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RE: Restrictions on Proprietary Trading and Certain Interests Im, and Relationships with,

Hedge Funds and Private Equity Funds

Ladies and Gemitlemnen:

The undersigned financial institutions* (the "Undersigned") submit this letter in response to the
request of the Office of the Comptroller of the Currency, Treasury; the Board of Governors of the
Federal Reserve System; the Federal Deposit Insurance Corporation; and the U.S. Securities and
Exchange Commission (the "SEC”) (collectively, the "Agencles") for comments on proposed rules (the
"Proposals") to implement the requirements of section 13 of the Bank Holding Company Act of 1956
(12 U.S.C. §1851) (the "BHCA™), as added by section 619 of the Dodd-Frank Wall Street Reform and
Consumer Protection Act. Each of the Undersigned, either directly or through an affiliate, is an
underwriter and/or dealer of municipal securities and an active participant in the market for tender

option bonds. The Undersigned appreciate the opportunity to eomment on the Proposals.

1 Each of the undersigned financial institutions is a "banking entity* as defined in section 619 of the Dodd-Frank

Wall Street Reform and Consumer Protection Act.
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SUMMARY OF RECOMMENDATIONS

The Undersigned believe that, as currently drafted, the Proposals unnecessarily impede the
ability of banking entities to engage in activities that are vital to the healthy functioning of the
municipal securities markets.

(1) State and Municipal Agency Securities. With respect to the permitted activity exemption for
government obligations, the Undersigned respectfully offer the view that section 13 provides
the Agencies flexibility to conclude that securities issued by state or municipal agencies
should be properly considered to reside in that exemption. If the Agencies do not believe
they have the statutory authority or flexibility to otherwise make this clarification, then the
Agencies should use the authority given to the them under section 13(d)(D)QJ) to include a
permitted activity exemption for state and municipal agency obligations. We do not believe
that Congress intended to limit the permitted activity in the manner the Agencies stated in
the release accompanying the Proposals ("Proposing Release”). Further, we are not aware
of any legal or credit reason for treating state and municipal agency securities differently
than seceurities issued by states or pelitical subdivisions under seetion 13,

(2) Tender Option Bond Programs. With respect to the trading and other activities of banking
entities in connection with tender option bond programs ("TOB Programs”), the Umdiersigned
do not believe that Congress intended to prohibit banking entities from (a) owning iimterests
in or sponsoring TOB Programs, which differ fundamentally from hedge funds and private
equity funds, whose risks the ownership and sponsorship restrictions in section 13@)(1)(B)
are designed to address, or (b) engaging in other activities related to TOB Programs that
may be related to the creation of TOB Trusts or involve ownership in TOB Program securities
(as defined herein), such as transferring securities into a TOB Trust or acting as liguidity
provider or remarketing agent,

To address the issues regarding TOB Programs, the Undersigned respectfully request that:

(i) the Agencies provide a permitted activity exemption for transactions in TOB Program
securities, on the basis that TOB Programs are pass through vehicles of municipal securities;
and

(ii) the Agencies narrow the definition of “covered fund” to exclude TOB Program trusts, as
they are clearly distinguishable from private equity funds and hedge funds.

GENERAL BACKGROUND
A. Munidip#! Securittias Market

State and local governments and agencies issue municipal securities to finance hospitals,
education, transportation, housing and many other projects that are critical to the infrastructure and
functioning of the country. The municipal securities market is highly heterogeneous and diverse, with
estimates of the number of municipal issuers (including states, counties, cities, towns, and state and
local government agencies) ranging from 46,000 to 78,000° and at least 1.1 million separate
securities outstanding.* Estimates of the percentage of the municipal securities market that consists of
securities issued by agencies and authorities range from 41.1%° to over 50%.% The municipal

2 "Municipal Securities: Overview of Market Structure, Pricing and Regulation”, Report to Congressional Committees
of the United States Generall Accountability Office (January 2012) ("GAO Study"), at 6.

3 Letter to the Agencies from Citigroup Global Markets Inc. (January 27, 2012} (“Citi Letter"), at 3.

4 GAO Study at 6; see also Letter to the Agencies from the Municipal Securities Rulemaking Board (January 31,
2012) (*MSRB Letter"), at 2.

5 MSRB Letter at 2.

6 "US Municipal Strategy Special Focus: Volcker Rule - Potentially Negative Implications for Municipals,” Citigroup
Global Markets Inc. (November 20, 2011), at 3.
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securities market is dominated by retail investors. Individual investors hold over half the securities in
the market and mutual funds hold almost a quarter of the securities in the market.” Unlike equity
securities, the majority of municipal securities are traded through over-the-counter markets that are
decentralized and involve the active participation of many dealers, a large majority of which are
banking entities. Due to the nature of most municipal securities as exempt from federal income tax
and, in some cases, from state and local income tax, dealers often limit their inventory and focus to a
well-defined geographic area that corresponds to the needs of their customers.?

Although the market has a large number of issuer, dealer and investor participants, it is mot
particularly active relative to the equity markets. In general, a municipal security will trade actively
when it is first issued, when an institutional investor sells a large position, or when economic news
causes investors to buy or sell. Otherwise, trading in any particular municipal security tends to be
sporadic. In 2010, 99% of outstanding municipal securities had no trading activity on any given day.?
In general, buyers and sellers are not standing by when a dealer's customer wants to trade a particular
municipal security. To provide liquidity for their customers, dealers often malntain their own
inventories. Dealers often also trade with other dealers to expand the pool of municipal seeurities they
ean make available for sale and to expand the universe of potential buyers. It is uneemmen for beth
the selling and purehasing dealer te be acting as riskless principals. In faet, 90% of all trades in 2011
were prifcipal trades.® The market making 8nd liguidity intermediation aetivities of munieipal
seeurities dealers are abselutely essential te the Realth of the ever-the-eounter munieipal seeurities
maret. Uneertainty abeut the extent t8 WhieR bankiRg entities ean eontinue to enrgage iR these
aetivities will adversely affeet that market and, in this regard, we nete that there is considerable
€6REEFA iR the iRdustry abeut the UAReertainty asseeiated with the terms ef the mavketi-making-related
peFmitted aetivity set aut in the Prepesals.

The undersigned believe that, if the Agencies adopt the government obligations pemmitted
activity exemption as drafted, the municipal securities market may experience a dramatic decrease in
liquidity for investors. This in turn would increase the financing costs of municipal issuers. Higher
financing costs could have a profoundly negative impact on the financial condition of municipal issuers,
especially when added to the strain many of them are currently facing from declining budgets and
growing pension and other obligations. The Undersigned urge the Agencies not to underestimate the
potential damage to municipal issuers, investors and citizens that adopting the current Proposals could
cause.

B. TOB Arogyams

For nearly twenty years, TOB Programs have been used as a vehicle to efficiently allocate capital
in connection with the acquisition of tax-exempt debt securities issued by state and local United States
governments and agencies ("mumicipal securities").®* Developed as a tax-efficient alternative to
repurchase agreements, TOB Programs have become an indispensable source of funding for the long-
term municipal securities market and an important source of supply for the tax-exempt money

7 "Flow of Funds Accounts of the United States," Board of Governors of the Federal Reserve System (December 8,
2011)).

8 GAO Study at 7.
9 MSRB Letter at 3.

11 For the sake of brevity the Undersigned have limited the focus of this letter to TOB Programs designed to finance
direct ownership interests in tax-exempt municipal securities, which constitute most of the TOB Program market.
We note that TOB Programs are prominent in the finamcing of securities in both the primary and secondary market
and, in limited circumstamces, may be used to finance taxable municipal securities, credit enhamced municipal
securities and shares of registered municipal investment companies. We believe the discussions and
recommendations described herein would apply to all securities financed in TOB Programs and, as such, the
Undersigned respectfully request that the Agencies provide the relief described herein on that basis.
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markets, with approximately $75-$100 billion of municipal securities currently on deposit in TOB
Programs.?

In a TOB Program, either the TOB Program sponsor or a third-party institutional imvestor
acquires municipal securities available in the market and deposits them into a trust (a "TOB Trust*),
which in turn issues two classes of securities: (a) floating rate certificates (each a "TOB Floater") sold
to tax-exempt money market funds regulated by Rule 2a-7 of the Investment Company Act of 1940,
as amended (the "Investment Company Act"), which may be tendered at any time upon specified
notice for repurchase by the TOB Trust at par plus accrued interest (the "Tender Option"), and (b)
residual floating rate certificates (each a "TOB Residual Interest” and, together with a TOB Fsiter,
may be referred to herein as "TOB Program securities") issued to either the TOB Program sponsor (or
an effiliate of the TOB Program sponsor) or sueh third-party investor. The issuer in a TOB Program
typieally relies en the exeeption to the definition of "investment eompany” in seetion 3(e)(1) of 3(€)(7)
of the IAvestment Company Aet.

In addition to establishing the TOB Trust, a TOB Program sponsor or an affiliate often acts as
remarketinmg agent, liquidity provider and/or credit enhancer to a TOB Program. A remarketing agent
(a registered broker-dealer) attempts to resell TOB Floaters that holders have tendered pursuant to
their Tender Option. A remarketimg agent may, but is not obligated to, purchase the tendered TOB
Floaters. Arrangements for liquidity in TOB Programs may differ, but often a liquidity provider commits
to purchase tendered TOB Floaters from holders who have exercised their Tender Option (or from the
remarketing agent) in the event that the remarketing agent is unable to remarket to other buyers all
tendered TOB Flbteers.t?

As drafted, the Proposals would prohibit or limit purchases and sales of TOB Floaters and TOB
Residual Interests, as well as the purchase and sale of certain of the municipal securities by and to
TOB Trusts when the TOB Trusts are established. Additionally, the effect of treating a TOB Trust as a
covered fund would be to prohibit banks and their affiliates from owning TOB Residual Interests and
from sponsoring a TOB Program. Moreover, the limitation on covered tramsactions between banking
entities and a covered fund would prevent a bank from providing credit enhancement, liquidity
support, remarketing and other services required in connection with TOB Programs. To state it simply,
TOB Programs would not be able to function to the extent any of the foregoing restrictions applies to
them.

The Undersigned believe that none of the above-mentioned activities of banking entities with
respect to TOB Programs should be subject to the restrictions of section 13 for the following reasons,
each of which is supported by both the legislative history of section 13 and the policy objectives
articulated in the Proposing Release:

» TOB Pmgrams are vital to both the municipal securities market and the tax-exempt money
markets. TOB Programs provide a source of capital and liquidity for municipal issuers and a
source of eligible portfolio investments for tax-exempt money market funds, each of which
promotes the financial stability of the United States and its state and local governments. If the
Proposals are adopted without change, then the issuers of long-term and other municipal
securities will have less demand for their securities and tax-exempt money market funds will
experience a dramatic decrease in avallable investments, all of which could have a megative
impact on the financial stabllity of the United States and its state and local governments.

» Municipal securities that are deposited into a TOB Trust are often the debt securities of a siingle
issuer, are generally publicly issued, in most instances have received a high credit quality
rating, and always are subject to the anti-fraud provisions of the federal securities laws;

12 Because TOB Program securities are privately placed, it is not possible to know with certainty the size of the TOB
Program market. The numbers provided are based on recent market estimates.

13 We have attached at Appendix A to this letter a more detailed description of TOB Program assets and the TOB
Program structure.
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furthermore, TOB Programs provide transparency with respect to the municipal securities in
each TOB Trust.

¢ TOB Trusts are economically similar to repurchase agreements, which the Proposals expressly
exclude from the proprietary trading restrictions. TOB Programs are generally used in the
municipal securities market instead of repurchase agreements solely for tax reasons.

¢« Unlike hedge funds and private equity funds, TOB Programs do not present the risk that a TOB
Program sponsor will be obligated (contractually or otherwise) to compensate investors for any
losses with respect to their investments, because the TOB Program structure provides for
specific investor protection mechanisms and allocation of losses between the TOB Fioaters and
TOB Residual Interest that are disclosed in advance to investors and that are accepted as
market standard.

We address below our specific concerns with the Proposals. For ease of your review, we have
included in our letter the specific requests for comment to which we are responding.

PROPRIETARY TRADING

1. THE AGENCIES SHOULD REVISE THE PROPOSALS TO MAKE CLEAR THAT SECURITIES
ISSUED BY STATE AND MUNICIPAL AGENCIES ARE COVERED IN THE PERMITTED
ACTIVITY FOR GOVERNMENT OBLIGATIONS OR USE THEIR AUTHORITY UNDER
SECTION 13(D)(1)(J) TO PROVIDE AN EXEMPTION FOR SECURITIES ISSUED BY
STATE AND MUNICIPAL AGENCIES

1.1 Backaround: Section 13 and the Proposals prohibit proprietary trading unless a specific
exemption or exclusion applies. Section 13(d)(1)(A) permits the purchase, sale, acquisiition,
or disposition of, among other things, "obligations of the United States or any agency thensofT
and "obligations of any State or of any political subdivision thereof." Section 6(a) of the
Proposals identifies as a permitted activity proprietary trading in "government obligations,"
but the Proposing Release states that the statutory language does not extend the pemmitted
activity exemption to transactions in obligations of an agency of any state or municipality. As
we describe below, we belleve the statutory language should be understoed to include
transactions in state and municipal agenecy securities in the permitted activity exemption for
trading in government obligations.

1.2 Agen ions:

(a) Question 120: Should the Agencies adopt an additional exemption for proprietary
trading in State or municipal agency obligations under section 13(d)(1))XJ) of the BHC
Act? If so, how would such an exemption promote and protect the safety and
soundness of banking entities and the financial stability of the United States?

(b)  Question 124: Are the definitions of "government security" and "municipal security” in
sections 3(a)(42) and 3(a)(29) of the Exchange Act®™ helpful in determining the

14 Section 3(a)(29) of the Securities Exchange Act of 1934, as amended (the "Exchange Act") defines "municipal
securities" to include "securities which are direct obligations of, or obligations guaranteed as to principal and
interest by, a State or any political subdivision thereof, or any agency or instrumentality of a State or political
subdivision thereof, or any municipal corporate instrumentality of one or more States, or any security which is an
industrial development bond (as defined in section 103(c)(2) of the Intermal Revenue Code of 1954) the interest on
which is excludable from gross income under section 103(a) of Such Code if, by reason of the application of
paragraph (4) or (6) of section 103(c) of such Code (determimed as if paragraphs (4)(A), (5), and (7) were not
included in such section 103(c)), paragraph (1) of such section 103(c) does not apply to such security."

15 Section 3(a)(16) of the Exchange Act in turn defines "state” to mean "any State of the United States, the District
of Columbia, Puerto Rico, the Virgin Islands, or any other possession of the United States.” See also the definition
of "state" in Section 2 of the Dodd-Frank Wall Street Reform and Consumer Protectiom Act: "The term "State'
means any State, commonwealth, territory, or possession of the Unijted States, the District of Columbia, the
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proper scope of this [additional] exemption? If so, please explain their utility and how
incorporating such definitions into the exemption would be consistent with the language
and purpose of section 13 of the BHC Act.

1.3 Rezponses:

(a) The Agencies have the statutory flexibility to broaden the government obligations
permitted activity exemption. The Undersigned respectfully disagree with the Agencies
that the proposed rule is "consistent with the statutory language."® Section 13
(d)(1)(A) does not actually define the term "government obligations,” but instead
provides a list of obligations that a banking entity may trade as a permitted activity.
None of the items on that list is further defined, either directly or by reference to
another statute. The Agencies presumably interpret the fact that the statute refers to
"obligations of the United States or any agency thereof™ on the one hand and
"ebligations of any State or of any pelitical subdivision thereef" oen the other hand te
fmean that state and munieipal ageney obligatiens are net ineluded within the
exemption. We offer anether interpretation: the language is different beeause the
term "pelitieal subdivision™ is broader than and inelusive of, net separate from, the
term "ageney." The narrewer ter "ageney" was used with respeet te United States
geverAment obligatiens beeause the United States dees neot have pelitieal subdivisions.
The term "pelitieal subdivision® has been defined elsewhere in federal statutes and
regulations te Inelude a state 8F MuRieipal agéﬁ@:y-ﬁ; in ether werds, the distinetion was
Meant to be deseriptive, net exelusive. FurtRer, we ean find A6 legislative Ristery te
suggest that Eongress intended 8 exelude gbligations of state and mMuRieipal ageneies
frem the exemption. A&E@FEIH%N; we bBelieve that the Ageneies ean breaden the
goverAment ebligatiens permitted activity exemptien in the Propesals t8 inelude state
8Ad muRicipal ageney 8bBligatiene instead of adding a separate %&“mlﬁ% AEVitY
8%8MptieR foF these 8 ,|I§8E'i%ﬂ§-. W%ﬁgh@% thie appreach is straightrerward and within
the seope of the AgeReies' A8ty = =

(b) If the Agencies do not believe that thev have the statutory flexibility to broaden the
proposed government obligations permitted activity exemption, then_the Agencies
should adopt an additional exemption to treat state and municipal agency_obligations
under section 13fd)fhY(H in the same way that other government obligations are
treated under the Proposal. The Undersigned understand that any permitted activity
must meet the high standard of promoting and protecting the safety and soundness of
banking entities and the financial stability of the United States, and believe that such
an exemption meets that standard for the following reasons:

Commonwealtih of Puerto Rico, the Commonweallth of the Northerm Mariana Islands, American Samoa, Guam, or the
United States Virgin Islands."”

15 Vol, 76, Federal Register 68846, 68878, footnote 165.
17 12 USC Section 24(Seventh); see also MSRB Letter, at 5-8; Cliti Letter at 5-9.

18 We note that the Agencies have requested comment in questions 120 and 124 as to whether the definition of
municipal securities should be expanded for purposes of proprietary trading and whether the definitiom of municipal
security in Section 3(a)(29) of the Exchange Act would be helpful in determiiming the scope of the exemption from
the Volcker Rule. We strongly believe that the exemptiom for municipal securities should be expanded as described
herein. Specifically, for the reasons described herein, the definition in Section 3(a)(29) is the appropriate guidepost
for the municipal securities permitted activity exermption. We would further note that the recently proposed risk
retention rules also adopt the Exchange Act definition. See Vol. 76 Federal Register 24089, 24137.

¥ In light of the public policy purpose of the rule and the potential negative impacts on the securities discussed
below, the Undersigned request that the Agencies also consider whether it is appropriate to provide a permitted
activity exemptiom for (i) securities issued by charitable organizations under Section 501(c)(3) of the Internal
Revenue Code that are exempt under section 3(a)(4) of the Securities Act of 1933, as amended, and (ii) obligations
issued by Indian tribal governmemnts. See Intermal Revenue Service Notice 2009-57.
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2.1

(i) We believe there is no policy or credit reason to treat state and municipal
agency securities differently from those issued by a state or a political
subdivision. The Undersigned are unaware of any evidence to suggest that
securities of state or municipal agencies represent higher risks than other
municipal securities. In addition, and importantly, the determinatiom of whether
or not a particular issuer is a political subdivision versus an agency can only be
made on a state by state basis and is not consistent across states. For example,
a housing autherity might be a political subdivision in one state but an agency in
anether. Meoreover, 8 municipal issuer may be identified in statutery language
as well as offering doeuments as both an agenecy and a pelitieal subdivision.
Obvieusly se eritical a distinetion as whether an issuer's seeurities are the
subjeet of a trading restriction sheuld net be made on the basis ef an arbitrary
8Rd iR seme eases egnfusing standard.

(i) Subjecting state and municipal agency obligatioms to the proprietary trading
restrictions would create a two-tiered market for municipal securities without a
sound basis for doing so. This will result in agency securities becoming far less
liguid and less marketable than they are currently. To compensate for the
relative lack of liquidity and marketability, state and municipal agency issuers
and the related obligors will be forced to pay higher interest rates than their
state or political subdivision counterparts. State and municipal agencies often
provide critical infrastructure and services such as water, power, transportation
and hospitals. The Undersigned belleve that adopting the rule as proposed could
seriously impede the ability of these agencies to raise eapital, thereby
signifieantly adversely affecting the availability and inerease the cost of capital
for essential eeonemic seetors and fundamental natienal priorities.

(iii) It is also likely that, as drafted, section 6(a) of the Proposals would have
negative consequences for the municipal securities market as a whole. As noted
above, the municipal securities market is characterized by its large number of
unique issuers compared to other markets. The offering document for a
particular issue of municipal securities may not include information about the
precise status of the issuer within its state. In such circumstamces, as well as
the circumstances described above with respect to issuers that appear to be
both agencies and political subdivisions, market participants may be wncertain
about whether for purposes of section 13 a particular municipal security Is
subject to the proprietary trading prohibition. Those market participants will
likely incur increased costs to determine and document the correct status of a
particular issuer. In some instances, the answer may be impossible to comfirm,
This uncertainty may cause the entire municipal securities market to suffer a
deerease in liguidity for investors, many of whem are individuals, and an
inerease in borrowing €ests te MuRicipal issuers te eempensate investers fer
greater liguidity risk. In additien, the uReertainty may eause an inerease iR
velatility in the municipal seeurities market, resulting in higher transaction €6sts
as dealers widen bid/ask spreads iR respense to deereased liguidity. Further,
seme institutional market participants SueR as registered epen-end imvestment
eompanies are subjeet to liquidity regquirements; for them, the uResrtainty may
Fesult iR a deeisioh A6t to iAVESt iR ARA eOMMIt eapital to the mMuRieipal markets
at all, er Aot to the same extent, whieh weuld further egnstriet tha market.

THE AGENCIES SHOULD ADOPT AN ADDITEONAL PERMITTED ACTIVITIES
EXEMPTION FOR TRANSACTIONS IN TOB PROGRAM SECURITIES

Backaround: Proprietary trading is defined as engaging as principal for the trading account of
a covered banking entity in any purchase or sale of one or more covered financial positions.
Proprietary trading does not include acting solely as agent, broker, or eustodian for an
unaffiliated third- party. Under the Proposals, TOB Program securities would be “covered
financial positions” subject to the proprietary trading restrictions even if the munieipal security
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underlying the TOB Program securities would be exempt from the proprietary trading
prohibition by virtue of section 6(a) of the Proposals. We believe that this is the wrong
outcome.

2.2 Agency Question_142: Should the Agencies adopt any exemption from the prohibition on
proprietary trading under section 13(d)(D)(J) of the BHC Act? If so, what exemption and
why? How would such an exemption promote and protect the safety and soundness of
banking entities and the financial stability of the United States?

2.3 Responses:

(a) As noted above, TQB Trusts are at their essence & repackaging and pass-through of the
deposited municipal_securities. In the context of a proprietary TOB Program, the
transfer of the municipal securities from the banking entity to the TOB Trust is ignored
for accounting purposes: the Undersigned do not list TOB Residual Interests on their
balance sheets; instead, they list the underlying municipal securities on their balance
sheets and include the related TOB Floaters as liabilities. In other words, for
accounting purpeses the TOB Trust is considered merely a pass-through of the
municipal security that is deposited into the TOB Trust. However, the effect of the
Proposals would be to prohibit proprietary trading in TOB Program securlties even if
proprietary trading in the underlying municipal security were permitteti® The Agencies
sheuld afford TOB Program securities the same treatment as the underlying munieipal
securities to Which they directly relate.’!

(b) The Agencies should either separately exempt transactions in TOB Program secwrities
from the proprietary trading restrictions or include them_ within the exemption for
transactions in state and municipal agency obligations that the Undersigned have
proposed in section 1 of this letter. As with certain other transactions that Comgress
expressly permitted in, or excluded from, section 13, tramsactions in TOB Program
securities are undertaken in connection with financing activities. Similar to other
finaneing activities that have been excluded from section 13, banking entities earn fees
for providing these TOB Program-related services, which is the principal purpose of
entering inte these arrangements. Banking entities have provided these serviees for
deeades, even during times of extreme market stress. It is net elear that prohibiting
transaetions in TOB Program seeurities will further the statutery premise ef seetion 13.
The Undersigned believe an exemption weuld premete the finaneial stability of the
United States by eontributing te the fiRaneial health of the Muhieipal seeurities market
as well as redueing €osts foF MURicipal issuers and the related taxpayers, eaeh ef whieh
i§ 8 vital esmpenent of the Aatienal cconemy:

COVERED FUNDS
3. THE DEFINITION OF 'COVERED FUND' SHOULD NOT INCLUDE A TOB TRUST

3.1 Background: Notwithstanding the use of the terms "private equity fund” and "hedge fund"
throughout the statute, the flexibility in the statutory definitional language, and the

2 The Agencies ask in Question 78 of the Proposing Release, in part: "Should the sale of the security by a banking
entity to an intermediate entity as part of the creation of the structured security be permitted under one of the
exemplions to the prohibition on proprietary trading currently included in the proposed rule (e.g. underwriting or
market making)? Why or why not?" If the Agencies adopt an exemption for state and municipal agency obligations
as we request in section 1 above, then with respect to TOB Programs such tramsactions will be permitted by virtue
of the government obligations permitted activity exemption. If the Agencies do not adopt this exemption, then the
Agencies should include such tramsactions in the TOB-spegific exemptiom we request in this section 2.

2 TOB-related activities identified as permitted activities would still be subject to the backstop prohibitions and
limitations. As specifically identified permitted activities under the BHCA generally, a banking entity's activities
related to TOB Programs already are subject to the safety and soundness standard that applies to any permitted
activity.
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recommendatioms of the Financial Stability Oversight Council (*FSOC"),? the Proposals define
a "covered fund," in part, solely by reference to whether an issuer would be an imuestmment
company but for section 3(c)(1) or 3(c)(7) of the Investment Company Act. TOB Programs
rely on either section 3(c)(1) or section 3(c)(7). Therefore, TOB Trusts would be captured by
the definition of "covered fund" if adopted as proposed. Unlike many other structured
products, TOB Programs as currently structured may not meet the requirements of rule 3a-7,
the Investraent Company Act rule designed for asset-backed securities programs? Neor could
TOB Programs as currently structured satisfy the conditions of any other exclusion or
exemption under the Investment Company Act. Moreover, the prohibition en eovered
transactions between banking entities and a eovered fund in the Proposals weuld prevent a
banking entity from previding eredit enhaneement, liguidity suppert, remarketing and ether
serviees that are neeessary in eenneetion with TOB Prowrams:

32 Agency Questiions:

(a) Question 217: Does the proposed rule’s definition of "covered fund” effectively
implement the statute? What alternative definitions might be more effective in light of
the language and purpose of the statute?

(b) Question 221: Should the definition of "covered fund” focus on the characteristics of
an entity rather than whether it would be an investment company but for section
3(c)(1) or 3(c)(7) of the Investment Company Act? If so, what characteristics should
be considered and why? Would a definition focusing on an entity's characteristics
rather than its form be consistent with the language and purpose of the statute?

(c) Question 225: Are there any entities that are captured by the proposed rule's
definition of "covered fund,” the inclusion of which does not appear to be comnsistent
with the language and purpose of the statute? If so, which entities and why?

(d) Question 227 (in_part): Do[es] the proposed rule’s deflnition[ ] of "covered fund” ..
pose unique concerns or challenges to issuers of asset-backed securities amd/or
securitization vehides? If so, why?....Are certain asset classes..more likely to be
impacted by the proposed definition of "covered fund” because the issuer cannot rely
on an exemption other than 3(c)(1) or 3(c)(7) of the Investment Company Act?

3.3 Responses:

(a) Congress did_not_intend to limit banking entities' ownership of and activities with
respect to_products that are not private equity funds or hedge funds. as these terms
are commonly understood. We have been unable to find anything in the statute or the
legislative history™ to suggest that Congress meant to include, in the prohibitions

2 "Study & Recommendations on Prohlbitions on Proprietary Trading & Certain Relationships with Hedge Funds &
Private Equity Funds (*FSOC Study"), at 62.

23 TOB Floaters may be deemed to be redeemable securities and TOB Residual Interest holders typically have the
right to buy and sell portfolio assets to capture a gain or avoid a loss, both of which are outside the requirements of
rule 3a-7. The Undersigned urge the SEC separately to consider amendiing rule 3a-7 or providing formal guidance
to clarify that TOB Programs may avail themselves of this exemption.

2 The following colloquy on the floor of the House of Representatives betweenm Representative Jim Himes and
Representative Frank strongly suggests that Congress intended for the Joint Regulators and the CFTC to have a
significant amount of discretion in interpreting the Volcker Rule and in excluding certain entities that rely on the
Section 3(c)(1) and Section 3(c)(7) exclusions:

Mr. HIMES. Madam Speaker, I rise to enter into a colloquy with Chairmam FRANK. I want to clarify a couple of
important issues under section 619 of the bill, the Volcker Rule. The bill would prohibit firms from investing in
tradlitional private equity funds and hedge funds (emphasis aditfety). Because the bill uses the very broad
Investment Company Act approach to define private equity and hedge funds, it could techmically apply to lots of
corporate structures, and not just the hedge funds and private equity funds.



February 10, 2012
Page 10

contained in section 13(a)(1)(B) and section 13(f), entities other than traditional
private equity funds and hedge funds. In fact, it is clear that it was precisely those
funds (and only those funds) about which Congress was concerned. As the Agencies
know, in addition to covering most private equity funds and hedge funds, the
Investment Company Act exemptions in the statutory definition also would cover
countless securities programs, accounts and investment vehicles (including TOB
Programs) that were not meant to be the subject of the legislation. By replacing the
terms “private equity fund" and "hedge fund" with the term “covered fund" and
narrewly interpreting the statutory definition by ignoring the flexibility it contains (as
deseribed in seetion 3.3(b) below), the Agencies have failed to adhere to the statutory
premise that it is the speeific enaraeteristies of private equity funds and hedge funds,
as these terms are eemmenly understeed, that Congress intended to address. Ih erder
te implement the statute as Congress intended, the Ageneies must use their autherity
ynder seetien 13(R)(2) and 13(B)(2) of th BH@A te narrow the definition ef "covered
fund" in seetion 10(b)(1) of the Prepesals. The definition sheuld be based upen the
speeific eRaraeteristies of the partieular entity, as explained in mere detail below.

(b)

Yyt ] Congress
expressly defined both a prlvate equnty fund and a hedge fund as a section 3(c)(1) fund
or a 3(c)(7) fund "or such similar funds as the [Agencies] may, by rule, as provided in
subsection (b)(2), determine.” This language permits the Agencies the flexibility either
to rely exclusively on the first half of the definition, to expand upon that part of the
definition, to shrink it, or to abandon it altogether. As evidenced in the recent hearing
of the House Finance Committee, Congress is concerned that the definition of covered
fund is too broad. The Undersigned agree with the testimeny of SEC Chwimman
Schapiro that the proper definition of this key term is critical to the proper
implementation of BHCA section 13.% The Undersigned urge the Agencies to redefine
"eovered fund" to exelude TOB Trusts.

(c) TOB Programs do not have the characteristics of traditional private equ JAd nd
hedge funds. Section 13(a)(1)(B) of the BHCA was mtended to prohlblt Ibannklng
entities from owning and engaging in certain activities with private equity funds and
hedge funds. Congress determimed that this prohibition was appropriate based upon its
conclusion that the risks associated with those funds were often either imappropriately
high or insufficiently understood by banking entities* Private equity funds are actively
managed, often have specific and sometimes aggressive investment objectives and
typically invest in equity securities of private companies. Portfolio company securities
generally are not the subject of a registration statement or an offering memorandum,

I want to confirm that when firms own or control subsidiaries or joint ventures that are used to hold ofther
investments, that the Volcker Rule won't deem those things to be private equity or hedge funds and disrupt the way
the firms structure their normal investment holdings,

Mr. FRANK of Massachusetts. If the gentleman would yield, let me say, first, you know, there has been some
mockery because this bill has a large number of pages, although our bills are smaller, especially on the page. We
do that—by the way, there are also other people who complain sometimes that we‘ve left too much discretion to
the regulators. It's a complex bill dealing with a lot of subjects, and we want to make sure we get it right, and we
want to make sure it’s interpreted correctly.

The polint the gentleman makes is absolutely correct. We do not want these overdone. We don‘t want there to be
excessive regulation. And the distinction the gentleman draws is very much in this bill, and we are confident that
the regulators will appreciate that distinction, maintain it, and we will be there to make sure that they do.

% This is consistent with the specific recommendation in the ESOC Study. "The Council recommendls that Agencles
carefully evaluate the range of funds and other legal vehicles that rely on the exclusions contained in section
3(c)(1) or 3(c)(7) and consider whether it is appropriate to narrow the statutory definition by rule jn some cases."
FSOC Study at 62 (citation omitted).

% Testimony of Mary Schapiro on "Examining the Impact of the Volcker Rule on Markets, Businesses, Investor and
Job Creation" (January 18,2012), available at www seccqovy/neswsstestimonyy2012/t=@11812nmis.htm.

27 See 156 Cong Rec S3896 (statement of Sen. Merkely),


http://www.sec.qov/news/testimonv/2012/ts011812mls.htm
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Hedge funds are also actively managed and characteristically take large risks based on
speculative strategies, generally allow for the fund to take long and short positions, use
leverage and derivatives, and invest in multiple markets. Moreover, private equity
funds and hedge funds are generally blind pools and investors often have little or no
information about the specific issuers of securities held in the fund. In short, private
equity funds or hedge funds have well-defined characteristics that differentiate them
from other types of funds and investment vehicles.

TOB Programs and, in particular, TOB Trusts, do not share any of the dharacteristics
that would generally define a private equity fund or hedge fund. Specifically, the
assets in a TOB Trust typically consist entirely of specifically identified municipal
securities®® which are highly rated securities or otherwise credit enhanced by a highly
rated provider. TOB investors receive specific information about each issuer and
security in the TOB Trust® and the securities are generally the subject of a detalled
disclosure statement. Under most circumstamces, the TOB Floater holders have the
right te tender their interests, for any reason, for a repurchase price equal to 100% of
their face amount, plus aeerued interast.

Further, as a result of the transparent nature of the TOB Program structure, a banking
entity is able to perform its own due diligence on each municipal security when the
banking entity is the TOB Residual Interest holder and also when it acts as liquidity
provider. Thus, the assets in a TOB Trust expose banking entities to a lower degree of
investment risk and the level of transparemcy is significantly greater than in a true
private equity fund or hedge fund. In fact, a reliance on section 3(c)(1) or 3(c)(7) is
the only material similarity between TOB Trusts on the one hand and private equity
funds and hedge funds on the other hand. This similarity represents a coincidental
technical reliance on the same exemption from registration, rather than an indicator of
credit or other relevant risk.

(d) TOB_Trusts are_economically similar to repurchase agreements, which the Agencies
specifically propose to exclude from_ the prohibitions on proprietary trading. TOB
Programs exist because for tax reasons repurchase agreements are not an efficient
means of financing in the municipal securities market® A TOB Trust in a proprietary
TOB Program, from the banking entity's perspective, is not an investment fund at all,
but rather a way to finance its ownership of the underlying municipal securities.’
Simllarly, banking entities enter into repurchase agreements with counterparties who
provide eash funding te the banking entity in exchange for exposure te the banking
entity's assets and a specified rate of return. As an econemiec matter, and from the

28 Brokers that underwrite and trade municipal securities are subject to rules of the Municipal Securities Rulemaking
Board regarding, among other things, fair dealing, prices and trade reporting.

2 TOB Floater holders are provided with a link to the statement for the underlying municipal securities as posted on
EMMA (Electromic Municipal Market Access), the official source for municipal disclosures and market data. See
http:/femmamstb@ra. They also receive a copy of the TOB Program liquidity facility, relevant legal opinions and
rating letters. In addition, the municipal securities issuer typically undertakes to provide continuing secondary
market disclosure in accordamce with Exchange Act rule 15c2-12, which is available to investors and brokers. See
GAO Study, at 13.

3% Under the Intermal Revenue Cede, interest on a municipal security is excludible from the gross income of the
owner of the security. Under a repurchase agreement, only one person owns the security that is the subject of the
agreement at any point in time, because the securlty is sold from one person to another, subject to repurchase in
the future. As a result, if a repurchase agreement were to be used to finance an investment in municipal securities,
only one of the parties to the agreement would recejve tax-exempt income at any point in time. TOB Programs
were designed to allow multiple parties to share in the ownership of a security (and therefore the tax treatment)
simultaneously, thereby providing an economiically efficient vehicle for financing investments in tax-exempt
munmicipal securities.

3 As noted above, for tramsactions where a banking entity is the owner of the TOB Residual Interest, it typically
does not appear on a banking entity’s balance sheet for accounting purposes; rather, the banking entity lists the
underlying municipal securities as an asset and the obligation to pay the interest on the T
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perspective of a banking entity's credit exposure and risk, TOB Trusts are no different,
and subjecting them to the covered fund and related restrictions by virtue of the fact
that the interests are sold to investors pursuant to a particular section of the
Investment Company Act would be to ignore the economic reality of the transaction
and focus instead on an unrelated, non-substantive structural characteristic.3

(e) TOB Programs address the mismatch between the long-term borrowing needs of
municipalities and the short-term investing needs of tax-exempt money market funds.
States, political subdivisions and agencies use long-term debt to finance lomg-term
capital projects such as construction of governmental buildings, transportatiom and
other infrastructure projects, water and sewer systems, and health care facilities.
Money market mutual funds are permitted to invest only in securities that are of high
credit quality and short duration. Through the TOB Program structure, banking entities
provide a vehicle that benefits both markets. TOB Programs represent a sigmificant
source of funding to municipal issuers. Imposing the restrictions of section 13(@)(1)(B)
and 13(f) en TOB Program sponsors and/or institutional investors who are third-party
holders of TOB Residual Interests would have significant adverse effects on liguidity
and prieing in the municipal seeurities market. An estimated §75 - $100 billion in long-
terfm munieipal seeurities are eurrently being finaneed in TOB Trusts. If the aetivities of
TOB Pregram spensers andfer third-party institutional investers that are banking
entities are subjeet te seetion 13(a)(1)(B) and 13(f), then these entities will be foreed
eut of the TOB Pregram business. Banking entities Rave ereated and A@Mminister
virtually all TOB Pregrams, beeause (i) they typically Rave munieipal seeurities trading
desks that allew them te efficiently and effeetively perferm due diligenee R munieipal
§8EUFiHiRS 0 seleet for investment, and (i) tRBy ean previde the liguidity faeility and
asseciated shert-terf rating necessary for the TOB Program strueture. 1t is urlikely
that sther industry participants will fill the gap in establishing TOB Programs beecause

EH%% lack the experence; expertise and liquid Eégﬁ§| te 48 §8: Aecordingly, it is likely

tha SBBMH% SEEtien iééajé )(®) and 13(f) te TOB Programe will result iR & dramatie

decrease iR tAe RUMBEF aRd sise 8f TOB Programs, wRich weuld liminate & significant

SOHFee 8f fURHiRY FOF the mumeu?ai SEECUFILBS Market, IREFeasing the €8st of fURding foF

the cORstifuents 8f state and 18c| éBV@FHPﬂ%H&% and mHHiELB lites,  FUHhE, 85?

RVEStMERts 1A TEB 5’#8%.‘ ME EOMPFSE 3 SigRIHEaRt §$ MEeRt 8 5 & seEyrities availaple

é FHEH'iEig%'I HBHEX MaFket fiRg EB tFe a%%-. R B8R FEEERt Estimates;
B L'8Ff ks 88% S8 4RProxIMate Hhird of the SECHFIties iR taxe MERE

market HHRd ;98Fi 18%. 1F the S&clan 13 f& HIFSPHEHE ?Fs fm&%% %H r@ﬁ‘(

§F8H§8F§ %HH/S BiF ‘-EﬁH{.fH&ElEH ey IHVS% gFe: e Valtme F8§T§?§ &

ighl %EEF‘ Y rEdueed, 83"1 E\Hé ZH ar tewet wsfemsrﬁ 8Eq88 EHH%% gvglidble ré the
lddal SRd TRSAITBANAT InVEstare IR tax-EXeMBE SRSy Market #HH 3.

(f) If TOB Trusts are not excluded from the covered fund definition, then section 13(f) of
the BHCA and section 16 of the Proposals would prevent banking entities that sponsor
TOB Programs from engaging in many of the activities necessary for a TOB Program to
function. The limitation on covered transactions between banking entitles and a
covered fund would prevent a bank from providing credit enhancement, liquidity
support, remarketing and other services required in connection with TOB Programs.
Banking entities should be permitted to continue providing these services to a
sponsored TOB Program because (i) banking entitles have finaneed municipal securities
through TOB Programs for twenty years, (ii) there are net ether market participants
equipped te assume these respensibilities if banking entities ean lenger de se, and (iii)
the risks inherent in the TOB Program strueture are transparent to banking entities and
iAvestors.

&t Base

|

n a
individua

32 We belleve there are strong arguments to exclude transactions and activities related to TOB Programs from the
definition of "covered financial position” based on their economic similarity to repurchase agreements. We urge the

Agencies also to seriously consider that approach. See Citi Letter at 12-14,
m
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For all of the reasons set forth above, the Undersigned believe that the Agencies can and should
revise the definition of "covered fund” in the Proposals. This approach is simple and effective.®

CONCLUSION

The Undersigned believe that, as currently drafted, the Proposals unnecessarily impede the
ability of banking entities to engage in activities that are vital to the healthy functioning of the
municipal securities markets. Accordingly, we urge the Agencies to revise the Proposals to clarify that
securities issued by state and municipal agencies are covered in the permitted activity for government
obligations or use their authority under section 13(d)(1)Y0) to provide an exemption for state and
municipal agency securities. With respect to TOB Programs, the Undersigned respectfully request that
the Agencies (i) provide a permitted activity exemption for transactions in TOB Program securities, on
the basis that TOB Programs are pass through vehicles of municipal securities; and (ii) narrow the
definition of "covered fund" to exclude TOB Trusts, as they are clearly distinguishable from private
equity funds and hedge funds.

The Undersigned and our counsel are more than happy to respond to any questions that you
may have and/or to assist you In developing specific language to implement the proposals in this
letter. We could be available to meet with any of the Agencies at your convenience, and/or you may
contact us by email or telephone. For your convenience our contact information is attached on

Appendix B.

Very truly yours,

3 In fact, this may also be the only approach that will provide all of the relief needed to ensure that TOB Programs
can continue and that will not force banking entities that own TOB Residual Interests to divest themselves of these
interests. The Agencies may be able to use the authority provided under Section 13(d)(D)(0) of the BHCA to
address individually some of the issues raised for TOB Programs described in the Background section of this letter.
For example, the Agencies could explicitly permit banking entities to sponsor TOB Programs, exempt the purchase
and sale of TOB Program securities from the proprietary trading restrictions, permit banking entities to own and
hold TOB Residual Interests without restriction, and exclude TOB Programs from the risk retentiom requirements of
Section 15G, all of which would be necessary elements of such an approach. However, there does not seem to be
clear authority given to the Agencies to exempt activities required in connection with the functioning of a TOB
Program from the limitations contained in section 16 of the Proposals regarding impermiissible relatiomships between
covered funds and certain entities, such as sponsors of covered funds. These limitations would prevent TOB
Program sponsors from, among other things (i) providing the liquidity and remarketiimg services needed to establish
TOB Trusts; (i) providing credit enhancement; or (iii) undertaking other contractual arrangements with respect to
the TOB Trust. The ability to engage in these activities is essential to the functioning of a TOB Program.
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APPERDIX A

DESCRIPTION OF TOB PROGRAM ASSETS AND TOB PROGRAM STRUCTURE

TOB Program Assets

Typically the TOB Trust assets consist of a single issue of highly rated, fixed rate, lomgrterm
municipal securities' of a municipal issuer.? In the less common instance in which TOB Trust assets
consist of the securities of more than one municipal issuer, the TOB Trust has specific, written deposit
criteria governing the eligibility of assets for deposit. In either case, because the municipal securities
deposited and/or eligible for deposit are both limited and specified in advance, holders of both classes
of TOB Program certificates know exactly what assets are (or in the future may be) deposited in the
TOB Trust. In addition, if additional deposits are permitted in accordance with the established
eligibility criteria, the investors holding TOB Floaters are apprised in advance of any such deposit and
may elect not to continue their investment after the deposit, in which case they are entitled to
payment of their TOB Floaters at par.

In order to ensure that the TOB Hoaters meet the portfolio security eligibility requirements of
Rule 2a-7, the municipal securities in a TOB Trust either are rated Aa3/AA- (or the equivalent) or
better by an independent credit rating agency or are the subject of a credit enhancement amrangement
that results in a rating of at least Aa3/AA-. An official statement or other detailed disclosure document
covers each offering of municipal securities, and the antifraud provisions of the securities laws apply to
purchases and sales. In cases where there may not be a detailed underlying disclosure document, the
underlying municipal securities are wrapped by credit enhancement and the TOB Trust provides the
TOB Floater holders and the TOB Residual Interest holder with disclosure about the credit
enhaneement.

The disclosure document for each TOB transaction is robust and includes a description of the
TOB Program structure and a description of the underlying tax-exempt municipal bonds. TOB Hioatter
holders are also provided with a link to the relevant official statement for the underlying tax-exempt
municipal bonds as posted on ENMIMA, the liquidity facility, legal opinions and rating letters. In addiiion,
in connection with the closing of the underlying bond transaction, the issuers of underlying tax-exempt
municipal bonds have typically agreed to provide continuing secondary market disclosure in
accordance with Rule 15¢2-12 of the Exchange Act.

Because a secondary market generally exists for municipal securities, they are liquid and are
capable of being marked to market. The broker-dealers selling municipal securities are also subject to
the antifraud provisions of the federal securities laws as well as the disclosure and sales practice rules
of the Financial Industry Regulatory Authority. Municipal securities offer a steady income stream,
making them a common component of investors' portfolios.

! For the sake of brevity the Undersigned have limited the focus of this letter to TOB Programs designed to finance
direct ownership interests in tax-exempt municipal securlties, which constitute most of the TOB Program market.
We note that TOB Programs are prominent in the finamcing of securities in both the primary and secondary market
and, in limited circumstances, may be used to finance taxable municipal securities, credit enhamced municipal
securities and shares of registered municipal investment compamies. @ We believe the discussions and
recommendations described herein would apply to all securities financed in TOB Programs and, as such, the
Undersigned respectfully request that the Agencies provide the relief described herein on that basis.

2 The municipal issuer generally does not work with or coordinate with any TOB Program sponsor when issuing the
mumicipal securities, although a TOB Program Sponsor or an affiliate that is a broker-dealer may on occasion
participate in the underwritimg of the underlying munmicipal securities, subject to applicable securities laws and other
customary legal and rating agency requirements.
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TOB Hinaters

TOB Floaters are variable rate, short-term, high quality, liquid securities. TOB Foaters bear
interest at a variable interest rate, reset periodically based on prevailing short-term tax-exempt
market rates, which generally are lower than the fixed rate payable on the underlying municipal
securities. Under most circumstances, the TOB Floater holders have the right to tender their imterests,
for any reason or no reason, for a repurchase price equal to 100% of the face amount of the TOB
Floaters, plus accrued interest.> The tender option allows those TOB Floater holders that are money
market funds (offering a stable net asset value of §1 per share pursuant to Rule 2a-7) to treat the TOB
Floaters as having an extremely short maturity, i.e., the next interest rate reset date.

The purchase of TOB Floaters is generally limited to "Qualified Institutional Buyers,” as defined
in Rule 144A under the Securities Act of 1933 and “Qualified Purchasers,” as defined in section
2(a)(51)(A) of the Investment Company Act of 1940, who possess such “knowledge and experience in
financial and business matters as to be capable of evaluating the merits and risks of an imvestment
in..and are able and prepared to bear the economic risk of investing in” the TOB Floaters. Any
investor who purchases TOB Floaters must, prior to investing, provide written attestation of the
foregoing. The primary buyers of TOB Floaters are Rule 2a-7-regulated, tax-exempt money market
funds. For this reason, if there are any future changes to the credit quality requirements of Rule 2a-7,
TOB Program sponsers are expected to amend TOB Program terms to conform to the new credit
reguirements so that TOB Floaters are eligible securities,

The tender option feature of TOB Floaters is made possible through a liquidity facility that
provides funds for payment of both principal and interest on the TOB Floaters whenever a TOB Fioaiter
holder exercises its tender option or a TOB Floater is called for mandatory tender.* The liguidity
facility may be provided by the TOB Program Sponsor, one of its affiliates or another bank or other
entity. The liquidity provider's obligation to pay the TOB Fioater holders terminates without motice
upon the occurrence of any of the following very limited and remote events known as "TOTEs" (an
acronym for "Tender Option Termination Events"): a default on the underlying municipal securities
and credit enhancement, where applicable; a credit rating downgrade below investment grade; the
bankruptey of the issuer and, when applicable, the credit enhancer; or the determination that the
munieipa)l seeurities are taxable. (inelusion of TOTEs in TOB Program structures is required for tax
Feasens.

In some instances, the liquidity provider is the same entity as, or an affiliate of, the holder of the
TOB Residual Interest. When that is not the case, the liquidity provider may require that the holder of
the TOB Residual Interest enter into a reimbursement agreement with the liquidity provider to
reimburse the liquidity provider for all amounts paid to TOB Foater holders and not otherwise
reimbursed from a remarketing of tendered TOB Floaters or, if the TOB Floaters are not remarketed,
from the proceeds of sale of the municipal securities. Because the liquidity provider bears the market
risk of any difference between the par amount of TOB Floaters outstanding and the market value of the
municipal securities (whose sale would generate proceeds to reimburse the liquidity provider for any

3 TOB Floaters also are subject to mandatory tender under certain citcumstances.

4 The TOB Floaters have a short-term credit rating (based on the short-term rating of the liquidity provider) as well
as a long-term credit rating (based on the credit quality of the assets on deposit in the TOB Trust, including any
credit enhancement). The combination of a high quality credit rating and a short-term rating makes TOB Floaters
eligible for purchase by money market funds.

5 In some TOB Programs, often described as “net liquidity” TOB Programs, the liquidity provider does not have an
obligationm to pay the full purchase price of TOB Floaters that have been tendered but not successfully remarketed.
Instead, the first source of funds for the redemptiom of TOB Floaters is the sale proceeds of the municipal securities
in the TOB Trust; the liquidity provider's obligation is a standby obligation to pay an amount equal to the difference,
if any, between the aggregate redemption price of the tendered but unremarketed TOB Floaters and the aggregate
proceeds of the sale of the municipal securities.



liquidity draws) the liquidity provider typically has the right to direct the termination of the TOB Trust
prior to the occurrence of a TOTE. If the liquidity provider exercises this termination right, it must pay
the TOB Hioater holders in full.

TOB Residual Interest

The TOB Trust issues a TOB Resiidual Interest that effectively creates the economic equivalent of
a leveraged position in the underlying municipal securities. The price of the TOB Residual Interest is
generally reflective of the amount of leverage, which is generally similar to the leverage under a
repurchase agreement. The TOB Residual Interest holder receives all interest on the municipal
securities not pald to the TOB Floater holders (net of the TOB Trust's expenses) as well as typically 90-
95% of any gain share recognized upon any sale of the municipal securities. The TOB Residual
Interest holder has the right, exercisable at periodic intervals, to cause the sale of the mwunicipal
securities and the forced redemption of the TOB Floaters for 100% of par value plus accrued interest
and the applicable Gain Share. TOB Residual Interests typically have significant restrictions on
transfer. 1n addition, there is no established seeondary market for TOB Residual Interests.

In many cases, the TOB Residual Interest holder is the TOB Program sponsor or an affiliate of
the TOB Program sponsor. In cases in which the TOB Residual Interest holder is not the TOB Praogram
sponsor or an affiliate, it is a third-party institutional investor and in some limited cases, a high net
worth iinvestor.

Tax and Accounting Treatment of TOB Program Certificates

TOB Program sponsors design TOB Programs so that the tax-free nature of the income on the
underlying municipal securities passes through to the TOB Hoater holders and the TOB Residual
Interest holder. In order to ensure pass-through tax treatment, TOB Programs provide for termination
of the liquidity facility upon the occurrence of a TOTE, the pro rata sharing of credit risk as between
the TOB Floater holders and the TOB Residual Interest holder, and the gain share payable to TOB
Floater holders. These features provide the necessary indicia of ownership to allow the income to
remain tax-free to the holders of the TOB receipts.

For accounting purposes, the TOB Residual Interest holder typically carries the umderlying
municipal securities as assets and the TOB Foaters as debt, because the TOB Residual Interest holder
is acquiring the municipal securities and financing its acquisition with the proceeds of the TOB Fiwatters.
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Soclété Générale, New York Branch

1221 Avenue of the Americas
New York, NY 10020

Le Chen
Phone: (212) 278-7103
Email: lle.chen@sacib.com

Laura Schisgall, Esq.
Pinone: (212) 278-5656
Email: |Bwra.schisaall@sgcib.com
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