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Dodd-Frank risk retention 
requirement implemented  
by SEC and banking agencies

The SEC and banking agencies have adopted credit risk retention rules, 
the so-called “skin-in-the-game” rules, as directed by the Dodd-Frank Act 
(Release No. 34-73407). The new rules are interagency rules requiring lenders 
to retain some of the risk for the loans that go into securitized asset pools. 
Excluded from the requirements are home mortgages that meet the standards 
necessary under the qualified residential mortgage, or QRM, exception. 
Under the final rules, QRM will be equivalent to QM, that is, the Quali-
fied Mortgage rule approved by the Consumer Financial Protection Bureau 
(CFPB).  The rules take effect one year after Federal Register publication 
with respect to asset-backed securities collateralized by residential mortgages 
and two years with respect to all other classes of asset-backed securities.

The risk retention rules will provide more certainty in the securitization 
markets, which play a vital role in financing the needs of consumers, from 
autos to housing. In addition to the SEC, five other agencies worked together 
to finalize the rules: the Federal Deposit Insurance Corp., the Federal 
Reserve, the Comptroller of the Currency, the Federal Housing Finance 
Agency, and the Department of Housing and Urban Development. 

The agencies believe that a QRM definition aligned with the definition of a 
QM meets the statutory goals and directive of Section 15G of the Exchange 
Act to protect investors and enhance financial stability, in part by limiting 
credit risk, while also preserving access to affordable credit and facilitating 
compliance. This is echoed by the Securities Industry and Financial Markets 
Association (SIFMA) which commented, “The finalization of the credit 
risk retention rules will help clarify the regulatory rules of the road for 
securitization”, said the “bringing some relief to the regulatory uncertainty 
that has been a negative factor in the recovery of non-government guaranteed 
mortgage securitization”.  

Senator Robert Corker (R-Tenn), a key member of the Banking Commit-
tee, had also strongly encouraged the financial regulators to consider drafting 
a qualified residential mortgage rule as part of the risk retention regulations 
that aligns with the qualified mortgage regulations adopted by the CFPB. 
Senator Corker reasoned that matching the CFPB’s version of a safe loan for 
any borrower with the definition of what constitutes a loan that the SEC and 
banking agencies ultimately decide is safe for securitization makes sense for 
the financial system and is consistent with the intent of the Dodd-Frank Act.

Senator Johnny Isakson (R-Ga), the co-sponsor of the carve out for quali-
fied residential mortgages, praised the regulators for striking the right balance 
and compromise in the final rules and Isakson reaffirmed what he had said 
during the Dodd-Frank legislative debate, that poor underwriting and not 
low down payments led the nation into the housing crisis.

Senator Isakson applauded the action by the federal regulators in finaliz-
ing a rule that will require banks that sell loans to retain some risk on their 

✔	 Excluded from the risk retention requirements 
are home mortgages that meet the standards 
necessary under the qualified residential 
mortgage, or QRM, exception. 

✔	 The rules take effect one year after Federal 
Register publication with respect to asset-
backed securities collateralized by residential 
mortgages and two years with respect to all 
other classes of asset-backed securities.

✔	 The final rules state that, for securitizations 
where two or more entities would each meet 
the definition of sponsor, one of the sponsors 
would have to comply with the rules.

✔	 There is no indication that Congress sought 
to exclude any specific type of securitization 
structure from the requirements of Section 15G.

✔	 The final rules extend the 9 month maximum 
maturity and define ABCP as asset-backed 
commercial paper that has a maturity at the 
time of issuance not exceeding 397 days, 
exclusive of grace periods, or any renewal 
thereof the maturity of which is likewise limited.

✔	 The safe harbor is intended to exclude from 
the risk retention requirements transactions 
in which the effects on U.S. interests are 
sufficiently remote so as not to significantly 
impact underwriting standards and risk 
management practices in the United States or 
the interests of U.S. investors.

✔	 The final rules do not provide an exemption from 
risk retention requirements for sponsors of issuing 
entities with respect to tender option bonds.

Highlights

http://www.sec.gov/rules/final/2014/34-73407.pdf
http://www.isakson.senate.gov/public/index.cfm/news-releases?ID=390f7e4c-9eba-4fc6-9514-17e6b6e39901
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books and the inclusion of an important exception to 
ensure that highly qualified homebuyers have access 
to affordable homes loans. He noted that the QRM 
is a very important exception from the risk retention 
provisions that recognizes the critical role of sound 
underwriting in mortgage finance. In focusing on 
disciplined underwriting and creating a level playing 
field for private mortgage issuers, he reasoned, the 
regulators are setting the stage for a strong and stable 
housing market. Ensuring that qualified borrowers 
have access to safe mortgages, while protecting the 
marketplace and lowering delinquencies and defaults 
will bring certainty and to strengthen the U.S. hous-
ing market, and in turn, the broader U.S. economy, 
according to Senator Isakson.

Shift from originate-and-hold to originate and 
distribute model. The risk retention rules accept and 
essentially codify the move from the originate-and-hold 
model to the originate-and-distribute model on which 
the securitization market is based. Historically, explained 
SEC Commissioner Luis Aguilar, who voted for the final 
rules, banks funded loans through customer deposits 
and they retained the loans on their balance sheets. 
Under this traditional originate-to-hold model, banks 
were incentivized to originate high credit quality loans 
because the banks bore the risk that the loans would not 
be repaid. The advent of the securitization market and 
the pooling of assets gradually resulted in an originate-
to-distribute business model in which banks and other 
lenders could originate loans and quickly sell them into 
securitization pools.

The originate-to-distribute model is a double-edged 
sword.  The model has the positive effect of allowing 
lenders to enhance their liquidity and, thus, make credit 
more widely available, but it also results in lenders 
transferring the risk of non-payment to investors in 
asset-backed securities. 

Section 941 of the Dodd-Frank Act added Section 
15G to the Exchange Act requiring the securitizer of 
asset-backed securities to retain not less than 5% of the 
credit risk of the assets of collateralized asset-backed 
securities. Section 15G contains an exemption for 
asset-backed securities that are collateralized exclusively 
by residential mortgages and which qualify as QRMs.

What is a “securitizer”.The term “securitizer” refers 
to both the issuer of the asset-backed securities transac-
tion, or a person who organizes and initiates such a 
transaction by selling or transferring assets, including 
through an affiliate or issuer. The securitizer also could 
encompass what are sometimes referred to as securitiza-
tion sponsors or depositors.

Review of the QRM standard. Comptroller of the 
Currency Thomas Curry noted that regulators have 
committed to reviewing the QRM standard in four 
years. By then, he surmised, there should be enough 
experience with the standard to know whether it strikes 
the right balance between long-term financial stability 
and consumer home-financing needs, and can be 
adjusted if necessary. The review is designed to coordi-
nate with the timing of the CFPB’s statutorily mandated 
assessment of QM. However, it should be noted that 
the final rules provide that the SEC or any of the other 
adopting agencies may request a review of the definition 
of QRM at any time.

SEC Chair Mary Jo White emphasized the importance 
of these monitoring provisions since mortgage and 
securitization market conditions change and underwrit-
ing practices and product offerings evolve. Responses 
to these changes may be reflected in modifications to 
the CFPB’s definition of QM from time to time, which 
could then be reflected in the definition of QRM. 
However, because federal agencies cannot rely solely 
on this tool as a means to monitor the effectiveness of 
the QRM definition, according to Chair White it is 
essential that the risk retention rules contain a com-
mitment by the agencies to review the QRM definition 
at regular intervals, or at the request of any agency. 
This requirement provides an opportunity to consider 
changed circumstances, including any changes to the 
structure and framework of Fannie Mae and Freddie 
Mac and whether additional regulatory changes affect-
ing securitization should be made. With this in mind, 
the Chair directed the SEC staff to monitor changes 
in this market, including changes made by the CFPB 
to the qualified mortgage standard, developments in 
underwriting practices, delinquency rates, and trends in 
the securitization market generally.

CFPB standard.  The CFPB is not among the six 
federal agencies tasked by Congress with promulgating 
the risk retention rules.  However, it is expected that 
the CFPB’s definition of qualified mortgage will result 
in mortgages that, as Congress intended, have a lower 
risk of default than other mortgages.  For example, the 
CFPB’s qualified mortgage definition requires meeting 
certain minimum underwriting standards, prohibits 
certain predatory loan features, and provides for a total 
debt-to-income ratio that does not exceed 43%.

The QM also requires that a loan have no negative 
amortization, interest only or balloon features and that 
total points and fees not exceed 3% of the total loan 
amount. In addition, the QM contains a requirement 
for lenders to consider and verify a consumer’s income 

http://www.sec.gov/News/PublicStmt/Detail/PublicStmt/1370543250034#.VFvzn2lOXIV
http://www.sec.gov/News/PublicStmt/Detail/PublicStmt/1370543238323#.VFvz3GlOXIV
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and assets, including employment status if relied upon, 
and current debt obligations, mortgage-related obliga-
tions, alimony and child support.

Commissioner Aguilar pointed out that, unfortunate-
ly, whether a borrower has the presumed capability to 
repay his or her loan is not exactly the same as whether 
that loan has a high likelihood of serious delinquency 
or default. For example, a borrower at origination may 
be financially capable of paying off a mortgage, but if 
the loan requires no down payment and the mortgage 
secures a second home, the borrower may be less willing 
to pay down a mortgage if his or her life is unexpectedly 
interrupted by a medical emergency or job displacement.

Risk  retention. The final rules apply a 5 % minimum 
base risk retention requirement to all securitization 
transactions that are within the scope of Section 15G 
and prohibit the sponsor from hedging or otherwise 
transferring its retained interest prior to the applicable 
sunset date. The final rules also allow a sponsor to satisfy 
its risk retention obligation by retaining an eligible 
vertical interest, an eligible horizontal residual interest, 
or any combination thereof as long as the amount of the 
eligible vertical interest and the amount of the eligible 
horizontal residual interest combined is no less than 5%.

The amount of the eligible vertical interest is equal to 
the percentage of each class of  asset-backed securities 
interests issued in the securitization transaction held 
by the sponsor as eligible vertical risk retention. The 
amount of eligible horizontal residual interest is equal to 
the fair value of the eligible horizontal residual interest 
divided by the fair value of all asset-backed securities 
interests issued in the securitization transaction. 

Based on comments received, the agencies concluded 
that the proposed cash flow restriction on the eligible 
horizontal residual interest could lead to unintended 
consequences or have a disparate impact on some asset 
classes. Accordingly, there were no such restrictions 
included in the final rules.

The credit risk retention requirements, said Chair 
White, are designed to realign the incentives of 
securitizers and investors by requiring securitizers 
to retain an economic interest in the credit risk of 
the assets they securitize. At the same time, there are 
exemptions for assets that meet underwriting and other 
standards designed to help ensure that these assets 
are a low credit risk, and therefore do not require risk 
retention measures.

The rules provide sponsors with several options to 
satisfy the risk retention requirements, offering flexibility 
but not diminishing the strength of the new incentives. 
Disclosure, a key SEC tool, is also an important part of 

each of the options, as sponsors are required to disclose 
to investors important information about the required 
risk retention, such as the interest retained in the 
transaction, the fair value amount, and, under certain 
options, the identity of the legal entity involved.

At their core, the risk retention rules are intended 
to balance the incentives of sponsors and asset-backed 
investors by requiring sponsors to retain a financial 
interest and maintain skin-in-the-game. Furthermore, 
the rules prohibit sponsors  from diluting the required 
risk retention by dividing the economic interest among 
multiple parties, or hedging or transferring the credit 
risk the sponsor is required to retain.

Securities industry reaction. While the securities 
industry was generally pleased with the final risk reten-
tion rules, there were a number of areas of concern as 
expressed in a SIFMA comparison discussion of what the 
industry wanted and what the final rules actually said. 

SIFMA had urged that participation interests and 
representative sampling should be permitted methods of 
risk retention. The final rules do not, however, include 
a representative sample option. The agencies concluded 
that allowing a sample option would be insufficient to 
address concerns about the practicality of obtaining an 
adequate and truly representative sample, while provid-
ing sufficient flexibility for use of the option in more 
than extremely limited scenarios.

The securities industry also asked that multiple 
sponsors be permitted to allocate risk retention among 
themselves. Instead, the final rules state that, for securiti-
zations where two or more entities would each meet the 
definition of sponsor, one of the sponsors would have 
to comply with the rules. The agencies are not allowing 

SIFMA had urged that 
participation interests and 
representative sampling should 
be permitted methods of risk 
retention. The final rules do not, 
however, include a representative 
sample option.

http://www.sifma.org/uploadedfiles/issues/capital_markets/securitization/risk_retention/sifma%20risk%20retention%20comparison.pdf?n=24151
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sponsors to divide the required risk retention generally 
because they believe that allowing multiple sponsors to 
divide required risk retention among themselves would 
dilute the economic risk being retained and, as a result, 
reduce the intended alignment of interest between the 
sponsor and the investors.

Collateralized Loan Obligations (CLOs). The 
securities industry has expressed disappointment 
that the regulators did not appear to respond to the 
numerous requests to tailor the risk retention rules for 
CLOs, and are concerned that the rules may have a 
negative impact on the ability of CLOs to fund credit 
creation.  This is important because CLOs are a key 
source of funding for “Main Street” businesses and 
other corporate borrowers, and this funding could 
become more expensive and less available.

A CLO is an asset-backed security that is typically 
collateralized by portions of tranches of senior, secured 
commercial loans or similar obligations of borrowers 
who are of lower credit quality or who do not have 
a third-party evaluation of the likelihood of timely 
payment of interest and repayment of principal. There 
are two general types of CLOs; open market CLOs and 
balance sheet CLOs. A balance sheet CLO securitizes 
loans already held by a single institution or its affiliates 
in its portfolio, while an open market CLO securitizes 
assets purchased on the secondary market, in accordance 
with investment guidelines. CLOs are organized and 
initiated by a CLO manager usually when the CLO 
manager partners with a structuring bank that assists 
in financing asset purchases that occur before the legal 
formation of the CLO.

After the terms of a CLO transaction, including 
investment guidelines, are agreed upon with key inves-
tors, the CLO manager will usually have sole discretion 
under the governing documents to select portions of 
tranches of syndicated commercial loans on the primary 
or secondary market to be acquired by the CLO in 
compliance with the investment guidelines. A special 
purpose vehicle is formed to issue the asset-backed 
securities collateralized by commercial loans that the 
CLO manager has selected and directed the CLO issuing 
entity to purchase.

The CLO manager retains the obligation to actively 
manage the asset portfolio, in accordance with the 
investment guidelines, and earns management fees and 
performance fees for management services provided. 
CLOs are a type of  collateralized debt obligation 
(CDO). Both are organized and initiated by an asset 
manager that also actively manages the assets for a 
period of time after closing in compliance with invest-

ment guidelines. Typically, both CLOs and CDOs are 
characterized by relatively simple sequential pay capital 
structures and significant participation by key investors 
in the negotiation of investment guidelines.

The agencies applied the risk retention rules to 
CLOs because CLO managers clearly fall within the 
statutory definition of securitizer set forth in Section 
15G.  Moreover, the agencies believe it is consistent with 
the purpose of Section 15G, and the Dodd-Frank Act, 
to apply the risk retention rules to CLOs. There is no 
indication that Congress sought to exclude any specific 
type of securitization structure from the requirements 
of Section 15G. Congress directed the agencies to apply 
risk retention generally with respect to all asset-backed 
securities. Subject only to specific limitations, authority 
to determine other exemptions was left to the imple-
menting agencies.

The securities industry is not the only one likely to be 
disappointed by the applicability of the risk retention 
rules to CLOs. The chairs of two key House oversight 
subcommittees had urged the SEC and the banking 
agencies to take into account the unique aspects of 
open-market CLOs when crafting the final regulations 
implementing Section 941.  In a letter to Mary Jo 
White, Rep. Scott McHenry (R-.NC.), chair of the 
Oversight Subcommittee of the Financial Services Com-
mittee, and Rep. Scott Garrett (R-N.J.), chair of the 
Capital Markets Subcommittee, said that the application 
of the risk retention rules to CLOs would eliminate the 
incentive to arrange or manage a CLO, unnecessarily 
consolidate the industry, and raise borrowing costs for 
businesses. The House Chairs noted that CLOs do not 
use the originate-to-distribute securitization model used 
in other asset-backed securities markets. Rather, these 
financial instruments are typically organized by invest-
ment managers and operate more like mutual funds.

Asset-backed commercial paper. Asset-backed com-
mercial paper (ABCP) is a type of asset-backed security 
that is typically issued to investors by a special purpose 
vehicle (or conduit) sponsored by a financial institu-
tion. The commercial paper issued by the conduit is 
collateralized by a pool of asset-backed securities, which 
may change over the life of the entity. ABCP conduits 
generally purchase longer-term assets financed by the 
issuance of shorter-term liabilities, and the liabilities are 
rolled, or refinanced, at regular intervals.

In a typical ABCP conduit transaction, the sponsor’s 
customer (an originator-seller) sells loans or receivables 
to an intermediate, bankruptcy remote special purpose 
vehicle. The credit risk of the receivables transferred 
to the special purpose vehicle are typically separated 
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into two classes: a senior asset-backed securities interest 
acquired by the ABCP conduit and a residual interest 
that absorbs first losses on the receivables and is retained 
by the originator-seller. 

The residual interest retained by the originator-seller 
typically is sized with the intention that it be sufficiently 
large to absorb all losses on the underlying receivables. 
In this structure, the ABCP conduit issues short-term 
ABCP collateralized by the senior asset-backed securi-
ties interests purchased from one or more intermediate 
special purpose vehicles which are, in turn, supported 
by the subordination provided by the residual asset-
backed securities interests retained by the originator-
sellers.  In this instance, the sponsors of underlying 
asset-backed securities interests would be subject to risk 
retention requirements.

The sponsor of this type of ABCP conduit, which is 
usually a bank or other regulated financial institution or 
their affiliate, also typically provides 100 % liquidity cover-
age on the ABCP issued by the conduit. This liquidity 
coverage typically requires the support provider to provide 
funding to, or purchase assets or ABCP from the ABCP 
conduit in the event that the conduit lacks the funds 
necessary to repay maturing ABCP issued by the conduit.

SIFMA believes that the agencies understood industry 
concerns that a significant number of existing partially-
supported conduits will likely not be able to use the 
ABCP option to satisfy the risk retention requirement 
because they are covered by a liquidity facility that adjusts 
the funding obligation of the liquidity provider according 
to the performance of the assets collateralizing the asset-
backed securities interests held by the ABCP conduit. 
However, the agencies observed that a liquidity facility of 
the type described by commenters that reduces the obliga-
tion of the liquidity provider to provide funding based 
on a formula that takes into consideration the amount of 
non-performing assets could serve to insulate the liquidity 
provider from the credit risk of non-performing assets in 
the securitization transaction. This would fly in the face of 
the intent that the ABCP option is designed to accom-
modate conduits that expose the liquidity provider to the 
full credit risk of the assets in the securitization.

The ABCP option is designed to accommodate 
conduits that expose the liquidity provider to the full 
credit risk of the assets in the securitization, with the 
expectation that exposure to the credit risk of such assets 
will provide the liquidity providers with incentive to 
undertake robust credit underwriting and monitoring.

 While the final rules continue to require that there 
be only one registered liquidity provider with respon-
sibility to make payment in respect of the commercial 

paper notes, the regulated liquidity provider is not 
prohibited from hedging its liquidity obligation or 
from backstopping the obligation by entering into 
sub-participations or other arrangements in respect of 
this commitment, so long as one regulated liquidity 
provider remains directly responsible to all holders of 
ABCP issued by the conduit.

The industry asked for an expansion to reflect market 
practice of the types of assets that are permitted to 
collateralize ABCP conduit, but the agencies declined 
to extend the ABCP option to ABCP conduits that 
purchase asset-backed securities interests other than in 
an initial issuance by or on behalf of an originator-seller’s 
intermediate special purpose vehicle.

While the securities industry contends that because 
of the ever-changing asset base of ABCP conduits, the 
proposed monitoring and disclosure requirements for 
ABCP conduit sponsors would be burdensome and 
unnecessary, the final rules still require  the sponsor to 
monitor originator-sellers’ compliance, notify investors 
of any compliance failure by an originator-seller and take 
steps to cure the breach.

Although commenters objected to the require-
ment to identify originator-sellers by name in these 
circumstances, the agencies believe it is an important 
part of incentivizing the originator-seller and ABCP 
conduit sponsor to comply with the requirements of 
the ABCP option. The final rules require that disclosure 
be provided before or contemporaneously with the first 
sale of ABCP to the investor and must be provided on 
at least a monthly basis to all conduit investors.  The 
disclosure must contain the following information as of 
a date not more than 60 days prior to the date of first 
use with investors: 

1) the name and form of organization of the regulated 
liquidity provider that provides liquidity coverage to 

The ABCP option is designed to 
accommodate conduits that 
expose the liquidity provider to 
the full credit risk of the assets in 
the securitization.
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the eligible ABCP conduit, including a description 
of the material terms of such liquidity coverage, and 
notice of any failure to fund; 

2) the asset class or brief description of the underlying 
securitized assets;

3) the standard industrial category code (SIC Code) for 
the originator-seller that will retain an interest in the 
securitization transaction; and

4) a description of the percentage amount of risk 
retention by the originator- seller, and whether it is 
in the form of an eligible horizontal residual interest, 
vertical interest, or revolving pool securitization 
seller’s interest, as applicable.

The final rules extend the 9 month maximum matu-
rity and define ABCP as asset-backed commercial paper 
that has a maturity at the time of issuance not exceeding 
397 days, exclusive of grace periods, or any renewal 
thereof the maturity of which is likewise limited.  The 
agencies heeded the industry suggestion that 397 days 
be used because it is consistent with Rule 2a-7 under the 
Investment Company Act.

Commercial Mortgage-Backed Securities (CMBS). 
The agencies adopted the  CMBS option largely as re-
proposed. The SEC believes the option provides a means 
to satisfy the risk retention requirements that, for the 
most part, will allow CMBS issuers to continue current 
market practices that align incentives and improve 
underwriting standards. According to SIFMA, the 
agencies agreed that allowing the third-party purchasers 
to satisfy the risk retention requirement through a 
senior-subordinated structure would significantly dilute 
the effectiveness of the risk retention requirements. They 
thus adopted the pari passu requirement with respect to 
the retained interests held by third-party purchasers in a 
CMBS transaction.

Under the final rules, a sponsor will therefore be able 
to satisfy the risk retention requirements by having up 
to two third-party purchasers (provided that each party’s 
interest is pari passu with the other party’s interest) 
purchase an eligible horizontal residual interest (B-piece) 
in the issuing entity if it is backed solely by commercial 
real estate loans and servicing assets. The third-party 
purchasers would be required to acquire and retain an 
eligible horizontal residual interest in the issuing entity 
in the same form, amount, and manner as the sponsor, 
with the same hedging, transfer, and other restrictions, 
except that after 5 years the third-party purchaser can 
sell the B-piece to another eligible third-party purchaser.

Also, under the final rules, the use of the CMBS 
option requires the appointment of an independent 

operating advisor who, among other obligations, has 
the authority to recommend and call a vote for removal 
of the special servicer under certain conditions. This 
requirement is intended to limit potential conflicts of 
interest between investors in senior tranches and B-piece 
buyers, thus helping to ensure that the benefits of the 
risk retention requirements are preserved and extended 
to all investors.

Cross-border securitizations. The agencies bestowed 
a safe harbor on foreign-related securitization transac-
tions with limited connections to the United States and 
U.S. investors. The safe harbor is intended to exclude 
from the risk retention requirements transactions in 
which the effects on U.S. interests are sufficiently 
remote so as not to significantly impact underwriting 
standards and risk management practices in the United 
States or the interests of U.S. investors. Reliance on this 
safe harbor is conditioned upon limited involvement 
by persons in the United States with respect to both 
securitized assets and the asset-backed securities interests 
sold in connection with the transaction.

The agencies have conditioned use of the safe harbor 
on a 10 % limit on the value of asset-backed securities 
sold to U.S. persons. The agencies believe that the 10 
% limit appropriately aligns the safe harbor with the 
objective of the risk retention rules - to exclude only 
those transactions with limited effect on U.S. interests, 
underwriting standards, risk management practices, or 
U.S. investors. 

The regulators clarified the rules, in general, are 
intended to include only asset-backed securities sold 
in the initial distribution of asset-backed securities 
interests in the calculation of the 10 % limit. Therefore, 
secondary sales to U.S. persons would not normally 
be included in the calculation. However, secondary 
sales into the U.S. under circumstances that indicate 
that such sales were contemplated at the time of the 
issuance, but were not included in calculating the 10 
% limit, might be viewed as part of a plan or scheme to 
evade the requirements of the rules. 

Moreover, the 10 %  limit as applied to the sale or 
transfer of any asset-backed securities interest would 
need to be computed only on the date of initial distribu-
tion of that interest, not an ongoing basis following such 
initial distribution. If different classes or portions of the 
same class of interests are distributed by or on behalf of 
the issuing entity, or a sponsor on different dates, the 
10 % limit would need to be calculated on each such 
distribution date.

Mutual recognition. The securities industry had 
asked for a mutual recognition regime, arguing that, 
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without mutual recognition, the ability of European 
banks to participate in the U.S. securitization markets 
could be eliminated, impairing an important source of 
capital and liquidity. 

The agencies rejected a mutual recognition framework, 
observing that such a framework has not been generally 
adopted in non-U.S. jurisdictions with risk retention 
requirements. Given the many differences between juris-
dictions, such as securitization frameworks that place the 
obligation to comply with risk retention requirements 
upon different parties in the securitization transaction 
and different requirements for hedging, risk transfer, 
or unfunded risk retention, the agencies reasoned that 
it would not be practicable to construct such a mutual 
recognition system that would meet all the requirements 
of Section 15G of the Exchange Act. 

Moreover, in several such jurisdictions, the risk 
retention framework recognizes unfunded forms of risk 
retention, such as standby letters of credit, which the 
agencies do not believe provide sufficient alignment 
of incentives and have rejected as eligible forms of risk 
retention under the U.S. framework.

According to the agencies, the rules have sufficient 
flexibility for sponsors with respect to forms of eligible 
risk retention to permit foreign sponsors seeking a 
significant U.S. investor base to retain risk in a format 
that satisfies applicable foreign and U.S. regulatory 
requirements, even though such dual compliance 
requirements might cause a sponsor to structure a 
transaction differently than it would have chosen had it 
not been subject to such multiple requirements.

Regulation S. Similarly, while the securities industry 
urged a safe harbor for sales by U.S. entities modeled on 
Regulation S under the Securities Act of 1933, the agen-
cies did not agree that securitizations with U.S. persons, 
sponsors or issuing entities with no U.S. offerees, or 
sales pursuant to Regulation S, should be exempt from 
the 10 % limit. If the rules excluded such securitizations 
or sales from the 10 %t limit, warned the agencies, a 
market for poorly underwritten assets could evolve and 
negatively impact U.S. underwriting standards and risk 
management practices.

Tender option bonds.  Several comments on the 
original proposal requested that the agencies exempt 
municipal bond repackaging securitizations (the most 
common form of which are often referred to as tender 
option bonds)  from the risk retention requirements.  
In a typical tender option bond transaction a deposit 
of a single issue of highly rated, long-term municipal 
bonds is made to a trust and the the trust issues two 
classes of securities: floating rate, puttable securities 

(the “floaters”), and an inverse floating rate security 
(the “residual”).  

The final rules do not provide an exemption from 
risk retention requirements for sponsors of issuing 
entities with respect to tender option bonds. The 
agencies believe that tender options bonds are 
asset-backed securities under the definition in Section 
15G because they are securities collateralized by 
self-liquidating financial assets and the holders of the 
securities receive payments that depend primarily on 
cash flow from the securitized assets. Therefore, the 
sponsors of the issuing entities with respect to tender 
option bonds are subject to Section 15G and the 
credit risk retention rules.

Consistent with the treatment of sponsors of other 
asset-backed securities, the holder of risk retention in 
connection with the issuance of tender option bonds 
may divide the asset-backed securities interests or tax-
exempt municipal securities required to be retained 
under the final rules among its majority-owned 
affiliates, but may not do so among unrelated entities 
that are managed by the sponsor. Thus, the sponsor of 
a tender option bond issuance under the rules may not 
sell the asset-backed securities interests required to be 
retained under the rules to a fund it manages unless 
such fund is a majority-owned affiliate of the sponsor. 
Otherwise, the credit risk associated with holding the 
asset-backed securities interests will be transferred to 
the investors in the fund that purchased those inter-
ests, which would undermine the purpose and intent 
of the statute. n

The sponsor of a tender option 
bond issuance under the rules 
may not sell the asset-backed 
securities interests required to 
be retained under the rules to a 
fund it manages unless such fund 
is a majority-owned affiliate of 
the sponsor.
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