


.--

�. �~�-

�. �~� ... 

Letkr - ". Additiollf'J Isolation. Guidance.:' The Committee submits thts ktter to convey its particular 
cuncerns regarding PNO unresotved j:=;sues in �t�.�~�e� transfers t;Xr.o81JfC �d�r�~�"�t�f�t�:� (l) the lack nf consistency 
bt:twecn (a) the prcpufied new requirement') fDr �~�~�l�e�g�a�l� �i�5�0�J�a�t�i�l�)�n�'�~� spc{:.jfied in pitragraph:; 9(a) and 9{c) (as 
, d' 1 • t,. • A J -.h 1 (·b·) ·h I t' . ... . . f' . ' I t· mtcrpretc alH1 expanueu oy p?Jugrapn , f j ana. . !:e analY ieal UliHef',Plmnngs 0 �~�e�g�.�'�l�:� ISOla Ion 
dktated hy current bankruptcy l:iw, and (2) the practical difficulties 111 applying the proposed additional 
guidanc.e regarding legal i:;nJation to the delivery of �~�'�t�r�u�c� �s�a�l�e�~ �~ �'� noncoHsoiiuation and other similar legal 
opinions in connection with asset-backed securities transactions, 

L The Proposed New Requir"meo!l< for "Legit! iso!ation" Specified in Paragraphs 9(a) alld 
9(c) (as luierpreteil aOlI El<I':mded by Ali) f"" Jnc{JIlf.i;;ten{ witD C!lrrent Bankruptcy Law. 

The Conlmittee is c·onc.:rned that the proposed changes under paragraphs 9(a) and 9(e)., and the guidance 
provided in paragraph A 17, ar¢ inherently inconsisTeut with �L�l�)�~� !egai isoltttion analysis under current 
ba.nkruptcy iaw. The detennination of leg.al isolation of transferred �a�s�s�e�t�.�~� sold by a transf:ror (often, an 
operating company and/or an origina1or Oflb" �a�s�~�e�l�s�)� tf! a special purpose entity has generally relied on a 
tv,.'o-pronged analysis: �1�~�~�:�.�!� first prong �f�e�q�u�{�r�e�~�;�t� condusinn that the transfer consti tutes a "true sale" of 
the assets from the transferor to the �S�P�E�~� under appHcabic state ana U,S. ba.TlK:upky law. The second 
prong requires a determination that the tran:::fe.ree and trm1:si'eror an: not subje.ct ;:n the cquhable dDctrine 
of �<�~�s�u�b�s�t�a�n�t�i�v�c� consolidation/' which in certain ca.=;es ma.y permit a hankruptcy court to treat otherwise 
::;cparuk legal entities as jfthey \Verc a singie company with the cmnhiue,d asset::; and i.iahi!jties of the 
oricinai e.ntities . . -

Revised paragraph 9(a), and new paragraphs 9(e) and 1'.17, propose it new, third �r�e�q�u�i�w�t�n�~�l�l�t� as a 
condition to the determination of leg at isolaiion tmder peJ"agraph 9(3). As expiained in paragraph A17, 
H[t]he Board learned that attorneys �r�~�t�!�d�e�r�i�n�g� trne sale ?J1.0 nenconsuljdarion opinions miglJI oot consider 
or even know of (a) arrangements between the hol.dt:rs ofbl::neficial interests issued by a qu..'llifying SPE 
una a �c�o�n�~�o�l�i�d�a�t�e�d� affiliate or agent of the trmlsfe:ror offinandai assets and the transferee or (b) 
arrangements between a lrallSte!Ce and the consolida1ed affiliates or agents ofihe triUlsternr. The Board 
dt:c.ide.d to arnenJ paragraph 9 to require that all sud) axrangernelltc:; be consh.iercd �~�n� �t�h�~� iso1ation analysis 
as i{those arranzements had been rnade dire<:fi}' betwei:n the transferee . .. and the �t�"�'�a�n�s�f�e�r�o�r �.�~�,�2� TillS 
�~�,� _.' , 

requirement suggests �t�h�a�l�~� f!)f pnrposes of legal isolation, �a�r�r�a�n�g�e�m�e�n�1�~� between, for example, a 
transferee offi nanci;cd �~�s�e�t�~� anJ a consolidated aftiH::tte of the transtcrnr ate e.quivalent tc:, and sbould be 
treated a, if such arrallgemen1s were, arrangements made by the transferee with tho transforor. Put 
otherwlse. the proposed revisions to paragraph 9 and new paragraph A 17 demand that legal practitioners. 
in �t�h�e�~�r� determiuation of the iegal isoiation ofa �t�r�a�.�t�l�s�f�e�r�Q�r�~� disregard the separateness of that transferor 
from its ;,;onsuiidated �a�f�f�i�J�i�a�t�e�s�~� and effcdiveiy presw-rJ1c:: that the tran.sferor and such atTtllat!.!s will be 
substantively consolidated in the event of the bank .... uptcy or insolvency of the transferor. 

However, a..., noted by the 1-hirtl Circ;uit Court of Appeals ?D the recent In re �o�-�.�~�i�!�n�s� Corning decision/ 
"there �a�p�p�e�a�~�s� neatly u113nilnous �c�o�n�$�e�n�~�u�s� that [substantive consolidation] i.s a remedy to he used 
: sparingly. ,.H 1Vforeover, the Owens Corning (;onrt, in analyzing the �'�~�p�r�j�n�d�p�h�;�s�;�~� to be advanced in the 
a%essmen1 of whether to order suhstantive consolidation, opined tbat "the general expectation of state 
law and of the Bcm.kruptcy Code, and thus of (:{lmmercial �m�a�r�k�e�t�~�,� is that courts respect entity 

------------------
1 References in this letter to paragraph A 17 are to para.graph A 17 of Appendix A to the rrausfer:; exposure draft. AU 
other referencts to paragraphs are to paragraphs in Appcudix C to the transfers �e�"�~�p�o�s�u�r�e� draft. 

2 Paragraph A 17 (emphasis added). 

J In re Owens Camilli<, 419 [<.3d 195 (3d Cit. Aug, 15,2005). 

, [d., 419 F.3d at 209. In in re Owens Corning, the Third Circuit Coun of Appeals wont on to hold that a bankruptcy 
Court should order the substantive:: I.:on::;ol!dation. nftwo -entitle:;: onl; when c'(1) prcpetitiull [the entities for whom 
substantive consolidation is sought] distegiifued �!�'�:�:�c�p�?�r�a�t�e�n�e�s�~� ::'..0 significa..'ltly their creditors relied on the break-tiown 
of entity border:s and treated them as one iegal �e�n�t�i�t�y�~� ur (ij) p(!stpetitinn their �a�s�s�e�L�~� and liabilities are so scrambled 
that separating �L�'�1�:�~�m� is prohibitive: and hurts all creditors.;' Id., 419 FJd at 211. 
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separateness absent compelling circumstances calling equity (and even then only possibly substantive 
< 

consolidation) into play".' In sharp contrast to thi, approacb, new paragraph 9(e) and paragraph A 17 
appear to dismiss the existenc.., and integrity of the boundaries between amliatcd entities, by requiring a 

, - " "hypothetical consolidation" of the transferor and its consolidated affiliates . 
• 

-, 

This hypothetical consoiidation, or presumed disregard uf the separateness of the transferor from its 
consolidated affil iates, is at odds with the respect for entity boundaries mandated by governing 
"substantive consolidation" case law. The Committee respectfully requests that, to the extent that legal 
isolalion is indeed the touchstone for detennining surrender of control under paragraph 9(a) of the 
transfers exposure draft, paragraph 9(a) (as well as paragraphs 9(e) "nd A 17) be revised as suggested in 
the ASF Letter, in order to reflect, and to be consistent with, the present statc of case law upon which the 
determination of legal isolation is necessarily based. 

2. Practical Difficulties in Applying the Additional Isolation Guidance to Asset-Backed 
Securities Transactions 

In addition to the objections to paragraph A 17 of the transfers exposure draft raised by the ASF Letter, the 
Committee is also concerned by the practical implications ofthe proposal "to explicitly require that the 
isolation analysis inClude consideration of whether the transferred financial assets are also isolated from 
the consolidated affiliates of the transferor, other thim a consolidated bankruptcy-remote entity,',6 to the 
extent this proposal is intended to establish a due dilig~nce requirement for attomeys in delivering "tme 
sale," non-consolidation or other similar opinions. Th~ consideration of known affiliate arrangements is 
properly part of the banYJuptcy isolation analysis for attorneys rendering such opinions. However, the 
Committee is concemed that, to the extent this provision requires attorneys to consider the activities of all 
consolidated affiliates of a transferor, the practical difficulties oftimely compliance for transactional 
attorneys involved in tbe stmctured [manee market, combined with the cost of such compliance (which 
cOlild well be prohibitive), may effectively prevent, in common ABS transactions, the delivery of the 
basic opinions required to establish legal isolation for putposes of the paragraph 9 analysis under FASB 
Statement No. 140. 

The problem is one of both scale and scope. Many frequent issuers of asset-backed securities arc 
affiliates of, or are themselves, large, widespread organ izatiollB subject to the law-s ofmultipJc 
jurisdictions. Any requirement to review the activities of such an eutii'j and all of its consolidated 
affiliates and to identifj any activities tbat may bave implications for the isolation analysis, particularly 
within the time and cost fra..,..ework of tightly structured, market-sensitive securitization transactions, will 
in many circumstances represent a nearly insurmountable hurdle to the rendering of standard 
bankruptcy/insolvency-related opinions. 

Accordingly, the Committee proposes ihat the requirement in paragraph AI7 that "the isolation analysis 
include consideration of whether the transferred financial assets are also isolated from ihe consolidated 
affiliates of the transferor, other than a consolidated bankruptcy-remote entity,'" be clarified as it applies 
to attorneys rendering "true sale" and nonconsolidation opinions. To this end, paragraph A 17 should be 
amended to specify that attorneys, in rendering such opinions, (i) should consider any such affiliate 
arrangements actually known to them (after asking their clients to disclose all such arrangements to 
them), (ii) may rely on representations or certifications of the transferor in detemlining whether any 
additional arrangements exist and (iii) should cover solely entities that are not bankruptcy-remote special 
purpose entities and that are in the chain-of-title of the transferred assets or have rendered support of 
some kind to the transactions at hand. 

, Jd, 2005 41 9 F.3d at 211. 

6 Paragraph A 17 . 

7 Id. 
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The Committee appreciates the opportunity to comment and slal1ds ready to assist the F ASB with further 
information or other assistaiice regarding this important matter. 

Very truly yours, 

The Association of the Bar of the City of New York 
Committee on Structured Fhlance 

Craig A. Wolso», Esq., Chair 
FASB and Basle II Subcommittee 

Jason H.P. Kravitt, Esq., Chair 

Robert Steven Anderson, Esq. 
Rama Baiachalldran, Esq. 

Patrick D. Dolan, Esq. 
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