BEYOND TRUE SALES:
SECURITIZATION AND CHAPTER 11

STEPHEN . LUBBEN*

2002 was an odd year for securitization in Congress. In
January, it appeared that the structured finance industry was
on the verge of achieving its noble dream: legislated approval
and protection.! And Congress seemed likely to grant this
favor.2 But by September the dream was dead and at least one
industry group was fighting against new legislation, inspired by
the dramatic failure of Enron Corporation that “[threw] into
doubt the structural integrity of several trillion doliars of ex-
isting [securitizations].”® Now, almost two years later, the in-
dustry may have avoided the fallout from Enron, but any
hopes of obtaining Congressional help appear as feeble as
ever.

This sudden reversal was more than a byproduct of one of
the largest and most startling corporate failures since the Penn
Central railroad slipped into bankruptcy court one day in
1970,* yet few can deny that the Enron scandal helped make
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1. Following general industry practice, the terms “securitization” and
“structured finance” are used interchangeably in this article. See Steven L.
Schwarcz, The Parts Are Greater Than the Whole: How Securitization of Divisible
Interests Can Revolutionize Structured Finance and Open the Capital Markets to Mid-
dle-Market Companies, 1993 Corum. Bus. L. Rev. 139, 140 [hereinafter
Schwarcz, The Parts Are Greater Than the Whole].

2. Steven L. Schwarcz, The Impact of Bankruptcy Reform on “True Sale” De-
termination in Securitization Transactions, 7 FOrRDHAM ]. Core. & Fin. L. 353,
353-54, 360 (2002) [hereinafter Schwarcz, Impact of Bankruptcy Reform].

3. Comment Letter from The American Securitization Forum to The
Honorable Richard Durbin re the Durbin-Delahunt Bankruptcy Reform Act
(Sept. 16, 2002), available at hitp:/ /www.securitization.net/pdf/asf_durbin_
091602.PDF, reprinted in George P. Miller, Regulatory Developments in Securitiza-
tion, 843 PracricinG L. INsT. 733, 759 (2002).

4. Stephen J. Lubben, Railroad Receiverships and Modern Bankrupicy The-
ory, 89 CornELL L. Rev. 1420, 1458 (2004). The sudden collapse of the Penn
Central Railroad, often asserted as the largest corporate bankruptcy of its
day, spawned litigation that continues to this day. See USX Corp. v. Pa. Cent.
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the once sure legislation become political poison.> At heart,
the failure to enact the industry’s legislative salvation simply
continued the long reality that what is so often termed the
“fastest growing”® financing technique is based on a founda-
tion of doubt and risk.

The benefits of securitization come from a faith that the
creation of formalized legal structures will protect a group of
assets from the undertow of a firm’s collapse. But these formal
structures will only work if that formality is respected by a col-
lection of judges—those that preside over the federal bank-
ruptcy courts. These judges pride themselves on presiding
over courts of equity, armed with the ability to find creative
solutions to tough problems. Often they respect the nature of
a securitization—but not always.”

Securitization exists in tension with the Bankruptcy Code,
and, in particular, the broad policies of chapter 11. On the
one hand, Congress enacted chapter 11 to save businesses
from liquidation by compelling creditors to negotiate a solu-
tion with the bankrupt firm.#2 On the other hand, securitiza-
tion exists to remove a debtor’s credit risk from the cost of
financing. Unlike a typical secured lender, the investors in a
securitization have no intention of monitoring a firm, negoti-
ating new concessions in exchange for forgiving a covenant, or
formulating a reorganization plan. But what if a firm will fail
without the inclusion of securitized assets in a debtor’s estate?

Corp., 130 F.3d 562 (3d Cir. 1997). The collapse of Enron can be expected
to produce a similar result.

5. Jonathan C. Lipson, Enron, Asset Securitization and Bankruptcy Reform:
Dead or Dormant?, 11 J. BANKR. L. & Prac. 101, 117 (2002).

6. Thomas E. Plank, Bankruptcy Professionals, Debtor Dominance, and the
Future of Bankruptcy: A Review and a Rhapsody on a Theme, 18 Bankr. DEv. J.
337, 362 (2002) (book review) (“Securitization has become tremendously
important in the economy, and it continues to be one of the fastest growing
forms of capital formation.”).

7. See, e.g., In re LTV Steel Co., 274 B.R. 278, 285 (Bankr. N.D. Ohio
2001). This case sent shockwaves through the securitization industry when
the Bankruptcy Court upheld an interim order authorizing the debtors’ use
of “cash collateral”, Id. at 279, that was held by a related Special Purpose
Vehicle. The case ultimately settled before the court held a final hearing.
For a more detailed discussion of this case, see infra note 46 and accompany-
ing text.

8. Christopher W. Frost, Running the Asylum: Governance Problems in
Bankruptcy Reorganizations, 34 Ariz. L. Rev. 89, 92 (1992).
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Do the policies of chapter 11 trump a deal the firm worked
out with the financial markets in earlier (better) days?

To date, attempts to answer these questions have reflected
the extremes.® Not unexpectedly, I attempt to mediate be-
tween the reality that securitizations serve useful, efficient pur-
poses and the goal of preventing unnecessary corporate liqui-
dations. Starting from the premise that the decision to in-
clude any party in a chapter 11 reorganization involves line
drawing, I attempt to explain a principled reason for exclud-
ing some securitizations from the scope of chapter 11, while
including other transactions, such as most of those at issue in
Enron.!® Specifically, by considering the reasons why we ig-
nore formalities in other related situations—under veil pierc-
ing, equitable subordination, and fraudulent transfer law—I
explain why a line can be drawn that excludes typical securi-
tizations from the chapter 11 estate. In the process, I suggest a
functional analysis that would be more useful in making these
types of determinations than the present reliance on whether
or not there has been a “true sale” of assets as part of the
securitization,

The remainder of the article is therefore comprised of
two large halves. Part I sets the stage by briefly explaining
securitizations and their unsettled relationship with the Bank-
ruptcy Code. I also review current chapter 11 policy, Con-
gress’s now abandoned securitization legislation, and the aca-
demic debate concerning these three topics. I explain why
securitizations enhance social welfare and thus deserve recog-
nition, if not exactly in the way Congress originally proposed.
Part II then develops my argument that a functional analysis of
securitizations that considers why a transfer of assets to a third

9. Compare Lois R. Lupica, Circumvention of the Bankruptcy Process: The
Statutory Institutionalization of Securitization, 33 Conn. L. Rev. 199, 240, 242
(2000) (arguing that recent amendments of Article 9 of the U.C.C. would in
fact keep most securitizations out of the bankruptcy process, but that these
amendments come at significant price to other stakeholders in the origina-
tor firm), with Steven L. Schwarcz, The Alchemy of Asset Securitization, 1 STAN.
J-L. Bus. & Fin. 133, 135-36 (1994) [hereinafter Schwarcz, Alchemy] (discuss-
ing methods of isolating assets with no comment as to moral desirability of
so doing).

10. See generally Steven L. Schwarcz, Enron and the Use and Abuse of Special
Purpose Entities in Corporate Structures, 70 U. CIN. L. Rev. 1309 (2002) (examin-
ing how Enron’s securitizations differed from those commonly regarded as
legitimate).
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party should be unwound does a better job than the tradi-
tional “true sale” analysis of identifying those putative securi-
tizations that should be subject to a debtor’s chapter 11 case.
This part of the article also argues that the functional ap-
proach avoids the overbroad approach that Congress almost
embraced. My goal is not to solve the messy policy disputes
underlying many discussions of securitization, such as whether
we should attempt to reorganize all or even most distressed
firms. Rather, I offer a simple, common-sense refinement to
existing law that will allow all parties to consider the-basic
choices involved in allowing some forms of financing but not
others.

I

SecurITIZATION, CHAPTER 11 PoLIcy, AND PROPOSED SECTION
912

In Part I, I provide the background for my discussion of
the “true sale” analysis of securitizations in Part II of the arti-
cle. Lest there be any doubt about my own position, this part
shows that I find securitizations to be socially useful, but I re-
ject the effort to provide stability to these transactions through
proposed Section 912 of the Bankruptcy Reform Act. Section
912 is both circular and overbroad, and would undoubtedly
condone certain types of deception that no creditor would vol-
untarily accept, even if it could be priced ex ante.

Securitization

Stated at a very basic level, a securitization involves the
sale of an asset or a group of similar assets to a separate but
related legal entity that then borrows against those assets to
pay the purchase price to the selling party. More formally, in a
securitization transaction the owner of the assets (the “origina-
tor”) transfers assets to a newly created subsidiary called a “spe-
cial purpose vehicle” (the “SPV”) that issues debt or compara-
ble securities to the market, based on the cash-flows antici-
pated from the assets.!! The funds generated from the sale of

11. The SPV is alternatively referred to in legal works as the “SPE” (Spe-
cial Purpose Entity).
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these securities are used by the SPV to pay the originator for
the purchased assets.!?

The growth of securitizations is often traced to the crea-
tion of the Government National Mortgage Association and
the Federal Home Loan Mortgage Corporation,'® but the ba-
sic concept of isolating assets from a firm for financing pur-
poses dates back at least a century or more to the issuance of
equipment trust certificates by railroads.'* Typically, however,
the term “securitization” is used by industry participants to re-
fer to the sale of financial rights to receive payments in the
future, rather than lending based upon real or tangible per-
sonal property.!5

At first blush, a securitization transaction .might be
equated to a secured loan, and many articles have done just
that.!'® But the lenders in a securitization transaction rarely
undertake the same sort of hands-on relationship with a
debtor that banks and other secured lenders typically de-
mand.'?” Indeed, one of the cost-benefits of a securitization is
the lack of any need to monitor the originator’s business, and
the corresponding reduction in costs associated with negotiat-
ing the myriad covenants that give a standard loan agreement

12. See generally Schwarcz, Alchemy, supra note 9, at 135.

13. Christopher W. Frost, Asset Securitization and Corporate Risk Allocation,
72 Tur. L. Rev. 101, 104 n.7 (1997).

14. See generally Arthur S. Dewing, Railroad Equipment Obligations, 7 AMER.
Econ. Rev. 353, 354-56 (1917).

15. See Schwarcz, Alchemy, supra note 9, at 135. But see Claire A. Hill,
Whole Business Securitization in Emerging Markets, 12 DUke J. Comp. & INT'L L.
521 (2002) (setting out a theory for securitization of the entirety of a busi-
ness: “not only the firm’s receivables, but also its plant, property and equip-
ment, intellectual property, and all of its other assets.”). Professor Hill’s ar-
guments are not intended to apply to United States transactions. Id at 522,
525.

16. E.g., Lois R. Lupica, Revised Article 9, Securitization Transactions and the
Bankruptcy Dynamic, 9 AM. BANKR. INsT. L. Rev. 287, 312 (2001) [hereinafter
Lupica, Revised Article 9]; Lois R. Lupica, Asset Securitization: The Unsecured
Creditor’s Perspective, 76 TEX. L. Rev. 595, 617 (1998) [hereinafter Lupica,
Asset Securitization].

17. Lupica, Revised Article 9, supra note 16, at 312 n.140. Cf. Robert E.
Scott, A Relational Theory of Secured Financing, 86 CoLum. L. Rev. 901, 950-51
(1986); George G. Triantis & Ronald J. Daniels, The Role of Debt in Interactive
Corporate Governance, 83 CaL. L. Rev. 1073, 1082-84 (1995).
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its heft.® More broadly, many of the benefits of securitization
are closely associated with the reduced level of intermediation
in such transactions, as compared to traditional bank loans.!?

Securitizations also reduce the costs associated with the
originator’s bankruptcy filing.2° While the direct costs of
chapter 11 have been shown to be relatively modest,2! they are
still costs, and the indirect costs (such as customer losses due
to the pending bankruptcy) are difficult to measure.22 Moreo-
ver, a traditional secured lender faces the possibility that a
debtor in possession may use the lender’s collateral to aid in
the reorganization process, or incur debt with a lien that is
superior to the lender’s lien.2® Securitizing a group of assets
reduces these costs by isolating the asset from an originator’s
potential bankruptcy estate, allowing the lender to price the
loan solely on the financial characteristics of the transferred

18. Minh Van Ngo, Agency Costs and the Demand and Supply of Secured Debt
and Asset Securitization, 19 YALE J. oN REc. 413, 461-62 (2002). Of course,
securitizations are not without documentation costs, but the terms can be
standardized by asset type, rather than by debtor. See generally Donald J.
Weidner, Synthetic Leases: Structured Finance, Financial Accounting and Tax
Ownership, 25 J. Core. L. 445, (2000).

19. Robert Dean Ellis, Securitization Vehicles, Fiduciary Duties, and Bondhold-
ers’ Rights, 24 J. Corp. L. 295, 303 (1999) (“Compared to traditional financ-
ings, [securitizations] impose only a few, relatively discrete covenant restric-
tions on the originator.”). The lack of monitoring means that investors will
not bear the costs of monitoring for other entities, such as creditors, who are
financially linked to the assets. Lupica, Asset Securitization, supra note 16, at
627-28. However, this may increase the originator’s cost for unsecured
credit. Id. at 629. Furthermore, if, as some argue, the cost of other credit
for an originator would be the same regardless of whether the originator
had used a secured loan or a securitization, then the originator, through
securitization, has achieved the same amount of cash flow plus the unused
monitoring costs, which in turn makes securitization cost less for the origina-
tor (in terms of accessing funding) than receiving a loan. Schwarcz, Alchemy,
supranote 9, at 148-51.

20. As its name implies, the SPV’s only purpose is to issue securities
based on the newly acquired payment stream. If the SPV is properly consti-
tuted, it has no reason, and no ability, to enter bankruptcy itself. See generally
Schwarcz, Alchemy, supra note 9; Schwarcz, The Parts Are Greater Than the
Whole, supra note 1, at 154-55.

21. See generally Stephen J. Lubben, The Direct Costs of Corporate Reorganiza-
tion: An Empirical Examination of Professional Fees in Large Chapter 11 Cases, 74
Am. Bankr. L.J. 509, 512-13 (2000).

22. See id.

.23, See 11 U.S.C. §§ 363-364.
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assets, without regard to the credit of the originator.2* This
has the further benefit of allowing the SPV to issue securities
that have a credit rating independent from, and sometimes su-
perior to, the credit rating of the originator.?25 In essence,
securitization thrives on the difference between reality and
theory: despite what unadulterated Modigliani-Miller might
suggest, disaggregating the firm can sometimes increase
value.26

Of course the benefits of a securitization are not obtained
without some costs. From the originator’s perspective, these
costs include establishing the SPV, transferring the assets to
the SPV, and generally documenting the transaction.?” Thus
the benefit of securitizations is the spread between a securitiza-
tion and a traditional secured loan, which some industry par-
ticipants estimate to be as high as 150 basis points.2®

These benefits are obtained only by ensuring that the sep-
arateness of the SPV is respected upon an originator’s chapter
11 filing. If the SPV is incorrectly structured, the bankruptcy
court may engage in “substantive consolidation” of the assets
and liabilities of the originator with that of the SPV, that is,
“pierce [the] corporate [veil]”.2® The transfer of assets must

24. See Petrina R. Dawson, Ratings Games with Contingent Transfer: A Struc-
tured Finance Illusion, 8 DUKE J. Comp. & INT’L L. 381, 385 (1998).

25. Id.; Weidner, Synthetic Leases: Structured Finance, Financial Accounting
and Tax Ownership, supra note 18, at 449.

26. See Franco Modigliani & Merton H. Miller, The Cost of Capital, Corpora-
tion Finance and the Theory of Investment, 48 AM. Econ. Rev. 261 (1958). The
Modigliani-Miller irrelevance hypothesis provides that in a frictionless world
(without taxes, transaction costs, imperfect information, and any costs of fi-
nancial distress), changes to a firm’s financial structure are a zero-sum game:
changes that decrease risk for one claimant will increase the risk of some
other claimant, and the overall costs of financing will be the same to the
firm. In short, “the market value of any firm is independent of its capital
structure.” Id. at 268. As with most theories, the assumptions are key. See
Merton H. Miller, The Modigliani-Miller Propositions After Thirty Years, 2 ].
Econ. Persp. 99, 100 (1988).

27. The potential costs to third parties are discussed infra in Part II.

28. Stephen H. Case, I Thought I Put That Where You Couldn’t Reach It
Bankruptcy-Remote Entities, Special-Purpose Vehicles and Other Securitization Issues,
840 PLI/Comwm 51, 57 (2002).

29. Alexander v. Compton (/n re Bonham), 229 F.3d 750, 764 (9th Cir.
2000); see also Peter J. Lahny IV, Securitization: A Discussion of Traditional Bank-
ruptcy Attacks and an Analysis of the Next Potential Attack, Substantive Consolida-
tion, 9 AM. Bankr. InsT. L. REv. 815, 864-65 (2001).
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be a “true sale” under state law, as opposed to a disguised
loan.?® The true sale requirement ensures that the transferred
assets will not be considered property of the originator’s bank-
ruptcy estate,®! nor subject to an automatic stay if the origina-
tor seeks chapter 11 protection.3?

This true sale test is uncertain because the case law
describing a true sale is often replete with the imprecise lan-
guage of equitable doctrines and, more importantly, none of
the case law deals with the specific context of a securitiza-
tion.?® Among other things, courts will consider the extent of
the residual interest retained by the originator, whether the
transfer price was set at fair market value by independent ap-
praisers, the extent of the lender’s recourse to the originator,
the extent of the SPV’s control over the assets, and, of course,
the intent of the parties as expressed in their writings.®* Some
highlight recourse as the most important factor,3® but even
that factor is of limited import and may impose burdens on
the sale of financial assets that are not similarly imposed on
the sale of tangible assets.3¢ Moreover, even the most exhaus-
tive list of factors must be considered in light of the reality that
every bankruptcy court will start with the proposition that “[a]s
a court of equity, the bankruptcy court is permitted to look
beyond the form to the substance of a transaction in order to

30. See Steven L. Schwarcz, Private Ordering of Public Markets: The Rating
Agency Paradox, 2002 U. ILL. L. Rev. 1, 19 [hereinafter Schwarcz, Private Or-
dering of Public Markets].

31. See 11 U.S.C. § 541(d).

32. 11 US.C. § 362.

33. See, e.g., Endico Potatoes, Inc. v. CIT Group/Factoring Inc., 67 F.3d
1063, 1069 (2d Cir. 1995); Major’s Furniture Mart, Inc. v. Castle Credit
Corp., 602 F.2d 538, 546 (3d Cir. 1979); see also Robert Stark, Viewing the LTV
Steel ABS Opinion in its Proper Context, 27 ]J. Corp. L. 211, 212 (2002) (“Uncer-
tainty is exacerbated by the fact that ABS [asset-backed securitization] is a
relatively recent development in the world of corporate finance and, conse-
quently, there does not appear to be any case law directly addressing
whether a contested ABS transaction is a sale or a financing.”).

34. STEVEN L. SCHWARCZ, STRUCTURED FINANCE: A GUIDE TO THE PRINCI-
PLES OF ASSET SECURITIZATION 28-36 (2d ed. 1993).

35. See Dawson, supra note 24, at 389 n.52.

36. Peter V. Pantaleo et al., Rethinking the Role of Recourse in the Sale of
Financial Assets, 52 Bus. Law. 159, 159-63 (1996) (discussing types of permis-
sible and impermissible recourse for true-sale treatment).
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determine the true nature of a transaction as it relates to the
rights of parties against a debtor’s estate.”®’

Ultimately, this true sale analysis is only helpful if it tells
us why a particular asset should or should not be included in a
debtor’s chapter 11 estate. As I will argue in Part II of this
article, chapter 11 policy and the parties to securitizations
would be better served by a more functional test that considers
the reasons for this inclusion or exclusion.

Chapter 11 Policy

Securitization transactions are only able to achieve the
foregoing benefits if they can be reconciled with Congress’s
broad powers to reshape contracts and property rights under
the Bankruptcy Code.3® The foundations of securitization
push up against Congress’s power and policy in ways that keep
originators from realizing the full benefits of securitizing their
assets.

In particular, it is often argued—perhaps most vocally by
debtors’ counsel—that “the paramount policy and goal of
Chapter 11, to which all other bankruptcy policies are subordi-
nated, is the rehabilitation of the debtor.”® And the purpose
of rehabilitation is often said to include protection of jobs and
avoidance of economic disruption.®® In short, whether good
or bad, it is generally agreed that chapter 11 as currently en-

37. Corporate Fin., Inc. v. Fidelity Nat'l Title Ins. Co. (/n re Corporate
Fin.}, 221 B.R. 671, 682 (Bankr. E.D.N.Y. 1998).

38. See Hanover Nat’l Bank v. Moyses, 186 U.S. 181, 192 (1902) (uphold-
ing the Bankruptcy Act of 1898 against constitutional challenges); see also
SEC v. Albert & Maguire Sec. Co., 378 F. Supp. 906, 912 (E.D. Pa. 1974)
(“{U]nder its bankruptcy power, Congress may so legislate as to affect, mod-
ify[,] or perhaps destroy vested rights. The test is whether the Congressional
solution is so ‘grossly arbitrary and unreasonable as to be incompatible with
fundamental law.’”).

39. In re Ionosphere Clubs Inc., 98 B.R. 174 (Bankr. S.D.N.Y. 1989); see
also United States v. Whiting Pools, Inc., 462 U.S. 198, 203 (1983); Caplin v.
Marine Midland Grace Trust Co., 406 U.S. 416, 422-23 (1972) (“In contradis-
tinction to a bankruptcy proceeding where liquidation of a corporation and
distribution of its assets is the goal, a Chapter X proceeding is for purposes
of rehabilitating the corporation and reorganizing it.”).

40. In re Pac. Gas & Elec. Co, 2002 U.S. Dist. LEXIS 16449 (N.D. Cal.
Aug. 30, 2002); In re Teligent, Inc., 282 B.R. 765, 772 (Bankr. S.D.N.Y. 2002);
Brian Leepson, A Case for the Use of a Broad Court Equity Power to Facilitate
Chapter 11 Reorganization, 12 BANKR. DEv. J. 775 (1996).



98 NYU JOURNAL OF LAW AND BUSINESS fVol. 1:89

acted encourages the reorganization of firms as a distinct
good, perhaps even when reorganizing the firm may conflict
with the goal of maximizing distributions to creditors.*!

In addition, chapter 11 reorganization is typically seen as
a collective process that will only work if all parties are com-
pelled to participate in a single forum.*2 Bankruptcy, and
chapter 11 in particular, replaces creditors’ individual rights
with a collective regime. However, that regime only works if it
is mandatory and all-inclusive. This conception of bankruptcy
as a solution to a common pool problem lends itself to argu-
ments that chapter 11’s goals will only be served by compelling
all creditors to participate in the debtor’s reorganization.*®

These two basic chapter 11 policies are in obvious tension
with the existence of securitization. A broad commitment to
reorganization of most, if not all, corporate debtors will often
require resort to the equitable powers, despite the formal
structures of state or federal debtor-creditor law. Consider, for

“example, the frequent use of the “necessity of payment” doc-
trine,** which allows the debtor to pay select pre-petition un-
secured creditors—in full and before confirmation of a plan—
to secure supplies or services necessary for a successful reor-
ganization, notwithstanding that such payments plainly violate

41. See, e.g., Elizabeth Warren, Bankruptcy Policy, 54 U. CH1. L. Rev. 775,
788 (1987) (“Congress intended bankruptcy law to address concerns
broader than the immediate problems of debtors and their identified credi-
tors; they indicate clear recognition of the larger implications of a debtor’s
widespread default and the consequences of permitting a few creditors to
force a business to close.”).

42. N.H. Public Service Co. of N.H. v. Pub. Serv. Co. of N.H. (In re Pub.
Serv. Co. of N.H.), 108 B.R. 854, 890 (Bankr. D.N.H. 1989); see Douglas G.
Baird & Thomas H. Jackson, Corporate Reorganizations and the Treatment of Di-
verse Ounership Interests: A Comment on Adequate Protection of Secured Creditors in
Bankruptcy, 51 U. CH1. L. Rev. 97, 107 (1984); see generally Lynn M. LoPucki,
Strange Visions in a Strange World: A Reply to Professors Bradley and Rosenzweig, 91
MicH. L. Rev. 79 (1992).

43. Thomas H. Jackson, Avoiding Powers in Bankruptcy, 36 Stan. L. Rev.
725, 728 (1984) (“Bankruptcy [law] is designed to assure that the asset ‘pie’
is as large as possible, given a set of relative entitlements.”).

44. See In re Just for Feet, Inc., 242 B.R. 821, 825 (D. Del. 1999) (Recog-
nizing “the court’s power to authorize payment of pre-petition claims when
such payment is necessary for the debtor’s survival during chapter 11.”).
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the absolute priority rule.4> More directly, the LTV court’s de-
cision to allow the debtor to use cash that was formally the
property of a non-debtor entity to avoid the possibility of a
complete shutdown of the debtor’s operations illustrates the
risks to securitization inherent in a strong commitment to re-
organization.46

A belief that chapter 11 works best with the maximum
number of participants feeds this trend by encouraging courts
to define the scope of the debtor’s estate broadly*” and
preventing attempts to contractually opt out of chapter 11.48

45. Stephen J. Lubben, Some Realism About Reorganization: Explaining the
Failure of Chapter 11 Theory, 106 Dick. L. Rev. 267, 295-296 (2001) (citing
recent examples, in note 128).

46. In re LTV Steel Co., 274 B.R. 278 (Bankr. N.D. Ohio 2001). LTV
Steel Company, Inc. (“LTV”) and certain affiliates filed voluntary chapter 11
petitions in the United States Bankruptcy Court for the Northern District of
Ohio on December 29, 2000. With its bankruptcy petition, LTV launched a
broadside attack on its SPVs and the concept of securitization in general.
For example, in its “first day” motion to authorize the use of proceeds in the
SPVs, LTV argued that:

[TThrough a bewildering and complex array of documents, and

through the establishment of the SPVs (which have no real func-

tion), the Lenders have conjured the illusion that the Debtors do

not own their inventory, do not own their accounts, and are not in

the business of manufacturing and selling steel products. The

Lenders’ complex documents and legal constructs are designed to

create the appearance of a daily “arms-length sale” of all the Debt-

ors’ current business assets (inventory and proceeds in the form of

accounts) to the Inventory SPV and the further “arms-length sale”

of the Debtors’ accounts from the Inventory SPV to the accounts

SPV. The purpose of this fiction is obvious: to remove all of the

Debtors’ current assets from the jurisdiction of the Bankruptcy

Court, to deprive the Debtors’ unsecured creditors of the ability to

realize any meaningful recovery from the Lenders’ enormous eq-

uity cushion, and to enable the Lenders to exercise remedies with-

out any accountability to this Court or any other parties in interest.
Motion by Debtors/D.IP. for (1) Order Granting Interim Authority to Use
Cash Collateral and (2) Scheduling and Establishing Deadlines Relating to a
Final Hearing. Memorandum of Points and Authorities and Affidavits of
John Delmore and James W. Croll in Support Thereof (on file with journal).

47. See Octagon Gas Systems v. Rimmer, 995 F.2d 948, 956-957 (10th Cir.
1993) (holding that accounts sold by the debtor before its bankruptcy were
includable in debtor’s bankruptcy estate).

48. See Marshall E. Tracht, Contractual Bankruptcy Waivers: Reconciling The-
ory, Practice, and Law, 82 CorneLL L. Rev. 301, 305 (1997) (“Although there
is little case law on this question, courts seem to accept, almost as a matter of
faith, that commercial agreements waiving the right to file for bankruptcy
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Taken together, a strong preference for reorganization of all
debtors, combined with a belief that chapter 11 should man-
date full participation in the debtor’s reorganization, runs
against the basic idea that securitization can produce cost sav-
ings by removing some assets—sometimes vital assets—from
the scope of the originator’s chapter 11 case. In light of this
tension, it is hardly surprising that the securitization industry
sought to shore up the foundations of its favored form of fi-
nancing.

Proposed Section 912

Former Section 912 of the still pending Bankruptcy Re-
form Act contained a safe harbor for most securitizations,
which would have been inserted in Bankruptcy Code § 541,
providing that once “eligible asset[s]” are transferred “to an
eligible entity in connection with an asset-backed securitiza-
tion,” these assets would not be property of the debtor’s chap-
ter 11 estate.® The key to the provision was to define an “as-
set-backed securitization” as a transaction that had been “rated
investment grade by one or more nationally recognized securi-
ties rating organizations, when the securities were initially is-
sued by an issuer.”5® The provision quickly died when several
academics asserted that enactment of the measure would en-
able the next Enron and, citing the broad chapter 11 policies
discussed above, argued that it would “render impossible un-
told corporate reorganizations that would save jobs and would
give most creditors a much higher return from a company in
financial trouble.”5!

Section 912 was an unfortunate way to achieve the goal
that is the heart of this article: improving the certainty of

are unenforceable.”). But see Lynn M. LoPucki, Contract Bankruptcy: A Reply
to Alan Schwartz, 109 YaLE L.J. 317, 334 (1999) (arguing that the degree to
which bankruptcy contracts are void has been overstated).

49. Bankruptcy Abuse Prevention and Consumer Protection Act of 2001,
H.R. 333, 107th Cong. § 912(1) (2001). As noted, the provision has since
been deleted from both the House and Senate bills.

50. Id. at § 912(2).

51. Letter from Allan Axelrod, Professor Emeritus, Rutgers School of
Law — Newark, et al., to Sen. Patrick Leahy and Rep. F. James Sensenbrenner
(Jan. 23, 2002), available at http://www.abiworld.org/Content/Content
Groups/Publicationsl /Online_ABI_Journall /200234 /March12/LEGISLA
TIVE_UPDATE _ Proposed _Rules_Amendments_Published _for_Public_
Comment.htm.
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securitizations in relation to chapter 11. First, the notion that
rating agencies should determine what constitutes a true
securitization introduces the potential for circularity into the
process. At present, rating agencies reach their conclusions by
consideration of relevant law.>2 If the agencies’ rating deci-
sions are themselves the source of substantive law, the poten-
tial for abuse becomes acute. At the extreme, the term “asset-
backed securitization” for purposes of the Bankruptcy Code
would have meant any transaction in which the originator pays
the rating agency a fee of X dollars, where X increases with
every increase in the grade of the rating.53

Second, Section 912 would have protected transactions
that allowed firms to seriously misrepresent their financial
condition. For example, one part of Section 912 would have
sanctioned transactions that required the originator to repur-
chase all transferred assets from the SPV at some point in the
future.5* This change would have legitimized the kind of “as-
set parking” schemes that prosecutors accused Enron of en-
gaging in.>>

In short, Section 912 represented a serious example of in-
dustry overreaching, and even those of us who think securitiza-
tions are socially desirable should not regret its demise.

II.
THE AcADEMIC DEBATE REGARDING SECURITIZATION

As might be expected, the academic debate surrounding
securitization has intensified with the advent of Section 912.
At the extremes, some argue that Congress “overacted” when

52. See generally Richard Cantor & Frank Packer, The Credit Rating Industry,
Fep. Res. BANk NY. Q. Rev. 1 (1994).

53. The apparent lack of competition in the credit-rating industry simply
intensifies these concerns. See Michael Schroeder & Gregory Zuckerman,
Regulators to Probe Competitive Practices of Rating Agencies, WaLL ST. J., Jan. 27,
2003, at C1. This is not meant to deny that “the amount of the fee” paid to
the rating agency is “independent of the rating.” Steven L. Schwarcz, Private
Ordering of Public Markets, supra note 30, 16 & 16 n.95.

54. The definition of “transferred” in former section 912 included all
transfers “irrespective and without limitation of . . . whether the debtor had
an obligation to repurchase or to service or supervise the servicing of all or
any portion of” the securitized assets. H.R. 333, 107th Cong. § 912(2)
(2001).

55. Kurt Eichenwald, An Enron Trial With Big Stakes For Ones Ahead, N.Y.
Times, Sept. 20, 2004, at Cl1.
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it abandoned Section 912,56 while others contend that securi-
tizations only achieve their cost savings by extracting rents
from unsecured creditors.>?

More specifically, the initial critique of securitization is
that it allows managers to place assets beyond the reach of
creditors. Of course, those assets are exchanged for cash, so
the transaction is neutral to the corporation from the perspec-
tive of overall assets. The critique is then often refined to sug-
gest that the conversion of assets to cash allows management
to misappropriate those assets before the chapter 11 filing.58

This refined version of the critique only holds if two as-
sumptions are true. First, management must be more likely to
waste the proceeds of a securitization than any other form of
financing; otherwise the critique is just a general complaint
about managerial behavior on the verge of insolvency. The
latter could be corrected by a more animated enforcement of
management’s fiduciary duties to creditors when the firm ap-
proaches insolvency.’® Second, this management misbehavior
must outweigh the benefits to a firm that is on the brink of
insolvency, such as the liquidity a securitization might bring.%0
Some small degree of management self-compensation is prob-
ably tolerable if it comes hand-in-hand with saving a greater

56. Schwarcz, Impact of Bankruptcy Reform, supra note 2, at 353 n.*.

57. Lupica, Asset Securitization, supra note 16, at 598 (“Securitization’s
structure is designed to divert value away from the originator, in the absence
of any compensating controls on either the consideration received in ex-
change for the asset sale, or the debtor’s behavior. The originator enjoys the
benefits of this distributional inefficiency, at the expense of its unsecured
creditors.”).

58. See id. at 625.

59. (f. Official Comm. of Unsecured Creditors v. RF. Lafferty & Co.,
Inc., 267 F.3d 340, 350-51 (3d Cir. 2001) (discussing growing judicial accept-
ance of the “deepening insolvency” theory, which requires management to
disclose insolvency to shareholders); LaSalle Nat'l Bank v. Perelman, 82 F.
Supp. 2d 279, 292 (D. Del. 2000) (holding use of note proceeds to pay divi-
dends by defendant corporate officers and directors to constitute breach of
fiduciary duty to noteholders).

60. Cf Lupica, Asset Securitization, supra note 16, at 609-10 (explaining
that “[t]he sale of assets, even at a discount, results in a lump sum cash pay-
ment to the originator . . . [t]he transformation of a future payment stream
into immediate cash may further enable an originator to pursue a potentially
profitable project or merely meet its regular obligations. Cash represents
generalized purchasing power and . . . cash flow concerns are often para-
mount in management’s mind.”).
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number of firms (and those firms’ creditors) from unneeded
chapter 11 cases.

This debate has also been informed by the broader de-
bate concerning the privileged status of secured debt. Specifi-
cally, Professors Fried and Bebchuk argue that the presence of
“nonadjusting creditors”—creditors who do not adjust interest
rates in response to a debtor encumbering its assets—suggests
that secured debt may redistribute wealth from unsecured
creditors to secured creditors.5! The extent to which non-ad-
justing creditors actually exist is a matter of debate. Sophisti-
cated unsecured creditors, such as bondholders and banks,
can undoubtedly predict such behavior and price or contract
against this risk ex ante.52 Moreover, even relatively unsophisti-
cated players, such as trade creditors, may not be non-adjust-
ing creditors to the extent they typically lend on a short-term
basis.®® These creditors may not anticipate the debtor’s se-
cured borrowing before the fact, but once it occurs they
should be able to price it within short order. This is especially
true in the securitizations context, since securitizations are typ-
ically used by larger firmsé* (save for the occasional rock
star),%5 where a number of the trade creditors are likely to also
be other large corporations. In effect, the likely potential vic-
tims of secured debt, and securitizations, are involuntary credi-
tors.66

61. Lucian Ayre Bebchuk & Jesse M. Fried, The Uneasy Case for the Priority
of Secured Claims in Bankruptcy, 105 YaLE L.J. 857, 882 (1996).

62. See Ngo, supra note 18, at 436.

63. See Lubben, supra note 45, at 294-95 (discussing the monitoring role
trade creditors play in distressed firms).

64. Larger firms would be more likely to absorb the fixed costs associated
with the commencement of a securitization transaction. See Schwarcz, Al-
chemy, supra note 9, at 139 (“[P]ublic securitization is rarely cost effective for
transactions of less than $50 million and is more common for transactions in
the $100 million or higher range.”).

65. See generally Adam Grant, Note, Ziggy Stardust Reborn: A Proposed Modifi-
cation of the Bowie Bond, 22 Carpozo L. Rev. 1291 (2001) (discussing David
Bowie's securitization of his royalty payments); Teresa N. Kerr, Comment,
Bowie Bonding in the Music Biz: Will Music Royalty Securitization be the Key to the
Gold for Music Industry Participants?, 7 UCLA ENT. L. Rev. 367 (2000) (same).

66. See Lynn M. LoPucki, The Death of Liability, 106 YaLE LJ. 1, 61-62
(1996) (arguing that “secured credit has become a fundamental building
block of strategies for the defeat of liability to involuntary creditors”).
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Of course, the existence of unpaid creditors, particularly
unpaid involuntary creditors who can never price the risk of
nonpayment ex ante, is one of the harsh realities of limited lia-
bility in all contexts.5” It is not clear that securitization
changes this reality in any meaningful way—a point that also
holds with respect to voluntary non-adjusting creditors.58

In short, securitizations involve some cost-shifting from
securitized creditors to unsecured creditors, including costs as-
sociated with shifting risks, but no more cost shifting than un-
secured creditors already face.®® Some of securitization’s
champions have even argued that securitization involves less
cost-shifting, and perhaps even benefits unsecured creditors.”®
With or without securitization, voluntary unsecured creditors
always face the risk that debtors will change the form of their
assets or increase the variance associated with those assets.
Unsecured creditors also face the risk of claim dilution result-
ing from the debtor’s decision to take on more leverage.”!
When a firm sells unsecured debt, the price of that debt neces-
sarily includes assumptions about losses that could be incurred
if additional debt of equal or higher priority is issued or if the
debtor decides to engage in high variance projects.

But even if all creditors can price a world with securitiza-
tion (and involuntary creditors are no worse off than before),
it does not necessarily follow that securitizations are socially
efficient. It might be that the overall costs to the originator
are the same; that is, securitization might simply redistribute

67. See Henry Hansmann & Reinier Kraakman, Toward Unlimited Share-
holder Liability for Corporate Torts, 100 YALE L.J. 1879, 1894-95 (1991).

68. Cf Ngo, supra note 18, at 461-62.

69. The implicit assumption in this article is that there is little or no “real
world” support for efforts to radically change either (a) corporate limited
liability or (b) secured lending. If we remove this assumption and posit a
rule that would bar sophisticated creditors from transferring risks to less so-
phisticated creditors, i.e, no shifting costs 1o other parties without their con-
sent, securitization would inevitably fail. Cf. Lynn M. LoPucki, The Unsecured
Creditor’s Bargain, 80 Va. L. Rev. 1887, 1891 (1994) ("Security tends to misal-
locate resources by imposing on unsecured creditors a bargain to which
many, if not most, of them have given no meaningful consent.”).

70. See, e.g., Steven L. Schwarcz, Securitization Post-Enron, 25 CArDOZO L.
Rev. 1539, 1555-63 (2004) (arguing that “unsecured creditors generally
should benefit from securitization, notwithstanding possible harm to credi-
tors in individual cases” of over-investment).

71. See Kupetz v. Wolf, 845 F.2d 842, 846 (9th Cir. 1988).
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the costs without lowering total costs. For example, while
there is less need for securitization creditors to monitor the
originator’s business ex post, arguably there is an increased
need of other creditors to do so. The resulting increases and
decreases in monitoring costs may be a wash.

In such a case, the originator has incurred the transaction
costs associated with the securitization without receiving any
corresponding benefit. If all creditors can price the effects of
the securitization, this outcome suggests that securitizations
are nothing more than a way for professionals to extract value
from the debtor-originator.

This is also the point where empiricism probably fails to
provide clear answers. Marginal interest rates between securi-
tization and traditional secured financing, or even securitiza-
tion and risk-free borrowing, are modest under normal cir-
cumstances.”? Contained within this marginal rate are a host
of factors, including lenders’ estimates of default risk and
bankruptcy costs, the likelihood and extent to which the
debtor will engage in activities to increase the variance of its
enterprise or dilute the lender’s claim, the gains from shifting
risks to less-savvy creditors, and the excess amount which a
lender can charge because no real loan market is perfectly
competitive. It may, indeed, be impossible to attribute the
spread to any particular element. Moreover, lenders—even
sophisticated ones—probably price these factors in the aggre-
gate rather than individually.

The choice between a world with securitization (and tradi-
tional secured financing) and one without then turns on our
intuitive sense of whether these types of financing do some-
thing more than shift risks and costs among creditors. Be-
cause I believe that the real world is made up of exceedingly
heterogeneous investors, and that partitioning the firm can
sometimes help a debtor capture various clientele effects, I an-
swer the question in the affirmative.

Furthermore, while the trend has been to compare securi-
tizations to secured loans, the more salient comparison might

72. See Case, supra note 28, at 57 (citing one industry participant who
estimates that the spread between secured loans and securitizations is about
1.5%). “Small” is, of course, a relative term; when negotiating the loan,
every basis point counts, and 150 basis points cover enough ground to kill a
deal.
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be to a sale of the assets to a third party for cash. For the most
part, if a corporation sells its key plant to an independent cor-
poration in an arms-length transaction for cash, we will not
disturb that transaction even if the selling corporation later
becomes insolvent.

But we will disturb the transaction in certain, special cir-
cumstances. For example, if the transaction does not result in
the exchange of “reasonably equivalent value,” it may be voida-
ble by the harmed corporation or its creditors.”® This is basic
fraudulent transfer law, which protects creditors against an ex
post change in the terms of their deal—a change that none
would likely have agreed to ex ante.” More succinctly, fraudu-
lent transfer law protects against borrowers deceptively chang-
ing their asset position after an obligation has been incurred.
Veil piercing and equitable subordination law serve similar
purposes.’

Is there any reason to treat a securitization transaction dif-
ferently solely because the asset sale is typically made to a re-
lated corporation, namely the SPV? If not, what does non-
securitization law tell us about how to distinguish which securi-
tizations should be folded into the chapter 11 process? These
two questions animate the remainder of this article.

III.
DrawING LINES

Congress could include or exclude a wide range of parties
in the chapter 11 process.”® Merely stating that a particular
party is a creditor or a shareholder does not answer the funda-

73. UniF. FRAUDULENT TRANSFER AcT §§ 4-5, 7A U.L.A. 301-36 (1999).

74. See generally GARRARD GLENN, THE LAw OF FRAUDULENT CONVEYANCES
(1931).

75. See, e.g., Browning-Ferris Indus. of Ill., Inc. v. Ter Maat, 195 F.3d 953,
959-60 (7th Cir. 1999) (“In the case of a voluntary creditor, for example
someone who had lent money to the corporation, the strongest case for
piercing the veil is presented when the corporation had led potential credi-
tors to believe that it was more solvent than it really was.”).

76. See, e.g., Frost, supra note 13, at 111 (“The sale/finance dichotomy
and the substantive consolidation concerns emphasized by commentators
are directed toward resolving the persistent problem of defining the bound-
aries of the bankruptcy estate. Any coherent system of property that in-
cludes the concept of debt must devise some method of including and ex-
cluding property subject to creditors[’] claims.”).
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mental question of why that party should be compelled to par-
ticipate in the debtor’s chapter 11 case. Determining inclu-
sion by whether a party has a claim against the debtor’s assets
on the filing date also does not answer the question, since
some transactions that have seemingly been completed will be
reversed for purposes of the chapter 11 case.””

Moreover, a “creditor” for purposes of the Bankruptcy
Code is simply a party with a “claim,””® which is already
broadly defined to include any right to payment, no matter
how contingent or remote.” Congress could include a wider
range of parties within the debtor’s bankruptcy estate by ex-
panding the definition of “claim,” subject only to the far outer
limits of Congress’ power under the Bankruptcy Clause and
perhaps, in the case of secured creditors, the constitutional
limits on takings.8¢

For example, a corporate reorganization could proceed
on the basis that all of the debtor’s business transactions
within some period of time before the bankruptcy—perhaps a
year—are subject to review by the bankruptcy court for possi-
ble readjustment. All transactions that were deemed to be
“unwise” would be reversed and the counterparty to the trans-
action would take its place among the firm’s “creditors” who
would be compelled to participate in the firm’s chapter 11
case. This approach would be highly paternalistic: it would
protect creditors and shareholders against management’s ill-
considered business decisions and would therefore have obvi-
ous harmful effects, especially since it might discourage con-
tacts with distressed firms. But there is no reason Congress
could not decide to discount these harmful effects in favor of a

77. See 11 U.S.C. § 547 (2000) (providing for the reversal of certain pay-
ments made within 90 days or one year of the filing); § 548 (providing for
the avoidance of fraudulent transfers).

78. 11 U.S.C. §101(10).

79. 11 U.S.C. §101(5).

80. But see James Stevens Rogers, The Impairment of Secured Creditors’ Rights
in Reorganization: A Study of the Relationship Between the Fifth Amendment and the
Bankruptey Clause, 96 Harv. L. Rev. 973, 979 (1983) (“[Mlany possible pro-
posals for amending the present reorganization provisions will be doomed
from the outset by the assumption that the proper treatment of secured
creditors’ rights in reorganization is dictated by constitutional requirements
rather than by policy considerations that are within the discretion of Con-
gress.”).
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robust form of the debtor rehabilitation policy discussed
above.

In short, deciding whether or not a party is a “creditor”
for purposes of chapter 11 requires the use of a line-drawing
tool, at least at the margins. The “true sale” analysis purports
to provide such a tool, but it does not provide a very good tool
in the context of securitizations.®!

As noted earlier, while the notion of “true sale” is the sin-
gle most important issue in determining the characterization
of a securitization, there is no single, concrete definition of
the term. In determining whether a true sale has occurred,
courts often look to the parties and the true nature of the
transaction, and consider factors such as “the amount. . .[of]
recourse against the transferor,” whether the seller retains any
rights in the assets, and the relationship between the fair value
of the assets and the price paid.®?

But these factors are highly contextual .®3 Recourse argua-
bly is of no import if the selling firm receives additional con-
sideration from the buyer in exchange for the right to return
the asset. Recourse is only a problem when it means that the
seller is insuring the buyer’s return on the transferred asset
and the buyer has not paid any consideration for that insur-
ance. Similarly, if the seller has reduced the sale price in ex-
change for certain rights in the asset after the sale (e.g., an
easement in real property), the selling corporation has not
changed, but rather has simply repackaged its assets in new
forms. Where once the selling firm owned land, it now owns
cash and a right to enter onto the land. Even considering the
purchase price in relation to the asset transferred seems to
serve little purpose, beyond what is already addressed by fraud-
ulent transfer law.84

81. See Schwarcz, Securitization Post-Enron, supra note 70, at 1543-44.

82. See, e.g., Schwarcz, Impact of Bankrupicy Reform, supra note 2, at 357
n.25.

83. Courts have made similar observations with respect to the substantive
consolidation part of the analysis. See, e.g., Cent. Claims Servs., Inc. v. Eagle-
Picher Ind., Inc., 192 B.R. 903, 905 (Bankr. $.D. Ohio 1996) (“Because the
cases so much turn on their individual facts, . . . lists . . . of factors which
must be present in order to determine the issue of substantive consolida-
tion[ ] are of limited use.”).

84. Cf Douglas G. Baird & Thomas H. Jackson, Fraudulent Conveyance
Law and Its Proper Domain, 38 Vanp. L. Rev. 829, 837 (1985).
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Long lists of uncertainly-balanced factors create transac-
tional costs both initially for borrowers and later if the bor-
rower files for chapter 11. Additional legal certainty would
provide greater assurance that the bankruptcy of the seller
would not affect the securitization transaction,?® thus reducing
the costs to originators of creating SPVs.

There has to be some way to filter out the good securitiza-
tions from the bad. Proposed Section 912 would avoid this
issue by a sort of hyperformality: anything called a securitiza-
tion will be treated as a securitization. As Enron has shown,
simply because a firm calls it a securitization does not mean it
is not simply a way to hide liabilities or underperforming assets
by putting them in some other entity’s name.?6

Instead of vague, multi-factor tests derived from other,
marginally relevant areas of the law, both chapter 11 policy
and the parties to securitizations would be better served by a
more functional test that considers the reasons for inclusion
or exclusion of an asset in a debtor’s estate. Specifically, an
asset should be included in an estate when its removal from
the debtor’s balance sheet was done in a way that triggers con-
cerns about misrepresentation of the firm’s overall financial
situation or the transfer of the asset is of the kind that no rea-
sonable creditor would have agreed to allow ex ante. If a rea-
sonably sophisticated unsecured creditor would have been
misled by the failure to include a particular transaction on the
balance sheet, the securitization is inherently suspect.8?

For example, if a trade creditor could not know that a sale
of an asset to an SPV was accompanied by a swap that left the
originator with all or much of the risk associated with that as-
set, so that the originator’s assets were subject to greater bur-
dens than apparent, the securitization should become part of
the originator-debtor’s estate, to be administered as part of the
larger reorganization. If, however, the originator was paid for
all the risks it took with regard to the securitization, and a rea-
sonably sophisticated creditor could have learned of those

85. See Schwarcz, Impact of Bankruptcy Reform, supra note 2, at 355.

86. Indeed, most of the Enron transactions were not real securitizations.
Schwarcz, Enron and the Use and Abuse of Special Purpose Entities in Corporate
Structures, supra note 10, at 1314-16.

87. By phrasing the test in terms of a hypothetical creditor, it also works
to provide some protection to involuntary creditors, despite the lack of true
reliance.
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risks with reasonable effort, the transaction should not be dis-
turbed because there is no indication of balance-sheet decep-
tion.

Securitizations should also be unwound if the transaction
is of the kind that no reasonable creditor would have agreed to
allow. For example, a reasonable creditor would anticipate
and consent to a debtor transferring assets to an SPV in ex-
change for cash consideration equal to the fair market value of
those assets. As indicated earlier, this transaction just changes
the form of the debtor’s assets and increases the value of the
assets in the amount of the marginal difference between the
value of cash and the value of the transferred assets. But no
reasonable creditor would consent to the transfer of assets to
an SPV in exchange for nothing more than equity in the SPV.
Accordingly, the assets in such a transaction should be admin-
istered as part of the debtor-originator’s bankruptcy case.®8
Run-of-the-mill securitizations would meet this test, but aggres-
sive uses of securitization structures for purposes other than
straight conversion of assets into cash would certainly not.

In short, I am urging a functional approach while also
making a contracting-cost argument. On the one hand, some
securitizations really just repackage a debtor’s assets and
should not be disturbed, but other putative securitizations are
deceptive and even fraudulent. Creditors—particularly “non-
adjusting” ones—should not have to protect themselves
against this type of balance-sheet deception, especially since
virtually every creditor would want contractual protection
against this sort of deception. The functional approach im-
plies a kind of default term and asks whether that term has
been violated.

This functional approach also encourages plain, under-
standable disclosure of securitization transactions. By phras-
ing the analysis in terms of what an objective, reasonably so-
phisticated creditor could have discovered or anticipated, the
functional approach will lead participants in a securitization to
demand that the originator disclose the key terms of the trans-
action, and to give the SPV’s securities added protection
against the risk of an originator bankruptcy filing. While some

88. Cf In re Bay Plastics, Inc., 187 B.R. 315, 328 (Bankr. C.D.Cal. 1995).
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firms already do this,® the Enron fiasco again shows the need
for further work in this regard.

The traditional “true sale” factors continue to have some
relevance under the functional analysis, inasmuch as they shed
some light on the question of whether or not the securitization
triggers concerns about the misrepresentation of a firm’s fi-
nancial situation or where the transfer of the asset is of the
kind that no reasonable creditor would have agreed to allow.
But the traditional true sale factors are subservient to this
larger, functional question and I see no good reason to con-
tinue to hide the analysis within the language of “true sale.”

Because the functional approach to securitizations recon-
ceptualizes the existing analysis, it does not preclude attempts
to unwind a securitization to save an ongoing business. The
functional approach simply seeks to clarify and streamline the
analysis. This is in contrast to proposed Section 912 of the
Bankruptcy Reform Act, which represented a clear choice in
favor of securitizations and against reorganization in a broad
array of cases.

IV.
CONCLUSION

The question that any critique of securitization has to an-
swer is why sales to SPVs should be treated differently from
sales to third parties. Too often, however, the “true sale” fac-
tors seem to move the analysis away from this basic considera-
tion and allow for the consideration of terms that would be of
no import in a more traditional sale. With this in mind, I have
presented a functional view of the issue, with the aim of
refocusing the discussion on the basic question of whether the
purported sale of assets as part of a securitization really in-
volves the repackaging of assets with no net effect to creditors
(as would be the case in a traditional sale) or whether the
transfer is deceptive and therefore unworthy of legal recogni-
tion. Under this basic rubric, the certainty the securitization
industry seeks can mesh with the policies of chapter 11, with-
out one subsuming the other.

89. See, e.g.,, NEIMAN Marcus Group, 2001 ANNuaL RePORT 34 (2001),
available at http://media.corporate-ir.net/media_files/NYS/nmg.a/re
ports/ar01.pdf.






