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Securitizations are structured finance ar-
rangements that pool and then repackage
the cash flows emanating from groups of
homogeneous assets, the interests in which
are then sold to investors. It involves grant-
ing investors rights to the cash flows from
specific assets of an originating financial
entity or other sponsor, without exposing
them to the credit and other risks associ-
ated with the sponsoring entity itself. This
structure, when properly executed, protects
investors from the effects of a bankruptcy
of the sponsor. It also may have highly de-
sirable financial reporting ramifications for
the sponsor, especially the ability to display
a lower debt-to-equity ratio, thus permit-

ting the sponsor to enjoy a lower overall
cost of capital. These results can only be
achieved when the conduit—a special-pur-
pose financing entity (SPE)—intermediates
the securitization transaction in such a way
that a so-called “true sale” of the securi-
tized assets will have occurred.

If properly structured under current
GAAP—a feat that requires the assistance
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of qualified attorneys as well as accountants—a
SPE will ultimately be the holder of the securitized
assets and the issuer of the debt instruments sold
to investors; both these assets and associated debt
obligations will be eliminated from the sponsor-
ing entity’s statement of financial position. Cur-
rent U.S. GAAP governing the accounting for
such transactions is set forth principally by the
Financial Accounting Standards Board’s (FASB)
Statement of Financial Accounting Standards
(FAS) No. 140, Accounting for Transfers and Ser-
vicing of Financial Assets and Extinguishments of
Liabilities. Understanding the mechanical require-
ments of FAS 140 is critical to evaluating whether
sponsoring entities are achieving correct financial
reporting.

Recent changes to GAAP have expanded the
disclosures required for entities engaging in se-
curitization transactions. Much more significant,
however, are proposed changes—suggested large-
ly in reaction to the sub-prime mortgage default
crisis and related credit market meltdown that
began in 2008—that may, if enacted, effectively
eliminate the accounting reasons for the popu-
larity of securitization. These would leave intact
the other, legal motives for such transactions, but
would heavily impact the financial statements of
entities that previously engaged in securitizations
and make this device far less attractive as a ve-
hicle for future financings, possibly diminishing
investors’ interest in supporting the mortgage and
other asset-backed securities markets. These unin-
tended consequences could affect housing finance
for years to come.

The Allure of Securitization

Securitization has become, in recent decades,
an increasingly efficient and attractive financing
option for entities that either purchase or gener-
ate large volumes of receivables. Despite being a
time-consuming and complex process, entities are
willing to undertake the arduous tasks required
for securitizations because of the multiple benefits
that many entities have been able to reap from
it. Properly structured under current rules, se-
curitizations allow sponsoring entities to isolate
the underlying assets (such as mortgage loans) in
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separate legal entities, together with the related
debt issued to investors; remove both those assets
and the debt from the sponsoring entities’ balance
sheets; and generally preserve or even improve
the credit rating of the sponsors, because the ad-
ditional leverage achieved is not reflected in the
sponsors’ balance sheets.

The market for asset-backed securities, including
debt secured by cash flows from mortgage loans,
car loans, credit card receivables, health care re-
ceivables, and commercial bank loans, now ex-
ceeds the traditional corporate debt market in size.
There is no doubt that favorable accounting treat-
ment has been a major reason for the growth in
popularity of this market, although the real (eco-
nomic and legal) features have also been highly at-
tractive. Recent and proposed changes to financial
reporting rules may lessen the allure of securitiza-
tions, however, and create great disruption to the
markets for existing securitization debt and even
for the straight debt of sponsoring entities.

FASB’s recent amendment to FAS 140 does not
impact the heart of the standard, which is to pro-
vide instruction on how to utilize a “two-step”
structure for securitizations. Rather, the recent
FASB Staff Position (FAS 140-4 and FIN 46[R]-
8) merely satisfies financial statement users’ de-
mands for greater transparency, which is seen as
an interim solution as FASB pursues its quest to
resolve fundamental and far-reaching questions
about the extent to which off-balance sheet ac-
counting should continue to be permitted. Prepar-
ers and auditors will have to take added steps to
ensure that the expanded disclosure requirements
are complied with, however. Other proposed
changes, on the other hand, will likely have much
greater, negative impact on the utilization of secu-
ritizations as financing vehicles.

Anticipated Changes in Accounting
for Securitizations

The extreme turmoil in the credit markets, which
began in the U.S. sub-prime mortgage debt markets
and has now spread to the entire world (largely be-
cause of the extensive investments made by foreign
governments and private parties in both U.S. trea-
sury and private sector securities), has focused at-
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tention on certain alleged abuses in securitizations.
Coupled with concerns arising from previous,
widely-publicized frauds involving off-balance
sheet accounting—such as Enron’s employment
of so-called partnerships to conceal huge amounts
of parent company debt obligations and losses—
this has led to calls for the complete elimination
of off-balance sheet financings effected via quali-
fied special purpose financing entities (QSPEs). If
this is done, and imposed retroactively, it would
force most financial institutions and many com-
mercial enterprises to recognize hundreds of bil-
lions of dollars of debt obligations (and the related
securitized assets) in their balance sheets. Among
other alarming ramifications, this could trigger
widespread debt covenant violations, which would
create further chaos in the already frightened and
fragile credit markets.

Indeed, a number of amendments to FAS 140
have been proposed in recent years, the effect of
which would have been to further tighten restric-
tions on the permitted actions of QSPEs, which
must essentially be passive entities. None of these
were adopted, but the changed credit environ-
ment has now caused FASB to propose substan-
tially raising the “de-recognition threshold” (i.e.,
the ability for sponsors to move the securitized as-
sets and related debt off their balance sheets) for
most securitizations, the effect of which would
be to cause the transferred assets and the related
trust obligations to remain on the sponsors’ bal-
ance sheets. A related proposed change to FIN
46|R |—the standard that governs the need to con-
solidate so-called variable interest entities, which
currently contains an exclusion for QSPEs (thus
preserving the ability to effect off-balance sheet
financings)—would virtually assure that even the
most carefully structured QSPEs would need to
be consolidated by sponsors in their GAAP-basis
financial reports.

Great pressure is being exerted on FASB, by
both the political establishment (which is putting
part of the onus for the accelerating pace of mort-
gage defaults and other debt restructurings on se-
curitization accounting) and by the many entities
that employ securitization, which understandably
are concerned that any diminution in the attrac-
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tiveness of this technique will significantly reduce
their access to low cost capital. Realistically, the
recommended changes will have to be resolved in
the near term (ideally, before first quarter 2009
financial reports have to be prepared), but there
should first be vigorous and reasoned debate
about these proposals, which will be made more
challenging because of both the extreme com-
plexities of this topic and the macro-economic
forces currently at work.

The concerns over the long-term ramifications
of eliminating or severely limiting the use of off-
balance sheet securitization are very real, but are
beyond the scope of this article, which instead
focuses on how securitizations can be properly
structured under existing rules, particularly to
obtain the desired financial reporting results that
are widely sought. Given the severe consequences
that result from a failure to properly execute such
arrangements, both lawyers and accountants
should be alert to these key structural concerns.

Securitization Overview

Securitization structures are designed to satisfy
investors’ desires to minimize the risk of suffering
a loss due to a bankruptcy by the originating or
sponsoring entity. If assets are transferred through
a “true sale,” and not simply collaterally assigned,
they are presumptively removed from the sponsor’s
estate. In a “true sale” the sponsor relinquishes
control of the future economic benefits embodied
in the assets being transferred. To accomplish this,
according to FAS 140, the transfer of assets to a
SPE can be accomplished in one of several ways,
each of which is designed to put the securitized
assets beyond the reach of the creditors of the ul-
timate transferor and (if there is an intermediate
party) of the proximate transferor.

When properly established, a SPE is wholly in-
dependent and considered “legally isolated.” Con-
sequently, once assets pass from the sponsor to the
SPE in a “true sale” transaction, those assets are no
longer available to either the sponsor or the spon-
sor’s creditors. In other words, this physical and
legal separation effectively protects investors in the
securitization trust’s obligations from the sponsor’s
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claims to those assets, as well as any of the spon-
sor’s creditors in case of bankruptcy.

The primary advantages to the sponsor are
that, by isolating the assets being securitized, they
can generally obtain lower cost financing for the
securitized assets they created or acquired, and
their balance sheet leverage will be less than if
they retained the assets and incurred the neces-
sary debt financing directly. In order to achieve
these benefits, the sponsor must place the assets in
an essentially passive entity (whose only missions
are to collect interest and principal on the secu-
ritized assets and pay interest and principal on
the debt issued to finance the acquisition of those
assets from the sponsor), and the sponsor must
have tightly constrained rights and obligations, if
any, relative to the assets sold. Failure to strictly
adhere to these requirements disqualifies the SPE
from “off the books” financial reporting under
current GAAP, and might also expose the trust
investors to the very risks they sought to avoid.

Implications of the
FAS 140 Revisions

While FASB is separately considering whether
to limit or completely do away with off-balance
sheet securitizations, it issued a FASB Staff Posi-
tion at the end of 2008 to amend FAS 140 and FIN
46(R), Consolidation of Variable Interest Entities,
altering certain existing disclosure requirements.
This FASB Staff Position became effective for the
first reporting period (interim or annual) ending
after December 15,2008. FASB reasoned that the
interim amendment was necessary to satisfy grow-
ing concerns about transparency that have largely
arisen as a consequence of the recent turmoil in
the credit markets triggered by the housing price
collapse that began in 2007. Publicly-held entities
that are subject to the requirements of FAS 140
and FIN46(R) are now required to provide ad-
ditional disclosures about their involvement with
variable interest entities. Specifically, the amend-
ment states that affected reporting entities should
provide financial statement users with an under-
standing of the following:
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e a transferor’s continuing involvement in fi-
nancial assets that it has transferred in a secu-
ritization or asset-backed financing arrange-
ment;

e the nature of any restrictions on assets report-
ed by an entity in its statement of financial
position that relate to a transferred financial
asset, including the carrying amounts of such
assets;

e how servicing assets and servicing liabilities
are reported under FAS 140; and

* how the transfer of financial assets affects
an entity’s financial position, financial per-
formance, and cash flows in the case of se-
curitization or asset-backed financing ar-
rangements accounted for as sales when a
transferor has continuing involvement with
the transferred financial assets and transfers
of financial assets accounted for as secured
borrowings.

Understanding the Mechanics of
Securitizations to Satisfy FAS 140

FAS 140 discusses both “one-step” and “two-
step” securitization approaches. These are both
commonly found to be effective, under present
U.S. law, to successfully isolate and protect assets
placed into a securitization trust. Regarding the
preferred “two-step” structure, FAS 140 suggests
the following procedures.

Step One

First, the corporation transfers financial as-
sets to a special-purpose corporation that,
although wholly owned, is so designed
that the possibility that the transferor or
its creditors could reclaim the assets is
remote. This first transfer is designed to
be judged to be a true sale at law, in part
because the transferor does not provide
“excessive” credit or yield protection to
the special-purpose corporation, and FASB
understands that transferred assets are
likely to be judged beyond the reach of
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the transferor or the transferor’s creditors
even in bankruptcy.

SPE Specified

A special-purpose entity (SPE) is a legal ve-
hicle, such as a corporation, trust, or partner-
ship, which is created for a limited purpose. The
originating financial entity (sponsor) should take
several decisive measures during the initial design
phase. These actions are necessary to ensure the
SPE is structured properly and that it is wholly
independent from the sponsor. The independent
SPE may engage in only specific activities and
cannot be under the control of the sponsor. Thus,
the sponsor should guarantee there is a separation
provision in the legal document that establishes
the SPE. Additionally, the document should deny
the sponsor the unilateral ability to dissolve or
terminate the SPE.

Once created, the SPE should conduct its busi-
ness in a manner independent from that of the
sponsor. If this is not accomplished, it would be
red flag that the SPE was not properly structured
and might not be deemed “legally isolated.” In
order to appear autonomous, the sponsor should
have insignificant influence over the SPE’s financial
and operating polices. Transactions between the
sponsor and SPE should be carried out at “arm’s
length,” meaning that even though the two parties
are related, they should conduct transactions as if
they were unrelated, so that there is no question
of a conflict of interest. When assets are trans-
ferred between the sponsor and SPE, they should
each properly characterize the transaction as a
“true sale” for the purpose of legal, tax and ac-
counting measures. It would also be advisable for
the sake of appearance that the sponsor has lim-
ited to no responsibility to provide guarantees to
the SPE (this being the condition most commonly
stretched or violated in such arrangements).

True Sale Defined

State law governs sales transactions. However,
bankruptcy courts have jurisdiction in equity to
interpret sales transactions. Thus, it is important
in both substance and in form for the assets trans-
ferred from the sponsoring entity to the SPE to be
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able to be deemed by a finder of fact as final and
removed from the sponsor’s estate. To achieve
this distinction, securitized assets must be treated
and recognized as a “true sale.” In other words,
for legal, accounting, and/or sales purposes the
securitization transaction must be deemed as a
disposal of assets and not as a mere shifting of
asset location or as a financing transaction.

“Off-balance sheet securitizations” are the nor-
mal mode of securitizations. The so-called “on-
balance sheet securitizations” are actually secured
borrowing arrangements, generically identical to
the collateralized borrowing commonly engaged
in by many companies. “On-balance sheet secu-
ritization” can be useful to maintain greater flex-
ibility to take actions, such as repurchases, that
would have been precluded with “off-balance
sheet securitization” accounting, but of course
this obviates the other advantages of traditional
securitizations, such as improvements to the spon-
sor’s debt-equity ratio and the ability to recognize
gains at inception.

The accounting for so-called “on-balance sheet”
securitizations has only minimal complexities, as
the underlying receivables (loans or leases) are
merely used as collateral for the reporting entity’s
borrowings. In a true “on-balance sheet securiti-
zation” the assets are pledged to the repayment of
the debt, and the debt obligations have no claim
to other assets of the obligor as a source of repay-
ment, thus salvaging one major virtue of the secu-
ritization process. However, terms such as pledg-
ing and on-balance sheet securitization are not
always used precisely in practice, and the exact
requirements for achieving on-balance sheet secu-
ritizations are matters to be resolved by qualified
legal counsel.

With “on-balance sheet” securitizations, the
receivables (mortgage loans, etc.) and the associ-
ated debt obligations remain on the entity’s bal-
ance sheet as, respectively, the sponsor’s own as-
sets and liabilities. The receivables that serve as
collateral are subject to seizure upon default. No
gain may be recognized at inception, and income
is recognized ratably (as interest) over the terms
of the receivables. Thus, the pattern of earnings
is markedly different than for real (off-balance
sheet) securitizations, where the initial transfer to
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the trust is deemed a “true sale” of the receiv-
ables, with immediate gain (or loss) recognition,
if warranted by the terms of the transaction.

In order for the sponsor to reflect this sale and
recognize an immediate gain in the transfer of the
underlying assets, the transfer should be made to
the SPE at market value. When properly struc-
tured, the transaction is legitimate, although some
critics have argued that the opportunistic timing
of these transactions can distort the true earnings
of the sponsor—one form of “earnings manage-
ment,” albeit not financial reporting fraud. As
discussed above, this and other criticisms have led
to the current proposal to largely eliminate off-
balance sheet securitization accounting from the
financial reporting standards.

Credit and Yield Protection Restrictions

The gain on the “true sale” of loans to the se-
curitization trust is calculated by reference to the
excess of the sum of cash received or due from the
trust plus the value of any retained assets, over
the carrying value of the assets transferred to the
trust. Sponsors most commonly do retain a resid-
ual interest in order, among other reasons, to pro-
vide a “first loss” protection for ultimate QSPE
debt holders, thereby lowering their risk of loss
and accordingly lowering the rate of interest that
must be paid to them. The lower the expectation
of residual asset value, as impacted by expected
credit losses to be absorbed (in some manner) by
the sponsoring entity, the lower will be the gain
on sale, on a dollar-for-dollar basis.

A structure might be utilized whereby the trans-
feror retains a limited exposure in the form of a
requirement to repurchase certain non-performing
loans sold to the trust. This responsibility must
be strictly limited, and it should be a red flag for
potential misuse of the securitization process if an
entity commits to maintain responsibility for too
great a fraction of the bad debts suffered by the
trust. The relevant financial reporting standard
(FAS 140) only permits “gain on sale” account-
ing if virtually all risks and rewards of ownership
of the receivables are transferred to the trust.

If the transferor does retain an obligation to re-
purchase non-performing assets, the risk of loss
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will have to be reflected by the transferor at the
date of the securitization transaction. The exis-
tence and amount of such an obligation is a mat-
ter of facts and circumstances, affected as much
by the transferor’s historical behavior as by the
formal terms of the trust agreement. Accounting,
driven by substance rather than mere form, would
recognize the transferor’s estimated liability for re-
purchases based on historical actions, where these
departed materially from the nominal obligations
under the terms of the trust agreement.

Regardless of whether borrowing against finan-
cial assets is accomplished “on-balance sheet” or
“off-balance sheet,” the entity creating the receiv-
ables will usually have to suffer the consequences
of loan losses (i.e., bad debts), in their entirety or
up to a contractually agreed limit. Only if loans
are transferred without recourse will the trans-
feree have to shoulder those losses—but the price
paid to the transferor will, in an informed market,
reflect the anticipated rate of defaults to be suf-
fered. If actual loss rates borne by the transferee
(the trust, which would generally then result in
losses to the trust’s debt holders) are greater than
expected, this will likely result in a reluctance of
investors to engage in further transactions with
the transferor, unless the terms of subsequent
transactions are adjusted. Simply put, in a fully
informed market (as implied by the efficient mar-
kets hypothesis) the sponsoring entity, which is
the originator of the securitized assets, will ul-
timately bear the risk of economic loss deriving
from asset quality.

Step Two

Second, the special-purpose corporation
transfers the assets to a trust or other le-
gal vehicle with a sufficient increase in the
credit or yield protection on the second
transfer (provided by a junior beneficial
interest that continues to be held by the
transferor, or by other means, such as a
stand-by letter of credit) to merit the high
credit rating sought by third-party inves-
tors who buy senior beneficial interests
in the trust. Because of that aspect of its
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design, that second transfer might not be
judged to be a true sale at law and, thus,
the transferred assets could at least in the-
ory be reached by a bankruptcy trustee for
the special-purpose corporation.

QSPE Specified

The second phase of executing off-balance
sheet securitizations that are compliant with FAS
140 requires having the SPE transfer the assets
to another entity referred to as a qualified spe-
cial purpose entity, or QSPE. The QSPE is most
commonly structured as a trust. As with the SPE,
the QSPE must have a legal standing distinct from
that of the sponsor. The sponsor should also be
prohibited from dissolving or terminating the
QSPE. Furthermore, the transferring of assets to
the QSPE should not give either the sponsor or
the SPE significant influence over the entities’ fi-
nancial and operating policies.

Obtaining a Favorable Credit Rating

Achieving the principal purpose of securitiza-
tion would be undermined if the sponsor’s cred-
itworthiness was taken into consideration in de-
termining the value of the securitized assets. The
key to the securitization’s transformative power
rests with the ability of the securitized assets to be
independent of the sponsoring entity. The credit
quality of the underlying assets must be solely
based on the quality of the assets plus any credit
enhancements (e.g., the “first loss” risk retained
by the sponsor, a stand-by letter of credit, et al.)
backing the obligations.

Ideally, a sponsor should be transferring assets
to the SPE that are suitable for the intended in-
vestors. This means there should be a sufficiently
large pool of homogenous assets to facilitate the
statistical analysis that would permit accurate
loss estimation. Often it is advantageous for those
loans to be diversified across a mix of geographic,
sociological, and economic strata. If that is not
possible or practical, then it will comfort the in-
vestors if the sponsor is able to account in detail
for the history of loans closely similar to those
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being transferred. Investors and financial guaran-
tors alike are understandably interested in being
able to evaluate a stable history of securitizations
with regard to such key indicators as rates of de-
faults, other delinquencies, and prepayments.

The sponsor should not transfer encumbered
assets into the SPE. This means that the sponsor
should not attempt to pass on assets that serve to
fulfill its other financial or regulatory covenants.
The sponsor should also refrain from selling as-
sets that are encumbered by third parties. Aside
from potential legal ramifications, there could be
severe consequences for investors if they were to
unknowingly acquire burdened securities, and
those assets were later called to satisfy some pre-
existing obligation. Such a development would,
at the least, make the sponsor’s future securitiza-
tion offerings less appealing and more expensive
to accomplish.

The ability to have a rating agency assign a rat-
ing to securitized assets corroborates the assertion
that the assets are isolated from the risks affecting
the sponsor’s direct obligations. Acquiring a rating
by a reputable agency, such as Moody’s, Standard
& Poor’s, or Fitch, enhances the marketability of
the assets and, in the current environment, is an
absolute necessity. These rating agencies conduct
thorough investigations before assigning quality
ratings to the securities, although in the recent
market melt-down the effectiveness of these re-
views have been questioned.

In conducting such reviews, the rating agency is
concerned with the organizational and manage-
ment structure of the SPE and thus will be alert
for indications that either the SPE or the assets
have not been effectively isolated from the spon-
sor. Likewise, the rating agency will want to eval-
uate the established business controls and proce-
dures. The SPE should maintain adequate loan
documentation and be able to explain the bases
for its own valuations of the assets. Of course,
these and other criteria are evaluated as a whole,
together with the history of financial performance
of the assets.

Independent credit ratings are sought by inves-
tors to enable them to compare risks across differ-
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ent kinds of debt. Investors can also use the rat-
ings to compare alternative financial instruments
having different rating levels. Above all, obtaining
a rating provides reasonable assurance that there
will be a market in which to sell the instruments
backed by securitized assets, should that later be
necessary.

If one or more credit enhancement techniques
are used, the cost of financing the assets can be
further reduced. Credit enhancement can be
achieved through internal, external, or a combi-
nation of both means. Internal credit enhance-
ments would include direct recourse, over-col-
lateralizations, and reserve or spread accounts.
External (or third-party) credit enhancements
could include cash collateral accounts and finan-
cial guarantees. By utilizing some form of credit
enhancement, the resulting trust securities are
made more attractive and thus more liquid than
the underlying receivables.

Concluding Observations

Securitizations have been much in the news
currently, and those comprised of mortgage loans
have widely been held responsible for the asserted
inability of otherwise willing bankers to restruc-
ture “underwater” loans, to reduce the burden
on struggling homeowners. Allegations have also
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been made that assets placed into the securitiza-
tion trusts were commonly of lower quality than
advertised, and that rating agencies recklessly
granted investment grade ratings to trust securi-
ties backed only by low-quality assets. The impli-
cations are that fraud may have been widespread
in the lending of mortgage funds, in the documen-
tation supporting many of these loans, in the ways
these were packaged into mortgage-backed secu-
rities, in the manner that these derivative securi-
ties were rated, and in how they were ultimately
sold to investors here and abroad. Most impor-
tantly, there is popular and political sentiment
that the entire process has not only contributed to
the current crisis, but also that securitizations as
currently practiced may actually be an obstacle to
the resolution of the problem.

While the prospect of eliminating or severely
limiting the use of off-balance sheet securitiza-
tion is increasingly being promoted as a means to
resolve these abuses, there remains the need for
attorneys and accountants, in particular, to bet-
ter understand the fundamentals of FAS 140, to
preserve the ability to use this valuable technique
under current rules, and to advocate for its re-
tention as a legitimate and important vehicle to
provide liquidity for the vital debt markets that
underlie our economy.
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