321 North Clark Street
Chicago, IL 60654

(312) 988-5588

Fax: (312)988-5578
www.ababusinesslaw.org
businesslaw@americanbar.org

Business Law Section

AMERICAN BAR ASSCCIATION

ASSOCIATION YEAR 2011-2012
CHAIR

Linda J. Rusch

P.O. Box 3528

721 North Cincinnati Street
Spokane, WA 99220

CHAIR-ELECT

Martin E. Lybecker
607 Fourteenth Street NW
Washington, DC 20005

VICE CHAIR

Dixie Johnson

Suite 800

1001 Pennsylvania Avenue, NW
Washington, DC 20004

SECRETARY

Paul “Chip" Lazard Lion, lIl
755 Page Mill Road
Palo Alto, CA 94304

BUDGET OFFICER

Renie Yoshida Grohl
8300 Fox Hound Run, NE
Warren, OH 44484

CONTENT OFFICER
Jonathan C. Lipson
975 Bascom Mall
Madison, WI 53706

IMMEDIATE PAST CHAIR

Lynne B. Barr
Exchange Place
53 State Street
Boston, MA 02109

SECTION DELEGATES TO

THE ABA HOUSE OF DELEGATES

Lynne B. Barr
Boston, MA

Mary Beth Clary
Naples, FL

Maury B. Poscover
St. Louis, MO

Steven O. Weise
Los Angeles, CA

COUNCIL

Margaret M. Foran
Newark, NJ

Lawrence A. Hamermesh
Wilmington, DE

Myles V. Lynk
Tempe, AZ

Christopher J, Rockers
Kansas City, MO

Jolene A. Yee
Modesto, CA

Doneene Keemer Damon
Wilmington, DE

Jean K. FitzSimon
Philadelphia, PA
Lawrence A. Goldman
Newark, NJ

Joell. Greenberg
New York, NY

Donald C. Lampe
Greensboro, NC

Warren E. Agin
Boston, MA

Patrick T. Clendenen
Boston, MA

Frances Gauthier
Geneva, Switzerland

Samantha Hom
Toronto, ON

Peter J. Walsh, Jr.
Wilmington, DE

Michael St. Patrick Baxter
Washington, DC

Carol Hansell
Toronto, ON

Ben F. Tennille
Winston Salem, NC

By Email (rule-comments@sec.qov) and U.S. Mail

November 15, 2011

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, D.C. 20549-1090

Attn: Ms. Elizabeth M. Murphy, Secretary

Re: Treatment of Asset-Backed Issuers Under the Investment Company Act -
Advance Notice of Proposed Rulemaking Regarding Rule 3a-7 — Release No. IC-
29779; File No. S7-35-11 (“ANPR”)

Ladies and Gentlemen:

This letter is submitted on behalf of the Federal Regulation of Securities
Committee and the Securitization and Structured Finance Committee (the “Committees”)
of the Business Law Section of the American Bar Association (the “ABA”) in response to
the request for comments by the Securities and Exchange Commission (the
“Commission”) in connection with the ANPR.

The comments expressed in this letter represent the views of the Committees only
and have not been approved by the ABA’s House of Delegates or Board of Governors and
therefore do not represent the official position of the ABA. In addition, this letter does not
represent the official position of the ABA Business Law Section.

We appreciate the opportunity to provide comments to the Commission regarding
the ANPR. In our view, Rule 3a-7 has worked well over the nearly two decades since its
adoption by the Commission. For the reasons discussed below, we do not believe that
there is any need to modify the Rule to delete the investment-grade ratings requirement,
substitute review by another independent third-party or certification by the issuer itself for
the review currently conducted by rating agencies or to import concepts from other
existing or pending rulemakings by the Commission pursuant to the Dodd-Frank Act.

Initially, we note (as does the Commission in the ANPR) that the Rule 3a-7 rating
agency requirements were instigated not by credit-worthiness concerns but, rather, to
address investor protections as a condition to this exclusion for asset-backed issuers from
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the Investment Company Act of 1940, as amended (the “Investment Company Act”). In
adopting Rule 3a-7 in 1992*, the Commission found that the rating agencies, when assigning a
rating to securities issued by an asset-backed issuer, would evaluate whether that issuer was
structured in a manner that ensured appropriate investor protections of the kind contemplated by
the Investment Company Act (including protection against abusive practices, such as self-
dealing, mis-valuation of assets, and inadequate asset coverage?).

Because the rating agency requirements in Rule 3a-7 do not relate to credit-worthiness,
we believe that there is no requirement under Section 939A of the Dodd-Frank Wall Street
Reform and Consumer Protection Act of 2010 (the “Dodd-Frank Act”) to re-consider this
requirement under Rule 3a-7. Furthermore, we note that Commission has not decided to require
changes to Rule 3a-7 in its prior rulemakings pursuant to Section 939A of the Dodd-Frank Act or
otherwise, even though on several prior occasions® it has specifically considered doing so.

Moreover, although the Commission refers in the ANPR to certain concerns regarding
the credit rating procedures and methodologies of the nationally recognized statistical rating
agencies (“NRSRQOs”), it is not clear to our Committees that these concerns can or should cause
the Commission to question the original investor protection premise of the rating agency
requirements under Rule 3a-7. We are not aware of any data or other evidence that would
indicate that the NRSRO-rating process fails (or has failed) to perform the same investor
protection function as originally envisaged by the Commission. Absent a compelling change in
the factual basis for the Rule, we do not believe that the changes to Rule 3a-7 the Commission is
considering are justified.

The Commission adopted Rule 3a-7 to facilitate the growth and development of the
structured finance market, which the Commission noted had been constrained to some degree by
the Investment Company Act.* In adopting Rule 3a-7, the Commission recognized the
importance of ratings to the development of the structured finance market:

“The involvement of rating agencies represents one of the most significant
attributes of the structured finance market. This is because structured financings enable
issuers to generate capital by converting often illiquid, unrated assets into marketable

! Final rule, Exclusion From the Definition of Investment Company for Sructured Financings
(the “Adopting Release”), 57 Fed. Reg. 56248 (November 27, 1992). The related proposed rule,
Exclusion From the Definition of Investment Company for Certain Structured Financings (the
“Proposing Release”), 57 Fed. Reg. 23980 (June 5, 1992).

2 Adopting Release at 56252.

® See, for example, other proposed rules regarding references to ratings, including 76 Fed. Reg
26550 (May 6, 2011), 76 Fed. Reg 12896 (March 9, 2011), 76 Fed. Reg. 8946 (February 16,
2011 and, pre-dating the Dodd-Frank Act, 74 Fed. Reg. 52374 (October 9, 2009).

* Adopting Release at 56248.
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rated securities. As discussed in the related proposing release, rating agency evaluations
tend to address most of the Act's concerns regarding abusive practices, such as self-
dealing and overreaching by insiders, misvaluation of assets, and inadequate asset
coverage. Rating agencies have been successful in analyzing the structural integrity of
financings, without impending the development of the structured finance market. Indeed,
ratings appear to have been a major factor in investor acceptance of structured
financings.”®

The substantial growth of the asset-backed securities ("ABS") market after the adoption
of Rule 3a-7 attests to the soundness of the Commission's original determination. Consumers,
businesses and investors have all benefitted from the robust growth in the ABS market. While
current ABS issuance is only about 15% of pre-crisis levels, it is still over $100 billion per year
according to available data® and, most importantly, is concentrated in autos, credit cards and
equipment ABS — that is, the very type of ABS that relies heavily on the exemption provided by
Rule 3a-7. We are concerned that any attempt to replace the relatively straight-forward ratings
requirement with some other review (which would require a review scope to be proposed, final
rules to be developed and processes and procedures to be adopted in order to implement any final
rules) will unnecessarily impair the ABS market, which provides valuable capital formation for
credit to consumers and businesses, while providing no material added protection to investors.

Even if the Commission finds that its more general concerns regarding NRSROs give rise
to specific concerns regarding the investor protection function served by the rating agency
requirements in Rule 3a-7, the Commission has other, more direct, means to address such
specific concerns, including its current rulemaking to implement the substantial credit rating
agencies reforms mandated by Title IX of the Dodd-Frank Act. For example, the Commission
might exercise its regulatory authority over NRSROs to strengthen the methodologies and
procedures relating to this investor protection function.

Our Committees share many of the concerns evidenced by the questions posed by the
Commission regarding the proposed “independent evaluator” concept. We are not able to offer
any better alternative to the evaluation provided by the rating agencies under Rule 3a-7.

Although we do not believe that any of the changes to Rule 3a-7 discussed in the ANPR
are necessary, there are two areas where modifications to the Rule that we believe are
appropriate and should be made.

> Adopting Release at 56252 (footnote omitted).

® See, for example, research of the Securities Industry and Financial Markets Association
available at: http://www.sifma.org/uploadedFiles/Research/Statistics/StatisticsFiles/SF-US-ABS-
SIFMA.xls.
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Requirement for Rating Agency Affirmation for Acquisition or Disposition of Assets
Should be Removed from Rule 3a-7

We believe it would be appropriate to remove the restriction on the acquisition and
disposition of assets in paragraph (a)(3)(ii) of the Rule for the following reasons:

First, we believe that investors are already adequately protected by the ratings-related
requirement in paragraph (a)(3)(i) of the Rule to the effect that assets be acquired or disposed of
in accordance with the terms and conditions set forth in the agreements, indentures or other
instruments pursuant to which the issuer’s securities are issued. As noted above, in adopting
current Rule 3a-7, the Commission found that the NRSROs, when assigning a rating to securities
issued by an asset-backed issuer, would evaluate whether that issuer was structured in a manner
that ensured appropriate investor protections of the kind contemplated by the Investment
Company Act.” The requirements for adding and removing assets are specified in the
agreements governing every ABS transaction of which we are aware, and such requirements are
just one of many structural aspects evaluated by both investors and rating agencies. We note that
such restrictions typically address the adequacy of asset coverage and self-dealing. We
recognize that a transaction may be amended to modify the requirements for acquisitions and
removals of assets; however, as noted by the Commission in the adopting release for current
Rule 3a-7, any such amendment would be subject to the requirements and conditions precedent
in the agreements relating to amendments of the agreements, including investor and rating
agency concurrence, as appropriate.® In addition, the conditions for amendments and
modifications of the transaction documents are another structural aspect considered by the rating
agencies in issuing credit ratings.

Second, the credit rating-related restriction in paragraph (a)(3)(iii) of the Rule only
incidentally addresses the Commission’s stated goal of preventing self-dealing.” To the extent
that the primary purpose of paragraph (a)(3)(iii) is to prevent self-dealing, we believe the
Commission has more direct means of addressing self-dealing behavior.”® By tying the
restriction on acquisitions and removals of assets to whether a rating downgrade would in fact

’ Adopting Release at 56252.
® Adopting Release at 56254.

° In the Adopting Release, the Commission explained that tying the management of the issuer’s
eligible assets to the rating of the fixed-income securities addressed the danger of self-dealing,
because any addition or removal of assets that adversely affected fixed-income securities holders
was understood to result in a downgrading of the issuer’s fixed-income securities. See the
Adopting Release at p.56254.

19 As noted above, we believe the requirement in paragraph (a)(3)(i) of Rule 3a-7 (to the effect
that assets be acquired or disposed of in accordance with the terms and conditions set forth in the
agreements, indentures or other instruments pursuant to which the issuer’s securities are issued)
adequately addresses concerns relating to self-dealing.
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occur, the restriction becomes dependent upon an assessment by the rating agencies of the credit-
worthiness of the assets being acquired or removed and the credit-worthiness of the resulting
structure. For this reason, we believe that it is appropriate to consider removing such
requirement in response to Section 939A of the Dodd-Frank Act.

Third, we note that an issuer may not know with certainty whether an acquisition or
removal of assets would cause a rating downgrade to occur until after the acquisition or removal
is completed. NRSROs are increasingly unwilling to deliver confirmation that an action will not
cause a rating downgrade. Therefore an issuer’s ability to rely on Rule 3a-7 can be jeopardized
by a determination by an NRSRO that a previously completed acquisition or disposition resulted
in a less credit-worthy pool of assets.'" We believe that removing this uncertainty from Rule 3a-
7 would be beneficial to both investors and issuers.

The Commission Should Revise Rule 3a-7 To Facilitate the Securitization of Lease
Assets and To Accommodate the Use of Intermediate Special Purpose Entities in Securitizations

The foregoing discussion demonstrates that Rule 3a-7 has protected investor interests and
does not require further revision for that purpose. It would be appropriate, however, to revise
Rule 3a-7 in two important respects so that it can promote those investor interest while making
the securitization of certain assets easier. These revisions to Rule 3a-7 would be consistent with
the principles that the Commission followed in adopting Regulation AB.

The Definition of “Eligible Assets” under Rule 3a-7 Should Be Revised So That, in the
Context of a Lease Securitization, It Includes the Related Leased Property and the Cash
Realized from the Liquidation of That Property

The Commission should clarify that the entire securitized pool in a lease® securitization,
including the underlying leased equipment and proceeds realized on that equipment, constitutes
“eligible assets” in a securitization relying on Rule 3a-7. In many securitizations that include
lease assets, the payments to the holders of the securities issued in connection with such
securitization rely not only on cash flow from payments under the leases themselves, but also on

1 We also note that in the event a ratings downgrade were to cause a securitization issuer to
become subject to regulation as an Investment Company Act, such event would typically cause
an amortization event or event of default for the securitization, which could result in further
adverse consequences for investors.

12 eases, for this purpose, should also include balloon loans for motor vehicles or equipment
which are structured to be similar to leases where at the maturity of the loan, the obligor may
return the vehicle or equipment to the lender to satisfy the balloon payment. The funds received
upon liquidation of that vehicle or equipment by the lender is the functional equivalent to
realizations on the residual value related to a lease. Seesimilar treatment in the definition of
“asset backed security” in 17 CFR Parts 210, 228, et al. Asset-Backed Securities; Final Rule
(“ABS Rule”), footnote 76.
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realization on the residual value®™ of the property subject to such leases. As a result, certain lease
transactions may not be able to rely on Rule 3a-7 if these realizations on residual value are not
“eligible assets” under Rule 3a-7.

The current definition of “eligible assets” in Rule 3a-7 limits the ability to execute certain
lease securitizations. This definition covers only financial assets that “by their terms convert into
cash with a finite time period.” Virtually all auto leases, and a significant portion of equipment
leases, permit the lessee to return the vehicle or leased equipment upon lease termination in lieu
of purchasing that property. The residual value of the auto or equipment that is realized upon
liquidation of the returned auto or equipment is an important part of the securitization value of
the leasing arrangement. This residual value, however, does not currently fall within the
definition of “eligible asset,” because such residual value is not itself a financial asset that
“convert[s] into cash within a finite time period.”

Including these residual values is, however, consistent with the purpose of the definition
of “eligible assets” which was intended by the SEC to include “virtually all assets that can be
securitized (i.e., which produce cash flows of the type that may be statistically analyzed by rating
agencies and investors).”** In the Proposing Release, the SEC explicitly included “leases” in the
definition of “eligible assets.”*®> The applicable discussion in the Adopting Release indicated that
an illustrative list was left out of the definition of “eligible assets” in the final Rule to avoid any
suggestion that it was meant as an exclusive list, but the more general language of the final
definition is intended to include all of the assets provided as examples in the proposed
definition.’® Then, as now, residual values can typically be a significant asset naturally included
in lease securitizations.

In 2004 the Commission addressed a similar issue when it adopted Regulation AB and its
definition of “asset-backed security.” At that time, the Commission formulated that definition so
that it expressly recognized that most leasing transactions fell within the definition of “asset-
backed security,” even if a substantial portion of the value of the lease assets consisted of a
residual value to be realized upon the termination of the lease. We think that the Commission
should likewise revise the definition of “eligible asset” here to recognize that the presence of

3 The “residual value” of an item of leased property is the value that can be realized by the
lessor through sale or other disposition of that item at the end of the lease term. In a typical
securitization transaction, the originator of the leases (or one of its affiliates) would act as
servicer on behalf of the special purpose entity formed for purposes of the securitization
transaction, and one of the servicer’s obligations would be to dispose of leased property upon
expiration or early termination of the leases and transfer the proceeds of such dispositions (net of
its expenses) to the special purpose entity.

14 Adopting Release at 56249.
> Proposing Release at 23989.

16 Adopting Release at 56249-56250.
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residual values in a securitization of lease assets should not preclude that arrangement from
relying on Rule 3a-7. Such an approach will promote more consistency within the regulatory
structure that the Commission oversees and will reduce the current tension in which Regulation
AB accommodates leasing securitization while Rule 3a-7 does not.

Regulation AB contains certain substantive ceilings on the amount of residual value that
can be part of the securitized pool balance in order for the transaction to fit within the definition
of “asset-backed security”. Although the approach of Regulation AB should generally be
followed in revising the definition of “eligible asset,” the Commission should not adopt these
limits or any other similar value-based limits for the purposes of Rule 3a-7. These residual values
are not securities but instead are ultimately just proceeds (or expected proceeds) obtained from
the sale of goods. A company that was purely in the business of selling or holding goods
(including vehicles or equipment and the related residual values) would not even fall within the
definition of an investment company. In the context of the policies of Rule 3a-7, these limits are
both unnecessary and counterproductive. They are unnecessary for securitizations that are
structured as registered offerings, because those substantive limits will exist in any event as a
result of the operation of Regulation AB itself. In the context of a private offering, they are
counterproductive to the investor protection goals of Rule 3a-7. Securitizers have the option of
structuring their transactions to take advantage of other exemptions from the Investment
Company Act, such as Section 3(c)(7). These other exemptions do not necessarily contain the
investor protection features that the ANPR notes are part of the fabric of Rule 3a-7 and were not
designed for the issuance of asset backed securities and other securitization transactions. By
deleting those value-based ceilings in Regulation AB’s definition of “asset-backed securities”
from a definition of “eligible assets” that is designed to capture lease transactions, the
Commission will make Rule 3a-7 overall a more attractive exemption from the Investment
Company Act that will encourage securitizers to structure their transactions to fit within Rule 3a-
7 as revised, thereby providing investors with the investor protection features of Rule 3a-7.

Rule 3a-7 should be revised to facilitate the use of intermediate entities.

Securitization transactions typically use one or more intermediate entities to hold eligible
assets. or to pass those assets from the originator or sponsor to the issuing entity. In the context
of lease securitizations, these intermediate entities include so-called “titling trusts.” The titling
trust typically holds title to leased vehicles or other lease property (frequently of the type for
which ownership and lien perfection must be reflected, as a matter of state law, on a certificate of
title); titling trusts often also own the leases themselves. The securitization then provides for the
titling trust to issue an instrument (sometimes a note secured by the lease assets, other times a
special unit of beneficial interest in the trust itself) that is transferred either directly to the issuing
entity in the securitization or to another intermediate entity that in turn transfers the instrument to
the issuing entity in the securitization. It should be noted, though, that titling trusts are not the
only type of intermediate entity that frequently is part of a securitization structure; other
intermediate entities are depositors or similar special purpose vehicles created to pass assets to
the issuer of the asset-backed securities.

The use of intermediate entities satisfies various legal requirements in securitizations,
such as by providing a means to comply with accounting rules, credit isolation principles or state



U.S. Securities and Exchange Commission
November 15, 2011
Page 8

certificate of title statutes while providing arrangements in which investors can be confident that
they have perfected security interests in all aspects of the lease assets, including the underlying
vehicles themselves. These titling trusts and other intermediate entities, however, do not cleanly
fit within the scope of Rule 3a-7.

In other contexts, the Commission has recognized the utility of these intermediate entities
and accommodated their use. For example, Items 1100(d)(1) and 1100(d)(2) of Regulation AB
contain provisions regarding disclosure and other aspects of securitizations that reflect the
special characteristics of lease securitizations. Rule 190(c) of the Securities Act of 1933 likewise
provides special rules about these intermediate entities. Similarly, in its rules implementing new
exemptions from the Investment Advisors Act of 1940 for advisers to certain privately-offered
investment funds, the Commission agreed that venture capital funds could disregard wholly
owned intermediate holding companies formed solely for tax, legal or regulatory reasons to hold
such funds’ investments in qualifying portfolio companies.'’ These accommodations by the
Commission in other contexts permit use of the intermediate entities so long as it is clear that the
regulatory aims of the underlying statute or rule are otherwise being met.

We believe that, if an asset-backed issuer can satisfy all of the Rule 3a-7 requirements, it
should not be precluded from relying on Rule 3a-7 because the provisions of Rule 3a-7 do not
bring titling trusts or related intermediate entities within the Rule’s scope. Therefore, we suggest
that the Commission revise Rule 3a-7 so that it facilities the use of Rule 3a-7 by asset-backed
issuers that utilize intermediate entities while preserving the protections of Rule 3a-7 for
investors.

Finally, we note that under Section 2(c) of the Investment Company Act, the Commission
is required, in its rulemaking, to consider or determine whether an action is necessary or
appropriate in the public interest, and to consider, in addition to the protection of investors,
whether the action will promote efficiency, competition and capital formation.

We again refer to the substantial growth and resilience of the ABS markets since the
introduction of Rule 3a-7 in 1992 and respectfully suggest that, in the absence of some
demonstrable failure of the rating requirements in Rule 3a-7 to ensure investor protection as
originally contemplated by the Commission in adopting Rule 3a-7, the Commission should
exercise particular care that any revisions to Rule 3a-7 will not jeopardize existing efficiency,
competition and capital formation in the ABS market. In considering possible changes to Rule
3a-7, the Commission will, we assume, exercise such care and ensure that any proposed change
is only prospective and that appropriate arrangements to “grandfather” existing transactions that
rely on the then-current Rule 3a-7 are provided such that this reliance will be respected. In this
regard, we note that many ABS transactions that rely on Rule 3a-7 would likely face an event of
default (in some cases triggering immediate liquidation) if Rule 3a-7 were revised in a way that
failed to respect this prior reliance and exemption. The Commission’s analysis under Section

7 Final Rule, Exemptions for Advisersto Venture Capital Funds, Private Equity Fund Advisers
With Less Than $150 Million in Assets Under Management, and Foreign Private Advisers, 76
Fed. Reg. 39646 (July 6, 2011), at 39660.
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2(c) of the appropriateness of its suggested change to Rule 3a-7 will necessarily need to take into
consideration the costs and expenses of redressing any such defaults if grandfathering existing
transactions is not part of the revised Rule.

*hkkkhkkhkkkikik

The Committees appreciate the opportunity to comment on the ANPR, and we
respectfully request that the Commission consider the recommendations set forth above.
Although we have approached the proposals with the goal of discussing them in some detail,
their scope—and the many competing legislative and regulatory initiatives affecting
securitization at the same time—have resulted in certain issues being left unaddressed. We are
prepared to meet with the Commission and its Staff to discuss these matters with them in more
detail and to respond to any questions.

Very truly yours,

[s/ Jeffrey W. Rubin
Jeffrey W. Rubin
Chair, Federal Regulation of Securities Committee

/s/ Martin Fingerhut
Martin Fingerhut
Chair, Securitization and Structured Finance Committee

Drafting Committee:
J. Paul Forrester, Co-Chair of the Drafting Committee
Amy McDaniel Williams, Co-Chair of the Drafting Committee

Julie A. Gillespie
J. Bradley Keck
Jason H. P. Kravitt
Chauncey M. Lane
Phillip R. Pollock
Joseph U. Schorer
Vicki O. Tucker
Craig A. Wolson

cc: Hon. Mary L. Schapiro, Chair
Hon. Luis A. Aguilar, Commissioner
Hon. Daniel M. Gallagher, Jr., Commissioner
Hon. Troy A. Paredes, Commissioner
Hon. Elisse B. Walter, Commissioner
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Eileen Rominger, Director, Division of Investment Management
Robert E. Plaze, Deputy Director, Division of Investment Management
Meredith Cross, Director, Division of Corporation Finance

Paula Dubberly, Deputy Director, Division of Corporation Finance



