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SUMMARY: The OCC, Board, FDIC,
Commission, FHFA, and HUD (the
agencies) are adopting a joint final rule
(the rule, or the final rule) to implement
the credit risk retention requirements of
section 15G of the Securities Exchange
Act of 1934, as added by section 941 of
the Dodd-Frank Wall Street Reform and
Consumer Protection Act (the Act or
Dodd-Frank Act). Section 15G generally
requires the securitizer of asset-backed

securities to retain not less than 5
percent of the credit risk of the assets
collateralizing the asset-backed
securities. Section 15G includes a
variety of exemptions from these
requirements, including an exemption
for asset-backed securities that are
collateralized exclusively by residential
mortgages that qualify as “qualified
residential mortgages,” as such term is
defined by the agencies by rule.

DATES: Effective date: The final rule is
effective February 23, 2015.

Compliance dates: Compliance with
the rule with respect to asset-backed
securities collateralized by residential
mortgages is required beginning
December 24, 2015. Compliance with
the rule with regard to all other classes
of asset-backed securities is required
beginning December 24, 2016.
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I. Introduction

The agencies are adopting a final rule
to implement the requirements of
section 941 of the Dodd—Frank Act.?
Section 15G of the Exchange Act, as
added by section 941(b) of the Dodd-
Frank Act, generally requires the Board,
the FDIC, the OCC (collectively, the
Federal banking agencies), the
Commission, and, in the case of the
securitization of any “residential
mortgage asset,” together with HUD and

1Public Law 111-203, 124 Stat. 1376 (2010).
Section 941 of the Dodd-Frank Act amends the
Securities Exchange Act of 1934 (the Exchange Act)
and adds a new section 15G of the Exchange Act.
15 U.S.C. 780-11.

FHFA, to jointly prescribe regulations
that (i) require a securitizer to retain not
less than 5 percent of the credit risk of
any asset that the securitizer, through
the issuance of an asset-backed security
(ABS), transfers, sells, or conveys to a
third party, and (ii) prohibit a
securitizer from directly or indirectly
hedging or otherwise transferring the
credit risk that the securitizer is
required to retain under section 15G and
the agencies’ implementing rules.2
Compliance with the final rule with
respect to securitization transactions
involving asset-backed securities
collateralized by residential mortgages
is required beginning one year after the
date of publication in the Federal
Register and with respect to
securitization transactions involving all
other classes of asset-backed securities
is required beginning two years after the
date of publication in the Federal
Register. References in this
Supplemental Information and the rule
itself to the effective date of the rule (or
similar references to the date on which
the rule becomes effective) are to the
date on which compliance is required.

Section 15G of the Exchange Act
exempts certain types of securitization
transactions from these risk retention
requirements and authorizes the
agencies to exempt or establish a lower
risk retention requirement for other
types of securitization transactions. For
example, section 15G specifically
provides that a securitizer shall not be
required to retain any part of the credit
risk for an asset that is transferred, sold,
or conveyed through the issuance of
ABS interests by the securitizer, if all of
the assets that collateralize the ABS
interests are ““qualified residential
mortgages” (QRMs), as that term is
jointly defined by the agencies, which
definition can be ‘““no broader than” the
definition of a “qualified mortgage”
(QM) as that term is defined under
section 129C of the Truth in Lending
Act (TILA),? as amended by the Dodd-
Frank Act, and regulations adopted
thereunder.4 In addition, section 15G
provides that a securitizer may retain
less than 5 percent of the credit risk of
commercial mortgages, commercial
loans, and automobile loans that are
transferred, sold, or conveyed through
the issuance of ABS interests by the
securitizer if the loans meet
underwriting standards established by
the Federal banking agencies.®

2 See 15 U.S.C. 780-11(b), (c)(1)(A) and

(c)(1)(B)(id).

315 U.S.C. 1639c.

4 See 15 U.S.C. 780—11(c)(1)(C)(iii), (e)(4)(A) and
(B).

5 See id. at sections 780-11(c)(1)(B)(ii) and (2).

Section 15G allocates the authority for
writing rules to implement its
provisions among the agencies in
various ways. As a general matter, the
agencies collectively are responsible for
adopting joint rules to implement the
risk retention requirements of section
15G for securitizations that are
collateralized by residential mortgage
assets and for defining what constitutes
a QRM for purposes of the exemption
for QRM-backed ABS interests.6 The
Federal banking agencies and the
Commission, however, are responsible
for adopting joint rules that implement
section 15G for securitizations
collateralized by all other types of
assets,” and are authorized to adopt
rules in several specific areas under
section 15G.8 In addition, the Federal
banking agencies are jointly responsible
for establishing, by rule, underwriting
standards for non-QRM residential
mortgages, commercial mortgages,
commercial loans, and automobile loans
(or any other asset class established by
the Federal banking agencies and the
Commission) that would qualify
sponsors of ABS interests collateralized
by these types of loans for a risk
retention requirement of less than 5
percent.® Accordingly, when used in
this final rule, the term “agencies” shall
be deemed to refer to the appropriate
agencies that have rulewriting authority
with respect to the asset class,
securitization transaction, or other
matter discussed.

For ease of reference, the final rule of
the agencies is referenced using a
common designation of section 1 to
section 21 (excluding the title and part
designations for each agency). With the
exception of HUD, each agency is
codifying the rule within its respective
title of the Code of Federal
Regulations.10 Section 1 of each

6 See id. at sections 780-11(b)(2), (e)(4)(A) and
(B).

7 See id. at section 780-11(b)(1).

8 See, e.g. id. at sections 780—11(b)(1)(E) (relating
to the risk retention requirements for ABS
collateralized by commercial mortgages);
(b)(1)(G)(ii) (relating to additional exemptions for
assets issued or guaranteed by the United States or
an agency of the United States); (d) (relating to the
allocation of risk retention obligations between a
securitizer and an originator); and (e)(1) (relating to
additional exemptions, exceptions or adjustments
for classes of institutions or assets).

9 See id. at section 780-11(b)(2)(B).

10 Specifically, the agencies codify the rule as
follows: 12 CFR part 43 (OCC); 12 CFR part 244
(Regulation RR) (Board); 12 CFR part 373 (FDIC); 17
CFR part 246 (Commission); 12 CFR part 1234
(FHFA). As required by section 15G, HUD has
jointly prescribed the final rule for a securitization
that is collateralized by any residential mortgage
asset and for purposes of defining a qualified
residential mortgage. Because the final rule exempts
the programs and entities under HUD’s jurisdiction

Continued
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agency’s rule identifies the entities or
transactions subject to such agency’s
rule.

Consistent with section 15G of the
Exchange Act, the risk retention
requirements will become effective, for
securitization transactions collateralized
by residential mortgages, one year after
the date on which the final rule is
published in the Federal Register, and
two years after the date on which the
final rule is published in the Federal
Register for any other securitization
transaction.

In April 2011, the agencies published
a joint notice of proposed rulemaking
that proposed to implement section 15G
of the Exchange Act (the “‘original
proposal”’).1® The agencies invited and
received comment from the public on
the original proposed rule. In September
2013, the agencies published a second
joint notice of proposed rulemaking (the
“revised proposal” or “‘reproposal’”’) that
proposed significant modifications to
the original proposal and that again
invited comment from the public.12 As
described in more detail below, the
agencies are adopting the revised
proposal with some changes in response
to comments received.

As discussed further below, the final
rule retains the framework of the revised
proposal. Unless an exemption under
the rule applies, sponsors of
securitizations that issue ABS interests
must retain risk in accordance with the
standardized risk retention option (an
eligible horizontal residual interest (as
defined in the rule) or an eligible
vertical interest (as defined in the rule)
or a combination of both) or in
accordance with one of the risk
retention options available for specific
types of asset classes, such as asset-
backed commercial paper (ABCP). The
final rule includes, with some
modifications, those exemptions set
forth in the revised proposal, including
for QRMs. In addition, in response to
comments and for the reasons discussed
in Part VII of this Supplementary
Information, the agencies are providing
an additional exemption from risk
retention for certain types of
community-focused residential
mortgages that are not eligible for QRM
status under the final rule and are
exempt from the ability-to-pay rules
under the TILA.13 The agencies are not
exempting managers of certain

from the requirements of the final rule, HUD does
not codify the rule into its title of the Code of
Federal Regulations.

11 Credit Risk Retention; Proposed Rule, 76 FR
24090 (April 29, 2011).

12 Credit Risk Retention; Proposed Rule, 78 FR
57928 (September 20, 2013).

1315 U.S.C. 1639c.

collateralized loan obligations (CLOs)
from risk retention, as requested by
commenters, for the reasons discussed
in Part II1.B.7 of this Supplementary
Information.

The agencies have made adjustments
and modifications to the risk retention
and underwriting requirements, as
discussed in further detail below. Of
particular note, under the final rule, the
agencies are not adopting the proposed
requirement that a sponsor holding an
eligible horizontal residual interest be
subject to the cash flow restrictions in
the revised proposal or any similar cash
flow restrictions. In addition, the
agencies accepted commenters’ views
that a fair value calculation was not
necessary for vertical retention and are
not requiring the eligible vertical
interest to be measured using fair value.
The agencies are also making some
adjustments to the disclosure
requirements associated with the fair
value calculation for an eligible
horizontal residual interest. The final
rule also includes a provision that
requires the agencies to periodically
review the definition of QRM, the
exemption for certain community-
focused residential mortgages, and the
exemption for certain three-to-four unit
residential mortgage loans and consider
whether they should be modified, as
discussed further below in Parts VI and
VII of this Supplementary Information.
The final rule also includes several
adjustments and modifications to the
proposed risk retention options for
specific asset classes in order to address
specific functional concerns and avoid
unintended consequences.

A. Background

As the agencies observed in the
preambles to the original and revised
proposals, the securitization markets are
an important link in the chain of entities
providing credit to U.S. households and
businesses, and state and local
governments.1* When properly
structured, securitization provides

14 Securitization may reduce the cost of funding,
which is accomplished through several different
mechanisms. For example, firms that specialize in
originating new loans and that have difficulty
funding existing loans may use securitization to
access more-liquid capital markets for funding. In
addition, securitization can create opportunities for
more efficient management of the asset-liability
duration mismatch generally associated with the
funding of long-term loans, for example, with short-
term bank deposits. Securitization also allows the
structuring of securities with differing maturity and
credit risk profiles from a single pool of assets that
appeal to a broad range of investors. Moreover,
securitization that involves the transfer of credit
risk allows financial institutions that primarily
originate loans to particular classes of borrowers, or
in particular geographic areas, to limit concentrated
exposure to these idiosyncratic risks on their
balance sheets.

economic benefits that can lower the
cost of credit.15 However, when
incentives are not properly aligned and
there is a lack of discipline in the credit
origination process, securitization can
result in harmful consequences to
investors, consumers, financial
institutions, and the financial system.

During the financial crisis,
securitization transactions displayed
significant vulnerabilities arising from
inadequate information and incentive
misalignment among various parties
involved in the process.16 Investors did
not have access to the same information
about the assets collateralizing asset-
backed securities as other parties in the
securitization chain (such as the
sponsor of the securitization transaction
or an originator of the securitized
loans).17 In addition, assets were
resecuritized into complex instruments,
which made it difficult for investors to
discern the true value of, and risks
associated with, an investment in the
securitization, as well as exercise their
rights in the instrument.1® Moreover,
some lenders loosened their
underwriting standards, believing that
the loans could be sold through a
securitization by a sponsor, and that
both the lender and sponsor would
retain little or no continuing exposure to
the loans.19 Arbitrage between various
markets and market participants, and in
particular between the Enterprises and
the private securitization markets,
resulted in lower underwriting
standards which undermined the
quality of the instruments collateralized
by such loans and ultimately the health
of the financial markets and their
participants.20

Congress intended the risk retention
requirements mandated by section 15G
to help address problems in the
securitization markets by requiring that
securitizers, as a general matter, retain
an economic interest in the credit risk
of the assets they securitize. By
requiring that a securitizer retain a
portion of the credit risk of the
securitized assets, the requirements of
section 15G provide securitizers an
incentive to monitor and ensure the
quality of the securitized assets

15 Report to the Congress on Risk Retention,
Board of Governors of the Federal Reserve System,
at 8 (October 2010), available at http://
federalreserve.gov/boarddocs/rptcongress/
securitization/riskretention.pdf (Board Report).

16 See Board Report at 8-9.

17 See S. Rep. No. 111-176, at 128 (2010).

18 See id.

19 See id.

20 See, e.g., Viral V. Acharya, Governments as
Shadow Banks: The Looming Threat to Financial
Stability, at 32 (Sept. 2011), available at http://
www.federalreserve.gov/events/conferences/2011/
rsr/papers/Acharya.pdyf.


http://federalreserve.gov/boarddocs/rptcongress/securitization/riskretention.pdf
http://federalreserve.gov/boarddocs/rptcongress/securitization/riskretention.pdf
http://federalreserve.gov/boarddocs/rptcongress/securitization/riskretention.pdf
http://www.federalreserve.gov/events/conferences/2011/rsr/papers/Acharya.pdf
http://www.federalreserve.gov/events/conferences/2011/rsr/papers/Acharya.pdf
http://www.federalreserve.gov/events/conferences/2011/rsr/papers/Acharya.pdf

Federal Register/Vol. 79, No. 247/ Wednesday, December 24, 2014 /Rules and Regulations

77605

underlying a securitization transaction,
and, thus, help align the interests of the
securitizer with the interests of
investors. Additionally, in
circumstances where the securitized
assets collateralizing the ABS interests
meet underwriting and other standards
designed to help ensure the securitized
assets pose low credit risk, the statute
provides or permits an exemption.2?

Accordingly, the credit risk retention
requirements of section 15G are an
important part of the legislative and
regulatory efforts to address weaknesses
and failures in the securitization process
and the securitization markets. Section
15G also complements other parts of the
Dodd-Frank Act intended to improve
the securitization markets. Such other
parts include provisions that strengthen
the regulation and supervision of
nationally recognized statistical rating
organizations (NRSROs) and improve
the transparency of credit ratings; 22
provide for issuers of registered asset-
backed securities offerings to perform a
review of the securitized assets
underlying the asset-backed securities
and disclose the nature of the review; 23
require issuers of asset-backed securities
to disclose the history of the requests
they received and repurchases they
made related to their outstanding asset-
backed securities; 24 prevent sponsors
and certain other securitization
participants from engaging in material
conflicts of interest with respect to their
securitizations; 2% and require issuers of
asset-backed securities to disclose, for
each tranche or class of security,
information regarding the assets
collateralizing that security, including
asset-level or loan-level data, if such
data is necessary for investors to
independently perform due diligence.26
Additionally, various efforts regarding
mortgage servicing should also have
important benefits for the securitization
markets.2”

The original proposal provided
several options from which sponsors
could choose to meet section 15G’s risk
retention requirements, including
retention of either a 5 percent “vertical”
interest in each class of ABS interests
issued in the securitization or a 5

21 See 15 U.S.C. 780—11(c)(1)(B)(ii), (e)(1)-(2).

22 See, e.g. sections 932, 935, 936, 938, and 943
of the Dodd-Frank Act (15 U.S.C. 780-7, 780-8).

23 See section 945 of the Dodd-Frank Act (15
U.S.C. 77g).

24 See section 943 of the Dodd-Frank Act (15
U.S.C. 780-7).

25 See section 621 of the Dodd-Frank Act (15
U.S.C. 77z—2a).

26 See section 942(b) of the Dodd-Frank Act (15
U.S.C. 77g(c)).

27 See, e.g., Mortgage Servicing Rules Under the
Real Estate Settlement Act (Regulation X); Final
Rule, 78 FR 10696 (Feb. 14, 2013).

percent “horizontal” first-loss interest
in the securitization, and other options
designed to reflect market practice in
asset-backed securitization transactions.
The original proposal also included a
special “premium capture” mechanism
designed to prevent a sponsor from
structuring a securitization transaction
in a manner that would allow the
sponsor to offset or minimize its
retained economic exposure to the
securitized assets.

As required by section 15G, the
original proposal provided a complete
exemption from the risk retention
requirements for asset-backed securities
that are collateralized solely by QRMs
and established the terms and
conditions under which a residential
mortgage would qualify as a QRM.28
The original proposal would generally
have prohibited QRMs from having
product features that were observed to
contribute significantly to the high
levels of delinquencies and foreclosures
since 2007 and included underwriting
standards associated with lower risk of
default. The original proposal also
provided that sponsors would not have
to hold risk retention for securitized
commercial, commercial real estate, and
automobile loans that met proposed
underwriting standards. In the original
proposal, the agencies specified that
securitization transactions sponsored by
the Federal National Mortgage
Association (Fannie Mae) and the
Federal Home Loan Mortgage
Corporation (Freddie Mac) (jointly, the
Enterprises) would meet risk retention
requirements for as long as the
Enterprises operated under the
conservatorship or receivership of
FHFA with capital support from the
United States.

In response to the original proposal,
the agencies received comments from
over 10,500 persons, institutions, or
groups. A significant number of
comments supported the proposed
menu-based approach of providing
sponsors flexibility to choose from a
number of permissible forms of risk
retention, although several requested
more flexibility in selecting risk
retention options, including using
multiple options simultaneously. Many
commenters expressed significant
concerns with the proposed standards
for horizontal risk retention and the
“premium capture” mechanism. Other
commenters expressed concerns with
respect to standards in the original
proposal for specific asset classes and
underwriting standards for non-
residential asset classes and the

28 See Original Proposal, 76 FR at 24117-24129

and 24164-24167.

application of the original proposal to
managers of certain CLO transactions. A
majority of commenters opposed the
agencies’ proposed QRM standard, and
several asserted that the agencies should
align the QRM definition with the QM
definition, then under development by
the Consumer Financial Protection
Bureau (CFPB).29

The agencies considered the many
comments received on the original
proposal and engaged in additional
analysis of the securitization and
lending markets in light of the
comments. The agencies subsequently
issued the reproposal in September
2013, modifying significant aspects of
the original proposal and again inviting
public comment on the revised design
of the risk retention regulatory
framework to help determine whether
the revised framework was
appropriately structured.

B. Overview of the Revised Proposal and
Public Comment

The agencies proposed in 2013 a risk
retention rule that would have retained
much of the structure of the original
proposal, but with more flexibility in
how risk retention could be held and
with a broader definition of QRM.30

Among other things, the revised
proposal provided a variety of options
for complying with a minimum 5
percent risk retention requirement, an
exemption from risk retention for
residential mortgage loans meeting the
QRM standard, and exemptions from
risk retention for auto, commercial real
estate, and commercial loans that met
proposed underwriting standards. With
respect to the standard risk retention
option, the revised proposal provided
sponsors with additional flexibility in
complying with the regulation. The
revised proposal permitted a sponsor to
satisfy its obligation by retaining any
combination of an “eligible vertical
interest” with a pro rata interest in all
ABS interests issued and a first-loss
“eligible horizontal residual interest” to
meet the 5 percent minimum
requirement. A sponsor using solely the
vertical interest option would retain a
single security or a portion of each class
of ABS interests issued in the
securitization equal to at least 5 percent
of all interests, regardless of the nature
of the interests themselves (for example,
whether such interests were senior or
subordinated). The agencies also
proposed that the eligible horizontal
residual interest be measured using fair

29 See 78 FR 6407 (January 30, 2013), as amended
by 78 FR 35429 (June 12, 2013), 78 FR 44686 (]uly
24, 2013), and 78 FR 60382 (October 1, 2013)
(collectively, “Final QM rule”).

30 See Revised Proposal, 78 FR 57928.
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value. The agencies proposed a
mechanism designed to limit payments
to holders of an eligible horizontal
residual interest, in order to prevent a
sponsor from structuring a transaction
so that the holder of the eligible
horizontal residual interest could
receive disproportionate payments with
respect to its interest. In the revised
proposal, sponsors were required to
make a one-time cash flow projection
based on fair value and certify to
investors that its cash payment recovery
percentages were not projected to be
larger than the recovery percentages for
all other ABS interests on any future
payment date. The agencies also invited
comment on an alternative proposal
relating to the amount of principal
payments received by the eligible
horizontal residual interest. Under that
alternative, the cumulative amount paid
to an eligible horizontal residual interest
on any payment date would not have
been permitted to exceed a
proportionate share of the cumulative
amount paid to all ABS interests in the
transaction.

The revised proposal also included
asset class-specific options for risk
retention with some modifications from
the original proposal to better reflect
existing market practices and
operations. For example, with respect to
revolving pool securitizations, the
agencies removed a restriction from the
original proposal that prohibited the use
of the seller’s interest risk retention
option for master trust securitizations
collateralized by non-revolving assets.
With respect to ABCP conduits, the
agencies made a number of
modifications intended to allow the
ABCP option to accommodate certain
market practices discussed in the
comments and to permit more flexibility
on behalf of the originator-sellers and
their majority-owned affiliates that
finance through ABCP conduits.
Similarly, the agencies modified the risk
retention option designed for
commercial mortgage-backed securities
(CMBS) to allow for up to two third-
party purchasers to retain the required
risk retention interest, each taking a pari
passu interest in an eligible horizontal
residual interest.

Also responding to commenters’
concerns, the revised proposal did not
include the premium capture cash
reserve account mechanism and
“representative sample” option
included in the original proposal. With
respect to the premium capture cash
reserve account mechan