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Dear Sirs

EBA Discussion Paper on Simple Standard and Transparent Securitisations 14 October
2014 (the “DP”).

Introduction

The Loan Market Association (“LMA”) welcomes the opportunity to give feedback to the
European Banking Authority (the “EBA™) on the issues raised in the DP, and thank the EBA
for their continued engagement with the CLO market.

Our representations are limited to managed CLOs as opposed to other securitisations, in the
hope that we can engage in productive dialogue with you around that asset class. The LMA
would be pleased to provide additional information on the CLO market following the closure
of this consultation, and would also be keen to meet in the coming months to assist the EBA
on a bilateral basis with any questions pertaining to the CLO market.

As discussed in more detail at question 8 below, we are very concerned that the labelling of
certain types of securitisations as “simple, standard and transparent” will create a “cliff”
effect for securitisations which do not meet the criteria. In our view, as currently proposed
very few securitisations will be able to meet the criteria. Securitisations which do not satisfy
the criteria may be seen by the market as sub-standard thus discouraging investment in
securitisations which do not obtain the label. In addition, favourable LCR and regulatory
capital treatment for securitisations which meet the criteria is likely to discourage investment
by regulated entities in securitisations which do not qualify.

CLOs securitise the debt of sub-investment grade corporates. European corporates need
capital in order to grow their businesses. A robust corporate debt market is an essential
component to grow the European economy particularly in an environment where traditional
lenders are capital constrained. CLOs offer this much needed capital to European corporates.
CLOs should not be disadvantaged because they are actively managed. As discussed in more
detail below, the expertise of a CLO manager can add a great deal of value to a transaction
through managing recoveries on credit impaired and defaulted credits. In fact CLO managers
have consistently outperformed static loan indexes. For example, the default rate for US sub-
investment grade corporate debt median is 3.61% but the median percentage of defaulted
loans held in CLOs is at 0%'. Even through the credit crisis, default rates on European CLOs
remained very low at just 0.1%”.

Whilst CLOs returned to Europe during 2013, with new issuance expected to reach 55 CLOs
with a value of approximately €22 billion some challenging obstacles remain for the market
in the medium term.

! Morgan Stanley CLO Market Tracker Dec 14-2015 CLO Outlook, December 5, 2014

S&P European Structured Finance 12-months Rolling Default Line Drops to its lowest since
March 2010 28 April 2014
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European CLO issuance is limited to a small number of CLO managers (approximately 24)
issuing multiple CLOs with some CLO managers issuing up to seven CLOs contrast this with
the US CLO market where in 2014 alone, 105 CLO managers have issued CLOs®. The risk
retention rules make it very difficult for new managers or small managers to issue. This lack
of diversity is not beneficial to investors. It is important to note that, an increasing proportion
of pre-crisis CLOs have reached the end of their re-investment period. The vast majority of
present European CLO investment capacity is rolling off and is not being replaced in
sufficient volume by the new issue market owing in part to regulatory constraints.

CLOs differ from most static-pool securitisations in some fundamental ways most notably a
CLO is not a balance sheet capital tool, it is a securitisation offering investors tranched
exposure to a managed pool of corporate debt.

Below is a brief description of a CLO:

A CLO portfolio will not usually be complete on closing of the securitisation. During the
warehousing period, prior to issue of bonds by the CLO vehicle, the CLO vehicle
accumulates assets from the open loan market, and these assets must meet the eligibility
criteria.

Once these assets reach a critical mass, the CLO vehicle securitises them by issuing notes to
investors in the market. Following note issuance, the manager continues to purchase assets on
behalf of the CLO vehicle, using the proceeds from the notes issuance, until the target value
of the portfolio is reached. This “ramp-up” period may continue for up to six months after
closing.

There follows a reinvestment period (typically four to five years after closing), during which
the manager i) can trade assets up to a certain percentage (usually 20-30% annually), and any
assets which are “credit improved”, “credit impaired” or defaulted provided the new assets
meet the eligibility criteria and certain tests (described in our response to Question 7 below)
are met, and ii) reinvest principal proceeds from the assets in buying new assets.

After the reinvestment period finishes, i) unscheduled principal payments received from the
underlying assets and ii) sale proceeds from “credit improved” and “credit impaired” assets
may also be reinvested by the CLO manager (to the extent they are not required to pay items
in the principal priority of payments such as any interest shortfalls on senior notes). Other
principal receipts after the reinvestment period are used to redeem the notes sequentially, and
many deals also have a clean-up call once the portfolio falls to 15-20% of its original target
size.

Such “managed” CLOs provide banks, pension funds, insurance companies and other
institutional investors with access to investment in the European corporate debt market but
with robust portfolio quality requirements, structural protections and credit enhancement built
in to the transaction to reduce risk. These features are outlined below. Typically, CLO notes
are not designed to amortise earlier than 4-5 years, hence are longer-term than some
securitisations, which makes them attractive for investors who need to match their investment
to their longer-term liabilities. CLOs do not rely on refinancing as the portfolio is comprised
of assets in which there is an open market. Principal is paid to noteholders as assets amortise
or are sold (to the extent not reinvested) following the end of the reinvestment period.

3

LCD European Leveraged Lending Review, 4Q14, LCDComps
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More detail as to the composition of the portfolio and the structural features of CLOs is given
in our answers to the specific questions below.

List of Questions

1.1

1.2

DO YOU AGREE WITH THE IDENTIFIED IMPEDIMENTS TO THE
SECURITISATION MARKET?

We broadly agree with the impediments outlined in the DP. In addition we would like
to highlight some additional impediments

Grouping of CLOs with CDOs of ABS

The data included in the DP includes an analysis of default rates for “AAA” and
“BBB” rated classes of securitisations. CLOs and ABS CDOs share some common
structural features as do many other types of securitisation, fowever the composition
of CLOs are very different. While the underlying portfolios of CDOs of ABS
consisted primarily of other types of ABS securities, CLO portfolios generally consist
of:

(a) 90% or more senior secured loans and senior secured bonds to sub-
investment-grade corporates; and

(b) the portfolios contain no ABS or synthetic exposures.

Whilst the category of assets securitised by managed CLOs is sub-investment grade
corporate debt, overwhelmingly it is only the senior secured portion of such loans
which compose a CLO portfolio. There is also a minimum rating requirement for the
underlying assets going into the portfolio. The portfolios are actively managed in
accordance with strict portfolio tests. Furthermore, mark to market haircuts are
applied to portfolio assets whose ratings are “CCC” or below and to defaulted
obligations which can result in the failure of the CLO to meet coverage tests thereby
triggering cash flow sweeps in the interest priority of payments to repay principal to
noteholders in order of seniority.

The default rates set-out in the DP do not accurately reflect the actual default rates of
Europfan CLOs. Default rates for European CLOs between 2007 and 2013 was
0.1%.

Basel II and new Basel Proposals for the securitisation framework.

We do not believe that the Basel Committee on Banking Supervision’s (“BCBS”)
proposals have been very helpful. They fail to reflect the true position with regard to
losses incurred in European securitisations.

We believe that capital neutrality should be a basic premise for the regulatory capital
treatment of securitisation exposures. The capital charges applied to a pool of
exposures prior to securitisation should be no worse than the total capital charge

* Source S&P European Structured Finance 12-months Rolling Default level Drops to its Lowest since

mid-2010 28 April 2014.
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applied to the tranches of the securitisation, to reflect the unchanged economic risk
across the pool.

In the case of a managed CLO, the portfolio is managed to ensure compliance with
strict debt coverage tests and collateral quality tests which meet rating agency
requirements. This added layer of protection is not available to direct investors in the
loan portfolio, and the capital charge should reflect this. Any proposal to ascribe
higher capital charges to banks investing in CLOs would be in our view detrimental,
and could pose a real risk that bank investors would pull out of the CLO market,
leaving the universe of CLO investors insufficient to keep CLO issuance
economically viable. This would have a damaging effect on the ability of European
sub-investment grade corporates to raise capital.

1.3 Solvency II and the EIOPA technical report

The proposed capital treatment of CLOs in the Solvency II regime gives us significant
cause for concern. In September 2012, the European Commission requested EIOPA to
review the calibration of capital requirements for investment in certain classes of
long-term finance which provide management of long-term risk for insurers. In
December 2013, EIOPA produced that report, entitled “Technical Report on Standard
Formula Design and Calibration for Certain Long-Term Investments” (the “2013
Report”). In the 2013 Report, the classes of securitisation transaction which qualify
as “Type A” and therefore attract lower capital charges expressly exclude CLOs other
than SME CLOs. The criteria for qualification as “Type A” securitisation in the 2013
Report have now been included in Part I of EIOPA’s “Technical Specification for the
Preparatory Phase” of Solvency II based on the working documents of the Level II
delegated Acts to be published later this year, which was published on 30 April (the
“Technical Specifications™). Our belief is that if CLOs were to remain in the “Type
B” category proposed by EIOPA, there is a real risk that insurers required to use the
Solvency II Standard formula may pull out of investing in CLOs as an asset-class.

We believe that the categorisation of CLOs as “Type B” by EIOPA is based i) on a
misunderstanding of the nature of the risk-mitigating structural features of managed
CLO transactions and ii) a focus on the widening spreads which resulted from rating
downgrades of CLO tranches during the financial crisis - which downgrades were not
borne out by default rates, and have since been largely reversed.

The 2013 Report states (at page 121) “The underlying of CLOs and CDOs is typically
speculative-grade corporate debt”. As stated above, this is only part of the picture:

(a) the vast majority of CLO “2.0” portfolios consist of 90% or more senior
secured loans and senior secured bonds to corporates; and

(b) the portfolios contain no ABS or synthetic exposures.

Whilst the category of assets securitised by managed CLOs is sub-investment grade
corporate debt, overwhelmingly it is only the senior secured portion of such debt
which goes into the CLO. There is typically a minimum rating requirement for the
underlying assets going into the portfolio. The portfolios are actively managed in
accordance with strict portfolio tests.
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We also believe that EIOPA’s focus on rating downgrades as the main indicator of
quality of an asset class is inappropriate. The 2013 report places CLOs in “Type B”
on the basis that 72.3% of CLOs were downgraded between mid-2007 and end of
2012. We would dispute this figure as representative of the performance of European
CLO tranches.

Firstly, a significant amount of downgrades were a result of a change in the default
models in rating criteria and methodology (some of which has been subsequently
revised), and not actual default rates. S&P had updated their criteria in September
2009, and acknowledged that “Virtually all of the “AAA” downgrades resulted
predominantly from the application of the updated criteria, rather than transaction
performance.”™

Moody’s updated their criteria on 4th February 2009, also changing their default
probability model®, and reviewed CLO tranches against the new criteria. Of the 395
Aaa- rated CLO tranches in Europe at the start of 2009, 47% retained their rating,
while 53% were downgraded’.

Secondly, CLO transactions continued to perform well in relation to other asset
classes following the downgrades to end of 2012, and S&P and Moody’s both
upgraded a significant proportion of tranches in CLO transactions as a result. As
stated in the S&P research paper relied upon by EIOPA®, S&P subsequently upgraded
a number of tranches in CLOs due to the operation of “structural deleveraging”
(explained below). In November 2011 Moody’s announced that 81% of the European
CLO tranches originally rated Aaa were back to their original ratings, as a result of
revised rating criteria in June 2011 together with improved par coverage and credit
quality’. The downgrade figure of 72.3% relied upon by EIOPA is therefore not
representative either of default rates in CLOs, or in fact downgrades in existing CLO
tranches in Europe.

1.4 Risk Retention

The European risk retention requirements in the Capital Requirements Regulation
(“CRR”) and the Alternative Investment Fund Managers Directive (“AIFMD”) have
proved a significant challenge for investors in the CLO market. Despite the
recommendations of I0SCO'? that an exemption from retention be considered for

“Summary of Rating Actions on European CLOs Following Corporate CDO Criteria Update™ -
sap Ratings Direct, 15 June 2010.

“Moody’s updates Key Assumptions for rating CLOs” - Moody’s Global Credit Research 4
February 2009.

“Moody’s Completes European CLO rating review” - Moody’s Global Credit research 21 January
2010.

Pre-Crisis European Structured Finance Still Exhibits Few Defaults” Standard and Poors April
2013”, page 6

See “Moody’s completes European CL.O rating sweep, upgrades 969 tranches” - Moody’s Global
Credit Research, 22 Nov 201 1.

19" «Global Developments in Securitisation Regulation” - [OSCO, 16th November 2012, page 48
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managed CLOs, the “one-size fits all” nature of the retention requirement was
imposed and has presented significant difficulty for CLO structures. As managers
have struggled to fund and hold the retention and the related capital, so investors have
struggled with the requisite assurance that the transaction is compliant if any
mechanism is used other than simply the manager holding and funding the retention
from its own balance sheet (see below).

Similar requirements are due to apply to insurer investors once Solvency II comes
into force, and to UCITs funds once the implementing regulations are made under the
new UCITS Directive.

Apart from the structuring of the retention itself at the outset of the transaction, there
are ongoing difficulties with the retention rules which potentially affect returns to
investors and investors’ ability to remove a failing manager.

1.5  Cost of retention for CLO managers

CLO sponsors meet the retention requirement using one of two of the five retention
options - option 405(1) (a) (“vertical slice”) or option 405(1)(d) (“first loss”).

As most CLO managers do not deal as principal or underwrite financial instruments,
they need to hold capital in an amount of i) the greater of their capital requirement for
credit risk, or ii) an amount representing a quarter of their fixed overheads, under
CRR. Prior to the retention requirements coming into force, many managers did not
take any credit risk, and were therefore calculating capital based on their fixed
overheads.

In holding the retention by way of first loss, assuming an unrated tranche of
subordinated debt, managers applying the standardised approach to credit risk would
have to apply a 1250% risk weight to their securitisation position. With a typical deal
size in a CLO 2.0 being around €400m, a 5% holding as a first loss position will
require capital of €20m.

To hold a vertical slice of the transaction, the manager needs to hold 5% of each of
the tranches sold to investors (including 5% of the first loss tranche). Assuming a
transaction with a total issuance of €400m, including €45m of subordinated debt, the
capital charge on a 5% vertical slice is set out below:

Class of | Amount Rating Credit Risk 5% (€m) Capital
Notes (€Em) Quality | Weight % Charge
Step (€m)
Class A 215 AAA 1 20 10.75 0.17
Class B 50 AA 1 20 2.50 0.04
Class C 30 A 2 50 1.50 0.06
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Class D 20 BBB 3 100 1.00 0.08
Class E 30 BB 4 350 1.50 0.42
Class F 10 B 5 1250 0.50 0.5

Sub Notes 45 N/A N/A 1250 2.25 2.25
Total €20 €3.52

The total capital charge to the CLO manager for holding a vertical slice on this
example transaction is €3.52m, against a €20m capital requirement for holding a first
loss position. Most CLO managers do not hold any of the underlying portfolio prior
to the CLO transaction and the retention rule will always involve a significant
increase in capital and costs, unlike bank originators who (i) can benefit from lower
capital charges by securitising, or at least have those capital charges capped at the
capital charge which applied to the underlying portfolio and (ii) are able to apply the
IRB approach in calculating their capital charge for the retention, which will in many
cases result in a lower capital charge than that produced by the standardised approach
typically used by CLO managers.

As well as their own capital cost, most CLO managers will also require funding for
the purchase of the retention positions. This comes with additional costs to the CLO
manager - even if the retained positions are used as collateral in a secured financing
they are likely to require significant initial margin to be paid to the counterparty.
These additional costs to CLO managers will reduce the issuance of new CLOs which
will in turn reduce the availability of capital to European corporates.

2 SHOULD SYNTHETIC SECURITISATIONS BE EXCLUDED FROM THE
FRAMEWORK FOR SIMPLE STANDARD AND TRANSPARENT
SECURITISATIONS? IF NOT, UNDER WHICH CONDITIONS/CRITERIA
COULD THEY BE CONSIDERED SIMPLE STANDARD AND
TRANSPARENT?

We do not have a view as to whether synthetic securitisations should be excluded.

3 DO YOU BELIEVE THE DEFAULT DEFINITION PROPOSED UNDER
CRITERION 5(II) ABOVE IS APPROPRIATE? WOULD THE DEFAULT
DEFINITION AS PER ARTICLE 178 OF THE CRR BE MORE
APPROPRIATE

Our view is that the default definition should be consistent with the CRR definition.
The market benefits from consistency across regulatory frameworks.
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4 DO YOU BELIEVE THAT, FOR THE PURPOSES OF STANDARDISATION,
THERE SHOULD BE LIMITS IMPOSED ON THE TYPE OF JURISDICTION
(SUCH AS EEA ONLY, EEA AND NON-EEA G10 COUNTRIES, ETC): I)
THE UNDERLYING ASSETS ARE ORIGINATED AND/OR 1I)
GOVERNING THE ACQUISITION PROCESS OF THE SSPE OF THE
UNDERLYING ASSETS IS REGULATED AND/OR III) WHERE THE
ORIGINATOR OR INTERMEDIARY (IF APPLICABLE) IS ESTABLISHED
AND/OR IV) WHERE THE ISSUER/SPONSOR IS ESTABLISHED?

Underlying Portfolio: We are of the view that such limitations should not be included.
Portfolio diversity should be encouraged. Limiting the jurisdiction of the underlying
portfolio would inhibit portfolio diversity. In addition, geographical limitations do not
reflect underlying credit quality particularly where such limitations are arbitrarily
drawn based on geography or economic groupings. However, if such limitations are
included EEA and non-EEA G10 countries should be included.

S DOES THE DISTRIBUTION OF VOTING RIGHTS TO THE MOST SENIOR
TRANCHES IN THE SECURITISATION CONFLICT WITH ANY
NATIONAL PROVISION? WOULD THIS DISTRIBUTION DETER
INVESTORS IN NON-SENIOR TRANCHES AND OBSTACLE THE
STRUCTURING OF TRANSACTIONS?

In CLOs, certain types of decisions such as the ability to accelerate and enforce are
rights which vest solely with the most senior tranche of notes. Some decisions such
as optional redemption of the structure are left to the vote of more junior classes of
notes. In a CLO any exercise of an optional redemption by junior classes of notes
requires that there are sufficient proceeds to repay all interest, principal and expenses
which are senior to the most junior class of unrated debt. This ensures no optional
redemption is exercisable by the most junior class of notes unless all rated debt can be
repaid. If all decisions are left solely to the senior tranches, this could have negative
consequences for the market. In order to obtain AAA ratings there must be a market
for more junior classes in order to provide the subordination necessary to support the
AAA rating. In addition, certain actions related to key “money terms” of a
securitisation require all classes to vote. Disenfranchising junior classes in these
instances, would allow the more senior classes of notes to unilaterally modify the
economics of a securitisation with no consideration of the effect on more junior
tranches. A prohibition on junior classes voting would diminish the appeal of the
more junior classes of notes.

6 DO YOU BELIEVE THAT, FOR THE PURPOSES OF TRANSPARENCY, A
SPECIFIC TIMING OF THE DISCLOSURE OF UNDERLYING
TRANSACTION DOCUMENTATION SHOULD BE REQUIRED? SHOULD
THIS DOCUMENTATION BE DISCLOSED PRIOR TO ISSUANCE?

Offering documents which comply with the Prospectus Directive are required to
describe all material terms. While we do not object with the premise of making the
transaction documents available (CLO transactions documents are made available to
the market following the closing of the transaction), the practicalities of distributing
these prior to issuance would be problematic. As is the case with most transaction
timelines, documents are being negotiated and agreed up to the issue date of the
securities. Investors are required to make their investment decision based on the
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offering document. Issuer, arrangers and collateral managers are required to include
full, accurate and complete disclosure in the offering document. This is the case in
Europe and the United States. Securitisations have multiple documents comprising
many pages. Providing investors with the documents prior to issuance could distract
investors from a full and complete review of the offering document which not only
describes the material terms of the transaction in great detail but also highlights
material risks which investors should be aware of. It should also be noted that under
the European Credit Rating Agency Regulation, it has been proposed that transaction
documents be posted to a public website set-up by ESMA. Again any such disclosure
should be required after the transaction has closed.

7 DO YOU AGREE THAT GRANULARITY IS A RELEVANT FACTOR
DETERMINING THE CREDIT RISK OF THE UNDERLYING? DOES THE
THRESHOLD VALUE PROPOSED UNDER CRITERION B POSE AN
OBSTACLE TO THE STRUCTURING OF SECURITISATION
TRANSACTIONS IN ANY SPECIFIC ASSET CLASS? WOULD ANOTHER
THRESHOLD VALUE BE MORE APPROPRIATE

We do not believe that imposing a large exposure limit is helpful. It is important to
note that granularity of a portfolio does not necessarily equate to better credit quality.
A granular portfolio of poorly underwritten assets does not create a less risky
portfolio. CLOs are already subject to large loan exposure limits in the various tests
which the CLO must satisfy (typically such limit is set to approximately 3%).

8 DO YOU AGREE WITH THE PROPOSED CRITERIA DEFINING SIMPLE
STANDARD AND TRANSPARENT SECURITISATIONS? DO YOU AGREE
WITH THE PROPOSED CREDIT RISK CRITERIA? SHOULD ANY OTHER
CRITERIA BE CONSIDERED?

Criterion 2: We do not share the view that a securitisation should be excluded on the
basis that it is actively managed. A regulated CLO manager adds an expertise to the
transaction and monitors each credit in the portfolio. A CLO manager performs in
depth credit analysis on each asset. The CLO manager has knowledge and experience
in corporate credit and represents the CLO on creditor committees and in work-out
scenarios. These are regulated entities responsible for ensuring the CLO can repay its
obligations to investors. We also disagree that active portfolio management adds a
layer of complexity to a transaction. Investors investing in CLOs analyse both the
Tests (as defined below) and the performance of the CLO managers in the same way
and with the same rigour that they analyse a static portfolio of assets. There is a great
deal of information available to investors on past performance of CLO managers as
well as their approach to credit selection and work-outs. This information is widely
available from a variety of public sources.

Management of a CLO portfolio is subject to collateral quality tests,
overcollateralization tests and concentration limitation tests (the “Tests™) — these are
rigorous rating agency tests measuring over-collateralisation and various portfolio
characteristics which the manager is required to comply with in order to continue to
be able to reinvest in new assets. These portfolio-level tests are already industry-
standard and are particular to managed CLOs as opposed to securitisations of static
portfolios. The CLO manager has to meet the Tests on an ongoing basis. The Tests
and strict trading rules imposed on CLOs means that active management of the
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portfolio has a very limited effect (positive or negative) on the most senior tranches of
a CLO.

The Tests also allow the CLO manager to provide detailed and transparent disclosure
to investors on a monthly basis in respect of the portfolio. They cover data such as
diversity of obligor by industry and geography, weighted average spread on the assets,
weighted average fixed rate coupon, weighted average rating and weighted average
life of the underlying assets.

Unlike traditional asset-backed securities, the underlying portfolios of CLOs are
typically not purchased from one originator or seller but are typically sourced in the
primary or secondary market by regulated investment managers who are independent
of any originator or seller of the loans. The CLO manager is able to independently
assess the quality of the portfolio and is free of the negative incentives which can
arise in an originate-to-distribute securitisation model. This adds an additional level of
credit analysis which is not a feature of other types of securitisation.

Risk-reducing characteristics of managed CLOs

We cannot stress too heavily the fact that the assets in a CLO portfolio are only a part
of the performance of the CLO itself. As we state above, CLOs give investors the
ability to invest in the loan market with the benefit of structural enhancements and
active management which significantly reduce risk to the senior noteholders when
compared with a direct investment, or with a static loan portfolio. The exclusion of
managed portfolios fails to recognise the weight that should be given, uniquely in this
asset class within the securitisation space, to structural deleveraging and active
management.

Structural deleveraging

In summary, structural deleveraging in a CLO interrupts the normal priority of
payments in the event that the quality of the portfolio falls below a certain level. The
debt coverage tests measure the amount of over-collateralisation in the CLO. In a
managed CLO transaction, there is typically a maximum of 7.5% CCC (or below)
rated assets in the portfolio. If these low-rated assets rise above that percentage, those
assets will be treated as valued at market value rather than at the usual par value in
meeting the debt coverage tests. If the debt coverage tests fail as a result, no interest
can be paid out on the junior notes, the majority of the CLO management fees and all
receipts from the assets will go to pay principal on the senior notes sequentially until
the pool complies again with the coverage tests. The same applies to failure of the
coverage tests as a result of defaulted assets. Thus the senior notes benefit both from
the credit enhancement provide by the junior tranches and the protection of senior
income and principal prior to any default. In a static-pool securitisation, whilst
mechanisms may be built in to ensure excess income supports deficiencies on the
senior notes, this is not done on a managed basis. This structural deleveraging was
partly responsible for the subsequent upgrades on many of the AAA CLO tranches
which were downgraded by S&P in 2009.

In addition, post the expiry of a CLO reinvestment period, to the extent that portfolio
collateral is repaying and the manager is unable to reinvest these proceeds (the
circumstances are usually related to note ratings or certain test compliance), these
proceeds are ultimately repaid to note holders in order of seniority. This is another
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mechanism by which structural deleveraging can occur and is an inherent
characteristic across European CLO 1.0 and 2.0 structures.

In addition to those protections, we would suggest that a CLO which complies with
the following criteria should be included in any “high-quality” class of ABS which
receives preferential regulatory treatment:

(a)

(b)

(©)

(d)
(e)

the securitised exposures must be managed on a continuing, discretionary
basis by:

@) an EEA investment firm which is required to be regulated in its home
member State and which is subject to the Markets in Financial
Instruments Directive (“MiFID”) or an affiliate thereof; or

(ii) a firm authorised under the Alternative Investment Fund Managers’
Directive (“AIFMD”) or an affiliate thereof; or

(iii)  a firm or an affiliate thereof which would fall within (i) or (ii) above if
its head office was situated in the EEA and which is subject to
equivalent regulation in relation to the conduct of its business and its
management of conflicts as a firm established in the EEA (for instance
investment advisors registered under the US Investment Advisers Act
of 1940, as amended);

the CLO manager of the securitised exposures must undertake to the investors
in the securitisation to comply with the regulatory requirements applying to it
in relation to the management of conflicts of interest, in connection with its
management of the securitised exposures (i.e. compliance with MiFID and/or
AIFMD or equivalent regulations outside the EU);

the securitisation must contain provisions whereby the interests of the CLO
asset manager are appropriately aligned with the interests of the investors
during the whole life of the securitisation. It is recognised that this may be
achieved by a material part of the manager’s compensation for carrying out its
duties being structured as an incentive fee, which will only become payable
upon appropriate performance thresholds of the securitised exposures having
been met;

Investor reports should be provided monthly;

In addition, the following portfolio characteristics could be provided for in a
definition of CLOs to ensure that only certain types of structures would
actually constitute a CLO:

@) it contains a high percentage of senior secured loans and bond loans to
corporates;

(ii) it does not contain any asset-backed securities or synthetic securities;
and

(iii) it is managed by an independent investment firm or an affiliate thereof
which satisfies paragraph (a) above and who independently reviews,
and individually selects, each asset to purchase in the primary or
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secondary market (with no obligation to purchase from any individual
bank or originator) ;

The assets in a CLO portfolio are purchased according to the eligibility criteria, which
specify the conditions for individual loans, such as jurisdiction, rating, non-
convertibility, tax and regulatory conditions etc., and as at the effective date the
portfolio profile and collateral quality tests must be satisfied. CLO managers may also
only invest in assets during the reinvestment period if following investment, the
portfolio profile and collateral quality tests remain satisfied or if not satisfied, they
must be improved following such reinvestment. These tests ensure diversification of
assets by industry, limit maximum concentration in a single borrower or borrower
type, and ensure quality of loan covenants etc. The active management of the
portfolio ensures the continued compliance with these tests. Thus CLOs have built-in
protection for the quality of the assets in the portfolio.

Criterion 3: (True Sale): This criterion is unclear and we do not believe it reflects the
intention of its inclusion. The key concept here is that the assets should be isolated
from the insolvency of the seller. Given the differing legal regimes of various
jurisdictions and the numerous methods of transfer available, we would suggest that
the requirement be re-phrased such that assets are transferred by way of a “true sale”
(or similar isolation) such that the assets are isolated from the creditors of the seller
including upon an insolvency of the seller.

Criterion 4. Homogenous in terms of asset type, currency and legal system: We do
understand the need of a homogenous pool of assets however this requirement should
be met by asset-type groupings, in the case of CLOs, corporate debt. We do not agree
that there needs to be homogeneity in currency and legal system. Within the EEA
itself there are different currencies and legal systems.

9 DO YOU ENVISAGE ANY POTENTIAL ADVERSE MARKET
CONSEQUENCES OF INTRODUCING A QUALIFYING SECURITISATION
FRAMEWORK FOR REGULATORY PURPOSES?

We have concerns over the possible “cliff effect” of classifying certain types of
securitisations as simple, standard and transparent (“Qualifying Securitisations™).

In particular, there is a real danger that securitisations which are not Qualifying
Securitisations are seen as sub-standard by the market and thus discourage investment
in securitisations which fall outside of the Qualifying Securitisation designation.

The appropriateness of a framework which certifies some transactions as Qualifying
Securitisations depends on the consequences of such a certification. An implicit
regulatory stamp of approval will inevitably mean that investors rely to an extent on
that stamp as a representation that the product is lower-risk, particularly if the
associated capital risk-weights are lower than other similar products without such a
stamp. This could actually result, not in investors taking necessarily better investment
decisions, but instead investing in a smaller universe of securitisation instruments.
The resulting positive correlation in an investor’s portfolio could mean potentially
greater losses should default levels in an asset-class increase.

There is already concern in the market that the regulatory capital treatment of
securitisations is unduly harsh and in some instances higher than a regulated entity
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holding the individual assets comprising the securitisation portfolio. Given the very
low default rates for European CLOs the regulatory capital treatment of a “AAA”
rated tranche of a CLO should not be treated as materially worse than a “AAA™
tranche of a Qualifying Securitisation.

10 HOW SHOULD CAPITAL REQUIREMENTS REFLECT THE PARTITION
BETWEEN QUALIFYING AND NON-QUALIFYING?

As stated above in question 9, we have concerns that the designation of some
securitisations as Qualifying Securitisations has the potential to have a material
adverse impact on securitisations which fall outside the scope of this designation. Any
differentiation in terms of the capital requirements applicable to Qualifying
Securitisations and those outside of scope increases the likelihood of such impact.
The risk weights applicable in the current Basel proposals are in our view still too
high across all securitisation asset classes. It should under no circumstance be more
advantageous to hold an underlying pool of assets than investing in the same pool in a
securitisation. Holding a position in a securitisation should result in a better capital
charge when compared with holding a pool of underlying assets. If CLOs are not
included in the “Qualifying Securitisation” category, we would encourage regulators
to look at historical default rates on CLOs (and not CDOs) and reflect a capital
requirement which is more in-line with historic default rates for the asset class.

11 WHAT IS A REASONABLE CALIBRATION ACROSS TRANCHES AND
CREDIT QUALITY STEPS FOR QUALIFYING SECURITISATIONS?
WOULD RE-ALLOCATING ACROSS TRANCHES THE OVERALL
CAPITAL APPLICABLE TO A GIVEN TRANSACTION BY REDUCING
THE REQUIREMENT FOR THE MORE JUNIOR TRANCHE AND
INCREASING IT FOR THE MORE SENIOR TRANCHES OTHER THAN
THE MOST SENIOR TRANCHE BE A FEASIBLE SOLUTION?

Any capital requirements should be based on the credit risk of the underlying
portfolio taking into account the subordination and structural protections included in a
securitisation. As stated in question 10 above, the risk weighting of securitisation
positions should not be higher than a direct investment in the underlying portfolio.

12 CONSIDERING THAT RATING CEILINGS AFFECT SECURITISATION
FROM CERTAIN COUNTRIES, HOW SHOULD THE CALIBRATION OF
CAPITAL REQUIREMENTS ON QUALIFYING AND NON-QUALIFYING
SECURITISATIONS BE UNDERTAKEN, WHILE ALSO ADDRESSING THIS
ISSUE?

We do not have a view.
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We remain very concerned that the labelling of certain securitisations as simple,
standard and transparent could materially and adversely affect the wider securitisation
market. CLOs are an important source of capital for European corporate borrowers.
The availability of capital to the corporate section is essential to promote sustained
growth in Europe. The exclusion of CLOs from being structured to meet the criteria
set-out in the DP, particularly because they are actively managed is not necessary
given the way the transactions are structured, the limited effect management has on
the most senior tranches of a CLO and the information available to investors to
evaluate CLO manager performance.

We would like to thank the EBA for its continued engagement on these issues. We
are also grateful for the opportunity to comment on the DP. We would be very happy
to answer any questions you may have. If you would like to do so, please contact
Nicholas Voisey of the Loan Markets Association (nicholas.voisey(@lma.eu.com) or
David Quirolo (david.quirolo@cwt.com) of Cadwalader, Wickersham & Taft LLP.

Yours faithfully

E

Nicholas Voisey
Director

The Loan Market Association
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