


has the discretion to set the tenns of such beneficial interests being offered, can provide effective control in many 
cases. 

However, payments under other facilities, such as limited guarantees or passive plain vanilla derivatives, are the 
result of conditions that are clearly beyond the control of the transferor. As a result, these payments are purely 
automatic and cannot provide control under virtually all circumstances. These facilities, by themselves, do not 
result in a transferor having all of the rights to the economic benefits provided by the transferred fmancial assets; 
rather, they leave the transferor in a substantially different economic position than before the transfer. Moreover, 
the support provided by a limited guarantee produces largely the sarne economic result as a subordinate retained 
interest. The Exposure Draft thus provides vastly different accounting results for transactions with similar 
economic effects in contrast to the requirements ofFASB Statement of Concepts No.2, Qualitative Characteristics 
of Accounting Information. 

We are concerned that the Exposure Draft, if issued, will result in less efficient markets for the securitization of 
financial assets. In particular, the securitization of credit card receivables has been a significant sector in the asset
backed securities ("ABS") markets since 1987-predating both FAS 125 and FAS 140. Although it is unclear in a 
number of respects, we are concerned that the requirements in the Exposure Draft may prevent altogether the 
securitization of credit card receivables or any revolving loans (e.g., dealer floor plan loans, home equity lines of 
credit, trade receivables, revolving commercial loans). Unfortunately, because the Exposure Draft fails to include 
any basis for conclusions for several of the proposed requirements as they affect these transactions, we do not have 
the benefit of understanding the Board's objectives. 

The Board has raised concerns regarding the non-consolidation of multi-seller asset-backed commercial paper 
conduits. In these transactions, the sponsor serves as the administrator and approves or rejects assets, makes 
decisions regarding the issuance of asset-backed commercial paper, provides all or a majority of the credit 
enhancement and liquidity facilities to the commercial paper issuer, and receives fees that are subordinate to all 
substantive outside parties. The Board has asserted that any party with such extensive involvement with an SPE 
must control the SPE. However, rather than seeking to identify how this involvement allows such party to control 
the SPE, the Board has simply chosen to equate control with certain types of involvement (e.g., the two-out-of-tbree 
test or a provider of more than half of a liquidity facility described in paragraph A 12). In seeking to address 
concerns over the appropriate consolidation or nonconsolidation of entities, the Exposure Draft overreaches by 
disrupting its control-based model for asset derecognition. 

We first address our concerns relating to revolving trusts and then address additional points for consideration. 

Unique Issues Related to Revolving Trusts 

Revolving trusts are affected by the Exposure Draft in two unique ways-the restrictions related to the reissuance of 
beneficial interests may affect master trusts and the restrictions related to the addition of assets may affect all 
revolving trusts. While the Exposure Draft continues to pennit a QSPE to be a party to a "forward contract in a 
revolving period securitization," it is unclear whether the Board intended to prohibit other routine and necessary 
aspects of revolving trusts. We first provide background infonnation on the general structure of revolving trusts. 
The sections that follow reflect our specific concerns regarding the proposed limitations on the activities of QSPEs 
discussed in paragraphs 35(e) and 35(f) as they relate to revolving trusts. 

Background Information 

A revolving trust typically issues beneficial interests whose tenns are longer than the assets they fmance. As a 
result, these transactions provide for a "revolving period" during which the principal collections otherwise available 
to make payments to the beneficial interest holders ("BIHs") are ''reinvested'' in the assets of the master trust. A 
revolving loan securitization is treated as a sale of assets at the initial closing and smaller monthly sales during the 
revolving period as investors' principal collections are reinvested. These sales during the revolving period comprise 
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the "forward contract" discussed in paragraphs 77 through 79 ofFAS 140 and noted in the proposed paragraph 
35(e) of the Exposure Draft. 

The transferor retains a "transferor interest" that effectively represents that portion of the receivables that it has not 
sold. The transferor will surrender control of the assets when they are transferred to the trost, but it will not 
derecognize the assets until beneficial interests have been sold to third-party investors. The transferor interest is 
equal to the difference between the aggregate balance of the assets owned by the revolving trost and the interests 
owned by the investors. The transferor interest serves as the mechanism whereby the revolving trost can 
accommodate the daily fluctuations in the aggregate balance of the receivables. The amount of the transferor 
interest will change on a daily basis-it will increase when the aggregate balance of the receivables increases or 
investor interests are repaid from the collections on the receivables and it will decrease when the aggregate balance 
of receivables decreases or additional beneficial interests are sold to third parties. Only the sale of beneficial 
interests to third party investors will result in a derecognition of assets by the transferor. 

In a revolving trosl, the beneficial interests sold to third-parties and the subordinate interests retained by the 
transferor (not the transferor interest), if any, (in the aggregate, the "investor interests") are allocated a portion of the 
interest collections and principal collections on the receivables and are allocated a portion of the charged-off 
receivables (those receivables that have been charged-off as uncollectible). The transferor interest is allocated all 
interest collections, principal collections and charged-off receivables not allocated to the investor interests. The 
collections allocated to the investors are applied as described in the legal documents. 

In addition to the transferor interest described above, the transferor typically retains a subordinate beneficial interest 
in assets that have been sold and de-recognized. This subordinate interest ahnost always includes the right to 
receive excess spread (i.e., the difference between the interest collections allocated to the investor interests and the 
interest payments made to the BIRs, the servicing fee paid to the servicer-generally an affiliate of the transferor, 
and reimbursement of the investors' share of charge-offs). In some transactions, the transferor may also retain other 
subordinate interests. These subordinate retained interests are not the same as the "transferor interest" described 
above. 

A revolving trost may take the form of either a discrete trost or a master trosl. In a discrete trosl, a pool of 
receivables is used to back a single securitization transaction. In a master trost, a pool of receivables is used to back 
many different securitization transactions. In a master trost, the transferor will typically add receivables in new 
accounts to the trost either continuously as new accounts are originated or it will make large account additions at 
discrete points in time. New series of investor interests will be issued when the transferor chooses to sell a part of 
the transferor interest. The issuance of new series and the addition of the receivables in new accounts generally do 
not occur simultaneously. Master trosts have been the predominate vehicle used in the securitization of credit card 
receivables since approximately 1990, primarily for administrative convenience. FAS 140 discusses master trosts in 
paragraph 79: "[t)o achieve another securitization using an existing master trosl, a transferor first transfers 
additional receivables to the trost and then sells additional ownership interests in the trost to investors." (Emphasis 
added.) 

Reissuance of Beneficial Interests 

The additional restrictions contained in paragraph 35(1) apply only if the QSPE has the ability to reissue beneficial 
interests. Unfortunately, despite its emphasis on the ability to make decisions related to the reissuance of beneficial 
interests as a means to exercise effective control, the Exposure Draft does not defme what constitutes a reissuance of 
beneficial interests. 

The discussion in Appendix A which addresses the reissuance of beneficial interests (see paragraphs A6 through A9 
and paragraphs All through A13) describes only those transactions in which short-term beneficial interests 
(typically in the form of commercial paper) are sold to third-party investors and used to fmance longer-term assets. 
When the initial beneficial interests mature, they are paid from the proceeds of issuing new beneficial interests to 
third-party investors instead of from the cash flows from the pool of assets. The issuance of new beneficial interests 
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to investors is supported by liquidity facilities that permit the maturing beneficial interests to be repaid even when 
new commercial paper cannot be issued. 

Master trusts, used, for example, in the securitization of credit card receivables, issue beneficial interests at different 
times. This issuance is quite different than the issuance of asset-backed commercial paper discussed in Appendix A 
because the proceeds from the sale of the beneficial interests are not used to repay the maturing beneficial interests 
held by third party BIHs. Rather, the issuance of a new series of beneficial interests in a master trust reduces the 
transferor interest and thus represents the sale by the transferor of assets that it has not previously derecognized. 
However, due to the lack of clarity in the Exposure Draft, it is unclear whether this activity constitutes reissuance. 
These transactions are not discussed in Appendix A, and thus again we do not understand the Board's objectives 
with respect to this activity. As discussed below, we do not believe that this activity represents reissuance. 

Meaning of "Reissuance" is Critical to Master Trusts 

The ability of any master trust to meet the requirements ofa QSPE will depend on the definition of"reissuance" of 
beneficial interests. It is clear from the discussion in paragraphs A6 through A9 and paragraphs All through AI3 
that FASB intended to impose additional restrictions on those transactions in which the proceeds from the issuance 
of new beneficial interests are used to repay existing third party beneficial interests. These transactions represent 
the sale of an asset that the transferor has already sold and has been derecognized. Asset-backed commercial paper 
is provided as a specific example. 

Appendix A does not discuss master trusts; therefore, it is not clear from the Exposure Draft or any of the Board's 
earlier discussions that FASB intended to impose the same restrictions on those transactions in which a new series 
was issued with the proceeds used to pay a portion of the transferor interest. For example, at the Educational 
Session in March, at least one Board member confirmed that the issuance of a new series in a master trust was not a 
concern. As discussed above, these transactions represent a sale of an interest in the assets that the transferor has 
not previously sold or derecognized. For this reason, we have concluded that the issuance of a new series in a 
master trust as described above is not a reissuance. 

We believe clarification can be provided in a straightforward manner. We suggest a footnote be added after the 
word "reissue" in the lead-in for paragraph 35(1). The text of the footnote can be: 

"For this purpose, the term reissue refers to the issuance of new beneficial interests where the 
proceeds from such issuance are used to repay existing beneficial interests that are owned by 
beneficial interest holders other than the transferor, its affiliates or agents, for which the assets 
represented by such beneficial interests have been derecognized by the transferor. The 
issuance of new beneficial interests where the proceeds are used to pay in whole or in part a 
beneficial interest retained by the transferor, its affiliates or agents for which the related assets 
have not been derecognized does not represent a reissuance." 

Addition of Assets-Receivables 

The restrictions in paragraph 35(e) preclude the transferor, its affiliates or agents from providing a commitment to 
deliver additional cash or other assets to the QSPE or any of its BIHs. Although an exception is provided for 
forward purchase contracts in revolving trusts discussed in paragraphs 77 through 79 ofFAS 140, this exception is 
too narrow and consequently this provision as currently drafted may effectively prevent the securitization of any 
revolving loans. 

However, it is not clear why the Exposure Draft included a blanket prohibition on all commitments made by the 
transferor to add cash or other assets to a QSPE. Indeed, paragraph 35( c)(3) imposes the limitations in paragraph 
35(e) on permissible counterparties for "fmancial assets that would reimburse it if others were to fail to adequately 
service financial assets ... or to timely pay obligations ... " (Emphasis added.) 
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As discussed below, the transferor to a revolving loan trust typically has the obligation to add all of the receivables 
in the designated accounts ("add-on" receivables) to the trust as they arise and has the right, and under certain 
circumstances the obligation, to add the receivables in additional accounts. These obligations are broader than the 
forward contracts discussed in paragraphs 77 through 79 ofFAS 140. However, these additions of assets do not 
facilitate concentrations of risk or provide a controlling fmancial interest in the transferred assets or the SPE. The 
Board's basis for its objectives as they relate to these transactions is not clear from the discussion in Appendix A. 

"Add-On" Receivables in Designated Accounts 

Prior to establishing a revolving trust, the transferor will designate certain accounts in which the revolving trust 
owns all of the receivables in such accounts, including those receivables that are outstanding as of the transfer date 
and all receivables that are created subsequently (for example, when a credit card holder uses their card after the 
initial transfer). These "add-on" receivables are transferred by the transferor to the trust as they are created. 
Ownership of all of the receivables in an account by a single entity avoids complicated inter-creditor agreements 
that would be required if different receivables in the same account were owned by different parties. 

The addition of these "add-on" receivables is inherent in the sale of revolving loans. As a result, the aggregate 
receivables balance in the revolving trust will fluctuate daily-increasing as a result of the additional receivables 
being generated and decreasing as a result of payments on the accounts or charge-offs. The aggregate amount of 
add-on receivables obviously is beyond the control of the transferor; the individual credit card holders, for example, 
largely determine the extent to which they use an individual credit card. 

While the continuing obligation of the transferor to transfer the "add-on" receivables does not constitute the 
"forward contracf' described in paragraphs 77 through 79 and thus is not specifically permitted by paragraph 35(e), 
we believe that these arrangements should remain a permitted activity of a QSPE. Paragraph 79 notes that "[a]dding 
receivables to a master trust, in itself, is neither a sale nor a secured borrowing under paragraph 9, because that 
transfer only increases the transferor's beneficial interest in the trust's assets. A sale or a secured borrowing does 
not occur until the transferor receives consideration other than beneficial interests in the transferred assets." 

Addition of Receivables in New Accounts 

In addition to the automatic addition of "add-on" receivables in the designated accounts, the transferor has the right, 
and under some circumstances the obligation, to designate additional accounts and to add the receivables in those 
accounts to the revolving trust. For example, the rating agencies will require that the transferor add the receivables 
in additional accounts if the aggregate receivables balance owned by the revolving trust declines below a specified 
amount. 

When new receivables are added to a revolving trust, they are not derecognized by the transferor unless beneficial 
interests are sold to third-party investors. The transferor interest increases unless additional beneficial interests are 
sold to third party investors. As noted above, in paragraph 79 ofFAS 140, the Board recognizes that a transferor 
would continue to transfer receivables to a master trust. As a result, we believe that these arrangements should 
remain a permitted activity of a QSPE. 

Addition of Assets-Interchange 

The restrictions in paragraph 35(e) appear to preclude the ability of the transferor to transfer Interchange to a 
revolving trust. Interchange is included as an asset in most securitization transactions of bank credit cards. These 
payments ofinterchange represent a different type of payment than the liquidity facilities or guarantees generally 
described in paragraphs 35(c)(3) and 35(e). 

Interchange results from the use of a bank credit card by the card holder in the purchase of goods or services. An 
example may help to clarifY how Interchange arises. Assume, for example, that the consumer spends $\00 at a 
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store. The bank representing the merchant will pay the merchant the $100 less a discount. The merchant thus may 
receive $98 for the $100 receivable. For Visa or MasterCard transactions, Visa or MasterCard effectively run a 
clearinghouse. The clearinghouse will pay the merchant bank a slightly higher price than they paid for the $100 
receivable, say $98.50. The clearinghouse in turn will retain a small fee, say $0.05, for its processing costs, and will 
receive $98.55 from the bank that issued the card to the consumer. As a result, in this example, the card issuing 
bank will pay $98.55 for a $100 receivable. This purchase discount for the card issuing bank is the Interchange. 
The discount on the purchase price on the receivable represents another form of cash flow on the receivables, much 
like the fees and interest received from the card holder. 

Restrictions on Commitments to Add Assets to Revolving Trusts 

We believe that the exclusion to the prohibition on commitments by the transferor to add additional cash or other 
assets should be broadened to include all additions of receivables to a QSPE in which the addition of the assets does 
not result in an accounting transaction that would have the effect of the derecognition of assets. The assets will be 
derecognized only when beneficial interests are subsequently issued. These subsequent transactions are essentially 
equivalent to additional sales of assets and are not means of supporting the SPE. The current exemption provided 
for forward contracts may not be sufficient to permit the securitization of revolving loans using a QSPE. 
The addition of receivables to a revolving trust that results only in an increase in the transferor interest will not 
result in an accounting transaction as described in paragraph 79 ofFAS 140. The broadening of this exemption 
would cover both the addition of "add-on" receivables and the receivables in additional accounts, but would not 
cover Interchange. 

In addition, we believe a clarification would be useful at the beginning of the proposed paragraph 35(e) to make 
clear that the additional restrictions imposed therein are intended as limitations only for the commitments described 
in paragraph 3 5( c )(3). This change would permit Interchange to be included. 

Prohibition on ALL Transferor Derivatives is Inconsistent with the Financial Components Model 

During the Board's deliberations, the Board had decided to preclude the use of total return swaps and similar 
derivatives that shifted all or substantially all of the risk of the QSPE's assets back to the transferor. After the 
circulation of the fatal flaw draft for review by a few select parties, this restriction was expanded with little public 
discussion to include all derivatives between the transferor and the QSPE. 

We understood the Board's concerns and supported its initial proposal. A total return swap or similar arrangement 
in which all or substantially all of the risks are transferred back to the transferor may raise questions regarding the 
legal isolation of the assets. Moreover, the proposed change to paragraph 9(a) was apparently designed to prevent 
the transfer of all or substantially all of the risk of the assets to an affiliate of the transferor. However, we do not 
understand the decision to expand this restriction to include ALL derivatives between the transferor and the QSPE, 
including "plain vanilla" derivatives, such as interest rate swaps, caps, floors, currency swaps and basis swaps. A 
transferor cannot exert control over the transferred assets or the QSPE through a passive, plain vanilla derivative. 
Further, we fail to see how passive, plain vanilla derivatives enhance a transferor's return or protect the value of a 
subordinate interest. In addition, whether a derivative is provided by the transferor or a third party, the impact on 
the subordinate interest remains the same. Moreover, the requirement appears to be entirely arbitrary. We note that 
the Exposure Draft does not include in Appendix A any basis for this provision. 

F AS 140 clearly contemplates that the transferor would in some cases enter into derivatives with a QSPE. 
Paragraph 11 (b) requires the transferor to recognize as an asset or a liability "swaps (for example, provisions that 
convert interest rates from fIXed to variable)." Transferor derivatives are discussed further in paragraphs 56 and 57. 
A transferor-provided interest rate swap is included in the example in paragraph 57. Question 58 of the FAS 140 
Implementation Guide requires transferor derivatives with a QSPE to be recognized at fair value and accounted for 
under Statement of Financial Accounting Standards No. 133, Accounting/or Derivative Instruments and Hedging 
Activities ("FAS 133"). The Board's focus in FAS 140 was whether certain derivatives required active decision-
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making or allowed the transferor to control the assets. We continue to believe that passive, plain vanilla derivatives 
do not enable a transferor to retain control over transferred assets. 

In recent statements, the Board has recognized that plain vanilla derivatives in most cases do not transfer substantial 
amounts of risk. Paragraph B6 ofFASB Interpretation No. 46, Consolidation of Variable Interest Entities ("FIN 
46") concludes that "rights and obligations under derivative instruments with underlyings that are market interest 
rates or currency exchange rates probably will not cause the holder to be the primary beneficiary." We do not 
understand why the Board has imposed a more onerous standard in the Exposure Draft. 

In addition, we note that the transferor is required under FAS 133 to carry all derivatives at fair value. The fact that 
the counterparty is a QSPE does not change this requirement. We believe that a passive, plain vanilla derivative 
carried at fair value is consistent with the fmancial components model on which FAS 140 is based and believe that 
the fmancial components approach provides the most meaningful financial presentation for financial asset transfers 
and derivative transactions. 

We believe that the restriction on transferor derivatives should be modified to permit passive, plain vanilla 
derivatives, such as interest rate swaps, caps, floors, currency swaps and basis swaps or any other derivative in 
which all or substantially all of the risk of the assets is not transferred back to the transferor. In paragraphs 39 and 
40, FAS 140 already provides limitations on derivatives--non-decision-making ability, the notional amount, related 
to certain risks, the leverage of the contract and when a QSPE is permitted to enter into such derivatives. These 
limitations should be sufficient to address the Board's concerns as to whether a derivative can result in the transferor 
effectively controlling transferred assets or a QSPE. 

Many transferors may fmd it difficult or impossible to amend existing derivative contracts issued by master trusts in 
order to comply with the proposed rules. Derivatives entered into with the transferor must either be assigned to a 
new counterparty or the master trust must cease its issuance of new series. Transferors to master trusts thus may be 
required to establish a new master trust in order to maintain qualifying status for the existing master trust and 
continue their securitization activities. We do not understand the benefits of this requirement. At a minimum, we 
suggest that any existing series containing passive, plain vanilla derivatives between a QSPE and the transferor be 
grandfathered. In this way, if the requirement is nonetheless issued in its proposed form, the existing master trust 
could continue to be used as the platform for a securitization program. New series issued would be subject to the 
new requirements and would not be permitted to include any derivatives with the transferor. 

Prohibition on ALL Transferor Commitments to Provide Cash or Other Assets is Inconsistent with the Financial 
Components Model 

As the prohibition on all transferor commitments to provide cash or other assets to a QSPE is currently drafted, we 
believe that it has ramifications that go well beyond what we believe the Board's objectives to be. The Board, in 
Appendix A, has stated its basis as two-fold: (I) the ability ofan SPE to reissue beneficial interests is a way of 
maintaining effective control over transferred assets and (2) the combination of certain specified rights and 
obligations may permit an enterprise "to execute transfers that do not change their [the transferor's] economic 
position in any essential way." However, we believe that most of the transactions affected by the Board's proposal 
do, in fact, change the transferor's position in clearly substantial ways, and that the Exposure Draft, by deviating 
from the fmancial components approach adopted in FAS 140,will not provide a meaningful representation of the 
economic position of the transferor. 

As noted above, the Exposure Draft does not differentiate between different types of commitments by the transferor 
to provide cash or other assets to a QSPE. Some commitments, such as guarantees, are purely passive. The 
transferor may be required to make a payment as a result ofa condition that is beyond its control. We believe that a 
limited gnarantee cannot be used as a means to retain control. The economic effect of a limited guarantee is similar 
to that of a subordinate retained interest. In both cases, the poor performance of the transferred assets-an activity 
that is beyond the control of the transferor-requires support to the senior beneficial interests. This support can take 
the form of either payments under a limited guarantee or a reallocation of payments on a subordinate interest to the 
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senior interest. We do not understand why the Board has concluded that these two forms of support---<lespite their 
economic similarities-require different accounting treatments. We note that many surety companies both purchase 
subordinate securities and provide insurance policies because they view the economic risk as virtually identical. 

FAS 140 clearly contemplates that transferors in some cases would provide limited guarantees to QSPEs. Paragraph 
I I (b) requires that "guarantees or recourse obligations" of the transferor be recognized as liabilities. These 
liabilities are discussed further in paragraphs 56 and 57. The example in paragraph 57 includes a "limited recourse 
obligation to repurchase delinquent loans" provided by the transferor. Limited recourse obligations of the transferor 
are discussed further in question 68 of the F AS 140 Implementation Guide. This question addresses the appropriate 
accounting under the fmancial components model of various types of involvement with a QSPE by the transferor, 
including both a subordinate retained interest (an asset) and a limited guarantee (a liability). 

We note that FASB Interpretation No. 45, Guarantor's Accounting and Disclosure Requirementsfor Guarantees, 
Including Indirect Guarantees of Indebtedness of Others ("FIN 45"), requires the guarantor to recognize a liability 
for the fair value of the obligation in respect of a guarantee. Particularly with the increased disclosure required by 
FIN 45, we do not understand why the Board has concluded that the fmancial components model adopted in FAS 
140 does not remain applicable to transferor guarantees. Again, the Exposure Draft does not provide any basis for 
this conclusion. 

Below we have outlined our comments with respect to specific arrangements that appear to be affected by the 
Exposure Draft's prohibition on transferor commitments to provide cash or other assets to a QSPE contained in 
paragraphs 35(c)(3) and 35(e). 

Guaranteed Mortgage Securitizations 

The highly efficient market for mortgage backed securities has resulted in low mortgage rates for consumers. The 
federal agencies, the Federal National Mortgage Association and the Federal Home Loan Mortgage Corporation, 
playa major role in this success. In these transactions, the agencies provide a guarantee of payments on the 
beneficial interests or a guarantee of the transferred mortgages. A transaction in which the guarantor or affiliates 
also served as the transferor would not qualify as a QSPE under the Exposure Draft. We urge the Board to consider 
an exception from the restriction against transferor guarantees for guaranteed mortgage securitizations. We note the 
exception for guaranteed mortgage securitizations to the general rule that at least 10% of the fair value of the 
beneficial interests be held by third parties in order to meet the requirement that the QSPE be demonstrably distinct 
from the transferor provided in paragraph 36 ofFAS 140. 

Letters of Credit and Guarantees Provided by Transferor 

As noted above, we do not understand the distinction between credit enhancement provided by a letter of credit or 
limited guarantee provided by the transferor and a subordinate beneficial interest retained by the transferor. Both 
represent forms of credit support. Payments under the guarantee and amounts reallocated from the subordinate 
interest result from events that clearly are beyond the control of the transferor. 

The concern identified in paragraph A 13 that a transferor could "enhance or protect the value of its own interest in a 
qualifying SPE by providing financial support" confuses the economic analysis. Limited guarantees protect the 
interests benefited by the guarantee; they do not provide value to other interests. If the "value" received by the 
transferor is merely the lower "rate of return demanded by the investors in a qualifying SPE" discussed in paragraph 
A8, we note that the "lower rate of return" could also be achieved through the retention by the transferor of a larger 
retained interest, rather than providing a limited guarantee. 

Ifa guarantee provides the transferor or a non-bankruptcy-remote affiliate with an equitable right of redemption, the 
legal isolation requirements in the proposed paragraph 9(a) will not be met and the criteria for sale accounting will 
be violated. If the legal isolation requirements are not violated, we do not understand the additional restriction. 
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This requirement appears to be entirely arbitrary. Because no basis for tbis decision is provided in Appendix A, we 
again are not able to understand tbe Board's rationale. The discussion at tbe end of paragraph AI2 regarding 
"transfers tbat do not change tbeir economic position in any essential way" does not describe most transactions that 
include transferor guarantees. For example, consider a transaction in which all investment grade beneficial interests 
are sold to tbird parties and tbat tbe transferor retains all non-investment grade beneficial interests. If additional 
credit enhancement is required, tbere may be tbree options: tbe transferor can eitber provide a limited guarantee (in 
many cases ofless tban 1% oftbe fair value oftbe transferred assets), fund a reserve account in tbe same amount of 
tbe limited guarantee, or retain a larger subordinate interest in tbe transferred assets. The risk transferred to tbe tbird 

. party BIHs is tbe same under all structures. We do not see how tbe limited guarantee provides control over tbe 
transferred assets. 

Representations and Warranties 

A literal reading of tbe requirement would appear to disallow tbe indemnification provided in virtually all sales of 
fmancial assets (including tbose not involving a securitization) for a violation of customary representations and 
warranties. However, tbese provisions do not appear to violate tbe condition discussed in paragraph 35(c)(3). 
Under tbese provisions, a transferor makes certain representations and warranties regarding tbe transferred assets 
and tbe accuracy oftbe information provided to investors. If any oftbese representations or warranties is violated in 
any material aspect, tbe transferor is required to repurchase tbe relevant asset(s). 

The elimination oftbe repurchase requirement would disrupt securitization markets completely and would be 
inconsistent witb market standards for otber sales. We believe investors in securitization transactions should not 
receive less protection tban otber purchasers offmancial assets. We recognize tbat an expansion oftbe 
representations and warranties can effectively provide an outright guarantee of all ofthe transferred assets. Whetber 
the representations and warranties are acceptable should properly be addressed on a case-by-case basis by issuers 
and tbeir auditors. 

Again, customary representations and warranties do not provide a transferor witb continuing control. We believe 
tbat tbis literal reading is not tbe Board's intent since it would violate a standard and necessary provision to conduct 
business in tbe ordinary course. We suggest tbat the Board provide a clarification tbat tbese standard 
representations and warranties are permissible to achieve QSPE status. 

Other Transferor Commitments 

In otber securitization transactions, tbe transferor enters into a commitment to add assets or to make certain 
payments. It is unclear whetber tbese commitments violate tbe requirements of paragraphs 35( c)(3) and 35( e). 

Securitization transactions involving private label credit cards (i.e., tbose credit cards tbat can be used only at a 
particular store or chain of stores) and trade receivables generally contain provisions tbat require tbe transferor to 
make payments to tbe trust as "deemed collections" for certain transactions by tbe account obligor. These 
transactions include tbe return of merchandise to tbe store and tbe corresponding cancellation oftbe receivable and 
otber transactions tbat result in dilution (e.g., tbe partial cancellation of a receivable by a manufacturer as a result of 
tbe sale of imperfect merchandise). 

Securitization transactions involving mortgage loans frequently require tbe transferor to make payments witb 
respect to "compensating interesf' as a result of tbe prepayment of a mortgage loan in tbe middle of a month. These 
payments are designed to address tbe timing mismatch between payments on tbe loans (which occur on all business 
days during a montb) and tbe payments on tbe beneficial interests (which occur on a single payment date each 
montb). 
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Many securitizations involving mortgage loans or other closed end loans include "pre-funding" accounts. In these 
transactions, the securitization transaction is closed before the asset pool is completed. The proceeds from the sale 
of the beneficial interests are used frrst to purchase assets from the transferor. Excess proceeds are deposited in a 
pre-funding account. The transferor is obligated to transfer additional assets to the QSPE over a specified time 
period. These assets must meet criteria specified in the legal documents that established the QSPE. Funds are paid 
to the transferor as these additional assets are transferred to the trust. Any remaining funds on deposit in the pre
funding account are released to the BIHs if the transferor fails to transfer sufficient additional assets. We believe 
these provisions are best analyzed as a forward sale contract, similar to that contained in revolving loan 
securitizations and described in paragraphs 77 through 79 ofFAS 140: 

Finally, many securitization transactions include reserve funds. Amounts on deposit in these reserve funds typically 
are invested in short-tenn commercial paper. The rating agencies impose criteria regarding the maturity and the 
rating of such short-tenn investments. When the transferor's short-tenn ratings (or those of an affiliate) meet the 
criteria imposed by the rating agencies, these amounts typically are invested in commercial paper issued by the 
transferor or affiliates. We do not see the benefits resulting from such a requirement that such amounts be invested 
in commercial paper issued only by parties unrelated to the transferor. 

Liquidity Facilities and Puts 

We do not believe that a liquidity facility provided by the transferor can by itself provide the transferor with the 
ability to control the assets or the QSPE when the QSPE does not have the ability to reissue beneficial interests. A 
liquidity facility is economically similar to a put option. Under specified circumstances, the provider of the liquidity 
facility may be required either to purchase assets or to purchase beneficial interests. 

F AS 140 pennits transferor written put options where the transferor does not control the decision. Paragraph 32 
notes that a put option that is "sufficiently deep-in-the-money when it is written that it is probable that the transferee 
will exercise it and the transferor will reacquire the transferred asset" may represent a fonn of control. However, 
FAS 140 recognizes that not all put options represent control. Paragraph 54 observes: "nor does a transferor 
maintain effective control through an obligation to reacquire transferred assets from a qualitying SPE ... because the 
transferor could not cause that reacquisition unilaterally." Transferor written put options are also addressed in 
paragraph II (b). 

Some transactions have been structured so that a senior class of beneficial interests has the benefit of a put option 
written by the transferor or another party. The put option gives the beneficial interest holder the right, but not the 
obligation, to sell the beneficial interest to the put provider at a specified date under specified conditions. These put 
options have been included to meet the specific legal investment requirements of a particular set of investors. For 
example, money market investors will require a legal maturity or put date of 397 days or less to quality with Rule 
2a-7 under the Investment Company Act of 1940, the primary regulation governing money market funds. In 
general, the put price is adjusted for any losses suffered on the beneficial interest that are borne by the investors. 

Many transactions are structured so that the put is not expected to be exercised. For example, the investor may be 
required to give extensive advance notice of several months if it intends to exercise the put and accept a below 
market rate of return during such period. These structures make exercise of the option extremely expensive to the 
investor, but they nevertheless meet the legal maturity requirements they are designed to address. If the put option 
is exercised by the investor-an event that is beyond the control of the transferor-lhe transferor will own a 
beneficial interest that it must either retain or sell. The tenns of the beneficial interest are fIXed and do not change 
as a result of the exercise of the put option. In this instance, while the transferor has an element of risk associated 
with its written put, we fail to see how this risk automatically equates to the transferor retaining control of the 
transferred assets. This represents another instance within the Exposure Draft where we believe overlaying a risks
and-rewards model onto F AS 140' s control-based approach does not translate into a cohesive fmancial reporting 
framework. Again, we do not understand the benefit of this requirement because these transactions have not been 
discussed in Appendix A. 
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We again note that the transferor is required under FAS 133 to carry all derivatives at fair value. We believe that 
the put option described above carried at fair value by the transferor is consistent with the financial components 
model on which F AS 140 is based and provides for transparent reporting. 

Additional Restrictions on a QSPE that Has the Ability to Reissue BenefICial Interests 

The Board has made clear its desire to eliminate the "incentive to convert variable interest entities to qualifying 
SPEs to avoid consolidation." However, we believe the basis for conclusions contains a number of confusing 
statements in its discussion. For example, paragraphs A5 and A6 suggest that the Board was unaware that certain 
QSPEs issued short-term beneficial interests to fmance longer-term assets. We note that both the definition of 
"beneficial interests" in FAS 140 and question 33 in the FAS 140 Implementation Guide specifically indicate that a 
commercial paper obligation may be a beneficial interest of a QSPE. The issuance of commercial paper by 
securitization vehicles (many of these securitization vehicles met the requirements to be QSPEs under both FAS 125 
and FAS 140) predates both FAS 125 and FAS 140 and was discussed in the public roundtable held in connection 
with the issuance ofFAS 140. 

Paragraphs A6 and A 7 appear to view the issuance of commercial paper as requiring a pledging and repledging of 
the assets. We believe this characterization is incorrect. Assets typically are pledged to a collateral agent when they 
are transferred to an SPE. This pledge is granted for the benefit of all commercial paper holders, liquidity providers 
and other parties. The pledge does not change when the holders of commercial paper notes change and is released 
only when the assets leave the SPE. 

As previously noted, the Exposure Draft does not defme what constitutes a reissuance. In addition to the issuance of 
new series in a master trust discussed earlier, we are unclear as to whether the resetting of the coupon on reset rate 
notes or auction rate notes constitutes a reissuance. The coupon on a reset rate note is detennined by a remarketing 
agent at a market-clearing rate at the time of each remarketing. The coupon on an auction rate note is reset at a 
market-clearing rate through an auction process. In many structures, existing BIHs are required to continue to hold 
their beneficial interests as a result of a "failed" remarketing or auction process, albeit with a higher coupon. In 
other structures, they have the benefit of a liquidity facility where the liquidity provider purchases their beneficial 
interests with the higher coupon. Because the same securities remain outstanding, we do not believe that this 
constitutes a reissuance. 

Restriction in Paragraph 35(j)(J) Should Be Eliminated 

We do not understand the restriction provided in paragraph 35(1)(1) that no party may provide a commitment to 
provide cash or other assets to a QSPE that represents more than 50% of the total fair value ofall such 
commitments. Based on the discussion in paragraphs A9 and A II, this restriction appears to be based on an 
inconsistent application of the analysis required by FIN 46. In most cases, guarantees or liquidity facilities are used 
to support the most senior class of beneficial interests. These guarantees or liquidity facilities typically have the 
benefit of credit enhancement, generally provided in the form of a subordinate retained interest held by the 
transferor or another party. If the commitment is provided by a party that does not hold the subordinate interest, 
such provider would not in most cases be the primary beneficiary according to FIN 46. We do not understand how 
such third party support provides the transferor or other holder of the subordinate interest with the ability to exert 
control purely as a result of such support. We believe that the provision in paragraph 35(1)(1) should be eliminated. 

Restriction in Paragraph 35(j)(2) Should Be Modified 

The restriction provided in paragraph 35(1)(2) limits the ability of any party to exercise effective control over the 
assets through a restriction on the ability to make decisions regarding the reissuance of beneficial interests when 
they either own a subordinate interest or provide liquidity facilities. 

We suggest the following changes. Although we do not believe that a party that has both the right to make 
decisions regarding the reissuance of beneficial interests and provides a liquidity facility necessarily controls a 
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QSPE, we agree that the Board has provided a reasonable basis for this conclusion. We suggest that such party be 
subject to a maximum percentage of the liquidity facility. The Board may recall that the staff's recommendation to 
the Emerging Issues Task Force (the "EITF") in connection with Issue No. 02-12 was less than a majority of the 
facility. 

More importantly, when a party has the right to make decisions regarding the reissuance of beneficial interests and 
owns a non-senior beneficial interest in the QSPE, but does NOT provide ANY part of a liquidity facility, we 
believe that the QSPE should remain qualifying as long as such decision-making ability is significantly limited. 
One possible limitation could be significant limits on the maturity of the reissued beneficial interests. These limits 
would reduce the extent to which such party could "enhance" the value of its interest. 

For example, a number of credit card issuers, including Discover Bank, a subsidiary of Morgan Stanley, issue a 
series of beneficial interests that consists of extendible commercial paper out of their master trusts. (This extendible 
commercial paper issuance is not discussed in the more general discussion of revolving trusts and master trusts 
above. It clearly constitutes a reissuance.) The expected maturities of the commercial paper are permitted to range 
between 1 day and 94 days, with some additional limitations. If replacement commercial paper cannot be sold, the 
commercial paper extends with an increase in the interest rate. The existing commercial paper holders continue to 
hold the extended commercial paper or sell it in the secondary market. The extended commercial paper is 
amortized with monthly principal collections on the receivables as required in the legal documents. Third party 
liquidity providers are obligated to purchase maturity certificates at an even higher interest rate if any extended 
commercial paper remains outstanding at 390 days (based on historical portfolio performance statistics, no extended 
commercial paper is expected to be outstanding on such date). The proceeds from the issuance of the maturity 
certificates are used to retire the extended commercial paper. The ability of the transferor to "enhance or protect the 
value of its own interest in a qualifying SPE by ... making decisions about reissuing beneficial interests" (per 
paragraph A13) is trivial at best. 

Very little discretion is actually required in the issuance of commercial paper. The footnote in paragraph 35(f)(2) 
merely notes that "decisions implies discretion. The ability or responsibility to take action is not decision 
making ... if the party taking action has no discretion." We believe that the issuance of commercial paper within 
specified limits such as those described above represents decision making that is significantly limited. 
Alternatively, issuance decisions could be made by third party dealers as long as such dealers were not considered to 
be agents of the transferor. 

Restriction in Paragraph 35(f)(3) Should Be Eliminated 

As we discussed above, we believe that limited guarantees and subordinate interests are similar economic positions. 
As a result, we do not understand the restriction imposed in paragraph 35(f)(3). Moreover, in master trusts, a non
senior beneficial interest in one series may provide no support to another series which benefits from an insurance 
policy or liquidity facility provided by a party that also holds the non-senior beneficial interest. 

In addition, this provision could have unintended consequences. For example, a QSPE could lose its qualifying 
status if an affiliate of a third-party liquidity provider later purchased in the secondary market a subordinate interest 
in the same QSPE. We do not believe that the Board intended that the accounting treatment for a transferor should 
be dictated by the actions of third parties over which the transferor had no control. We recommend that the 
provision in paragraph 35(f)(3) be eliminated. 

Prohibition on Equity Securities 

During the Board's deliberations on this point, it had decided that the equity securities prohibited would be based on 
the defmition contained in Statement of Financial Accounting Standards No. 115, Accounting/or Certain 
Investments in Debt and Equity Securities ("F AS lIS"). This reference was omitted in the Exposure Draft with no 
defmition of "equity instruments" provided. Amounts on deposit in reserve funds and other trust accounts for 
QSPEs frequently are invested in money market mutual funds. These investments may be viewed as equity 

Page 12 



securities with readily determinable fair values and thus may be captured in the FAS 115 defmition. We do not 
believe that the Board intended to preclude short-term investments in money market mutual funds (these 
investments are permitted in paragraph 35(c)(6) ofFAS 140) and suggest clarification be provided. 

In addition, we believe that a QSPE should be permitted to hold beneficial interests in other SPEs, irrespective of 
whether the beneficial interests take the form of debt securities or equiIy securities, as long as the assets represented 
by those beneficial interests do not include equiIy securities as prohibited above. 

The Amendment, if issued, should provide for a temporary exception for equiIy securities received by a QSPE as a 
result of circumstances that are beyond the control of the QSPE or the transferor. For example, a QSPE may receive 
equiIy securities in a recapitalization by the issuer in exchange for debt securities that it formerly held. These 
circumstances are analogous to the real estate or other non-fmancial assets a QSPE may obtain in a foreclosure 
proceeding as permitted under paragraphs 35(c)(5) and 41. Foreclosure is discussed as an activiIy that is inherent to 
ownership offmancial assets in paragraph 61 ofFAS 140. Question 29 of the FAS 140 Implementation Guide 
specifically indicates that a QSPE may hold such non-fmancial assets temporarily. Further, equiIy securities 
received in a recapitalization by the issuer of the debt securities held by the QSPE are analogous to an embedded 
call option on the specific assets because the issuer controls the recapitalization (refer to paragraph 50 in FAS 140). 
We suggest a clarification to this effect be included in any fmal standard. 

Proposed Changes to Paragraph 9(b) Produce Inexplicable Results 

Paragraph II of the Exposure Oraft changes the requirement in paragraph 9(b) for a sale offmancial assets. The 
current provision requires the transferee to have the right to pledge or exchange the transferred assets. However, if 
the transferee is a QSPE, the Board recognizes that the QSPE cannot have this right and thus requires only that each 
of the BIHs have the right to pledge or exchange their beneficial interests. For this reason, most securitization 
transactions use structures in which the issuer of the beneficial interests is a QSPE. 

It is clear that this requirement is yet another provision designed to require consolidation of multi-seller commercial 
paper conduits. In other sectors of the securitization markets, it produces seemingly inexplicable results. For 
example, consider the collateralized debt obligation ("COO") market. Because most COOs give the collateral 
manager the discretion to buy and sell assets (and, therefore, the transferee meets the current requirements of 
paragraph 9(b) ofFAS 140), these transactions do not generally use QSPEs and are subject to the requirements of 
FIN 46. 

This change could prevent any transferor from using a two-step sale in transferring assets to a non-qualifying COO 
and treating the transfer of assets as a sale. The transferor may have no significant continuing involvement with the 
COO (for example, it may not serve as the collateral manager and it may not own any-or at least any significant 
percentage-ofthe beneficial interests in the COO). In spite of its lack of significant involvement, it would 
continue to recognize the assets it transferred because the transfer would not meet the new conditions for a sale of 
fmancial assets. 

Many collateral managers select an underwriter before they have accumulated the assets that will be sold to the 
COO. During the period in which the COO is being structured, negotiated with the rating agencies and marketed, 
the collateral manager begins to accumulate the assets. Frequently, the underwriter provides warehouse fmancing 
and owns the assets outright, with any gains or losses suffered during the warehousing period to be absorbed by the 
COO when it is established at closing. The underwriter generally will absorb any gains or losses if the COO 
transaction does not close. 

Lawyers may require a two-step sale to insure that the underwriter and its creditors can have no future claim against 
the COO. In most cases, the underwriter does not own a significant amount of beneficial interests in the COO upon 
the conclusion of the marketing process (it may, however, buy and sell beneficial interests in the COO in secondary 
market transactions as part of its regular market-making activities and must assess whether it is the primary 
beneficiary if a reconsideration event occurs). The underwriter cannot be the primary beneficiary upon an 
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application of the requirements of FIN 46 if it does not hold beneficial interests that will absorb a majority of the 
entity's expected losses or expected residual returns. (It cannot meet this test if it does not hold a majority of the 
beneficial interests of any class.) However, the underwriter may be required to continue to recognize the loans 
transferred to the CDO even though it has no control over the CDO and may have no significant exposure to 
expected losses or expected residual returns. We do not understand how this result provides better information to 
users of fmancial statements. 

Accounting Changes Impose Real Costs and Longer Transition Period Is Needed 

It appears the Board does not understand how difficult and costly the frequent changes in accounting standards can 
be. Morgan Stanley established the Discover Card Master Trust I (the "Master Trust") in October 1993. The 
Master Trust serves as the platform for all of Discover Bank's securitization activity. When the amendment to FAS 
140 becomes effective, the Master Trust will have been subject to four different accounting standards in a period of 
approximately ten years. In addition, related EITF and implementation guidance has also changed during that 
period. 

The Exposure Draft dismisses the costs associated with a decision to "restructure existing entities" as "not costs of 
implementing the Statement." This statement is narve at best. Sale accounting may be required in order to achieve 
other objectives (e.g., minimize regulatory capital requirements). Transferors that structured transactions to achieve 
sale accounting on a good faith basis in reliance upon the then current rules are not provided adequate transition 
time in many cases. 

For example, as noted above, a master trust may include a series of beneficial interests that consists of extendible 
commercial paper. If required by an amendment, a transferor may choose to cease further issuance of this 
commercial paper in order to retain the qualifYing status of the master trust. An effective date as of the beginning of 
the next interim period would not permit sufficient time to retire these outstanding short-term beneficial interests 
from collections on the receivables. 

In addition, we believe that further special transition rules should be developed for master trusts. Existing series 
issued by master trusts should be grandfathered as long as they continue to meet the requirements at the time of 
issuance and new series issued by the master trust meet the new requirements. Many of the changes proposed 
would otherwise require that a new master trust be established to issue new beneficial interests to avoid the loss of 
qualifYing status for the existing master trust. We do not understand what benefits are gained through a requirement 
that a new trust be established. 

* • • * * * * * * * 

We would he pleased to discuss our comments with the Board or the Staff. Please contact Staci Lublin at (212) 
537-2456, Karen Dealey at (212) 537-2452 or Doug Van Ness at (212) 761-1779 with questions or comments. 

Further, we would like to participate in the public roundtable discussion currently planned for August 28, 2003. We 
have already made a request to that effect. 
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Sincerely, 

Is! David S. Moser 
Managing Director, 
Principal Accounting Officer 


