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Overview of Securitization
In a standard securitization, a new entity is created, a “special purpose vehicle”
(SPV). Assets such as accounts receivable of an operating entity will be sold to
the SPV in exchange for cash. The SPV will raise that cash by selling its own securities in public markets. The SPV will not be an operating entity, and will operate only as a conduit for translating its assets—the receivables—into cash to
pay off the securities that it has issued. The SPV is designed to be “bankruptcyremote” meaning, at a minimum, that it will not go into bankruptcy if the operating company that sold the receivables itself files a bankruptcy petition. Bankruptcy-remoteness can be created by making the SPV an entity of the sort that is
not eligible for bankruptcy, see BC 109, or by controlling the decision-making
ability of the entity, such as by requiring unanimous consent of the board of directors for a filing and by having an independent director.
You should be asking two questions: first, why do market participants value
bankruptcy-remoteness?; and second, even if they find it privately useful, is it
socially beneficial? As to the former, contrast the position of a standard secured
creditor with that of the SPV. To be clear on what that means, assume that we got
cash to the operating entity—this is the point of the securitization after all—by
having the SPV lend money to the operating entity, secured by a first position on
the receivables that would otherwise have been sold. The SPV again raises that
cash by issuing securities. If the operating company filed under Chapter 11 of the
Bankruptcy Code, the receivables would be property of the estate under BC 541,
and would be “cash collateral” under BC 363. The debtor-in-possession—that is,
the debtor after it files for Chapter 11 and retains control over its business under
court supervision—will be able to use that collateral to operate its business if it
can persuade the bankruptcy court that it can adequately protect the interests of
the secured creditor. See BC 361, BC 363. There is no assurance that the secured
creditor will receive interest in the bankruptcy proceeding, see BC 506, and it
may get paid many years later under terms quite different from those originally
negotiated. BC 1129.
In contrast, if the receivables are sold—and here we mean really sold, whatever
that turns out to mean—in a transaction that does not have the taint of a fraudulent conveyance, we will respect this sale and the sold assets will not be involved
in the bankruptcy of the operating company. That means that the debtor cannot
use the receivables in the bankruptcy, and the SPV will not be subject to the treatment just-described for a secured creditor. This should make it clear why many
potential investors want the protection of a bankruptcy-remote SPV.
How should society evaluate this transaction? Look first at the time of bankruptcy and then at the time of the transaction itself. Suppose, for example, that
Debtor sold, for cash, a single share of Microsoft stock at the prevailing market
price, and then filed for bankruptcy. This is the quintessential arms-length transaction, and there is no reason to think that we should overturn it after Debtor
files for bankruptcy. Debtor has the cash in hand, and the estate has just
swapped one asset for another. We should worry if a debtor sells property for
less than it is worth, but we have fraudulent conveyance doctrines under state
law and BC 548 to deal with these cases. Proper sales shouldn’t trouble us then.
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Suppose that Debtor blows the cash from the stock sale on losing lottery tickets
right before filing for bankruptcy. Should we now question the sale itself? We
shouldn’t. It is true that Debtor could not have used the Microsoft share to buy
the tickets directly, and that the conversion of that share to cash helped Debtor
undertake its desperate scheme to restore solvency. But we usually do not impose on purchasers the burden of seeing how the proceeds of the sale will be
used; creditors should play that role.
Is a securitization transaction any different from any other pre-bankruptcy fairmarket sale? All of these transactions will have the consequence of removing assets from the bankruptcy estate. Debtors flush with cash rarely file for bankruptcy, so we can be confident that the debtor will have dissipated the cash received for the receivables, just as occurred in the lottery example. This will make
it more difficult for the debtor to reorganize, as it will have fewer liquid assets,
such as receivables to work with. It is possible that the debtor will not fully internalize the costs to creditors of exacerbating the liquidity crisis that the debtor
will face, but these are marginal effects to be sure.
Try a different angle on this. There is an academic literature that emphasizes
that securitization may have the consequence of creating judgment-proof entities.
See Lynn M. LoPucki, The Death of Liability, 106 Yale L.J. 1, 28-29 (1996); Lois R.
Lupica, Asset Securitization: The Unsecured Creditor’s Perspective, 76 Tex. L.
Rev 595 (1998). This debate is ongoing and is far from unanimous. See James J.
White, Corporate Judgment Proofing: A Response to Lynn LoPucki’s The Death
of Liability, 107 Yale L.J. 1363 (1998), and the further response by Lynn M.
LoPucki, Virtual Judgment Proofing: A Rejoinder, 107 Yale L.J. 1413 (1998).
What are the benefits of securitization? Many believe that securitization is socially useful in that it may reduce the cost of obtaining cash by making it easier
for our certain borrowers to access public markets. See, e.g., Steven L. Schwarcz,
Structured Finance: A Guide to the Principles of Asset Securitization (PLI, 2nd
ed., 1993). Lowering transaction costs is generally something we want, and securitization may enable borrowers to exit thin markets and substitute into thicker,
public markets.

In re LTV Steel Co., 274 B.R. 278 (Bankr. N.D. Oh. 2001)
WILLIAM T. BODOH, Bankruptcy Judge: This cause is before the Court on the
emergency motion of Abbey National Treasury Services PLC (“Abbey National”)
for modification of an interim order entered by the Court on December 29, 2000.
That order permitted LTV Steel Company, Inc., Debtor and Debtor-in-Possession
in these jointly administered proceedings (“Debtor”), to use cash assets that are
claimed to be cash collateral in which Abbey National has an interest. A hearing
was held on this matter on January 18, 2001. Richard M. Cieri, Esq. and Bruce
Bennett, Esq. appeared on behalf of Debtor. Thomas D. Lambros, Esq., David
Spears, Esq. and Lindsee P. Granfield, Esq. appeared on behalf of Abbey National. This is a core proceeding over which the Court has jurisdiction pursuant
to 28 U.S.C. § 157(b)(2)(M) and (O). The following constitutes the Court’s findings of fact and conclusions of law pursuant to Fed. R. Bankr. P. 7052.
DISCUSSION

Baird & Picker, Enron, Spring, 2002

3

A. Facts
Debtor is one of the largest manufacturers of wholly-integrated steel products
in the United States. Debtor mainly produces flat rolled steel products, hot and
cold rolled sheet metal, mechanical and structural tubular products, and bimetallic wire. Debtor currently employs approximately 17,500 people in various capacities, and Debtor is also responsible for providing medical coverage and other
benefits to approximately 100,000 retirees and their dependents. Debtor and 48 of
its subsidiaries filed voluntary petitions for relief under Chapter 11 of Title 11,
United States Code, on December 29, 2000. These cases are jointly administered.
This is not the first occasion on which Debtor has filed for relief under the
Bankruptcy Code. Debtor previously filed a voluntary Chapter 11 petition in the
Bankruptcy Court for the Southern District of New York on July 17, 1986. Debtor
successfully emerged from Chapter 11 on June 28, 1993. Indeed, the current controversy stems from a series of financial transactions that Debtor executed after
its previous reorganization. The transactions in question are known as assetbacked securitization or structured financing (“ABS”), and are generally designed to permit a debtor to borrow funds at a reduced cost in exchange for a
lender securing the loan with assets that are transferred from the borrower to
another entity. By structuring the transactions in this manner, the lender hopes to
ensure that its collateral will be excluded from the borrower’s bankruptcy estate
in the event that the borrower files a bankruptcy petition.
Abbey National is a large financial institution located in the United Kingdom.
Debtor and Abbey National entered into an ABS transaction in October 1994. To
effectuate this agreement, Debtor created a wholly-owned subsidiary known as
LTV Sales Finance Co. (“Sales Finance”). Debtor then entered into an agreement
with Sales Finance which purports to sell all of Debtor’s right and interest in its
accounts receivables (“receivables”) to Sales Finance on a continuing basis. Abbey National then agreed to loan Two Hundred Seventy Million Dollars
($270,000,000.00) to Sales Finance in exchange for Sales Finance granting Abbey
National a security interest in the receivables. On the date Debtor’s petition was
filed, Chase Manhattan Bank (“Chase Manhattan”) was Abbey National’s agent
for this credit facility.
In 1998, Debtor entered into another ABS financing arrangement. To that end,
Debtor created LTV Steel Products, LLC (“Steel Products”), another whollyowned subsidiary. Debtor entered into an agreement with Steel Products which
purports to sell all of Debtor’s right, title and interest in its inventory to Steel
Products on a continuing basis. Chase Manhattan and several other banking institutions then agreed to loan Thirty Million Dollars ($30,000,000.00) to Steel
Products in exchange for a security interest in Steel Products’ inventory. Abbey
National is not involved in this ABS facility, and it had no interest in pre-petition
inventory allegedly owned by Steel Products.
Neither Sales Finance nor Steel Products is a debtor in this proceeding. Nevertheless, Debtor filed a motion with the Court on December 29, 2000 seeking an
interim order permitting it to use cash collateral. This cash collateral consisted of
the receivables and inventory that are ostensibly owned by Sales Finance and
Steel Products. Debtors stated to the Court that it would be forced to shut it
doors and cease operations if it did not receive authorization to use this cash col-
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lateral. A hearing was held on Debtor’s cash collateral motion on December 29,
2000 as part of the first day hearings.
Abbey National was not present at the cash collateral hearing. However, the
Court notes that Abbey National had actual notice of the hearing, first, in the
form of an e-mail sent by a Chase Manhattan employee to Abbey National on
December 28, 2000, and second, in the form of a telephone call made from a
Chase Manhattan employee to Abbey National on December 29, 2000. Furthermore, it is clear that Debtor had given advance notice of its intention to file for
bankruptcy protection to Chase Manhattan, Abbey National’s agent, in the week
prior to December 29, 2000. Chase Manhattan was present at the December 29,
2000 hearing.
On December 29, 2000, Debtor and Chase Manhattan reached an agreement regarding an interim order permitting Debtor to use the cash collateral. Chase
Manhattan did not formally consent to the entry of this order, as it could not secure Abbey National’s consent to the form of the order, but Chase Manhattan did
negotiate some of the terms of the order and did not raise an objection to its entry
by the Court. The Court determined that entry of the interim order was necessary to permit Debtor to continue business operations, that the interests of Abbey
National and all other creditors who had an interest in the cash collateral were
adequately protected by the order, and that entry of the order was in the best interests of the estate and creditors of the estate. Accordingly, the Court entered
the order tendered by Debtor, the relevant provisions of which are summarized
below:
1. Recognition that there is a dispute between Debtor and the secured lenders of Sales Finance and Steel Products as to whether the transactions between Debtor and those entities were true sales or disguised financing vehicles;
2. An order requiring the secured lenders to turn over to Debtor the cash
proceeds of the inventory and receivables which are to be used to provide
working capital for Debtor;
3. Recognition that in the event the Court determines these transactions to
be true sales, the secured lenders whose cash collateral was used will be entitled to administrative expense claims against the estate;
4. Adequate protection was provided to the secured lenders in the form of
senior liens on the inventory and receivables and weekly interest payments
to the lenders at pre-petition non-default rates.
It is this order that Abbey National seeks to modify. Specifically, Abbey National asks the Court to modify the interim cash collateral order nunc pro tunc to
include the following provisions:
a. The Debtors shall transfer to Sales Finance all receivables created on or
after December 29, 2000 and not previously sold to Sales Finance and that
would have been sold to Sales Finance were it not for the occurrence of a
Liquidation Event;
b. Steel Products would continue to purchase Inventory from the Inventory
Sellers and Sales Finance would continue to purchase Receivables from the
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Receivables Sellers, each on the same basis and on the same terms as existed
prior to the Petition Date;
c. The respective Collection Accounts would be administered by the Collateral Agent in the same manner as was administered prior to the Petition
Date. Therefore, notwithstanding the occurrence of any Termination Date,
collection on account of the Receivables would not be required to be applied
to principal payments or amortization payments (other than any payments
required in connection with the maintenance by the borrowers of their respective borrowing bases);
d. Steel Products and the Collateral Agent under the Inventory Facility
would continue to automatically release all liens against the Receivables purchased by Sales Finance from Steel Products;
e. All minimum borrowing base and collateral value requirements set forth
in the Receivables Facility and the Inventory Facility will continue in full
force and effect;
f. In all other respects, the Receivables Facility and the Inventory Facility
will continue to operate as required after the occurrence of a Liquidation
Event including without limitation, the reimbursement of all expenses of
each Receivables Lender and Inventory Lender.
(Abbey National’s Emergency Motion to Modify Interim Order at 14-16).
Abbey National argues that the interim cash collateral order should be modified because *** there is no basis for the Court to determine that the receivables
which are Abbey National’s collateral are property of Debtor’s estate ***.
*** Abbey National’s next argument is that the receivables which constitute its
collateral are not property of Debtor’s estate, and thus this Court lacked jurisdiction to enter the interim order. We shall construe this as an argument that the interim order is void pursuant to Rule 60(b)(4).
Section 541(a) of the Bankruptcy Code provides that upon the filing of a bankruptcy petition an estate is created consisting of “all legal or equitable interests of
the debtor in property as of the commencement of the case.” 11 U.S.C. §
541(a)(1). The estate created by the filing of a Chapter 11 petition is very broad,
and property may be included in Debtor’s estate even if Debtor does not have a
possessory interest in that property. United States v. Whiting Pools, Inc., 462 U.S.
198, 204, 205-06 (1983).
Abbey National contends that the interim order is flawed because, on its face,
the transaction between Debtor and Sales Finance is characterized as a true sale.
Therefore, Abbey National argues, since Debtor sold its interests in the receivables to Sales Finance, Debtor no longer has an interest in the receivables and
they are not property of the estate. However, Abbey National has admitted to the
Court, both in its pleadings and in oral argument, that the ultimate issue of
whether Debtor actually sold the receivables to Sales Finance is a fact-intensive
issue that cannot be resolved without extensive discovery and an evidentiary
hearing.
We find Abbey National’s argument for “emergency” relief to be not well
taken for several reasons. First, Abbey National’s position in this regard is circular: we cannot permit Debtor to use cash collateral because it is not property of
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the estate, but we cannot determine if it is property of the estate until we hold an
evidentiary hearing. We fail to see how we can conclude that the receivables are
not property of Debtor’s estate until an evidentiary hearing on that issue has
been held. Because the determination of this issue must await further discovery,
we decline to grant Abbey National relief from the interim order.
Furthermore, there seems to be an element of sophistry to suggest that Debtor
does not retain at least an equitable interest in the property that is subject to the
interim order. Debtor’s business requires it to purchase, melt, mold and cast
various metal products. To suggest that Debtor lacks some ownership interest in
products that it creates with its own labor, as well as the proceeds to be derived
from that labor, is difficult to accept. Accordingly, the Court concludes that
Debtor has at least some equitable interest in the inventory and receivables, and
that this interest is property of the Debtor’s estate. This equitable interest is sufficient to support the entry of the interim cash collateral order.
Finally, it is readily apparent that granting Abbey National relief from the interim cash collateral order would be highly inequitable. The Court is satisfied
that the entry of the interim order was necessary to enable Debtor to keep its
doors open and continue to meet its obligations to its employees, retirees, customers and creditors. Allowing Abbey National to modify the order would allow
Abbey National to enforce its state law rights as a secured lender to look to the
collateral in satisfaction of this debt. This circumstance would put an immediate
end to Debtor’s business, would put thousands of people out of work, would deprive 100,000 retirees of needed medical benefits, and would have more far
reaching economic effects on the geographic areas where Debtor does business.
However, maintaining the current status quo permits Debtor to remain in business while it searches for substitute financing, and adequately protects and preserves Abbey National’s rights. The equities of this situation highly favor Debtor.
As a result, the Court declines to exercise its discretion to modify the interim order pursuant to Rule 60(b)(4). ***
CONCLUSION
For the reasons stated above, the Court concludes that Abbey National’s motion seeking to modify the Court’s interim order permitting the use of cash collateral on December 29, 2000 is properly characterized as a motion seeking relief
from judgment pursuant to Fed. R. Civ. P. 60(b). Furthermore, the Court finds
that Abbey National has failed to establish that modification of the interim order
is warranted. Accordingly, Abbey National’s emergency motion is overruled.
An appropriate order shall enter.

Essay: Some Thoughts on the Enron Bankruptcy 1

Draft 3/29/02

Steven L. Schwarcz2
It now appears that Enron engaged in a range of manipulative accounting transactions,
devoting much more energy to creative accounting than to making a profit to account for.3 Its
primary motivation was to maximize and accelerate financial statement asset values and profits,4
and to avoid adding debt to its balance sheet which could have hurt Enron’s credit rating and
thereby damaged its credibility in the energy trading business.5
A common factor in this manipulation was the use of non-consolidated special purpose
entities, or SPEs, to hedge certain Enron investments. In a typical transaction, for example, Enron
would transfer its own stock to an SPE in exchange for a note or cash,6 and also directly or
indirectly guarantee the SPE’s value.7 The SPE, in turn, would hedge the value of a particular
investment on Enron’s balance sheet, using the transferred Enron stock as the principal source of
payment.8
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Cf. James Gordley, Mere Brilliance: The Recruitment of Law Professors in the United States, 41
AM. J. COMP. L. 367, 374 (1993) (in the context of criticizing the time away from research and
writing spent by law professors in evaluating new appointments candidates, Prof. Gordley
caustically observed, “No loyal and hardworking management bankrupts a company by putting
more effort into accounting than into making profits to account for”).
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Report of Investigation by the Special Investigative Committee of the Board of Directors of
Enron Corp. [William C. Powers, Jr., Chair] 4, 68, 78, 97 (Feb. 1, 2002) (the “Powers Report”).
As will be discussed, Enron maximized financial statement asset values by hedging against losses
in value.
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Powers Report at 36.
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See, e.g., Powers Report at 13.
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Powers Report at 36-37.
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See, e.g., Powers Report at 13.
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Because of its historically rising stock price, Enron apparently judged the risk that it would have
to pay on its guarantees as remote. But undue reliance on historical price information is, of
course, precisely what got Long Term Capital Management into trouble.9
When Enron’s stock price subsequently fell, the SPE’s value also fell, triggering the
Enron guarantees, which guarantee payments in turn apparently further reduced Enron stock
value, triggering additional guarantees.10 Moreover, where the value of Enron’s investment and
Enron’s stock price simultaneously fell, the SPE would lack sufficient assets to perform its hedge.
This, and in some cases also the lack of sufficient SPE third-party equity,11 forced an accounting
consolidation of Enron and the SPE, bringing the SPE’s debt onto Enron’s balance sheet.12
The “Rhythms” transaction is illustrative. Enron transferred its own stock to an SPE in
exchange for a note.13 The SPE then hedged the risk that Enron’s substantial investment in
Rhythms NetConnections, an internet service provider, might decline.14 When the price of the
Rhythms stock and the Enron stock simultaneously declined, the SPE could not satisfy its
hedging obligation.
These manipulations thrived because of a tangled web of conflicts of interest: senior
Enron executives, most notably Andrew Fastow, served as the SPEs’ principals, receiving such
massive amounts of compensation and returns as to skew their loyalty in favor of the SPEs.15
These and other senior Enron executives also seemed to have a somewhat casual approach

9

LTCM was engaged in making highly leveraged bets on the historical interest rate spread
between risky bonds and US Treasury securities; but it lost these bets when, as a result of the
implosion of Russia’s financial markets, investors fled high-risk investments for the safety of US
Treasurys. [•cite]

10

Cf. Powers Report at 125 (noting that Enron unwound the Raptor transactions because, under
its guaranties, it would have to “deliver so many shares of its stock to the Raptors that its reported
earnings per share would be diluted significantly”).

11

See Powers Report at 41-42, 49-50, 52 (observing that the financing structure Enron created for
the Chewco SPE was at least 50% short of the required third-party equity need for nonconsolidation because a portion of such equity was protected by reserve accounts funded by
Enron; and expressing uncertainty whether this “failure to qualify for non-consolidation resulted
from bad judgment or negligence, or whether it was caused by Enron employees putting their
own economic or personal interests ahead of their obligations to Enron”). See also Powers Report
at 83-84 (noting that the Andersen accounting firm admitted that it made an error in computing
the outside equity of the SPE in the Rhythms transaction).
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In some cases, such as the Raptor transactions, Enron itself decided to unwind the SPE
structures (thereby triggering the consolidation) in order to avoid diluting its stock. Powers
Report at 125.
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Powers Report at 77, 79.
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Powers Report at 78, 80.
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Powers Report at 41, 60, 77, 102. These Enron executives also may have received financial
windfalls in connection with the termination of SPEs. Id. at 60-61. For example, the unwinding of
the Rhythms transaction (with respect to which “Enron did not seek or obtain a fairness opinion”)
“resulted in a huge windfall” to that SPE, and thus to the Enron executives associated with it. Id.
at 89.

3
towards compliance with Enron’s Code of Conduct. The required Board approval of these types
of conflicts16 was rarely obtained or even sought.17
These abuses have given rise to a host of troublesome and confusing issues. The central
accounting issue, for example, is whether the incestuous hedging substantively transferred
economic risk. The answer isn’t black and white, as the Powers Report sometimes appears to
suggest.18 Enron’s attempt to use the “embedded” value of its own stock, increases in which could
not be reflected on its balance sheet under generally accepted accounting principles, is ingenious
because the stock does create real value for the hedging entities. Indeed, Enron even obtained
independent fairness opinions on at least some of these transactions.19 In perspective, therefore,
Enron and its accountants were making exquisitely fine judgment calls – shades of grey that, for
accounting, must be rendered as black or white.20 Although Enron, in retrospect, may have
misjudged, the culpability of its actions must be assessed ex ante, not ex post.
Certainly Enron can, and as we learn more will continue to, teach us many lessons.
Because humans are fallible, mistakes are inevitable; and conflicts of interest make them more
likely, especially where there are judgment calls. In this context, Enron illustrates that even
extensive controls cannot always moderate the effect of these conflicts.21 Indeed, the Powers

16

Enron’s Code of Conduct provided, in relevant part, that no officer or employee should “[o]wn
an interest in or participate, directly or indirectly, in the profits of any other entity which does
business with … the Company, unless such ownership has been previously disclosed in writing to
the Chairman of the Board and Chief Executive Officer of Enron Corp. and such officer has
determined that such interest or participation does not adversely affect the best interests of the
Company.” Powers Report at 44 n. 8.
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Neither Fastow nor other participating Enron employees appeared to seek or obtain Board
permission for the conflict in the Chewco transaction, for example. Powers Report at 41.
However Fastow did obtain appropriate permission for his participation as general partner in the
LJM SPEs, based on the understanding that transactions between Enron and those SPEs be
subject to approval by Enron’s Chief Accounting Officer and Chief Risk Officer and also be
annually reviewed by Enron’s Audit and Compliance Committee . Id. at 68-69, 71, 154. These
controls, however, if implemented, “did not accomplish their intended purpose.” Id. at 150.
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Although the Powers Report states, at 14, that these “’hedging’ transactions did not involve
substantive transfers of economic risk” and, later at 129, that “[p]roper financial accounting does
not permit” such hedges,” it perhaps inconsistently observes at 83 that such hedges merely raise
“substantial accounting questions.”
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See, e.g., Powers Report at 79, 81, referring to PriceWaterhouseCoopers fairness opinion
(regarding exchange of the Enron shares for the SPE-put and note) on the Rhythms transaction.
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For example, a central question was whether Fastow’s position as general partner of the SPEs
constituted, for accounting purposes, sufficient “control” by Enron to require the SPEs to be
consolidated with Enron, even though the SPE partnership agreements permitted the limited
partners to remove Fastow as general partner. The Powers Report admits, in these circumstances,
that “the criteria for determining control with respect to general partners are subjective [and that
there are] substantial questions whether Fastow was in effective control.” Powers Report at 7576.

21

As discussed, supra note XX, Enron’s controls failed completely.
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Report notes that “a conflict … that could be managed only through so many controls and
procedures should not have been approved in the first place,22 later explaining that
perhaps the most basic reason that controls failed was structural. Most of the controls
were based on a model in which Enron’s business units were in full command of
transactions and had the time and motivation to find the highest price for assets they were
selling. In some cases, transactions were consistent with this model, but in many of the
transactions the assumptions underlying this model did not apply.23
These concerns over conflicts have not been limited to Enron; they arguably extend to its
accountants, whose auditing judgments allegedly were biased by their lucrative consulting
business with Enron.24 It is therefore a very positive step that accounting firms are now, in
response to Enron, beginning to separate their consulting from their auditing businesses.25
Another lesson is the importance of taking corporate codes of conduct seriously and thinking
through their implementation.
Other lessons are less obvious. For example, accounting standards originated at a time
when manufacturing was the corporate paradigm, but financial services is increasingly the
paradigm. Although the Financial Accounting Standards Board, which promulgates these
standards, has attempted to keep up,26 there certainly should be a critical re-examination of
standards from this new perspective.
Enron’s potential abuse of SPEs also raises fundamental questions about the legitimacy
of the trillions of dollars of non-Enron structured finance transactions, of which securitization
transactions27 constitute the bulk.28 What, if anything, differentiates Enron’s abuse from these
other transactions? This inquiry is important because the absence of meaningful differences
would call all these transactions into question.29 On the other hand, the presence of meaningful

22

Powers Report at 156.

23

Powers Report at 171.

24

[•cite]

25

[•cite]

26

[•Cite to materials from FASB’s website, www.FASB.org.]

27

For an introduction to these transactions, see Steven L. Schwarcz, The Alchemy of Asset
Securitization, 1 STANFORD J. L. BUS. & FIN. 133 (1994); for a more complete analysis, see
STEVEN L. SCHWARCZ, STRUCTURED FINANCE, A GUIDE TO THE PRINCIPLES OF ASSET
SECURITIZATION (3d. ed. 2002) (hereinafter “STRUCTURED FINANCE”).
28

See, e.g., Diana B. Henriques, The Brick Stood Up Before. But Now?, N.Y. TIMES, Mar. 10,
2002, at B_ (referring to SPEs used in securitization transactions as “the most common specialpurpose entities”). See also STRUCTURED FINANCE § 1:1, at 1-2 n, 2 (discussing the relationship
between structured finance and securitization).
29

See Henriques, The Brick Stood Up Before. But Now?, supra note XX: “The same financial
tools used to create asset-backed securities were also used to construct the elaborately
camouflaged and booby-trapped partnerships that have been blamed for Enron’s collapse. …
Consequently, whatever courts, regulators, lawmakers, accountants and investors decide about the
permissible uses of special-purpose entities could have far-reaching and unintended consequences

5
differences may inform regulatory schemes, perhaps providing a basis to distinguish structured
finance transactions that should be allowed from those that should be restricted.
Securitization is normally a way for a company to obtain lower-cost-financing through
disintermediation, or removal of intermediaries such as bank lenders between the company and
the ultimate source of funds, the capital markets.30 This avoids the mark-up charged by a
middleman of funds, and also enables the company to raise funds cheaply based on an allocation
of risks that are assessed by parties having the most expertise.31 This is markedly different from
Enron’s mere balance-sheet manipulation.
To the limited extent securitization is done solely for off-balance sheet purposes,
it superficially looks more like Enron. But even then there are at least two critical
differences.32 In Enron, the structured transactions had dubious economic value given the
high risk that Enron’s stock price and asset values could both fall (as they did). But in
securitization deals, the financial assets – in the form of receivables – are selected
precisely because of their reliable valuation.33
The second, and even more basic, difference arises from the effect on disclosure
of the conflicts of interest that pervaded Enron’s SPE structures. Although the existence

for Wall Street’s highly profitable structured-finance business. And that, in turn, will affect the
companies that rely on structured finance to solve legitimate credit and cash-flow problems.”
30

The capital markets are “markets where capital funds—debt and equity—are traded. Included
are private placement sources of debt and equity as well as organized markets and exchanges.”
JOHN DOWNES & JORDAN GOODMAN, DICTIONARY OF FINANCE AND INVESTMENT TERMS 59 (3d
ed. 1991). For an introduction to how the disintermediation is implemented, see STRUCTURED
FINANCE § 1:1.
31

Cf. STRUCTURED FINANCE Appendix A: Is Securitization a Zero-Sum Game? (explaining the
economic rationale for securitization).

32

Arguably, there is also a third difference: that securitization deals, unlike the transactions in
Enron, shift actual risk from the company originating the deal to third-party investors. See
Henriques, The Brick Stood Up Before. But Now?, supra note XX (quoting law firm partner
David Eisenberg that “securitization is about transferring risk to others – and Enron only
appeared to be doing that, when in reality they were retaining the risk themselves”). This
distinction, however, is somewhat debatable: although securitization deals do shift some risk,
they always require the company originating the deal to retain sufficient first-loss risk on the
transferred assets, usually in the form of “overcollateralization,” to minimize the investor risk to
an investment grade level. See, e.g., Schwarcz, The Alchemy of Asset Securitization, supra note
XX, at 141 (observing that “‘overcollateralization’ is needed to assure investors … that they will
not suffer losses from delayed collections or defaults” on those assets). I am not suggesting there
is anything misleading or inappropriate about the company retaining first-loss risk – it logically
follows from the asymmetric information between the company (whose assets are being
transferred) and investors – merely that it minimizes the significance of this third difference.

33

STRUCTURED FINANCE § 2:1, at 2-1 (“[a]n essential element of securitization is that the
receivables being sold consist of a payment stream as to which there is a reasonable predictability
of payment”).

6
of the SPEs was generally disclosed to Enron’s investors,34 the disclosure was ultimately
inadequate.35 This inadequacy itself may have two explanations, both relating to conflicts
of interest. Under one explanation, the disclosure was intentionally minimized36 in order
to avoid disclosing the extent to which Fastow and other top Enron executives were
enriching themselves by engaging in non-arm’s length deals (through SPEs) detrimental
to Enron.37 To this extent, Enron simply represents fraud.
There is, however, another possible explanation that is more fundamental and
also goes to the heart of Enron’s governance: Enron’s structured finance transactions
were so highly complex that disclosure is necessarily imperfect – either oversimplifying
the transactions, or providing detail and sophistication beyond the level of an ordinary
investor in Enron’s securities. Enron’s investors therefore must, to some extent, rely on
the business judgment of Enron’s management in setting up these structures for Enron’s
benefit. The catch, however, was that such reliance failed because of the conflict; and
indeed there is evidence that Fastow and the other conflicted Enron executives were
either overruling or intimidating employees under them that felt the transactions were
detrimental to Enron.38
This latter explanation may well raise broader issues for structured finance.
Although securitization and other legitimate structured finance deals can be disclosed
with sufficient depth and detail to adequately inform a sophisticated investor in the SPE’s
securities, such disclosure may sometimes go over the head of an ordinary investor in, for
example, equity securities of the company originating the structured finance transaction;
whereas a lower level of disclosure is likely to oversimplify the transaction. In these
cases, ordinary investors must, to some extent, rely on the business judgment of the
company’s management in setting up the structured financing transactions for the

34

See Powers Report at 200-01: “[W]hile it has been widely reported that the related-party
transactions connected to Fastow involved ‘secret’ partnerships and other SPEs, we believe that is
not generally the case. … [T]he fact remains that the LJM partnerships, the Raptor entities, and
transactions between Enron and those entities all were disclosed to some extent in Enron’s public
filings.”

35

See Powers Report at 197, contending that notwithstanding disclosures of the existence of the
SPEs to Enron’s investors, such disclosures “failed to achieve a fundamental objective: they did
not communicate thes essence of the transactions in a sufficiently clear fashion to enable a reader
of [Enron’s] financial statements to understand what was going on.” Accord id. at 17, 192.
36

See Powers Report at 201, that notwithstanding disclosures of the existence of the SPEs to
Enron’s investors, the description of the transactions between the SPEs and Enron was
minimized. As a result, such disclosures “failed to achieve a fundamental objective: they did not
communicate thes essence of the transactions in a sufficiently clear fashion to enable a reader of
[Enron’s] financial statements to understand what was going on.” Id. at 197; accord id. at 17,
192.
37
38

See supra notes XX-XX and accompanying text (describing enrichment of these executives).

Powers Report at 18, 21, 144, 166-67 (discussing allegations that Enron-CFO Fastow, on
behalf of the LJM-SPEs, pressured Enron personnel to give favorable terms to such SPEs, even
though such terms are not in the best interests of Enron shareholders).

7
company’s benefit.39 This reliance requires that management be free of material conflicts
of interest stemming from structured financing transactions.40
In securitization transactions, management would indeed be expected to be free
of material conflicts. These transactions typically involve two SPEs,41 of which the first is
wholly-owned by the company originating the deal42 and managed by directors – who
may include employees of the company originating the transaction.43 In my experience,
these directors receive compensation of $5-15,000 per year, hardly a material sum
relative to corporate salaries. Even the Powers Report recognizes that it was the
magnitude of the conflict that was most problematic in the Enron structured finance
transactions.44 The second SPE in a securitization transaction (which issues securities to
capital market investors) is typically owned and managed completely independently of
the company originating the deal,45 so conflicts again should not arise.
These distinctions are important because they show that, to the extent Enron is a catalyst
for the regulatory examination of structured financing transactions, the focus should be on
preventing the material conflicts of interest that allowed, and indeed encouraged, the Enron
abuses to thrive.46
Ultimately, however, perhaps the greatest danger of the Enron debacle is our possible
overreaction – and consequent over-regulation. It’s human nature to overreact to dramatic events,
like air crashes or, in this case, a landmark bankruptcy. Enron does not, however, represent a
systemic problem; the existence of fraud and bad judgment should not, in and of itself, be a basis
to change the legal, financial, and accounting infrastructure of business that has – Enron aside –
served us so well. Excessive safeguards can stifle business innovation. To remain competitive in a
global economy, we must favor flexibility over rigidity, innovation over consistency – even at the
risk of another Enron.

39

But cf. Henriques, The Brick Stood Up Before. But Now?, supra note XX, which quotes Prof.
Ronald Gilson as emphasizing disclosure: “Companies that want to use complicated structuredfinancing techniques should be prepared to explain them completely [and] in plain English….” I
am questioning, however, whether such disclosure is always practical, and am arguing that, even
in cases where it is not, investors should be able to rely on the judgment of management so long
as the structured financing creates no material management-conflicts of interest.

40

[•examine how this ties to the business judgment rule and its conflict protocols]

41

See STRUCTURED FINANCE § 3:2.2 (describing the so-called FINCO, or two-tier structure).

42

Id. at 3-14

43

Id. at 3-3.

44

Powers Report at 148.

45

Id. at 3-15.

46

Indeed, the Powers Report itself concludes, at 9, that the arrangement under which Fastow
participated in the Enron SPEs notwithstanding the conflict of interest was “fundamentally
flawed.”
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Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,
3
4

SECTION 1. SHORT TITLE; TABLE OF CONTENTS.

(a) SHORT TITLE.—This Act may be cited as the

5 ‘‘Bankruptcy Reform Act of 2001’’.
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1

clearing organization or contract market or

2

in a resolution of the governing board

3

thereof, and a right, whether or not in

4

writing, arising under common law, under

5

law merchant, or by reason of normal busi-

6

ness practice.’’.

7
8

SEC. 912. ASSET-BACKED SECURITIZATIONS.

Section 541 of title 11, United States Code, is

9 amended—
10
11

(1) in subsection (b), by inserting after paragraph (7), as added by this Act, the following:

12

‘‘(8) any eligible asset (or proceeds thereof), to

13

the extent that such eligible asset was transferred by

14

the debtor, before the date of commencement of the

15

case, to an eligible entity in connection with an

16

asset-backed securitization, except to the extent such

17

asset (or proceeds or value thereof) may be recov-

18

ered by the trustee under section 550 by virtue of

19

avoidance under section 548(a);’’; and

20

(2) by adding at the end the following new sub-

21

section:

22

‘‘(f) For purposes of this section—

23

‘‘(1) the term ‘asset-backed securitization’

24

means a transaction in which eligible assets trans-

25

ferred to an eligible entity are used as the source of
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1

payment on securities, including, without limitation,

2

all securities issued by governmental units, at least

3

one class or tranche of which was rated investment

4

grade by one or more nationally recognized securities

5

rating organizations, when the securities were ini-

6

tially issued by an issuer;

7

‘‘(2) the term ‘eligible asset’ means—

8

‘‘(A) financial assets (including interests

9

therein and proceeds thereof), either fixed or re-

10

volving, whether or not the same are in exist-

11

ence as of the date of the transfer, including

12

residential and commercial mortgage loans, con-

13

sumer receivables, trade receivables, assets of

14

governmental units, including payment obliga-

15

tions relating to taxes, receipts, fines, tickets,

16

and other sources of revenue, and lease receiv-

17

ables, that, by their terms, convert into cash

18

within a finite time period, plus any residual in-

19

terest in property subject to receivables in-

20

cluded in such financial assets plus any rights

21

or other assets designed to assure the servicing

22

or timely distribution of proceeds to security

23

holders;

24

‘‘(B) cash; and
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1

‘‘(C) securities, including without limita-

2

tion, all securities issued by governmental units;

3

‘‘(3) the term ‘eligible entity’ means—

4

‘‘(A) an issuer; or

5

‘‘(B) a trust, corporation, partnership, gov-

6

ernmental unit, limited liability company (in-

7

cluding a single member limited liability com-

8

pany), or other entity engaged exclusively in the

9

business of acquiring and transferring eligible

10

assets directly or indirectly to an issuer and

11

taking actions ancillary thereto;

12

‘‘(4) the term ‘issuer’ means a trust, corpora-

13

tion, partnership, governmental unit, limited liability

14

company (including a single member limited liability

15

company), or other entity engaged exclusively in the

16

business of acquiring and holding eligible assets,

17

issuing securities backed by eligible assets, and tak-

18

ing actions ancillary thereto; and

19

‘‘(5) the term ‘transferred’ means the debtor,

20

under a written agreement, represented and war-

21

ranted that eligible assets were sold, contributed, or

22

otherwise conveyed with the intention of removing

23

them from the estate of the debtor pursuant to sub-

24

section (b)(8) (whether or not reference is made to
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1

this title or any section hereof), irrespective and

2

without limitation of—

3

‘‘(A) whether the debtor directly or indi-

4

rectly obtained or held an interest in the issuer

5

or in any securities issued by the issuer;

6

‘‘(B) whether the debtor had an obligation

7

to repurchase or to service or supervise the

8

servicing of all or any portion of such eligible

9

assets; or

10

‘‘(C) the characterization of such sale, con-

11

tribution, or other conveyance for tax, account-

12

ing, regulatory reporting, or other purposes.’’.

13

SEC. 913. EFFECTIVE DATE; APPLICATION OF AMEND-

14
15

MENTS.

(a) EFFECTIVE DATE.—This title shall take effect on

16 the date of enactment of this Act.
17

(b) APPLICATION

OF

AMENDMENTS.—The amend-

18 ments made by this title shall apply with respect to cases
19 commenced or appointments made under any Federal or
20 State law on or after the date of enactment of this Act,
21 but shall not apply with respect to cases commenced or
22 appointments made under any Federal or State law before
23 the date of enactment of this Act.

S 420 ES

464
1

(c) EFFECTIVE DATE.—The final regulations pro-

2 mulgated under subsection (a) shall take effect on the date
3 of publication of the final regulations.
Passed the Senate March 15, 2001.
Attest:
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January 28, 2002
Senator Patrick Leahy
433 Russell Senate Office Bldg.
United States Senate
Washington, DC 20510
Congressman F. James Sensenbrenner
2332 Rayburn House Office Building
Washington, D.C. 20515-4909
Dear Chairman Leahy and Chairman Sensenbrenner:
We are law professors who teach in the area of bankruptcy, commercial and related business law. We
write to you as the Chairmen of the Senate Delegation and the House of Representatives Delegation to
the Conference Committee on S. 420/H.R. 333. We call your attention to § 912 of both bills. This
section is intended to facilitate securitization of certain financial assets. It would accomplish that goal,
but at potentially significant cost to the financial transparency required for efficient functioning of
securities markets and for effective investor protection. In short, § 912 will be good for the
securitization industry specifically, but bad for securities markets generally. We urge you to oppose it.
Section 912 provides a bankruptcy safe harbor for asset sales to securitization vehicles, regardless of
whether the so-called buyer retains recourse against the seller. For reasons discussed below, this will
make it easier for corporations to move debt off their balance sheets and to create secret liens. Section
912 will allow corporations to disguise borrowing transactions, secured by receivables, as sales of
assets, to the detriment of both creditors and equity investors.
Under current law, the Securities and Exchange Commission, public accountants and judges enforce the
accurate depiction of transactions as secured loans or as sales. The Enron case makes it clear that this
line can be manipulated, even under current law. Far from remedying the existing problem, § 912 will
prohibit judicial policing of the sale/secured loan distinction in securitization transactions, and will
knock one leg out from under a three-legged stool that is already wobbling. As such, § 912 will make it
more difficult for investors to accurately assess the riskiness of investments in companies that securitize
assets.
Securitization Described:
Under current law (even after the Bankruptcy Court decision in the LTV case)[1] the securitization
market continues to boom. The structure of a securitization is simple. Instead of entering into a secured
financing, a company that wishes to raise money (the “Originator”), sells assets to a separate entity, or
special purpose vehicle (“SPV”), that exists solely for the purpose of buying assets from the Originator
and issuing securities backed by those assets (known as “asset-backed securities” or “ABS”). The
assets conveyed can take many forms: they may be mortgage loans, credit card receivables, lease
receivables, or the accounts receivable of the Originator (collectively, the “Assets”). The principal
attraction of securitization derives from the fact that the Originator can raise money more economically
by securitizing the Assets than it can by borrowing against them. This cost advantage derives from two
distinct characteristics of securitization. Securitization enhances the liquidity of asset-backed securities,
by making them available in smaller denominations to non-specialized investors. This benefit does not
come without costs, however. Because securitizations are structured as sales rather than loans, the
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Assets, once sold, are removed from the potential bankruptcy estate of the Originator. This can,
depending on the adequacy of consideration and how the proceeds are used, shift risk from investors in
the securitized assets to the other creditors and equity owners of the Originator. This effect is well
described in the separate letter previously submitted by Professors Janger, Lawless, Lopucki, Lupica,
Warren, Westbrook and others, dated January 23, 2002, with which we agree.
Section 912 is troubling, however, even if one is not troubled by securitization generally. Section 912, if
enacted, will allow the Originator to accomplish this risk alteration in secret. Section 912 will thus
make the Originator’s finances in general, and many of its financing transactions, less transparent,
thereby undercutting the effectiveness of the financial disclosure laws so necessary to the smooth
functioning of securities markets.
True Sales, Disguised Loans, Unperfected Security Interests and Financial
Transparency
As the recent Enron debacle makes clear, a sale of Assets to an SPV can be used to move debt off the
Originator’s balance sheet. Under current accounting rules, so long as a small portion of the SPV’s
capitalization derives from sources unrelated to the Originator, the debt of the SPV is not treated as debt
of the Originator. Similarly, because the sale of Assets to the SPV is booked as a sale, rather than a
loan, no debt appears on the Originator’s balance sheet either. In Enron, the concealment of business
risks in two off-balance sheet special purpose entities caused a publicly traded company to fool its
auditors and misstate shareholder equity by $1.2 billion.
Under current law, this pernicious effect of securitization is held in partial check by the centuries old
distinction between “true sales” and “disguised secured loans,” often known as “sales intended as
security.” To obtain the financial benefits of ownership, the purchaser must also accept the risks of
ownership. Many securitizations, however, are sales in name only. They are structured so that the SPV
gains all of the benefits of ownership but bears none of the risk. A common feature of securitization
deals is that the SPV will have a “put” option with regard to the purchased Assets. If the value of the
Assets falls below an agreed price, the Originator must buy them back for that price. Such a transaction
is nothing more than a “disguised loan.” Notwithstanding the “sale” of the Assets, the Originator retains
the risks of ownership. Under current law, the disguised loan is recognized for what it is, and treated as
a secured loan. Securitizations which are, in truth, disguised loans are not given effect.
Section 912 would do away with this crucial distinction between sales and disguised secured
loans. Eliminating this distinction will allow the Originator to both retain undisclosed risk relating to
assets that it has apparently sold, and to create enforceable secret liens on assets that it would, by all
outward appearances, still own.
·

First, § 912 makes it absolutely clear that a “sale” can be subject to a “put” option that
leaves the risks of ownership on the Originator, and the “sale” will be treated as a “true
sale” – regardless of whether it would be treated as such under applicable state law
(including Article 9 of the Uniform Commercial Code), accounting rules, disclosure
rules, or by the IRS. Thus, § 912 will allow Originators to sell Assets, but retain
undisclosed risks of ownership.

·

Second, and as if this were not enough, § 912 also allows the Originator to retain assets
on its balance sheet, while conveying away all the benefits of ownership. In order to be
treated as a sale, there need only be a private written agreement with the SPV (“eligible
entity” in the language of § 912), saying that the assets are intended to be removed from
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the Originator’s bankruptcy estate. Under current state law, this “agreement” would create a
secret lien that would be treated as an unperfected security interest and be invalidated in
bankruptcy. Because § 912 treats such a transaction as a sale, and also cuts off the power
of the Originator’s bankruptcy trustee to avoid unperfected security interests under 11
U.S.C. §544, such an “agreement” would, be even better than a perfected security interest
or properly perfected sale of financial assets; it would not only remove the Asset from the
Originator’s bankruptcy estate entirely, it would do so in secret.
These are just a few of the ways in which § 912 will make the finances of public companies less
transparent.
Rating of Securities Issued by the SPV Does Not Protect Investors in the Originator
Section 912 confers its extraordinary favors only upon transactions where one tranche of the securities
issued by the SPV are rated by private rating agencies (to which the bill refers by the term used in the
Securities and Exchange Commission’s regulations, “nationally recognized statistical rating
organizations,” or “NRSROs”) as investment grade. There are two reasons why rating agency scrutiny
does not solve the transparency problem created by §912.
· First, rating agencies, charged with rating the asset backed securities, do not ask the same
questions as an attorney or judge, charged with evaluating whether a transaction is a loan
or a sale. Rating agencies look only at the finances of the SPV, and whether the Assets
conveyed to the SPV, together with other credit enhancements included in the
securitization, are sufficient to merit a particular rating. By contrast, the issue of whether
an asset transfer is a sale or a collateral transfer in connection with a secured loan has a
huge impact on the finances of the Originator. The resolution of this issue requires the
answer to a number of questions. Is securitization being used to hide liabilities that
should be carried on the books of the Originator as debt? Is the securitization being used
to shift assets away from the Originator? Is the securitization being used to manipulate
financial ratios? Legal opinion writers and judges must look at the substance of the
transaction and its effect on the finances of the Originator to determine the nature of the
asset transfer. The benefits of this scrutiny redound to the creditors of and investors in
the Originator. Rating agency scrutiny of the asset backed securities, by contrast, does
nothing to encourage transparent reporting of the finances of the Originator.
·

Second, the rating agencies, unlike judges, are unaccountable. Rating agencies have virtually no
responsibility to anyone but their shareholders and their clients. The SEC recognizes
particular rating agencies as being NRSROs, but a rating agency that has been so
recognized is not thereafter subject to material oversight. When sued by investors who
assert that they were misled by faulty ratings, rating agencies have successfully invoked
First Amendment and asserted that they are mere publishers of opinion. Yet rating
agencies are subject to a fundamental conflict of interest. They receive their
compensation from the issuers of the rated securities, not from the investors who rely on
the ratings they issue. Moreover, the NRSROs are virtually immune from market
discipline, consisting of only four entities, of which two (Moody’s and Standard &
Poor’s) dominate the market. Barriers to entry by competitors have proven
insurmountable since the NRSRO concept was added to the SEC’s regulations in 1973.

Concerns have often been voiced in Congress, in the financial community and among academics that
rating agencies are too powerful and too unaccountable. Section 912, far from checking that power,
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enhances it.
Conclusion
In conclusion, it is risk concealment, not just risk reallocation that makes §912 particularly dangerous,
and which benefits the securitization industry at the expense of the securities markets. The sale/secured
loan distinction encourages Originators to disclose the true nature of their financing transactions. Proper
disclosure of risks encourages investor confidence in the securities markets. By contrast, a statute that
allows companies to misdescribe what they own and what they owe increases the risk of more Enron
like scandals, and poses a danger to investor confidence generally.
If we can help in any way, please feel free to call on us.
Yours truly,
Edward J. Janger
Associate Professor
Brooklyn Law School
Kenneth C. Kettering
Associate Professor
New York Law School
Jonathan Lipson
Assistant Professor University of Baltimore School
of Law
Lois R. Lupica
Professor of Law
University of Maine School of Law
[1]In

that case, a Bankruptcy Court allowed a debtor to use securitized assets during the early stages of a
Chapter 11 case. See LTV Steel Co., Inc. 2001 Bankr. LEXIS 131 (2001).
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