act Rules 167 and 426 [17 CFR 230.167
and 17 CFR 230.426]. Materials that constitute a
free writing prospectus, as defined in Securities Act
Rule 405 [17 CFR 230.405] may be used in
accordance with Securities Act Rules 164 and 433
[17 CFR 230.164 and 17 CFR 230.433].

86 This is consistent with the existing provisions
for other preliminary prospectuses. See Rule
430B(e). We also propose in this release to repeal
the exception to the prospectus delivery
requirement in Exchange Act Rule 15¢2-8(b) for
shelf-eligible asset-backed securities. See Section
II.C. below.

8715 U.S.C. 77k. The proposed rule does not
change the treatment of ABS offerings for purposes
of Rule 159 [17 CFR 230.159]. Rule 159 provides
the following:

(a) For purposes of section 12(a)(2) of the
Securities Act only, and without affecting any other
rights a purchaser may have, for purposes of
determining whether a prospectus or oral statement
included an untrue statement of a material fact or
omitted to state a material fact necessary in order
to make the statements, in the light of the
circumstances under which they were made, not
misleading at the time of sale (including, without
limitation, a contract of sale), any information
conveyed to the purchaser only after such time of
sale (including such contract of sale) will not be
taken into account.

(b) For purposes of section 17(a)(2) of the Act
only, and without affecting any other rights the
Commission may have to enforce that section, for
purposes of determining whether a statement
includes or represents any untrue statement of a
material fact or any omission to state a material fact
necessary in order to make the statements made, in
light of the circumstances under which they were
made, not misleading at the time of sale (including,
without limitation, a contract of sale), any
information conveyed to the purchaser only after
such time of sale (including such contract of sale)
will not be taken into account.

Continued
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(b) New Rule 430D

Currently, the framework for ABS
shelf offerings, along with shelf
offerings for other securities, is outlined
in Rule 430B of the Securities Act. Rule
430B describes the type of information
that primary shelf eligible and
automatic shelf issuers may omit from a
base prospectus in a Rule 415 offering 88
and include instead in a prospectus
supplement, Exchange Act report
incorporated by reference, or a post-
effective amendment.8® We are
proposing new Rule 430D to provide the
framework for delayed shelf offerings of
asset-backed securities pursuant to Rule
415(a)(1)(vii), as proposed to be revised.
If we adopt Rule 430D, existing Rule
430B would no longer apply to ABS
offerings.

Proposed Rule 430D would require
that with respect to each offering,
substantially all the information
previously omitted from the prospectus
filed as part of an effective registration
statement, except for the omission of
information with respect to the offering
price, underwriting discounts or
commissions, discounts or commissions
to dealers, amount of proceeds or other
matters dependent upon the offering
price, be filed at least five business days
in advance of the first sale of securities
in the offering in accordance with Rule
424(h). Thus, an issuer may not omit
such information (other than offering
price, underwriting discounts or
commissions, discounts or commissions
to dealers, amount of proceeds or other
matters dependent upon the offering
price) from the Rule 424(h) filing.

We are proposing conforming
revisions to the undertakings that are
required by Item 512 of Regulation
S—K 90 in connection with a shelf
registration statement. For the most part,
ABS issuers would continue to provide
the same undertakings that are currently
required of ABS issuers conducting
shelf offerings. We are proposing a
conforming revision to the undertakings
relating to the determination of liability
under the Securities Act as to any
purchaser in the offering. It would
require an undertaking that each
prospectus filed by the registrant
pursuant to Rule 424(h) would be

(c) For purposes of section 12(a)(2) of the Act
only, knowing of such untruth or omission in
respect of a sale (including, without limitation, a
contract of sale), means knowing at the time of such
sale (including such contract of sale).

88 Under Rule 430B, a form of prospectus filed as
part of a registration statement for offerings of asset-
backed securities may omit information unknown
or not reasonably available pursuant to Rule 409.

89 See also Section V.B.1.b of the Offering Reform
Release.

9017 CFR 229.512.

deemed part of the registration
statement as of the date the prospectus
was deemed part of, and included in,
the registration statement (i.e., the date
it was filed with the Commission, or, if
the prospectus was used and filed
earlier, the second business day after
first use).91 Also, under our proposed
revision to Item 512 of Regulation S—K,
an issuer would be required to
undertake to file the information
required to be contained in a Rule
424(h) filing with respect to any offering
of securities.

Request for Comment

¢ We request comment on our
proposal to establish a minimum period
of time available to investors to review
registered ABS offering prospectuses.
Are we correct that investors need
additional time? Would the proposed
timeline for filing the proposed
preliminary prospectus at least five
business days prior to the date of first
sale pose problems for market
participants? If so, how could we
address those concerns while still
providing investors with sufficient time
to analyze the securities?

o Is the proposed five business days
sufficient time for investors? Should the
required minimum number of days that
the Rule 424(h) filing must be filed
before the first sale be longer (e.g., six,
seven, eight, or ten business days) or
shorter than what we are proposing
(e.g., two or four business days)? Given
the increased amount of information
that would be made available to
investors under this proposal, would
investors need more time to consider
transaction specific information? Is our
belief that the filing of standardized and
tagged asset-level information and a
computer program that gives effect to
the cash flow provisions of the
transaction agreement could reduce the
amount of time investors need to
consider transaction-specific
information correct?

e We are cognizant that having a
transaction exposed to the markets for
some period of time causes concerns to
some issuers and underwriters in some
instances. However, we also note
situations in which transaction-specific
information regarding ABS is provided
to other deal participants for a longer
period prior to selling the securities
seemingly with no or minimal effect on
the issuer’s ability to sell securities. We
note, in particular, that the Federal
Reserve Board requires information to

91 This is consistent with the existing undertaking
in Item 512 for prospectuses that are filed pursuant
to Rule 424(b)(3). See Item 512(a)(5)(i)(A) of
Regulation S-K [17 CFR 229.512(a)(5)(i)(A)].

be provided to it regarding the assets
pledged to the Term Asset-Backed
Securities Loan Facility (TALF) at least
three weeks prior to the subscription
date.?2 Similarly, rating agencies receive
information prior to rating
transactions.?3 If there are issues raised
by exposing the transaction publicly to
the markets, please provide us with
specific information about the concerns
and ways we can revise the proposal to
address them.

e Under our proposal, the Rule 424(h)
filing would not be required to include
information dependent on pricing. Is
that appropriate? If not, what
information should be required to be
included and how would an issuer have
access to the information in the
timeframe that we are proposing?

e Under our proposal, if a material
change to the disclosure other than to
pricing information occurs, the issuer
would be required to file a new Rule
424(h) prospectus with updated
information. Is this requirement specific
enough? Should we, instead or in
addition, specify particular changes that
would trigger a filing, or conversely,
that would not trigger a filing? Should
we, for example, provide that a new
Rule 424(h) filing would be required if
the asset pool has changed by a certain
amount? If so, what should that amount
be (e.g., 1%, 5%, or 10% of the final
asset pool)? How would other changes
be described, such as changes to the
waterfall? Would it be appropriate to
allow a material change without
requiring a new Rule 424(h) filing and
a new five-day waiting period? Should
the new Rule 424(h) filing be required
as proposed to reflect the change and
contain substantially all the information
required to be in the prospectus, except
for pricing information? Should we only
require that the change be reflected in
a supplement?

e The requirement to file a new Rule
424(h) filing would trigger another five-
day waiting period before the first sale.
Is this approach appropriate and
workable? If the issuer is required to re-
file the preliminary prospectus, as
proposed, should the issuer be required
to wait another five business days before
the first sale, as proposed? If not, how
long should the issuer be required to
wait?

92Each issuer wishing to bring a TALF-eligible
ABS transaction to market is required to provide,
at least three weeks prior to the subscription date,
information to the Federal Reserve Bank of New
York including, but not limited to, all data on the
transaction the issuer has provided to any NRSRO.

93 See Amendments to Rules for Nationally
Recognized Statistical Rating Organizations,
Release No. 34-59342 (Feb. 2, 2009) [74 FR 6456].
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e Are there any aspects of the Rule
424(h) filing that we should specify
must be substantially set at the time it
is required to be filed?

¢ Are there any changes, other than
the ones we are proposing, to the Item
512 undertaking that should be made? Is
our proposed change to incorporate the
Rule 424(h) filing in the undertakings
relating to liability so that the Rule
424(h) filing shall be deemed part of the
registration statement as of the date the
filed prospectus was deemed part of and
included in the registration statement
appropriate?

e We have designed the proposed
process for ABS shelf registration to
strike a balance between facilitating
registered ABS offerings and providing
investors a meaningful opportunity to
analyze the securities. Would our
proposal to require that the Rule 424(h)
prospectus be filed at least five business
days before the first sale make shelf
registration sufficiently less attractive to
issuers that they would avoid the
registered market? If so, are there ways
to address this concern? Below, we are
proposing to require more disclosure for
private offerings of asset-backed
securities that rely on the Commission’s
safe harbors that allow issuers to rely on
an exemption from registration. Should
we impose even more restrictions on
private offerings of asset-backed
securities than what is proposed below?
For example, should we condition
reliance on Rule 506 of Regulation D on
a limitation of the total number of
purchasers in an ABS offering, even for
offerings to accredited investors or
qualified institutional buyers?
Alternatively, should we impose fewer
restrictions on private offerings of asset-
backed securities?

e Should we also require, or require
instead, that the initial purchaser or
investor hold the securities for a period
of time prior to resales in reliance on
Rule 144A to better ensure that such
resales of asset-backed securities are not
a distribution? Could that better ensure
that the public registered ABS market
operates appropriately and that the
existing safe harbors do not
inappropriately erode the public
markets? If we were to add these
additional restrictions on private
offerings, what would be the impact on
the broader market for structured
securities? Would requiring a holding
period discourage investors from
purchasing ABS in exempt private
placements? Would these offerings all
be done as public deals, or would these
offerings cease to be conducted at all?
Should we provide for fewer
restrictions—for example, should we
require a subset of loan-level disclosures

in the context of an exempt private
offering? Should issuers or sponsors
have the option of providing only
certain information? Or would these
rules reduce the aggregate amount of
transactions? What would be the
economic effect?

2. Proposed Forms SF—1 and SF-3

In order to distinguish the ABS
registration system from the registration
system for other securities, we are
proposing to add new registration forms
that would be used for any sales of a
security that meets the definition of an
asset-backed security, as defined in Item
1101 of Regulation AB.94 These new
forms, which would be named Form
SF-1 and Form SF-3,95 would require
all the items applicable to ABS offerings
that are currently required in Form
S—1 and Form S-3 as modified by the
proposed amendments noted below.
Offerings that qualify for delayed shelf
registration 26 would be registered on
proposed Form SF-3, and all other
offerings would be registered on Form
SF-1.97

Proposed Form SF-1 would not
contain all the items that are currently
required by Form S—1. Specifically, the
proposed form would not include the
instructions as to summary
prospectuses, as we do not believe that
the summary prospectus instructions
are relevant for ABS offerings. Also, we
are proposing to substitute the item in
existing Form S—1 permitting
incorporation by reference by reporting
companies of previously filed Exchange
Act reports and documents with an item
that is more tailored to asset-backed
securities on proposed Form SF-1. As
discussed in Section I1.D.1 below, we are
proposing that ABS issuers file a single
prospectus for each takedown with all
of the information required by
Regulation AB because we believe ABS
offerings are more closely akin to initial
public offerings. Therefore, we are
proposing to limit incorporation by
reference to certain disclosures. In
particular, as discussed below,%8 we are
proposing to permit an ABS issuer to
incorporate by reference into proposed
Form SF-1 information by the time of
effectiveness of the registration
statement the information that is

9417 CFR 229.1101(c).

95 The proposed forms would be referenced in 17
CFR 239.44 and 17 CFR 239.45.

96 In this release, we also refer to such offerings
as shelf offerings.

97 We also propose to make conforming changes
throughout our rules to refer to the new forms, as
appropriate. See, e.g., proposed revisions to
Securities Act Rules 167 and 190(b)(1) and the
exhibit table in Item 601 of Regulation S-K.

98 See Sections I1I.A.4., IIL.B.1.d., and IILE.4.
below.

required to satisfy certain disclosure
requirements (i.e., static pool
information filed pursuant to Item 6.08
of Form 8-K, asset data filed pursuant
to Item 6.06 of Form 8-K, and the
waterfall computer program filed
pursuant to Item 6.07 of Form 8-K).99
We also are proposing to permit ABS
issuers structured as revolving asset
master trusts to incorporate by reference
certain asset-level disclosures that
would have been provided in previously
filed Form 10-Ds.100

We are proposing to revise some
disclosure requirements that are
currently located in Form S-3 but
would be moved to proposed Form
SF-3. As discussed in the sections
immediately following this discussion,
we are proposing changes to shelf
eligibility for ABS issuers, which will
now become the eligibility criteria for
proposed Form SF-3. In addition, we
are proposing to change an eligibility
requirement in existing Form S-3
relating to delinquent filings of the
depositor or an affiliate of the depositor
for purposes of proposed Form SF-3.
For Form S-3, an issuer is not eligible
for registration on the form if the
depositor or an affiliate of the depositor,
with respect to a class of asset-backed
securities involving the same asset class,
has not filed the Exchange Act reports
required to be filed or has not filed such
reports in a timely manner for a period
of twelve months prior to the filing of
the registration statement.191 However,
for certain specified reports, including
reports on Form 8-K pursuant to Item
6.05, untimely filing does not result in
loss of eligibility.102 We are proposing
to repeal the existing exception from the
filing timeliness requirement for Item
6.05 Form 8—K reports. Item 6.05 Form
8—-K reports, which we discuss in
further detail below, are required to be
filed if there is a change in the asset
pool characteristics from the description
of the asset pool provided in the final
prospectus and thereby provide
important information regarding the
composition of the assets. Under
proposed Form SF-3, the untimely
filing of an Item 6.05 Form 8-K report
by the depositor or affiliate of the
depositor, with respect to a class of
asset-backed securities involving the
same asset class, during the twelve

99 See General Instruction IV. and Item 10 of
proposed Form SF-1 and Item 11 of proposed Form
SF-3.

100 We are proposing to require ABS backed by
floorplan receivables to include the performance
information of assets that were part of the pool prior
to the current offering. See Section IIL.A.1.e.iv.
below.

101 General Instruction 1.A.4 of Form S-3.

102 Id‘
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calendar months and any portion of a
month immediately preceding the filing
of the registration statement would
result in the loss of form eligibility for
up to twelve months from the time the
report was due.103 As discussed in
Section V.C.1 below, we also are
proposing to lower the threshold
amount of change that would trigger a
filing requirement for Item 6.05 Form
8—-K reports from five percent of any
material pool characteristic to one
percent.

Request for Comment

¢ We request comment on our
proposal to move the registration
statement item requirements for ABS
offerings into new forms that would
apply only to asset-backed issuers.
Would the proposed new forms create
any difficulties? If so, please specify.

e We are proposing to move the items
applicable to asset-backed securities
from Forms S—1 and S-3 to proposed
Forms SF—1 and SF-3, with some
exceptions noted. Do the proposed
forms omit any requirement for asset-
backed issuers that should be included?
Do any of the requirements need further
revisions?

¢ The proposed Form SF-1 would not
include the instructions as to summary
prospectuses that are included in Form
S—1. Is there any reason we should
provide these instructions in proposed
Form SF-1 for ABS issuers?

e Are our proposed instructions for
incorporation by reference appropriate?

e Should we repeal the existing
carve-out for the untimely filing of an
Item 6.05 Form 8-K, as we are
proposing to do? Why or why not?

3. Shelf Eligibility for Delayed Offerings

We are proposing to eliminate the
ability of ABS issuers to establish shelf
eligibility in part by means of an
investment grade credit rating. This is
part of our broad ongoing effort to
remove references to NRSRO credit
ratings from our rules in order to reduce
the risk of undue ratings reliance and
eliminate the appearance of an
imprimatur that such references may
create.104 In place of credit ratings, we
are proposing to establish four shelf
eligibility criteria that would apply to
mortgage related securities and other
asset-backed securities alike. These
proposed requirements, along with the
other current requirements,195 would
determine an asset-backed issuer’s
eligibility to register for a delayed shelf

103 We are also proposing to amend Rule 415 to
require a quarterly evaluation of form eligibility on
proposed Form SF-3. See Section II.B.3.e. below.

104 See Release No. 33-9069.

105 See fn. 70 above.

offering. Similar to the existing
requirement that the securities must be
investment grade, the proposed
requirements are designed to provide for
a certain quality and character for asset-
backed securities that are eligible for
delayed shelf registrations.

(a) Risk Retention

Risk retention requirements have been
discussed by some market participants
as one potential way to improve the
quality of asset-backed securities by
better aligning the incentives of the
sponsors and originators of the pool
assets with investors’ incentives. A
chain of securitization may involve
multiple participants that may serve the
function of originator, sponsor, servicer,
or trustee.’°6 One concern that has been
debated is whether the model of
securitization where loan originators do
not hold the loans they originate but
instead repackage and sell them as
securities may create a misalignment of
incentives between the originator of the
assets and the investors in the
securities, which misalignment may
have contributed to lower quality assets
being included in securitizations that
did not have continuing sponsor
exposure to the assets in the pool.107
The theory underlying a risk retention
requirement is that if a sponsor retains
exposure to the risks of the assets, the
sponsor is more likely to have greater
incentives to include higher quality
assets in the pool. Because we believe
that securitizations with sponsors that
have continuing risk exposure would
likely be higher quality than those
without, we are proposing, among other
things, to replace the investment grade
ratings requirement in the ABS shelf
eligibility conditions with a condition

106 Under Regulation AB, “servicer” means any
person responsible for the management or
collection of the pool assets or making allocations
or distributions to holders of the asset-backed
securities. The term “servicer” does not include a
trustee for the issuing entity or the asset-backed
securities that makes allocations or distributions to
holders of the asset-backed securities if the trustee
receives such allocations or distributions from a
servicer and the trustee does not otherwise perform
the functions of a servicer. See Item 1101(j) of
Regulation AB. In some cases, one party may act in
two or more different roles, such as when a bank
and/or affiliated party of the bank serves in all three
functions of originator, sponsor, and servicer of an
ABS offering. In contrast, in the case of so-called
aggregators, the sponsor acquires loans from many
other unaffiliated sellers before securitization.

107 See, e.g., European Central Bank, The
Incentive Structure of the ‘Originate to Distribute
Model,” December 2008, at 5 (noting that
securitization is fundamentally vulnerable to
certain adverse behavior since agents seek to
maximize their benefits while principals cannot
fully observe and control the agents’ actions);
Amiyatosh Purnanandam, “Originate-to-Distribute
Model and the Subprime Crisis” (Apr. 27, 2009),
available at http://ssrn.com/abstract=1167786.

that the sponsor of any securitization
retain risk in each tranche of the
securitization on an ongoing basis. Such
a requirement has colloquially been
referred to as “risk retention,” or “skin
in the game.” We believe that the
proposed risk retention requirement for
shelf eligibility would distinguish the
types of securities that are of a sufficient
quality and character to be shelf eligible
while avoiding the possibility of undue
reliance on ratings.

Risk retention requirements are being
considered in the U.S. and
internationally. In the U.S., proposals
with such requirements have come in
several different forms.108 Risk retention
requirements have recently garnered
support.199 On the other hand, some are

108 The Federal Deposit Insurance Corporation
(“FDIC”) recently solicited public comments
regarding proposed amendments to a “safe harbor”
rule from the FDIC’s statutory authority to disaffirm
or repudiate contracts of an insured depository
institution (“IDI”) with respect to transfers of
financial assets by an IDI in connection with a
securitization or a participation (the “FDIC
Securitization Proposal”). The FDIC Securitization
Proposal also includes risk retention requirements
for purposes of providing a safe harbor for IDIs,
although in a different context from our proposal
which would require risk retention as a condition
to shelf eligibility. See Federal Deposit Insurance
Corporation, Advance Notice of Proposed
Rulemaking Regarding Treatment by the Federal
Deposit Insurance Corporation as Conservator or
Receiver of Financial Assets Transferred by an
Insured Depository Institution in Connection With
a Securitization or Participation After March 31,
2010 (Jan. 7, 2010) [75 FR 934]. The comment
letters are available at http://www.fdic.gov/
regulations/laws/federal/2010/10comAD55.html.
See also H.R. 4173, 111th Cong., (bill that would
require a creditor or securitizer to retain five
percent of the credit risk on any loan that is
transferred, sold, or conveyed); Senate proposal,
111th Congress, “Restoring American Financial
Stability Act of 2010” (bill that would require five
percent risk retention). The Senate bill
contemplates joint rulemaking regarding the risk
retention requirement with the SEC, the FDIC and
the Office of Comptroller Currency and the House
bill contemplates joint rulemaking with the SEC,
the National Credit Union Administration Board,
the Board of Governors of the Federal Reserve
system, the Office of the Comptroller of the
Currency, the Office of Thrift Supervisors and the
FDIC.

109 See, e.g., CFA Institute Centre for Financial
Market Integrity and Council of Institutional
Investors, “U.S. Financial Regulatory Reform: The
Investor’s Perspective,” July 2009 (recommending
that ABS sponsors should be required to retain a
meaningful residual interest in their securitized
products). See, e.g., U.S. Department of Treasury, A
New Foundation: Rebuilding Financial Supervision
and Regulation, June 17, 2009; H.R. 1728, 111th
Cong. §213 (2009). In addition, risk retention by
originating lenders has been a component of several
guaranteed loan programs administered by the
United States Department of Agriculture (USDA)
since 1972, when amendments to the Consolidated
Farm and Rural Development Act (7 USC 1921 et
seq.) expanded the USDA’s lending authority to
include guarantees of farm and rural development
loans issued by commercial lenders. For example,
under its guaranteed farm loan program, the Farm
Service Agency can guarantee up to 90% of a loan
issued by a commercial lender to an eligible farmer,
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concerned that mandatory risk retention
will not necessarily result in improved
asset quality, may not be calibrated to
reflect the risk in any given pool and
across different asset classes, and may
conflict with various other goals and
purposes of securitization.110

In addition, in its January 2009
framework, a working group on
financial reform in the Group of Thirty
recommended that regulated financial
institutions be required to retain a
meaningful portion of the credit risk of
the financial assets they are packaging
into securitized and other structured
credit products.11? On May 6, 2009, the
European Union adopted an amendment
to the Capital Requirements Directive,
which sets out the rules for Basel II
implementation in Europe, that will,
upon effectiveness, prohibit a credit
institution from investing in a
securitization unless there is disclosure
from the originator, sponsor, or original
lender that one of them will retain, on
an ongoing basis, a net economic
interest in the securitized credit risk of
at least five percent.

We are proposing to make risk
retention a part of the shelf eligibility
conditions for asset-backed issuers.
Under our proposal, Form SF-3 would
require that, as a condition to shelf
eligibility, the sponsor or an affiliate of
the sponsor retain a net economic
interest in each securitization in one of
the two following manners:

¢ Retention of a minimum of five
percent of the nominal amount of each
of the tranches sold or transferred to
investors, net of hedge positions directly
related to the securities or exposures
taken by such sponsor or affiliate; 112 or

but that lender must retain the full amount of the
unguaranteed portion in its portfolio for the life of
the loan. See 7 CFR 762.160. Similar conditions are
required for guaranteed loan programs administered
by the USDA’s Rural Housing Service. See, e.g., 7
CFR 3575.4. See also comment letter from MetLife
on the FDIC Securitization Proposal (“MetLife FDIC
Letter”) (generally supporting credit risk retention
because it aligns interests with investors and noting
that retention should represent a vertical pro rata
slice of all securitization obligations, as long as
retaining the interest does not cause unintended
consolidation issues for the issuer) and comment
letter from Consumers Union on the FDIC
Securitization Proposal (supporting retention of ten
percent of an economic interest because it would
create stronger incentives for accurate
underwriting).

110 See, e.g., comment letter from American
Securitization Forum and comment letter from
American Bar Association on the FDIC
Securitization Proposal.

111 See Group of Thirty, Financial Reform: A
Framework for Financial Stability (Jan. 15, 2009), at
51. The Group of Thirty, established in 1978, is a
private, nonprofit, international organization
composed of representatives of private and public
institutions.

112 Under the proposed condition, no sponsor
may purchase or sell a security, derivative, or other

¢ In the case of revolving asset master
trusts, retention of the originator’s
interest of a minimum of five percent of
the nominal amount of the securitized
exposures, net of hedge positions
directly related to the securities or
exposures taken by such sponsor or
affiliate, provided that the originator’s
interest and securities held by investors
are collectively backed by the same pool
of receivables, and payments of the
originator’s interest are not less than
five percent of payments of the
securities held by investors
collectively.113
Under the proposed eligibility
requirement, the net economic interest
required to be retained to be shelf
eligible would be measured at issuance
(or at origination in the case of
originator’s interest), and then
maintained on an ongoing basis.114
Also, proposed Form SF-3 would
require disclosure relating to the interest
that is retained by the sponsor.115
Retention of five percent net economic

financial product or enter into an agreement with
any third party, in which the terms or payments (or
lack of payment) of any of the loans or other assets
that underlie the ABS are a material term of that
financial product or agreement, if the financial
product or agreement in any way reduces or limits
the financial exposure of the sponsor to less than
five percent of the nominal amount of the ABS.
Thus, hedges of market interest or currency
exchange rates, would not be taken into account in
the calculation of the sponsor’s risk retention for
purposes of the net five percent risk retention
requirement. Hedges tied to securities similar to the
ABS also would not be taken into account in the
calculation of the sponsor’s risk retention. For
instance, holding a security tied to the return of a
subprime ABX.HE index would not be a hedge on
a particular tranche of a subprime RMBS sold by
the sponsor unless that tranche itself was in the
index.

113 Currently, credit card ABS structures typically
include an originator’s interest, which is pari passu
with the investors’ interest in the pool of
receivables.

114[n 2009, the EU Commission called on
Committee of European Banking Supervisors
(CEBS) to provide technical advice on the
amendment to the Capital Requirements Directive
(i.e., Article 122a of the EU Capital Requirements
Directive) which will prohibit a credit institution
from investing in a securitization unless there is
disclosure from the originator or sponsor that it has
retained risk. Among other things, the EU
Commission requested the CEBS consider the
adequacy of the minimum 5% retention
requirement to meet the goal of avoiding misaligned
incentives and of mitigating systemic risks from
securitization markets. See publication of the
Committee of European Banking Supervisors,
“CEBS today received a call for technical advice-
second part on article 122a of the amended CRD,”
available at http://www.c-ebs.org/Publications/
Calls-for-Advice/2009/CEBS-today-received-a-call-
for-technical-advice--s.aspx and Committee of
European Banking Supervisors, “Call for Technical
Advice on the Effectiveness of a Minimum
Retention Requirement for Securitisations,” Oct. 30,
2009.

115 See discussion of proposed requirement
relating to sponsor’s interest in Section III.C.3.
below.

interest is intended to align incentives
of sponsors with investors, such that the
quality of the assets in the pool or other
aspects of the offering is likely to be
higher than for a securitization without
risk retention, and, thus, should be an
appropriate partial substitute for the
existing investment grade ratings
requirement in the ABS shelf eligibility
conditions. If we adopt a risk retention
condition to shelf eligibility, we
preliminarily believe that five percent is
an appropriate amount of risk to require
sponsors to retain and balances our goal
of requiring some exposure to risk
without overburdening the capital
structure of sponsors.116

In constructing the risk retention shelf
eligibility condition, we also
considered, but are not proposing, an
option of retaining risk through the
retention of randomly selected
exposures for purposes of meeting shelf
eligibility conditions. If issuers retain
randomly selected exposures, we
believe the economic effects, including
incentive alignment, should be
approximately the same as retaining a
fixed percentage of the nominal amount
of each tranche, if the randomization is
properly implemented. However, we
believe that it would be both difficult
and potentially costly for investors and
regulators to verify that exposures were
indeed selected randomly, rather than
in a manner that favored the sponsor.

We believe that the proposed two
different ways that a sponsor could
retain risk to satisfy the risk retention
shelf eligibility condition would likely
result in better incentive alignment,
and, consequently higher quality
securities, than retention of only the
residual interest in a securitization.11?
“Horizontal risk retention” in the form
of retention of the equity or residual
interest could lead to skewed incentive
structures, because the holder of only
the residual interest of a securitization
may have different interests from the
holders of other tranches in the
securitization and, thus, not necessarily

116 See H.R. 4173, 111th Cong., (bill requiring five
percent risk retention); Senate proposal, 111th
Congress, “Restoring American Financial Stability
Act of 2010” (bill requiring five percent risk
retention).

117 A particular issuance of asset-backed
securities often involves one or more publicly
offered classes as well as one or more privately
placed classes. In most instances, the subordinated
classes, or residual interests, which are typically
privately placed, act as structural credit
enhancement for the publicly offered senior classes
by receiving payments after, and therefore
absorbing losses before, the senior classes. Cash
flows from the pool assets back both the senior
classes and the subordinate classes, and thus
allocation of the cash flows to the subordinated
classes could affect directly or indirectly the
publicly offered classes.



23340

Federal Register/Vol. 75, No. 84/Monday, May 3, 2010/Proposed Rules

result in higher quality securities. The
proposed ways that a sponsor could
satisfy the risk retention shelf eligibility
condition—either by retaining a
“vertical” slice of the securitization, by
which we mean taking a portion of the
economic risk in each class of security
that is being offered, or, in the case of
revolving exposures, the originator’s
interest, would create a direct, shared
interest with all the investors in the
performance of the underlying assets.
We recognize that there are differing
views on the effectiveness of risk
retention policies as a means to align
the incentives of securitization
transaction parties with the interests of
investors, both as an intrinsic matter
and as compared with other
alternatives, as well as concerns about
the collateral consequences on the
securitization markets associated with
conditioning shelf eligibility on risk
retention. Some note that originators
and other financial institutions active in
the mortgage securitization chain
suffered massive losses in the financial
crisis as a result of their direct and
indirect exposure to asset
underperformance and, therefore, risk
retention exposes financial institutions
who are sponsors to too much risk.118
Another criticism of risk retention
posits that different forms of risk
retention, such as retention of the equity
piece, may lead issuers to screen assets
that go into the pool differently.119 One
industry group has asserted that other
forms of requiring potential loss
exposure, such as more stringent
representations and warranties
regarding the assets in the pool, may be
preferable to outright retention of an
economic interest in the securities.120
Nevertheless, we believe it appropriate
at this time to propose the risk retention
requirement detailed herein, balancing
various considerations that will need to

118 See Committee on Capital Markets Regulation,
The Global Financial Crisis: A Plan for Regulatory
Reform, May 2009 (“Committee on Capital Markets
Regulation Financial Crisis Report”), at 130.

119 See, e.g., Ingo Fender and Janet Mitchell, “The
future of securitisation: How to align incentives?”
BIS Quarterly Review, Sept. 2009 available at
http://www.bis.org/publ/qtrpdf/r_qt0909e.pdf
(study that claimed to show having the originator
or arranger retain the equity tranche of a
securitization may lead to lower screening effort
than other retention schemes and that
recommended regulators focus on disclosure of the
scale and nature of risk retention).

120 For example, the ASF has proposed model
representations and warranties designed to enhance
the alignment of incentives of mortgage originators
with those of investors in mortgage loans. See
American Securitization Forum Press Release, “ASF
Proposes Risk Retention and Issues Final RMBS
Disclosure and Reporting Packages,” July 15, 2009,
available at
http://www.americansecuritization.com/
story.aspx?id=3460.

be accounted for before reaching any
final determination as to the best way to
proceed.

Although sponsors in the past may
have initially held a portion of the
securitization, such retention often had
different motivations and different
effects than retention as we propose it.
In many cases, sponsors held small
portions. These portions were often a
small horizontal slice of the
securitization and, therefore, would
have been unlikely to have driven the
sponsor to focus on the quality of the
loans or other underlying assets in order
to protect that interest. Also, retention
of that small portion of those securities
may have been due to an inability or
lack of incentive to sell those securities.
This was often because the securities
had a lower return or carried lower
spread, and thus were of little interest
to investors seeking yield, while the
higher returning securities were sold.
Many of the retained securities were
securities backed by similarly ranked
tranches of ABS, which magnified
rather than diversified risk. It may be
the case that originators and/or
underwriters underestimated the risk of
both higher (senior) and lower
(subordinated) tranches, but their
retention practices did not result in the
sort of overall risk assessment that our
proposal would entail.12? Thus,
retaining risk in that manner would
have been unlikely to have the same
impact on loan originations, risk
analysis, or underwriting—and the
resultant asset quality—as the risk
retention requirement that we are
proposing for ABS shelf eligibility.

In keeping with our belief that
incentives are best aligned and quality
of assets most significantly impacted if
the sponsor retains an equal proportion
of all tranches or the economic
equivalent, we are proposing to require
that, if sponsors select the second risk
retention option, they retain a claim
whose cash flows are at least five
percent of those paid to investors, at all
times and in all scenarios. This
requirement means that the originator’s
interest must ultimately be a claim to
the same pool of assets as the securities
held by investors and must be
equivalent in seniority to these
securities. The originator’s interest
would, therefore, be the economic
equivalent of retaining a fixed

121 See Gillian Tett, Fool’s Gold (2009);
International Monetary Fund, Global Financial
Stability Report: Navigating the Financial
Challenges Ahead (Oct. 2009) at 25 (noting that
retention of the senior tranche was motivated
mainly by difficulties placing them), available at
http://www.imf.org/external/pubs/ft/gfsr/2009/02/
pdf/text.pdf.

proportion of the nominal amount of all
tranches held by investors. We
understand that it is a typical practice
for credit card ABS to retain an
originator’s interest in the pool.

For both options, we are proposing to
require risk retention net of hedge
positions directly related to the
securities or exposures taken by the
sponsor or its affiliate. This would mean
that sponsors would not be able to
simply “resell” the specific risks related
to the retained securities or asset pool
underlying them and remain shelf
eligible. The purpose of risk retention is
to align the sponsor’s incentives with
the investors’ incentives by exposing
each of them to the same risks which
thereby promotes higher quality
securities in ABS shelf offerings than
without risk retention by the sponsor.
However, we are primarily concerned
with the risks that are under the direct
or indirect control of the sponsor (such
as the quality of the originator’s
underwriting standards and the extent
of the review undertaken to verify the
information regarding the assets).
Therefore, hedge positions that are not
directly related to the securities or
exposures taken by the sponsor or
affiliate would not be required to be
netted under our proposal. Such
positions would include hedges related
to overall market movements, such as
movements of market interest rates,
currency exchange rates, or of the
overall value of a particular broad
category of asset-backed securities.

As noted above, the proposed risk
retention shelf eligibility condition
would apply to the sponsor or affiliate
of the sponsor. Our proposal is intended
to provide an incentive for the sponsor
to take additional steps to consider the
quality of the assets that are securitized
by exposing sponsors to the same credit
risk that investors will be exposed to.
We believe that there may be reasons to
impose these risk retention
requirements on the sponsor rather than
the originator. Where a non-affiliated
aggregator acts as the sponsor of a
transaction,22 the costs of monitoring
risk retention born by an originator
rather than the sponsor may be
disproportionately high because the
securitization may include many
originators where each originator may
have contributed a very small part of the
assets in the entire pool. In addition, if
risk retention were imposed on each
originator rather than the sponsor, the
amount of risk held by each originator
may be small. As such, the incentives
afforded through risk retention may be

122 See discussion in fn. 106 regarding
aggregators.
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diminished or rendered less effective.
With risk retention imposed on
sponsors, we believe that sponsors
would have the appropriate incentives
and mechanisms to ensure that
originators’ lending standards are
consistent with the quality and
character of the ABS to be offered off of
the shelf. Therefore, we believe it is
more appropriate to impose risk
retention requirements on the sponsor
than the non-affiliated originator.123

Under our proposal, a sponsor may
still conduct a public offering without
risk retention. However, such offering
would be required to be registered on
proposed Form SF—1 rather than
proposed Form SF-3. Those offerings
would not be eligible for delayed shelf
registration, which would subject them
to a longer period before they could be
completed since a new registration
statement would need to be filed and
become effective before an offering
could be completed. This would allow
additional time for the investors to
analyze the offering.124

We have also considered other
ancillary impacts of our proposed risk
retention shelf eligibility condition. For
example, we considered the impact of
the shelf eligibility condition on
financial reporting. We note that the
Financial Accounting Standards Board’s
newly-issued Statements of Financial
Accounting Standards No. 166 and 167,
contained in FASB’s Accounting
Standards Codification, Topic 860,
Transfers and Servicing, and Topic 810,
Consolidation, respectively, change the
accounting for transfers of financial
assets and the criteria for consolidation
of variable interest entities.
Substantially all types of special-
purpose entities used in asset-backed
securitization transactions are, for
accounting purposes, variable interest
entities.

The accounting guidance for
consolidation requires a party to
consolidate a variable interest entity if
it has a variable interest in the
securitization that is a controlling
financial interest in the variable interest
entity. The accounting guidance
specifies that a party has a controlling
financial interest if it has variable
interests with both of the following
characteristics: (a) The power to direct

123 As discussed in Section III.C.3 below, we also
propose to add requirements for disclosure of any
interest in the securities that is retained by the
sponsor or originator.

124 As we are proposing to require in Section
1II.C.3 below, if the offering does not include risk
retention by the sponsor, an issuer should provide
clear disclosure that the sponsor of the offering is
not required by law to retain any risk in the
securities and may sell any interest initially
retained at any time, as applicable.

the activities of a variable interest entity
that most significantly impact the
variable interest entity’s economic
performance, and (b) the obligation to
absorb losses of the variable interest
entity (or the right to receive benefits
from the variable interest entity) that
could potentially be significant to the
variable interest entity. Only one party,
if any, is expected to have a controlling
financial interest in a variable interest
entity.

A sponsor that retains an economic
interest in each tranche of securities, as
we are proposing to require as a
condition for shelf eligibility, generally
will have a variable interest in the asset-
backed securitization entity. However,
satisfaction of the proposed risk
retention condition would not, by itself,
be determinative as to whether a
sponsor’s variable interests would be a
controlling financial interest resulting in
consolidation. This is the case because
each sponsor will need to evaluate the
facts and circumstances related to each
particular transaction in light of the
FASB’s newly-issued guidance,
including whether the sponsor has the
power to direct the activities that most
significantly impact the variable interest
entity’s economic performance. In some
cases, the economic performance of the
variable interest entity is most
significantly impacted by the
performance of the assets that back the
securities. In those cases, the activity
that most significantly impacts the
performance of the assets could be, for
example, management of asset
delinquencies and defaults or, as
another example, selecting, monitoring,
and disposing of collateral securities.

We expect the effect of the FASB’s
newly-issued guidance, together with
the effect of satisfaction of our proposed
risk retention condition for shelf
eligibility (or retention of risk for other
reasons), to generally increase the
instances in which financial assets (and
corresponding financial obligations)
continue to be reported in the financial
statements of the reporting entity that
transfers the financial assets. However,
the accounting and consolidation
determinations for any particular
transaction will depend on judgments
about the related facts and
circumstances.

We understand that the isolation of
the assets comprising the pool from
claims of other creditors is important to
ABS investors.125 Currently, credit card

125 See The Bond Market Association,
International Swaps & Derivatives Association, and
Securities Industry Association, “Special Purpose
Entities (SPEs) and the Securitization Markets,”
(Feb. 1, 2002) available at http://www.isda.org/
speeches/pdf/SPV-Discussion-Piece-Final-

issuers typically retain an originator’s
interest in the pool, so our proposed risk
retention shelf eligibility condition
should not impact those issuers. Our
proposed shelf eligibility requirement of
retaining a vertical slice of the securities
offered is not intended to have an
impact on the isolation of the
underlying assets, and we are not aware
of any reason to believe it would. The
proposed shelf eligibility condition
would be to hold an interest in all the
securities sold to investors and not the
underlying assets directly nor the
residual interest. True sale opinions are
typically required on the transfer of
assets from the originator to the
depositor. This proposed shelf
eligibility condition would apply to the
sponsor, which may not necessarily be
the originator. Thus, we believe the
shelf eligibility condition should not
impact whether there has been a true
sale at law of the assets and therefore
not change the analysis in the event of
bankruptcy, insolvency, receivership or
conservatorship of the originator or the
Sponsor.

Request for Comment

e Should we continue to condition
shelf eligibility on requirements that are
related to the quality of an ABS
offering? Should we, as proposed,
replace references to investment grade
credit ratings with a risk retention
requirement and/or the other criteria
discussed below, which are intended to
increase the likelihood of higher quality
securities than securities that are not
required to meet such criteria? Is there
a possibility that, by establishing a risk
retention requirement or any other
criteria based on quality, investors may
unduly rely on an appearance that
incentives are aligned or that the
security has greater quality and
consequently be less inclined to expend
effort to perform their own analyses
creating a similar situation that over-
reliance on ratings created? Do the
policy bases for shelf eligibility suggest
eligibility criteria based on quality of
securities are appropriate? Conversely,
are expedited offerings inconsistent
with an attempt to promote independent
analysis of asset-backed securities and
reduce the likelihood of undue reliance
by investors on credit ratings and
therefore, should we not allow ABS
offerings to be shelf registered? Should
we continue to allow short-form
registration for asset-backed securities?
Given that each asset-backed security

Feb01.pdf (noting that securitizations would not
take place without the ability to establish SPEs, as
investors do not want to take on any risk associated
with the seller).
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offering off the shelf is akin to an initial
public offering with respect to the
particular issuer, is the premise of most
other short form registration (i.e., that an
eligible issuer enjoys a widespread
market following) applicable to issuers
of asset-backed securities?

e We request comment on risk
retention as a condition to eligibility for
a delayed ABS shelf offering. Would the
proposed risk retention condition
address concerns relating to the
misalignment of incentives and lead to
higher quality securities in registered
ABS shelf offerings? Is this an
appropriate condition for shelf
eligibility? Would the requirement
incentivize sponsors to consider the
quality of the assets being underwritten
and sold into the securitization vehicle?

e Is five percent an appropriate
amount of risk for the sponsor to retain
in order for the offering to be shelf
eligible? Should it be higher (e.g., ten or
15%)? Should it be lower (e.g., one or
three percent)? Should the amount of
required risk retention be tied to another
measure?

¢ Should the risk retention condition
require retention of risk by sponsors (as
proposed) or by originators?

o Are there other better ways to
address alignment of incentives, and
thus quality of the securities, in the
aggregator situation? Should we require
in that situation that all originators and
the sponsor retain some risk?

¢ Should sponsors be permitted to
satisfy the risk retention condition
through a different form of risk retention
than what is proposed (e.g., retention of
first loss position or retention of first
loss position in conjunction with
retention of some form of vertical slice
of the securitization)? Should the risk
retention condition relate to retention of
the mezzanine tranche? Should the risk
retention condition depend on the type
and quality of the assets, the structure
of the securities and expected economic
condition? How could we structure a
shelf eligibility condition to take those
variables into account?

e We considered but are not
proposing an alternative way to satisfy
the risk retention shelf eligibility
condition based on retention of
randomly-selected exposures. We are
concerned about the ability to
subsequently demonstrate the
randomness of the random selection
process, including for purposes of
monitoring or auditing. Should we
include this alternative? Are there any
mechanisms that we could adopt that
would ensure adequate monitoring of
the randomization process if such an
alternative were permitted? For
example, would our concerns be

addressed if the sponsor was required to
provide a third party opinion that the
selection process has been random and
that retained exposures are equivalent
(i.e., share a similar risk profile) to the
securitized exposures? Would this be
sufficient? Would this opinion resemble
a credit rating, raising the same issues
that rule reliance on credit ratings has
had? If this approach were taken, should
we impose any requirements on the
characteristics of such a third party?
Should that third party be considered an
expert for purposes of the registration
statement?

o If we adopted a random selection
alternative, should we require the same
disclosure regarding the securitized
exposures that are subject to risk
retention that is required for the assets
in the pool at the time of securitization
and on an ongoing basis? Should the
shelf eligibility condition require that
the retained exposures be subject to the
same servicing as the securitized
exposures?

o Instead of requiring risk retention as
a condition for shelf eligibility, should
risk retention be made voluntary for
shelf-eligible offerings and issuers only
be required to add specified disclosure
on the interest that the sponsor or other
transaction participants retain? In other
words, instead of mandating a certain
amount of risk retention, should the
requirement be that issuers disclose the
percentage of risk retained and in what
form? As discussed in greater detail in
section III.C.3 of the release, we are also
proposing to revise Items 1104, 1108
and 1110 of Regulation AB to require
disclosure regarding the sponsor’s, a
servicer’s or a 20% originator’s interest
retained in the transaction, including
amount and nature of that interest. This
information would be required for both
shelf and non-shelf offerings. If those
proposed risk retention disclosure
requirements were adopted, would there
be a need for or a significant
incremental benefit from mandating
specific minimum risk retention as a
condition of shelf eligibility? Could this
incremental benefit be achieved strictly
through a market-based mechanism—for
example, through fully-disclosed ABS
covenants in which the sponsor pre-
commits to retain a minimum
percentage of the risk of the deal, as
opposed to a regulatory requirement? Is
the disclosure proposed to be required
below sufficient to achieve such a
benefit, and if not, what additional
disclosures should we require? Would
disclosure of the risk retention be a
sufficient indicator of shelf-eligible
offerings? Should we condition shelf
eligibility on requiring the sponsor to
covenant that it would maintain a

minimum percentage of risk retention?
If so, should we provide any limitations
on the covenant (e.g., what percentage
of tranche or assets must be retained,
manner of sponsor’s retention, no
hedging)? What are the limitations to a
market-based mechanism for risk
retention? Would such a transaction
covenant be credible and enforceable?
Would requiring this transaction
covenant, along with disclosure of risk
retention pursuant to the covenant,
sufficiently distinguish those offerings
that should be made shelf eligible from
those that should not?

e Should net economic interest be
measured at the time of origination/
issuance as proposed? Would a different
measurement date be more appropriate
(e.g., the securitization cut-off date)? If
the interest were measured at the time
of securitization cut-off date, could this
cause issuers to change various terms?
Is the amount of retention that is
required to be retained on an ongoing
basis appropriate? Why or why not?

e Should revolving asset master trusts
be permitted to satisfy the shelf
eligibility requirement by retaining the
originator’s interest, as proposed? In
those cases, should we require as
proposed that the originator’s interest
and securities held by investors are
collectively backed by the same pool of
receivables, and payments of the
originator’s interest are not less than
five percent of payments of the
securities held by investors collectively?
Is that typical in credit card issuances?

e Are the proposed netting provisions
appropriate? Do we need to provide
more guidance on what kind of hedges
would be netted against the retained
risk? Is the proposed “directly related”
standard appropriate? Is it sufficiently
clear what type of hedges would be
allowed? Are there certain forms of
hedges that we should indicate would
not be netted against the retained risk?
Is there any concern that sponsors may
inadvertently hedge the economic risk
required to be retained? If so, do we
need to address that and what is the best
way for us to address it? Should we
expand the proposed netting provisions
to other types of hedging? Should we
narrow the proposed netting provisions
in any way?

. Shoulyd the sponsor be allowed to
sell off the retained interest after a
certain point in time while non-affiliates
of the depositor still hold securities and
still remain shelf eligible? If so, when?
Would that undermine the purpose of
the condition? If not, why not?

e Should there be an alternate
condition to the risk retention shelf
eligibility condition? For instance,
should risk retention apply to RMBS
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that are backed by mortgages that are
not qualified mortgages, as defined H.R.
1728,126 g recent legislative

proposal? 127 Would it be appropriate to
require risk retention unless full

126 See, e.g., Mortgage Reform and Anti-Predatory
Lending Act, H.R. 1728, 111th Congress.

127 At § 203 in H.R. 1728, a qualified mortgage is
defined as a mortgage:

(i) That does not allow a consumer to defer
repayment of principal or interest, or is not
otherwise deemed a ‘non-traditional mortgage’
under guidance, advisories, or regulations
prescribed by the Federal Banking Agencies;

(ii) That does not provide for a repayment
schedule that results in negative amortization at any
time;

(iii) For which the terms are fully amortizing and
which does not result in a balloon payment, where
a ‘balloon payment’ is a scheduled payment that is
more than twice as large as the average of earlier
scheduled payments;

(iv) Which has an annual percentage rate that
does not exceed the average prime offer rate for a
comparable transaction, as of the date the interest
rate is set—

(I) By 1.5 or more percentage points, in the case
of a first lien residential mortgage loan having an
original principal obligation amount that is equal to
or less than the amount of the maximum limitation
on the original principal obligation of mortgage in
effect for a residence of the applicable size, as of
the date of such interest rate set, pursuant to the
sixth sentence of section 305(a)(2) the Federal
Home Loan Mortgage Corporation Act (12 U.S.C.
1454(a)(2));

(I1) By 2.5 or more percentage points, in the case
of a first lien residential mortgage loan having an
original principal obligation amount that is more
than the amount of the maximum limitation on the
original principal obligation of mortgage in effect
for a residence of the applicable size, as of the date
of such interest rate set, pursuant to the sixth
sentence of section 305(a)(2) the Federal Home
Loan Mortgage Corporation Act (12 U.S.C.
1454(a)(2)); and

(II1) By 3.5 or more percentage points, in the case
of a subordinate lien residential mortgage loan;

(v) For which the income and financial resources
relied upon to qualify the obligors on the loan are
verified and documented

(vi) In the case of a fixed rate loan, for which the
underwriting process is based on a payment
schedule that fully amortizes the loan over the loan
term and takes into account all applicable taxes,
insurance, and assessments;

(vii) In the case of an adjustable rate loan, for
which the underwriting is based on the maximum
rate permitted under the loan during the first seven
years, and a payment schedule that fully amortizes
the loan over the loan term and takes into account
all applicable taxes, insurance, and assessments;

(viii) That does not cause the consumer’s total
monthly debts, including amounts under the loan,
to exceed a percentage established by regulation of
the consumer’s monthly gross income or such other
maximum percentage of such income as may be
prescribed by regulation under paragraph (4), and
such rules shall also take into consideration the
consumer’s income available to pay regular
expenses after payment of all installment and
revolving debt;

(ix) For which the total points and fees payable
in connection with the loan do not exceed 2 percent
of the total loan amount, where ‘points and fees’
means points and fees as defined by Section
103(aa)(4) of the Truth in Lending Act (15 U.S.C.
1602(aa)(4)); and

(x) For which the term of the loan does not
exceed 30 years, except as such term may be
extended under paragraph (4).

documentation has been provided for
the assets, the borrower meets a certain
minimum credit score, or the terms of
the loan do not involve balloon
payments? Would such requirements for
the mortgages in the pool be a better
condition to shelf eligibility than the
proposed risk retention shelf eligibility
condition? Would such a shelf
eligibility condition be difficult to
implement? Should we instead
condition shelf eligibility on risk
retention for loans with an annual
percentage rate that exceeds the average
prime offer rate for a comparable
transaction as of the date the interest
rate is set by 1.5 or more percentage
points for loans secured by a first lien
on a dwelling, or by 3.5 or more
percentage points for loans secured by
a subordinate lien on a dwelling? 128
How would we structure a condition
that relates to specified characteristics
of the assets for other asset classes that
may not have those variables or those
industry standards or have different
underwriting standards? What would be
the appropriate categories and
thresholds? Do those appropriate
categories and thresholds differ for
different classes? If so, how? Are there
securitized asset classes that have no
clear or established standards that could
demarcate assets meriting shelf
eligibility and those that do not?

e The residual interest of a
commercial mortgage securitization is
typically sold to a third party purchaser,
also known as the “B-piece buyer,”
before the issuance of the securities. In
light of this practice, should we permit
third party retention of a portion of the
securitization to fulfill the shelf
eligibility condition? How can we
ensure that incentives between the
sponsor and investors are aligned in a
manner that results in higher quality if
the sponsor is permitted to sell off its
risk to a third party? For example,
should such a shelf eligibility condition
require that if a third party will retain
the credit risk, the third party purchaser
must retain a higher percentage (e.g., ten
or 15%) of the risk, rather than five
percent? If we allow this approach,
should we condition shelf eligibility on
a requirement that the third party
separately examine the assets in the
pool and/or not sell or hedge its
holdings? Are there reasons we should,
or should not, permit a third party to
retain risk in order to satisfy the
proposed risk retention condition? 129

128 See definition of “higher-priced mortgage
loans” in 12 CFR 226.35(a) and Truth in Lending,
Federal Reserve System, 73 FR 44522 (July 30,
2008).

129]n recent years, it was not uncommon for the
securitization residual or equity interests to be

e Should any asset classes or types of
securities be exempt from the proposed
risk retention shelf eligibility condition
or have different risk retention
requirements apply? Because of the
unique nature of residential mortgages
in the financial markets, should risk
retention apply to shelf offerings of
residential mortgage-backed securities
(RMBS) but not offerings of other ABS?
If so, what would be an appropriate
partial substitute for investment grade
rating for shelf eligibility for those other
asset classes?

e How would the proposed risk
retention shelf eligibility condition
impact how sellers account for the
transfer of assets in a securitization
transaction? Is it desirable to revise the
proposal to lessen that impact and if so,
how?

e Would the proposal have an impact
on the true sale at law of the assets or
on the rights of ABS investors as a result
of conservatorship, receivership or
bankruptcy of the originator or sponsor?
If so, how can we revise the proposed
risk retention condition to require risk
retention without jeopardizing the
transfer of assets as a true sale at law or
the remoteness of those assets in the
event of any bankruptcy,
conservatorship, or receivership of the
sponsor or originator?

e We note that FINRA Rule 5130
(Restrictions on the Purchase and Sale
of IPOs of Equity Securities) generally
prohibits FINRA members from selling
initial public offerings to broker dealers
and their affiliates. The rule is designed
to protect the integrity of the public
offering process by ensuring that: (1)
Members make bona fide public
offerings of securities at the offering
price; (2) members do not withhold
securities in a public offering for their
own benefit or use securities to reward
persons who can give them future
business; and (3) industry insiders do
not take advantage of their insider
position to purchase IPOs for their own
benefit at the expense of the public.130
Under FINRA’s rules, if an ABS is an
equity security, it is excluded from the
application of the rule if the security is
sold pursuant to an exemption under
the Securities Act or if it is an offering
of investment grade rated ABS. Will this
rule have any significant impact on the
ability to retain risk as a requirement for
shelf eligibility? While our rule changes
would eliminate references to credit
ratings, sponsors may still obtain
ratings, which would potentially qualify

repackaged into CDOs and sold in the private
markets.

130 NASD notice to Members 03—-79 (March 23,
2004) Initial Public Offerings.
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the offering for this exemption.
Alternatively, FINRA could change its
rule to provide the exemption to shelf-
eligible ABS rather than investment
grade rated ABS. Are there any other
regulations or rules that may impact the
retention of risk?

(b) Third Party Review of Repurchase
Obligations

In the underlying transaction
agreements for an asset securitization,
sponsors or originators typically make
representations and warranties relating
to the pool assets and their origination,
including about the quality of the pool
assets. For instance, in the case of
residential mortgage-backed securities,
one such representation and warranty is
that each of the loans has complied with
applicable federal, state and local laws,
including truth-in-lending, consumer
credit protection, predatory and abusive
laws and disclosure laws. Another
representation that may be included is
that no fraud has taken place in
connection with the origination of the
assets on the part of the originator or
any party involved in the origination of
the assets. Upon discovery that a pool
asset does not comply with the
representation or warranty, under
transaction covenants, an obligated
party, typically the sponsor, must
repurchase the asset or substitute the
non-compliant asset with a different
asset that complies with the
representations and warranties.

The effectiveness of these contractual
provisions has been questioned and lack
of responsiveness by sponsors to
potential breaches of the representations
and warranties relating to the pool
assets has been the subject of investor
complaint.13 Transaction agreements
typically have not included specific
mechanisms to identify breaches of
representations and warranties or to
resolve a question as to whether a

131 See the Committee on Capital Markets
Regulation Financial Crisis Report, at 135 (noting
that contractual provisions have proven to be of
little practical value to investors during the crisis);
see also Investors Proceeding with Countrywide
Lawsuit, Mortgage Servicing News, Feb. 1, 2009
(describing class action investor suit against
Countrywide in which investors claim that
language in the pooling and servicing agreements
requires the seller/servicer to repurchase loans that
were originated with “predatory” or abusive lending
practices) and American Securitization Forum, ASF
Releases Model Representations and Warranties to
Bolster Risk Retention and Transparency in
Mortgage Securitizations, (Dec. 15, 2009), available
at http://www.americansecuritization.com/. Only
large investors of ABS such as Fannie Mae and
Freddie Mac have been able to exercise repurchase
demands. See Aparajita Saha-Bubna, “Repurchased
Loans Putting Banks in Hole,” Wall Street Journal
(Mar. 8, 2010) (noting that most mortgages bouncing
back to lenders are coming from Fannie Mae and
Freddie Mac).

breach of the representations and
warranties has occurred.132 Thus, these
contractual agreements have frequently
been ineffective because without access
to documents relating to each pool asset,
it can be difficult for the trustee, which
typically notifies the sponsor of an
alleged breach, to determine whether or
not a representation or warranty relating
to a pool asset has been breached.
Investors and trustees must rely on the
sponsor to provide the necessary
documentation about the assets in
question. Without further safeguards,
the protective quality of the
representations and warranties can be
compromised.

We are proposing to require as a
condition to shelf eligibility, that the
pooling and servicing agreement or
other transaction agreement for the
securitization, which is required to be
filed with the Commission,133 contain a
specified provision to enhance the
protective nature of the representations
and warranties. The specified provision
would require the obligated party (i.e.
the representing and warranting party)
to furnish a third party’s opinion
relating to any asset for which the
trustee has asserted a breach of any
representation or warranty and for
which the asset was not repurchased or
replaced by the obligated party on the
basis of an assertion that the asset met
the representations and warranties
contained in the pooling and servicing
or other agreement.134 The third party
opinion would confirm that the asset
did not violate a representation or
warranty contained in the pooling and
servicing agreement or other transaction
agreement. Because we believe that
annual review of the assets is not
sufficient to address investors’ concerns
regarding the enforceability of these
provisions in the underlying transaction
documents, the opinion would be
required to be furnished to the trustee
at least quarterly.

To better ensure that the opinion is
impartial, we are proposing to require
that the third party providing the

132 See also Moody’s Investors Service, Inc.,
Special Report: Moody’s Criteria for Evaluating
Representations and Warranties in U.S. Residential
Mortgage Backed Securitizations (RMBS),
November 24, 2008 (noting that historically RMBS
have not incorporated mechanisms and procedures
to identify breaches of representations and
warranties and recommending that post-
securitization forensic reviews be conducted by an
independent third party for delinquent loans).

133 ABS issuers are currently required to file these
agreements as an exhibit to the registration
statement.

134 See proposed General Instruction 1.B.1(b) of
proposed Form SF-3. Under existing rules, the
transaction agreement is required to be filed as an
exhibit to the registration statement. See Item 601
of Regulation S-K [17 CFR 229.601].

opinion not be an affiliate of the
obligated party. This proposed third
party loan review condition to shelf
eligibility is designed to help ensure
that representations and warranties
about the assets provide meaningful
protection to investors, which should
encourage sponsors to include higher
quality assets in the asset pool.135 As a
result, we believe that this proposed
condition is an appropriate partial
substitute for the investment grade
ratings requirement.

Request for Comment

e Is this proposed condition an
appropriate shelf eligibility condition
for ABS offerings?

e Would this proposed condition,
which would only require an
undertaking from the issuer, have a
measurable benefit to investors? Should
we require more assurance that third
party opinions have been provided to
investors as a condition to shelf
eligibility? For example, should we
instead condition eligibility on receipt
of a certification from the trustee in
offerings of the same asset class by the
depositor or its affiliates to the effect
that all required opinions have been
obtained? Should we condition
eligibility on a requirement that the
trustee provide notice if required third
party opinions are not obtained, along
with an absence of a notice from the
trustee to the effect that there was a
failure to provide required opinions?

e Should we provide more guidelines
in this shelf eligibility condition
regarding the specifics of the provision
that would be required to be included
in the pooling and servicing or other
agreement? If so, what should be
detailed?

e Should the proposed condition
provide any further specification of the
terms of the third party opinion
provision?

e Is it appropriate to require, as
proposed, the third party to be non-
affiliated with the obligated party?
Should we specify further any
requirements relating to providers of the
third party opinion? Should we specify
that the third party opinion provider
must be an independent expert, similar
to what is required in Section
314(d)(1) 136 of the Trust Indenture Act
of 19397 137

135 As described below, we also propose to add
a disclosure requirement to Exchange Act Form
10-D that would require disclosure of the number
of loans that have been presented for repurchase to
the party obligated to repurchase the assets under
the transaction agreements and the number of those
assets that have not been repurchased or replaced.

136 15 U.S.C. 77nnn(d)(1).

13715 U.S.C. 77aaa et seq.
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¢ Should we specify who should
provide the third party opinion or who
should not be permitted to provide the
opinion? Should diligence firms that
provide third party pre-securitization
review of a random sample of assets be
allowed to provide this opinion? Should
we specify that it must be a legal
opinion? Would attorneys or law firms
be willing to provide this opinion? Why
or why not? Would it be appropriate to
allow a sponsor’s in-house counsel to
provide the opinion? If a law firm
provides the opinion, should we
prohibit the law firm that assisted in the
offering from providing such an
opinion?

e Based on existing attestation
standards of either the PCAOB or
AICPA, we do not believe that the
proposed opinion could be provided by
a public accountant. Would a public
accountant be able to provide the
proposed opinion under existing
attestation standards? If so, which
standard or standards should be
applied, what level of assurance should
be provided and how should the third
party opinion be reported?

e Should we provide that the third
party opinion must cover all of the
representations and warranties in the
agreement related to the assets, as
proposed? Instead, are there certain
representations and warranties that are
the most significant that the opinion
should cover? Are there types of
representations and warranties that the
third party opinion should not be
required to opine on? For example, are
there certain representations and
warranties that an attorney or a law firm
would not be able to opine on? If so,
why?

e Are there any other types of
limitations that a third party opinion
provider would or should place on the
required opinion? In general, what type
of exam, assessment or evaluation
would a third party opinion provider
need to make in order to provide the
required opinion?

¢ How costly or burdensome would it
be for an issuer to be required to have
a third party provide an opinion to
satisfy the proposed shelf eligibility
condition? Would this impose too much
burden on ABS issuers? Are there ways
to lessen the cost?

e Should the third party opinion be
required to be furnished annually rather
than quarterly, as proposed?

e Should we require that the third
party opinion also be filed as an exhibit
to an Exchange Act report?

e We are aware of some insurance
providers that have offered to insure in
the context of mergers and acquisitions
any breach of the representations and

warranties in the transaction agreement.
As an alternative to conditioning ABS
shelf eligibility on an undertaking in the
transaction agreement that the issuer
furnish a third party opinion on assets
not repurchased (or instead of the
proposed condition), should we allow
the issuer to purchase insurance to
insure a minimum amount or
percentage of the sponsor or originator’s
obligations under the transaction
agreement? If so, what kind of
disclosure should we require about the
insurance provider? How can we ensure
that this alternative method of meeting
shelf eligibility adequately improves the
incentive structure and therefore the
quality of the securities?

(c) Certification of the Depositor’s Chief
Executive Officer

We also are proposing to establish a
requirement that, as a condition to ABS
shelf eligibility to replace investment
grade ratings criteria, the issuer provide
a certification signed by the chief
executive officer of the depositor of the
securitization regarding the assets
underlying the securities for each
offering.138 The certification would
require the depositor’s chief executive
officer to certify that to his or her
knowledge, the assets have
characteristics that provide a reasonable
basis to believe they will produce,
taking into account internal credit
enhancements, cash flows at times and
in amounts necessary to service
payments on the securities as described
in the prospectus. This officer would
also certify that he or she has reviewed
the prospectus and the necessary
documents for this certification.139

Because we would frame this ABS
shelf eligibility condition as a
certification requirement instead of a
disclosure requirement, we are using
slightly different language than a similar

138 See proposed General Instruction 1.B.1(c) to
proposed Form SF-3.

139 This condition is similar to the current
disclosure requirements for asset-backed issuers in
the European Union. Annex VIII, Disclosure
Requirements for the Asset-Backed Securities
Additional Building Block, Section 2.1 (European
Commission Regulation (EC) No. 809/2004 (April
29, 2004). The EU requires asset-backed issuers to
disclose in each prospectus that the securitized
assets backing the issue have characteristics that
demonstrate capacity to produce funds to service
any payments due and payable on the securities.
Similarly, under the North American Securities
Administrator’s Association (NASAA)’s guidelines
for registration of asset-backed securities, sponsors
are required to demonstrate that for securities
without an investment grade rating, based on
eligibility criteria or specifically identified assets,
the eligible assets being pooled will generate
sufficient cash flow to make all scheduled
payments on the asset-backed securities after taking
certain allowed expenses into consideration. The
guidelines are available at www.nasaa.org.

EU disclosure requirement in order to
more precisely outline what the officer
is certifying to. We are proposing a
certification rather than a disclosure
requirement because we preliminarily
believe the potential focus on the
transaction and the disclosure that may
result from an individual providing a
certification should lead to enhanced
quality of the securitization.4® We
believe, as we did when we proposed
the certification for Exchange Act
periodic reports, that a certification may
cause these officials to review more
carefully the disclosure, and in this
case, the transaction, and to participate
more extensively in the oversight of the
transaction.141

We are proposing that the statements
required in the certification would be
made based on the knowledge of the
certifying officer. As signatories to the
registration statement, we would expect
that chief executive officers of
depositors would have reviewed the
necessary documents regarding the
assets, transactions and disclosures.
Under current requirements, the
registration statement for an ABS
offering is required to include a
description of the material
characteristics of the asset pool,142 as
well as information about the flow of
funds for the transaction, including the
payment allocations, rights and
distribution priorities among all classes
of the issuing entity’s securities, and
within each class, with respect to cash
flows, credit enhancement and any
other structural features in the
transaction.43 The proposed
certification would be an explicit
representation by the chief executive
officer of the depositor of what is
already implicit in this disclosure

140 For instance, a depositor’s chief executive
officer may conclude that in order to provide the
certification, he or she must analyze a structural
review of the securitization. Rating agencies would
also conduct a structural review of the
securitization when issuing a rating on the
securities.

141 See Certification of Disclosure in Companies’
Quarterly and Annual Reports, Release No. 34—
46079 June 14, 2002. See also Testimony
Concerning Implementation of the Sarbanes-Oxley
Act of 2002 by William H. Donaldson, Chairman
U.S. Securities and Exchange Commission Before
the Senate Committee on Banking, Housing and
Urban Affairs (September 9, 2003) (noting that a
consequence of “the combination of the certification
requirements and the requirement to establish and
maintain disclosure controls and procedures has
been to focus appropriate increased senior
executive attention on disclosure responsibilities
and has had a very significant impact to date in
improving financial reporting and other
disclosure”).

142 See Item 1111 of Regulation AB [17 CFR
229.1111].

143 See Ttem 202 of Regulation S-K [17 CFR
229.202] and Item 1113 of Regulation AB [17 CFR
229.1113].
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contained in the registration
statement.144 This is similar to the
certifications of Exchange Act periodic
reports required by Exchange Act Rules
13a—14 and 15d-14,14% which also refer
to the disclosure. As with the
certifications required by these rules,
the language of the proposed
certification could not be altered.
Instead, any issues in providing the
certification would need to be addressed
through disclosure in the prospectus.146
For instance, if the prospectus describes
the risk of non-payment, or probability
of non-payment, or other risks that such
cash flows will not be produced or such
payments will not be made, then those
disclosures would be taken into
consideration in signing the
certification.

The chief executive officer of the
depositor is already responsible as
signatory of the registration statement
for the issuer’s disclosure in the
prospectus and can be liable for material
misstatements or omissions under the
federal securities laws.147 An officer
providing a false certification
potentially could be subject to
Commission action for violating
Securities Act Section 17.148 The
certification would be a statement of
what is known by the signatory at the
time of the offering and would not serve
as a guarantee of payment of the
securities.

Under our proposal, this certification
would be an additional exhibit
requirement for the shelf registration
statement that would not be applicable
to the non-shelf registration statement,
Form SF-1, and that would be required
to be filed by the time the final
prospectus is required to be filed under
Rule 424.149 We believe that requiring
the chief executive officer of the
depositor to sign the certification is
consistent with other signature
requirements for asset-backed
securities.150

144 This approach is somewhat similar to the
approach we took with Regulation AC, which
requires certifications from analysts. We noted there
that Regulation AC makes explicit the
representations that are already implicit when an
analyst publishes his or her views—that the
analysis of a security published by the analyst
reflects the analyst’s honestly held views. Section
1I of Regulation Analyst Certification, Release No.
33-8193 (Feb. 23, 2003) [68 FR 9482].

14517 CFR 240.13a—-14 and 17 CFR 240.15d-14.

146 See Section II1.D.6 of the 2004 ABS Adopting
Release.

147 See Securities Act Section 11 (15 U.S.C.
77k(a)) and Exchange Act Section 10(b) (15 U.S.C.
78j(b)).

14815 U.S.C. 77q(a).

149 See proposed revision to Item 601(b) of
Regulation S-K.

150 See, e.g., Item 601(b)(31)(ii) of Regulation
S—K (exhibit requirement for ABS regarding

Request for Comment

¢ Is our proposal to require
certification appropriate as a condition
to shelf eligibility? Would investors find
the certification valuable?

e Is the proposed language for the
certification requirement appropriate?
Should we revise it in any way? Should
we require that the officer certify that he
has a reasonable basis to believe that the
assets will produce cash flows at times
and in amounts necessary to service
payments on the securities as described
in the prospectus (rather than certify
that the assets have characteristics that
provide a reasonable basis to believe
that the assets will produce cash flows
at times and amounts necessary to
service payments as described)?

e Should we identify the level of
inquiry required by the executive
officer? Should we specify which
documents (other than the prospectus)
would need to be reviewed for purposes
of the certification, and, if so, which
ones should we specify?

e Under the proposal, the certifying
officer could take into account internal
credit enhancements for purposes of
evaluating whether the assets have
characteristics that provide a reasonable
basis to believe they will produce cash
flows at times and in amounts necessary
to service payments on the securities as
described in the prospectus. Should we
also permit the certifying officer to also
take into account external credit
enhancements that may be utilized in
the securitization? 151

e Are there concerns that it is not
possible for any individual to be in a
position to certify that the assets in the
pool have characteristics that provide a
reasonable basis to believe they will
produce, taking into account internal
credit enhancements, cash flows at
times and in amounts necessary to
service payments on the securities as
described in the prospectus? If so, how
can we address those concerns or are
there steps we should take to ensure
that the level of uncertainty in the
structure and assets is clear to investors?

¢ Instead of, or in addition to,
requiring a certification, should we
require the sponsor to disclose its
estimates of default probability for all
tranches in the transaction, default
probability of loans in the pool, and/or
the expected recovery rate on the loans
conditional on default? Such estimates

certification required by Exchange Act Rules
13a—14(d) and 15d-14(d)).

151 Examples of external credit enhancement may
include third party insurance to reimburse losses on
the pool assets or the securities or an interest rate
swap or similar swap transaction to provide
incidental changes to cash-flow and return.

would be expected to be consistent with
assumptions used in sponsors’ internal
modeling. Would this disclosure
potentially provide investors useful
insights into the sponsor’s view of the
creditworthiness of pool assets and the
securitization overall? Would it convey
information similar to that contained in
credit ratings, which also have,
historically, reflected beliefs about
default probabilities and expected
recovery rates? Do sponsors currently
have internal models, or make internal
assumptions for valuation purposes,
that could be used to readily produce
these numbers? If so, should we require
that disclosed estimates be consistent
with those used in sponsors’ internal
models? Should we indicate whether or
not such disclosures constitute forward-
looking statements?

e Should the chief executive officer of
the depositor, as proposed, be required
to sign the certification, or should an
individual in a different position be
required to certify? Which individual
should be required to sign the
certification? Should we instead require
that the certification be signed by the
senior officer of the depositor in charge
of securitization, consistent with other
signature requirements for ABS? Given
that the depositor is often a special
purpose subsidiary of the sponsor,
would it be more appropriate to have an
officer of the sponsor sign the
certification? If so, should it be the
senior officer in charge of securitization
or some other officer of the sponsor?

e Is it appropriate to require the
certification be filed as an exhibit to the
registration statement at the time of the
final prospectus by means of a Form
8-K?

(d) Undertaking To File Ongoing
Reports

Our last proposed new shelf eligibility
criterion replacing the investment grade
ratings requirement is a requirement
that the issuer provide an undertaking
to file Exchange Act reports with the
Commission on an ongoing basis.
Exchange Act Section 15(d) requires an
issuer with an effective Securities Act
registration statement to file ongoing
reports with the Commission. However,
the statute also provides that for issuers
that do not also have a class of securities
registered under the Exchange Act the
duty to file ongoing reports is
automatically suspended after the first
year if the securities of each class to
which the registration statement relates
are held of record by less than three
hundred persons. As a result, typically
the reporting obligations of all asset-
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backed issuers,52 other than those with
master trust structures,153 are
suspended after they have filed one
annual report on Form 10-K because the
number of record holders falls below,
often significantly below, the 300 record
holder threshold.154

In the proposing release for
Regulation AB, we requested comment
on whether the ability to suspend
reporting under Section 15(d) should be
revisited.1%5 One investor group
recommended conditioning ABS shelf
registration upon an issuer agreeing
either to continue filing reports under
Section 15(d) or to make publicly
available on their Web sites copies of
reports that contain the information
required by Form 10-D.156 While in
2004 we did not adopt rules that would
create ongoing reporting obligations for
asset-backed issuers, we did note that
the concerns raised by investors confirm
the importance to investors of post-
issuance reporting of information
regarding an ABS transaction in
understanding transaction performance
and in making ongoing investment
decisions.157

We are proposing to require as a
condition to ABS shelf eligibility that
the issuer undertake to file with the
Commission reports to provide
disclosure as would be required
pursuant to Exchange Act Section 15(d)
and the rules thereunder, if the issuer

152 Under Rule 3b—19 under the Exchange Act [17
CFR 240.3b—19], an issuer is defined in relation to
asset-backed securities in the following way:

(a) The depositor for the asset-backed securities
acting solely in its capacity as depositor to the
issuing entity is the “issuer” for purposes of the
asset-backed securities of that issuing entity.

(b) The person acting in the capacity as the
depositor specified in paragraph (a) is a different
“issuer” from that same person acting as a depositor
for another issuing entity or for purposes of that
person’s own securities.

153In a securitization using a master trust
structure, the ABS transaction contemplates future
issuances of asset-backed securities backed by the
same, but expanded, asset pool that consists of
revolving assets. Pre-existing securities also would
therefore be backed by the same expanded asset
pool.

154 One source noted that in a survey of 100
randomly selected asset-backed transactions, the
number of record holders provided in reports on
Form 15 ranged from two to more than 70. The
survey did not consider beneficial owner numbers.
See Committee on Capital Markets Regulation
Financial Crisis Report, at fn. 349.

155 See Section I11.D.2 of Asset-Backed Securities,
Release No. 33—-8419 (May 3, 2004) [69 FR 26650].

156 See comment letter from Investment Company
Institute (ICI).

157 See Section III.A.3.d of the 2004 ABS
Adopting Release. We noted that modifying the
reporting obligation would raise broad issues about
the treatment of other non-ABS issuers that do not
have public common equity. We believe our ABS
shelf eligibility proposal is sufficiently
distinguishable from the treatment of non-ABS
issuers.

were required to report under that
section.158 The issuer’s reporting
obligation under the undertaking would
extend as long as non-affiliates of the
depositor hold any of the issuer’s
securities that were sold in registered
transactions.15° We believe that ongoing
reporting of an asset-backed issuer
would provide investors and the
markets with transparency regarding
many aspects about the ongoing
performance of the securities and
servicer in its compliance with servicing
criteria, among other things. We believe
this transparency is important for
investors and the market and that it is
appropriate to encourage ABS issuers to
provide ongoing reports by conditioning
shelf eligibility on an undertaking to do
so. Thus, we believe this requirement is
a reasonable additional condition to
shelf eligibility. In conjunction with our
proposal to require asset-level
information, it may prove even more
useful to investors.160

In connection with this shelf
eligibility condition, we are proposing
to require disclosure in the prospectus
that is filed as part of the registration
statement that the issuer has undertaken
and will file with the Commission the
reports as would be required pursuant
to Exchange Act Section 15(d) and the
rules thereunder if the issuer were
required to report under that section.
Such disclosure would be subject to the
same liability as other disclosure in the
prospectus.

Also, we are proposing to add a
disclosure requirement to Item 1106 of
Regulation AB 161 that would require
disclosure in a prospectus of any failure
in the last year of an issuing entity
established by the depositor or any
affiliate of the depositor to file, or file
in a timely manner, an Exchange Act
report that was required either by rule
or by virtue of an undertaking. We are
proposing further changes to ABS shelf
eligibility requirements in connection

158 See proposed Item 512(a)(7)(ii) of Regulation

159 We also are proposing to add a checkbox to
the cover page of Forms 10-K, 10-D, and 8-K
where the issuer would be required to indicate
whether the report is being filed pursuant to the
proposed undertaking.

160 See the Committee on Capital Markets
Regulation Financial Crisis Report, at 151-152
(noting that loan-level data is not useful if issuers
can opt out of periodic reporting and
recommending that the Commission consider
whether Section 15(d) of the Exchange Act should
apply to the typical RMBS issuance); Statement of
Paul Schott Stevens President and CEO, ICI, for SEC
Roundtable on Oversight of Credit Rating Agencies,
April 15, 2009, available at http://www.sec.gov/
comments/4-579/4579-15.pdf (recommending that
the Commission require disclosure under
Regulation AB be required to be made on an
ongoing basis in spite of Section 15(d)).

16117 CFR 229.1106.

with the proposed condition, as
discussed in the following section.

Request for Comment

e We request comment on our
proposal to require ABS issuers who
wish to conduct delayed shelf offerings
to undertake to file reports that would
be required under Section 15(d) of the
Exchange Act for as long as non-
affiliates of the depositor hold any
securities that were sold in registered
transactions. Should we impose such a
requirement? Should ABS issuers who
use shelf registration be permitted to
terminate their reporting obligations at
an earlier period in time under shelf
eligibility conditions? If so, when?

¢ Should we require, as proposed, the
disclosure of any failure in the last year
of an issuing entity established by the
depositor or any affiliate of the
depositor to file, or file in a timely
manner, an Exchange Act report that
was required either by rule or by virtue
of the proposed undertaking?

e We request comment on all of the
four new proposed shelf eligibility
conditions in general. Are the proposed
shelf eligibility conditions appropriate
alternatives to the existing investment
grade ratings requirement? If one or
more of these proposed criteria are not
adopted, should an investment grade
rating continue to determine whether or
not an ABS issuer is eligible for shelf
registration? Or should we prohibit ABS
issuers from using shelf registration
altogether? What would the impact be if
ABS issuers were prohibited from
utilizing shelf registration? Do the
proposed changes to the shelf
registration procedures described above,
coupled with the proposed shelf
eligibility conditions, mitigate concerns
about ABS issuers using shelf
registration?

¢ Should our proposed shelf
eligibility conditions (or some subset of
them) be used in addition to the existing
investment grade ratings requirement
rather than replace it?

e What is the aggregate effect of the
proposed revisions to shelf eligibility
criteria and the shelf registration
process for ABS offerings? If these
revisions are adopted, would this make
using non-shelf registration (Form SF-1)
more attractive to an ABS issuer? How
would this change the costs and benefits
analysis for using shelf registration for
ABS issuers? Would this change cause
shelf registration to be less attractive or
become uneconomic?

¢ If we continue to condition shelf
eligibility, in p