














has "sold a ... payment intangible ... or promissory note does not retain a legal or equitable 
interest" in the transferred property. Section 9-318 could be viewed as bolstering the sale status 
of loan participations and therefore ensuring a break in mutuality between the transferor and the 
obligor sufficient to cut off transferor setoff defenses even in the light of the FDIA provisions. 
There are, however, arguments that Section 9-318 does not affect the inquiry as to transferor 
setoff defenses20 and, in any event, the argument that Section 9-318 applies in this context is 
untested. 

The case law in the area is also quite unclear, as it often confuses obligor and 
transferor setoff defenses and is otherwise poorly reasoned. 21 

Because of this uncertainty, although counsel would be able to render a "would"­
level legal opinion that a well-drafted participation is a sale of an interest in a loan, it would not 
likely be able to issue an opinion that the transferee takes free of transferor setoff defenses (even 
with a waiver by the transferor, at least in the absence of FDIC comfort on the issue).22 

3. Transferee's claim against receivership estate: Case law provides that the 
transferee would have an unsecured claim against the transferor for any amount set offby the 
obligor or the transferor.23 In accordance with this case law, the FDIC has provided in an 
interpretive letter that where the FDIC is appointed receiver for a transferor bank, the participant 
will receive its pro rata share of any payment made by the underlying obligor "which augments 
the receivership estate". As the exercise of offset by the obligor against the transferor bank 

20 
�~� liCC Section 9-109(d)(IO). 

21 Mademoiselle and the �~� cases constitute the most significant body of case law addressing, in the context of 
FDIC proceedings, the interplay between a depositor's right of setoff and the rights of a loan participant. See �~� 

Mademoiselle of Cal. 379 F.2d 660 (9'" Cir. 1967); Chase Manhattan Bank v. FDIC 554 F. Supp. 251 (W.D. Okl. 1983); 
Hibernia Nat'l Bank V. FDIC 733 F.2d 1403 (10'" Cir. 1984); Seattle-First Na!,1 Bank v. FDIC 619 F. Supp. 1351 (W.D. Okl. 
1985); Northern Trust CO. V. FDIC. 619 F. Supp. 1340 (W.D. Okla. 1985) (the last four cases being the "Penn Square" cases). 
Although the �~� cases are not particularly well reasoned and are inconsistent with each other in a number of respects, 
in each case (with the posstble exception ofSeattle-FirsO, they and Mademoiselle reach the same result regarding the obligor's 
setoff defenses as would we under a uec analysis - namely. that the obligor would be entitled to set off its obligations under a 
participated loan against amounts on deposit with the transferor absent waiver or notification. (Neither the Mademoiselle nor 
the Penn Square courts referred to the UCC for their analysis; it is not entirely clear why that is so.) As to transferor setoff 
defenses, Seattle-First is the most difficult case, as Seattle-First involved a well-drafted participation agreement (unlike in the 
other Penn Square cases) and most clearly dealt with transferor, as opposed to obligor, setoff defenses (although it looked to 
obligor setoff defenses in detennining transferor setoff defenses). It is not clear that Seattle-First was properly decided at the 
time, and it is unclear whether new UCC § 9-318 or 12 C.F.R § 360.6 would have influenced the Seattle-First court to come to 
a different conclusion. 

21 We note that an FDIC attorney in a letter to the F ASB staff indicated that a bank transferor of a participation continues 
to be a creditor of the obligor, entitled to enforce the loan, whereas the transferee is not a direct creditor of the obligor. George 
Miller, The Bond Market Association (Feb. 10, 2004) attaching a message from Robert F. Storch, Accounting and Securities 
Disclosure Section Chief7Chief Accountant This is a hallmark of a participation, and the attorney's conclusions are correct. 
But the absence of direct creditor status does not mean that, as between the bank: transferor, its creditors generally and the 
transferee that the transferee does not own the interest in the loan the subject of the participation, nor does the attorney's letter 
so state. Indeed, since as stated in the letter the FDIC passes through the proceeds of the loan due to the �p�a�r�t�i�c�i�p�a�n�~� it could 
m be because the transferee �~� an interest in the loan. Unless the participant were an owner or a secured creditor with a 
perfected security interest (and, typically, transferees of participants do not take the steps necessary to perfect a security interest 
in a loan were the sale thereofrecharacterized), the FDIC as receiver would not recognize the participant's priority interest in 
the proceeds of the loan. 

" See e.g. FDIC V. Mademoiselle of Cal. 379 F.2d 660 �(�9�~� Cir. 1967). 
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" ... does not augment the receivership estate, there are no 'proceeds' to be passed on to the loan 
participant. ,,24 

C. Bankruptcy Code Transferors and Loan Participations 

The description in the White Paper of common law setoff and the priority of a 
transferee's claim against the transferor for the amount set off is also generally accurate for 
transferors subject to the U.S. Bankruptcy Code (the "Code"), although the cases relating to the 
relative priority of transferees and obligors are mostly in the FDIC area (and as set forth above, 
those cases are relatively old and in many instances poorly reasoned). 

I. Obligor setoff defenses: The Code recognition of common law setoff is 
codified in Section 553 of the Code. Section 553 provides that the defense of setoff is generally 
unaffected by a bankruptcy proceedin!i under the Code?5 Thus, even though a participation can 
be a sale of an interest in a loan asset, 6 the obligor will be able to exercise setoff defenses 
against the bankrupt transferor or its trustee. 

The analysis of how obligor setoff defenses may be eliminated is the same in the 
case of a Code transferor and an FDIC-insured transferor. Whether a Code transferor could 
obtain a "would" -level legal opinion that obligor setoff defenses are eliminated by a transfer of 
an interest in an asset through a participation would again depend principally on whether the 
loan documentation underlying such loans contained enforceable waivers of these defenses (as 
"negotiation" of any "negotiable instrument" or notice would not be consistent with a typical 
participation). 

2. Transferor setoff defenses: The Code does not address transferor setoff 
defenses and we are not aware of any case law in that regard. In contrast to the FDIA, the Code 
does not provide a statutory right of offset that can be exercised by a bankrupt transferor or its 
trustee. Because the case law in respect of loan participations and transferor setoff defenses is 

24 1984 FDIC interp. Ltr. LEXIS 20 (Oct. 23,1984). 

" The exercise by the obligor of setoff defenses is subject to the automatic stay under the Code. In addition, setoff will 
be disallowed to the extent that: (i) the obligor's claim against the creditor is disallowed, (ii) the claim was transferred to the 
obligor post~petition or within 90 days of the petition date while the creditor was insolvent, (iii) the obligor acquired the claim 
within 90 days of the petition date, while the creditor was insolvent and for the purpose of obtaining a right of setoff against the 
creditor or (iv) the obligor exercised pre-petition setoff defenses and its position improved in the 90-day period. 

26 Section 541 (d) of the Code provides in pertinent part that 

Property in which the debtor holds. as of the commencement of the case, only legal title 
and not an equitable interest ... becomes property of the estate ... only to the extent of 
the debtor's legal title to such property. but not to the extent of any equitable interest in 
such property that the debtor does not hold. 

As set forth above. a «properly drafted" participation is one in which the beneficial or equitable interest in a loan is 
transferred, but legal title is not transferred. ~ In re Columbia Pac. Mortgage Inc 20 B.R. 259, 261 (Bankr. W.O. Wash. 
1981) (Congress enacted Sec. 541 (d) "in an obvious effort to eliminate the uncertainties developing in the national secondary 
mortgage market and to promote that market by protecting participation interests in loans from challenge in bankruptcy ...... ) and 
In re Coronet Capital Co 142 B.R. 78, 80 (S.D.N.Y. 1992) ("The purpose of Section 541(d), as applied to the secondary 
mortgage market is to make certain that secondary mortgage market sales (like loan participation agreements), as they are 
currently structured, are not subject to challenge by bankruptcy trustees. Those purchasers of mortgages are able to obtain the 
mortgages or interests in mortgages that they have purchased from a debtor without a trustee asserting that the sale of the 
mortgage is a loan from the purchaser to the debtor."). 
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under the FDIA and involves the FDIC's statutory right of offset, and because of the 
ambiguities in the case law and the recent enactment of Section 9-318 of revised Article 9, it is 
unlikely in respect of Code transferors that transferor setoff defenses would survive the sale of 
an interest in a loan pursuant to a well-drafted participation. It is not clear, however, that in the 
absence of an express waiver, counsel could give a "would"-level opinion that a participation 
would in and of itself cut off transferor setoff defenses. 

If the Code transferor waived its setoff defenses, however, counsel might be able 
to conclude to a "would"-level degree of certainty that transferor setoff defenses were cut offby 
the participation. Such an opinion would assume, among other things, that the waiver was duly 
authorized, executed and delivered, that the transferor was sophisticated, that fair consideration 
was ~iven for the waiver and that the waiver was not given in satisfaction of an antecedent 
debt. 7 

3. Transferee's claim against transferor's estate: Although there do not appear 
to be any cases, it would appear that the rule of Mademoiselle - that setoff does not result in an 
augmentation of the estate traceable by a transferee - would also apply in Code proceedings. 
Thus, a transferee would appear to have an unsecured claim against the transferor for any 
amount set off by the obligor or the transferor. 

D. Other Transferors and Loan Participations 

We address one type of transferor that would not be subject to the FDIA and 
might not be subject to the Code: non-FDIC insured New York State-licensed branches of non­
U.S. banks subject to the provisions of the New York Banking Law (the "NYBL"). We address 
such branches because they are frequent sellers ofloans pursuant to participations (often in 
rated transactions)?8 We do not address certain other transferors, such as broker-dealers that 
are members of the Securities Investor Protection Corporation,29 insurance companies, credit 
unions/o and entirely non-U.S. entities31 that are likely not subject to the FDIA or the Code. 

E. Non-FDIC-insured New York State-licensed Branches of non-US Banks 

The NYBL, and not the FDIA, would apply to the liquidation of a non-FDIC­
insured New York State-licensed branch of a non-U.S. bank that does not also have a federally­
licensed branch (a "NY Branch"). 

27 It is not clear what incentive a bankrupt transferor or its trustee would have to exercise setoff defenses against an 
obligor, unless the obligor were more insolvent than the transferor, as the exercise of setoff defenses simply substitutes one 
creditor for another. If the obligor were more insolvent than the transferor, the transferee would benefit from the transferor's 
exercise of offset defenses. The FDIC might have different incentives in the case of a bank transferor because of its role as 
insurer and the. preference afforded depositors over general unsecmed creditors. 

28 U.S. GAAP may. however, not be relevant to all such branches. 

,. 
Such broker-dealers may be subject to liquidation under the Securities Investor Protection Act ("SIP A"). but are not 

themselves active sellers ofloan participations. 

30 Insurance insolvency is a matter of the law of the state in which an insurance company is domiciled. The insolvency 
of federally.insured credit unions is governed by the Federal Credit Union Act. 

" For example, a foreign subsidiary of a U.S. holding company might sell loon participations. The insolvency law 
governing such a subsidiary would likely be non·U.S. law. 
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I. Generally: The NYBL in many respects treats a NY Branch as if it were a 
subsidiary of the home office of the bank, and not just a branch, and creates a so-called "ring­
fence" around the assets of the branch (and the assets of the bank in New York) that are used to 
satisfy only unaffiliated creditors of the branch.32 The assets subject to the NYBL are referred 
to as "the business and property in this state" of the foreign bank.33 

The New York Banking Department issued a series of letters relating to the 
question of whether loans sold under participations in connection with issuances of 
collateralized loan obligations would be "business and property in this state", and concluded 
that such loans would not be "business and property in this state", and would thus not be 
available to satisfy general creditors?4 Those letters do not, however, address setoff rightS.35 

2. Obligor setoff defenses: The NYBL recognizes setoff defenses, except to the 
extent an obligor seeks to offset an obligation to a NY Branch against an obligation of the home 
office or another branch of the bank. 36 Thus, even though a participation can be a sale of an 
interest in a loan asset, the obligor will be able to exercise setoff defenses against the insolvent 
NY Branch or its receiver. 

The analysis of how obligor setoff defenses may be eliminated is the same as in 
the case of a Code transferor and an FDIC-insured transferor. Whether a NY Branch transferor 
could obtain a "would"-levellegal opinion that obligor setoff defenses are eliminated by a 
transfer of an interest in an asset through a participation would again depend principally on 
whether the underlying loan documentation contained waivers of these defenses (as 
"negotiation" of any "negotiable instrument" or notice would not be consistent with a typical 
participation). 

3. Transferor setoff defenses: The NYBL does not address transferor setoff 
defenses and we are not aware of any case law in that regard. In contrast to the FDIA, the 
NYBL does not provide a statutory defense of offset that can be exercised by an insolvent NY 
Branch or its receiver?7 Because the case law in respect of loan participations and transferor 

32 Section 606(4) of the NYBL authorizes the Superintendent to take possession of a foreign banking corporation's 
"business and property in this state" (NYBL § 606(4» whenever it appears that such foreign banking corporation "(a) has 
violated any law; (b) is conducting its business in an unauthorized or unsafe manner; (c) is in an unsound or unsafe condition to 
transact its business; (d) cannot with safety and expediency continue business; (e) has an impainnent of its capital; ... " as well 
as under certain other circumstances. NYBL § 606(1). Assets qualifying as "business and property in this state" under NYBL § 
606(4) are subject to the delivery demand provisions of Section 615(2) of the NYBL and the automatic stay provisions of 
Section 619(1)(d) of the NYBL. We do not address in this letter the potential effect of non-U.S. law on the relative rights of 
obligors to, and transferees from, NY Branches. 

33 "Business and property in this state" includes all property of the foreign banking corporation: (i) wherever situated, 
constituting part of the business of the New York branch and appearing on its books as such; and (ii) situated within New York 
State, whether or not constituting part of the business of the New York branch or so appearing on its books. NYBL § 606(4)(c). 

See e.g. NYBL letter to Rogers & Wells LLP, dated March 18, 1999. The NYBD letters assume, among other 
things, that counsel to the NY Branch will deliver a "true sale" opinion to the rating agencies. 

" We are unaware of any case law addressing loan participations and a liquidation proceeding under the NYBL. 

36 NYBL § 615. 

31 New York Debtor and Creditor Law Section 151 generally gives an obligor setoff defenses upon the bankruptcy of its 
creditor, and an insolvent NY Branch and its receiver would have the benefit of this statutory setoff defense. However, there is 
no specific statutory setoff defense given a receiver of a NY Branch, and there is case law to the effect that the setoff defenses in 
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setoff defenses is under the FDIA and involves the FDIC's statutory right of offset, and because 
of the ambiguities in the case law and the recent enactment of Section 9-318 of revised Article 
9, it is unlikely that transferor setoff defenses would survive the sale of an interest in a loan 
pursuant to a well-drafted participation in the event of a NYBL proceeding. It is not clear, 
however, in the absence of an express waiver, that counsel could give a "would"-Ievel opinion 
that a participation would in and of itself cut off transferor setoff defenses. 

If the NY Branch transferor waived its setoff defenses, however, counsel might 
be able to conclude to a "would" -level degree of certainty that transferor setoff defenses were 
cut off by the participation. Such an opinion would assume, among other things, that the waiver 
was duly authorized, executed and delivered, that the transferor was sophisticated, that fair 
consideration was given for the waiver and that the waiver was not given in satisfaction of an 
antecedent debt.38 

4. Transferee's claim against transferor's estate: Although there do not appear· 
to be any cases, it would appear that the rule of Mademoiselle - that setoff does not result in an 
augmentation of the estate traceable by a transferee - would also apply in NYBL proceedings. 
Thus, a transferee would appear to have an unsecured claim against the NY Branch transferor 
for any amount set off by the obligor or the transferor. 

The White Paper specifically asks whether certain forms of transfer will eliminate setoff 
rights: 

We now apply the foregoing analysis to the specific forms of transfer: 

Sale of whole assets to a third party without any form of recourse. Sale of a 
whole asset (as opposed to a participation) will not in and of itself affect obligor setoff defenses, 
unless the asset is a "negotiable instrument" "negotiated" to a "holder in due course". (Even 
then, not all defenses of the obligor will be eliminated.) If the asset is not such a "negotiable 
instrument", sale of the asset will not cut off obligor setoff defenses unless the obligor waives 
such defenses or the obligor is notified of the sale. However, even if the obligor is notified of 
the sale, such notice will not cut off setoff defenses that accrue prior to notification. Similarly, 
notification of the obligor will not cut off recoupment defenses and will not cut off any setoff 
defenses whatsoever if the asset contains transfer restrictions. 

Sale of a whole asset might cut off transferor setoff defenses. As discussed 
above, participations might cut off transferor setoff defenses, but this is not entirely clear 
(especially for FDIC-insured transferors). Other forms of sales should cut off transferor setoff 

Section 151 can be expanded on by contract. We thus believe that this setofIdefensc would not have the force of the FDIA 
analogue, and moreover, could be waived. 

38 It is not clear what incentive an insolvent NY Branch transferor or its receiver would have to exercise setoff defenses 
against an obligor, unless the obligor were more insolvent than the transferor, as the exercise of setoff defenses simply 
substitutes one creditor for another. If the obligor were more insolvent than the transferor, the transferee would benefit from the 
transferor's exercise of offset defenses. 
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defenses, even in the case of FDIC-insured transferors, although we are aware of no case law on 
this point.39 

Transfer of whole assets to a bankruptcy-remote SPE (in which the transferor 
holds the equity investment) or a qualifying SPE. The analysis is the same as in the preceding 
example. The nature of the transferee is not relevant to the question of whether obligor or 
transferor setoff defenses are cut off by a transfer. 

Explicit waiver of setoff rights by the original debtor. As discussed above, 
waiver of setoff defenses by an obligor will generally be enforceable to the extent of the 
waiver.4o 

Explicit waiver of setoff rights by both the original debtor and the transferor. 
As discussed above, waiver of setoff defenses by an obligor will generally be enforceable to the 
extent of the waiver, and waiver by a transferor will (except, perhaps, in the case of an FDIC­
insured transferor) generally be effective to cut off transferor setoff defenses to the extent of the 
waiver. 

Explicit contractual provision that the contract can be sold to a third party. An 
explicit contractual provision that the contract can be sold to a third party does not by itself cut 
off obligor setoff defenses. Absent an obligor's explicit waiver of setoff defenses, an obligor 
will retain setoff defenses with respect to freely assignable loans unless such loans are 
represented by "negotiable instrunJents" and are properly "negotiated" or the obligor is given 
notice of the transfer - neither scenario is applicable in the context of loan participations. 
Furthermore, even when an obligor is notified of the transfer, such notice does not cut off 
recoupment defenses, or setoff defenses that accrue prior to notification. 

Notification to the original debtor that the transferor has sold the debt to a 
third party. Notice will cut off setoff defenses that accrue after notification, but will not cut off 
recoupment defenses, or setoff defenses that accrue prior to notification. Notice will not cut off 
setoff defenses for certain assets with transfer restrictions. 

The transfer is documented in an assignment agreement that includes approval 
by the obligor. Assignment agreements are typically used for the sale of loans where the 
underlying loan documentation already contains obligor waivers of setoff defenses. Where the 
underlying loan documentation does not already contain obligor waivers of setoff defenses, an 
assignment agreement executed by the obligor that contains waivers of obligor setoff defenses 
would normally be effective to waive such defenses. The typical assignment agreement will cut 
off all transferor setoff defenses. 

" In addition, it may not always be clear whether, in the absence of a waiver by a transferor (and any other relevant 
parties), contractual provisions specifically giving a transferor (and its affiliates) setoff defenses would be cut offhy a sale of the 
asset. .. As noted above, we do not address consumer laws that may affect the ability of an obligor to waive setoff defenses or 
non-U.S. law that, if applicable, may render the enforceability ofa waiver uncertain. 
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2. How are rights of setoff currently considered in true sale analyses performed by 
attorneys? If they are not considered, why not? 

Attorneys do not consider obligor or transferor setoff defenses relevant to the 
question of whether the assets have been legally sold or are beyond the reach ofa transferor's 
creditors generally. While some practitioners specifically carve out setoff defenses from their 
true sale opinions simply as a warning to the transferee that it may take subject to setoff 
defenses, many do not because they do not believe that those defenses are relevant to the 
question of whether an asset has been "truly sold". True sale opinions address whether assets 
have been sold or, instead, pled~ed, and thus whether they are beyond the reach of the 
transferor's creditors generally; I the answer to that inquiry determines whether the assets could 
be considered property of the transferor's bankruptcy or insolvency estate subject to the claims 
of creditors of the transferor generally.42 Whether the assets could be considered property of the 
transferor's estate determines whether the transferee of those assets would be able to exercise 
ownership rights over the assets in the event of the transferor's bankruptcy. Ifan asset is 
pledged and not sold, the "purchaser's" exercise of rights over the assets is not only subject to 
the automatic stay (in the case of the Code), but also limited to the value of the obligation 
"secured" - i.e., the "purchaser" as secured party would not gain from the asset's upside 
potential. Furthermore, in general, for a secured party to have a priority claim in an asset, it has 
to have "perfected" its security interest.43 Thus, the question of whether an asset has been 
legally sold, or instead pledged, can take on great significance. 

Setoff defenses, on the other hand, do not involve the body of creditors 
generally, but instead only a single creditor - the obligor - and the defenses of or against that 
single creditor are not relevant to the question of whether an asset has been sold or pledged. 
Indeed, Section 9-404 of the UCC illustrates this quite clearJy.44 Under 9-404, obligor setoff 
defenses are statutorily protected to ensure that an obligor retains such defenses even if an asset 
is sold (absent waiver or notification). Section 9-408 of the UCC is another example of a 
specific statutory provision meant to ensure that an obligor retains setoff defenses even if an 
asset is in fact sold.45 Obligor setoff defenses are simply not relevant to the question of whether 
an asset has legally been sold. Transferor setoff defenses (to they extent they survive a transfer) 
are also not relevant to whether a transfer is a sale or a pledge.46 We are aware of no cases in 
which the existence or non-existence of setoff defenses was relevant to a court's determination 
of whether a transfer was a sale or a pledge . 

. , 
The Committee on Bankruptcy and Corporate Reorganization of the Association of the Bar of the City of New York, 

Structured Financing Techniques 50 Bus. Law. 527 (1995). 

Attorneys do not give "legal isolation" opinions. Even if that rubric were one known to the law, as discussed below in 
the response to Question 5, attorneys cannot opine that all transferor-related insolvency risks are eliminated in any sale. 

Indeed, many true sale cases are brought because the transferee has not taken the steps necessary to perfect a security 
interest in the asset purportedly sold to it. 

.. See footnote 8 above. 

See footnote 15 above . 

.. ~ ~ 619 F. Supp. at 1357 ("The Court concludes as a matter oflaw that the challenged offsets [by the 
FDIC] were proper, notwithstanding any property or trust interests conveyed to Seafirst because mutuality between [the 
transferor] and [the obligors] survived the participation agreement.'') (Emphasis added.). 
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The White Paper states that "[i]fthe setoff rights are not eliminated by the 
transfer, the transferred financial asset is not isolated from the transferor as required by 
Statement 140." (Emphasis added.) This statement seems to mean that the Board takes the 
view that the legal isolation standard is broader than the question of "true sale" (i.e., whether an 
asset has been sold or whether it has been pledged to secure a liability), and also encompasses 
the question of whether the transferee is subject to setoff defenses in respect of the sold asset. 
(And see Question 5 below for the response to the even broader standard proposed in the White 
Paper.) Although the Board is of course entitled to come to this conclusion, lawyers, rating 
agencies and the markets generally view setoff risk (and the other risks addressed in Question 5 
below) as insolvency risks that are independent of whether an asset has legally been sold.47 

Because ofthe apparent different understandings of the legal isolation standard, we view the 
Board's proposal that legal isolation includes isolation from setoff defenses as a change in the 
standard or, at least, a change in the implementation of the standard. 

In the context ofloan participations, as discussed above, attorneys asked to 
address setoff defenses will not be able to opine that all setoff defenses have been eliminated in 
all circumstances. If the loan asset contains enforceable waivers of obligor setoff defenses,48 
and if the participation agreement contains enforceable waivers of transferor setoff defenses 
(which would not appear to be possible under current FDIC interpretations, at least to the extent 
of$100,000 per obligor), then counsel could give such an opinion. To require such waivers 
would, in the LSTA's view, be changing market practice and commercial expectations for the 
sake of an accounting concern that may well be more hypothetical than real. To engage market 
participants in discussions with the FDIC regarding a $100,000 per obligor setoff right that will 
only be exercised ifboth the transferor and the obligor are in default would likely be a time­
consuming effort for little practical benefit. If the Board nevertheless insists that Statement 140 
should be interpreted to require the elimination of all setoff defenses, then the LSTA requests 
that there be a transition period so that market participants can obtain the appropriate waivers 
and obtain such changes in law or interpretation from the FDIC as are necessary for counsel to 
give "would" -level opinions, and that such change of interpretation be applied only 
prospectively. As set forth above, however, even after a transition period, it might not be 
possible to obtain the requisite comfort in many cases. Again, the LST A believes that the 
possible impact of such an accounting change on the important market in loan participations 
could be severe, and that the risk of setoff defenses does not justify such an accounting change. 

3. What additional information about setoffrights should the Board consider? For 
example, does a setoff right exist between the original debtor and the transferee? 

Setoff defenses (unless waived) would exist between the obligor and the 
transferee in the case of a "negotiable instrument" transferred to a holder, and for non­
negotiable instruments where notice ofthe transfer has been given to the obligor. Whether 
setoff defenses exist between the obligor and the transferee in other circumstances is not 
entirely clear. In the case of participations, a transferee does not have a setoff defense against 

See. e.g. Standard & Poor's, U.S.Trade Receivable Securitization: Offset Risk Under Long-Tenn Contracts, 
RatingsDirect, January 15, 2004 . 

.. Again, for most U.S. borrowers in most circumstances, such waivers would be enforceable. There may. however, be 
issues with waivers by non·U .S. borrowers. 
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the obligor unless contractually provided for.49 We have not found any cases involving other 
"non-notification" sales of assets that address the question of whether the transferee or obligor 
have setoff defenses with respect to one another.50 

Do setoff rights exist if an affiliate of the transferor has a liability to the obligor? 

Generally setoff defenses would not exist if an affiliate of the transferor has a 
liability to the obligor because the requirement of mutuality as to the parties is strictly 
construed. However, to the extent the transferor and the transferor's affiliate could be 
consolidated in bankruptcy or insolvency, such a consolidation could conceivably create 
mutuality sufficient to support setoff defenses between such affiliate of the transferor and the 
obligor. Consolidation should not occur with respect to a bankruptcy remote special purpose 
entity. Furthermore, in certain circumstances, multiple parties may enter into agreements 
entitling some or all of the parties to set off obligations to some or all of the parties against 
obligations from some or all of the parties. These agreements mayor may not be enforceable. 

5. The Board recently discussed defining isolation offinancial assets to mean that the 
value of those assets to the transferee does not depend on the financial performance of 
the transferor and is not affected by bankruptcy, receivership, or changes in the 
creditworthiness of the transferor. Given that definition of isolation, whatfactors 
other than setoff rights are not typically considered by attorneys in rendering true sale 
opinions that may interfere with isolation of transferred assets from the transferor and 
its affiliates (except bankruptcy-remote SPEs)? Please explain why those factors are 
not considered. 

The definition oflegal isolation proposed in Question 5 would be a fundamental 
and radical change from the standard generally viewed as the current standard required by 
Statement 140 and would require unobtainable "absolute assurances". This broadened 
defmition of isolation would encompass a variety of factors, other than setoff defenses, that are 
not typically considered by attorneys in rendering true sale opinions. This is because this 
proposed definition of isolation - by focusing on the financial performance of the transferor -
has a fundamentally different focus than the focus in a true sale opinion. As discussed in the 
response to Question 2 above, the focus of a true sale opinion is whether the assets have been 
sold rather than pledged. The revised definition of isolation proposed in this Question 5 instead 
fundamentally changes the analysis by asking not whether the assets have been sold or pledged 
but rather whether the value of the transferred assets "depend[ s 1 on the financial performance of 
the transferor" or "is ... affected by bankruptcy, receivership, or changes in the creditworthiness 

.. See e.g. In Ie Yale Exp. Sy •. Inc., 245 F. Supp 790 (S.D.N.Y. 1965) and In Ie Okura & Co. (Am.) Inc., 249 B.R 
596 (S.D.N.Y. 2000). 

5(1 The courts in Yale Express and QkYm both found that because the loan participant in those cases did not have a direct 
right to sue the obligor, they could not set off obligations owing to the obligor against the loan obligations of the obligor. YAk. 
~ did not address the question of whether the transferor had sold an interest in the loan, but only whether the participant 
could directly enforce the loan. Although Qkym stated in dicta that the participation in question did not constitute a partial 
assignment, it also indicated that it was not addressing whether the participant had an ownership interest in the loan proceeds, 
but only whether the participant had a direct claim against the obligor. Also, as discussed above, uee 9-408 (which became 
effective after both Yale Express and Qkym were decided) makes clear that, in the context ofloans containing transfer 
restrictions, such restrictions are not enforceable to prevent a sale, but are effective to prevent direct enforcement by the 
transferee. 
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of the transferor." As the discussion below demonstrates, we are concerned that no sale of an 
asset could meet this standard, and do not believe that the Board would intend such a result. 

There are a number of credit-related issues with sales of assets that do not affect 
whether an asset has legally been sold. 

Recoupment defenses. As described above, recoupment is a defense where the 
opposing claims arise from the same transaction. Absent a waiver, defenses in recoupment 
cannot be cut off in the case of non-negotiable instruments - even by notice to the obligor. So­
called "real" defenses (incapacity, duress, certain types offraud) cannot be cut off in the case of 
negotiable instruments. Obligors often do not waive recoupment defenses. Even though a 
transferor typically represents that there are no recoupment defenses, a breach of that 
representation will give rise to only an unsecured claim in its insolvency. 

True sale opinions do not address recoupment defenses, as they are not relevant 
to whether an asset has legally been sold or is beyond the reach of creditors generally. 

Representation and Warranty Risks. In addition to representations and 
warranties by a transferor that an asset is not subject to recoupment defenses, transferors often 
make representations and warranties as to the status of an asset ~, that a loan has a certain 
unpaid balance, a certain interest rate, the borrower is of a certain type and the collateral for the 
loan is ofa certain type). The transferee of the asset (and subsequent transferees) may rely on 
these representations and the creditworthiness of the transferor in valuing the asset. The 
insolvency of the transferor may make these representations worthless and affect the market 
value of the asset. 

Representation and warranty risk is not relevant to the question of "true sale", 
and is not (and could not be) covered by legal opinions. 

Fraudulent Conveyance and Preference Avoidance. Transfers for less than fair 
value, and transfers in satisfaction of antecedent debt, can be avoided in certain circumstances 
relating to the insolvency of the transferor. True sale opinions either do not address these 
points, or assume the factual basis ~., fair value and not insolvent) that renders the points 
moot. 

Servicing Risks. Although we understand that the Board does not believe that 
servicing risk is encompassed within Statement 140, transferees from transferors that continue 
to service the sold asset face a number of insolvency-related risks. 

Delay Risk. The serviced asset may decline in value and the transferee 
may not be able to obtain possession in order to sell the asset or better service the asset 
due to the insolvency of the transferor. This is a particular risk in the case of 
participations (where the transferor is a sort of "perrnanent" servicer). 

Commingling Risk. A transferee's claim for collections on serviced 
assets that are commingled with the transferor's own funds at the time of its insolvency 
may simply be an unsecured claim against the transferor. Although the transferee owns 
the funds, its inability to trace them places it at risk. 
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Fraud Risk. The transferor could fraudulently sell the serviced loan asset 
to a third party that would in certain circumstances have priority over the original 
transferee. 

Negligent Servicing. Negligent servicing may affect the value of an asset. 
A claim of the transferee against the servicer would be an unsecured claim in the 
servicer's insolvency. 

True sale opinions do not address delay risk, commingling risk, fraud risk or 
negligent servicing risk because these risks are not relevant to the question of whether a transfer 
is a sale or a pledge, or whether the asset is subject to the claims of creditors generally. Note 
that delay risk and commingling risk are directly correlated to the insolvency of the transferor, 
and that fraud risk and negligent servicing risk may be positively correlated to the insolvency of 
the transferor. 

Conclusion 

We acknowledge that our response letter is highly technical. However, our 
approach was guided by our view that the F ASB staff and the Board would most appreciate 
detailed responses to the questions posed in the White Paper. We hope our approach has served 
to give the Board insight into the technical complexity and uncertainty of much of the analysis 
of setoff defenses. We would like to make the following "high-level" points in conclusion: 

• The last twenty years prove that the existence of setoff defenses is a largely 
theoretical problem with few practical effects. 

Eliminating many obligor setoff defenses may be possible, but often quite 
impracticable. Not all obligor setoff defenses or recoupment defenses can 
normally be eliminated (and this may be particularly true in the case of non­
U.S. obligors), so if the Board decides that setoff defenses are not consistent 
with sales accounting, it will need to articulate which defenses are acceptable 
and which are not - if none are acceptable, there will be very few accounting 
sales of financial assets. 

• Eliminating transferor setoff defenses may only be possible under current law 
in the case of Code and NY Branch transferors. In the case of FDIC-insured 
institutions, a waiver may be effective, but not to the extent of $1 00,000 per 
obligor (according to an FDIC interpretation). The issue of transferor setoff 
defenses seems especially remote, as it only arises ifboth the transferor and 
the obligor are in default. For such a remote risk to change accounting for 
participations in a manner that could have a material and adverse impact on 
lenders and their borrowers does not seem justified. 

• The LSTA believes that market participants have in good faith implemented 
what they believed to be the standard required by Statement 140 and further 
believes that no change should be made to this standard in the case of 
properly-drafted participations. If, however, the Board decides to provide 
that Statement 140 requires that setoff defenses be eliminated, it should apply 
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this change on a prospective basis only and should provide for a lengthy 
transition period. 

The LST A believes that the proposal that Statement 140 be amended to 
provide that a transferee not be subject to any risk arising from a transferor's 
insolvency would be a fundamental and radical change. Again, if the Board 
decides to depart from the current standard, as currently implemented, it will 
have to distinguish between what are acceptable risks and what are 
unacceptable risks. If no risks are acceptable, it would result in there being 
virtually no accounting sales of financial assets. 

• The LST A believes that the current standard under Statement 140 - a 
standard that requires a "true sale" opinion assessing whether property has 
legally been sold, rather than pledged - is a standard that makes appropriate 
and logical distinctions for derecognition purposes. The LST A urges the 
Board to retain that standard. If the Board believes that setoff or other risks 
need to be reflected on financial statements, the LST A would encourage the 
Board to find other ways to reflect those risks, rather than preventing 
derecognition. 

We thank the Board for the opportunity to respond to the White Paper. We also 
request that our counsel, Seth Grosshandler of Cleary, Gottlieb, Steen & Hamilton, be invited to 
participate in the round-table discussions scheduled for May 25, 2004 and June 17,2004. The 
issues involved in the White Paper are of extreme importance to the LST A's membership and 
we would be happy to discuss any aspect of this letter with you. Please do not hesitate to 
contact Allison A. Taylor, the LSTA's Executive Director (at 646-637-9176 or bye-mail at 
ataylor@lsta.org) if you have any questions regarding this letter. 

Very truly yours, 

The Loan Syndications and Trading Association 

By: 
Allison A. Taylor 

Executive Director 
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ANNEXA 

LIST OF LSTA MEMBERS AS OF MAY 2004 

Full Members 
Full Member Dealer 
Bank of America 
Bank of New York Capital Markets 
Bank One Capital Markets 
Bear Steams & Co. Inc. 
BMO Nesbitt Burns 
BNP Paribas Group 
Calyon 
CIBC World Markets 
Citigroup 
Credit Suisse First Boston 
Deutsche Bank AG 
Goldman Sachs & Company 
JPMorgan Chase 
Lehman Brothers, Inc. 
Merrill Lynch, Pierce Fenner & Smith Inc. 
Scotia Capital 
Societe Generale 
SunTrust Robinson Humphrey 
TD Securities 
UBS Warburg LLC 

Full Member Investment Co. 
Alexandra Investment Management, LLC 
Citadel Investment Group, LLC 
CRT Capital Group LLC 
David L. Babson & Company Inc. 
Eaton Vance Management 
Four Corners Capital Management LLC 
Franklin Resources 
Highland Capital Management, L.P. 
ING Capital Advisors LLC 
INVESCO Senior Secured Management, 
Inc. 
LSTA 
Nomura 
Oak Hill Advisors Inc. 
Oppenheimer Funds 
VanKampen Investments 

Full Member Bank 
Bank of Tokyo - Mitsubishi, The 

A-I 

Barclays Capital 
Mizuho Corporate Bank, Ltd. 
National City Bank 
PNC Capital Markets 
RBC Capital Markets 
SanPaolo IMI Bank 
Sumitomo Trust & Banking Co., Ltd. 
Wachovia Bank, N.A. 

Associate Members 
Associate Investment Co. 
Amroc Investments 
Apollo Management, L.P. 
Ares Management L.P. 
Bain Capital, LLC 
Black Diamond Capital Management LLC 
CDC-IXIS Capital Markets North America 
Inc. 
Credit Suisse Asset Management 
Denali Capital LLC 
DKR Capital Partners LP 
Dresdner Kleinwort Wasserstein 
Fidelity Investments 
GoldenTree Asset Management 
Guggenheim Partners 
ING Investments LLC 
Jefferies & Company, Inc. 
Octagon Credit Investors, LLC 
ORIX Capital Markets LLC 
PB Capital Corporation 
PIMCO Advisors, L.P. 
PPM America, Inc./Endeavour, LLC 
Prudential Financial 
TCWGroup 

Associate Member Bank 
ABNAMRO 
Allied Irish Bank 
Bank Hapoalim B.M. 
Bayerische Hypo-und Vereinsbank, AG 
Commerzbank, AG 
Credit Industriel et Commercial 
DZBank 



Fleet BankBoston 
General Electric Capital Corporation 
Key Bank 
Morgan Stanley 
Natexis Banques Populaires 
National Australia Group 
Royal Bank of Scotland, The 
Sumitomo Mitsui Banking Corporation 
UFJ Bank Limited 
Washington Mutual Bank 
Westdeutsche Landesbank Girozentrale 

Affiliate Members 
Affiliate Law Firm 
Andrews & Kurth LLP 
Ballard Spahr Andrews & Ingersoll, LLP 
Bingham McCutchen LLP 
Brown Rudnick Berlack Israels LLP 
Buchanan Ingersoll PC 
Cadwalader, Wickersham & Taft 
Chadbourne & Parke LLP 
Chapman and Cutler 
Cleary, Gottlieb, Steen & Hamilton 
Clifford Chance US LLP 
Coudert Brothers LLP 
Davis Polk & Wardwell 
Debevoise & Plimpton LLP 
Drinker Biddle & Reath LLP 
Emmet, Marvin & Martin, LLP 
Esbin & Alter, LLP 
Freshfields Brockhaus Deringer LLP 
Gibbons, Del Deo, Dolan, Griffmger & 
Vecchione 
Goodwin Procter LLP 
Haynes and Boone, LLP 
Helms Mulliss & Wicker, PLLC 
Hughes Hubbard & Reed LLP 
Hunton & Williams LLP 
Jones Day 
Kaye Scholer LLP 
Kennedy Covington 
King & Spalding 
Kirkpatrick & Lockhart LLP 
Kramer Levin Naftalis & Frankel LLP 
Latham & Watkins 
Mandel, Katz, Manna & Brosnan LLP 
Mayer Brown Rowe & Maw LLP 
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Meyer Capel Law Firm 
Milbank Tweed Hadley & McCloy LLP 
Moore & Van Allen PLLC 
Morrison & Foerster LLP 
Nixon Peabody LLP 
O'Meiveny & Myers LLP 
Orrick, Herrington & Sutcliffe LLP 
Otterbourg, Steindler, Houston & Rosen, 
P.e. 
Paul, Hastings, Janofsky & Walker LLP 
Pillsbury Winthrop LLP 
Richards Spears Kibbe & Orbe 
Ropes & Gray 
Seward & Kissel LLP 
Shearman & Sterling LLP 
Sidley Austin Brown & Wood 
Simpson Thacher & Bartlett 
Skadden, Arps, Slate, Meagher & Flom, 
LLP 
Stroock & Stroock & Lavan LLP 
Sullivan & Cromwell 
Sutherland Asbill & Brennan LLP 
Tannenbaum Helpem Syracuse & Hirschtritt 
LLP 
Vinson & Elkins LLP 
Weil, Gotshal & Manges LLP 
White & Case LLP 
Winstead Sechrest & Minick P.C. 
Winston & Strawn LLP 
Womble Carlyle Sandridge & Rice, PLLC 

AffIliate Other 
Automated Financial Systems, Inc. 
ClearPar, LLC 
Deloitte 
Depository Trost Company 
Fitch Ratings 
IntraLinks, Inc. 
JPMorgan FCS 
Loan Pricing Corporation 
Mark-It Partners 
Misys Wholesale Banking Systems 
Moody's Investors Services 
Seaport Group LLC, The 
Standard & Poor's 
Trade Settlement Inc. 



ANNEXB 

List of Affected Activities 

The following have been identified as business activities that would be 
significantly affected should the Board adopt its current proposals that would curtail sales 
accounting treatment for loan participations in circumstances in which there are setoff defenses 
between the obligor and the transferor. 

I. Secondary Market Transactions in Syndicated Loans - where outright assignment cannot be 
accomplished, transfer of ownership by sale of a participation interest is commonly used. 

2. Swinglines. Credit exposure to borrowers by "swingline" lenders is dispersed by the 
purchase of participations by the other lenders in the syndicate for the duration of the 
swingline loan. Swingline loans are short-term loans (typically in the range of5 days) made 
by a single lender in the syndicate. They can be repaid and re-borrowed, but if unpaid at the 
end of the intended duration, the other members of the syndicate fund under their revolving 
loan commitments to share ratably in the swingline lender's exposure. 

3. Letters of Credit (1) - Primary syndications of revolving credit loan facilities containing 
letter of credit subfacilities. There are typically one or a few lenders that issue letters of credit 
for the borrower's account, and the other revolving credit lenders in the syndicate purchase 
risk participations from the Issuing Bank of the letters of credit. If there is a drawing under a 
participated letter of credit, and the borrower does not reimburse the Issuing Bank, the other 
lenders are required to fund their pro rata share of the drawn amount. In some agreements, 
the lenders then have a direct right of repayment of such amounts from the Borrower as part 
of its revolving loan obligations, but other agreements may not be structured in that manner. 

4. Letters of Credit (2) - Primary syndications of syndicated letter of credit facilities involving a 
fronting bank or single letter of credit issuer. This involves a similar risk participation 
structure to item 3 and similar requirement for funding by the participating banks if the 
borrower does not reimburse the Issuing Bank. 

5. U.S. Gov't Guaranteed Obligations (Primary) - Primary syndications of certain U.S. 
government supported financings (such as syndicated government receivable fmancings). 
The facility may be structured with a single lender having direct rights against and recourse 
to the government. The risk is then distributed to other financial institutions through 
participations. 

6. U.S. Gov't Guaranteed Obligations (Secondary) - Secondary market participations of U.S. 
government guaranteed or insured emerging market paper. For example, U.S. Eximbank­
guaranteed loans are often made by a single lender because Eximbank wants to deal with a 
single entity as to guarantee claims and administration of the loans. The lender then sells 
participations in the secondary market to distribute its risk. 

7. Trade Finance - Secondary market participations of trade finance obligations. The risk of 
certain funded trade obligations (acceptance fmancing or trade loans) and bilateral letter of 
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credit arrangements (the risk of the account party or issuing bank reimbursement) is often 
distributed by means of participations. 

8. Emerging Markets - a significant portion of emerging markets debt, especially sovereign 
debt, is comprised ofloans. As a consequence of the fact that borrower consent to 
assignment is rare, a very large proportion of trading activity in emerging market sovereign 
debt is by the sale of loan participations. 

9. Syndications customarily achieved through participation: 
a. Construction loans 
b. SBA loans 
c. loans originated by community/smaller banks 
d. loans to individuals 
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