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1.
Introduction - This article identifies and discusses the legal issues that must be considered and the various
laws that must be consulted when conducting an assessment of credit risk in RMBS securitization transactions. As
with any other financial transaction, assessment of credit risk begins with an understanding of the market and the
economic context in which the financing will occur. Today, most banks originate most mortgage loans with the
intent of distributing them through the securitization process. Selling mortgage notes enables banks to achieve
various objectives; among them, converting illiquid into liquid assets; transferring interest rate risk, decreasing bank
regulatory capital by transferring certain functions to non-regulated or lesser regulated non-bank affiliates,
generating fees for the bank and increasing liquidity.1
2.
Acquiring the Right to Payment under the Mortgage Note – The mortgage notes used in a securitization
are either “negotiable instruments” governed by Article 3 of the Uniform Commercial Code (UCC)2 or they are
assignments governed by state assignment laws. UCC Article 3 governs the relationship between the person who
makes the mortgage note (the borrower) and the person entitled to payment on it (initially, the originating bank and
then the buyer or purchaser from that bank). A negotiable instrument is sold and transferred by a process known as
negotiation. Negotiation means the mortgage note is delivered to the new owner with a special indorsement3 or a
blank indorsement. An indorsement looks like this: “Pay to the order of _____________.” A special endorsement
would have the name of a specific person written in. A blank endorsement is exactly what is shown above; an empty
line where the name of a person should be. A blank indorsement makes the mortgage note payable to the person who
received delivery of it. A blank indorsement also makes the mortgage note bearer paper. The bearer of the mortgage
note further negotiates it either by special or blank indorsement. In either case, the borrower (also called the maker
or obligor) on the mortgage note makes payment to the person identified through this negotiation process. From the
perspective of Article 3 the person identified in a special indorsement is called the holder and is also called, the
person entitled to enforce (the mortgage note). The person identified in a blank indorsement is also called a holder
but in a more technical legal sense may be a non-holder in possession of the instrument with the rights of a holder.4
3.
Acquiring Ownership of the Mortgage Note – When the bank sells the mortgage note to the purchaser,
the purchaser will want to confirm that the seller and other third parties cannot claim they have any right to payment
on the mortgage note. The process of acquiring an exclusive interest in the mortgage note and communicating this to
others in a legally effective way is governed by UCC Article 9 rules. Article 9 requires the purchaser to do three
related things. The purchaser must: 1) create a security interest, 2) against a specific kind of seller and then 3) have
this seller “authenticate” a “security agreement” describing the note. To create a security interest, the purchaser must
give the seller “value”. Giving value involves promising to make payment or making payment for the mortgage note
in exchange for the mortgage note. The seller must be a specific kind of seller – one that either has rights in the
mortgage note or the power to transfer rights in the mortgage note. To “authenticate” a “security agreement”
describing the note the purchaser must have the seller physically or via electronic equivalent sign an agreement that
describes the transaction and the note. In the alternative the purchaser can take possession of the mortgage note
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under the seller’s security agreement. Once these things are done the security interest “attaches” – this means the
security interest becomes enforceable but only against the seller. To enforce its rights against third parties the
purchaser of a mortgage note must go one step further and perfect the security interest. One perfects by: 1) filing
notice in the designated state office, 2) taking possession of the mortgage note or 3) automatically when the security
interest in the mortgage note attaches. Under the Article 9, a security interest in a promissory note is perfected
(automatically) when it attaches. A negotiable instrument is within the definition of a promissory note. Accordingly
a security interest in a mortgage note that is a negotiable instrument under Article 3 is perfected (automatically)
when it attaches.5A perfected security interest in a mortgage note also conveys a perfected security interest in the
mortgage because the transfer of an obligation secured by a security interest or lien (i.e., a mortgage note) also
transfers the security interest or lien itself (i.e., a mortgage).6
4.
The Pooling and Servicing Agreement (PSA) and Security Interests – RMBS securitizations are
typically governed by a PSA. The PSA must be carefully examined as to what it says and what it requires. The UCC
permits parties to vary how its provisions will apply to a contemplated transaction. Therefore the PSA could simply
mirror UCC rules or contain some variation of the UCC rules. For example, the PSA may require a chain of special
indorsements from the originator to the Trust. Under this standard, each mortgage note must be delivered by special
indorsement and show all a complete chain of indorsements from the originator to the last indorsee. To be effective
against the seller and third parties the PSA must also adhere to the Article 9 rules discussed above. And the PSA and
the related mortgage loan purchase agreement (MLPA) also functions as a trust agreement and must therefore
comply with trust fiduciary law. Specifically and fundamentally, a trust can only come into being when a grantor
delivers legal title of property to it. If delivery is never made or if it is made inconsistently with the PSA/MLPA, as a
technical legal matter with serious potentially negative consequences in a foreclosure, the trust never comes into
being.7
5.
Tax Considerations – A securitization would not be economically possible if its cash flows were taxed at
the level of the RMBS SPV. Entity level taxation of the SPV is avoided by complying with the REMIC provisions
of the US tax code. Under the REMIC tax law provisions transfers of mortgages to a REMIC in return for interests
in them does not create a gain or loss for tax purposes if the SPV complies with the statutory rules covering the
types of assets that may be held and the type of interests that may be issued to investors. REMICs must maintain a
fixed pool of mortgages that generally cannot vary following an initial 90-day period. Because loss of entity level
tax exemption would be devastating for a securitization, the PSA will contain a clause that renders any transfer that
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would violate the tax law void and of no effect. This means it is possible that not all mortgage notes sold to the Trust
will actually be effectively transferred to it.
6.
Mortgage Foreclosure – If the borrower in the mortgage loan defaults, the Trust will have a right to
proceed against the real estate. Proceeds from the foreclosure are then distributed to the tranche holders. Evidence
that a person is entitled to foreclose on a mortgage is established by demonstrating ownership of the mortgage note.
The PSA can only establish (through the attached Master Loan Schedule) what mortgage notes were identified for
sale – not who owns that mortgage note. If a mortgage note sold in accordance with the UCC can be produced it is
proof of ownership and establishes the right to foreclose because the mortgage follows the mortgage note. All that
would then be required is recordation of the real estate interest in the real estate records. If the mortgage note cannot
be produced or if it can be produced but is not endorsed as required by the PSA (for example does not show an
unbroken chain of endorsements in a PSA that sets this as a requirement) the foreclosure may be prohibited because
the Trust cannot establish it owns the mortgage note. The Trust can resort to the local mortgage record to show it is
entitled to foreclose but it is possible that the legal requirement of filing a lien in the county records where the real
estate is located was not followed when the sale to the Trust occurred. Article 9 provides that a secured party may
record in the office in which the mortgage is recorded a copy of the security agreement transferring an interest in the
note to it with the secured party’s sworn affidavit in recordable form stating that default has occurred and that the
secured party is entitled to enforce the mortgage without a court order. This may not be sufficient even in states that
permit a foreclosure without a court order because some state laws say the lack of a recordable assignment precludes
non-judicial foreclosure.8
7.
US GAAP Accounting – Under SFAS 166 a true sale occurs when the transferor and its consolidated
affiliates surrender control over the assets transferred and receives cash or other proceeds for them. Control is
surrendered only if (1) the assets have been legally isolated; (2) the transferee has the ability to pledge or exchange
the assets; and (3) the transferor otherwise no longer maintains effective control over the assets. To be legally
isolated the transferred assets must be put beyond the reach of the transferor, its consolidated affiliate, and their
creditors. This aspect of the accounting analysis is conducted against the applicable bankruptcy or receivership
proceeding and often requires production of the true sale legal opinion discussed below. As in the (legal) recourse
concept, (also discussed below) any agreement or practice between the parties gives the seller “control” over the
assets and jeopardizes sales accounting. If sale accounting fails the transaction would be accounted for as a secured
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borrowing but this accounting determination may not have as drastic an impact on the securitization as would a
court decision re-characterizing the transaction.
8.

Protecting the Securitization from Bankruptcy

a.
General Insolvency Concerns – The objectives of a securitization (keeping assets for the exclusive use of
a defined group of investors) conflicts with the policy objectives of the bankruptcy process (ensuring all creditors
receive a fair share of the debtor’s assets). This makes it especially important that the collateral held in trust in a
securitization not be characterized as possibly belonging to the seller or to a parent or affiliate of the SPV.
b.
The Insolvency Framework - Under the US Bankruptcy Code, once a petition is filed and an Order for
Relief is granted the debtor is replaced with a distinct legal person called the “bankruptcy estate.” All rights of the
debtor are vested in the estate. When the Order is granted an automatic stay comes into effect that prohibits anyone
from prosecuting a claim or enforcing rights against the debtor or its assets. This reflects that the primary function of
the proceeding is to identify assets that can be pulled back to pay creditors or fund a rehabilitation plan. Toward this
end the trustee in bankruptcy or debtor in possession has the power to avoid transactions that violate the code and
recover the corresponding assets.9 This gives the debtor an incentive to scrutinize transactions that involve large
scale transfer of assets – as in a securitization.
Once a securitization is implicated in a proceeding it will be subject to the automatic stay requiring the Trust to
bring on a hearing by notice to lift it. While the Code prohibits the debtor from using cash collateral a request to use
such collateral is a very typical event in Chapter 11 and is usually granted – if the court find that the creditor is
adequately protected. A debtor in a Chapter 11 case may also ask the court to approve a super-priority lien, which
can "prime" existing liens (i.e. those held by existing creditors). The debtor has an exclusive right to file a
Reorganization Plan during the first 120 days after an Order for Relief has been entered but the Court may and
usually does extend this time period upon request. Banks are not subject to the US bankruptcy code. But the FDIC
has statutory authority to disaffirm or repudiate the transfer of assets in a securitization. Essentially, it can buy itself
out of a deal without incurring breach of contract challenges but it does not have avoidance powers like a trustee in
bankruptcy or a debtor in possession. The FDIC cannot repudiate or disaffirm to avoid a legally enforceable and
perfected security interest in transferred financial assets, whether or not the securitization meets the conditions for
sale accounting. Prior to repudiation the FDIC would make all required payments of principal and interest and other
amounts due on the securitized obligations would also continue to be made. If the FDIC repudiates it pays damages
equal to the par value of the outstanding obligations less prior payments of principal received plus unpaid accrued
interest through the date of repudiation to discharge the lien on the securitization assets. If a transfer of financial
assets by bank to an issuing entity in connection with a securitization is not characterized as a sale and is properly
perfected, the securitized assets will be viewed as subject to a perfected security interest. The ability of the FDIC to
reach financial assets transferred in a transaction characterized as a transfer for security is limited by the status of the
entity as a secured party with a perfected security interest in the transferred assets and the statutory provision that
prohibits the conservator or receiver from avoiding a legally enforceable and perfected security interest.10
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c.
Attacking the Securitization – Creditors of an insolvent seller or of a parent or affiliate of the SPV may
honestly believe that the transfer of assets to the securitization trust is the cause of the financial difficulty
experienced by the seller or by the parent or affiliates of the SPV. Or, creditors or a parent or affiliate may argue that
the assets in the collateral pool still belong to the seller because there was not a true sale. Under this theory the
creditors may try to persuade the court that the transaction was actually only a loan secured by the collateral and not
a sale under Section 541 of the Code; this is referred to as a re-characterization. The result could be sufficient to
induce the securitization sponsors to negotiate a solution for their investors to avoid the burdens re-characterization
would entail, as more fully discussed below. Creditors could alternatively argue that the transfer of the assets was
fraudulent. The claim here is that the transfer was motivated by a desire and intent to put the assets out of the reach
of other claimants. A transfer made within one year before the date of the filing of a petition and with the intent to
hinder or defraud a creditor would be considered actual fraud. A constructive fraud occurs: when the debtor received
less than “reasonably equivalent value” in exchange for the transfer and either: 1 - the debtor was or became
insolvent due to the transfer; 2 – was engaged in business with unreasonably small capital; 3 - it intended to incur or
believed it would incur debts that would be beyond its ability to pay as they matured; or 4 – it made the transfer to or
for the benefit of an insider and not in the ordinary course of business. In either actual or constructive fraud, a debtor
may seek to avoid and recover the transfer from the transferee within two years of the date the petition was filed. In
determining whether actual or constructive fraud occurred courts consider all the circumstances surrounding a
transaction on a case-by-case basis.11
Another alternative is for the creditors or the parent and or affiliates of the SPV to ask that the SPV’s
corporate identity be set aside (i.e., be pierced). This would remove limited liability exposing shareholders and
directors to personal liability. The criteria for piercing varies by State, however the focus is whether the entity
ignored its corporate identity in a way that led creditors to rely on it - making it unfair to let it now use the corporate
identify as a shield to liability. The focus is whether the entity respected its corporate identity. Typical factors
considered include whether the entity kept separate books and records, maintained different addresses, employed
different employees; whether it held meetings of different board of director; and whether or not it inter-mingles or
co-mingles corporate assets? Other considerations include the degree of discretion it has over its operations or
assets; whether corporate dealings between entities are at arm’s length. Because the remedy is equitable it is
available only in exceptional circumstances. The best remedy to avoid veil piercing is to maintain corporate
formalities so that all dealings between the parent and subsidiary are at arm’s length. Provisions in the organizing
documents that require an SPV to maintain a separate identity and to observe all corporate formalities are intended
to guard against this risk. A similar attack is called substantive consolidation. Here the court is asked to permit the
SPV’s assets to be pooled with those of its parents and or affiliates and to also pool all creditors together.
Substantive consolidation depends almost entirely on the facts of each situation. Consolidation has been granted
when a subsidiary was not treated as a separate entity and the subsidiary’s creditors dealt with the parent and
subsidiary as one entity: e.g., the Virginia creditors knew that the New Jersey parent was part of the enterprise
engaged in Virginia. Consolidation was approved for a corporation and thirteen affiliates because the creditors dealt
with the entity and its affiliates as a single enterprise and did not rely on any single affiliate. Consolidation of eight
shipping companies was granted when one individual owned or controlled all the companies and the corporations
shifted funds, made inter-corporate loans, regularly paid each other’s obligations, and made withdrawals and
payments from and to corporate accounts without sufficient recordkeeping. The courts have reasoned that
consolidation is warranted because the cost of untangling the “hopelessly” obscured financial records of the debtors
would exceed the benefit that would accrue from the disentangled records.12
11
11 USC § 548 - FRAUDULENT TRANSFERS AND OBLIGATIONS; NY CODE - DEBTOR AND CREDITOR - ARTICLE 10
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d.
Proofing the Securitization Against Attack – A variety of processes are employed to protect a
securitization against the risks discussed above which we will refer to by the phrase bankruptcy remoteness. A core
concern of bankruptcy remoteness is insulating the SPV against the risk of a voluntary or involuntary bankruptcy
filing and isolating the mortgage notes from the seller so that they cease to be the property of the seller and become
the property of the buyer. The risk that the SPV can or will voluntary file depends on its ability to incur liabilities it
cannot repay and also by the risk that it will ignore corporate and related formalities that expose it to piercing and or
substantive consolidation attacks. The first is commonly addressed by proper funding and by limiting the ability of
the SPV to create debts or other obligations to third parties. The second is addressed by building required procedures
that cause the SPV to observe a separate and arms relationship to parents and subsidiaries. The risk that an SPV may
be drawn into an involuntary filing depends on parents or affiliates that have run into financial difficulties. Defeating
the risk posed by the judicial doctrines of piercing and of substantive consolidation is managed by careful
observance of corporate formalities, by putting in place procedures that ensure that transactions between affiliated
entities are economic and at arms-length. Isolating the mortgage notes from the seller is concerned with defeating
attempts at re-characterization. This involves conducting a true sale13 - defined as a transfer of an asset by a seller
for fair value in an arms-length transaction with the result that all of the benefits and risks commonly associated
with ownership are transferred to the buyer. What could upset characterization as a true sale is the degree of
recourse to the seller. Recourse, broadly speaking refers to continued involvement by the seller in the assets that are
the subject of the sale. Recourse can exist for very legitimate business reasons and so its presence is not – by itself –
an indication that a true sale was not intended or did not occur. A legal attack on the transfer of the mortgage note
requires the court to identify the degree of recourse and to determine whether it is inconsistent with a true sale. If a
bankruptcy court holds a true sale did not occur the implication is that the seller still owns that property, presumably
subject to some interest of the buyer. If the court concludes that only a secured borrowing was intended (or resulted)
the Trust is not the owner of the assets but if it complied with UCC Article 9 it still has rights in the collateral as a
secured party. Re-characterization risk is managed by minimizing recourse, documenting the business logic for
recourse and compensating for the performance of the activities characterized as recourse. The Trust should always
have a perfected security interest in the collateral as a backstop to recharacterization. Vulnerability of a
securitization to the kind of attacks is typically discussed in legal opinions.
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