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The Impact of Bankruptcy Reform on “True Sale” Determination in Securitization Transactions

by Steven L. Schwarcz

Introduction. Both Houses of Congress have passed similar bankruptcy reform bills,
 and President Bush signaled he will sign such a bill (hereinafter, the “Reform Act”) once Congress reconciles the differences between the House and Senate versions. Among other things, the Reform Act would create, for the first time, a legislative “safe harbor” regarding what constitutes a bankruptcy true sale in securitization transactions.
 Because both bills include identical forms of this safe harbor provision, it is expected that the Reform Act will include the safe harbor provision unchanged. 

Due to the attacks against our country on September 11, 2001 and the resulting economic downturn, it is uncertain when, and indeed if, Congress will enact the Reform Act.
 As of the time of this writing, there was some indication that the Reform Act would be placed back on track.
 Even if the Reform Act is not ultimately enacted in full, it’s possible that the provisions thereof that are identical in both House and Senate versions -- such as the aforesaid securitization safe harbor -- may be enacted separately.  

Background. Securitization is reputed to be by far the most rapidly growing segment of the U.S. credit markets, and its use is rapidly expanding worldwide. In a typical transaction, a company, usually called the “originator,” transfers rights to payment from income-producing assets such as accounts receivable, loans, or lease rentals (collectively, “receivables” or “financial assets”) – or frequently undivided interests in such rights – to a special purpose vehicle, or “SPV.” The SPV, in turn, issues securities to capital market investors and uses the proceeds of the issuance to pay for the receivables. The investors, who are repaid from collections of the receivables, buy the securities based on their assessments of the value of the receivables.      

Perhaps the most critical issue in a securitization is whether the SPV’s investors will continue to be repaid in the event of the originator’s bankruptcy. If the SPV owns the receivables, its investors will continue to be repaid; if not, their right to be repaid will be suspended and subject to possible impairment. The SPV will own the receivables only if the transfer of those receivables from the originator to the SPV constitutes a sale under applicable bankruptcy law -- usually referred to as a “true sale.” 

This issue, and the concerns that surround it, are illustrated by the recent bankruptcy case of LTV Steel Company, Inc. LTV challenged its pre-bankruptcy securitization facilities, arguing that the transfers to the SPVs were not true sales and, therefore, that LTV should be able to use the collections of receivables as "cash collateral” by giving adequate protection under bankruptcy law. LTV’s rationale was that, without such use, it might have to cease its operations, thereby jeopardizing employee jobs and retiree benefits and adversely affecting the local economy. The bankruptcy court permitted LTV to use these collections pending resolution of the true sale issue. LTV should have little importance as a legal precedent because, prior to such resolution, the parties reached a settlement that included a summary finding that the transfers were true sales. Nonetheless, to some extent this use had shaken financial market confidence in securitization. 

The Reform Act: The Reform Act provides an explicit “true sale” safe harbor for most transfers of receivables in securitization transactions. It does this by amending Section 541 of the Bankruptcy Code, which defines property of the debtor’s estate, to exclude from that estate any “eligible asset” transferred to an “eligible entity” in connection with an “asset-backed securitization.” Because these terms are expansively defined, the exclusion is broad. 

The term “eligible asset,” for example, means any existing or future-arising financial assets, including interests therein and proceeds thereof, that by their terms convert into cash within a finite period of time. This would appear to include any conceivable type of receivable; and the definition’s broad enumeration of examples, as well as the inclusion of (among other things) residual interests, rights designed to assure servicing, cash, and securities, is consistent with such an expansive interpretation.
 

The term “eligible entity” is likewise expansively defined to mean any entity engaged exclusively (aside from ancillary actions) in the business of either (x) acquiring and holding eligible assets (an “issuer”), or (y) acquiring and transferring eligible assets directly or indirectly to an issuer. This should include most SPVs used, directly or (as in a two-tier structure) indirectly, in securitization transactions. If, however, the SPV in question has been used in prior transactions – for example, where the SPV is a multi-seller securitization conduit – it may be prudent to obtain comfort that such SPV has engaged exclusively in the foregoing businesses and actions ancillary thereto.    

The Reform Act’s safe harbor breaks most dramatically with existing law when defining the term “transferred.” Under existing law, the primary issue is whether a given transfer constitutes a bankruptcy true sale. After the Reform Act takes effect, any transfer in which the debtor represents in writing that the eligible assets in question are to be “sold, contributed, or otherwise conveyed with the intention of removing them” from the debtor’s estate will, under bankruptcy law, accomplish such removal. The substantive law criteria of what constitutes a bankruptcy true sale – such as the amount and nature of the transferee’s recourse against the transferor, and whether the transferor has any right to take back transferred receivables – have simply been eliminated.   

The final requirement of the safe harbor is that the transfer of eligible assets to an eligible entity be made “in connection with an ‘asset-backed securitization.’” This term is broadly defined to include virtually all transactions that one commonly thinks of as a securitization – that is, all transactions in which the transferred receivables are used as the source of payment on securities – so long as “at least one class or tranche of [those securities] was rated investment grade by one or more nationally recognized securities rating organizations, when the securities were initially issued.” The reference to “nationally recognized securities rating organization” appears to be a misnomer; the correct reference should be to nationally recognized statistical rating organization, or NRSROs.
 This requirement essentially means that a major rating agency, such as Standard & Poor’s, Moody’s, or Fitch, has rated at least one class or tranche of the issuer’s securities investment grade in order for the safe harbor to apply.
  

Where the safe harbor applies, it also resolves the difficult issue of whether a transfer that otherwise constitutes a sale would fail because only a partial interest in receivables is being transferred.
 In many securitization transactions, the SPV purchases undivided interests in receivables. The rationale for buying undivided interests is that it maximizes the statistical diversification of the receivables sold to the SPV and also permits the SPV to invest in newly arising receivables by simple readjustment of the SPV’s fractional interest.
 The undivided nature of the SPV’s interest, however, raises concern because the law has generally been unsettled as to whether the transfer of a partial interest in receivables can constitute a true sale.
 The Reform Act’s safe harbor eliminates this concern by applying also to the sale of “interests” in receivables. 

Scope of the Reform Act:  Once enacted, the Reform Act’s safe harbor provision will apply to all bankruptcy and analogous state-law cases thereafter commenced.
 Existing law on true sale characterization will continue to apply, however, in all bankruptcy and analogous state-law cases commenced before the Reform Act’s enactment.
 

The Reform Act does not purport to resolve all bankruptcy issues associated with securitization. For example, the Act continues to permit a transferor’s trustee in bankruptcy to avoid a transfer of receivables that may be recovered as a fraudulent conveyance under Section 548 of the Bankruptcy Code. This should not be significant, however, because it is rare in securitization transactions for such transfers to be avoided: “the buyer of financial assets normally will have paid reasonably equivalent value for the assets.”

Transfers also may be avoided where the transferor and transferee are substantively consolidated pursuant to the equitable powers of a bankruptcy court under Section 105 of the Bankruptcy Code. Even though the transfer may be effective when viewed in isolation, substantive consolidation treats the transferee and transferor as the same entity in bankruptcy. Again, this risk appears minimal because substantive consolidation is a risk that can be controlled in securitization transactions by maintaining appropriate formalities between the transferor and transferee. 

It nonetheless is likely that bankruptcy counsel will, as under present law, be asked to opine on the possibility of substantive consolidation. Counsel also may be asked to opine that the transfer of receivables is not a fraudulent conveyance, and that the constituent elements of the safe harbor (i.e., that the receivables are “eligible assets” that have been “transferred” to an “eligible entity” in connection with an “asset-backed securitization”) have been met. 

As wide as the safe harbor is, there are significant exceptions. For example, securitization transactions that lack NRSRO-investment grade ratings, such as unrated private placements or private placements relying on National Association of Insurance Commissioners (NAIC) ratings, are not covered. Bankruptcy counsel then will need to address the traditional true sale criteria. Also, because the Reform Act only purports to resolve the true sale question for transferors that become debtors under U.S. bankruptcy law, that question will continue to have vitality for cross-border securitization transactions involving non-U.S. transferors. 

Conclusions:  Once the Reform Act becomes effective, the question of whether a given transfer of receivables will constitute a true sale for bankruptcy will be readily answered in the affirmative for a broad range of securitization transactions. Within this range, the concerns raised by the LTV case should be greatly mitigated. If, for example, a debtor argues that a transfer made in a securitization transaction is not a true sale, the issue can be promptly resolved by examining the transactional documentation.
 Furthermore, because the safe harbor criteria allow virtually no judicial discretion, it should be irrelevant that a court (as in LTV) is influenced by the debtor’s argument that it may have to cease its operations, thereby jeopardizing jobs and the local economy.
 

The safe harbor provision also might provide a basis to do away with the present need in many securitization transactions for a two-tier structure. If so, that would significantly reduce transaction costs and potentially extend the benefits of securitization to smaller companies. The primary purpose of a two-tier structure is to “avoid the risk that recourse [to the transferor] might disqualify true sale treatment for a transfer.”
 For transactions within the safe harbor, however, recourse is no longer a relevant criterion for sale treatment. Thus, the originator may be able to transfer its receivables, in a simplified “one-tier” structure, directly to a non-affiliated SPV that issues the securities and has recourse against the originator. If the originator also has the right to take back any surplus collections once the transaction has ended, the one-tier structure may replace the two-tier structure. The only proviso is that an originator seeking “off-balance sheet” treatment of its transfer of receivables would need to clear the one-tier structure with its accountants.
 It is arguable, however, that at least some one-tier structures should be able to qualify for off-balance sheet treatment.
       

My colleagues on this panel nonetheless oppose the Reform Act’s legislative safe harbor for securitization. Professor Janger argues that he is not sure that securitization is uniformly economically efficient, whereas the existing “muddy” rules on true sale create an opportunity for judicial sorting and also “tax” securitization transactions at the margin. Professor Lupica argues that the safe harbor provides participants in securitization with an ordinate degree of protection and immunity from the normal operation of the bankruptcy system at the expense of other creditors and debtors that seek to reorganize under the shelter of the bankruptcy laws.   

My colleagues’s arguments raise, of course, the larger question of whether securitization is efficient and fair. I believe, and have argued, that it is.
 Because this symposium issue does not permit space for a complete analysis, I refer readers to several works on this subject.
 A summary analysis nonetheless follows.  

Securitization merely replaces one type of asset, receivables, with another type, cash. Unsecured creditors have the same amount of unencumbered assets to levy against after the securitization as they did before the securitization. Some may argue that securitization nonetheless could hurt creditors where the cash received is wasted by the originator. But one cannot assume wasteful behavior simply because an originator sells its receivables for cash. In fact, given the scrutiny imposed by rating agencies, securitization may present fewer opportunities for such behavior than other financing methods.
 

Nonetheless, securitization, just like any other sale of assets by an originator, may become suspect if implemented when an originator is on the brink of bankruptcy. The potential for such suspect actions, however, is not unique to securitization transactions. The same issues would arise, for example, if on the eve of bankruptcy an originator sold, or borrowed money by encumbering, a factory or equipment and similarly sought to dissipate the sale or loan proceeds. Such questionable uses of proceeds are more appropriately addressed by preference and fraudulent conveyance laws.

Moreover, securitization increases overall value by providing a new source of financing, the capital markets, whose rates are systematically lower than the rates at which many companies commonly borrow. So long as the added transaction costs are less than the interest saved by using securitization instead of secured financing, there is a net gain. 

This begs the question, however, why the capital markets should be prepared to fund securitization transactions at a lower rate than secured financing. It’s because a securitization based on a “true sale” effectively can separate the source of payment of the SPV’s securities from the risks associated with the originator, largely eliminating the need for investors to monitor the originator’s financial condition. Although the risks associated with servicing and collecting the receivables still necessitate some monitoring, these risks are borne by providers of credit enhancement or investors in subordinated securities, parties who are in the business of precisely assessing and absorbing such risks. 

I acknowledge that -- all other things being equal -- the safe harbor for securitization proposed in the Bankruptcy Reform Act to some extent would act counter to the bankruptcy goal of debtor rehabilitation. That’s because the safe harbor would prevent a court from re-characterizing a securitization “sale” as a secured loan
 even though, “in a reorganization case, the financial assets of a business are often a prime source of collateral for debtor-in-possession financing.”
 But other things are not equal. For example, “the proceeds of the [securitization] may have provided liquidity to help a debtor stave off an earlier bankruptcy filing” or “could allow sufficient liquidity to [help the debtor] avoid bankruptcy altogether.”
 The safe harbor also would help to “preserv[e] reasonable commercial expectations that insure efficiency and predictability in the marketplace.”
 For these reasons, I favor, on balance, the Bankruptcy Reform Act’s “safe harbor.”   
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