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INTRODUCTION

Whether you are a small, start-up business taking out your first loan or a large and
sophisticated commercial borrower looking to engage in a complex and potentially high
yielding transaction, most all borrowers can expect that they will be required to post a
certain level of security to the lender for its loan.! While many lenders may be more
willing to advance funds to borrowers who have valuable assets and large amounts of
liquid capital than they would a start-up company with few assets and little to no profits,
each borrower will nonetheless be required to provide some level of collateral to secure
its borrowed funds.> The prudent lender wants to reduce the risk that the borrower will
default and fail to repay the loan.” In the event the borrower defaults, the lender wants to
know that something of value—preferably equal to or greater than the value of the loan
itself—can be quickly converted into cash to satisfy the debt.* Thus, the availability of
credit, and the ability to post collateral, have gone hand in hand since lending’s most
early origins.” In the financing world, what you get depends, in great part, on what you
can give.

As the history of secured financing goes, the most traditional form of collateral
was real property.® The borrower would receive the funds and, in exchange, would grant
a security interest in his land.” This would typically come in the form of a conventional
mortgage.® Alternatively, or along with the mortgage, some lenders would also require
that the borrower grant a security interest in goods or other personal property as well.’
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This category of collateral could include anything from farm equipment and cattle, to
cars, boats, and planes.'® These more “movable” types of collateral were usually secured
by a chattel mortgage and, in more recent times, a security interest pursuant to article 9 of
the Uniform Commercial Code."'

But as time has progressed, business parties have become more sophisticated in
their transactions.'” Deals—which before involved merely the lending of capital and the
repayment of principal plus interest, all secured by personal and real property—have
been surpassed by business imagination and innovation.” No longer do individuals
merely expect to make cash profits from their investments; they can also expect to
receive other forms of value as well.'* Specifically in recent years, individuals can
expect to make investments, not only for a return of the loan plus interest, but also for the
receipt of valuable tax credits."

The granting of tax credits to encourage individuals to engage in certain activities
is a classic hallmark of tax policy in the United States.'® Individuals and companies with
heavy tax liabilities can use tax credits in order to reduce the amount they owe the
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government. Moreover, tax credits have become even more valuable as commercial
lending and government policy has evolved to include programs that heavily incentivize
certain activities and industries. Tax credits have become a way of not only reducing
one’s tax liability, but also as a way to make a profit. An investor who loans money into
a project which qualifies for certain tax credits can then take those tax credits, and sell
them on the market to a willing buyer. Those investors use the credits as relief from their
high-tax-bracketed liabilities, and will often pay a premium. The ability for highly taxed
groups to obtain relief, sometimes substantial, from their tax liabilities makes the holder
of tax credits a powerful economic player on the commercial scene.  Government
policymakers know the value of tax credits and, in turn, have created many different
incentive programs whereby investors advance funds for certain projects which are
deemed to be in the public good."” In return, the investors receive valuable tax credits
that can be traded and sold for a high price such that the investor can recoup his
investment and also receive a return. Tax credit programs in the United States are as
varied and diverse as the American commercial landscape itself. There are credits for
purchasers of electric cars'® and hybrid vehicles,” for producers of clean-fuels,” new
enhanced oil recovery projects,”' and oil and gas from marginal wells,” refiners of low
sulfur diesel fuel” and fuel from nonconventional sources,”* inventors of energy efficient
appliances,” energy-producing equipment,*® and technology to produce electricity and
synthetic gases from coal,”’ biomass,” and petroleum,*” as well as investors in low-
income housing®” and projects in low-income communities.”’ Whatever may be the
government policy de jour, one can expect to see a tax credit produced to help push that
policy along by giving an incentive to investors to choose to put their money in this
project, as opposed to another.”* And as long as individuals are looking for ways to
reduce their tax burden, tax credits will only become more and more valuable.”> With
legislative bodies at both at the state and local levels continuously producing large
quantities of tax credits in order to further their policies, the cash-flushed investor has a
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myriad of options to pick from when determining which project is worth the investment
(and which will produce the most credits).**

Lenders are also wise to the rush by individuals and corporations toward tax
credit investments.” An investor might borrower money from a financial institution in
order to make an investment in a certain business that intends to undertake a project that
qualifies to receive substantial tax credits. The business will receive profits from the
success of the project, and, in turn will transfer the tax credits it receives to the investor
as repayment. Traditionally the financial institution would require that typical collateral
be posted to secure the loan.”® This could include real property, the goods and equipment
of the investor if applicable, and the investor’s deposit accounts and accounts
receivable.’” However, as lenders have become aware that the true value in the hands of
the investor and his business partners is the tax credits, the sufficiency of more traditional
forms of collateral has been called into question.”® More and more lenders want a
security interest in the tax credits as a way to secure the loan. While traditional forms of
collateral may, if foreclosed upon, help make the lender whole, the potential proceeds
from the sale of the tax credits can, in some circumstances, be a more reliable form of
security. The prudent lender, in determining the level of collateral required in order to
advance the funds, will assess the entirety of the borrower’s assets and revenue streams.”
The substantial economic value of tax credits produced from certain investments are ripe
for the picking in terms of providing the lender with the security that it needs to
substantiate the lending of the funds. Moreover, some borrowers—who might not
necessarily have the requisite level of traditional collateral to entice a lending institution
to advance funds—can use the allure of a tax credit allocation to persuade lenders that tax
credit collateral will more than secure the loan and provide protections to reduce the
bank’s risk.

While tax credit financing may be all the rave in the world of secured
transactions, there remains an undercurrent of uncertainty regarding its legal efficacy.
The exotic and economically profitable nature of the tax credit as collateral is both what
makes them attractive to lenders, but also uncertain to lawyers. Tax credits do not fit
neatly into the traditional categories of collateral under the UCC’s article 9. While they
may seem to fit into the UCC’s category of “general intangibles” because of their
amorphous and unique qualities, courts have struggled with how to properly label these
rights.*” General intangibles have been held to include copyrights, patents, trademarks,
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and intellectual property.”’ However, whether tax credits fall neatly into this category
has yet to be determined. Some courts have avoided making an affirmative
determination, others have engaged in confusing legal acrobatics to affirm them, and in
some cases, courts have denied their use as collateral at all.** Moreover, cases on the
issue are incredibly sparse.” Very little judicial guidance exists in the way of tax credit
financing, despite the fact that more and more security agreements are being drafted to
include tax credits as a part of the collateral. In substantial transactions where a great
deal of capital is at stake and a large portion of the security is bound up in tax credit
allocations, the prospect of a court invalidating the security should give more than just a
moment’s pause to lawyer and businessperson alike. Tax credit financing is an emerging
trend in today’s business world, but how solid is its foundations?

This Article attempts to lay that foundation by analyzing the theoretical
underpinnings of the UCC’s category for general intangibles and showing how
classification as a general intangible can and should comport with the legal substance of
tax credits as a form of secured financing. Part I investigates the theory and nature that
forms the basis of tax credits and their economic value, as well as provides some
background and analysis of the UCC’s collateral category for general intangibles. Part II
gives an overview of the relatively meager amount of case law on tax credit financing
and explains how courts have struggled with this new concept. Part III analyzes how
courts have treated other types of general intangible assets; a treatment, which may help
in forming the basis of the jurisprudential analysis for tax credit financing. Taking these
theories and background a step further, Part IV makes several recommendations on how
courts can theoretically approach cases involving tax credits used as collateral in secured
transactions. The Article concludes that tax credits should be treated as permissible
collateral under article 9 and that courts should adopt a flexible and broad view when
confronted with these and other types of emerging and nontraditional security.
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