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One of the nation’s largest quick-serve restaurant franchisors raised $290 million in
November 2000 by “securitizing” its royalty stream.  But securitization remains an unknown
concept to the vast majority of franchisors, their counsel, and their financial advisors.  Mature
franchisors seeking to raise funds for any of a number of strategic reasons, including acquisitions,
system expansion, the development and systemwide incorporation of new product offerings or
technology, or the retirement of existing expensive debt, traditionally turn to the standard sources of
financing.  These include initial or follow-on public offerings, equity private placements, debt
offerings, and the establishment of bank credit facilities.

Usually overlooked is a relatively new structured finance technique known as securitization,
in which one or more of a franchisor’s revenue streams is structurally isolated in a newly created,
bankruptcy-remote, special-purpose entity that issues debt instruments, preferred stock, or
certificates of beneficial interest secured by that revenue stream.  The subject revenue stream could
be royalties pursuant to franchise agreements, notes from franchisees whose unit construction the
franchisor financed, or, for product-based franchisors, invoice receivables.

This failure to consider securitization is unfortunate, especially when more established, less
arcane financing techniques may not be readily available.  For example, the IPO market was
severely constricted at the time that this article was written in early 2001.  In addition, the danger of
using a follow-on public offering has become all too apparent—witness Krispy Kreme, the market’s
2000 darling, whose share price dropped 10 percent in one day when its follow-on offering was
announced.  Bank credit facilities are also tightened in the wake of economic and market
slowdowns, and the ability to issue new debt is constrained by the franchisor’s balance sheet,
income statement, and the rating agencies’ view of the franchisor’s overall financial position.

In a securitization, these obstacles are simply not present.  The very essence of a
securitization—in which a franchisor’s revenue stream is “securitized” (that is, turned into
securities)—relies upon the structural isolation of that revenue stream in an entity that is legally
independent and bankruptcy remote from the franchisor itself.  Thus, the franchisor’s overall
creditworthiness is no longer of consequence, only the predictability of the revenue stream at issue.
Consequently, the ratings that the nation’s recognized rating agencies assign to securitization
offerings will almost always be superior to those given to a debt or equity offering of the franchisor
itself, since these traditional financings require scrutiny of the franchisor’s overall creditworthiness
(including operating and nonoperating liabilities) and bankruptcy exposure.

Franchisor absence from the securitization arena is particularly ironic given how much
franchisee unit construction has been financed using this technique.  One company alone, Franchise
Finance Corporation of America, Inc. (FFCA), has, since its inception in 1980, financed more than
a billion dollars of franchisee construction loans largely through securitizations.  Today, FFCA is a
New York Stock Exchange-listed company with over $2 billion in capitalization that services more
than 5,900 largely franchised properties of some of the biggest systems in the country, including
Arby’s, Burger King, Chevron, Hardee’s, Midas Muffler Shops, Pizza Hut, 7-Eleven, Taco Bell,
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and Wendy’s.1  FFCA is hardly the only franchisee lender to use securitizations.  Yet, despite such
enormous securitization activity on the franchisee side of the ledger, franchisors have rarely
undertaken securitization financings.

This article will identify the players in a securitization transaction, detail how a
securitization is typically structured and accomplished, and address the key issues of law governing
securitization activity.

The Players

In securitization terminology, the franchisor whose revenue stream will serve as the basis of
the offering is referred to as the originator, contributor, or transferor.  The newly created entity that
will receive, by means of a true sale, the franchisor’s revenue-generating assets and offer securities
secured by those assets is referred to as a special-purpose entity, special-purpose vehicle, or,
simply, the issuer.  A credit enhancer, typically a bank, financial assurance company, or insurance
company, may be brought in to enhance the creditworthiness of the securitization offering through
letters of credit, surety bonds, guarantees, or some combination of the three.  An insurance
company may also participate by irrevocably guaranteeing repayment of the principal, interest due
on the issuer’s asset-backed notes, or both.

Critical to many securitizations is the servicer.  Under contract with the issuer, the servicer
undertakes to administer the franchisor revenue-generating assets that are the subject of the
securitization, ensures that collection of receivables is properly accomplished, oversees the proper
distribution of cash once received, and performs its activities so that it at all times remains legally
distinct from the franchisor-originator itself.  As discussed in detail below, in the franchise setting,
the servicer is usually affiliated with the originating franchisor or may be the originating franchisor
itself, which would make it a “seller-servicer.”

Sometimes, the services of a liquidity provider are required when there is a discrepancy
between the timing of the issuer’s periodic note repayment or dividend obligations and the dates on
which the issuer actually receives cash.  The securities sold by the issuer, as secured by the subject
franchisor revenue streams, may be publicly offered or privately placed, but under either
circumstance almost always involve the services of an investment bank or other underwriter.  Those
securities will have to be rated by Moody’s, Standard & Poor’s, or another of the nation’s widely
recognized credit rating agencies.  Of course, most important of all are the investors that acquire the
securitization notes, stock, or other ownership interests in the issuer.  Under ideal conditions, these
investors are qualified institutional buyers or other qualified purchasers, so that the issuer need not
register its offering under either the Securities Act of 19332 or any applicable state securities laws.

The Securitization Process

The sine qua non of securitization is the isolation of revenue-generating assets, whose cash
flow and liquidation value are predictable, into a new entity that is known as the special-purpose
entity (SPE), which is wholly independent of, and therefore bankruptcy remote from, the transferor
of those assets.
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The types of revenue-generating assets that can be the subject of a securitization include
franchise agreements (and the attendant right to receive royalties); construction, equipment, or
FF&E loan receivables from franchisees whose build-out costs the franchisor finances; and, for
product-based franchisors, receivables from product sales to franchisees.  The latter will obviously
result in a revolving pool of assets.

The key to a successful securitization—and the reason that it may garner a more favorable
rating than would a general securities or debt offering of the franchisor—is that the subject assets,
once properly isolated, are now distinct from the balance sheet, overall creditworthiness, and
bankruptcy possibilities of the transferring franchisor.  These revenue-generating assets then secure
the notes, stock, or other debt or equity issued by the SPE, to the exclusion of claims from the
transferring franchisor’s other creditors, including removal of those assets from the possible
bankruptcy estate of the transferring franchisor.

To isolate a securitization franchisor’s assets even further from the potential bankruptcy
creditors of the franchisor itself, two or more SPEs can be utilized.  The revenue-generating assets
may be contributed to the issuer SPE while a second SPE may receive, by means of sale or
contribution, the intellectual property rights of the originating franchisor and license these rights to
the issuer SPE, so that the latter can offer and sell franchises and administer the subject franchise
network.  Under this model, the transferring franchisor’s intellectual property, which is critical to
the administration of its network and its ability to sell additional franchises, is potentially shielded
not just from the bankruptcy claims of the franchisor’s creditors, but from those of the issuing
SPE’s creditors as well.

To achieve this critical goal of isolation, the legal norms governing absolute transfer of
assets must be followed.  Thus, the originating franchisor must transfer its assets to the SPE so that
a true sale will have resulted.  The options for accomplishing this are outright sale to the SPE or a
capital contribution of the assets to the SPE.  This is crucial to ensuring that, upon the bankruptcy of
(or other creditor proceeding involving) the originating franchisor, the assets of the SPE are deemed
“bankruptcy remote,” not affected by the franchisor’s bankruptcy and certainly not “substantively
consolidated” with the transferring franchisor.  “Substantive consolidation” is an equitable judicial
doctrine pursuant to which a bankruptcy court has the power to consolidate entities not sufficiently
legally distinct, whether under a corporate “alter ego” theory or because the entities’ affairs are
“hopelessly obscured.” (See discussion below.)

In a true sale, the risk of loss associated with the subject assets is wholly transferred, in this
case from the originating franchisor to the SPE; the transferring franchisor retains no benefits of
ownership with regard to the assets being transferred; the originating franchisor maintains no
continuing control over the transferred assets; the originating franchisor’s financial statements do
not treat the transferred assets as being owned by the franchisor, but rather as sold; and the transfer
agreements reflect a true sale.

To achieve the type of legal separation necessary to withstand later judicial inquiry, enjoy
“bankruptcy-remote” status, and avoid a substantive consolidation, the SPE (there may be more
than one) should be a newly created entity with no prior business activities, no prior creditors, and
no actual or potential claims that a third party could assert against it.  The SPE’s activities must be



PAUL, WEISS, RIFKIND, WHARTON & GARRISON 4

www.paulweiss.com

narrowly confined; its ability to issue debt must be severely restricted and generally limited to the
ability to issue the subject asset-backed securities and, perhaps, later subordinated debt; the assets
transferred to the SPE must be free of all liens and other security interests; and the SPE’s ability to
file for voluntary bankruptcy, or to have an involuntary bankruptcy proceeding commenced against

it, must be negated to the greatest
extent legally possible.

To maintain the “bankruptcy
remoteness” of the SPE and avoid
substantive consolidation, it is critical
that the SPE have a corporate
governance structure separate and
distinct from the originating franchisor
and any other entity, so that no alter
ego or other corporate veil-piercing
attack upon the SPE could succeed.
See the adjacent side bar for the
formalities that should be observed.

In other industries, the issuer
SPE may—because of the relatively
dormant nature of the revenue-
generating assets being transferred to it
(such as pools of mortgages, credit
card receivables, equipment leases,
health care receivables, and other
commercial trade receivables)—
engage its own officers and employees
to carry out its responsibilities and
affairs.  More typically, however, and
certainly in franchising, a servicer will
be engaged to administer the subject
assets, collect receivables, and disburse
those receivables to note-holders,
either directly or indirectly, through a
third-party paying agent.

Thus, in a securitization where
franchise agreements and the right to
receive royalties are transferred to an
SPE, the SPE will need to engage a
servicer to administer the franchise
network, sell additional franchises, and
otherwise fulfill all of the functions of
the originating (now former)
franchisor.  Logic dictates, and the law
affirms the propriety of, engaging the

To Avoid Substantive Consolidation

• The SPE must conduct its business solely in its own name or
through its own agents (including any servicer).

• The SPE’s funds and assets must at all times be maintained
separately.

• The SPE must maintain its own set of complete and correct
books and records, and, if the SPE, as is permitted, is a
wholly owned subsidiary of the originating franchisor, and
the franchisor issues consolidated financial statements, notes
to those consolidated statements should clearly reveal the
SPE’s ownership of the transferred assets.

• The SPE must use its own stationery, invoices, checks, and
other business forms and instruments, distinct from those of
any other entity (including, most certainly, the originating
franchisor).

• All of the SPE’s liabilities, except its initial organizational
expenses, must be paid out of its own funds.

• The SPE may never hold itself out as being liable for, or
assume or guarantee, the debts of any other party.

• The SPE must fairly and reasonably allocate overhead
expenses shared with a related entity, including payments for
office space and employees.

• The SPE must hold itself out as a separate entity, correct any
known misunderstandings regarding its separate identity, and
not identify itself as a division of any other entity.

• The SPE must maintain adequate capital in light of its
contemplated business operations.

• The SPE’s organizational documents must forbid it from
dissolving, liquidating, merging, consolidating, or selling
substantially all of its assets.

• The SPE must at all times maintain bank accounts separate
from those of any other entity, and not permit any other
entity independent access to those bank accounts.

• The SPE must observe all corporate or trust formalities.

• All SPE transactions with the originating franchisor and other
affiliates must be strictly arm’s length in nature.

• The SPE must either have its own employees or contract
with a “servicer” to conduct its affairs.  The servicer may be
the originating franchisor itself.
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transferring franchisor itself to be the SPE’s servicer.  The transferring franchisor is then known as
a seller-servicer.  The franchisor, when acting as a seller-servicer, must deal with the SPE at arm’s
length; the franchisor should be paid a fee equivalent to what a wholly independent third-party
servicer would receive; and the authority of the transferring franchisor to act as servicer should be
revocable by the SPE on terms and conditions that normally would attach to an independent third-
party servicer.

The servicing agreement between the seller-servicer franchisor and the SPE thus must
explicitly delineate the standards to which the servicer must adhere when selling new franchises,
administering the franchise network, collecting franchisee payments, and tendering them to the
SPE.  The agreement must also specify events of termination.  In certain circumstances, it may be
prudent to engage an industry consultant, paid by the SPE, to monitor the performance of the
servicer and, upon the occurrence of certain servicer termination events, to advise and assist the
SPE in seeking a replacement.

As noted above, internal and/or external credit enhancement facilities may be necessary
should the SPE, whether at its inception or later, have insufficient funds to pay noteholders.  An
internal credit enhancement facility (such as a reserve account) is one that the SPE itself establishes
to ensure sufficient liquidity should its revenues be insufficient at any time to satisfy obligations to
investors.  An external facility is furnished by a third party, such as a bank or insurance company,
on behalf of the SPE.  In order to obtain a high rating for the SPE’s debt or equity offering, the
credit enhancement could be an insurance policy guaranteeing to noteholders the timely payment of
principal and/or interest on their notes, a form of external credit enhancement.  Other credit
enhancers include letters of credit, surety bonds, guarantees, subordinated loans, and the SPE’s
issuance of senior-subordinated debt.

One or more liquidity facilities, typically bank lines or letters of credit, may be required
when the timing of receivables collection does not precisely correlate with the timing of payments
to noteholders.  As opposed to credit enhancement, however, liquidity providers undertake no risk;
they are merely fronting cash against receivables certain to be collected.

Finally, desirable ratings from Moody’s, Standard & Poor’s, or both, are necessary for the
SPE to find investors willing to acquire its notes or stock.  Moreover, certain categories of
institutional investors, financial institutions, and others purchasing asset-backed securities require
ratings to satisfy regulatory requirements, investment guidelines, restrictive covenants, or internal
policies.3

When effecting a securitization, it is vital to involve the rating agencies early in the process,
make them comfortable with the transaction and its legal structure, and, if necessary, modify the
transaction and its structure to obtain optimal ratings.

A diagram appears below of a securitization involving a franchisor’s transfer to one SPE of
its existing franchise agreements, the right to sell future franchises and the obligation to administer
to the subject network, and the transfer to a separate SPE of the franchisor’s intellectual property.
The first SPE takes the form of a Delaware business trust in which the SPE appoints the
originating-transferring franchisor as its servicer, and the SPE procures an insurance policy
guaranteeing repayment of the principal and interest of its notes.



PAUL, WEISS, RIFKIND, WHARTON & GARRISON 6

www.paulweiss.com

The SPE as Franchisor

Recall that under the securitization model, as delineated in the diagram, the issuer SPE will
serve after the transaction in all respects as the “franchisor,” not only in administering the franchise
network but in selling new franchises as well.

Accordingly, as a brand new entity, the SPE will have to obtain initial franchise registrations
in each of the fourteen states requiring registration. 4  Further, should the former franchisor contract
as the SPE’s servicer, that entity will have to register as a franchise broker (or franchise sales agent)
in those jurisdictions requiring the registration of third parties that offer and sell franchises on
behalf of a franchisor.5

Finally, since the SPE will henceforth be serving as franchisor, all franchise solicitation
advertising (defined by applicable state law to include not only advertisements per se but also
promotional brochures, letters, videos, websites, and the like) must be filed in the SPE’s name in
the nine states that require such filings.6
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Selected Legal Issues

Numerous bodies of law govern and affect a franchisor’s securitization.  The true sale
doctrine in the law of commercial transactions is crucial.  Basic precepts of corporate law are also
key, including strict adherence to corporate law norms and practices so as to avoid any attempt to
pierce the corporate veil of the SPE and achieve a substantive consolidation of the SPE and its
franchisor-originator.  Trademark law determines whether assignments and registrations of
intellectual property are properly accomplished.  Securities law governs the SPE’s offer and sale of
the asset-backed debt and/or securities.

However, perhaps the most critical body of law pertinent to a securitization is bankruptcy
law.  Two bankruptcy law concepts are highly significant:  (1) substantive consolidation, and
(2) the exclusion of the originating franchisor’s transferred assets from the bankruptcy estate of the
franchisor.

Substantive Consolidation

In order to satisfy the policies of reorganization, equality of distribution, and equitable
treatment of creditors, bankruptcy courts historically have exercised their equitable powers in
appropriate circumstances, subject to appropriate exceptions, to treat separate and distinct entities as
one for bankruptcy purposes, i.e., to substantively consolidate them.  In doing so, courts have
looked to a number of factual indicia of separateness and to the relative fairness of separate versus
consolidated treatment of the assets and liabilities of related entities.

The reported decisions under the Bankruptcy Act of 1898 and cases decided shortly after the
1978 enactment of the Bankruptcy Code focus on certain elements that closely track factors
relevant to corporate veil-piercing theories.7  More recent cases take these factors into account in
connection with a test that more heavily emphasizes a balancing of the benefits offered by
substantive consolidation against the interests of parties objecting to consolidation.  These decisions
examine the impact of consolidation on creditors of the entities at issue, and the degree of their
reasonable reliance on the separate credit of their debtor, instead of cataloguing the mere presence
of the substantive consolidation elements.8

Although most reported decisions involve attempted substantive consolidation of debtors
under the Bankruptcy Code, courts have on occasion consolidated the assets and liabilities of
nondebtors with those of debtors.  Some, but not all, of those courts have held that proponents of
the substantive consolidation of a nondebtor and a debtor have a heavier burden to satisfy due
process, among other concerns.9  At least one court has noted that substantive consolidation of a
non-debtor's assets with those of a debtor violates the Bankruptcy Code’s strict requirements for the
commencement of an involuntary bankruptcy case.10

Factors Considered Under Substantive Consolidation

Courts consider two different sets of substantive consolidation elements. In cases depending
primarily on the alter ego analogy, the factors often cited as relevant are featured in the sidebar
below.
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In re Vecco Construction Industries
identified a second set of substantive
consolidation elements: the degree of
difficulty in segregating and ascertaining
individual assets and liabilities, the presence
or absence of consolidated financial
statements, profitability of consolidation at a
single physical location, the commingling of
assets and business functions, the unity of
interests and ownership among the various
corporate entities, the existence of parent or
intercorporate guarantees or loans, and the
transfer of assets without formal observance
of corporate formalities.11

The presence or absence of some or
all of these elements does not necessarily
determine whether substantive consolidation
is appropriate.12  Indeed, many of the
elements are present in most bankruptcy
cases involving affiliated companies or a
holding company structure, but do not
necessarily lead to substantive consolidation.

Other factors such as poor or
nonexistent recordkeeping of intercompany
transactions and of purportedly separate
assets (particularly cash and other liquid
assets) and liabilities, whether by design or
otherwise, are a common reason for imposing

substantive consolidation.  Courts are more likely to grant substantive consolidation when the
assets, liabilities, and business affairs of the affiliate are so hopelessly entangled with those of its
parent that segregation is prohibitively expensive or impossible.13

The degree of entanglement is important, however, because the potentially prejudicial effect
of substantive consolidation is not likely to be justified based on contentions of mere administrative
inconvenience.14  Strict adherence to maintaining corporate or other organizational formalities and
separate books and records—and avoiding commingling of assets—should make it more likely that
a court would not order substantive consolidation either for reasons of administrative convenience
or on equitable grounds.

More recent substantive consolidation decisions continue to rely at least to some degree on
the elements described above.15  However, the balancing test, discussed below, appears to be at
least an equally important analysis undertaken in these decisions.  For example, in In re Creditors
Service Corp.,16 the court cited the Vecco17 factors, but, in determining whether to order the
substantive consolidation of a non-debtor individual and several nondebtor entities with the debtor,
the court also noted:

What Counts Under Substantive Consolidation

• Parent corporation owns all or a majority of the capital
stock of the subsidiary.

• Parent and subsidiary have common officers and directors.

• Parent finances subsidiary.

• Parent is responsible for incorporation of subsidiary.

• Subsidiary has grossly inadequate capital.

• Parent pays salaries, expenses, or losses of subsidiary.

• Subsidiary has substantially no business except with
parent.

• Subsidiary essentially has no assets except for those
conveyed by parent.

• Parent refers to subsidiary as a department or a division of
parent.

• Directors or officers of subsidiary do not act in interest of
subsidiary, but take directions from parent.

• Formal legal requirements of the subsidiary as a separate
and independent corporation are not observed.

• Parent assumes contractual obligations of subsidiary.

• Parent shifts people on and off subsidiary's board of
directors.

• Parent misuses corporate form and parties engage in
nonarm’s-length dealings and transfers.

• Parent, its affiliates, and subsidiary act from the same
business location.
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The factors merely provide the framework to assist the Court's inquiry
whether harm will result in the absence of consolidation. After a court
has decided it has the factual justification to substantively consolidate
entities, the ultimate inquiry involves a balancing of the equities
based on the bankruptcy court's inherent powers pursuant to § 105.
[The] Court must be convinced that a harm or prejudice to creditors
will occur in the absence of substantive consolidation by weighing the
equities favoring consolidation against the equities favoring the
debtor remaining separate from the entities and the individual.18

Balancing the Benefits of Substantive Consolidation
Against Harm to Creditors

Under the balancing analysis appearing in a majority of the decisions, proponents of
substantive consolidation must not only demonstrate the existence of substantive consolidation
elements, such as the failure to observe corporate formalities, but also establish the harm suffered as
a result of this failure, as well as the overall benefits to be derived from substantive consolidation. 19

Balancing the harm and benefit to creditors that would result from substantive
consolidation, the court in Snider Bros. stated the following principles: the proponent must
demonstrate a “necessity for consolidation, or a harm to be avoided by use of the equitable remedy
of consolidation”; supporting evidence must go beyond a mere showing of commingling or unity of
interest and must demonstrate the harm caused thereby or prejudice without consolidation; the
standard elements are only one factor in the proof of necessity; and even if the proponent can
demonstrate the necessity for consolidation, objecting creditors can argue the defense that the
benefits of consolidation do not counterbalance the harm to the objectors.”20

The Snider Bros. balancing test has been adopted by many courts, either expressly21 or
impliedly. 22  In another frequently cited decision, In re Augie/Restivo Baking, the Second Circuit
reduced the considerations pertinent to the balancing test to two “critical factors”: “whether
creditors dealt with the entities as a single economic unit and did not rely on their separate identity
in extending credit, . . . or whether the affairs of the debtors are so entangled that consolidation will
benefit all creditors.”23

The Second Circuit later affirmed the vitality of this test.24

A more recent decision from the U.S. District Court for the Southern District of New York,
In re 599 Consumer Electronics, Inc., interprets the Second Circuit standard as requiring a court to
consider Augie/Restivo’s two critical factors as separate bases for substantive consolidation. 25  In
particular, the district court noted that “[t]he Second Circuit’s use of the conjunction ‘or’ suggests
that the two cited factors are alternatively sufficient criteria.”26  Moreover, in addressing the first of
the Second Circuit factors, “whether creditors dealt with the entities as a single economic unit and
did not rely on their separate identity in extending credit,” the court in Consumer Electronics
clarified that the test must be applied from the creditors’ perspective.  “The inquiry is whether
creditors treated the debtors as a single entity, not whether the managers of the debtors themselves,
or consumers, viewed the four stores as one enterprise.”27  Consistent with its earlier statement, the
court there found that creditors knew that they were dealing with separate entities, but then noted:
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A finding that creditors knew they were dealing with separate entities
does not necessarily preclude substantive consolidation on the ground
that it is impossible or prohibitively expensive to unravel the debtors’
commingled finances. Consolidation may still benefit all creditors
under those circumstances because “the time and expense necessary
even to attempt to unscramble [the debtors’ separate finances may be]
so substantial as to threaten the realization of any net assets for all the
creditors.”28

The Eighth Circuit has held that “[f]actors to consider when deciding whether substantive
consolidation is appropriate include (1) the necessity of consolidation due to the inter-relationship
among the debtors; (2) whether the benefits of consolidation outweigh the harm to creditors; and (3)
prejudice resulting from not consolidating the debtors.”29

In In re Auto-Train Corp., Inc., the U.S. Court of Appeals for the District of Columbia
Circuit required a proponent of substantive consolidation to show “a substantial identity between
the entities to be consolidated . . . .”30  Even after such a showing under the Auto-Train test,
however, the proponent must still demonstrate that the benefits of substantive consolidation
outweigh any potential harm.”31  The benefits and burdens test perhaps has been applied most
clearly and consistently to secured creditors whose rights in specific, clearly identifiable collateral
would be impaired or destroyed as a result of substantive consolidation.  It is a general rule that,
absent a compelling reason, such as fraud, substantive consolidation may not reduce a creditor that
is secured by specific, identifiable assets to the status of an unsecured creditor.32  As a corollary, it
is generally agreed that the specific, identifiable collateral of secured creditors should not be
enhanced, absent unusual circumstances, as a result of substantive consolidation. 33

Notwithstanding the widespread acceptance of the Snider Bros. balancing test, three issues
remain unsettled: (1) the continued importance of the substantive consolidation elements; (2) the
appropriate standard for assessing the benefits to creditors of a proposed substantive consolidation;
and (3) the appropriate standard for assessing harm to creditors objecting to a proposed substantive
consolidation.  As courts have noted, substantive consolidation is decided on a case-by-case basis in
light of the unique facts as determined by the bankruptcy court in the case at hand.34

Excluding Transferred Assets from the
Bankruptcy Estate of the Franchisor-Transferor

Subject to certain exceptions, § 541(a)(1) of the Bankruptcy Code provides that property of
the estate includes “all legal or equitable interests of the debtor in property as of the commencement
of the case.”  A bankruptcy trustee of the transferring franchisor, or the franchisor as a debtor in
possession, might assert that the franchisor retained an interest in the assigned assets, arguing that
they were never sold to the SPE, but were merely pledged to secure an obligation of the franchisor.
Under this theory, the trustee or franchisor might seek a court order requiring turnover of the
assigned assets to the franchisor, as provided by § 542 of the Bankruptcy Code, or an order
enforcing § 362(a) of the Bankruptcy Code (the automatic stay provision) in order to prevent
payment to the SPE of proceeds of or revenue generated by the assigned assets.
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Whether the assigned assets may be considered property of the bankruptcy estate of the
franchisor-transferor depends on whether the transfer of those assets constituted a true sale or other
absolute transfer, or only the grant of a security interest to secure a purported obligation of the
franchisor to repay money borrowed from the SPE.  However, the Bankruptcy Code gives no
guidance on whether a debtor has an interest in property, or whether it owes a debt.35  Generally,
state law dealing with property rights determines the nature and extent of a debtor’s interest in
property. 36  Thus, while bankruptcy law defines what property of the debtor constitutes property of
the bankruptcy estate, to determine a debtor’s interest in particular property, a bankruptcy court
generally will apply state law. 37

Numerous courts have considered the nature of a transfer of receivables, but judicial
analysis in this area has typically proceeded case by case, based on the courts’ broad discretion in
the exercise of their equitable powers rather than as a result of consistently applied legal doctrines.
Generally, in determining whether a sale of accounts receivable constitutes a true sale or a pledge to
secure indebtedness, the courts examine “the documentation of the transaction in order to discover
whether the alleged buyer of the accounts has assumed the risk of loss.”38  Numerous factors bear
on this issue and have been considered by the majority of courts reviewing the nature of
transactions involving accounts.

For example, the Second Circuit has said:

In determining the substance of the transaction, the Court may look to
a number of factors, including the right of the creditor to recover from
the debtor any deficiency if the assets assigned are not sufficient to
satisfy the debt, the effect on the creditor’s right to the assets assigned
if the debtor were to pay the debt from independent funds, whether
the debtor has a right to any funds recovered from the sale of the
assets above that necessary to satisfy the debt, and whether the
assignment itself reduces the debt. (Citations omitted.) The root of all
of these factors is the transfer of risk.  Where the lender has
purchased the accounts receivable, the borrower’s debt is
extinguished and the lender’s risk with regard to the performance of
the accounts is direct, that is, the lender and not the borrower bears
the risk of nonperformance by the account debtor.  If the lender holds
only a security interest, however, the lender’s risk is derivative or
secondary, that is, the borrower remains liable for the debt and bears
the risk of nonpayment by the account debtor, while the lender only
bears the risk that the account debtor’s nonpayment will leave the
borrower unable to satisfy the loan. 39

However, the Tenth Circuit held in Octagon Gas Systems, Inc. v. Rimmer that a buyer of a
company’s accounts obtains only a security interest in the accounts, even where the underlying
documents expressly and objectively reflect a true sale.40  In light of the potential impact of the
Octagon Gas decision on future characterizations of account transactions, we will address that case
in detail.
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In Octagon Gas, the Tenth Circuit held that the assignment of a royalty interest in proceeds
of natural gas constituted the transfer of an account, as that term is defined by article 9 of the
Uniform Commercial Code (U.C.C.).41  The court noted that under article 9, the buyer of an
account is treated as a secured party, the buyer’s interest in the account is treated as a security
interest, the seller of the account is treated as a debtor, and the account sold is treated as collateral,
regardless of the parties’ intent.42  Therefore, the Octagon Gas court concluded that the debtor
retained an interest in an account sold by the debtor before bankruptcy, and that this interest
constituted property of the debtor’s bankruptcy estate.43

We believe the Octagon Gas decision is wrong to the extent that it implies that the
provisions of article 9 should be used to determine the ownership of accounts, including for
purposes of determining property of the estate under § 541 of the Bankruptcy Code. While article 9
unquestionably applies to both the sale of accounts and loans secured by accounts,44 its
characterization of an interest in an account as a security interest under the U.C.C. is solely for
purposes of perfection and priority, not for determining title or ownership.45

In response to Octagon Gas, the National Conference of Commissioners on Uniform State
Law has adopted the following amendment to Official Comment 2 to U.C.C. section 9–102:

Neither Section 9–102 nor any other provision of Article 9 is intended
to prevent the transfer of ownership of accounts or chattel paper.  The
determination of whether a particular transfer of accounts or chattel
paper constitutes a sale or a transfer for security purposes (such as in
connection with a loan) is not governed by Article 9.  Article 9
applies both to sales of accounts or chattel paper and loans secured by
accounts or chattel paper primarily to incorporate Article 9’s
perfection rules.  The use of terminology such as “security interest” to
include the interest of a buyer of accounts or chattel paper, “secured
party” to include a buyer of accounts or chattel paper, “debtor” to
include a seller of accounts or chattel paper, and “collateral” to
include accounts or chattel paper that have been sold is intended
solely as a drafting technique to achieve this end and is not relevant to
the sale or secured transaction determination. 46

Octagon Gas has also received wide criticism from commentators.47

Octagon Gas fails to recognize other provisions in article 9 that maintain the distinction
between a secured loan and a true sale with respect to accounts.  Although Octagon Gas currently
controls in the Tenth Circuit, we believe that it should not be followed elsewhere.  Nevertheless, the
Octagon Gas case poses some risk that, even absent a recharacterization of the transaction as a
financing and even though the transfer of the subject assets to the SPE has the indicia of a true sale,
a bankrupt franchisor could be deemed to retain an interest in the assigned assets.  Thus, it is
possible that the SPE may not be able to defeat treatment of the transaction as a financing with
respect to the franchisor.



PAUL, WEISS, RIFKIND, WHARTON & GARRISON 13

www.paulweiss.com

Although courts typically give effect to the expressed intent of the parties, periodically they
have either ignored or given only perfunctory attention to expressed intent where necessary to
prevent an inequitable result or where the stated intent is manifestly at variance with the actual
purpose of the transaction. 48  However, where the SPE provides value to the transferor and the sale
is disclosed as such in the transferor’s financial statements or accompanying notes, it would be
inequitable to permit creditors of the transferor thereafter to recover the assigned assets (or an
interest therein) to the detriment of the SPE when the SPE and the SPE’s creditors had only limited
recourse to the transferor.  Moreover, where the parties are sophisticated business entities that have
deliberately structured a transaction to achieve certain legal consequences, the parties’ expressed
intention should be given effect.49

Conclusion

When properly utilized and carefully accomplished, the structured financing technique
known as securitization may present an advantageous alternative to franchisors seeking to raise cash
for strategic reasons.  Ironically, franchisee lenders, most notably Franchise Finance Corporation of
America, Inc., have used securitizations in the past two decades to fund billions of dollars of
franchisee unit construction and other loans, while franchisors have largely been absent from the
securitization arena.  The recent $290 million securitization by one of the nation’s foremost quick-
service restaurant franchisors may, however, be a harbinger that the technique will become an
attractive financing alternative for franchisors.

*  *  *

Jordan Yarett is a partner in the New York City office of Paul, Weiss, Rifkind, Wharton &
Garrison.
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