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FOOTNOTES TO CHART lii

1 Assets are isolated in a BRSPE or QSPE (a BRSPE can be a QSPE if its powers are limited, see Figure 1 to "Accounting Rules: Saving US Structured Finance,” by Frederick L. Feldkamp,
International Financial Law Review, ituti Publi PLC, April 2003, p. 64) in order to comply with requirements of the UCC, U.S. Bankruptcy Code and
common law. Several SPEs may be required to achieve compliance with rules of SEC, ERISA, FDIC, C of C, NCUA, OTS and FASB, among others. When the QSPE only obtains senior
interests in assets, only that component of the assets will be deemed "sold.” The interest ined in the BRSPE ( In assets of the QSPE or assets of the BRSPE pledged to the QSPE)
is "isolated,” but not "sold.” .

?Rega of stru , the senior asset acquired by the conduit is, at law, a secured loan to the BRSPE, which is isolated from the seller and properly accounted for as a sale
under GAAP. Itis only by isolation in BRSPEs and QSPEs that components can be created in a way that meets all ds of 140, paragraph 9, so that the transferor
derecognizes the assets in the QSPE and reflects a sale to the extent it receives consideration from the conduit other than beneficial interests.

? An entity which holds assets subject to redemption rights cannot freely transfer assets like an ordinary transferee, so either the conduit must be a QSPE or the transferor must create a QSPE
(collateral trust) to protect the conduit while ing that the P by the BRSPE is isolated. Since QSPEs cannot hold obligations of refated parties (Statement 140,
paragraph 39), a typical multi-seller conduit cannot be a QSPE and hold, as assets, credit from the it Therefore, the transferor must create a QSPE to account

for the transaction as a sale. In the case of a single-seller conduit, the conduit is also @ QSPE (assuming no obligations of related parties are held as assets of the QSPE).

4 Conduit ing is not d by parag 9-250f 140 unless the must for the jon as a

ing (paragraphs 12 and 15).

% Losses of the BRSPEs on i dlil P are d for by gh idation of BRSPEs. Only ts sold to duits for other
than ficial i are d for as "sold" by the seller (Statement 140, paragraph 9). Sold senior components suffer no loss that is accounted for by the BRSPE, and vice versa.

S Transforors cease to account for losses as soon as the i it P held by their BRSPE is reduced to zero (absent later recoveries). The transferor never incurs
even $1 of any loss on a conduit's senior component (even if those senior components are 100% of the conduit's assets). The conduit’s CP investors will be bought out by the liquidity
provider at or before the moment there is any loss absorbed by the conduit. In singl ik duii idity is provided by d third parties, il ingh e to be

QSPEs. In muiti-sell its the all loss when it is aiso the liquidity provider.

7 Neither "Isolated Assets”™ nor i Ci d in BRSPEs" appear on the conduit's ial The d Assets are icted so they are ited by
neither the BRSPE nor the senior P hoiders. By 140, the transferor accounts for 100% of ail loss that the BRSPE may incur (and all recovery benefits it may gain

on the sub ). The never bs loss or gain on the conduit's component (the loan) and cannot recover the isolated assets. The seller does not own, or owe,
and should not account for, components owned by the conduit (it never suffers either gain or loss on the conduit's asset).

* This is mi ding in that a multi-seller conduit Is ively pi d from having a “loss.” That's because the first $10f fon in credit g ly requires a "cease
issuance” of CP. Therefore, the administrator must cover all loss on specific conduit assets to prevent becoming the owner of all conduit assets or liabilities. When issuance ceases, the
i iquidity provi the owner of all future losses by using its own funds, as liquidity provider, to either buy performing assets or CP. Thus, while others may
nominally hold risk, the "cease issuance” requirement assures that all loss will, in the case of multi-sell duits, be d by the ini iring assets before loss occurs.
This obligation precludes a multi-seller conduit from QSPE status. The seller/administrator of a QSPE single-seller conduit Is preciuded from undertaking such obligations by Statement
140, paragraphs 35 and 39. Losses by single-seller conduits, if they occur, must be absorbed by investors or other third parties.

® A rapid pay-down of assets Is imposed when losses exceed certain levels to prevent a reduction of the subordinate P to zero (i.e., pri ily to protect the administrator of a
multi-seller conduit against loss and to allow the administrator to buy out assets before they become non-performing). While this helps assure the administrator against loss before it buys
a transaction out of the pool, it does not change the fact that 100% of all losses of the conduit are d by the i
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Explanation of Revisions:

9.a. Moving the language of par. 27 to 9.a. is a wise move. The revision, however, drops
“creditors.” Creditors of a transferor can gain rights greater than a bankruptcy trustee. Surely,
FASB does not intend to allow transferors to consider transactions sales where they can create
contractual security interests by which other creditors can defeat the sale. To do so actually
encourages “double selling.”

35.b. “Affected” is added to avoid abuse as explained in the accompanying comment letter.

35.c.(1) As currently placed, the clause on counterparties only applies to types of credit support
that are acceptable for true securitizations and does not apply to general guarantees. It’s wrong.
Limited recourse triggered by default of third parties and other actions beyond the control of
transferors have always been permitted when consistent with isolation. Likewise, guarantees
relating to performance of servicing have always been allowed. The clause at the end of par.
35.¢.(3) belongs at the end of par. 35.c.(1).

35.e. There are two defects here. First, it needs to be clear to accountants that retained
subordinate components (which transferors fully account for) and the use of reserve funds to
support beneficial interests are not agreements to deliver additional assets. The transferor
accounts for the effect of such claims on its retained assets and that is the right GAAP result.
Since retained sellers’ interests have absolutely no effect on accounting for components sold by
the qualifying SPE, the transferor should account for none of the effects of changes on those sold
components.

The second flaw is that representations and warranties, if believed to be true when made,
merely create bases for rescinding sales. They are essential to all legitimate sales. There is no
“right” to recover the asset in this case, only an obligation to unwind the sale, brought to reality
by a later discovery of a mistake.

35.£.(2) The footnote needs expansion to describe “discretion,” since many mistakenly think of
“choice” and “discretion” as identical.

Discretion confers on the one exercising it the “ability” to cause damage to others and the
“liability” to pay when that happens. As long as “choices” are so substantially limited that there
is no contractual “ability” to cause harm to components “sold,” then (1) the “liability” which is
imposed by exercising “discretion” is eliminated and (2) the ability of the decisionmaker to
affect interests of other entities is precluded. In that case, each can properly account for their
own interests.

Where a “decisionmaker” can only affect its rights (rather than those of others) and fully
accounts for what its actions cause, it is not exercising “discretion” and there is no need to

disrupt markets by requiring the seller to account for interests over which it has no control.

The last clause of 35.f.(2) should be deleted because it only confuses proper accounting.
With “discretion” properly defined to relate to interests owned by others, the fact that a party can
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make decisions which affect interests that it owns, and fully accounts for those actions, negates
the need for consolidation. Since the manager cannot affect “sold” interests, it should not
account for those changes.

To lose “qualifying SPE” status because one can affect assets it owns, means, absurdly,
that one must recognize assets it does not own because it has the capacity to create new assets
(beneficial interest components) that it does not own.

FASB’s confusion on this issue began with mistakes made under FIN 46. HOLDERS OF
SUBORDINATE INTERESTS, AS A MATTER OF CONTRACT, EVEN IN BANKRUPTCY
(SEC 510), NEVER RETAIN INTERESTS IN THE SENIOR INTERESTS WHICH OTHERS
OWN.

By accounting for what the subordinate interest holder retains, it fully accounts for
everything that it owns. It should never have to account for interests it does not own and cannot
affect.

Where assets are not isolated, paragraphs 9(a), (b) and (c) of 140 will be violated. Mere
management of liabilities owed to others does not make those liabilities of the manager. Holding
a properly subordinated interest in those assets which back both senior and subordinate interests
does not change that. The full consequences of a manager’s liability decisions affect solely
assets that are retained. All such effects are accounted for by the manager’s gain/loss on its
retained asset.

When the retained subordinate tranche is gone, moreover, any consequence will still
affect only the senior interests.

No sane investor allows a decisionmaker to decide liabilities of an entity unless it has
somehow protected investors from bad decisions. Thus, elimination of both guarantees and
subordination effectively precludes short-term securitizations, a disaster for market competition
with no benefit in accounting.

Where a decisionmaker both guarantees and manages liabilities, the entity is a mere
nominee for the guarantor/manager. Where the manager has no affirmative payment liability to
BIHs, if the assets of the entity are isolated and prove inadequate to pay senior BIHs, BIHs have
acquired components that lose money. They have not acquired debts of the manager.

If the manager holds subordinate interests, it must account for all impact on its
components and the senior holders must account for all impact on their components. The two do
not “cross.” To make the junior component account for what happens to freely tradable senior
components brings great harm to markets, great confusion to accounting and creates misleading
disclosures.

Take, for example, credit card structures. While financial assets are funded and pay
‘down over shorter periods, there will probably be some financial assets in such trusts perpetuaily.

011.1149139.1



When a term senior BIH matures, a new BIH must replace it. Either the seller must
increase its interest or a new buyer will buy. A sale only occurs in the latter case, and it is only
of the component which is sold. This is because par. 9 allows for a sale only “to that extent that
consideration other than beneficial interests in the transferred assets is received in exchange.”

The ability to “control” retained components of transferred assets is contemplated (indeed
mandated) by SFAS 140. This is NOT “effective control” over transferred assets or transferred
components. It is only control over what is not transferred (the retained components).

The ability of U.S. entities to “sell” short-term components of isolated financial assets
has always been essential to preclude monopolization of corporate finance. To preclude
transferors and others from the ability to “roll” sold components in short-term markets, therefore,
has the effect of creating a monopoly for no legitimate reason.

Without the ability to purchase or sell assets, a liability manager with no payment
obligation to senior holders, and only subordinate rights to the assets, cannot affect the
components which it sold and does not control the transferred assets.

By the current mandates of SFAS 140, transferors must account for all effects on what
they retain and they must not account for any gain or loss on what they sold, the senior
components.

That is correct GAAP. In this respect, SFAS 140 was correct when written and FIN 46
was flawed.

As long as each party properly accounts for what it owns, the use of GAAP to create
market barriers to competition is not only wrong, it is damaging to the investors’ interests served
by accountancy.

83.  The modifications are intended to clarify what FASB apparently meant by this proposal.:

Unfortunately, this appears to have begun with a misleading example from the SEC.
Depending on structure, sales of undivided interests by BRSPEs can be “sales,” so long as the
BRSPE itself qualifies as a QSPE.

What some have apparently done is to have operating companies merely “sell” undivided
interests in financial assets to third parties, relying on a provision of the Bankruptcy Code to say
that’s a true sale.

Assets, however, must be beyond the reach of creditors as well, or SFAS 140 merely
encourages the fraud of “double selling.”

When an operating company merely sells an undivided interest in an asset, what the

purchaser obtains is an interest in the underlying assets that a secured creditor of the transferor
can override. It is merely an unsecured debt of the seller.
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That transaction requires resolution.

Where the transferor, however, first sells assets to a truly bankruptcy-remote subsidiary,
the lack of other creditors, combined with a true sale and no substantive consolidation, creates
isolation.

Undivided “components” created by the subsidiary may themselves be freely tradable,
but the subsidiary will be restrained from reselling the assets without paying the undivided
interests, so it must be a “qualifying SPE.”

The suggested revisions make paragraph 83 “work” regardless of the number of steps or
sequence, as long as the entity which creates beneficial interests that are sold to the market is a
qualifying SPE.

This conforms paragraph 83 to the entirety of paragraph 9.

Glossary “Agent” is amended to exclude those with liability as “principal” as explained in the
accompanying comment letter.

Overall

Every change FASB “intended” to make to SFAS 140 could, in fact, be read as required
by part of 140 as originally written except:

1) The requirement to use only debt-like obligations and

(2)  Limiting qualifying SPEs by saying managers of liabilities cannot hold
subordinate interests.

s All the other “changes” can be seen as merely interpreting 140. By acting in this manner,
however, FASB properly grants “amnesty” for prior non-compliance. ;

The change to eliminate true equity instruments (those with unlimited upside) is proper
and overdue. Failure to recognize that the retained subordinate components are entirely proper,
however, is wrong.

What the latter does is render it very difficult for corporations to independently access
short-term funding, creating a monopoly. THAT’S NOT A PROPER ROLE FOR FASB.
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Appendix B

AMENDED PARAGRAPHS OF STATEMENT 140 MARKED TO SHOW
CHANGES MADE BY THIS STATEMENT

Bl.  This appendix contains paragraphs of Statement 140 marked to integrate changes
from this amendment.

Paragraph 9

9. A transfer of financial assets (or all or a portion of a financial asset) in which the
transferor surrenders control over those financial assets shall be accounted for as a sale to
the extent that consideration other than beneficial interests in the transferred assets is
received in exchange. The transferor has surrendered control over transferred assets if
and only if all of the following conditions are met:

a. The transferred assets have been 1solated from the transferor——put presumptlvely

b. Each transferee (or, if the transferee is a qualifying SPE (paragraph 35), each
holder of its beneficial interests) has the right to pledge or exchange the assets (or
beneficial interests) it received, and no condition both constrains the transferee (or
holder) from taking advantage of its right to pledge or exchange and provides
more than a trivial benefit to the transferor (paragraphs 29-34).

c. The transferor does not maintain effective control over the transferred assets
through either (1) an agreement that both entitles and obligates the transferor to
repurchase or redeem them before their maturity (paragraphs 47-49) or (2) the
ability to unilaterally cause the holder to return specific assets, other than through
a cleanup call (paragraphs 50-54).

Paragraph 35

35. A qualifying SPE'® is a trust or other legal vehicle that meets all of the following
conditions:

a. It is demonstrably distinct from the transferor (paragraph 36).

' The description of a qualifying SPE is restrictive. The accounting for qualifying SPEs and transfers of
financial assets to them should not be extended to any entity that does not currently satisfy all of the
conditions articulated in this paragraph.
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Its permitted activities (1) are significantly limited, (2) were entirely specified in
the legal documents that established the SPE or created the beneficial interests in
the transferred assets that it holds, and (3) may be significantly changed only with
the approval of the holders of at least a majority of the gffécied beneficial interests
held by entities other than any transferor, its affiliates, and its agents (paragraphs
37 and 38).

It may hold only:

(1)  Financial assets transferred to it that are not equi
are passive in nature

[#3) Passive derivative financial instruments entered into with counterparties
other than the transferor, its affiliates, and agents that pertain to beneficial
interests (other than another derivative financial instrument) issued or sold
to parties other than the transferor, its affiliates, or its agents (paragraphs
39 and 40).

3) Financial assets (for example, guarantees or rights to collateral) that would
reimburse it if others were to fail to adequately service financial assets
transferred to it or to timely pay obligations due to it_iisiaha-that it
entered into when it was established, when assets were transferred to it, or
when beneficial interests (other than derivative financial instruments) were

“4) Servicing rights related to financial assets that it holds.

(5)  Temporarily, nonfinancial assets obtained in connection with the
collection of financial assets that it holds (paragraph 41).

(6) Cash collected from assets that it holds and investments purchased with
that cash pending distribution to holders of beneficial interests that are
appropriate for that purpose (that is, money-market or other relatively risk-
free instruments without options and with maturities no later than the
expected distribution date).

If it can sell or otherwise dispose of noncash financial assets, it can do so only in

automatic response to one of the following conditions:

(1)  Occurrence of an event or circumstance that (a) is specified in the legal
documents that established the SPE or created the beneficial interests in
the transferred assets that it holds; (b) is outside the control of the
transferor, its affiliates, or its agents; and (c) causes, or is expected at the
date of transfer to cause, the fair value of those financial assets to decline
by a specified degree below the fair value of those assets when the SPE
obtained them (paragraphs 42 and 43)

2) Exercise by a BIH (other than the transferor, its affiliates, or its agents) of
a right to put that holder’s beneficial interest back to the SPE (paragraph
44)

3) Exercise by the transferor of a call or ROAP specified in the legal
documents that established the SPE, transferred assets to the SPE, or
created the beneficial interests in the transferred assets that it holds
(paragraphs 51-54 and 85-88)
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(4)  Termination of the SPE or maturity of the beneficial interests in those
financial assets on a fixed or determinable date that is specified at

than a_forward contract in a revolving period securitization as discussed in

paragraphs 77-79) with the transferor, its affiliates, or its agents that commits any
of those parties to dcllver addmonal cash or other assets to the SPE or its BIHs.

written options, and other arrangements with the SPE as well as comrmtments to
purchase outstanding beneficial interests directly or indirectly from the BIHs or to
otherwise settle beneficial interests with their holders. It also applies to_total
return_swaps and any other derivative instruments that may require delivering
additional financial assets. It applies even if the commitment is contingent or
conditional, whether the contract is settled net or gross, whether the settlement is
current, deferred, or grepald, and regardless of the relationship of the notional
i i d

f. If it has the ability to reissue beneficial interests, the following additional
limitations apply:

1 No including affiliates or agents) enters into a commitment (or

commitments) to deliver additional cash or other assets to fulfill the SPE’s
obligations to BIHs if that commitment has (or those commitments have) a
fair_value that is more than half the aggregate fair value of all such
commmnents to the SPE.

“Obligations to make servicing advances are not subject to the requirements related to other commitments if
the servicer can choose not to make the ad if it beli f the ad: fro; llecti
the assets of the SPE is in doubt
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3 No including affiliates or agents) that holds beneficial interests

other than the most senior in priority enters into a commitment (or
commitments) to deliver additional cash or other assets to fulfill the SPE’s
obligations to BIHs.

Paragraph 39

39. A financial asset or derivative financial instrument is passive only if holding the
asset or instrument does not involve its holder in making decisions other than the

dec1s1ons mherent in serv1cmg (paragxaph 61) Am—equ*?y—ms%mmeﬁt—ns—aet—passwe-ﬁlﬂae

Investments are not passive if through them elther in themselves orin comblnatlon w1th

other investments or rights, the SPE or any related entity, such as the transferor, its
affiliates, or its agents, is able to exercise control or significant influence (as defined in
generally accepted accounting principles for consolidation policy and for the equity
method, respectively) over the investee. A derivative financial instrument is not passive
if, for example, it includes an option allowing the SPE to choose to call or put other
financial instruments; but' other derivative financial instruments can be passive, for
example, interest rate caps and swaps and forward contracts. Derivative financial
instruments that result in liabilities, like other liabilities of a qualifying SPE, are a kind of
beneficial interest in the qualifying SPE’s assets.

Paragraph 45

45. A qualifying SPE may have the power to dispose of assets to a party other than
the transferor, its affiliate, or its agent on termination of the SPE or maturity of the
beneficial interests, but only automatically on fixed or determinable dates that are
specified at inception in a manner specified at inception. For example, if an SPE is
required to dispose of long-term mortgage loans and terminate itself at the earlier of (a)
the specified maturity of beneficial interests in those mortgage loans or (b) the date of
prepayment of a specified amount of the transferred mortgage loans, the termination date
is a fixed or determinable date that was specified at inception. In contrast, if that SPE has
the power to dispose of transferred assets on two specified dates and the SPE can decide
which transferred assets to sell on each date, the termination date is not a fixed or
determinable date that was specified at inception. Also, if the SPE can decide whether to
sell transferred assets to third parties or distribute them to BIHs, the manner of
disposition is not specified at inception.

Paragraphs 80-84

Isolation of Transferred Assets in Securitizations and Other Transactions That Result in
Issuance of Beneficial Interests

80. A seeurtizatien transaction resulting in issuance of beneficial interests (including
undivided interests) carried out in one transfer or a series of transfers may or may not
isolate the transferred assets beyond the reach of the transferor and its creditors. Whether
it does depends on the structure of the seeuritization transaction taken as a whole,
considering such factors as the type and extent of further involvement in arrangements to
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protect investors from credit and interest rate risks, the availability of other assets, and the
powers of bankruptcy courts or other receivers.

81. In certain seeuritizations transactions, a corporation that, if it failed, would be
subject to the U.S. Bankruptcy Code transfers financial assets to a special-purpose trust in
exchange for cash. The trust raises that cash by issuing to investors beneficial interests
that pass through all cash received from the financial assets, and the transferor has no
further involvement with the trust or the transferred assets. The Board understands that
those seeuritizations transactions generally would be judged as having isolated the assets,
because in the absence of any continuing involvement there would be reasonable
assurance that the transfer would be found to be a true sale at law that places the assets
beyond the reach of the transferor and its creditors, even in bankruptcy or other
receivership.

82. In other securitizations fransactions, a similar corporation transfers financial
assets to an SPE in exchange for cash and beneficial interests in the transferred assets.
That entity raises the cash by issuing to investors commercial paper that gives them a
senior interest in cash received from the financial assets. The beneficial interests retained
by the transferring corporation represent a junior interest to be reduced by any credit
losses on the financial assets in trust. The commercial paper interests are highly rated by
credit rating agencies only if both (a) the credit enhancement from the junior interest is
sufficient and (b) the transferor is highly rated. Depending on facts and circumstances,
the Board understands that those “single-step” seeuritizations transactions often would be
judged in the United States as not having isolated the assets, because the nature of the
continuing involvement may make it difficult to obtain reasonable assurance that the
transfer would be found to be a true sale at law that places the assets beyond the reach of
the transferor and its creditors in U.S. bankruptcy (paragraph 113). If the transferor felt
into bankruptcy and the transfer was found not to be a true sale at law, investors in the
transferred assets might be subjected to an automatic stay that would delay payments due
them, and they might have to share in bankruptcy expenses and suffer further losses if the
transfer was recharacterized as a secured loan.

83. Still other seeuritizetions transactions use two transfers intended to isolate
transferred assets beyond the reach of the transferor and its creditors, even in bankruptcy.
In those “two-step” structures:

a. First, the corporation transfers financial assets to a special-purpose m
at, although wholly owned, is so designed that the possibility that the

transferor or its creditors could reclaim the assets is remote. This first transfer is
designed to be judged to be a true sale at law, in part because the transferor does

ot provide “excessive” credit or yield protection to the special-purpose
f68eiilY, and the Board understands that transferred assets are likely to
be judged beyond the reach of the transferor or the transferor’s creditors even in
bankruptcy.

with a sufficient increase in the credit or yield
protectlon on the second transfer (provided by a junior retained beneficial interest

5
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other means) to merit the h1 h credit rating sought by thlrd-party investors who
senior beneficial interests in the trust

i i mlght not be Judged to be a true sale at
law and, thus the transferred assets could at least theory be reached by a
bankruptcy trustee for the special-p

c. However, i - ¢ is designed to make remote
the possibility that it would enter bankruptcy, either by itself or by substantive
consolidation into a bankruptcy of its parent should that occur. For example, its
charter forbids it from undertaking any other business or incurring any liabilities,
so that there can be no creditors to petition to place it in bankruptcy. Furthermore,
its dedication to a single purpose is intended to make it extremely unlikely, even
if it somehow entered bankruptcy, that a receiver under the U.S. Bankruptcy Code
could reclaim the transferred assets because it has no other assets to substitute for
the txansferred assets.

The Board understands that gHeW {16 s1el securitizations transactions m
described above, taken as a whole, generally would be judged under present U.S.

law as having isolated the assets beyond the reach of the transferor and its creditors, even

in bankruptcy or other receivership. However 1solat10n is only one of the requirements in

shall be deemed not to meet the regulrement in paragraph 9(b) that the transferee has the
right to pledge or exchange the transferred assets.

84.  The powers of receivers for entities not subject to the U.S. Bankruptcy Code (for
example, banks subject to receivership by the FDIC) vary considerably, and therefore
some receivers may be able to reach financial assets transferred under a particular
arrangement and others may not. A seeuritizatien transaction may isolate transferred
assets from a transferor subject to such a receiver and its creditors even though it is
accomplished by only one transfer directly to an SPE that issues beneficial interests to
investors and the transferor provides credit or yield protection. For entities that are
subject to other possible bankruptcy, conservatorship, or other receivership procedures in
the United States or other jurisdictions, judgments about whether transferred assets have
been isolated need to be made in relation to the powers of bankruptcy courts or trustees,
conservators, or receivers in those jurisdictions.



Appendix E

GLOSSARY

Agent - M

A party that acts for and on behalf of another party. For example, a third-p
intermediary is an agent of the transferor if it acts on behalf of the transferor.
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