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February 13, 2012

By Email: rule-comments@sec.gov

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

Washington, D.C. 20549-1090

Attention: Elizabeth M. Murphy, Secretary

Re:  Prohibition against Conflicts of Interest inr@en Securitizations
(Rel. Nos. 34-65355, 34-65942 and 34-66058; Fde $7-38-11)

Ladies and Gentlemen:

This letter is submitted on behalf of the Federafjiration of Securities
Committee and the Securitization and Structuredmte Committee (together, the
“Committees”) of the Business Law Section of thegkivan Bar Association (the
“ABA”) in response to the Proposed Rule 127B urtlerSecurities Act of 1933, as
amended (the “1933 Act”), relating to the Prohinitiagainst Conflicts of Interest in
Certain Securitizations referenced above (the “Bsalj) released by the U.S. Securities
and Exchange Commission (the “Commission”). Wermrggkrein to the Commission’s
commentary on the Proposal as the “Commentarytaiide text of the proposed rule as

the “Proposed Rule”.

The Proposal seeks to give effect to the Commissimandate in Section 621 of
the Dodd-Frank Wall Street Reform and Consumereetimn Act of 2010 (the_“Dodd-
Frank Act”) to issue rules implementing new Sec@d® of the 1933 Act.

The comments expressed in this letter representi¢hnes of the Committees only
and have not been approved by the ABA’s House tédges or Board of Governors and
therefore do not represent the official positiorthef ABA. In addition, this letter does not
represent the official position of the ABA Businésav Section.

Our Committees are composed of lawyers from pripadetice, corporate law
departments, trade associations and other orgamsatCollectively, we have substantial
experience in the securitization markets and ituglty all of the many asset classes that
have been securitized.



Securities and Exchange Commission
February 13, 2012
Page 2

The Committees thank the Commission for this oppoty to comment on the Proposal.
The Proposal includes numerous questions for pgbliement. The issues on which we
comment below do not always correspond directiy&se questions; however, in order to
facilitate review by the Commission, we have ndietbw the question numbers that most
closely relate to our comments.

The Committees previously submitted a commentrleiéed October 29, 2010 on
Section 621 of the Dodd-Frank Act (the “Prior Conminkeetter) in response to the
Commission’s request for comments prior to the Cassion’s issuance of the Proposed Rule.
We were gratified by the Commission’s careful cdesation of the views expressed in the Prior
Comment Letter and the many references to it irCbamentary. In our view, the Proposed
Rulewhen read together with the Commentary is largely correct in principle and, for the most
part, provides a workable standard for the seeatiton industry. In that sense, we believe that
the Proposal comes close to striking a proper lbaldetween careful tailoring of the
implementing rules to the statute, while faciligtithe smooth functioning of the securitization
market by making it clear that the Proposal isintgnded to prevent the types of conflicts of
interest that are inherent in securitization tratisas.

Although we have a few comments on the scope oPtbposal, as we discuss below,
our primary concern with the Proposed Rule liehig format. We believe that the
Commentary is critical to an application of the pysed Rule that allows for the continued
functioning of the securitization market, and iderfor market participants to rely on it, we
believe that it must be part of the final rule anod merely included in the adopting release.
Without that critical change, in our view, the Pospd Rule is likely to hamper securitization
activity at a critical time in our economic cyclBurthermore, we believe that it is essential that
the final rule contain an express recognition goytaval of the use of information barriers to
prevent inadvertent violations of Section 621. &l&o fear that changes to the Proposed Rule to
expand its coverage beyond what appears to haveifeeded by Congress could seriously
disrupt the already fragile securitization markets.

1. Format of the Proposed Rtile

The wording of the Proposed Rule is nearly idehte&ection 621 of the Dodd-Frank
Act, and the Commission itself has noted that tiveomvariations in wording are not intended to
be substantive (footnote 83 of the Commentary)e Vdry lengthy and helpful interpretation
provided by the Commission in its more than 115ep@gmmentary is not a part of the Proposed
Rule. Yet the Commentary contains such key comscap(i) recognition that certain conflicts
are inherent in securitization transactions andldvoot be prohibited by the Proposed Rule
(p- 79-80), (ii) five conditions that must all beepent in order for the Proposed Rule to apply,
including a test of “material conflict of interesahd (iii) examples of the application of the
Proposed Rule in various scenarios, including #eeaf credit default swaps and synthetic asset-
backed securities. These concepts are vital éopreting the Proposed Rule.

1 This section responds in part to Question 32 @f@bmmentary.
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In their January 12, 2012 comment letter, Senakeifsey A. Merkley and Carl Levin
said that “the proposed guidance offers a comphencarefully-delineated, and practical set
of rules” for securitization participants and regols’ However, because these provisions are
not included in the text of the Proposed Rules ot at all clear that the guidance contained in
the Commentary constitutes part of the “rules” wmet effect it will be given. Interpretations
by the Commission which are not part of regulati@e& the force of law and do not warrant the
same judicial deference as is granted to regulati¢@hristensen v. Harris County, 529 U.S. 576
at 587 (2000)).See also the discussion in Tinney v. Geneseo Communicatilmas, 457 F.
Supp. 2d 495 at 504 (D. Del. 2006) (vacated in pamther grounds) applying the Christensen
holding (which related to an administrative ageimtgrpretation contained in an opinion letter)
to statements by the Commission in an adoptingseléor Rule 16b-3 under the Securities and
Exchange Act.

Furthermore, it is an axiom of statutory constructihat if the court determines that a
statute is not ambiguous, there is no reason &ocdhurt to look beyond the statute. This
principle has been recognized by the U.S. Suprecugt@n numerous occasions. _In Barnhart v.
Sigmon Coal Company, 534 U.S. 438 (2002), involvirtgrpretation of the Coal Industry
Retiree Health Benefit Act, the Social Security Qoissioner wished to introduce evidence of
Congressional intent, but the Court determined tastatute was unambiguous, and
Congressional intent was therefore not considefiéte Court wrote: “As in all statutory
construction cases, we begin with the languagbettatute. The first step ‘is to determine
whether the language at issue has a plain and ugaous meaning with regard to the particular
dispute in the case.” The inquiry ceases ‘if ttaugory language is unambiguous and the
statutory scheme is coherent and consistemt."at 450. Similarly, we can foresee that a court,
faced with interpreting new Section 27B of the 19838, might well review the Proposed Rule,
which essentially repeats Section 27B, determiagttiere is no ambiguity, and ignore the
Commentary entirely.

Most importantly, because neither Section 621 efllodd-Frank Act nor the Proposed
Rule contains any definition of “material conflimt interest” or guidance as to how such term
should be interpreted, and in light of the inhe@niflicts that exist in virtually all securitizati
transactions, we are concerned that courts mighitgret “material conflict of interest” much
more broadly than the Commission intends or thanritization participantsanticipate. The
lack of a clearly articulated standard within thegdsed Rule itself will make it difficult both
for securitization participants to structure trastgns and for their counsel to provide clear
advice.

2 Seep. 8 of the Letter, dated January 12, 2012, frema$ors Merkley and Levin (the
“Merkley-Levin Comment Letter”), regarding the Poged Rule.

The term “securitization participant” is used lmstletter with the same meaning that is
attributed to it on page 3 of the Commentary: adeuwriter, placement agent, initial
purchaser, or sponsor, or any affiliate or subsydid any such entity.
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Accordingly, we urge that the Commentary be incoaped in the Proposed Rule. This
could be done by including the Commentary in areagpx to the Proposed Rule. Similar
commentary and/or examples have been appendeldnfetieral agency rules, such as
Appendix A to Final Regulations Il (Debit Card Inteange Fees and Routing) issued by the
Federal Reserve Board, Appendix B to Part 38 ofuReigpns issued by the Commodity Futures
Trading Commission (17 CFR Part 38), and Appendice8 and C to the Notice of Proposed
Rulemaking issued on October 11, 2011 by the Cosianisand certain other regulatory
agencies (the “Volcker Rule NPR”) to implement 8®8t619 of the Dodd-Frank Act. An
additional advantage to including the Commentargiraappendix is that the Commentary will
not become separated from the Proposed Rule. B@aurges of federal regulation, including the
Electronic Code of Federal Regulations, containéé of regulations promulgated by the
federal agencies but do not include the text oféevant adopting releases. If the text of the
adopting release is not readily available, it mayl Wwe overlooked by courts (if the rules of
statutory construction even allow them to lookite Commentary) or by counsel trying to
interpret the Proposed Rule.

2. Definition of “Sponsor®

The Commission asks in the Commentary whether ¢fiaition of “sponsor” should
have the same meaning as defined in RegulationrABiteshould specifically include a
collateral manager or any other person (e.g., sersj custodians, etc.) who, for a fee or some
other benefit, has a “substantial role” in the &ren” of an issuance of ABS. Senators Merkley
and Levin suggest that the Commission create am lerngader definition by including “any
person (including a collateral manager, servicezustodian), who, for a fee or other
remuneration or benefit, participates in the destgmposition, assembly, sale or management
of the ABS.”

We believe that the term “sponsor” should be defibg reference to the definition in
Regulation AB® In our view, Congress was fully aware of the camty accepted meaning of
“sponsor” in the securitization market when Congresacted Section 621. The concept of
“sponsor,” as defined in Regulation AB, was exteelsi reviewed and discussed by the industry
and the Commission in the regulatory process leadmto the adoption of Regulation AB.
Moreover, the definition of “securitizer” containedthe risk retention provisions of Section 941
of the Dodd-Frank Act encompasses both issuersposors, and clause (B) of that definition
(the sponsor clause) is virtually identical to tredinition of sponsor in Regulation AB. The
Merkley-Levin Comment Letter refers to the worktloé Permanent Subcommittee on

This section responds to Questions 11 and 12eo€tmmentary.
See Merkley-Levin Comment Letter, p. 3.

“Sponsor” is defined in Regulation AB as follow&he person who organizes and initiates
an asset-backed securities transaction by sellimgosferring assets, either directly or
indirectly, including through an affiliate, to tiesuing entity.” 17 C.F.R § 229.1101(1).
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Investigations, chaired by Senator Levin, in idgmipg entities that “structured, marketed and
sold” ABS to investors and contains numerous exampf “investment banks” (which were
sponsors and even underwriters, placement agedt®igial purchasers of ABS) that engaged in
the activities that Section 621 is designed to @sklr If Congress had intended for Section 621
to be applicable tany person involved in the creation, sale and management of ABS, it would

not have chosen to limit Section 621 to underwgitpfacement agents, initial purchasers or
sponsors and their affiliates or subsidiaries.

The definition of “sponsor” articulated in the Mé&i-Levin Comment Letter would so
expand the scope of the rule as to include anyyahtt provides any services, for a fee, in
connection with a securitization transaction--imichg law firms, accounting firms, third-party
due diligence providers and even the financialtpreithat print offering documents. None of
the evidence cited in the Merkley-Levin Commentiéepoints to the involvement of any of
these parties in the structure and sale of ABSitivalved material conflicts of the kind that
were intended to be addressed by Section 621.dagriage posited by the Commission would
be limited to those who have a “substantial rotethie creation of the ABS, but that standard
may be too vague to apply in any practical way stilbleaves open the possibility of sweeping
in service providers that in reality play no meafid role in selecting the collateral or
determining the economic structure of the transactiin any event, we simply do not believe
that Congress intended the rules implementing & &21 to cover any person other than an
“underwriter, placement agent, initial purchasersponsor” (as those terms are commonly
understood in the securitization market) and trespective affiliates or subsidiaries, and,
accordingly, we urge the Commission to adopt tHadien of “sponsor” set forth in Regulation
AB.

3. Interpretation of “Material Conflict of Inter&ét

The proposed test set forth by the Commission oti@g11l.A.v. of the Commentary
contains many similarities to the recommendatiomveele in our Prior Comment Letter, and we
commend the Commission for its serious and thougbtinsideration of our comments and
those submitted by other commenters. One aredfefahce, however, is the Commission’s
inclusion of the phrase “or indirectly” in bothms 1(A) and 1(B) as a modifier to the benefit
accruing to the securitization participant. Inwief the many kinds of conflicts which may exist
between a securitization participant and an invgstany of which are inherent in the nature of
the seller-buyer relationship and are customaiggldsed), and because the Commission’s
definition of “securitization participant” includesfiliates and subsidiaries, we find it hard to
imagine many circumstances in which there are éutlibenefits. We note that the Volcker Rule
NPR contains a definition of material conflict aterest within the proposed rule itself (and not
merely as an interpretation in the proposing ra@gasad such definition does not specify indirect
benefits as a trigger. However, to the extenttaiCommission believes that it is appropriate
to make clear that the rule addresses indirectflieresuch as referrals or feeswe believe
that such benefits should be limited to those énatknown or reasonably foreseeable to the

" This section responds to Question 35 in the Conangn
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securitization party, so that the word “indirecte$ not come to include any possible benefit, no
matter how attenuated to the securitization party.

The Commission poses a number of questions abeydrétise formulation of the
phraseology of Item 1B of the Proposed Rule. Kamgle, Question 44 asks whether the word
“controls” in the phrase “controls the structuretloé relevant ABS or the selection of assets
underlying the ABS” should instead refer to “subsita control” or “influence”. Similarly,
Question 46 asks whether the phrase “as a resaltosfing a third party, directly or indirectly,
to structure the relevant ABS or select assetsniyidg the ABS” should be changed to refer to
“influence” or “substantially influence” the ABSratture or selection of assets. We do not
believe that any of these changes should be m&ke.securities laws and regulations routinely
use the concept of “control,” and we believe tleatt has a well-established meaning. It is
unclear what is intended by the phrase “substéytahtrol” and, in our view, the word
“influence” is so vague that it may well render thst unworkable because its application would
result in too much uncertainty to be practicallplegd. These concerns would be magnified if a
very broad definition of sponsor is included in fimal rule. Accordingly, we recommend that
the original phraseology of Item IB, as it relate$control” and “structure”, not be revised.

4, Disclosure as an Appropriate Remegdy

The basic approach of the 1933 Act has long beeequire proper disclosure rather than
to pursue substantive regulation. That is, asefla security has been permitted to offer and
sell any security he or she may wish to sell, pediit is done in an appropriate manner (e.g.,
pursuant to a registration statement or pursuaahtappropriate exemption from registration)
and so long as the sale is done with approprigtdatiure. The Proposed Rule, if adopted as
proposed, would shift the approach of the 1933tAane of substantive regulation of the
decision between seller and buyer and prohibistie of certain securities notwithstanding full
disclosure, because the transaction involves aeped conflict of interest by virtue of the way
the transaction is structured. The Commissiorif itees acknowledged in the Proposing Release
that the differing views of buyer and seller reprgsan inherent conflict of interest. We do not
believe that this is the type of conflict of intst&ection 621 was intended to prohibit. Where
the conflict of interest is inherent in the versusture of the security and represents essentially
the difference in valuation between a buyer anksalisclosure should be an adequate reniedy.

If a seller wishes to sell a share of common stick given price, and a buyer wishes to
buy at that price, the buyer and seller may weliehdifferent views as to the direction in which
the value of that share of common stock is likelytove. That difference in view may be
fundamental to the transaction but is not, in dawy a conflict of interest that should be

This section responds to Questions 96 and 97eilCthmmentary.

We also note, as discussed more fully in sectibelow, that the Volcker Rule NPR
expressly exempts from its definition of “matemahflict of interest” transactions in which
the applicable entity makes “clear, timely and effee disclosure of the conflict of interest.”



U.S. Securities and Exchange Commission
February 13, 2012
Page 7

prohibited. The same transaction, if conductea Inyarket maker, may not involve a view by
the market maker as to the fundamentals of therggtwt instead may reflect a willingness to
support liquidity in the market for a fee. Swagnisactions may similarly reflect different views
about the direction in which an exposure is gommgbve. Swap transactions, however, are
inherently principal-to principal trades, and séwation participants, especially underwriters,
often intermediate swap transactions while manatjiagisks of the swap through hedging
arrangements, including portfolio hedging. Whatego's to be a conflict of interest, or a
significant financial benefit to the securitizatiparticipant from adverse pricing movements,
may in fact be net neutral to the securitizatiortipiant or involve only the minimal exposure
that cannot be offset if a perfect hedge is notlable. Similarly, the true positional differences
in a credit default swap transaction cannot beedised solely by the fact of one party selling
credit protection, and another buying it, and iadtenust be looked at in the context of overall
portfolio management and hedging stratefle&iven the complexities associated with
management of a trading book, we believe that eweare there is an apparent conflict, such a
conflict should generally be curable by disclosure.

19 As an example, suppose that Company A has thr@g mastomers for its products:
Purchasers C, D and E. At any time Company A hasahtrade receivables outstanding
from them that have a face amount of $50 millioche®dut Company A also has products in
production, with significant investment of invent@nd labor, that it would not be able to
sell if one of the Purchasers were unable to ligmpany A approaches Swap Dealer B and
asks to buy credit default swaps (“CDS”) on the¢éhPurchasers that would provide
protection of $100 million each, which Company Aiées is the realistic (not speculative)
measure of its exposure to each of them. SwapeDBasells Company A the CDS, but
Swap Dealer B does not actually have any interestking on the risk of these
entities. Because CDS are swaps, and documentaegthbilateral ISDAs, Swap Dealer B
enters into a swap transaction with Company A umdech it agrees to pay Company A if
there is a credit event and receives an upfrontgay from Company A. Swap Dealer B
then offsets the risk it has just taken on, whiatan do that in a variety of ways. For
example, it could short sell $100 million of PursbaC debt securities; enter into a back-to-
back credit default swap with a $100 million nobamount for Purchaser D with Hedge
Fund X, and cover the Purchaser E exposure bydirdut in a synthetic collateralized debt
obligation (“CDQ”) structure. At that point, Swa&ealer B is fully hedged. If we look at
the synthetic CDO in isolation, we might say thaa$ Dealer B has an inherent conflict
with the CDO security holders because they wilelasoney if Purchaser E defaults and
Swap Dealer B will gain an offsetting amount. Vaelld go further and say that Swap
Dealer B allowed its client, Company A, to influertbe selection of an asset that was
included in the synthetic CDO. But, if we follolwet money, what we see is a situation in
which Company A entered into a hedge of risk asgediwith its “real economy” business
by purchasing a credit default swap from a divexdifjroup of investors, thus spreading the
risk of its losses, and all that Swap Dealer Bwiad intermediate the risk. Swap Dealer B is
the counterparty to two swaps, because swaps im@gal-to-principal trades, but it does not
have a meaningful economic interest in either.
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The Commentary appears to advocate the positidnitiiae structure of the transaction
involves the possibility of a payment, after clagifrom the entity issuing the asset-backed
security (“ABS”) based on the adverse performarf@sseets supporting the ABS, there is a
“higher level” of conflict of interest which shoulzk treated differently. We disagree with that
conclusion on the basis that the nature of thestretion is fundamentally the same, whether risk
is transferred through a transfer of the asseth@ther that risk is transferred synthetically.
Accordingly, in any circumstance in which the rigigl rewards of a transaction are fully
defined at the time of closing of the ABS transactiare inherent to the structure of the
transaction and relate to real assets that akmudd be, transferred to the issuing entity (rather
than representing speculation on performance ets#$isat are not held by any party to the
transaction), we believe that disclosure is the@mpate remedy for any perceived conflict of
interest, inasmuch as the conflict is inherentlthimg more than the customary conflict between
a buyer and a seller.

5. Application of the Commission’s Test to Syntbe3iecurities*

The Commentary devotes considerable attentionrtthetic securities, including
providing four examples to illustrate the Proposilhe Commentary assumes that the conflict of
interest inherent in a credit default swap -- naimidle conflict between a seller of protection and
a buyer of protection -- is a conflict of intere$tthe type Section 621 was intended to prohibit,
and therefore focuses on the applicability of ik mitigation exception, deeming as
permissible only those cases in which the credaweswap arises out of the underwriting,
placement, initial purchase or sponsorship of éhaeted ABS. We view that analysis as
overlooking the fundamental question of whetherdteflict of interest itself is of a type
designed to be prohibited. Where that conflichigerent in the structure of the security and
represents merely the customary conflict of intebesween a buyer and seller, we do not
believe the conflict should be viewed as of a s should be prohibited by the final rule.

Consider the four scenarios presented as partainfle 3 in the Commentary.
Example 3C, in which the sponsor acquires ABS gafeanticipation of issuing a synthetic
ABS, is viewed as acceptable because it reprepentsitted risk mitigation. Yet unlike other
forms of acceptable risk mitigation, such as hegl@igainst securities during a warehousing
period, or hedging against an unsold allotmentBEAas they are being offered, the credit
default swaps in Example 3C are not temporary nreasuNe believe, therefore, that the better
view is that the transaction described in Exam@as3acceptable because it represents
essentially the same transaction that the spommsdd hiave done directly. That is, rather than
depositing the securities into the ABS transactiba,sponsor elects to acquire and hold those
securities and purchase credit protection fromABS issuing entity. This synthetic
securitization nonetheless results in the sameananshifting of risk that would be the case if
the sponsor had deposited the reference secunttes ABS issuing entity. As such, the
conflict of interest in the transaction is essdlytihe fundamental conflict of interest between a
buyer and seller, and is therefore acceptablebecduse it is a permitted risk mitigation activity,

1 This section responds to Questions 89 and 9CeiChmmentary.
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but rather because the transaction does not evedéeaype of conflict of interest Section 621
was designed to prohibit.

Is Example 3B really any different? In that cabe,sponsor holds the reference
securities in its portfolio before the processm@fating the ABS is initiated. The sponsor could
create the ABS by simply depositing those securitieo the ABS issuing entity. As was the
case in Example 3C, the sponsor instead choosemnfer the risk synthetically, by entering
into a credit default swap with the ABS issuingitgntreating the equivalent investment
experience for the investor. As also was the cagxample 3C, the resulting conflict of interest
is merely the difference in view of value as betwaeseller and a buyer. Furthermore, in a rule
under which determination of a violation purpodse independent of intent, the sponsor’s
intent is critical to the conclusion reached by @@nmission in Example 3B. Were the
underlying securities purchased with intent to $fantheir risk into the ABS, or were they
acquired in advance of that moment? Suppose thessp purchased the ABS with the intention
of issuing a synthetic ABS, but then, because wéesE changes in market conditions, held the
ABS for a period of time until market conditionspnaved? Drawing a distinction between
Examples 3B and 3C becomes very diffittiétnd is arguably unnecessary, because in our view
neither represents more than the conflict inhereattransaction between a buyer and a seller.

In Example 3D, the Commentary suggests that whesdburitization participant enters
into an offsetting credit default swap with a tharty, the analysis depends on whether the third
party is involved in selecting the reference assktdact, in most cases there is little purpase t
such a transaction unless the third party is ineIw the selection, since such transactions are
normally designed to provide credit protection, gedhaps accounting or capital relief, to the
third party on such party’s existing portfolio. Agth the other scenarios, although a third party
is involved, the transaction essentially involvesimore than a typical conflict between a buyer
and seller.

In Example 3A, there clearly is no risk mitigatiactivity, but the situation is not really
so different. There are many situations in whicebler of a security may have a different
interest in performance of an index or portfolicagkets from that of the buyer of a security,
such as for credit-linked notes, or notes thatgaghe basis of performance of a given index.
No party entering into such transactions is callpdn to confirm that the transaction hedges a
specific risk of the issuer or sponsor. In eadecthe decision is simply one between a buyer
and a seller, for which customary rules of adeqdetelosure should provide sufficient

2" In our example in footnote 10, Swap Dealer B visisithe CDO investors falls within

Example 3B or 3C depending on whether Swap DealwdBthe intent to do the CDO when

it entered into the CDS with Company A. The quesbf Company A’s “influence” over

the CDO is discussed in Example 3D, and whethaobthe transaction is prohibited would

depend, based on our reading of the Commentarg,d@termination of whether Company A
actually had a role in selecting the CDO’s assétss is a factual determination that, in our

view, could go either way and therefore is a maristthat will likely discourage this type

of transaction where there is no real justificaiondoing so.
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protection. That said, we view Example 3A as dgishable from the other examples. Each
other case represents a situation in which theeebée assets exist and could have been placed
directly into the issuing entity, but doing so dyetically was viewed as preferable, whether due
to tax or accounting reasons, transfer restrictioriee securities, complexity of generating
voluminous transfer documentation or other reasons.

Prohibiting any of these examples, rather than simqandating timely and sufficient
disclosure, may well result in significant disrgptiin the way standard securitizations are done.
In the case of Example 3A, however, the transadtamas its basis nothing more than
speculation as to the future value of the assdtdahsecurity or assets supporting it, a
transaction that might best be left to less compiaxsaction structures, such as a customary
credit default or total return swap, rather thahzing a more involved asset-backed security
structure. Although we view disclosure as an adegjtemedy because the risks and rewards of
the transaction are fully within the four cornefghe transaction itself and can be fully disclosed
in the offering documents for the security, we alstognize that a pure “naked short” of this
type more closely resembles transactions abouthw@angress may have had greater concern.

As noted in Senator Levin’s testimony with resgecBection 621 of the Dodd-Frank
Act, “while a meaningful disclosure may alleviale tappearance of a material conflict of
interest in some circumstances, in others, sudhtlas disclosures cannot be made to the
appropriate party or because the disclosure isuiticiently meaningful, disclosures are likely
to be insufficient. Our intent is to provide regiars with the authority and strong directive to
stop the egregious practices, and not to allowdgulators to enable them to continue behind
the fig leaf of vague, technically worded, finemprilisclosures*® In our view, the case in which
it is difficult or even impossible to provide aded@ disclosure is the case in which the short
transaction is not a fundamental element of thestetion, or is entered into after the sale of the
ABS. Consider the case in which the portfolio bagkan ABS is not fixed at closing and
additional synthetic transactions occur after thgel’s investment decision. In that scenario, if
a sponsor or collateral manager is in a positioenter into new credit default swaps that are for
its own benefit, the new transaction represengndict of interest as to which the ABS buyer
was in no position to make a judgment. In fads ot significantly different from acquisition
of additional assets from the sponsor or collaterahager. In that case, a mere disclosure in
connection with the sale of the ABS that futuregi@ctions may involve conflicts of interest
may be viewed as inadequate, but the inclusiopetific mechanisms in the structure which
assure market pricing and thereby eliminate an dppiby for a conflict of interest, could serve
as an adequate remedy. For example, if the sesubieing sold, or the swaps being entered
into, are traded on a recognized market so tha&peddent pricing is available, it may be
permissible to acquire such assets, or an interesich credit default swaps, without giving rise
to a prohibited conflict of interest. If such assare selected by a collateral manager whose
compensation is unaffected by the selection, dtier through superior performance of the
acquired asset, and who is not otherwise beneftityesklecting such assets or entering into such
credit default swaps, the opportunity to benebttirthe conflict of interest is similarly

13" 156 Cong Rec S 5870, 5901.
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sufficiently mitigated. Accordingly, we would suggs an approach under which covered
transactions that occur after the sale and clasirige ABS are permitted provided that there are
structural mechanisms in place to ensure that saasactions are conducted on fair market
terms and there is adequate disclosure both & toature of any possible conflict of interest
and of the mechanisms employed to mitigate theassociated with any such conflicts.

6. Information Barriers

We are very concerned that, if the Proposal wememented as currently drafted, large
financial institutions would find it virtually impssible to prevent inadvertent violations of the
final rule. This is because large financial indtdns operate on a national or global basis in
multiple locations, with each location compriseddny business units, offices, trading desks
and funds. Moreover, large financial instituti@re often required by law to maintain separate
business units that are walled off from other paftthe financial institution. Therefore, as a
practical matter, it would be impossible for lafgencial institutions to develop any meaningful
policies or procedures to enable them to monittacéiely the daily activities of thousands of
employees across various locations and businets Ufor example, a securitization participant
at a large financial institution in New York wilemer become aware of (and thus will not be able
to prevent) trades entered into by traders withexdame financial institution in different
countries and/or across different business utitsbeknownst to a securitization participant that
may otherwise be diligently complying with the rulleese traders may separately enter into
swap transactions with one or more relevant partissing the securitization participant to
violate the rule inadvertently.

Given these practical considerations, we belieaéiths critical that the Commission
craft a final rule expressly permitting securitimatparticipants to use information barriers, or
firewalls, in order to facilitate securitizationrgaipants’ full compliance with the final rule and
avoid any unintended consequences for securitizg@oticipants and their respective affiliates.

We note the Commission’s recognition in the Commagnthat information barriers have
often been used as highly effective tools to mamagdlicts of interest in other areas of the
federal securities laws and as a means to addres#igate potential conflicts of interest and
other inappropriate activities, including with respto the use of information barriers in Section
15(g) of the Securities and Exchange Act of 1934raended (the “1934 Act”), and Rule 14e-5
and Regulation M under the 1934 Act. We are eragend that the Commission is open to
considering whether the effective use of informatoarriers might permit the Proposed Rule to
achieve its policy objectives without unnecessarlstricting beneficial market activities.
Furthermore, as we discuss in section 7 belowytiieker Rule NPR specifically (and, we
believe, appropriately) exempts from its conflitirderest rule transactions that are subject to
proper information barriers.

% This Section responds to Questions 91 and 95siiCdmmentary.
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We note as well that Section 28 of the 1933 Act/jates the Commission with authority
to adopt conditional or unconditional exemptiveesubr regulations “to the extent that [any]
such exemption is necessary or appropriate in tihéiqinterest, and is consistent with the
protection of investors.” We therefore urge the @ussion to consider conditional exemptive
rules and regulations based on information barf@rtransactions and activities otherwise
covered by the Proposed Rule.

We believe that the separation created betweeniseation participants and their
respective affiliates through the effective implenation and enforcement of information
barriers will meaningfully protect against the tgpe material conflicts of interest that the
Proposed Rule is designed to address becausergaomation barriers will effectively eliminate
securitization participants’ incentive to design 3Bitentionally to fail or default or to profit
from the adverse credit performance of such ABSngequently, investors would benefit
because the incentives of securitization partidparould be better aligned with those of
investors in the ABS.

Accordingly, we propose that the Commission creatafe harbor that permits
securitization participants to develop, maintaid anforce a stringent information barrier
compliance system designed to ensure full compdianith the final rule. In particular, we
propose that any securitization participant seetongly on this safe harbor would be required
to develop, maintain and enforce an informationmibacompliance system with the following
characteristics® (1) formal, written policies and procedures readdy designed to prevent the
flow of information from the business unit thathe securitization participant to other business
units'® in the institution; (2) maintenance of recordsfisi€int to analyze and review at a later
time actions taken pursuant to the compliance Bys{8) ongoing monitoring of compliance
with the compliance system and documentation ahaéstigations into any possible non-
compliance; (4) restrictions on communicationsaoii access to, sensitive information across
the barriers, including the restriction of disseation of information other than on a need-to-
know basis; and (5) education and training of elygés as to the firm’s policies.

15 See the Commission’s 1990 study on information basriitted “Broker-Dealer Policies and

Procedures Designed to Segment the Flow and PréweMisuse of Material Non-public
Information” (available at http://www.sec.gov/diaas/marketreg/brokerdealerpolicies.pdf),
and the NYSE Information Memo No. 91-22 dated 28,1991 titled “NASD/NY SE Joint
Memo on Chinese Wall Policies and Procedures” (wkas reviewed by the Commission).

8 In this context, we believe that “business uniitdsld include not only a separate division

within a securitization participant but also sepafiliates and subsidiaries of the
securitization participant.
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7. Comparison With Volcker Rule NPR

The Volcker Rule NPR, which proposes the rulestulate proprietary trading by

banking entities and transactions by such bankntigjes with certain covered funds mandated
by Section 619 of the Dodd-Frank Act, contains twtually identical provisions dealing with
conflicts of interest between the banking entity &s clients, customers or counterparties.
These conflicts of interest rules are similar in@ept to the Proposed Rule; however, Sections

____.8(b)and __ .17(b) of the Volcker Rule NPRectfically exclude from the definition of

“material conflict of interest” any conflict as which there has been timely and effective
disclosure and an opportunity to negate or sulisthninitigate the conflict or for which
appropriate information barriers are in plateWe applaud the Commission and the other

17
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The Committees will be submitting a separate contrietter on the Volcker Rule NPR. The
views expressed herein are subject to any spedfrtiments we may provide on the portions
of the conflicts of interest provisions containadhe Volcker Rule NPR.

Sections ___ .8(b) and ___ .17(b) of the VolckereRUIPR each define “material conflict of
interest” as follows:

“(b) Definition of material conflict of interestFor purposes of this section, a material
conflict of interest between a covered bankingtgmtnd its clients, customers, or
counterparties exists if the covered banking emtitgages in any transaction, class of
transactions, or activity that would involve oruksn the covered banking entity’s
interest being materially adverse to the interebits client, customer, or counterparty
with respect to such transaction, class of tramsastor activity, unless:

(1) Timely and effective disclosure and opportumdynegate or substantially mitigate.
Prior to effecting the specific transaction or slas type of transactions, or engaging
in the specific activity, for which a conflict afiterest may arise, the covered
banking entity:

(i) Makes clear, timely and effective disclosurdloé conflict of interest, together
with other necessary information, in reasonablaitiahd in a manner
sufficient to permit a reasonable client, custoorecounterparty to
meaningfully understand the conflict of interestga

(i) Makes such disclosure explicitly and effectiyeand in a manner that provides
the client, customer or counterparty the opporjutdtnegate, or substantially
mitigate, any materially adverse effect on thentlieustomer, or counterparty
created by the conflict of interest; or

(2) Information barriers. The covered bankingtgritas established, maintained, and
enforced information barriers that are memorialiredritten policies and
procedures, such as physical separation of pergarfenctions, or limitations on
types of activity, that are reasonably designddntpinto consideration the nature of
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regulators involved in crafting the Volcker Rule RIfor recognizing the value of appropriate
disclosure and information barriers in dealing vatmflicts of interest, and believe that similar
exceptions would be appropriate in the contexhefRroposal.

If the activity giving rise to the conflict is inhent in the transaction itself and is
completed in connection with the initial closingtbé transaction, it is possible to provide full
and detailed disclosure of the nature of the condind the risks and rewards being assigned to
and assumed by the investor, giving the investarpgortunity to assess the risks and rewards
and all facts surrounding the securitization parfyosition of conflict. In this circumstance,
comparable to the case in which the Volcker Rul&N®uld provide an exception, thorough
disclosure should be adequate to satisfy the PegpBsile. Accordingly, we endorse including
an exception to the prohibition on conflicts oferdgst comparable to that included in Section
__.8(b)(1) of the Volcker Rule NPR, but modifiedciause (ii) to say “Makes such disclosure
explicitly and effectively, and in a manner that feovides the investor the opportunity to
negate, or substantially mitigate, any materiatlyease effect on the investor created by the
conflict of interest; or (b) for a conflict thatiisherent to the asset-backed security itself and
relates to a transaction that is completed in cotimre with the closing of the initial sale of the
asset-backed security, is sufficient to enabldritiestor to assess adequately the risks and
rewards of the transaction and the nature of tindicbof interest.”

We also believe that an exception based on infoomdarriers would be appropriate as
set out in the first sentence of Sections ___ .8jl6d __ .17(b)(2) of the Volcker Rule NPR .
As described above, information barriers preveit ditfferent business segments in a large
organization from acting in concert to create aflocirof interest transaction, and permit them to
act independently as though they were two diffeceganizations. We also recognize that there
must be an exception to the extent knowledge @indlict of interest penetrates the information
barrier, which we view as the primary intent of #ezond sentence of Sections __ .8(b)(2) and
____.17(b)(2) of the Volcker Rule NPR. We are coned, however, that the sentence is written
so broadly that it could negate the value of infation barriers based simply on the possibility
that an affiliate or another business unit of aypan the other side of the information barrier
could take an action that would be adverse torthiestor. We believe that the concept of the
second sentence should be limited to cases in wh&kecuritization party knew, or had reason
to know, of an actual conflict of interest.

the covered banking entity’s business, to preveatonflict of interest from
involving or resulting in a materially adverse effen a client, customer, or
counterparty. A covered banking entity may noy @ such information barriers if,
in the case of any specific transaction, clasy@e of transactions or activity, the
banking entity knows or should reasonably know,thatwithstanding the covered
banking entity’s establishment of information barsi the conflict of interest may
involve or result in a materially adverse effectaodient, customer, or counterparty.
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8. Costs Arising from the Proposed Rdle

We believe that the issues discussed in the pregeations of this letter will, if not
remedied in the final rule to be issued by the Cagsian, result in significant increased costs to
securitization participants and will negatively iagp the financial markets generally.
Uncertainty caused by the form and scope of thpgwed rule, as discussed above, is likely to
result in increased legal costs and longer leadgim order to effect securitization transactions
and is also likely to reduce the level of new deaivity until the market gains a better sense of
what types of activities are or are not likely soregarded as material conflicts of interests. In
the case of synthetic securities, the difficultydadtinguishing between Examples 3B and 3C in
real world practice may well cut off the issuanteymthetic securitizations. If an appropriate
exception for information barriers is not includedhe final rule, large financial institutions Wil
not be able to act as securitization participantsss they are willing to accept as a cost of doing
business occasional inadvertent violations of newatiSn 27B of the 1933 Act (which could
include not only legal expenses and fines, but @dpatational damage). Moreover, the costs of
compliance with the Proposed Rule will increasaisicantly should the Commission take an
expansive approach to defining the parties thatavered by the conflicts of interest rules.

Another cost associated with uncertainty aboustitsge and application of the Proposed
Rule is the cost of litigation. As discussed ab@arirts have not given deference to language in
adopting releases as opposed to the text of teeanl securitization participants would, in our
view, face a higher risk of litigation based oregkd violations of Section 27B or Rule 127.

A further consequence (and cost) of the Proposde iRits impact on opinion letter
practice, especially given the format of the Prgpasd its application to “indirect benefits.” At
the closing of securitization transactions, couf@esecuritization participants are often
requested to give opinion letters to other paréinig and, in rated transactions, to rating
agencies. These opinion letters often cover thidityaand enforceability of the transaction
documents, the receipt of any required governmepatovals and non-contravention of
applicable laws. Because new Section 27B of tl88 ¥t and the Proposed Rule state that a
securitization participant “shall not . . . engageny transaction that would involve or result in
any material conflict of interest,” these provissanust be considered in any proposed non-
contravention of law opinion. However, these cochhf interest provisions may be triggered by
separate transactions entered into by the sea@atritiz participant (including an affiliate) thatar
not part of the securitization transaction on wtlocitside counsel is being asked to advise and
outside counsel may be completely unaware of thoselated transactions. In addition to the
interpretive issues arising out of the format & Broposed Rule and the uncertain effect of the
Commentary, as a practical matter, it will not losgble for outside counsel to identify other
transactions which he or she has not worked onndmich may implicate the Proposed Rule. It
would certainly not be appropriate for outside clirio rely on an officer’s certificate of the
securitization participant in this situation, besathe officer would have to reach a legal
conclusion as to the interpretation and applicatibtihhe conflict of interest rules. Accordingly,

19 This section responds to Question 113 of the Comang.
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we do not believe that it is possible for outsidartsel to provide a non-contravention of law
opinion with respect to Section 27B and the Progd&eale in an asset-backed security
transaction that is subject to Section 27B.
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The Committees appreciate the opportunity to controerthe Proposal, and we
respectfully request that the Commission considerécommendations set forth above.
We are prepared to meet with the Commission arstafé 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 Conamit
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