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Dear Mr. Katz:

This comment letter responds to the Commission’s ABS proposals. Our group has been
creating mortgage- and asset-backed securities for clients since 1973. Most of my contemporaries
were obviously better at this than I, since they are now comfortably retired.

BACKGROUND

Thirty-one years’ experience has taught me that asset securitization is, in the end, all about
financial intermediation and its cost. Conventional finance is fundamentally different from
structured finance. Conventional finance increases leverage and allocates the risk of an enterprise
among investors. Structured finance, when done properly, does not increase leverage. It only
transfers assets from one group of investors to another.

Good securitization increases liquidity and lowers the net cost of funding the productive side
of an economy. There is no other legitimate or long-term purpose for this process. While good
securitization reduces the cost of intermediation, abusive securitization raises that cost by seeking to
hide the increasing leverage of conventional finance within a perception of an asset transfer. Such
deceptions reduce investor confidence and increase the cost of intermediation, to everyone’s
detriment.

The goal of all securities law and regulation is to support the public’s interest in sound
financial markets with assured investor protection. When combined with investor protection, the
public interest is best served by enhancing financial market intermediation and reducing its cost.
Good securitization helps capital markets to achieve this goal. Therefore, rules should be created to
support securitization (or, if one prefers, structured finance) when it is not abused.

The history of modern structured finance, as reflected in the accompanying study, shows the
importance of distinguishing good structured finance from disguised conventional finance. Once
distinguished, the trading function of structured finance is a process where issuers and investors are,
in fact, interchangeable. Today’s investors (buyers) are necessarily tomorrow’s issuers (sellers), so
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their long-term interests are identical. It is the leverage of conventional finance which permanently
separates the interests of issuers and investors.

We hope you will find the comments and analysis helpful.
U.S. SECURITIZATION EXPERIENCE

With 34 years of experience securitizing financial assets, the U.S. has a history which shows
how intermediation costs fall, and markets thrive, when good securitization practices expand. But if
securitization is allowed to be abused or controlled by a few market makers, we can also see from
our history that debt intermediation costs skyrocket and markets fall as a result. Abuses can never be
completely stopped. They can, at least, be minimized by eliminating needless barriers to good
practices and requiring that abusive practices be disclosed properly to assure appropriate investor
and regulatory scrutiny.

The accompanying study details this experience and analyzes it. What follows is a summary
of what this history and analysis show.

Over time, nobody benefits from high intermediation costs (fees, spreads or commissions).
In the short run, some will, of course, make extraordinary income off high commissions and spreads.
As successful traders become investors themselves, however, high intermediation costs eventually
erode the wealth they gain and, as Keynes observed: “In the long run, we’re all dead.” Excess
trading profits systematically erode the wealth of their clients, their firms, the productive sector of
society and, ultimately, the wealth of the nation as a whole.

The Commission has recognized the debilitating effect of high intermediation costs. By its
recent “decimalization” of stock prices, for example, the SEC succeeded in lowering minimum
equity commissions. Traders complained, of course, but over time a savings of even one basis point
in intermediation cost creates an enormous benefit for everyone. By assuring proper and
competitive securitization procedures, history shows that the Commission can produce far greater
benefits for debt financial markets (which are much larger than the stock market).

During the 1992 to 1998 “Goldilocks” Era of U.S. finance, fostered by new and freer
securitization processes, standard indices (analyzed in the attached study) show that the cost to
intermediate unrated corporate debt fell by about 150 basis points with no harm to investors. On an
annual basis, that’s perhaps 75 times the possible savings produced by decimalization. In periods
before and after the “Goldilocks” Era, lack of effective securitization and abuse of securitization,
respectively, allowed this intermediation index to rise by roughly 650 basis points, more than 300
times the potential savings of decimalization.

Structured finance, therefore, deserves a lot of attention. It takes a lot of trades to match the

benefits that low and competitive debt intermediation costs provided during the 1992-1998 time
frame.

011.1203769.2



sFOLEY

Mr. Jonathan G. Katz
July 12, 2004
Page 3

The Commission’s effort to open competition in securitization markets by publishing all its
issuance standards for public ABS offerings is an enormous step in the right direction. Assembling
all the rules for public securitization in a single location will certainly expand access to this essential
knowledge. Making certain that those rules will have their desired effect, however, is at least as
important as codifying them in one location.

The study surveys intermediation costs in markets directly affected by securitization and
supports the need for free, fair and open competition in this vital area. As noted in one of the articles
attached to the study, securitization can only operate correctly when all unnecessary barriers to good
markets are removed and all loopholes which permit abuse of securitization are firmly closed. That
is a daunting task for all who set market rules.

Achieving the necessary balance for securitization markets will require the SEC, the FASB
and other regulators to challenge themselves by a standard which is regretfully seldom voiced in the
inner circles of financial markets, “true competition.” Throughout history, bankers and investors
have been reluctant to open markets. After all, a pocketbook is generally carried next to a man’s
heart and the basis for one’s own investment decisions are seldom divulged. To suggest that markets
are better served by the helter-skelter nature of open competition runs counter to the basic instincts
of investors. Yet, history proves this to be the case.

Lowering the aggregate price of debt intermediation does not mean that the particular price
of any loan should be reduced or that the Federal Reserve Board should not raise rates to address
economic events.

Every loan must be priced properly. An underpriced loan creates a loss risk that no banker
can expect to avoid. Conversely, however, an overpriced loan also creates a risk of loss that no
banker can expect to avoid. In the first instance lenders attract bad loans, and in the second instance
they make loans which impose too great a burden on borrowers, creating future loss.

Seasoned bankers know that it is only by truly open, fair and full competition that loans can
be properly priced. When markets are closed, limited competition will produce overpricing that
creates loss. When markets are “jawboned” or speculatively abused (e.g., the 1980s S&L debacle)
to create loans priced too low, markets overheat and create loss.

Structured finance (securitization) is the process by which any group can competitively fund
loans. It is competition, with full and fair disclosure and open pricing in the markets these groups
create, which assures the proper funding rate for loans in a true free-market economy. The U.S.
must lead the process to develop markets which display these characteristics unless it wishes to
surrender leadership to others. The new Governor of the Bank of Japan, for example, Toshihiko
Fukui (whom some call “Japan’s Greenspan”), clearly understands the importance of efficient
financial systems and is pushing Japan’s banks by actively fostering securitization’s development.
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Ultimately, the need of all parties to fairly and competitively price financial assets will force
solutions for the remaining concerns of securitization. As the source for up to 85% of all financial
intermediation, it is in the world’s interest that the U.S. create those solutions. The Commission’s
ABS proposals are one important step in a direction, therefore, which cannot and must not be
avoided.

Properly done, structured finance is itself a trading process, not a process for increasing
obligations to be traded in markets. It is by balancing the interests of issuers, investors and
intermediaries that we create trading markets which are “not too hot and not too cold.” The SEC
took unprecedented steps to create such an equilibrium when it amended shelf registration rules in
1992. That effort also incorporated the results of a thorough review of impediments to securitization
created by the Investment Company Act of 1940 (the *40 Act), and rules thereunder. Regretfully,
the Commission has failed to address *40 Act impediments as part of the current review process.

As noted in the study, many “fingers” of analysis point to amendments which the
Commission adopted in 1998 to 40 Act Rule 2a-7 as a prime source of the dis-equilibrium and
extraordinary volatility we’ve seen (particularly in corporate debt markets) since 1998. The ruinous
impact of that volatility on our economic welfare is hard to understate. When lost opportunity is
added to actual investor losses, the total impact of undoing the 1992 to 1998 “Goldilocks” Era may
exceed $10 trillion.

THE ABS PROPOSAL

The Commission’s ABS proposal, while laudatory in its intent, contains some pitfalls and
barriers that could easily upset a fragile equilibrium which now exists in financial markets.
Resolving these issues fairly and quickly is important to our nation’s economic health. In addition to
specific recommendations for fixing 40 Act Rule 2a-7 (contained in the attachments), policies and
procedures in the ABS proposal described below should be analyzed for market impact and revised.
Moreover, extensive and careful comments of all market participants deserve a full and balanced
analysis to the end of producing final rules that truly enhance ABS market efficiency.

ABS markets must balance the shifting interests of investors and issuers. To achieve that
result, these parties must be viewed as interchangeable for the Commission’s final ABS rules to be
truly effective. As “trading” instruments (not leverage devices), all matters that vitally concern ABS
issuers today will equally vitally concern today’s investors tomorrow, as today’s investors seek to be
issuers so as to liquefy what they bought.

COMMENTS:

1. Static Pool Information

Properly used, there can be no doubt that static pool information is of great value to
investors. But we should not get swept away in a belief that it is a panacea for all market ills or that
static pool information is essential for fair and full disclosure.

011.1203769.2
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When static pool information is combined with full knowledge of how external factors
(economic conditions, market interest rates, employment data, regional market conditions, etc.)
affect a pool, the data allows rating agencies and highly sophisticated investors to rather accurately
predict both (a) the frequency and severity of defaults which a pool of financial assets will
experience from origination to final collection and (b) where a particular pool ranks in its expected
life cycle of loss. Securities law disclosures, however, are not supposed to supplant the expert
judgments of (i) rating agencies or (ii) highly sophisticated institutional investors.

When presented as mass data or without context, static pool information can be both
confusing and as misleading as any other type of default and loss presentation. To require all
securitizers to present static pool data as a condition to S-3 registration, moreover, would eliminate
market access for an important class of arbitrage securitizers, reducing market liquidity and harming
investors and issuers by raising intermediation costs. If reasons for a lack of static pool information
are properly disclosed, along with a description of what such information reveals when disclosed,
investors in ABS markets can give proper consideration to this disclosure gap when pricing
particular ABS issues. Over time, market prices will establish the value of good static pool data.

Perhaps the best example of a solid static pool analysis is the initial Standard & Poor’s
Corporation study of mortgage performance dating to the Great Depression. It laid the foundation
for rating all early mortgage securitizations and provides many insights that may be helpful.

Tracing residential mortgage loans from origination to final collection to create a complete
static pool, that study found a diversified pool of long-term, fixed-rated mortgages, originated to
certain income standards and with at least a 20% down payment, suffered about a 15% frequency of
defaults during the Great Depression. Moreover, those mortgage loans that defaulted (and did not
reinstate) suffered an average loss equal to about 35% of the original loan balance. Consequently, a
comparable loan pool of newly originated mortgage loans would, it appeared, require 5.25%
available loss coverage (.15 x .35 = 5.25%) to sustain the economic consequence of the Great
Depression.

In order to make that observation with statistical clarity, however, one had to look back from
many years in the future to create a fully valid static pool analysis of losses incurred during the Great
Depression. If securitizers are required to provide comparable data, some market participants would
die (or go broke) before they could liquefy assets. It is absolutely certain that this kind of market
closure is not in the best interest of issuers or investors.

Static pool data has value in converting percentage loss data to an approximation of actuarial
loss data when the available percentage loss data relates to a growing pool of loans. Indeed, there
are classic examples of rapidly growing asset classes where correction of percentage loss data by the
more balanced insight of static pool information has revealed substantial understatements of loss.
However, even the best static pool analysis is subject to error when new circumstances create new
sources of either loss or increased liquidity.

011.1203769.2
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Where asset pools are growing or newly originated, but lack sufficient history for a reasoned
static pool analysis, commentary on the type of information that is not available (due to the lack of
an actual default history) could be far more valuable than misleading or premature static pool data.
To force construction of static pool data that does not exist creates a cost of intermediation barrier, a
roadblock for securitization of new asset classes and disclosure issues that are potentially harmful to
investors and issuers alike.

Moreover, even when available, static pool information is not without weakness. Allowing
static pool data on “comparable pools” creates risk of what, precisely, is comparable. Static pool
data on short-term “balloon” mortgages which were popular (indeed, required by law for some
lenders) during the 1920s would show that the loans performed admirably, right up until the crash.
Static pool data in 1927 would have given no mortgage investor a warning of the losses it would
suffer in the crash of 1929 to 1933.

Conversely, static pool data on commercial mortgages trapped within the dying thrifts of the
late 1980s and early 1990s would falsely understate how such loans performed in the mid- to late
1990s when markets re-liquefied following the SEC’s 1992 rule changes. The same would be true
for corporate loans if one used static pool data from 1998 through the fall of 2002 as a performance
gauge applied to the period from 2002 until today.

Just as percentage loss data understates losses in a growing pool, static pool information on a
loan pool which is shrinking after experiencing an unexpected early loss pattern may substantially
overstate loss. Properly done, a valid actuarial loss analysis of a pool contemplates the probability
that loan losses will be concentrated at certain times based on economic conditions. Thus, when
greater-than-expected loss is suffered early in the life of a pool, lower-than-expected loss can be
anticipated thereafter, and vice versa.

Markets where issuers and investors are interchangeable suffer when loss is exaggerated just
as much as when it is understated. Disclosure of material facts is appropriate, but compelled
disclosure of implicit or explicit economic prognostication is entirely inappropriate. Investors must
ultimately rely on their own judgment, not issuer speculation on future events. That’s the nature of a
true market. History may or may not indicate future performance.

My experience is not adequate to advise the Commission on how to strike the proper balance
between investor and issuer needs in this instance. Certainly, where statistically significant static
pool information is not available, issuers should not be forced to invent it or be denied market
access. Moreover, since market conditions change in ways that are, in general, quite unexpected,
providers of static pool data should not be accountable based on changed conditions which are not
controlled by the issuer. Alternative disclosures that advise investors of the value of missing
information can provide full, fair and non-misleading disclosure. That is better than foreclosing
market liquidity or compelling disclosure of meaningless or misleading data.

011.1203769.2
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2. Defining ABS

The *40 Act Report of 1992 properly defined the purpose of ABS as “enabling companies to
borrow at low cost while providing investors with high quality debt insulated from the credit risk of
the company.”

This result can be achieved equally well by properly structured non-recourse secured loans
and by transactions which are accounted for as sales. The distinguishing feature is separation of
assets from the credit risk of an issuing entity, servicer or sponsor. Abusive securitization is
characterized by transactions which lack such separation.

When the payment resources of a particular transaction combine assets with future payment
obligations of a sponsor or transferor, conventional leverage is created, not an asset-backed security.
That is not to say that transferors and sponsors cannot provide “credit support,” it is to say that such
support should not materially rely on the future payment capacity of the transferor, servicer or
sponsor. If it does, the transaction is closer to conventional finance than ABS.

Isolated cash reserves, proper subordination which is isolated and *“at market” swaps that do
not cover deficiencies in the performance of pooled assets are consistent with a separate
“asset-backed” disclosure system. Moreover, credit support by entities with no other association
with the ABS transaction is consistent with ABS disclosure, combined, where material, with
conventional disclosures regarding the credit-enhancing parties. Direct limited recourse by which
issuers, servicers and sponsors agree to pay a material part of future losses, however, creates risks of
conventional finance that cannot be ignored and are inconsistent with the proper purposes of
securitization.

An example from early structured mortgage-backed transactions may be helpful. The *40
Act Report notes that the first private mortgage-backed security (1977) was secured by 10% pool
coverage from the sponsor. While only 10% of the total pool, based on the S&P study of
Depression-era mortgage pools, such coverage was enough to support roughly twice the losses
suffered during the worst loss period in recent memory. Regardless of GAAP or regulatory capital
treatment, that guaranty brought a component of conventional finance to the transaction which
supports need for different disclosures than a transaction which does not link asset performance with
sponsor payment capacity. Around the time the *40 Act Report was released, moreover, bank
regulators determined that this type of support merited balance sheet treatment by the affected bank
for regulatory capital purposes.

If this credit-linking fundamental distinction between structured finance and conventional
finance is maintained, the vast majority of ABS abuse observed since 1998 will require compliance
with the conventional disclosure standards which are suited to investor needs. ABS standards should
still, perhaps, be applied to asset disclosures in linked credit structures. But conventional finance
disclosures should be required as well, as though the supporting servicer, seller or sponsor was an
issuer.

011.1203769.2
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The line to be drawn is not simple. Material future payment liability that breaches the
separation of conventional finance and asset-backed finance must consider the degree of future loss,
the ability of the obligor to manage loss and the degree of investor reliance. When a seller/manager
agrees to pay only 5% of future losses on pools where loss has never exceeded 1%, its future
payment obligation probably should trigger conventional finance disclosures. If the seller/manager
isolates cash or subordinate securities to support loss, however, leverage of the seller/manager is not
at issue and conventional disclosure about the seller/manager is not appropriate (indeed, it could
mislead investors into assuming liability that does not exist).

When the obligor on future loss is not a seller or servicer, moreover, so it lacks the ability to
manage loss, a much greater threshold seems appropriate. Finally, an originator’s obligations to
repurchase assets that breach representations and warranties which are reasonably believed to be true
when made actually provide no credit support and should, therefore, be ignored. They merely effect
a mandatory partial rescission of the original sale, with no connection to actual asset losses.

In addition to liability, at least two other issues should be addressed to define “ABS.” ABS
transactions do not involve parties in real “business judgment.” While servicers must exercise
discretion to maximize recovery when an underlying financial asset defaults or is in need of special
attention, there is a point where the need to exercise such discretion generally (due to the level of
defaulted or non-financial assets) converts the ABS structure into a business of managing
non-financial collateral.

Where that line is crossed depends, as the ABS proposal implies, on both the nature of the
assets and the passivity of the ABS entity. If the underlying collateral is so common as to be a
commodity (e.g., leased cars or light trucks) and the ABS entity begins operations as the passive
recipient of cash flows, a higher level of non-financial assets would be proper. Where the assets are
diverse pools of high-yield bonds, however, other standards probably are appropriate.

To define and separate ABS disclosure from conventional finance without addressing these
critical issues will not bring closure to the problems of abuse which so badly disrupted U.S. markets
between 1998 and 2002. To address them properly, however, will require the Commission to
carefully weigh many factors. The goal of maximizing liquidity with assets and structures that are
not linked to the credit of a particular seller, servicer or sponsor should remain the foremost
consideration.

3. Third-Party Disclosures

In several instances, the ABS proposals require parties to obtain information from third
parties, condition the availability of preferred procedures on disclosures which third parties control
or hold parties liable for the accuracy of third-party data. Certainly, if there is to be responsibility
for such data, it must fall on transaction participants, but what should be the proper degree of
responsibility?

011.1203769.2
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If, despite reasonable efforts, a third-party service provider decides not to provide data,
should its refusal result in a liquidity crisis for the issuer? To do this is to give service providers an
enormous “hammer” by which to force concessions from securitization participants. Over time, the
effect of cutting off access for issuers could be a significant reduction in market liquidity, harming
issuers and investors alike. These issues, perhaps more than any others, will require the Commission
to balance investor and issuer interests concerning responsibility for third-party disclosures.

When ABS transactions are properly limited to assure high-quality debt based on third-party
obligations insulated from issuer/servicer credit risk, problems of assuring third-party services and
information reporting are collective problems of all concerned. To place full responsibility on
issuers, as is typical in the case of leverage created by conventional finance, will reduce the market
benefits of securitization for all parties.

Two historic examples may be helpful.

Pre-Depression U.S. mortgage-backed bond companies were, in most cases, formed on the
German Pfandebriefe model. Full or limited recourse debt was issued by stand-alone entities.
Though the structures might survive many other tests, they failed in the U.S. economic cycle of
1929-33 and linkage of issuers to losses on underlying mortgages meant that whole firms fell rather
than particular mortgage pools. As good loans were liquidated while bad loans were foreclosed, the
value of all mortgage assets fell.

In the U.S., certain issuers of non-linked mortgage-backed bonds have held collateral that
actually performed to loss levels worse than those of the Great Depression (transactions concentrated
in 1980s Texas mortgages). A few such issuers, though bankruptcy remote, were, in fact,
reorganized in Chapter 11 proceedings. Investors in those entities were forced to accept reductions
of interest rates as the underlying mortgages were refinanced to prevent defaults. By de-linking the
structures for all securities law purposes (among others), several affiliated issuers survived and
retained AA or AAA ratings.

When failed reports by third parties can deprive entire issuing groups market access, the rules
create yet another form of undesirable linkage that can needlessly harm markets generally. The
benefits of de-linking securitization structures, whether by properly measuring credit enhancement
links or by recognizing the “chain reaction” problems of liability for third-party disclosure, cannot
be over-emphasized. De-linkage is, ultimately, essential for systemic liquidity.

Comments of all concerned parties must be carefully reviewed to obtain a clear and
pragmatic solution to these issues. Neither full liability for third-party reporting nor a complete safe
harbor seems appropriate.

4. Other Issues

The Commission will receive a broad range of views from numerous groups. | have been
able to review several such comment letters. Each of the commentators will bring particular needs
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to the Commission that must, of course, be weighed fairly. Many of the experts’ suggestions appear
well-founded and in the mutual interest of issuers and investors.

In this letter and the attached study, we have sought to look beyond the excesses and abuses
of recent years to seek fundamental principles which support the proper, and indeed essential, role
which structured finance (securitization) provides to create vital, open, competitive and efficient debt
market intermediation.

If we can sort through the abuses of securitization so as to support its proper uses without
fostering abuse, a sustained, vital and growing economy can be our collective reward. At a potential
saving of perhaps $10 trillion, the end certainly justifies whatever honest effort may be required.

Very truly yours,

Frederick L. Feldkamp

Enclosures
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PRESERVING THE ESSENTIAL ROLE OF STRUCTURED FINANCE

Introduction

In May of 1992, the Division of Investment Management of the U.S. Securities and
Exchange Commission presented a report titled “Protecting Investors: A Half Century of
Investment Company Regulation” (the 40 Act Report). The *40 Act Report grew out of
responses to a June 15, 1990, concept release published by the Commission, Investment
Company Act Release No. 17534.

That concept release and the *40 Act Report proceeded in parallel with proposals for
amendment of the Commission’s shelf registration rules under the *33 Act and *34 Act. These
parallel paths converged in October/November 1992 when the Commission approved Rule 3a-7
under the *40 Act and broadened the scope of shelf registration rules to facilitate the
securitization of non-mortgage assets and eliminate impediments to effective structured finance
that existed under the *40 Act.

The Commission’s 2004 ABS proposals do not include any review or revision of 40 Act
rules. When the history of structured finance since 1992 is analyzed, this appears to be a mistake
that the Commission should correct.

The ’40 Act Report, Its History and Consequences

A primary focus of the 40 Act Report was on securitization, or structured finance.
Chapter 1 provides history of the development of structured finance from 1970 to 1992. After
analyzing the history and the role of the *40 Act, the first recommendation in the *40 Act Report
was that:

“The Commission should adopt a rule exempting structured
financings from the Investment Company Act, subject to
requirements that would address the potential investor protection
concerns presented by structured financings. The requirements --
essentially those imposed today by the marketplace -- should
restrict the degree of ‘management’ of exempt financings, prohibit
the issuance of redeemable securities, require ratings in the top two
investment grades for all publicly-issued securities, and mandate
independent trustees.”

That proved to be a historic recommendation. This analysis will show how the
Division’s recommendation (along with the 1992 shelf registration and other amendments to ’33
Act and 34 Act rules) fostered the “Goldilocks” Era of U.S. finance (1992 to 1998). The
Division recognized the need to support structured finance, a process which had already
revolutionized the way in which financial markets operate. Structured finance did not exist in its
modern form when the *33 Act, 34 Act and *40 Act were passed, nor had it developed when the
"40 Act was last amended (1970).



The report defined the role of structured finance, and the primary impediment to its
growth as follows:

“[S]tructured finance or securitization is revolutionizing corporate
finance, enabling companies to borrow at low cost while providing
investors with high quality debt insulated from the credit risk of
the company. This technique has gained widespread acceptance.
In fact, structured finance volume now constitutes more than half
of all United States corporate bond new issue volume. This
technique was not anticipated when the Investment Company Act
was enacted. Thus, some but not all structured financings fall
within the Act’s definition of investment company but, as a
practical matter, those offerings that fall within the definition of
investment company cannot operate as registered investment
companies within the regulatory framework of the Act as currently
written.”

What grew out of the *40 Act Report was *40 Act Rule 3a-7. The adoption of Rule 3a-7
and the concurrent shelf registration amendments created what may be the finest years (to date,
at least) for U.S. financial markets. This “golden age” of securitization was characterized by
markets that continuously moved in a stable pattern of “not too hot; not too cold” with little
evidence of major abuses. This Goldilocks Era began in 1992 and did not end until the spring of
1998.

Since 1992, however, the U.S. has learned many lessons about structured finance. The
"40 Act Report urged adoption of an exemption from 40 Act regulation noting that nearly 20
years of structured finance had resulted in virtually no abuse. Abuses have now blemished the
history of securitization markets. They largely occurred after 1998, however, as markets became
subject to a series of debilitating crises, which this report (and accompanying articles) analyze.

In 2004, we are well aware that structured finance has both its extraordinarily beneficial
“uses” and its extraordinarily harmful “abuses.” During the past six years, abusive securitization
has helped to generate investor losses in the trillions of dollars, criminal sentences for scores of
corporate and financial industry executives and managers, the demise of what was once
considered America’s preeminent accounting firm and fines/penalties which will likely total tens
of billions of dollars by the time all the wrongdoing is addressed.

In large measure, the abuses of securitization can be traced to structures whereby issuers
or sponsors effectively securitized their own liabilities, not their financial assets. Abusive
securitization breached the barrier noted in the *40 Act Report of “providing investors with high
quality debt insulated from the credit risk of the” issuer or sponsor. Without separating assets
from the issuer’s or sponsor’s credit risk, securitization converts from a process with notable
merit to a process for rampant abuse.

The Commission’s recently published proposals to modify the way in which asset-backed
securities (ABS) are sold represent a responsible effort to further the development of structured

011.1203227.2



finance markets. The ABS proposals are not without flaws, however, which commentators will
certainly note to the SEC’s staff.

Sifting through those comments to achieve that balance of interests which is essential for
sound structured finance markets will be challenging. By its nature, structured finance can only
function efficiently if investors and issuers are seen as interchangeable, and a balance of interests
is created so that no side of the ABS “contract” is favored by the SEC’s rules or precluded from
effective market access.

Using market efficiency tests which both underlie trades and measure the performance of
structured finance markets, this report looks back, to examine 1992 market assumptions
contained in the ’40 Act Report, reviewing developments before 1992 with a renewed
perspective of history. It also surveys market developments after 1992 and describes successes
and failures. It is hoped that, by understanding the lessons of history, the Staff will be better
prepared to achieve a proper balance in whatever the Commission finally adopts.

Systemic Liquidity: The Sole Legitimate Role of Structured Finance

Chapter 1 of the 1992 *40 Act Report begins by describing structured finance, and how it
differs from conventional finance:

“Structured finance is a financing technique in which financial
assets, in many cases illiquid, are pooled and converted into capital
market instruments. In a typical structured financing, a sponsor
transfers a pool of assets to a limited purpose entity, which in turn
issues non-redeemable debt obligations or equity securities with
debt-like characteristics (‘fixed income securities’). Payment on
the securities depends primarily on the cash flows generated by the
assets in the underlying pool. Typically, the securities are rated in
one of the two highest categories by at least one nationally
recognized statistical rating organization (‘rating agency’). Issuers
that have more assets or that expect to receive more income than
needed to make full payment on the fixed income securities also
may sell interests in the residual cash flow.

“Structured finance differs from conventional financing techniques
in that it involves the pooling of financial assets, which are then
removed from the sponsor’s balance sheet. The risks inherent in
holding the financial assets are shifted away from the sponsor to
investors that believe they are in a better position to accept these
risks. As a result, the sponsor may be able to manage its balance
sheet better, while gaining access to alternative funding sources.

“Since its inception in the 1970’s, the structured finance market in
the United States has grown rapidly. One observer has estimated
that $292.8 billion of structured financing securities were issued in
the United States in 1991, compared with $174.0 billion in 1990.
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The significance of the structured finance market is particularly
apparent when its market share is compared to the market share of
other types of offerings. In 1991, structured financings accounted
for approximately fifty percent of total public securities issuances
(debt and equity) in the United States, and approximately
fifty-seven percent of total public debt securities issuances.”
(footnotes omitted)

Since 1992, structured finance markets have continued to grow. Today, for example, the
vast majority of U.S. commercial paper (an essential component for effective competition in
corporate finance) is issued by ABS issuers. The proportion of U.S. residential mortgages which
are traded today as secondary mortgage securities would astound the operators of U.S. savings
and loan associations of the 1960s (before the “GNMA certificate” was created).

The importance of structured finance, however, cannot be measured by aggregate dollar
volume. It is only for conventional market instruments that volume matters. As the *40 Act
Report notes, “[s]tructured finance differs from conventional financing.” The purpose of
conventional finance is to leverage “issuer” risk. The purpose of structured finance is to
“transfer” asset risk. The first is a leverage issue; the second is a trading or liquidity issue.

In conventional financing an *“issuer” undertakes the obligations of debt or equity and
sells those obligations through intermediaries, so as to share the risk of its enterprise with
investors. The proper purpose of structured finance is exclusively liquidity, not issuer leverage.
By structured finance, financial assets (obligations of someone other than the ABS issuer or
sponsor) are exchanged for cash with investors (through intermediaries or otherwise). By
conventional finance, issuer risk is transferred.

The volume of conventional finance, therefore, measures the creation of new systemic
risk. The volume of structured finance, properly done, merely measures transfers of risk.

Transfers of risk can be achieved either by selling assets or by creating non-recourse
secured debt. Therefore, GAAP reporting of securitization does not determine whether a
transaction is properly classified as structured finance or conventional finance. It is the ultimate
source of investor recovery which determines that distinction. When structured finance creates
new future payment “issuer/sponsor” risk, it is probably being abused and should be channeled
toward conventional finance disclosures.

Said another way, structured finance “securitizes assets” of an issuer while conventional
financing “securitizes liabilities” of an issuer. In structured finance, whether characterized as
sales or secured borrowings for accounting, “rights” of issuers are exchanged to move what
Adam Smith (the father of modern economics) referred to as “the great wheel of circulation.”
The volume of conventional financing measures obligations. The volume of proper structured
finance, on the other hand, measures only the circulation of obligations among investors.

For this reason, a separate registration system for structured finance products, as the
Commission has proposed, is correct, if that system is separated properly from conventional
finance.
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In conventional financing, the roles of issuers, intermediaries and investors are largely

fixed. In structured finance, however, those roles shift as assets trade. Issues posed by
structured finance, therefore, are often more similar to concerns raised in disclosures for
“mergers and acquisitions” than those of conventional finance.

In 1992, the *40 Act Report described the following reasons for structured finance. Asa

result of practice since 1992, many of those “reasons” are subject to dispute. Others, however,
remain valid and support whatever effort is required to properly increase the role of structured
finance as a financial market tool.

011.1203227.2

“From a sponsor’s perspective, there are sound reasons to
securitize assets. The sponsor may be better able to manage its
loan portfolio, and, in turn, its balance sheet: asset securitization
permits a sponsor to convert financial assets into cash, which can
be used to retire debt or acquire new receivables. Asset
securitization can increase the liquidity of a loan portfolio,
permitting a sponsor to select the financial assets it wishes to keep,
and to sell the assets it does not want. Asset securitization also
permits a sponsor to reduce its interest rate risk resulting from its
funding fixed-rate, long-term assets with floating rate and/or short-
term liabilities, a particularly attractive option in times of volatile
interest rates. Alternatively, by selling portions of portfolios
concentrated in a single industry or geographic area, for example, a
sponsor may use structured financings to diversify its credit risk.

“By being better able to manage its loan portfolio, a sponsor also
can strengthen its financial condition. Removing certain assets
from the balance sheet can boost the return on assets and on equity.
If the transaction is considered to be a sale of assets, income
recognition may be accelerated by permitting the sponsor to realize
a gain (or loss) upon sale. Income may also be recognized from
previously deferred loan fees.

“Structured financings also allow sponsors to gain access to
alternative funding sources. Some sponsors, particularly those that
enter the capital markets frequently, find it useful to be able to
offer new instruments. In addition, structured financings allow
sponsors to broaden their investor base.

“Structured financings also provide sponsors with access to
funding sources that, depending on the sponsor’s credit rating, may
be less expensive and more feasible than traditional sources.
Because securitized assets usually are no longer assets of the
sponsor, the structured financing may be rated independently of the
sponsor’s rating. Sponsors find structured financings particularly
beneficial during economic downturns when there frequently is



widespread downgrading of corporate credit, making the issuance
of corporate debt or equity through the markets less attractive.

“Banks have been particularly active in using structured
financings. This activity can be traced in part to the severe
financial pressures in the United States banking industry. Bank
credit quality steadily declined throughout the 1980’s, with a
considerable acceleration of this decrease occurring within the last
few years as a result of deterioration of real estate assets and loans
to highly leveraged borrowers. The deteriorating quality of bank
assets has resulted in a significant number of downgrades of the
credit ratings of United States banks.

“In some cases, structured financings may provide regulatory
benefits for banks, savings and loans, and other regulated entities,
by enabling them to meet their reserve and capital requirements.
For example, banking and thrift regulatory agencies have adopted
‘risk-based’ capital requirements for depository institutions. The
risk-based capital requirements for banks assign assets and credit
equivalent amounts of off-balance sheet items to risk categories,
depending on each asset’s level of credit risk. The level of capital
that a bank must maintain depends on the level of risk -- or ‘risk
weight’ -- assigned to that bank’s assets. Many banks have had to
increase their capital ratios to meet these requirements, but,
because of market concerns about their creditworthiness, have had
difficulties raising the necessary capital. To meet their capital
needs, many banks have sponsored structured financings, either by
securitizing assets, such as credit-card receivables, or, less
frequently, by setting up ‘bad banks’ whereby non-performing
loans are sold to newly created entities chartered as banks, whose
primary function is to liquidate these assets. Structured financings
have enabled banks to meet risk-based capital requirements by
securitizing ‘higher risk-weighted assets’ and either taking the sale
proceeds and purchasing ‘lower risk-weighted risk assets’ (which
require less capital), or keeping the proceeds in cash or other liquid
assets.

“Even without higher capital requirements, structured financings
may be very attractive for banks. In addition to obtaining capital
by selling their assets through structured financings, banks may
also obtain funding by retaining the servicing rights to those assets
and retaining a possibly economically valuable residual interest.
Also, structured financings can benefit banks by increasing the
liquidity of their loan portfolios.” (footnotes omitted)

Since 1992, market events have demonstrated fallacies and improper risk associated with
the following “reasons” for securitization:
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1. “Asset securitization . . . permits a sponsor to reduce its interest rate
risk. ...” Federal Reserve Board Chairman Alan Greenspan has described the ability of
market participants to predict interest rate movements as a myth. Some have correctly
done so from time to time. He notes, however, that some people have also successfully
predicted the result of many coin tosses. Correctly predicting the result of 100 legitimate
coin tosses does not reduce the risk of being wrong on the next “toss.” When lack of
prediction capacity is combined with the laws of compound interest and a continuous
reduction of investment value due to transactional spreads, fees and commissions, it is
misleading to suggest that interest rate risk is reduced, in aggregate, by securitization.
Structured finance shifts that risk, but at a net price. For those in need of shifting such
risk, and for the intermediaries that accommodate their needs, of course, securitization is
an available vehicle. As a “system,” however, this is not a basis for supporting
securitization.

2. “Removing certain assets from the balance sheet can boost the return
on assets and on equity.” Used properly, securitization exchanges assets for cash. It,
therefore, modifies a seller’s risk characteristics, but it only “boosts” earnings if the
seller’s “bets” placed with cash received are more profitable than the “bets” which are
“sold.” If there really are “greater fools” who under-price risk, it is possible for issuers to
reduce risk and increase returns. In aggregate, however, those gains cancel out with the
greater fools’ losses, when adding up results for the financial system as a whole. As
Enron, Parmalat and countless other failures have now shown, “removing” assets from a
balance sheet without removing associated or undertaken obligations merely hides risk
from an issuer’s creditors and shareholders. Exchanging assets for cash is important, but
the rest of this alleged “reason” to securitize assets has now been proven mythical;
indeed, it is dangerous.

3. “[1Jncome recognition may be accelerated by permitting the sponsor
to realize a gain (or loss) upon sale. Income may also be recognized from previously
deferred loan fees.” When a financial asset is exchanged for cash and the seller has no
payment obligation to assure future performance, this is a legitimate, indeed mandatory,
result of securitization. When liquidity is raised by exchanging assets, gain (or loss) must
be recognized for the financial system to properly balance. But that’s a reason for selling
assets, not for securitization per se. What the past 12 years have taught is that abusive
securitization runs hand in hand with procedures where gain recognition is a primary
goal, while payment obligation is retained. No systemic gain (or loss) is achieved by this
reason for structured finance. This is not, therefore, a legitimate “reason” to support
securitization.

4. “[S]tructured financings may provide regulatory benefits for . . .
regulated entities, by enabling them to meet their reserve and capital
requirements.” As with the three other reasons noted above, this is a proper result of
structured finance when done properly. When the result of structured finance merely
masks a regulated entity’s continuing obligations, however, regulatory relief is
inappropriate, regardless of the accounting or legal result. If a regulatory capital burden
is wrongly placed, regulatory capital rules should be amended. Hiding assets and
liabilities by abusive securitization in order to evade regulatory capital requirements only



encourages abuse, to the detriment of everyone (including, as history shows, the abusers).
Carried to this illogical conclusion, for example, securitization conducted with retained
seller obligations could effectively negate all margin rules applied to debt securities.
Eliminating margin rules as ill-conceived may be proper, but supporting securitization as
a means of evading legitimate regulatory goals is unwise.

To criticize these four reasons for securitization, however, is not to minimize the

extraordinary value which securitization provides. The 40 Act Report lists the following valid
reasons for securitization:

“The sponsor may be better able to manage its loan portfolio, and,
in turn, its balance sheet: asset securitization permits a sponsor to
convert financial assets into cash, which can be used to retire debt
or acquire new receivables. . .. Alternatively, by selling portions
of portfolios concentrated in a single industry or geographic area,
for example, a sponsor may use structured financings to diversify
its credit risk.

“By being better able to manage its loan portfolio, a sponsor also
can strengthen its financial condition. . . .

“Structured financings also allow sponsors to gain access to
alternative funding sources. Some sponsors, particularly those that
enter the capital markets frequently, find it useful to be able to
offer new instruments. In addition, structured financings allow
sponsors to broaden their investor base.

“Structured financings also provide sponsors with access to
funding sources that, depending on the sponsor’s credit rating, may
be less expensive and more feasible than traditional sources. . . .

* * %

“In addition to obtaining capital by selling their assets through
structured financings, banks may also obtain funding by retaining
the servicing rights to those assets and retaining a possibly
economically valuable residual interest. Also, structured
financings can benefit banks by increasing the liquidity of their
loan portfolios.” (footnotes omitted)

When one assimilates all of these benefits:

Structured finance provides means to liquefy financial markets at the lowest
effective funding cost, most notably when other means for intermediation are
disrupted.

There is no higher goal that the Commission could support than this. To liquefy financial

markets at the lowest effective funding cost, with full and fair disclosure, is a valid reflection of
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the primary purpose for which the U.S. Securities and Exchange Commission was created. The
public’s interest in vibrant capital markets is maximized as efficiency rises. Efficiency, in turn,

is reflected in lower costs. Therefore, by all means possible, the SEC should support the growth
and perpetuation of proper structured finance markets.

Liguidity is Essential. Therefore, Structured Finance is Essential.

Al de Molina, then Treasurer of Bank of America, said:

“What’s happened over the past two years in a lot of corporate
venues has supported our view that liquidity risk is the least
understood and most under-managed risk in corporate America,
not just for banks, but for everybody. . . .

“[Strong liquidity is] insurance against death.” Al de Molina,
Treasurer, Bank of America, The American Banker, April 4, 2003,
page 1.

The Great Depression, and the decade of depression from which Japan is only now
emerging, have been described as the logical result of policies that created a “liquidity trap.”
Faced with the inability to sell assets, financial institutions stopped new lending to good credits
and, as a result, watched the value of their own financial assets decline. Without alternative
liquidity at rates independent of the seller’s credit risk, financial institutions implode, fail to
liquefy the systems they are designed to serve and markets collapse.

The 1992 SEC rules that resulted from the 1990-1992 efforts of the Divisions of
Corporate Finance and Investment Management opened up liquidity, released a free flow of
financial assets and began what may be the most extraordinary financial market recovery (and
subsequent advance) in history. As investors competed for liquidity and were forced to
recognize their errors when prices fell, during the Goldilocks Era of 1992 to 1998 markets
rewarded good assets with superior prices and quickly disciplined those who speculated
unwisely.

As Japan has recently opened its markets to securitization, a similar “miracle” is in
process there.

Liquidity offered by securitization allows non-financial enterprises to liquefy their good
financial assets in times of stress at prices which are not linked to the falling credit of the seller.
As a result, the productive economy can adjust to market changes rapidly and at minimum loss
of capital or jobs. Securitization allows financial markets to move capital from productive
sectors in decline to those in ascendancy. As a result, flaws in structured finance, observed from
1998 to 2002, can be viewed as one cause of the “jobless recovery” from which the U.S. has only
emerged after a recent resurgence of proper securitization. That resurgence did not finally hit
stride until late in 2003.

Structured finance, therefore, is the proven means by which the productive sector of

society can access markets without being subject to discounting based on a seller’s conventional
financing status. It is this “de-linkage” which distinguishes proper securitization from
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conventional finance and which should guide the Commission’s final ABS rules. For financial
institutions with government-insured means to access conventional finance markets, this
legitimate role of securitization is not as important as for those not backed by government access.
As a result, securitization has sometimes served only the abusive purposes of evading regulatory
capital rules and investor scrutiny when applied by insured financial institutions seeking to
leverage beyond limits set by regulators and market analysts.

The Goldilocks Era of U.S. finance which began in 1992 ended with the “Hedge Fund
Crisis” of 1998. A rise of abusive securitization tactics followed that crisis. While not an
excuse, this response to a crisis is understandable. Institutions are managed by people. By
human nature, the instinct of self-preservation more often overcomes rationality and breeds
abuse in times of great stress. Rising abuse coincided with market declines of 1998 to 2002. By
September 2002, Business Week observed that securitization, “the grease that keeps financial
markets spinning,” had, in effect, become sand which was grinding those markets to a halt.

Between 1998 and the end of the third quarter of 2002, investors suffered $3.4 trillion of
losses ($1.9 trillion in the third quarter of 2002 alone) as investors fled suffering and abuse-
littered markets. In October 2002, however, that decline reversed as a result of reforms,
including those discussed below and in attached materials.

Today, while there remain many issues to be resolved, the liquidity provided by
structured finance is once again propelling markets, sustaining a remarkable recovery. In the
materials below, however, we will illustrate that advances since early in October 2002 may have
been built on a shaky foundation. That foundation must be made sturdy for our recovery to be
sustained.

Sound SEC rules, including well-conceived rules that support securitization markets
under the *33 Act, ’34 Act and ’40 Act, should be implemented to achieve the promise of
financial stability by which all benefited during the Goldilocks Era.

Riskless Arbitrage, the Mechanics of Securitization

Since inter-market trading began, traders have thrived by creating “riskless arbitrages.”
If gold in the U.S. sold for $10 per ounce after the California gold rush, and it cost $1 per ounce
to safely ship gold to Europe, whenever a trader could lock in a net European delivery price of
$11 an ounce and match it with a locked-in sale price at more than $11, the trader would profit
by a riskless arbitrage.

Securitization creates liquidity by this same process. As barriers to securitization are
lowered, moreover, the cost of creating a riskless arbitrage shrinks, to everyone’s benefit.

A securitization arbitrage is created by purchasing raw financial assets at their separate
prices and pooling them to create securities which diversify risk and match specific securities
backed by the