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TRUST AND DEFAULT ADMINISTRATION CONCERNS THAT BOND ATTORNEYS
NEED TO ANTICIPATE
1.

General Nature of Duties, and Sources of Law Applicable to Trustees.
a.

Nature of Trustee’s Duties and Powers.

Although the particulars and application of the standard may be subject to debate and challenge in
particular circumstances, it is generally accepted that the nature of a trustee’s engagement is contractual in
nature prior to default, meaning that it only has the powers (which it is not always required to exercise)
and the duties expressly set forth in the indenture; and that after the occurrence and during the
continuance of default, it has the duties of a “prudent person”, meaning that it is then under an obligation
to exercise the rights and powers granted to it under the indenture, using the degree of care and skill in
their exercise, as a prudent person would under the circumstances in the conduct of such person’s own
affairs. Of course, this standard is subject to, and may be modified by, the specific terms of the indenture.
As a result, the corporate trustee is generally not empowered with the discretion or the control
over the trust estate that is given to other types of trustees, such as trustees of personal trusts. See R. I.
Landau, Corporate Trust Administration and Management (6th Ed. 2008), 26-7. For this reason, the
power of the trustee to act to avert default or to compel positive action by the obligor may be very limited.
See L. Posner, Liability of the Trustee Under the Corporate Indenture, Harv. L. Rev. 198, 199-200 (19289).
On the other hand, the trustee must be careful to fulfill the requirements of the indenture
applicable to it prior to the occurrence of a default or event of default. In particular, inattention to receipt
of proper reporting and certification, or improper disbursement of funds by the trustee, can result in
claims against the trustee even during the pre-default period when the trustee’s duties are generally
limited to ministerial acts. See Shores v. Sklar, 647 F.2d 462, 466-7 (5th Cir. 1981) (en banc).
b.

Sources of Law Applicable to Trustees.
(i)

Trust Indenture Act.

Although most tax-exempt bond indentures are not subject to the Trust Indenture Act of 1939, as
amended by the Trust Indenture Reform Act of 1990, 15 U.S.C. §§ 77aaa, et seq. (the “TIA”); 15 U.S.C.
§ 77ddd(a)(4)(A); many are heavily influenced by the structure of the trustee’s duties contemplated by the
TIA, which was itself heavily influenced by prior common law interpretations of the duties of trustees.
For example, § 6.01(a) of the Model Debenture Indenture (“Model Debenture Indenture”); American Bar
Foundation, Commentaries on Model Debenture Indenture Provisions (1971) (“Commentaries”) has been
used as the starting point for many bond indentures, and it provides:
(a)
Except during the continuance of an Event of Default…(1) the Trustee
undertakes to perform such duties and only such duties as are specifically set forth in this
Indenture, and no implied covenants or obligations shall be read into this Indenture
against the Trustee…
This provision is permitted by the TIA, 15 U.S.C. § 77ooo(a)(1).
(b)
In case an Event of Default has occurred and is continuing, the Trustee shall
exercise such of the rights and powers vested in it by this Indenture, and use the same
degree of care and skill in their exercise, as a prudent man would exercise or use under
the circumstances in the conduct of his own affairs…
1
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Even those indentures that do not explicitly invoke the prudent person standard may be subject to
it because the common law in many states invokes it or because the federal courts tend to look to the TIA
for analogous authority in determining the nature of the trustee’s obligations. See Lorenz v. CSX Corp.,
736 F. Supp. 650, 656 (W.D. Pa. 1990), aff’d 1 F.3d 1406 (3d Cir. 1993) (looking to TIA for guidance
even though indenture of railroad not subject to TIA).
Although the prudent person standard evokes concern on the part of some trustees, the origin of
the rule was to empower the trustee to take actions not specifically authorized by the indenture. See
Sturges v. Knapp 31 Vt. 1, 54, 1858 WL 4787 (Vt. 1858). Thus, it may be desirable to reach the
conclusion that the prudent person standard in fact applies if the indenture does not contain adequate
authority for the trustee to act after default.
(ii)

Case Law.

This approach has generally been accepted by the courts, and trustees are generally held to be
creatures of contract, with no duties beyond those stated in the indenture. For example, as discussed in
Lorenz v. CSX Corp., 1 F.3d 1406 (3d Cir. 1993), the New York courts consistently have held that the
duties of an indenture trustee, unlike those of a typical trustee, are defined exclusively by the terms of the
indenture. See also In re E.F. Hutton Southwest Properties II, Ltd., 953 F.2d 963 (5th Cir. 1992) (regarding
standard of care of a trustee); Green v. Title Guarantee & Trust Co., 223 A.D. 12, 15, 227 N.Y.S. 252, 256
(1st Dep’t); Hazzard v. Chase Nat’l Bank, 159 Misc. 57, 80-81, 83-84, 287 N.Y.S. 541, 566-67, 570 (N.Y.
Sup. Ct. 1936); AMBAC Indem. Corp. v. Bankers Trust Co., 151 Misc. 2d 334, 336, 338-39, 573 N.Y.S.2d
204, 206, 207 (N.Y. Sup. Ct. 1991); Elliott Assocs. v. J. Henry Schroder Bank & Trust Co., 838 F.2d 66,
71 (2d Cir. 1988); Meckel v. Continental Resources Co., 758 F.2d 811, 816 (2d Cir. 1985); Baker v.
Summit Bank, 46 Fed. Appx. 689 (3d Cir. 2002). The sole exception to this rule is that the trustee must
avoid conflicts of interest with the debenture holders. See United States Trust Co. v. First Nat’l Bank, 57
A.D.2d 285, 295-96, 394 N.Y.S.2d 653, 660-61 (N.Y. App. Div. 1st Dep’t 1977); Elliott Assoc., 838 F.2d
at 71, 73.
Most cases concerning trustees are brought in federal court, although the court is often interpreting
state (usually New York) law. Some of the more interesting recent cases analyzing the duties and liabilities
of a trustee include: Regions Bank v. Blount Parrish & Co., Inc., No. 01-C-0031, 2001 WL 726989 (N.D.
Ill., June 27, 2001) (analyzing trustee’s authority to bring a securities law claim against an underwriter in
connection with a defaulted bond issue); Cruden v. Bank of New York, 957 F.2d 961 (2d Cir. 1992)
(regarding statute of limitations under New York law and reliance on opinion of counsel); Eldred v.
Merchants Nat. Bank, 468 N.W.2d 221 (Iowa 1991) (regarding trustee’s limited duties). Bankruptcy courts
currently are a fertile source of relevant opinions due to the increasing rate of default on corporate and
municipal bond issues. See, e.g., In re Zenith Labs., Inc., 119 B.R. 51 (Bankr. D.N.J. 1990). In addition,
cases interpreting the duties and standards of non-indenture trustees can be helpful by analogy. See, e.g.,
Metz v. Independent Trust Corp., 994 F.2d 395 (7th Cir. 1993) (holding that the prudent person standard
established by the Illinois Trusts and Trustees Act did not prohibit enforcement of clear and unambiguous
exculpatory clauses); InterFirst Bank Dallas, N.A. v. Risser, 739 S.W.2d 882 (Tex. App. 1987).
A troubling case for the trustee is Shawmut Bank, N.A. v. Kress Assocs., 33 F.3d 1477 (9th Cir.
1994). In this case, a shareholder of the developer diverted substantially all of the proceeds of an issue of
municipal bonds from their intended use to finance land and buildings. The requisition certificates signed
by the controller of the developer specified that the bond proceeds were to reimburse expenditures for
“land and buildings.” The Ninth Circuit set aside a summary judgment in favor of the trustee, concluding
that it was possible that a jury could conclude that had the officer of the developer been required to
submit “reasonably detailed” requisitions, and had he been required to sign the requisitions himself, he
might have been deterred from his embezzlement. Id. at 1496. Many indentures are now more explicit as
2
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to what information must be contained in the requisitions, and often a form of such requisition is attached
as an exhibit to the indenture. It should be noted that trustees do not want to become depositories for
volumes of back up materials for these requisitions. A reasonable alternative should be sought and
implemented.
Other cases of interest appear elsewhere throughout this outline (including part 7, Other Cases of
Interest).
(iii)

State Trust Acts.

Most states have an act or code devoted to trusts. See, e.g., Tex. Prop. Code Ann., §§ 101.001 181.058 (West 1995); Ky. Rev. Stat. Ann. chs. 386-389A (Baldwin 1998). It is not always clear whether
the state law provisions apply to “corporate” trusts created under indentures, although some courts have
held that such laws are applicable. See In re Church & Institutional Facilities Dev. Corp., 122 B.R. 958
(Bankr. N.D. Tex. 1991). State law frequently can be helpful in analyzing questions with regard to
investment of funds, the right of a trustee to retain or sell investments, segregation of uninvested trust
funds, diversification of trust investments, retention of records, handling of unclaimed funds and court
proceedings to construe a trust instrument. See Central Nat’l Bank v. United States Dep’t of Treasury,
912 F.2d 897 (7th Cir. 1990) (regarding applicability of state law of trusts to revocation of national bank’s
trust charter). Also, other state law, such as a probate code, may be applicable in determining whether a
foreign (out-of-state) bank or trust company can serve as trustee in a particular state. See, e.g., Tex. Prob.
Code Ann. § 105A (West 1980 & Supp. 1994).
(iv)

12 U.S.C. and 12 C.F.R. Part 9.

Federal statutory law governing the trust powers of national banks is codified at 12 U.S.C. § 92a
(1989 & Supp. 1999). See Pub. L. 87-722, § 2 (1962) (pertaining to banks granted permission to act in
fiduciary capacities before codification). Part 9 of 12 C.F.R. regulates certain trust activities of federally
chartered banks and trust companies. 12 C.F.R. §§ 9. 1-9.22 (2000). See also 12 C.F.R. §§ 5.22 and 5.26
(2000) (regarding filing to obtain fiduciary powers). In particular, the Part 9 regulations provide the
requirements for administration of fiduciary powers, maintenance of books and records, audits, selfdealing, compensation and investing and accounting for funds under collective investment.
(v)

OCC Rulings.

Trustee’s counsel must be sensitive to whether proposed bond document provisions may require a
trustee to act in a manner contrary to “safe and sound” banking practices. The Office of Comptroller of
the Currency (“OCC”), as administrator of national banks, is particularly concerned about internal audit
procedures, handling of trust funds, asset administration and conflict of interest. The OCC has also
emphasized the importance of the trustee obtaining certain key documents during the closing of a
transaction, including, without limitation, authorizing resolutions, articles of incorporation and bylaws,
specimen signatures and bonds, Securities and Exchange Commission (“SEC”) registration and Trust
Indenture Act qualification materials, if applicable, and attorneys’ opinions. Competent bond counsel
will always provide all of these to the trustee at closing.
2.

Representing the Trustee in the Initial Closing of a Bond Transaction.
a.

Acceptance Standards.

The prospective trustee should review the terms of the proposed bond issue before agreeing to
accept this responsibility. There are many factors to consider. Are the bonds rated or unrated? Will the
bond purchasers be a limited number of sophisticated, institutional holders or a large number of "retail"
3
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holders? Is there credit enhancement, such as letters of credit, bond insurance, or guaranties backed by
strong financial statements? Is the underwriter reputable and solvent? What is bond counsel’s reputation?
Is there any conflict of interest? Is there sufficient time to review the documents, discuss them with
trustee’s counsel and negotiate any necessary changes? What additional roles, if any, will the trustee be
expected to take on in connection with the bond issue (such as dissemination agent under a continuing
disclosure agreement)? If any, what collateral supports the deal and what are the trustee’s duties with
respect to such collateral, taking into consideration that trustees do not wish to have any duty to value
collateral, make investment decisions with respect to collateral and need specific guidance when required
to hold collateral. Bond issues in which trustee selection is made at the last minute might suggest
problems. Note that any credit analysis or other acceptance review should be made for the purpose of
allowing the prospective trustee to determine whether (and on what terms) to accept the trusteeship, but
not because the prospective trustee owes any pre-closing duty to review or evaluate the terms of the
transaction for the bond purchasers.
A controversial ruling by the Washington State Superior Court in Trimble v. Holmes Harbor
Sewer District, et al. (Island County Case No. 01-2-00751-8) has challenged certain commonly accepted
standards regarding a trustee's responsibilities. The ruling, to the extent it finds acceptance as precedent,
threatens to impose on trustees a duty to conduct an independent investigation into whether an issuer has
authority under applicable state law to issue bonds or appoint a trustee, even though under longstanding
practice trustees have accepted trusteeships in reliance on certificates and opinions from the issuer, the
issuer's counsel and bond counsel as to such matters.
More than $20 million of tax exempt bonds were sold in October 2000 by a local improvement
district (a bond issuing authority created by the Holmes Harbor Sewer District) to finance the
development of a six-building office park. In August 2001, the Washington state auditor issued a report
concluding that the bonds were invalidly issued because the project was outside the sewer district's area
of jurisdiction. The office park was never constructed, although more than half of the bond proceeds
were used for land acquisition and fees. The bonds defaulted soon after they were issued.
In October 2001, bondholders filed a class action lawsuit against the district and ultimately
against virtually all the other transaction participants, including U.S. Trust, as the original trustee. The
suit faulted U.S. Trust for agreeing to be trustee for the financing, claiming the financing could have never
been accomplished without the bank. The bondholders asserted that U.S. Trust accepted the trusteeship
only after the trusteeship had been shopped around and rejected by at least two other trustee banks. The
bondholders claimed that the bank was at fault in using a fourth year associate at a California law firm,
who was not familiar with Washington State law and who gave an opinion that U.S. Trust had authority to
serve as trustee "assuming California law is identical in all respects to Washington law.” U.S. Trust, along
with the Corporate Trust Committee of the American Bankers Association (“ABA Committee”), argued
that the bank had authority under federal banking laws to become trustee for the transaction. They
contended that the bank had no responsibility for validating the bond issue. The bank and the ABA
Committee asserted that the Bank was permitted to rely in good faith on the certifications and opinions of
the issuer, its counsel, and bond counsel.
A written declaration submitted to the court by the ABA Committee expressed deep concern that
the court had (in its rulings) imposed on U.S. Trust due diligence and other duties "that are inconsistent
with accepted corporate trust industry customs and practices." The ABA Committee's declaration stated:
In contrast to the market professionals participating in a typical municipal bond issuance,
such as underwriters' counsel, bond counsel and issuer counsel, the corporate trustee is
often appointed late in the transaction to accept and administer a structure that the market
professionals have already created. The corporate trustee is not invited to examine or
4
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comment on the transaction structure and generally restricts its comments to matters
relating to its own duties, responsibilities and liability.
Noting the trustee's restricted duties under an indenture, its lower fees, and its widely recognized
ability to rely on certificates and opinions, the declaration concluded: "A corporate trustee is not expected
to conduct its own independent investigation into whether an issuer has authority under applicable state
law to issue the proposed bonds or appoint it as the corporate trustee.”
The court denied U.S. Trust's motion for reconsideration. Although the court stated that U.S.
Trust's arguments were "fairly persuasive," it also stated it could not ignore the testimony of Robert Landau
(co-author of Robert I. Landau & John E. Krueger, “Corporate Trust Administration and Management"
(5th ed. 1998)) that trustees are supposed to ensure that they have "believable authority and capability to
discharge their required duties" before signing a trust agreement and that "if the [d]istrict was without
authority to appoint U.S. Trust as [t]rustee, then U.S. [t]rust lacked the capacity to act as [t]rustee.”
b.

Divided Loyalty Problems.

As noted above, so long as the trustee complies with the literal requirements of the indenture,
almost any other pre-default act or omission to act will be condoned by the courts, except those related to
conflicts of interest. See, e.g., Elliott Assocs. v. J. Henry Schroder Bank & Trust, 838 F.2d 66, 71-3 (2d
Cir. 1988); see also Dabney v. Chase Nat’l Bank, 196 F.2d 668 (2d Cir. 1952); York v. Guaranty Trust
Co., 143 F.2d 503 (2d Cir. 1944 rev’d on other grounds 326 U.S. 99 (1945)); United States Trust Co. v.
First Nat’l Bank, 57 A.D.2d 285, 295-96, 394 N.Y.S.2d 653, 660-61 (N.Y. App. Div. 1977).
As further discussed below, conflict of interest problems may arise from the trustee bank also
serving as underwriter of the bonds that are about to default, as credit enhancer on the bond issue, as
holder of a portion of the bonds, as creditor to the obligor (senior, junior or parity), as trustee for other
trusts that also have claims against the obligor, or as holder of multiple claims against the obligor on
behalf of the bondholders. Each conflict has its own problems and possible solutions.
(i)

Trustee as Underwriter.

When the municipal finance department of the trustee bank has acted as the lead underwriter for
the bond issue, there is little that can be done retroactively to resolve any conflict. The TIA explicitly
forbids this type of arrangement, and the Glass-Steagall Act prevents banks from underwriting many
securities, but it is possible in the municipal market for certain types of bonds. 15 U.S.C. § 77jjj(b)(2); 12
U.S.C. § 24, Par. 7. If the underwriting is complete, it is not possible to resign from that role. The
principal problem arises from potential securities law claims that may be available to the bondholders. As
discussed below, in some cases the trustee may be able to assert securities fraud claims on behalf of the
bondholders under the concept of virtual representation, but the potential for indemnity claims against the
lead underwriter would likely disqualify the trustee from pursuing the securities claims on behalf of the
bondholders even if it was willing to do so. However, since the securities fraud claim belongs to the
bondholders and not to the trust estate, it does not seem likely that the trustee could be held to have
breached its duty to realize the value of claims belonging to the trust estate if it failed to pursue the claim.
(ii)

Trustee as Credit Enhancer.

The Office of the Comptroller of the Currency, which regulates national banks, for some time took
the position that national banks should not issue letters of credit and serve as trustee for the same bond
issue. Letter by Dean E. Miller, Deputy Comptroller for Trust and Securities, Interpretive Letter No. 293

5
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(May 11, 1984), interpreting 12 C.F.R. 9.1, reprinted at Fed. Banking Law Rep. (CCH) ¶ 85,463.1 In 1997,
the OCC published Interpretive Ruling 12 C.F.R. 9.100 expressly allowing national banks to act as trustee
and creditor until 90 days after the security defaults, so long as the bank maintains adequate controls to
manage the potential conflict of interest (as further discussed in paragraph 2b.(iv) below).
(iii)

Trustee as Bondholder.

Most trust indentures explicitly permit the trustee to become a bondholder and grant to it the same
rights as other bondholders. (See Model Debenture Indenture § 605: “The Trustee...may become the
owner or pledgee of Debentures....”) Some indentures may expressly disqualify the trustee (or its
affiliates), acting as bondholder, from voting its bonds on certain matters, such as removal of the trustee.
If the indenture does not explicitly permit the trustee to become a bondholder, the Commentaries observe
that it might be argued that the fiduciary nature of the trustee’s relationship to the bondholders precludes
it from owning bonds. The Commentaries offer no authority for the concern, but trustees holding bonds
issued under indentures not containing explicit authority may wish to consider taking action to resolve the
problem, although the nature of the remedial action available may be limited if the trustee has access to
material nonpublic information regarding the obligor.
(iv)

Trustee as Creditor.

A bank may experience a conflict of interest if a debt security for which it acts as trustee defaults,
and the securities are held by discretionary trust accounts or for the bank’s own account, or the bank
otherwise has a creditor relationship with the issuer or obligor.
OCC Interpretive Ruling 12 C.F.R 9.100 allows a national bank to act as both trustee and creditor
until 90 days after the security defaults, provided that the bank maintains adequate controls to manage the
potential conflicts of interest. This treatment is similar to TIA § 310 which requires a trustee subject to its
terms, within 90 days after default of the indenture securities to eliminate any conflicting interest or
resign. See also TIA § 311 which obligates a trustee which becomes a creditor within three months prior
to a default to set apart and hold in a special fund certain funds or property received by it in respect of
claims in its capacity as creditor. OCC Interpretive Ruling 12 C.F.R. 9.100 cited above applies to national
banks acting as trustee whether or not the securities are subject to the TIA.
Historically, some of the abuses considered most heinous by the drafters of the TIA were the
dealings between utility companies and the banks that served both as creditors and trustees for the
publicly held debt of the companies. For examples of litigation involving those issues, see Chase Nat’l
Bank v. Sweezy, 281 N.Y.S. 487 (N.Y. App. Div.1931); Clarke v. Chase Nat’l Bank, 137 F.2d 797 (2d
Cir. 1943); York v. Guaranty Trust Co., 143 F.2d 503 (2d Cir. 1944 rev’d on other grounds (Erie
Doctrine), 326 U.S. 99 (1945)). While the TIA provisions relating to trustee conflicts do not apply to
municipal bond issues, these cases, which antedate the TIA, suggest that the better course of action is
resignation as trustee where the trustee bank is also a creditor of the obligor on the bonds.
In Hazzard v. Chase Nat’l Bank, 159 Misc. 57 (N.Y.1936), the court decided that the bank had not
been “grossly” negligent in not retaining part of the security held as collateral, rejecting a claim that the

1

See also letter by Dean E. Miller, Deputy Comptroller for Trust and Securities, Interpretive Letter No. 304 (August 17,
1984), interpreting 12 C.F.R. 9, reprinted at Fed. Banking Law Rep. (CCH) ¶ 85,474 (for the reasons set forth in the May
11, 1984 letter, affiliated banks should not act in the capacities of standby letter of credit issuer and trustee for the same
bond issuance even where the roles of the two banks are nondiscretionary); see also Letter by Emory W. Rushton, Deputy
Comptroller for Multinational Banking, Trust Interpretation No. 182 (October 24, 1988), interpreting 12 C.F.R. 9.7,
reprinted at Fed. Banking Law Rep. (CCH) ¶ 84,949.
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bank, being itself a creditor, released the security so that it could be sold and the debtor could use the
proceeds to pay the interest on its bonds, and thus avoid a general default to the prejudice of the bank’s loan.
The judge disposed of this claim by saying that “…the purpose of the withdrawal of these securities, so far
as the bank’s knowledge has been proven, was in furtherance of an expansion policy and of a geographical
realignment of operating and holding companies.” Id. at 66. Hence, no conflict of interest arose.
In Dabney v. Chase Nat’l Bank, 196 F.2d 668 (2d Cir. 1952), the court discussed the conflict
between the pre-TIA trustee’s interests, and its duty as trustee not to profit at the possible expense of its
beneficiary, the duty of loyalty being the most fundamental of the duties accepted when one becomes a
trustee. It is a part of the trustee’s obligation to give its beneficiary undivided loyalty, free from any
conflicting personal interest; an obligation that has been nowhere more jealously and rigidly enforced
than in New York where these indentures were executed. See also In re Hubbell’s Will, 302 N.Y. 246,
259, 97 N.E.2d 888 (1951); In re Ryan’s Will, 291 N.Y. 376, 406, 407, 52 N.E.2d 909 (1943); Marcellus
v. First Trust & Deposit Co., 291 N.Y. 372, 52 N.E.2d 907 (1943); Meinhard v. Salmon, 249 N.Y. 458,
468,164 N.E. 545 (1928), 62 A.L.R. 1; Globe Woolen Co. v. Utica Gas & Electric Co., 224 N.Y. 483,
489, 490, 121 N.E. 378 (1918); Ten Eyck v. Craig, 62 N.Y. 406, 419 (1875), Munson v. Syracuse, G. &
C. R.R. Co., 103 N.Y. 58, 8 N.E. 355 (1886); and Scott on Trusts, § 170.
The defendant in Dabney sought to distinguish its case from the earlier decision in York v.
Guaranty Trust Co., 143 F.2d 503, 514 (2d Cir. 1944), rev’d on other grounds, 326 U.S. 99 (1945) and
Dudley v. Mealey, 147 F.2d 268, 272 (2d Cir. 1945) where the court decided that the failure of a trustee to
use a power would make it liable, if its decision were induced in any degree by self interest; but the
principle in those cases was found to be precisely the same as in the Dabney case, namely whether the
circumstances under which a trustee exercises a power are such that the trustee’s decision may be
influenced by its own interest to the possible detriment of its beneficiaries. The Dabney court observed
that later in his opinion, the judge in the Hazzard case said:
The trustee under a corporate indenture ... has his rights and duties defined, not by the
fiduciary relationship, but exclusively by the terms of the agreement. His status is more
that of a stakeholder than one of a trustee.... Far from refraining from occupying
inconsistent positions, corporate trustees have affirmatively and deliberately assumed
them to an increasing degree. Corporate trustees have come to act as promoters,
underwriters, bankers, financial advisers, bondholders, and creditors of companies whose
debenture holders they have been selected to protect…
Dabney, 196 F.2d at 670, citing Hazzard, 159 Misc. at 84.
That language the Dabney court read only as criticism of practices that had arisen in the everyday practice
of trustees, and not as asserting that the courts of New York had given any countenance to the notion that,
if a corporation sees fit to assume the duties of a trustee, it can remove itself from the loyalty demanded
of every trustee, corporate or individual. The Dabney court could find no warrant for so supposing, and,
indeed, a trust for the benefit of a numerous and changing body of bondholders appears to the Dabney
court to be occasion for a scruple even greater than ordinary, for such beneficiaries often have too small a
stake to follow the fate of their investment and protect their rights.
The Dabney court did not read Benton v. Safe Deposit Bank, 255 N.Y. 260, 174 N.E. 648 (N.Y.
1931) in an opposite sense. It held no more than that an exculpatory covenant limiting the trustee’s
liability to “gross negligence” was not contrary to “public policy” in New York as well as in
Pennsylvania. True, in the course of the opinion Crane, J., said that “the duty of the trustee is measured
and limited by its agreement”; and the Dabney court agreed that within somewhat ill-defined limits a
trustee may confine his duties. That question is necessarily determined by the trust deed; but it has
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nothing to do with the trustee’s duty to discharge whatever obligations he does assume with absolute
singleness of purpose. Dabney v. Chase Nat’l Bank, 196 F.2d 668, 670-672 (2d Cir. 1952).
In re Durston’s Will, 297 N.Y. 64, 74 N.E.2d 310, 313 (N.Y. 1947), is an example of how far the
courts of New York have gone to search for such a possible conflict. The testator had given the trustees
power “to hold, care for, manage and control” the property which he devised or bequeathed, and “to sell
... any part or all thereof ... to invest or reinvest the same ... in such interest bearing or income producing
securities” as they thought best. Part of the assets had been shares in the bank which he made one of the
trustees, and these shares the bank held until they had greatly fallen in value. The bank was held liable
for the loss because its decision to retain the shares might have been influenced by its desire not to have
them put on the market; and indeed even the individual trustee was held liable, although he had merely
approved the bank’s retention of the shares.
(v)

Trustee as Trustee of Other Trusts.

The trust department may find that in addition to the individual troubled trust estate, it serves as
trustee of other trusts that are affected by the same troubled credit. Common examples include the trustee
that serves as trustee under other indentures related to the same obligor, particularly when certain security
is available to one of the issues but not the other, where the timing of payments results in a default on one
issue before the other issue goes into default, or where one issue has credit enhancement available but the
other does not.
Again, the TIA prohibits certain types of arrangements involving trusteeships under multiple
indentures of the same obligor, but they are not uncommon for municipal issues. See 15 U.S.C. §
77jjj(b)(1). However, one type of multiple trust arrangement, the master trust indenture/bond trust
indenture structure employed by many hospital systems may be defensible by analogy to the TIA 15
U.S.C. § 77jjj(b)(1)(A). Since many obligors on municipal issues cannot be forced into involuntary
bankruptcy, the trustee as trustee for the first issue to go into default may have opportunities to secure
preferential treatment at the expense of other creditors, including other issues for which it is trustee. State
fraudulent conveyance statutes may not provide complete relief if the obligor does not file for bankruptcy
protection within the relevant preference period.
In Page Mill Asset Management v. Credit Suisse First Boston Corp., No. 84152, 2000 WL 877004
(S.D.N.Y., June 30, 2000), a bondholder claimed that the trustee breached the indenture, and thereby its
fiduciary duty, for the purpose of endearing itself to an affiliate of the issuer of collateralized mortgage
securities “so as to continue to receive lucrative trustee work.” Id. at 2. The plaintiff based its claim on a
pattern of increased billings by the trustee to the issuer-affiliate over a period of five years. This argument
was rejected by the court which concluded that “a conflict of interest cannot be inferred solely from a
relationship between an issuer and a trustee that is mutually beneficial and increasingly lucrative.” Id.
(vi)

Trustee as Holder of Multiple Claims.

Often, the trustee will find multiple claims that can be pursued in connection with the defaulted
bond issue. These may include securities law claims that are available to purchasers of the bonds in the
initial underwriting, and claims arising out of actions taken by the obligor or others after some
bondholders have sold their bonds. In resolving such claims, some courts have adopted so-called “two
tier” allocation schemes designed to favor par buyers over secondary market purchasers. (See discussion
of ELIC litigation below.) In cases where the trustee’s acts may result in differing treatment to different
bondholders, the trustee must be prepared to face claims of divided loyalty, but the better wisdom seems
to be that the trustee’s duty is to pursue the course of action that will produce the maximum recovery to
the trust estate without regard to the impact on individual bondholders. Thus, the better approach is to
8
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analyze the available courses of action according to the net benefit to the trust estate as a whole rather
than attempting to determine which group of bondholders should be favored.
c.

Reviewing Documents.

The trustee and its counsel should not be reticent during document preparation and review. They
should pay particular attention to the “bond documents” (such as the trust indenture, loan agreement,
mortgage, and other security instruments), credit enhancement documents, certain legal opinions (such as
the general corporate opinions, tax opinions and, if applicable, security interest opinions) and, depending
upon counsel’s view of the role of the trustee, documents that will be given to the bondholders (such as
the disclosure document). If the bond documents seem unusually complicated, trustee’s counsel should
prepare, or secure from bond counsel, a written explanation. Sometimes this is simply a flow chart. The
trustee should make every effort to receive a complete transcript at the closing and should be certain to
have originals of all basic documents and items of collateral (recorded deed of trust) or guaranty (letter of
credit or insurance policy).
See also the Sheff and A.G.Capital Funding cases noted in part 7(d). below (Other Recent Cases
of Interest), involving claims surrounding failures to ensure proper registration or filing of security
instruments at closing. Delivery of proper opinions concerning those matters at closing presumably would
avoid such problems.
d.

Fees, Indemnification.

In view of the potential risks, the prospective trustee should secure a fee that, despite competitive
pressures, is adequate to compensate it for the work involved in the pre-acceptance stage and for the fees
of trustee’s counsel. The bond documents should provide for extraordinary fees and expenses (including
counsel fees) in case of a default. See In re Trusteeship Created by the City of Sheridan, 593 N.W.2d 702
(Minn. Ct. App. 1990), which concludes that courts retain authority to review trustee’s fees under an
abuse of discretion standard. If possible, the trustee should have a first lien on any collateral and a first
call against any recovered amounts after a default to pay the trustee’s fees and expenses (including its
counsel’s legal fees and expenses). Inclusion of these fees is paramount as some courts are viewing their
absence as a waiver.
The indenture should provide that the trustee is not required to advance its own funds, certainly
not unless it has reasonable grounds for believing that repayment or adequate indemnity is reasonably
assured to it. The trustee should not be required to take any extraordinary actions after the occurrence of
an event of default without adequate indemnification from bondholders and/or any other parties from
which it is required to take direction after an event of default occurs.
e.

Rebate Responsibilities.

The trustee and its counsel should review the bond resolution or trust indenture and other bond
documents carefully to determine responsibility for rebate calculations. Performance of and payment for
rebate duties should be the responsibility of the issuer or of the underlying obligor in a conduit transaction.
In any event, the trustee should be able to rely on an opinion of counsel or an accounting firm, and the flow
of funds should assure that the trustee will have money available to pay for the opinion or the rebate
analyst. The trustee’s rebate-related duties should be ministerial and not involve discretion. If appropriate,
counsel may seek to have an affirmative statement included in the bond documents to the effect that it is
expressly understood that the trustee has undertaken no responsibility for making arbitrage computations.
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f.

Environmental Concerns.

Many banks that serve as trustee now have standard language that they require in the indenture
(and possibly the mortgage) regarding environmental matters, both to limit the bank’s liability in general,
and more specifically, to limit the bank’s liability under federal, state and local environmental laws that
may apply to it as a mortgagee or owner of any real property included in the transaction. The provisions
may include representations and warranties by the borrower, or, in some cases, the issuer, as well as
specific environmental indemnities for the trustee and limitations on the trustee’s obligation to foreclose
on or take possession of property in the event of a default.
3.

Representing the Trustee in the Administration of a Bond Transaction.
a.

Standard of Care: Fiduciary vs. Contractual Responsibilities.

As discussed above, with few exceptions, the case law supports the principle that prior to default
the trustee is not a typical fiduciary, but rather a party to a contract and a stakeholder or agent. See, e.g.,
Meckel v. Continental Resources Co., 758 F.2d 811, 816 (F. Supp. 2d 1985) (which was cited by U.S.
Trust Co. of New York v. Alpert, 10 F. Supp. 290 (S.D.N.Y. 1988)) (“...an indenture trustee is more like a
stakeholder whose duties and obligations are exclusively defined by the terms of the indenture
agreement.”). This concept also is addressed in Bluebird Partners, L.P. v. First Fid. Bank, 671 N.Y.S.2d
7, 248 A.D.2d 219 (N.Y. App. Div. 1st Dep’t 1998).
The actual provisions in the indenture are dispositive in this regard. The courts have upheld
indenture provisions stating that prior to the occurrence of an event of default a trustee’s duties are
contractual in nature; that is, the trustee’s only obligation is to perform the duties specifically set forth in
the indenture. See, e.g., First Interstate Bank, N.A. v. Pring, 969 F.2d 891 (10th Cir. 1992), rev’d sub
nom., Central Bank, N.A. v. First Interstate Bank, N.A.; 511 U.S. 164 (1994); Elliott Assocs. v. J. Henry
Schroder Bank & Trust Co., 838 F.2d 66 (2d Cir. 1988); Broad v. Rockwell Int’l Corp., 642 F.2d 929 (5th
Cir. Tex. 1981); Craig v. The Bank of New York, No. 00-CIV-8154, 2002 WL 1543893 (S.D.N.Y., July
12, 2002); Regions Bank v. Blount Parrish & Co., Inc., 2001 WL 726989 (N.D. Ill. 2001); United
Republic Ins. Co. v. Chase Manhattan Bank, 168 F. Supp. 2d 8 (N.D.N.Y. 2001); Premier Bank v.
Tierney, 114 F. Supp. 2d 877 (2000); U.S. v. Krilich, 159 F.3d 1020 (7th Cir. 1998) (holding that a
borrower’s certifications to a trustee in connection with the requisition of bond funds held in trust were
within reach of statute prohibiting making a false statement or report to influence action of financial
institution); Lorenz v. CSX Corp., 736 F. Supp. 650 (W.D. Pa. 1990); Eldred v. Merchants Nat’l Bank,
468 N.W.2d 221 (Iowa 1991).
After an event of default occurs, the standard of care likely rises to a fiduciary level and the
trustee is required to perform the duties set forth in the indenture in the same manner as a prudent person
would do under the same circumstances. Inevitably, factors such as good faith and the absence (or the
presence) of a conflict of interest control a court’s determination of the actual standard of care. (See
Regions Bank case cited above). See, e.g., In re W.T. Grant Co., 699 F.2d 599 (2d Cir. 1983). See also
LNC Investments, Inc. v. First Fidelity Bank N.A., 173 F.3d 454 (2d Cir. 1999). Frequently, documents
exculpate the trustee except in the instance of negligence or misconduct, which, generally, trustee’s
counsel seek to have styled as “gross” negligence and “willful” misconduct. However, these qualifying
words may not help a trustee significantly in the eyes of a jury or in jurisdictions which blur the
distinction between gross and simple negligence.
b.

Ability of Trustee to Rely on Opinion of Counsel.

Generally, the trustee should not have to unilaterally resolve ambiguities in the documents.
Opinion letters upon which the trustee can rely in good faith are frequently the answer. Otherwise,
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supplemental indentures or a court action, including a declaratory judgment, may be required. The
indenture should always authorize the trustee to rely conclusively on an opinion of counsel with respect to
any matters arising (actions taken or omitted) under the indenture. The Model Debenture Indenture
includes the following suggested provision:
[T]he Trustee may consult with counsel and the written advice of such counsel or any
Opinion of Counsel shall be full and complete authorization and protection in respect of
any action taken, suffered or omitted by it hereunder in good faith and in reliance
thereon…
The Commentaries to the Model Debenture Indenture provisions emphasize the importance of
authorizing the trustee to consult with and to rely on the written opinions of its counsel, as well as
company counsel. Recent cases construing the trustee’s ability to so rely have emphasized that counsel
may be relied upon when there is “an open question of law,” so long as the resulting action or inaction
does not indicate bad faith or gross negligence by the trustee (see E.F. Hutton Southwest Properties II,
Ltd., discussed below). The opinion should be in writing and should conform to any particular
requirements of the indenture.
In Cruden v. Bank of New York, 957 F.2d 961 (2d Cir. 1992), the holders of defaulted debentures
appealed from a summary judgment dismissing claims against the indenture trustees, among others. The
main issues affecting the trustees were whether the statute of limitations barred the suits against the trustees
and whether the trustees properly relied on the opinion of outside counsel. The trustees were sued for
breach of contract and for violations of the TIA, as well as fraud and RICO violations. The main complaint
was that a reorganization of the issuing companies was a fraudulent scheme that left the companies unable
to pay their debt, and that the trustees wrongly relied on an opinion of outside counsel stating that the
reorganization and certain supplemental indentures complied with the indentures. Plaintiffs also claimed
that the legal opinions did not comply with the specific requirements of the original indentures. The ability
to rely on opinions of counsel was crucial to the dismissal of the suits against the trustees, because the
district court applied the New York six year statute of limitations to the breach of contract actions. (All but
one of the indentures were subject to the TIA, which does not include an applicable limitations provision.)
The court also found that the limitation period began to run only upon default, because prior to such time the
bondholders were prohibited by the indentures from bringing any action (TIA, § 316). The trustees were
saved by the court’s finding that the trustees could rely on written opinions that, albeit brief, satisfied the
requirements of the indentures and the TIA regarding the documents reviewed, the investigation conducted
and the sufficiency of such investigation. The appeals court also upheld the district court’s finding of the
sufficiency of the opinions regarding the conformity of the supplemental indentures with the requirements
of the original indentures. The plaintiffs were unable to establish that the trustee lacked good faith reliance
on the opinions. Even if the opinion is wrong, the trustee’s reliance is still a valid defense to breach of
contract. Correspondence between the trustee and counsel was cited as indicating the seriousness of (and
therefore good faith reliance on) the opinion process.
Similarly, in In re E.F. Hutton Southwest Properties II, Ltd., 953 F.2d 963 (5th Cir. 1992), the
Fifth Circuit held that a trustee is not liable under the indenture when it relied on advice of counsel that it
was not required to invest certain funds. The trust agreement did not require investment and the trustee
sought advice of counsel on this “open question of law.” The trustee was not negligent in relying on an
opinion that the trustee was not required to invest collected but undistributed funds. (But see the
discussion below regarding requirements for investment.)
c.

Supplemental Indentures or Amendments.

On occasion the trustee is asked to enter into a supplemental indenture that is not clearly one
which can be executed without bondholder consent. Securing bondholder consent can be difficult,
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although the payment of a nominal “consent fee” by the obligor, if permitted, may facilitate the process,
particularly in the case of issues held by numerous small holders. An opinion from bond counsel should be
considered to address the necessity of bondholder consent. In tax exempt issues, it is good practice also to
secure a tax opinion to the effect that proposed amendments will not cause adverse tax consequences.
Many indentures allow any amendments to be made without holder consent, unless such amendment
materially and adversely affects the rights of the holders. Trustees generally should not have to make the
material and adverse effect analysis; this is another area in which counsel opinions and possibly issuer or
obligor officer’s certificates may need to be obtained. Due to the changes in securities laws applicable to
municipal bond issues, it may no longer be possible for the underwriter to accept changes on behalf of the
holders, so bond counsel should take this into consideration when drafting amendment provisions.
d.

Use of an Interpleader and Declaratory Judgment as an Alternative.

Trustees are more frequently taking the initiative to commence litigation in order to protect
themselves against potential liability. A number of recent cases have involved disputed terms of an
indenture, with the trustee finding itself caught between competing parties and contrasting interpretations,
often facing a threat of litigation against the trustee. Two primary causes of action employed in trusteeinitiated litigation to resolve conflicting claims are interpleader and declaratory judgment.
An interpleader action is undertaken pursuant to local court practice rules or statute in which a party
in possession of cash or assets in which it does not have a personal interest finds itself facing competing
claims which may expose it to multiple liability. The party bringing the action uses the procedure effectively
to deposit the funds into court, without taking a position on the merits of the dispute, and asks the court to
decide the disposition of the funds. See U.S. Trust of New York v. Alpert, 10 F. Supp. 290 (S.D.N.Y. 1988),
citing Washington Elec. Coop., Inc. v. PatessonWalker & Pratt, 985 F.2d 677 (2d Cir. 1993).
Interpleader actions in federal court are governed by Rule 22 of the Federal Rules of Civil
Procedure and 28 U.S.C. §§1335, 1397 and 2361. Federal interpleader actions may be filed in any judicial
district where any claimant resides. 28 U.S.C. §1397. By statute, the federal interpleader court has
authority to issue service of process nationwide, and hence the court has personal jurisdiction over any
claimant regardless of its citizenship or minimum contacts with the forum.2 Once jurisdiction has been
established, the interpleader plaintiff has grounds for relief if it can show that it may be exposed to double
or multiple liability from adverse claimants.3
New York’s interpleader statute is similar to the federal statute. As under federal law, the New
York statute provides for stakeholders to commence legal action against two or more claimants, even if
their claims lack a common origin, or are adverse and independent rather than identical, and
notwithstanding the stakeholder’s denial of liability.4
A declaratory judgment action may also be helpful to a trustee finding itself in the precarious
position of facing competing claims or disputes in a transaction. Such a proceeding enables parties in a
dispute “to have their rights and obligations determined without either of them being obliged to assume

2

28 U.S.C. § 2361; see also State Farm Fire & Cas. Co. v. Tashire, 386 U.S. 523, 529 n.3 (1967); Citigroup Global Markets,
Inc. v. KLCC Investments LLC, et al., No. 06-5466(LBS), 2007 U.S. Dist. LEXIS 2709, at *8 (S.D.N.Y. Jan. 11, 2007).

3

Fed. R. Civ. P. 22(a)(1).

4

NY CPLR § 1006(a) & (d).
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the responsibility and the risk of acting upon his view of the matter and thus repudiating what may be
held to be his obligations or violating what may be held to be the other party’s rights.”5
A declaratory judgment, by contrast, is an action that seeks a court’s intervention to declare the
obligations, rights, and legal status between parties. Thus, pursuing declaratory relief allows a party to
protect itself by asking a court to enter declaratory relief prior to an injury or damage occurring. 6 Put
another way, as one Federal judge in New York explained, an action for declaratory judgment “is
designed to allow a party who is challenged, threatened, or endangered in the employment of his rights, to
initiate proceedings against his tormentor and remove the cloud by an authoritative determination of his
legal rights.”7
Often, courts will refer to this requirement that a real controversy currently exists as a
“justiciable” or “actual” controversy. The burden of proof to show that a justiciable controversy exists
falls upon the plaintiff seeking the declaration. The requirements under most state declaratory judgment
statutes are very similar to the federal Declaratory Judgment Act.
In the case In re Creekstone Apartments Assocs. L.P., 165 B.R. 851 (Bankr. M.D. Tenn. 1994),
after default by the borrower in a bond transaction, the trustee drew on a letter of credit and paid
bondholders in full. A reserve account held by the trustee under the indenture had a balance of $167,260.
Both the Resolution Trust Corporation (“RTC”), as successor to the letter of credit bank, and the
borrower, as debtor-in-possession in bankruptcy, claimed right to the reserve amount, and the trustee filed
an interpleader action. The RTC and Creekstone each sought a summary judgment. The court held that
Creekstone had an equitable interest in the reserve account funds, but that the RTC had a “valid,
enforceable, and perfected security interest” in the funds. Id. At 855. The trustee was holding the funds as
agent for the RTC within the requirements of Restatement of Security § 8 (1941). In concluding that the
trustee’s costs, attorneys’ fees and other expenses related to the interpleader proceeding should be paid
from the reserve account monies, the court was guided by the indenture provision granting the trustee a
lien on the funds, as well as by case law precedent.
e.

Bond Calls.

The trustee should be particularly diligent in making bond calls, as this is an area of frequent
litigation. See, e.g., Durning v. First Boston Corp., 815 F.2d 1265 (9th Cir. 1987); Harris v. Union
Electric Co., 787 F.2d 355 (8th Cir.Mo. 1986); Mutual Sav. Life Ins. Co. v. James River Corp., 716 So. 2d
1172 (Ala. 1998); Rudbart v. North Jersey Dist. Water Supply Com., 568 A.2d 1213 (N.J. Super. Ct.
1990), rev’d on other grounds, 605 A.2d 681 (N.J. 1992). SEC Exchange Act Release No. 23856 (Dec. 3,
1986) provides substantial guidance as to the types of notices that should be given in connection with
redemptions and defeasance. Counsel should assure that the resolution or indenture is clear with respect
to timing, selection, notice, conditionality and any other matters regarding mandatory or optional
redemption.
f.

Investment of Funds.

In Maryland Nat’l Bank v. Cummins, 588 A.2d 1205 (Md. 1991), the beneficiaries of a personal
trust brought a class action suit against the trustee bank for leaving cash receipts in demand deposit

5

Banos v. Winkelstein, 78 N.Y.S. 2d 832, 834 (1948).

6

Peoples Rights Organization, Inc. v. City of Columbus, 152 F.3d 522, 527 (6th Cir. 1998).

7

Bath Petroleum Storage, Inc. v. Sovas, 136 F. Supp. 2d 52, 57 (N.D.N.Y. 2001), citing U.S. v. Doherty, 786 F.2d 498-99
(2d Cir. 1986).
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accounts paying no interest until an increment of $1,000 was available for investment. The circuit court
held that the practice, which had been followed for nearly ten years, violated the prudent investor rule and
awarded the beneficiaries their lost return, compounded prejudgment interest and surcharge of the
trustee’s commissions. On appeal, the Court of Appeals held, inter alia, that the trustee bank breached its
duty under the “prudent person” standard for investments by initially depositing cash receipts for all
personal trusts in demand deposit accounts which paid no interest and investing only in increments of
$1,000 the principal cash of those trusts which had assets exceeding $150,000. The court construed
Maryland law to mean that the trustee bank does not commit a per se breach of trust by depositing with
itself, on the banking side of its operations, cash which it holds as trustee in trust department operations
and that the duty of trustees to meet prudent person standards for investment is not necessarily to
maximize return on investments but rather to secure a just or reasonable return while avoiding undue
risks. However, the trustee bank breached its duty by investing in demand deposit accounts despite the
trustee’s contention that its policy complied with regulatory requirements and conformed to trust industry
practice at the time. See Upp v. Mellon Bank, 799 F. Supp. 540 (E.D. Pa. 1992), where the federal district
court awarded punitive damages against the bank for self-dealing and breach of its duty of loyalty and
candor to trust beneficiaries in belatedly disclosing its sweep fees and for charging excessive fees.
The OCC has adopted a policy, with respect to trust funds awaiting investment or distribution,
that funds held by a national bank in a fiduciary capacity “shall not be held uninvested or undistributed
any longer than is reasonable for the proper management of the account.” See 12 C.F.R. § 9.10 (1994).
Each national bank exercising fiduciary powers is required to adopt and implement written policies and
procedures intended to ensure that the maximum rate of return available for trust-quality, short term
investments is obtained upon funds so held, consistent with the requirements of the governing instrument
and the local law. The OCC’s position is that “both income cash and principal cash should be made
productive; at least, within one week after receipt unless the governing instrument, local law or a party
empowered to direct investments provide otherwise.” See OCC Banking Bulletin 83-57, Fed. Banking L.
Rep. (CCH) § 910, ¶ 60,560A (May 17, 1991); see also Comptroller of the Currency, Advisory Letter 913 (June 27, 1991) (trust department’s use of zero interest time deposits).
It is important for trustee’s counsel to focus on the investment provisions in indentures to avoid
liability in this area. Trustees generally will not agree to be responsible for the selection of, or losses on,
investments and there should be explicit language to the effect that the trustee is not responsible for any
losses.
g.

Ad-hoc Matters.

Depending on the complexity of the transaction, certain issues may arise during the life of a deal
that may require certain actions on the part of the trustee. Bond counsel should anticipate such matters to
the extent possible and include mechanisms for handling such matters, bearing in mind that the trustee
should not need to exercise discretion prior to the occurrence of an event of default. For example, if it is
anticipated that the bond obligor may need to release or substitute property while the bonds (that such
property secures) are outstanding, then provisions should be included that allow the trustee to execute
documents releasing such property as long as it receives specified opinions and certificates from the deal
participants.
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4.

Representing the Trustee in a Defaulted Bond Transaction.
a.

Immediately Prior to Default: Review of Security Position.

As the obligor becomes troubled, the prudent trustee will take the time to review the status of its
own files and make certain that it has all of the appropriate certificates and other documentation to
support its administration of the trust to date as well as confirming that the responsible party has filed
appropriate continuation statements and made other filings necessary to protect any claims in non-U.C.C.
collateral. J. Spiotto, Defaulted Securities, American Bankers Association (1990), X-1-3.
b.

Tools of Administration After Event of Default.
(i)

Exercise of Remedies.

Frequently, after default, the initial reaction of bondholders, trustees and their counsel is to
contemplate acceleration, possessory actions, foreclosure on collateral or receivership (each of which is
discussed in the following section concerning enforcement of rights and exercise of remedies). Typically,
bond documents permit access to the books and records of an obligor, inspection of collateral and other
remedies, all of which should be considered as initial steps before the parties are locked into more
adversarial processes. Particular attention should be given to other obligations of the debtor that may
have a significant impact on the value or availability of the collateral. Particular attention is also
warranted for tax and insurance payments, participation agreements in government programs such as
Medicare or Medicaid, and valuable licenses or franchises that require compliance or affirmative actions
to maintain. Well drafted bond documents should contain covenants that are sufficiently detailed to
permit actions for specific performance or mandamus to require the obligor to take actions to preserve the
value of the collateral or the revenue producing capacity of an enterprise.
(ii)

Contractual Right to Force Change in Management.

Certain types of projects securing bond issues, such as housing projects and retirement facilities,
are often managed by management companies. Occasionally, the bond documents provide that, after the
occurrence of an event of default, the trustee has the right to install a new management company. In the
case of receiverships and contractual changes in management, issues of equitable subordination, lender
and environmental liability must be considered.
(iii)

Waiver or Forbearance.

Few trustees will agree affirmatively to waive an event of default without bondholder direction and
indemnity. However, forbearance may sometimes be appropriate when it appears that the default is a result
of prevailing economic conditions and there is little to gain from precipitously pursuing default remedies.
This may be the case for example when market conditions indicate that a foreclosure sale of a project would
produce little value or when a special purpose facility such as a hospital or power plant is involved and
current management appears to be reasonably honest and competent, or substitution of management can be
effected by other means. In addition, forbearance can be used as a negotiating lever to obtain additional
security for the bond issue or other rights for the trustee that were not included in the original
documentation.
(iv)

Accepting Bondholder Directions.

In most cases of default, some group of bondholders can be expected to come forward and offer
their input to the trustee about the most desirable course of action to pursue. The motives of the
bondholders can be quite diverse, with some having a genuine belief in the value of their judgments, some
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having ulterior motives in positioning themselves for a subsequent suit against the trustee for breach of its
duties, and some having only an immediate economic interest in obtaining the maximum return on a
troubled investment in the shortest period of time. The Model Debenture Indenture provides, in § 603(e),
the trustee with some latitude in this regard:
[T]he Trustee shall be under no obligation to exercise any of the rights or powers vested
in it by this Indenture at the request or direction of any of the bond holder pursuant to this
Indenture, unless such bond holder shall have offered to the Trustee reasonable security
or indemnity against the costs, expenses and liabilities which might be incurred by it in
compliance with such request or direction...
The Model Debenture Indenture pairs this protection for the trustee with a provision in § 507 that
forbids the bringing of suit by a bondholder unless first, among other things:
(1)
such Holder has previously given written notice to the Trustee of a continuing
Event of Default;
(2)
the Holders of not less than 25 % in principal amount of the Outstanding [bonds]
shall have made written request to the Trustee to institute proceedings in respect of such
Event of Default in its own name as Trustee;
(3)
such Holder or Holders have offered to the Trustee reasonable indemnity against
the costs, expenses and liabilities to be incurred in compliance with such request;
(4)
the Trustee for 60 days after its receipt of such notice, request and offer of
indemnity has failed to institute any such proceeding; and
(5)
no direction inconsistent with such written request has been given to the Trustee
during such 60 day period by the Holders of a majority in principal amount of the
Outstanding [bonds]...
The requirement of indemnity will deter all but the most determined bondholders, since the scope
of the indemnity presumably includes any liability that the trustee may incur to the nondirecting
bondholders by virtue of following the direction. Although the trustee is absolved from liability for good
faith actions taken in accordance with the direction of the holders of a majority of the bonds relating to
the time, place and method of conducting any proceeding or any remedy available to the trustee, or
exercising any trust or power conferred upon the trustee under the Model Debenture Indenture by §
601(c)(4), there remain cases where the indemnity to the trustee may imply indemnity for successful
actions by the nondirecting bondholders. This is a sobering implication for most bondholders who wish
to direct the trustee.
The limitation on bondholder actions contained in the Model Debenture Indenture has generally
been enforced, although the Texas courts held one similar provision invalid as a violation of the open
courts provision of the Texas Constitution. Commentaries 233 n. 22.
c.

Enforcement of Rights and Exercise of Remedies in Default.

Municipal finance defaults confront trustees with a series of strategic issues that must be carefully
considered in order to best serve the interests of bondholders. These include the economic and competitive
conditions in which the obligors operate, the availability of accurate financial data, the value and condition
of collateral, the ability, credibility and stability of management, the nature and materiality of the default,

16

4687269.1

4691583_1

the likelihood that a default can be cured and, if curable, when the cure can be achieved, and, of course, the
provisions of the indenture that may either allow or require certain actions by the trustee.
The primary resource for the trustee who is navigating these often uncertain waters is the trust
indenture. See U.S. Bank Nat’l Ass’n. v. U.S. Timberlands Klamath Falls, L.L.C., 2004 WL 1699057, at
*2 (Del. Ch. July 29, 2004) (“An indenture trustee derives its powers and rights from the indenture
itself”). This process may involve, among other things, meetings or other communications with
bondholders, guarantors and the issuers of credit enhancements, confirmation that liens are duly
perfected, requests by the trustee for indemnity from bondholders, extraordinary administrative fees, and
an analysis of all licenses or franchises of the obligor that are required for its ongoing business operations.
Once the trustee investigates both the nature of the default and the viability of the obligor’s business, it
must then identify those remedies that are available to it, determine which remedies are most suitable
under the circumstances, and the manner in which those remedies can be best implemented. This paper
offers a brief summary of some of the significant remedies that a trustee may choose to exercise upon an
event of default and some thoughts on how the trustee may wish to define those remedies in the indenture.
(i)

Acceleration.

Most indentures empower either the trustee or a percentage of the bondholders to declare the
entire principal amount of the outstanding bonds to be immediately due and payable. See Model Trust
Indenture (“MTI”) § 7.03. Although acceleration is often left to the discretion of the trustee or the
bondholders, bond documents may mandate acceleration in some circumstances. Acceleration by the
bondholders may generally be required upon the direction of the holders of at least 25% of the
outstanding bonds. Direction by the bondholders to accelerate is generally subject to the requirement that
security or indemnity be provided to the trustee. See MTI § 8.02(e).
Upon acceleration by the bondholders, such action may be rescinded, but rescission may require the
consent of a much higher percentage of the bondholders, typically 50% or more, as well as the curing of all
defaults. MTI § 7.02(b). Accordingly, once the bond indebtedness is accelerated, it may be difficult, if not
impossible, to reverse that action. This may prove to be particularly problematic when the parties desire to
engage in meaningful workout negotiations that require maximum flexibility by all interested parties.
Acceleration is an appropriate remedy when the trustee elects to pursue a money judgment for the
principal amount of all outstanding bonds, plus interest, penalties and fees. An indenture may also
require acceleration as a condition to the application of a default rate of interest or to affect a mandatory
redemption of bonds by drawing upon a credit support device.
(ii)

Money Judgment.

Upon default of a municipal conduit issue, the trustee may decide to institute a lawsuit against the
owner of the project and any guarantors of the issue in order to obtain a money judgment. MTI § 7.03.
Of course, the trustee must decide if the proposed defendants have sufficient assets to pay all or a
substantial part of a potential judgment. Absent the maturity or acceleration of the indebtedness
evidenced by the bonds, a lawsuit for a money judgment will be limited to the principal, interest and fees
due and payable as of the date of the judgment. Actions at law for damages may also be instituted in
appropriate circumstances against issuers, underwriters and other participants in the issuance of the
bonds. A judgment in an action on the bonds is also conclusive as to the validity of the bond. See 15
McQuillin Municipal Corp. § 43.160 (3d ed. 1950).
A money judgment allows the trustee to liquidate the total amount of principal, interest and fees
payable to the bondholders. The judgment may be paid in whole or in part by the proceeds from
collateral sales, the application of any funds in the possession of the trustee, the sale of the judgment or,
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of course, any payments made by or on behalf of the judgment debtors. Also, a judgment may enable the
trustee to perfect and enforce a judicial lien on the real and personal property of the judgment debtors. A
judicial lien may be particularly valuable if the judgment debtors are not in bankruptcy and the lien is
perfected more than 90 days prior to the filing of a bankruptcy petition. See 11 U.S.C. § 547 (a judgment
lien perfected within 90 days prior to a bankruptcy petition may be avoided as a preferential transfer).
Once perfected, enforcement of a judicial lien is dependent upon strict compliance with the procedures
prescribed by the state in which the lien is perfected. Enforcement may implicate a variety of statutory
remedies including levy, attachment, garnishment or seizure.
Although the Bankruptcy Code specifically authorizes a trustee to file a claim on behalf of all
bondholders, 11 U.S.C. § 1109(b); see also Bankruptcy Rule 2003(c)(1) and MTI § 7.05, the standing of a
trustee to commence civil litigation on behalf of bondholders is not absolute. It is therefore important for
trustees to first determine if the indenture includes express authority for the trustee to sue for, obtain and
enforce a money judgment on behalf of bondholders and, if so, the nature of the action that is authorized.
See Cont’l Bank, N.A. v. Caton, 1990 WL 129452, at *4 (D. Kan. Aug. 6, 1990) (“Whether the Trustee
has the authority to bring the claims in this suit on behalf of the bondholders must be decided from the
terms of the trust indenture. The rights and powers of the Trustee are a function of the Trust Indenture
and cannot be generally expanded in contradiction of the Indenture by reference to broad common law
principles.”); Central Bank of Denver, N.A. v. Deloitte & Touche, 928 P.2d 754, 755 (Colo. Ct. App.
1996) (“Whether an indenture trustee is authorized to sue is determined by the terms of the indenture of
trust.”); cf. Regions Bank v. Blount Parrish & Company, Inc., 2001 WL 726989 (N.D. Ill. June 27, 2001)
(“Courts allow an indenture trustee to bring tort claims on behalf of the bondholders only when the
indenture carries a broad grant of authority to sue on behalf of bondholders”). See also Class Plaintiffs v.
Seattle, 955 F.2d 1268 (9th Cir. 1992) (trustee authorized to settle bondholder claims against issuer).
(iii)

Mandamus.

The term “mandamus” is derived from Latin and means “we command.” 52 Am.Jur. 2d
Mandamus § 1 (2d ed. 2000). It is a judicial remedy issued by a court of superior jurisdiction to a private
or municipal corporation commanding the performance of an official act required by law. Mandamus is
appropriate to compel a government official or entity to comply with law when the claim is clear and
there is a duty to act. Eugster v. City of Spokane, 76 P.3d 741, 753-54 (Wash. Ct. App. 2003). Since
mandamus is an extraordinary remedy, courts will issue the writ only as a last resort. Therefore, its
application is more restricted than the similar remedy of specific performance. The issuance of a writ of
mandamus rests within the sound discretion of the court and is therefore never ordered as a matter of
right. Many jurisdictions require a person seeking a writ of mandamus to show (1) a clear legal right to
the order that is sought, (2) an imperative duty upon the respondent to perform and a refusal to do so, (3)
the absence of another adequate remedy and (4) the properly invoked jurisdiction of the court. See, e.g.,
Nicholson v. Moates, 159 F. Supp. 2d 1336 (M.D. Ala. 2001).
In the context of municipal finance, a trustee may request a writ of a court of competent
jurisdiction compelling an issuer, its officers or other government officials to perform their duties. For
example, a writ of mandamus may order the assessment and collection of a tax, City of Guymon v. Butler,
92 P.3d 80 (Okla. 2004), increase the rates charged by a utility board, enforce a city ordinance, Engster v.
City of Spokane, 76 P.3d at 41, compel the collection and payment of a special assessment, Foote Co. v.
City of McAlester, 197 Okla. 440, 172 P.2d 617 (Okla. 1946), or compel the payment of improvement
bonds from available funds, Town of Shattuck v. Barcafer, 137 P.2d 238 (Okla 1943).
(iv)

Receiverships.

A receiver is an impartial person that is appointed by a court of competent jurisdiction to receive
rents, manage property and to otherwise act as a custodian of some or all of the assets of another. In most
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jurisdictions, a receivership is an ancillary remedy in aid of the primary object of litigation. See C.E.
Development Co. v. Kitchens, 264 So.2d 510 (Ala. 1972). In other words, a court will appoint a receiver
prior to the adjudication on the merits of an action for another remedy, such as a judicial foreclosure, and
the receiver will possess and preserve property pending the determination of the litigation. See In re
Willows of Coventry Ltd. Partnership, 154 B.R. 959 (Bankr. N.D. Ind. 1993). Conversely, when the bond
documents or the relevant enabling legislation prescribe the appointment of a receiver upon default, it is
arguable that a receivership is not an ancillary remedy but, rather, is a principal remedy for bondholders.
When an indenture default has occurred or is imminent, it may be critical that the trustee or
someone other than the project owner control either the project assets, the disposition of income produced
by the mortgaged property or the revenues received by the obligor. This may be particularly beneficial if
the trustee files a judicial foreclosure proceeding which may involve considerable delay before the trustee
or its assignee can take possession of the relevant collateral. In such circumstances, there is also the
danger that revenues will be diverted to other creditors or that an income-producing property will be
“milked” by collecting revenues in advance and at a discount. By the time that the trustee gets possession
of the property through foreclosure, both past and future revenues may be compromised.
Another instance when a receivership may be particularly beneficial is when an obligor is not
eligible to be a debtor under the Bankruptcy Code. For example, upon payment or covenant default by a
utility board or similar issuer who has breached indenture covenants by, among other things, failing to
maintain adequate rates, providing free service, refusing to maintain adequate reserves for system
maintenance and repairs, allowing waste of system assets or gross mismanagement, the appointment of a
receiver to oversee the day-to-day operations of the issuer may be appropriate.
Under the laws of some states, a receiver will be appointed if there has been a default and the bond
documents and/or the organizational statutes of the issuer provide for a receivership. In some instances, a
receiver may be appointed upon ex parte application. The laws of most jurisdictions, however, provide
that the appointment of a receiver is within the discretion of the court and is not automatic.
Due to the time, expense and uncertainty of obtaining a receiver, a trustee may wish to consider
other alternatives that are permissible under governing state law. Such alternatives may include a
sequestration order or a stipulated order for the collection of revenues, payment of expenses and
application of net proceeds. Also, care must be taken in so-called “single action” states to make sure that
a receivership action will not preclude a subsequent action for foreclosure.
For a recent example of receivership used as a remedy, see Section 7d. below (Recent
Developments – Other Recent Cases of Interest) concerning the suits filed by a trustee in 2008 and 2009,
first in federal and later in state court, against the Jefferson County Alabama Sewer Commission.
(v)

Foreclosure of Real Property.

When a defaulted issue is secured by a mortgage or deed of trust on real property, the trustee will
often enforce those rights through foreclosure. The procedures for foreclosure vary from state to state. In
most cases, the law of the site of the real estate will be applied to determine the nature of the lien created
and the procedures for and consequences of foreclosure. In a number of states non-judicial foreclosure by
exercise of a power of sale is permitted.8 This type of foreclosure depends upon a power of sale clause in

8

States in which the normal method of foreclosure is by power of sale are Alabama, Arizona, Arkansas, California, Colorado,
Georgia, Idaho, Maryland (if deed of trust), Massachusetts, Michigan, Minnesota, Mississippi, Missouri, Montana, Nebraska
(if deed of trust), Nevada, new Hampshire, North Carolina, Oregon, Rhode Island, Tennessee, Texas, Utah (if deed of trust),
Virginia, Washington (if deed of trust), West Virginia and Wyoming.
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the indenture or other mortgage instrument. Such a sale is conducted after advertising, serving and/or
posting of a notice of sale as specified in the indenture and applicable state law. Some states authorize
foreclosure only upon compliance with prescribed judicial procedures.
Not surprisingly, judicial foreclosure involves more time and expense than a power of sale
foreclosure. These judicial procedures are generally designed to protect the interests of the mortgagor.
On the other hand, a judicial foreclosure sale is confirmed by an order or judgment of a court which may
be particularly important to a trustee. A party to a judicial foreclosure action must appeal an unfavorable
ruling within a specified (and generally short) period of time. Therefore, so long as the judicial
foreclosure action is filed in the appropriate court, in the proper jurisdiction, and all necessary parties are
joined and served, the order or judgment of the court will be conclusive of the rights of all interested
parties. Conversely, a power of sale foreclosure may be attacked on a variety of grounds over a longer
period of time. Such grounds may include allegations of a defective notice of default, the absence of a
default, inadequate notice of sale, payment, defects in the foreclosure sale, collusive bidding, fraud, or
realization of a grossly inadequate purchase price.
In a few states, a debt that is secured by a mortgage may be enforced only by a judicial
foreclosure action in which a judgment for a deficiency may be obtained. This requirement may not be
waived by agreement at the time that the mortgage is executed. In those jurisdictions, if a mortgagee sues
initially for a money judgment, it will lose the right to later foreclose the mortgage. Similarly,
enforcement of a security interest in personal property collateral may bar a later foreclosure on a real
estate mortgage. This is often referred to as the “single action rule.”
A number of states have appraisal statutes that require an appraisal of the value of the mortgaged
property before a foreclosure sale can be conducted. Most appraisal statutes specify a percentage of the
appraised value that must be paid by a purchaser in order for a sale to be confirmed. In some states,
appraisal statutes are applicable to situations where the mortgagee desires to obtain a deficiency judgment
against the obligor and any guarantors. In most states with appraisal statutes, however, a mortgagor may
waive its appraisal rights.
Of great concern to a trustee is the potential for liability if the mortgaged property does not
comply with governing federal and state environmental laws. For example, the Comprehensive
Environmental Response, Compensation and Liability Act of 1980 (“CERCLA”) imposes liability for
cleanup costs and consequential damages attributable to the presence of the hazardous substances that are
subject to the legislation. Trustees should exercise extreme caution before foreclosing on any real
property since such action could create significant liabilities for the trustee.
(vi)

Deed In Lieu of Foreclosure.

In limited circumstances, a trustee and a mortgagor may consider a deed in lieu of foreclosure. In
consideration of the trustee not proceeding with foreclosure, the mortgagor deeds the mortgaged property
to the trustee. Such a procedure has both significant advantages and substantial disadvantages, as well as
the potential for considerable uncertainty. Indeed, knowledgeable lawyers disagree as to the effect and
consequences of a deed in lieu, and some lawyers simply advise clients to avoid them in all situations.
The primary benefit of a deed in lieu of foreclosure is that all interested parties can avoid the
costs and delays associated with foreclosure, particularly judicial foreclosure. It is also beneficial by
avoiding the redemption periods that may arise upon foreclosure, which enhances the value of the
conveyed property. A deed in lieu will also enable a trustee to more efficiently take possession or control
of the property, thus protecting it from vandalism, theft and waste, and allowing the control of the
property to be transferred from the mortgagor to the mortgagee in a cooperative, efficient and businesslike manner. It also reduces the prospects that the value of the property will be reduced due to an
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eventual bankruptcy. Moreover, there may be a public relations cost to a mortgagee that takes ownership
and control of a business property through legal process.
If the mortgaged property remains under construction, a trustee should determine the value of the
property and the cost of completing construction, either completely or to a point that preserves the value
of the improvements for potential purchasers. Unpaid subcontractors and suppliers must also be
identified, since their lien rights against the property are not cut off by delivery of a deed in lieu of
foreclosure. Indeed, if junior mortgages, liens and other encumbrances that are subordinate to the
indenture are significant, a deed in lieu of foreclosure is likely not advisable. A thorough and current title
search is essential to a deed in lieu of foreclosure. The ability to legally obtain a deficiency judgment
must also be determined. Trustees and their counsel must also make a specific determination that a deed
in lieu of foreclosure is not only advisable, but also permissible under the terms of the indenture.
(vii)

Involuntary Bankruptcy.

Although bankruptcy-related issues will be addressed in another BAW session, it must be noted that
the filing of an involuntary bankruptcy petition can be an extremely valuable part of a trustee’s arsenal of
remedies. An involuntary bankruptcy petition may be considered when an obligor is mismanaging or, more
drastically, misappropriating assets that would otherwise be available to the trustee or other creditors.
Since the financial affairs or the business of a person or entity could be severely damaged by the
filing of an involuntary petition against it, the Bankruptcy Code authorizes the court to enter a judgment
against the petitioners and for the debtor for costs, damages and attorneys fees if the petition is filed in
“bad faith”. See 11 U.S.C. § 303(i)(2). Trustees and other creditors should therefore be cautious in their
consideration and filing of an involuntary petition.
(viii)

The Remedies Provisions in the Indenture.

Due to the variety of remedies that are potentially beneficial to a trustee and the bondholders it
represents, due regard should be given by the trustee and its counsel to the remedies provisions in the
indenture. In the MTI, the remedies upon default are provided by § 7.02 (Remedies on Default) and §
7.03 (Additional Remedies).
By design, the MTI does not specifically authorize the trustee to file securities actions on behalf
of bondholders. MTI Commentary § 7.03. The Commentary to § 7.03 provides an example of a
provision that specifically authorizes such lawsuits:
Trustee is authorized to file securities lawsuits on behalf of Bondholders if such filing is
deemed appropriate within the Trustee’s sole discretion. Any recovery thereunder shall
be for the benefit of the Trust Estate, provided if the Trustee, in its sole discretion,
determines that joining such suit with claims to be made by former Bondholders is likely
to be for the benefit of the Trust Estate, such joinder may be made and the Trustee may
pursue such suit on behalf of current and former Bondholders. Any recovery from such a
suit shall be pro rata between current and former Bondholders, with recovery for current
Bondholders allocated pursuant to Article VII.
As previously noted, a trustee’s authority to file suit depends upon the language of the indenture.
The trustee and its counsel must therefore decide during the drafting of the indenture if broader authority
is desirable or appropriate under the circumstances. As noted in the Commentary, “…[a]n informed
decision regarding inclusion of such a provision should be made by the Trustee, based upon the advice of
Counsel. Of particular interest to the Trustee in such case will be other relationships the Trustee has to
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the participants in the transaction and the availability of resources to finance any such litigation, including
the Funds held under the Indenture.” MTI Commentary § 7.03.
Several NABL members have been requested to provide expert testimony concerning the
standard of care owed by trustees and their counsel when reviewing and/or negotiating the remedies
provision of an indenture. Such litigation often arises after a court’s dismissal of an action by a trustee on
the grounds that the indenture does not confer upon the trustee standing or authority to bring the action on
behalf of bondholders. Trustees should therefore be mindful of case law which is refining the standards
by which a third party claim is authorized or precluded. See Class Plaintiffs v. City of Seattle, 955 F.2d
1268 (9th Cir. 1992) (authorizing trustee to prosecute and settle third party claims); Premier Bank v.
Tierney, 114 F. Supp. 2d 877 (W.D. Mo. 2000) (trustee does not have standing to pursue tort claims).
5.

Third Party Litigation In Bond Transactions.
a.

Insurance Insolvencies.

In cases where insurance company products provide significant credit support for the bond issue,
insolvency of the insurance company can create serious problems for the trustee. Insurance company
insolvencies are governed entirely by state law, and under the laws of most states, exclusively by the state
of organization of the insolvent insurer. Furthermore, courts of other states generally will not interfere on
grounds of comity, and will defer to the receivership court decisions. See Bard v. Charles R. Myers Ins.
Agency, Inc., 839 S.W.2d 791 (Tex. 1992); Bryant v. Shields, Britton & Fraser, 930 S.W.2d 836 (Tex.
App. 1996).
As a result, the trustee has no choice but to become involved in the insolvency forum if its claim
is a significant portion of the value of the trust estate. In so doing, it will necessarily become subject to
the local insurance receivership proceeding. In addition, the laws governing insurance company
insolvencies are generally modeled after uniform state acts proposed by the National Association of
Insurance Commissioners, which are motivated primarily by a desire to protect individual policyholders
and are somewhat less concerned about institutional claimants to the insurance company funds. As a
result, state court proceedings can present real difficulties to the trustee as the trustee attempts to establish
its right to receive payment under its instrument in competition with clearly needy individuals.
The trustees in the Executive Life Insurance Company and Mutual Benefit Life Insurance
Company insolvencies were granted recognition as the proper parties to assert claims based upon
insurance products issued by those insurance companies. The treatment accorded trustees by the
insurance insolvency process was anything but accommodating.
(i)

Executive Life Insurance Company Litigation.

In 1986, eight bond issues were completed in Colorado, Louisiana, Nebraska, Tennessee and
Texas totaling approximately $1.85 billion in principal amount. Each of the bond issues was rated
“AAA” by Standard & Poor’s Corporation (“S&P”) by virtue of the guaranteed investment contract
arrangements described below. All of the issues were substantially similar, with the bonds issued under a
trust indenture pursuant to conduit financing statutes for the stated purposes of financing housing and
similar permitted purposes under the local acts. In fact, the trustees were required to invest the proceeds
of the bond issues in guaranteed investment contracts (“GICs”) issued by Executive Life Insurance
Company ("ELIC") of Los Angeles. The GICs contained provisions making withdrawals difficult and
expensive. The indentures contained stringent provisions for making loans from the bond proceeds. As a
result, substantially all of the funds remained on deposit with ELIC.
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In 1989, ELIC's junk bond portfolio came under severe pressure as a result of the collapse of the
junk bond market. Massive policy withdrawals resulted, but ELIC continued to insist that it retained the
liquidity to meet any predicted level of withdrawals. After ELIC announced large losses in its 1989 fiscal
year, S&P reduced its rating on the bond issues. As the junk bond market continued its decline in 1990 as
a result of the bankruptcy of Drexel Burnham Lambert, the run on ELIC policies continued. The bond
trustees were caught between aggressive bondholders demanding that the trustees act to withdraw funds
from the GICs and the provisions of the indentures which required that they maintain all funds available
for investment in the GICs. In addition, the GICs did not permit withdrawal of all of the funds, and
imposed heavy withdrawal penalties on funds that were permitted to be withdrawn. Furthermore, the
bonds and the GICs were not in default, and ELIC continued to assure the trustees that it could survive
any policyholder run without liquidating its heavily depreciated junk bond portfolio.
In 1991, ELIC again announced a substantial loss and the policyholder run began again. The
newly elected California Insurance Commissioner moved on April 11, 1991 to begin a conservatorship of
ELIC. Almost immediately, the Insurance Commissioner announced that he had no sympathy for the
trustees as holders of the GICs, viewing them as sophisticated investors who should be treated differently
than the individual policyholders of ELIC, despite the fact that the California Department of Insurance
had been aware of the existence of the GICs for over four years and had taken no action to force ELIC to
terminate the contracts. Following the move by the California Insurance Commissioner to obtain an order
permitting interim benefit payments to all policy holders except the trustees and holders of similar
pension guaranteed investment contracts, the value of the bonds backed by the GICs dropped as low as
nineteen cents per dollar of face amount.
During the summer, the trustees began a declaratory judgment action to have the GICs
determined to be policies of insurance that were entitled to pari passu treatment with the other policy
holders of ELIC. The trustees spent almost two years litigating their right to be treated as holders of
insurance products with other policyholders, prevailing in the trial court and ultimately on appeal.
See also Texas Commerce Bank v. Garamendi, 11 Cal. App. 4th 460, (Cal. App.1992).
Following the trial on the priority of the GICs, the Insurance Commissioner conducted an auction
for the junk bond portfolio and life insurance business of ELIC. Despite substantial complaints from the
trustees and others, the assets and the life business were sold to a consortium backed by certain French
companies. The junk bond portfolio, with a face value of over $6 billion dollars was sold to an affiliate of
Credit Lyonnais for approximately $3.25 billion. The bonds were transferred to the purchaser in
March 1992. Various estimates were made of the value of the junk bond portfolio at the time of the
transfer, but most indicated that the bonds had a value of between $800 million and $2 billion more than
the purchase price on the date that the bonds were transferred. However, the Insurance Commissioner
claimed that assuming that the GICs were determined on appeal not to be insurance products, the other
policyholders would recover close to ninety-two cents per dollar of contract value. As a result of the
trustees’ success on appeal, the estimate by the Insurance Commissioner of the policyholders’ recovery
was lowered to approximately seventy cents per dollar of contract value.
The Insurance Commissioner then proposed a scheme whereby the trustees would be ignored in the
rehabilitation proceeding and instead each bondholder would be required to come forward and prove the
amount that the bondholder had paid to purchase its bonds. The purchase price would be the maximum
amount payable to any bondholder, but bondholders who purchased after the date that the rehabilitation
proceeding commenced would receive only the amount equal to the market value of the bonds on the date
that the rehabilitation commenced, variously estimated at between nineteen and thirty-two cents per dollar
of face value of the bonds. The market value of the bonds dropped from the high forty cent range to as low
as twenty five cents following the trial court ruling upholding this proposed plan in July, 1992. The trustees
obtained a writ of mandamus from the California Court of Appeals to prevent implementation of the plan.
23

4687269.1

4691583_1

The trustees were able to overturn the ruling of the trial court in the California Court of Appeals in March,
1993. See Commercial Nat’l Bank v. Superior Court, 17 Cal. Rptr. 884 (Cal. App. 1993).
As an aside, it is interesting to note that the Insurance Commissioner attempted, before the
decision in Commercial National Bank to disqualify the trustees from further action in the case because of
the conflict of interest between the par buyers of the bonds, who would have received slightly more for
their bonds as a result of the scheme, and the secondary market buyers of the bonds, who would have
received substantially less. The trustees were able to conclude that their duty was to maximize the value
of the recovery to the trust estate without regard to the ultimate division of the recovery among
beneficiaries, a position that appears to be supported by the case law, although a different result might
have been reached had any of the trustees held a substantial amount of the bonds acquired at a discount.
Finally, after further litigation on the value of the assets available for payment, the amount
available for payout was raised from the seventy cent estimate to approximately eighty two cents for those
who continued as policy holders and to seventy six cents for those who chose a cash payment.
Following further plan amendments as a result of the second appellate decision, the trial court
again ruled in favor of the rehabilitation plan proposed by the Insurance Commissioner and on September
3, 1993, more than two years after the initial rehabilitation was begun, the assets of ELIC were transferred
pursuant to the plan and its insurance liabilities were restructured and assumed by a new life insurance
company backed by the French group. At that time, the trustees received their first payments from the
GICs since the start of the rehabilitation proceeding, and were able to reimburse themselves for a portion
of their expenses incurred in pursuing the ELIC litigation.
A series of settlement attempts, begun by major bondholder groups, continued throughout the fall
and winter of 1993, finally terminating in January 1994. Following the termination of settlement talks,
the trustees sought and obtained orders from state courts authorizing them to opt out of the rehabilitation
plan and receive a slightly smaller amount than they would have received had they continued as policy
holders in the new company.
(ii)

Mutual Benefit Life Insurance Company.

In the period 1985-1990, Mutual Benefit Life Insurance Company of New Jersey (“Mutual
Benefit”) engaged in a relatively aggressive real estate investment program including, in part, multifamily housing tax exempt bond issues. During those years, apartment projects were financed and
refinanced with bonds issued in a number of states, mostly in the East.
In July 1991, for reasons that included the public perception of the quality and value of Mutual
Benefit’s real estate investment, there was a “run on the bank” and Mutual Benefit was placed into an
insolvency/rehabilitation proceeding in New Jersey. The Insurance Commissioner of the State of New
Jersey was appointed as rehabilitator for the company.
When Mutual Benefit was placed under court protection in the insolvency proceeding, there were
44 bond issues outstanding. This number was comprised of three general groups’ issues where the financed
project was entirely owned by a Mutual Benefit subsidiary and the bonds were guaranteed by Mutual
Benefit, issues where the financed project was partially owned by a Mutual Benefit subsidiary and the bonds
were guaranteed by Mutual Benefit and issues where the financed project was not owned at all by any
Mutual Benefit related organization but the bonds were guaranteed by Mutual Benefit. The third category
was relatively small and consisted of transactions where Mutual Benefit has sold its interest in the project.
Although the precise arrangements under the various documents were slightly different in a
number of cases, in all 44 situations, the insolvency/rehabilitation proceeding of Mutual Benefit created
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an event of default under the bond issues. However, the New Jersey court handling the insolvency/
rehabilitation proceeding entered an injunction preventing foreclosure or any other judicial action with
respect to the claims against Mutual Benefit or its subsidiaries. Although any of the trustees could simply
have initiated foreclosure and other remedial actions under the laws of the project's state (in all cases, not
New Jersey) and take the chance that it could win in court the argument that the New Jersey court lacked
appropriate jurisdiction for its injunction, none chose to do so. The trustees filed a lawsuit in New Jersey
specifically alleging the court did not have appropriate jurisdiction for its actions, including the
injunction. An adverse decision in that suit was appealed to the New Jersey Supreme Court without
success.
The trustees argued that they would be foreclosing against partnerships merely related to Mutual
Benefit, not therefore directly affecting any asset of Mutual Benefit. The New Jersey courts, without
precedent, found that Mutual Benefit had interests in the owning partnerships and therefore actions which
would affect partnership assets would affect assets of Mutual Benefit. Legal support for the holding was
found in allegedly analogous bankruptcy cases, but attorneys for the trustees contested the relevance and
substantive reading of those cases.
With foreclosure not a viable option, the trustees were left to await the rehabilitation plan of the
Insurance Commissioner, and possibly negotiate with his representatives on settlement. Several issues
were successfully settled either through overall sale of the facility and a split of the proceeds or by
consummating a refinancing with Mutual Benefit receiving a particular interest.
The rehabilitation plan, as initially drafted, allowed the Insurance Commissioner the choice of
either liquidating a particular project and giving to the bondholders the money received (up to the “value”
of the facility as of the date the rehabilitation plan was filed) or entering into a refinancing where Mutual
Benefit retained ownership of the facility and gave the bondholders instruments approximately equal to
the same value. When taken to court for approval, the plan was modified by the New Jersey court to give
unsecured creditors, including the trustees to the extent of claims beyond their secured claims, a right to
receive a share in the new Mutual Benefit after rehabilitation.
A number of the trustees were active in settlement negotiations with Mutual Benefit throughout
the period following the event of default. For a number of projects the trustees negotiated modification
agreements with the Insurance Commissioner whereby each project could be refinanced on the basis that
current net operating income would support the refinancing and future increases therein would be split
between Mutual Benefit and the bondholders or their assignees.
The Mutual Benefit bond issues were fairly evenly split between publicly sold and widely held
issues and privately placed and closely held issues. Given the existence of the publicly offered
transactions, the trustees and Mutual Benefit had to design some way to facilitate a “cram down” for any
settlement. Therefore the modification agreements provided that the refinancing was to be approved by
50% in aggregate principal amount of the bondholders. Once that level of approval was received, if
100% bondholder approval were necessary for any aspect of the refinancing and not available, there
would automatically be a prepackaged bankruptcy for the project.
b.

Securities Law Claims.

The trustee may have the right to assert claims belonging to the bondholders for violations of the
securities laws in connection with the original offering of the bonds. In general, the trustee is recognized
as having the right to serve as virtual representative of the trust beneficiaries subject to meeting certain
requirements. This rule is best illustrated by the Washington Public Power Supply System (“WPPSS”)
litigation pursued by Chemical Bank. See Class Plaintiffs v. City of Seattle, 955 F.2d 1268 (9th Cir.
1992). The trustee was found not to have authority to assert claims belonging to bondholders for
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violations of the securities laws. The court held that the right of a trustee to bring a securities fraud suit
on behalf of bondholders can only be based on the explicit assignment of that right to the trustee in the
indenture. When preparing a Trust Indenture as bond counsel, or reviewing it as counsel to the Trustee,
care should be taken to carefully consider whether specific language granting the Trustee power to bring a
suit must be found in the literal language of the indenture. (For example, the language in the WPPSS
Indenture, which was found to be sufficient to enable the trustee to bring the suit, afford the trustee to
“protect and enforce. . .rights of the holders of the bonds. . .in the enforcement of any other legal or
equitable right.”).
The Indenture in Regions Bank v. Blount Parrish & Co., Inc., 2001 WL 726989 (N.D. Ill. 2001)
in contrast, permitted the trustee to pursue “any available remedy” at law or in equity to collect the debt
service on the Bonds. For highly rated or insured transactions, such a provision may not be critical. For
unrated transactions, especially those utilizing unusual security structures or technologies, such as wasteto-energy projects, specific language may prove to be extremely beneficial to the Trustee post-default.
Cases allowing the trustee to proceed in the absence of the bondholders without specific authority rely on,
among other things, the notion of virtual representation. See, e.g., Lower Colorado River Authority v.
Chemical Bank & Trust Co., 185 S.W.2d 461 (Tex. App. 1945). It should be noted, however, that a
number of federal courts have held that the power to bring such a suit must be found in the literal
language of the indenture. Navarro Sav. Ass’n. v. Lee, 446 U.S. 458, 464-65 (1980); Kusner v. First
Pennsylvania Corp., 531 F.2d 1234, 1239 (3d. Cir. 1976).
c.

Claims Against Officers and Directors.

Other common targets for third party litigation include directors and officers of the obligor if their
acts can be shown to have been in violation of a duty owed to creditors. Since the creditors’ rights are
generally considered to be governed solely by contract, with no implied covenant of fair dealing9, the duty
of directors and officers to creditors is very limited in the ordinary case. Most states, however, have
adopted some version of the trust fund doctrine, which holds that the assets of an insolvent corporation
become a trust fund for the benefit of the creditors of the corporation, and that the directors have a duty to
conserve those assets for the benefit of the creditors. If the directors or officers have taken actions that
are detrimental to the interests of the creditors while the corporation was arguably insolvent, it may be
worthwhile to examine the possibility of a claim against the directors. See U.S. Trust Co. of New York v.
Alpert, 10 F. Supp. 290 (S.D.N.Y 1988), holding trust distribution to unit investment trusts, in settlement
of securities fraud claims arising from the default of bonds held by trusts, were payable, under the terms
of the relevant trust indentures, to investors who were record unit owners when the trusts came into
possession of the distributions, and not to investors who disposed of their interests before that date. See
also Bluebird Partners, L.P. v. First Fidelity Bank, N.A., 767 N.E. 2d 672 (N.Y. 2002.)
6.

Other Issues Affecting or of Concern to Trustees.
a.

Power to Settle or Compromise Claims.

Trustees may find it necessary to determine whether they have the power to settle claims
belonging to the trust estate under the relevant terms of the indenture. Indentures typically include
language addressing the power of the trustee to file proofs of claims in bankruptcy court. See Model
Debenture Indenture, § 504. This provision was required by the Bankruptcy Act, as well as 15 U.S.C. §
9

Lorenz v. CSX Corp., 1 F.3d 1406 (3d Cir. 1993); Rodin Properties-Shore Mall v. Cushman & Wakefield of Pa., Inc. 49 F.
Supp. 2d 728 (D.N.J. 1999); but see In re Hennepin County 1986 Recycling Bond Litig., 517 N.W.2d 63, 1994 WL 226972
(Minn. App. May 31, 1994) (noting the implied covenant of good faith and fair dealing in bond indenture), aff’d as to this
finding, reversed and remanded as to other findings, 540 N.W.2d 494 (Minn. 1995)
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77qqq. Most authorities conclude that while this language may prevent the trustee from compromising the
bondholders’ claims against the obligor by voting for a plan of reorganization, it does not affect the ability
of the trustee to compromise other claims belonging to the trust estate, such as securities law claims, claims
against directors and officers, and claims against other parties such as credit enhancers or conduit obligors.
One of the claims advanced by a bondholder group in the WPPSS litigation related to the power
of the trustee to compromise claims belonging to the trust estate. After analyzing the applicable
provisions of the bond resolution and governing law, the Ninth Circuit held that in the absence of express
language in the bond resolution to the contrary, the trustee was authorized to settle or compromise
bondholders’ claims under the laws of the States of New York and Washington.
State declaratory judgment acts may provide an opportunity to the trustee to obtain judicial
sanction by way of a class action suit against bondholders for declaration of the trustee’s power to settle the
claim or judicial approval of a proposed compromise. The power to settle a claim, however, does not
relieve the trustee from the responsibility to recover the maximum amount for the trust estate, and the
trustee may be exposed to suit by the bondholders in the event that the compromise yields less than other
available courses of action. Cogdell v. Ft. Worth Nat’l Bank, 544 S.W.2d 825 (Tex. App. 1976) (citing the
following criteria for the trustee to consider in determining whether a settlement agreement is reasonable:
(1) the probable validity of the claims, (2) the apparent difficulties in enforcing the claims through the
courts, (3) the collectability of a judgment recovered, (4) the delay, expense and trouble of litigation, (5)
the amount of the compromise as compared with the amount and collectibility of a judgment, and (6) the
views of the parties involved, pro and con.); In re Ortiz’ Estate, 26 Del. Ch. 240 (1942). In addition, courts
have recognized that, although not solely dispositive, a trustee’s reliance on the advice of counsel
“persuasively rebuts a claim of breach of duty when the decision concerns a matter so dependent on legal
expertise as whether to institute litigation.” Estate of Stetson, 345 A.2d 679, 688 (Pa. 1975). Given the risk
of retroactive evaluation of the options, the trustee may wish to seek judicial approval of any proposed
settlement even if it is not necessary under state law and the terms of the indenture.
Delta Airlines, Inc. (Bankr., S.D.N.Y., 4/25/07, Case No. 05B17923), involved a hard fought
settlement among the Kenton County Airport Board (“KCAB”), the trustee for certain KCAB corporate
bonds secured by a Delta Airlines airport lease, and Delta Airlines (“Delta”), negotiated in conjunction
with the Delta bankruptcy filing in 2005. The settlement was overwhelmingly approved by majority of
Bondholders (approx. 89% by number, 97% by dollar) and was approved by the bankruptcy court.
However, five non-consenting bondholders objected to settlement on various grounds, including an
argument that the trustee lacked authority to bind bondholders to settlement for less than 100% principal
and interest without their consent, based on the “non-impairment” clause typically found in corporate
bond indentures and corresponding TIA § 316(b). The non-consenting bondholders made no argument
that the settlement was not reasonable or beneficial to bondholders and did not argue against supremacy
of the Bankruptcy Code per se. The court ruled against the bondholders, finding that the “nonimpairment” clause applies only to consensual agreements and modifications outside bankruptcy context,
and citing in its analysis the other indenture powers granted to trustee upon an event of default to exercise
remedies as the trustee in its discretion may determine and as it may be directed by written request of the
owners of a majority in principal amount of the bonds.
b.

Payment Issues.
(i)

Recovery of Costs and Expenses.

Success in seeking recovery of funds for bondholders creates its own set of issues. Most
indentures permit the trustee to reimburse itself for the costs of seeking recoveries before determining the
amount to be distributed to bondholders. Model Debenture Indenture § 506. If the indenture does not
27

4687269.1

4691583_1

explicitly provide for such recoveries, some state laws will provide the necessary authority. For example,
Tex. Prop. Code Ann. § 114.063(a) provides:
(a)
A trustee may discharge or reimburse himself from trust principal or income or
partly from both for:…(1) advances made for the convenience, benefit, or protection of
the trust or its property; and (2) expenses incurred while administering or protecting the
trust or because of the trustee’s holding or owning any of the trust property.
In the absence of helpful indenture provisions or state law, there are common law doctrines that
may also be helpful. For example, Texas jurisprudence also confirms the right of a trustee to
indemnification from liability or reimbursement of funds advanced in protection of the trust or its
property. See Du Pont v. Southern Nat’l Bank, 771 F.2d 874, 887 (5th Cir. 1985), citing Restatement
(Second) of Trusts, § 233 comment g (1959); West Texas Bank & Trust Co. v. Matlock, 212 S.W. 937,
941 (Tex. Comm’n App. 1919). And, while this authority supports the contention that litigation expenses
incurred in defending actions brought against the trustee, the trust or its property are properly
reimbursable, the rules espoused in these opinions apply equally well to litigation initiated by the trustee
to protect the trust or its property. Tex. Prop. Code Ann. § 113.111(b); Austin v. Austin Nat’l Bank, 488
S.W.2d 586, 590 (Tex. App. 1972) rev’d on other grounds, 503 S.W.2d 759 (Tex. 1973) (dicta).
In some cases, it has been suggested that the right to indemnity or reimbursement is conditioned
upon the qualification that the litigation not be the fault of the trustee or the result of his negligence. West
Texas Bank, 212 S.W. at 941 (“It is well settled that the trustees should be allowed to pay out of the trust
fund all expenses of litigation concerning such fund, in the event the litigation is forced upon them”); Du
Pont v. Southern Nat’l Bank, 575 F. Supp. 849, 863 (S.D. Tex. 1983) (Generally, an expense is properly
incurred when it can be shown that the expense (i) is not excessive in amount, (ii) is beneficial to the
beneficiaries and the trust estate and not solely for the benefit of the trustee; and (iii) is not caused by the
personal fault or error of the trustee).
In the worst case, where applicable common law does not help, the trustee should consider
insisting on indemnification before undertaking expensive remedies, but application of the prudent person
standard may leave the trustee with the unpalatable choices of incurring major expenses litigating
recoveries or incurring even greater expenses in defending itself against breach of trust claims.
Additional problems may arise where the trustee has been named a defendant in some of the
litigation involving the bond issue, such as securities law claims, and has also taken affirmative action to
obtain recoveries elsewhere. Retroactive allocation of expenses between the two activities may be
difficult and time consuming, and bondholders may properly take the position that it is the trustee’s
responsibility to allocate expenses properly between the two activities.
(ii)

Proper Allocation of Recoveries.

After resolving the amount available to the trustee, the trustee must then deal with a series of
issues that have become controversial in recent years. The first is the allocation between par buyers and
discount buyers. Typically, as bonds default, a number of holders will sell their bonds at a discount to
secondary market purchasers who specialize in speculating in defaulted bond issues. Those buyers may
be merely speculating, or they may be seeking to acquire control of the obligor or the project.
Several trial courts have been persuaded that the equities favor the original investors over the
secondary market purchasers and have either implemented or approved schemes that sought to implement
arrangements that favored the par buyers over the discount buyers. For example, in the ELIC
conservatorship discussed above, the trial court originally approved a scheme whereby the recovery of the
holders of bonds backed by ELIC guaranteed investment contracts would be based upon the price that
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each holder paid for the bonds held by that holder. The court was not concerned apparently by testimony
that the activities of the discount buyers in purchasing bonds in the secondary market served a valuable
purpose and that the proposed scheme would destroy the secondary market for defaulted bonds since a
secondary market buyer could only lose money, never make money under the scheme unless the recovery
reached the par amount of the bonds.
The two courts that have considered the issue both rejected the ELIC trial court proposals, finding
that the trustee was bound by its contract with the bondholders and had no authority to implement a
discriminatory scheme, even under court order, and that the courts had no authority to ignore the
requirements of the contractual language of the indentures. Leverso v. SouthTrust Bank, 18 F.3d 1527
(11th Cir. 1994).
Note that in the WPPSS litigation, the district court concluded that the securities law and tort
claims of the original bondholders were not automatically assigned to the purchasers of their bonds, and
required in connection with the settlement that the original purchasers receive the additional amounts that
were designated under the settlement agreement for payment of those claims. Class Plaintiffs v. City of
Seattle, 955 F.2d 1268, 1283-84 (9th Cir. 1992).
(iii)

Right to Default Interest Payments.

A related issue deals with payments of defaulted interest. Most indentures explicitly provide for
the termination of the right of the holder on the record date to receive payment of interest if the interest is
not timely paid. See § 307 of the Model Debenture Indenture. However, not all indentures contain this
provision. In cases where the indenture does not contain such a provision, it is not unusual for a former
holder to come forward and assert a right to payments attributable to defaulted interest. The correct
outcome should be that the current holder of the bond issued upon transfer of the prior holder’s bond is
entitled to the interest payment by virtue of the provisions of Section 8-301 of the Uniform Commercial
Code. However, the issue is not litigated frequently, and caution may dictate that the trustee secure
approval of a court of the method of determining the payees before parting with the payment evidencing
defaulted interest if the indenture is not clear on the subject.
c.

Communications With Bondholders.
(i)

Potential Liability.

Although Central Bank of Denver, N.A. v. First Interstate Bank of Denver, N.A., 511 U.S. 164, 114
S. Ct.. 1439 (1994) reduced considerably the scope of a trustee’s potential liability for securities fraud in
connection with a bond issue, there are some who believe that it was not eliminated. See Robert P. Varian,
“The Demise of Aider-And-Abettor Liability Under Rule 10B-5: The Implications for Banks and Trust
Companies”, 112 Banking L.J. 246 (1995). There also seems to be a potential for problems when the trustee
prepares a notice to bondholders regarding the progress being made in connection with the recovery or
administration of a defaulted bond issue rather than merely transmitting a notice prepared by the issuer. In
fact, one SEC staffer has been quoted as saying that a trustee could face both civil liability and enforcement
proceedings if it knowingly assisted an issuer in disseminating false information in Rule 15c2-12 reports.
See Lynn Hume, “SEC Says Fraud Liability Applies to Trustees Too”, The Bond Buyer (June 7, 1995).
(ii)

Dealing with Inside Information.

Trustees in the process of dealing with defaulted bond issues frequently have access to
information that is not available to the market. The information frequently is material to the market price
for the bonds. There is some debate about the proper legal theory for holding that a trustee has a duty
with respect to inside information received by it. See, e.g., Harvey L. Pitt and Karl A. Groskaufmanis, “A
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Tale of Two Instruments: Insider Trading in Non-Equity Instruments,” 49 Bus. Law 187 (November
1993). The trustee may find itself in a double bind with respect to confidential market sensitive
information that is provided to it by the obligor. Unless the information is authorized by the indenture to
be made public, the trustee does not have clear authority to disclose nonpublic information received by it
by virtue of its relationship to the obligor under the indenture to the market. At the same time, the trustee
may have a duty to disclose the information to the bondholders. If it discloses to the bondholders without
making disclosure to the broader market, it is not clear that the trustee necessarily escapes liability if a
bondholder sells his bonds on the basis of the information to a new buyer to whom the information is not
available. See ABA Committee, “Proposed Disclosure Guidelines for Corporate Trustees.”
One of the reasons for the amendment to Rule 15c2-12 regarding continuing disclosure
obligations of obligors on bonds stated by the SEC was to remedy the lack of authority for disclosure by
trustees of information given to them by obligors on bonds. See SEC Release 33-7049, at 31, n.91
(March 9, 1994).
On March 13, 2008, the National Federation of Municipal Analysts (“NFMA”) published its
“White Paper on Federal Securities Laws Relating to Municipal Securities.” The Among other things, the
White Paper provides a summary of federal securities law relating to municipal securities, and includes
discussion of “insider trading” issues in the municipal market (in which it argues that concerns over
potential insider trading liability from voluntary secondary market disclosure by obligors involving
analyst or bondholder inquiry is in most circumstances overwrought or misplaced). See in particular item
C in “Frequently Asked Questions” which discusses issues relating to requests by an obligor or trustee for
proof that an inquiring analyst is a current bondholder before responding to its request for information.
(iii)

Mechanical Problems in Sending Notice to Bondholders.

Actually getting notice to beneficial owners of bonds can be a major challenge for the trustee.
Most bond issues since 1987 or so have been issued through The Depository Trust Company’s (“DTC”)
book entry system, which involves immobilized certificates evidencing ownership of the bonds which are
registered in the name of the nominee for DTC. Certain securities firms who are the DTC participants are
able to have DTC record their ownership positions in the bond issues held by DTC.
Customers of those firms are able to have their ownership of the bond issue reflected on the
books of the participating securities firm. Securities firms (indirect participants) that are not DTC
participants arrange to have their ownership positions handled by a DTC participant firm, and their
customers are then able to have their positions in the securities reflected on the books of the indirect
participant. Many of the customers of the direct or indirect participants may themselves be broker-dealers
or banks who hold for other persons, and so forth. Actual beneficial ownership may be many levels
removed from DTC itself.
Since DTC serves as nominee for over 1,000,000 bond issues, it receives several feet of paper
every day containing various notices from obligors and trustees related to bond issues. Unless a DTC
participant requests copies of a notice sent by a trustee, DTC does not routinely forward notices that it
receives, although it does notify the DTC participants of the availability of notices with a listing by issue
of the notices that it has received, together with a listing of the first 80 characters of the notice. In order
for the trustee to be assured that notice has been received by the DTC participants that hold its issue, the
trustee must request a position listing from DTC for the bond issue and mail the notice to the DTC
participants who are identified on the position listing. Those firms may have an obligation to forward the
notice to their beneficial owners, although that is not entirely clear.
In order to assure the maximum distribution of the notice, the trustee should contact the DTC
participant, and request a listing of “nonobjecting beneficial owners” (a NOBO list, i.e. the beneficial
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owners who have not objected to the disclosure of their names and addresses as holders of the bonds), as
well as undertaking to furnish required copies and pay the cost of forwarding the notice to those
beneficial owners who do object to having their names disclosed. In addition, the DTC computerized
system for displaying legal notices reproduces the first 75 or so characters of text in the notice on the
computer screen of participants accessing the system. For this reason, the first text at the top of any
notice to bondholders sent to DTC should have a short description of the notice content sufficient to
convey a sense of what is in the notice. An example of the types of problems that can arise is discussed in
the case In re City of Colorado Springs Spring Creek Gen. Improvement Dist., 177 B.R. 684 (Bankr. D.
Colo. 1995).
d.

“Coerced” Tenders.

The name "coerced tenders" has been coined to describe transactions occurring with increased
frequency in which bondholders are effectively induced to sell their bonds at a price not determined by
market forces but rather at a price determined by an investment banking firm acting in concert with the
borrower and, to the mounting distress of the institutional bondholder community, the trustee. Often in
such transactions the borrower, acting through the trustee, simultaneously issues an "optional" tender offer
for bonds and an irrevocable redemption notice for bonds not tendered. Bondholders are notified that if
they do not tender, their bonds will be redeemed at par. Most bondholders are thus induced to tender at a
nominal premium. The combined effect of the transactions arguably creates a "virtual" optional purchase
in lieu of redemption, even in the absence of authorization for such a purchase in the bond documents.
Among other goals, the aim of such a tender is to achieve the effect of interest savings (or some
other return) without the delay, complication and expense associated with a current refunding issue.
Preservation of the value of an existing bond insurance policy is an example of another possible objective.
These tenders involve bonds that are currently callable. Because the goal of such transactions
requires maximizing the amount of bonds that remain outstanding in the hands of new holders and
minimizing the amount of bonds redeemed, the transactions usually depend on the ability to "match" a
partial redemption precisely to the bonds not tendered for purchase. Therefore, one element that arguably
is needed is a provision in the indenture that allows trustee discretion in the selection of bonds to be
redeemed. Usually, such a provision allows the trustee to use any selection method that the trustee deems
"fair and appropriate." It has been argued, however, that traditionally such a selection method has usually
involved a random lottery.
The question, then, is whether it is possible for the trustee to make a determination that it is "fair"
to redeem only untendered bonds rather than to perform a random lottery that would result in a
distribution of redemption funds among both tendered and untendered bonds.
Increasingly, institutional bondholders are demanding to know whether trustees are consulting
counsel or other advisors to make an informed and independent determination of the fairness of such
structures, or are simply relying on the informal guidance of the economically motivated parties
structuring the transactions. See "Position Paper on Coerced Tenders" issued by the National Federation
of Municipal Analysts on June 20, 2005.
e.

Consequential Damages

Trustees should make every effort to insure that their documents contain provisions which protect
them from consequential damages to the extent possible. Language to the effect that parties to the
agreements should not be liable for indirect, special, incidental, punitive or consequential losses or
damages of any kind whatsoever, including but not limited to lost profits, whether or not foreseeable,
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even if such party has been advised of the possibility thereof and regardless of the form of action in which
such damages are sought, should be included in the agreement’s terms.
f.

Force Majeure.

In today’s troubled reality, trustees should, whenever possible, seek to include language in their
agreements in regards to force majeure. Trustee’s should not be held responsible liable for any failure or
delay in the performance any act or obligations arising out of or caused by, directly or indirectly, force
majeure events beyond its control, including without limitation, strikes, work stoppages, accidents, acts of
war, other military disturbances or terrorism, earthquakes, fire, flood, sabotage, epidemics, riots, nuclear
or natural catastrophes or acts of God, labor disputes, acts of civil or military authority and governmental
action, or the unavailability of the Federal Reserve Board wire systems and interruptions, loss or
malfunctions of utilities, communication facilities or computer (software and hardware) services. It is
understood in the industry that the trustee will use reasonable efforts which are consistent with accepted
practices in the banking industry to resume performance as soon as practicable under the circumstances.
g.

Waiver of Trial by Jury.

Trustees should always seek to have waiver of jury trial provisions inserted into any agreement
where such an inclusion is relevant. It is much preferred to have any disputes adjudicated by the court
and avoid the inconsistency and unpredictability of a jury, especially in financial matters where possibly
the only party to the claim with any appearance of fiscal stability may be the trustee bank.

7.

Other Cases of Interest.

Several recent cases have addressed a variety of allegations brought against indenture trustees in
different contexts, including claims that the trustee had actual knowledge of covenant breaches and failed
to act, or should be liable where it fails to obtain certificates or reports in the precise form required by the
indenture, or where it failed to review what it received, failed to ensure that accounts were administered
as required, failed to give notice to bondholders once aware of material breach or event of default, or
failed to ensure that recordings, filings or registration necessary to perfect security interests were properly
completed at closing.
a.

Semi-Tech Litigation, LLC v. Bankers Trust Company.

Semi-Tech Litigation, LLC v. Bankers Trust Company, 353 F. Supp. 2d 460 (S.D.N.Y. 2005),
involved claims that a trustee failed to examine officer’s and accountants' certificates that did not conform
precisely to the requirements of the indenture, and that submission of such technically non-conforming
certificates (despite substantial compliance as to content) was a covenant default as to which the trustee
was required to give notice of default and which triggered the trustee’s “prudent person” duties (including
an alleged duty of further investigation). In particular, the officer certificates did not include the exact
statements called for by TIA § 315(e). Bondholders argued that that if the trustee had required exact
compliance with the indenture requirements in the form of the officer and accountant’s certificates, or had
undertaken further investigation, certain allegedly improper company transactions would have been
discovered. The court ruled that the technical non-compliance as to exact form in both sets of certificates
was a default, and that as a matter of law the trustee breached its duties by not adequately examining the
certificates for compliance with the indenture and by accepting them (although only nominal damages
were awarded because the court remained unconvinced that the trustee’s breach was the proximate cause
of the bondholders’ loss).
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b.

Bank of New York v. Sheff.

Bank of New York v. Sheff, 854 A.2d 1269 (Md. 2004), involved a bond issue intended to be secured
by healthcare receivables, in which a failure to file UCC financing statements in all required jurisdictions
resulted in a perfection deficiency. In dismissing an action brought by the trustee and bondholders against
bond counsel for the deficiency, the trial court ruled that bond counsel did not have responsibility to ensure
that the UCC filings were properly made at closing, and that any duties of bond counsel were owed only to
its own client, namely the county issuing the bonds (and, as a result, owed no duty to the trustee or
bondholders regarding the closing). On appeal, the appellate court upheld the dismissal on different
grounds, finding that the claims of the trustee and bondholders against bond counsel were barred by a statute
of limitation that began to run from the date of delivery of the closing binder to the trustee (and not from the
date of actual discovery of the filing deficiency), because the trustee arguably could have discovered the
deficiency by a prompt examination of the closing binder as soon as it was delivered.
c.

AG Capital Funding Partners, L.P. v. State Street Bank & Trust Co.

AG Capital Funding Partners, L.P. v. State Street Bank & Trust Co., 842 N.E.2d 471
(N.Y. 2005), involved claims brought against a trustee that it breached a duty to ensure that notes were
properly secured by failing to register a statement with a collateral trustee confirming the notes' secured
status under a separate collateral trust, where the trustee relied upon closing counsel to complete the
necessary registration (and where the necessary statements were in fact delivered to closing counsel for
that purpose). The trustee brought counterclaims against the underwriter, closing counsel (selected by the
underwriter) and company counsel asserting that they were under duty to exercise reasonable care in
running the closing and were under a duty to ensure that the registration was properly completed, that the
“custom” and “prior practice” of the parties imposed this duty on the underwriter (through their counsel)
and company counsel, and that it is consistent with “industry custom and practice” that the trustee should
be entitled to rely on closing counsel and company counsel to properly conduct the closing and to ensure
that such documents delivered at closing would be properly registered. Underwriter, closing counsel and
company counsel each denied that they owed any such duty, that any such prior practice or custom among
the parties existed, and that any such industry custom and practice exists.
After a series of rulings and appeals (concerning both the bondholders’ claims and the trustee’s
cross-claims), in May 2007, the New York Appellate Division dismissed all bondholder counts against
Trustee, based not on the merits of the claims but on findings that (i) the claims for breach of contract and
alleged violation of the TIA were barred by the release contained in the Loewen Company Plan of
Reorganization approved in the Bankruptcy Court proceedings (which by its terms released the trustee
from “…any claims or liabilities that, if enforced against it, would allow it to demand indemnification
from the Debtor…”), and (ii) the remaining claims of negligence and breach of fiduciary duty, because
they are essentially duplicated the contract claims. AG Capital Funding Lartners, L.P. v. State Street
Bank & Trust Co., 837 N.Y.S. 2d 607 (N.Y. App. 2007).
In June 2008, however, the New York Appellate Division granted the plaintiffs further leave to
appeal and reinstated the negligence claim against the trustee, ruling that “an indenture trustee owes a
duty to perform its ministerial functions with due care, and if this duty is breached the trustee will be
subjected to tort liability. However, contrary to plaintiffs’ arguments, the alleged breach of such duty
neither gives rise to fiduciary duties nor supports reinstatement of the plaintiff’s fourth and fifth causes of
action.” AG Capital Funding Partners, L.P. v. State Street Bank & Trust Co., 896 N.E. 2d 61, 67 (N.Y.
App. 2008). (The fourth and fifth causes of action mentioned were allegations of the existence of a predefault fiduciary duty as trustee and as a “secured party representative” under the documents. Id.).
d.

LaSalle Nat'l Bank v. Duff & Phelps Credit Rating Co.
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LaSalle Nat'l Bank v. Duff & Phelps Credit Rating Co., 951 F. Supp.1071 (S.D.N.Y. 1996),
involved claims that a trustee received knowledge of an issuer's breaches of reporting obligations under
servicing agreements, failed to give bondholders notice of such breaches, failed to ensure payments were
made by obligors into appropriate lockboxes, and failed to give notice or declare event of default.
e.

Retirement Board vs. The Bank of New York Mellon.

In Retirement Board vs. The Bank of New York Mellon, 11 Civ.5459 (FDNY), plaintiffs held
Certificates of Participation representing a beneficial ownership interest in the trust fund created by a
Pooling and Servicing Agreement (the “PSA”) as part of a residential mortgage securitization program.
The trust created under the PSA held mortgages, and mortgage payments passed through the trust fund to
the certificate holders. The PSA contained representations and warranties concerning the quality of the
underlying mortgages and required Countrywide, the mortgage servicer, to cure, substitute or repurchase
non-conforming mortgage loans. A significant number of mortgage loans were defective, but no demand
was made upon the servicer to remedy the defects or purchase the loan.
The certificate holders sued BNYM, the trustee, asserting that it had a duty to act as a prudent
person and failed to meet that duty when it failed to require the servicer to cure or repurchase the
defective loans in the trust. The certificate holders alleged that the value of their mortgage backed
securities plummeted as a consequence of the trustee’s breach of its duty.
The PSA contained no provision requiring the Trustee to act as a prudent person. The plaintiffs,
however, asserted that the TIA applied to the certificates, and that under the Trust Indenture Act there had
been a default and the trustee was bound by the post-default prudent person standard specified in the TIA.
BNYM’s response to this contention was that the certificates were equity, not debt, securities, and the
TIA did not apply to equity securities. In support of its argument, BNYM recited the terms of the PSA
itself, which stated that the certificates “represent beneficial ownership interest in the trust . . .” and the
basic definition of an equity security as evidence of ownership, rather than evidence of an obligation.
The court disagreed with BYNM, and held that the certificates were debt securities governed by
the TIA. In reaching its conclusion, the court noted that pass-through certificates are structurally similar
in form and function to bonds issued under an indenture and, unlike shareholders holding equity securities
who take the risk of loss and realize the profit from success, certificate holders have contractual rights to
receive regular payments of principal and interest on fixed distribution dates, and certificates have a fixed
maturity date. Given these features, the court concluded that the certificates are debt securities, not
equity. Given the fact that the Trust Indenture Act was deemed to apply, the court refused to dismiss a
count in the complaint based upon an alleged violation of the “prudent person standard” imposed by the
TIA, and another count alleging breach of the trustee’s duty to notify the holders of an event of default.
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Lower Bucks Hospital – The Court of Appeals Affirms
Susan M. Freeman
Lewis Roca Rothgerber LLP
SFreeman@LRRLaw.com
In 2012, a U.S. Bankruptcy Court entered an opinion in the Lower Bucks Hospital
(“LBH”) case with important implications for indenture trustees and bondholders.1 The LBH
case concerns the settlement of bond-related claims in bankruptcy cases with releases of
bondholder claims against the indenture trustee. The bankruptcy court’s decision provided
important guidance on the disclosures needed to bind objecting bondholders, as well as analyzing
indenture trustee conflicts of interest and settlement authority. The attached article published in
the September 2012 ABI JOURNAL describes the decision and its impact.
In brief, the indenture trustee on $26 million of LBH bond indebtedness had not
maintained correct UCC financing statements when LBH changed its name, and LBH filed its
chapter 11 case within 90 days of a corrected amended filing. The indenture trustee blamed
LBH for not notifying the trustee of name changes, and LBH contended that the indenture
trustee’s secured claim was voidable as a preference. The parties settled, giving the indenture
trustee secured status but reducing the secured claim to $8.15 million. The settlement released
the indenture trustee not only from claims of the debtor, but also those of the bondholders. The
Rule 9019 settlement motion and plan and disclosure statement incorporating it referred to the
release without highlighting it, and indenture trustee notices to the bondholders were likewise
obscure. When a bondholder objected to the plan and raised the issue, the bankruptcy judge
clarified the limited extent of his approval of the settlement, and approved the plan only after
severing consideration of the bondholder release. He later held that the overwhelming
bondholder votes for the plan did not establish acquiescence in a release of claims against the
indenture trustee, in an opinion analyzing trustee duties, conflicts of interest, and settlement
authority under standard bond documents.
The District Court affirmed the Bankruptcy Court’s ruling on January 2, 2013, describing
it as “careful and thorough.”2 The District Court applied an abuse of discretion standard of
review, and held that the Bankruptcy Court acted well within its discretion when finding that
notice to bondholders about the release of their claims against the indenture trustee under a
settlement agreement incorporated into the LBH reorganization plan was inadequate. The
District Court evaluated the indenture trustee’s multiple notices to bondholders as well as the
disclosure statement in ruling on adequacy of notice. It said that none of the notices described
potential bondholder claims against the indenture trustee for allegedly failing to perfect a
security interest that were being released under the plan settlement. In light of the inadequacy of
the notice, the District Court held that any approval of the release through bondholder votes on
the plan was uninformed and unknowing. The District Court concluded that there was
insufficient evidence to decide whether the indenture trustee gave any consideration to
bondholders in exchange for their release of claims or to weigh the adequacy of such
1

2

In re Lower Bucks Hosp., 471 B.R. 419 (Bankr. E.D.Pa. 2012).
In re Lower Bucks Hosp., 2013 WL 28056 *11 (E.D.Pa.) (Jan. 2, 2013).
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consideration. The Court likewise said that it could not determine whether the indenture
trustee’s indemnification claim would be large enough to merit approval of a non-consensual
release, especially because it said the documents did not clearly provide for a charging lien for
the trustee’s defense costs.
On June 12, 2014, the Court of Appeals for the Third Circuit affirmed as well. 2014 WL
2981215 (3d Cir. July 3, 2014). The Third Circuit held that an abuse of discretion standard of
review should be applied to the Bankruptcy Court’s decision that the third-party release of the
indenture trustee by bondholders in the LBH plan was inadequately disclosed to bondholders.
The Court reviewed de novo the procedural aspects of the Bankruptcy Court’s decision to amend
its initial determination that the disclosure was adequate, along with its substantive decision to
deny approval of the release.
The Circuit held that “[f]or the reasons explained in Judge Frank’s candid and
comprehensive opinion,” he did not abuse his discretion in determining that a bondholder release
in the LBH plan was inadequately disclosed. It held that the bankruptcy judge was authorized by
Federal Rule of Civil Procedure 60(b) to revisit his approval of the disclosure statement with its
description of the settlement. And it held that the Bankruptcy Court was correct to withhold
approval of the non-consensual third party release.
The Third Circuit did not discuss the indenture trustee’s reports to bondholders, focusing
only on the bankruptcy filings. Given the bankruptcy judge’s lack of awareness of the release
provisions extending to bondholders, the Court said that it seemed highly unlikely that a typical
bondholder would have realized it. Thus, the Court could not conclude that the release was
exchanged for adequate consideration or was otherwise fair to bondholders. The Court
concluded that because the release was not disclosed “in a clear and conspicuous manner,” it was
appropriate to excise it from the plan.
The Third Circuit’s decision underscores the importance of conspicuous notice to
bondholders of any settlement terms affecting their claims, including arguable claims against the
indenture trustee released in a settlement, if the settlement is to bind all bondholders.
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he recent Lower Bucks Hospital (LBH) decision1 on indenture trustee release provisions
in a reorganization plan sets new precedent
on required disclosures to bondholders supporting such a release, as well as guidance on indenture trustee settlement authority, proofs of claim
and duties. Other cases not discussed in LBH have
upheld similar settlements binding dissenting
minority bondholders and releasing indenture trustees, upon more thorough notice to bondholders.
LBH obtained financing through hospital revenue
bonds issued by a municipal health authority under
a trust indenture. The authority loaned the bond proceeds to LBH under agreements that indemnified the
indenture trustee with limited exceptions. While the
trustee might be liable to the bondholders for its own
negligence, LBH indemnified the indenture trustee
against losses from any action not constituting gross
negligence, bad faith or fraud. The indenture trustee
could exercise a charging lien to deduct amounts owed
to it before making any payments to bondholders.
LBH asserted preference claims against the indenture trustee, contending that an initially-perfected
security interest had lapsed. The indenture trustee
argued that it was continuously perfected, then raised
additional defenses and claims, and the parties settled.
The settlement agreement provided for the
indenture trustee’s secured claim to be allowed in
a reduced amount and paid in full on the effective
date of an LBH plan. The indenture trustee and LBH
released each other. The settlement agreement also
provided for the “release of any and all claims and
causes of action arising under or in any matter related to the Bond Documents against the…Indenture
Trustee by any and all parties, including without
limitation all Bondholders, to the extent permitted
by applicable law.”2
1 In re Lower Bucks Hosp., 471 B.R. 419 (Bankr. E.D. Pa. 2012), appeal filed.
2 Id. at 430.

LBH moved for settlement approval under
Bankruptcy Rule 9019, serving it on the bondholders through record bondholder DTC. The indenture
trustee also informed the bondholders of bankruptcy
events through multiple notices, one of which summarized the settlement. Of critical importance to the
court was that neither the motion nor the unofficial
notices highlighted the bondholder release of the
indenture trustee. The judge said that he did not notice
or appreciate the release significance, and believed
that he was misled when approving the settlement.
The LBH plan incorporated the settlement, but
neither it nor the disclosure statement highlighted
the bondholder release of the indenture trustee. An
objecting bondholder noticed the release and moved
for reconsideration of the settlement approval order,
arguing that the parties lacked authority to release
bondholders’ claims against the indenture trustee
because it had a conflict of interest and the bondholders had no representation. The objecting bondholder
also filed a class action against the indenture trustee
alleging losses due to the LBH avoidance action
and settlement under theories of breach of fiduciary
duty, negligence and breach of contract, and objected to plan confirmation. The indenture trustee sent
another informal notice to bondholders advising of
the court’s disclosure statement approval. It reported
that the objecting bondholder’s motion to reconsider
the settlement had been filed and that the indenture
trustee intended to contest it, but did not describe the
substance of the arguments. The court sua sponte
amended the settlement approval order to provide
that it did not waive or impair any bondholder claims
against the indenture trustee.
An overwhelming majority of bondholders voted
to approve the plan. The court severed consideration
of the bondholders’ release of the indenture trustee
and confirmed the balance of the plan. It ruled that the
indenture trustee made a plausible case for approval

44 Canal Center Plaza, Suite 400 • Alexandria, VA 22314 • (703) 739-0800 • Fax (703) 739-1060 • www.abiworld.org

of the release, but because inadequate presolicitation information had been provided to bondholders, their votes on the plan
did not show they acquiesced in the release of their potential
claims against the indenture trustee, and resolicitation would
be necessary.3 The decision made a number of points relevant
to indenture trustees in bankruptcy cases.

Indenture Trustee Duties
The LBH discussion of indenture trustee duties is dicta
since the court did not “rule definitively,” but only “provide[d]
a framework for evaluating the adequacy of the disclosure in
the Plan confirmation process.”4 The court cited authorities
holding that an indenture trustee’s duties are circumscribed
by the terms of the trust indenture, with no additional duties,
prior to a bond default.5 Even then, however, the LBH court
said that the indenture trustee must avoid conflicts of interest
and perform its ministerial tasks with due care.6
After an uncured event of default, LBH disparaged as a
“superficial half-truth” an argument that the indenture trustee
was not a fiduciary, with obligations governed entirely by contract.7 Peak Partners did not hold that indenture trustee duties
are “fiduciary,” even post-default. Rather, it held that the prudent person standard of care applies, which does not mean that
an indenture trustee is expected or required “to act beyond his
contractually conferred rights and powers, but must, as prudence dictates, exercise those singularly conferred prerogatives in order to secure the basic purpose of any trust indenture,
the repayment of the underlying obligation.”8 In determining
whether an indenture trustee’s actions are prudent, the appropriate inquiry is (1) whether the trustee made a careful, informed
and well-reasoned decision, and (2) whether prudence dictated
a different course of action that the trustee did not follow.9

Indenture Trustee Conflicts of Interest
The objecting bondholder contended that once the indenture trustee became aware of claims that its actions might
be responsible for bondholder losses, it had to obtain separate representation for bondholders. The indenture trustee
responded that it was the only party empowered under the
indenture to represent the bondholders collectively, although
it was not required to do so in the absence of a bondholder
direction with a satisfactory indemnity. It argued that without
indenture trustee consent, there could be no settlement.
The LBH court said that the indenture trustee acted in
two capacities with respect to the settlement, as “bondholder
representative” and as an “indemnitee” on its personal exposure. In light of the debtor’s indemnity obligations, the court
noted that even if a plan settlement was negotiated by an
independent bondholder representative, if it did not resolve
3 Id. at 462-63. No resolicitation occurred, and the indenture trustee filed a notice of appeal to the district
court. See In re LBH, Bankr. No. 10-10239 ELF Dkt. 2060, 2077, 2078, 2092.
4 LBH, 471 B.R. at 451-52.
5 Id. at 444 (citing, e.g., Lorenz v. CSX Corp., 736 F.Supp. 650, 656 (W.D. Pa. 1990), aff’d, 1 F.3d 1406 (3d
Cir. 1993)).
6 LBH, 471 B.R. at 453 n. 51 (citing Ellington Credit Fund Ltd. v. Select Portfolio Servicing Inc., 2011 WL
6034310, at *16 (S.D.N.Y. Dec. 5, 2011)).
7 LBH, 471 B.R. at 453 n. 51 (citing Peak Partners LP v. Republic Bank, 191 Fed. Appx. 118, 122 (3d
Cir. 2006)).
8 Beck v. Manufacturers Hanover Trust Co., 632 N.Y.S.2d 520, 527-28, 218 A.D.2d 1, 11-13 (N.Y. App.
Div. 1995) (“The trustee must in the post-default context act prudently, but only in the exercise of those
rights and powers granted in the indenture. The scope of the trustee’s obligation then is still circumscribed by the indenture....”).
9 See, e.g., LNC Invs. Inc. v. First Fid. Bank NA, 1997 WL 528283, at *17 (S.D.N.Y. Aug. 27, 1997) (“A
trustee will not be held liable for a mere error in judgment, so long as the trustee’s decision was the
result of careful and informed deliberation.” (internal quotations and citations omitted)).

the trustee’s indemnity claims, the plan might not be confirmable. The court said, however, that the indenture did not
authorize the indenture trustee to prioritize its indemnitee
interests over bondholder interests, holding that whether the
indenture trustee acted as a contractual agent or as a fiduciary, once it chose to act as the bondholder representative
and participate in negotiations on behalf of bondholders, it
was obligated to represent their interests faithfully.10
Faithful representation does not preclude an indenture trustee from protecting its own rights to reimbursement of fees and
expenses and indemnification. At common law, a guardian cannot embezzle from his or her ward’s assets, but can be paid from
the trust estate without breaching fiduciary duties. Likewise,
corporate directors can negotiate for personal benefits without
breaching duties of loyalty to the corporation. Such duties can
be met by fairness of the transaction, full disclosure and approval or ratification of the decision by disinterested persons, be it a
guardianship court or disinterested directors.11

Indenture Trustee Settlement Analysis

Once thoroughly briefed, the court appreciated the benefit
to bondholders of settling claims against the indenture trustee. The trustee could not reasonably be expected to release
its indemnification claims against the bankruptcy estate while
exposed to losses to bondholders and defense costs, and distributions to bondholders would need to be held back pending the exercise of its charging lien rights.
In the Third Circuit, consensual third-party plan releases
may be approved if the court makes specific factual findings
of fairness and necessity to the reorganization.12 The indenture
trustee argued that the settlement agreement was beneficial to
bondholders by maximizing their return under the plan and
eliminating the need to exercise charging lien rights for defense
costs. The court agreed that this might benefit the bondholders
as a whole if the indenture provided the trustee with charging lien rights that included costs of defending claims that it
breached its duties, which the court did not decide. Release of
claims against the indenture trustee in its capacity as indemnitee was arguably essential to reorganization success, but the
court said that the bondholders could have concluded that the
objecting bondholder’s claims being released would result in
a better return than the global settlement.

Indenture Trustee Settlement Authority
In this case, the settlement was contingent upon the effective date of a plan consistent with settlement terms. The
debtors contended that after approval of the settlement, the
bondholder class was unimpaired. The LBH court disagreed,
holding that the indenture trustee could not bind the bondholders to plan terms because the indenture, as is common,
did not authorize the indenture trustee to vote the bondholder
claims. It said that the indenture trustee could only settle the
adversary proceeding by agreeing on terms for a consensual
plan without depriving the bondholders of the right to vote.
The court ruled that it is critical to the confirmability of
a plan with a third-party release binding objecting credi10 LBH, 471 B.R. at 453.
11 For an extensive analysis of the history and principles of fiduciary duties, see Susan M. Freeman, “Are
DIP and Committee Counsel Fiduciaries for Their Clients’ Constituents or the Bankruptcy Estate? What Is
a Fiduciary, Anyway?,” 17 Amer. Bankr. Inst. L. Rev. 291 (Winter 2009).
12 Gillman v. Continental Airlines (In re Continental Airlines), 203 F.3d 203 (3d Cir. 2000).
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tors that the adversely affected class manifests strong support for the plan through its votes. Such a decision has to be
an informed decision with adequate information, which the
court found was absent.
In other jurisdictions, bankruptcy courts have been held
to lack authority to approve third-party releases in a plan.13
However, an indenture trustee may still be able to settle claims
against a debtor, defenses and counterclaims, indenture trusteeindemnification claims and bondholder claims against the indenture trustee.14 The Delta cases showed how this can be done.15
The settlement in Delta eliminated the ability of individual bondholders to bring claims against the indenture trustee
for alleged failures to act prudently in accordance with the
bond indenture, and authorized the trustee to settle for less
than the full value of the bonds despite “nonimpairment”
provisions in the indenture.16 In Delta, the indenture trustee
entered into the settlement at the direction of a majority of
bondholders. The court found that the settlement was fair
and reasonable and in the interest of all bondholders, and
the settlement was incorporated into a reorganization plan
that was approved by a large majority of bondholders. While
minority bondholders objected, the court overruled because
the indenture trustee had “developed an exceptionally full
and open process of communication with all of the 1992
Bondholders,” including multiple notices about material
events in the bankruptcy case posted on a website and delivered to bondholders through DTC, along with involvement
of an informal “bondholders committee.”17
A settlement agreement with a release of an indenture
trustee might also be approved using similar procedures
under state law. For example, a Minnesota statute provides
that a trustee of an express written trust may petition the district court for an order instructing the trustee, beneficiaries
and any other interested parties in any matter relating to the
administration of the trust and the discharge of the trustee’s
duties.18 Such an order is final as to all matters determined by
the state court and binding in rem upon the trust estate and
upon the interests of all beneficiaries. The court can be asked
in a trust instruction proceeding to determine that a settlement agreement, including terms regarding indenture trustee
reimbursement, indemnification and releases, is consistent
with the indenture trustee’s fiduciary duties and in the best
interest of bondholders.

The Importance of Explicit Disclosure
of Release Terms
The difference between Delta and LBH was disclosure. The
LBH court held that Bankruptcy Rule 3016(c) applies to thirdparty release provisions in reorganization plans. It provides:
Injunction Under a Plan. If a plan provides for an injunction against conduct not otherwise enjoined under the
Code, the plan and disclosure statement shall describe in
13 See, e.g., Resorts Int’l Inc. v. Lowenschuss (In re Lowenschuss), 67 F.3d 1394 (9th Cir. 1995); Am.
Hardwoods Inc. v. Deutsche Credit Corp. (In re Am. Hardwoods Inc.), 885 F.2d 621 (9th Cir. 1989).
14 Cases in the Ninth Circuit approving settlements releasing third parties in conjunction with reorganization
plans include In re Station Casinos Inc., 2010 Bankr. LEXIS 5380, at *56-61, 84, 94-99 (Bankr. D. Nev.
Aug. 27, 2010) (creditors approved releases by indication on ballots), and In re Yellowstone Mountain
Club LLC, 460 B.R. 254, 267-77 (Bankr. D. Mont. 2011) (plan exculpation of third parties).
15 See In re Delta Air Lines Inc., 370 B.R. 537 (Bankr. S.D.N.Y. 2007), aff’d, Kenton Cnty. Bondholders
Comm. v. Delta Air Lines Inc. (In re Delta Air Lines Inc.), 374 B.R. 516 (S.D.N.Y. 2007); aff’d sub nom., Ad
Hoc Comm. of Kenton Cnty. Bondholders v. Delta Air Lines Inc., 309 Fed. Appx. 455 (2d Cir. 2009).
16 Delta, 374 B.R. at 526-27.
17 Delta, 370 B.R. at 542-43.
18 See Minn. Stat. § 501B.16 (2012).

specific and conspicuous language (bold, italic or underlined text) all acts to be enjoined and identify the entities
that would be subject to the injunction.
The official comment to that rule says that it applies “if a plan
provides that creditors will be permanently enjoined from asserting claims against persons who are not debtors in the case.”19
The LBH court held that the plan and disclosure statement
failed to provide bondholders with information regarding
the merits and value of potential claims against the indenture trustee being released by the plan. Rather, it said that
the disclosure statement obscured the existence and significance of that release “by placing it along with the boilerplate
disclosures of the Plan release provision that related to the
Debtors.”20 Even the bold typeface heading “Release - Bond
Documents” was held to be insufficient to suggest anything
other than the release of bondholder rights against the debtor.
The court said that it should have been in the summary of
key terms. The court did not rule on whether the unofficial
indenture trustee notices to bondholders would meet the
obligations of the rule since there was nothing conspicuous
about disclosures regarding the third-party release in those
notices. It also said that “the general similarity of the serial
notices would make it less likely that the recipients would
parse carefully any of the later documents.”21
The LBH decision is a reminder to indenture trustees
to be clear in their notices to bondholders, including with
respect to claims asserted against the indenture trustee and
the releases of such claims. In other cases, an express release
of an indenture trustee or other third party has been brought
to the attention of bondholders voting on a plan by a provision on each ballot to be checked by the voting bondholder.22

Indenture Trustee Proofs of Claim
The LBH court said that the obscurity of the third-party
release was exacerbated by the indenture trustee’s “somewhat misleading term ‘the Trustee Claim’” to describe the
claim filed on the bondholders’ behalf because it included the
indenture trustee’s own claim for various expenses to which
it was entitled under the bond documents, which was said
to create a “significant ambiguity.”23 In any case in which
bondholder and indenture trustee indemnity and fee claims
are likely to be disputed and hopefully settled, a separation of
claims filed by the indenture trustee in its “bondholder representative” capacity and its “indemnitee” capacity should be
considered. LBH provides important guidance to indenture
trustee counsel about informal bondholder notices, as well
as approval procedures for settling bond and indemnification
claims in bankruptcy cases. abi
Reprinted with permission from the ABI Journal, Vol. XXXI, No. 8,
September 2012.
The American Bankruptcy Institute is a multi-disciplinary, nonpartisan organization devoted to bankruptcy issues. ABI has more
than 13,000 members, representing all facets of the insolvency
field. For more information, visit ABI World at www.abiworld.org.
19 Fed. R. Bankr. P. 3016 advisory committee’s note 2001 Amendments.
20 LBH, 471 B.R. at 460.
21 Id.
22 See, e.g., Station Casinos, 2010 Bankr. LEXIS 5380, at *54.
23 LBH, 471 B.R. at 461.
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SELECTED ISSUES IN HERDING SECURED CREDITOR CONSTITUENCIES
SYNDICATED FACILITIES/INSTITUTIONAL LENDERS
Jennifer C. Hagle and Anna M. Gumport, Sidley Austin LLP
I.

“Traps” to Consider in Representing the Administrative Agent
A.

Making Sure the Professionals Get Paid/Reserves/Indemnities

Counsel to the administrative agent should ensure that the loan documents adequately
protect the agent’s right to reimbursement of professional fees and expenses from the borrower.
Specifically, the loan documents should include a comprehensive expense reimbursement
provision that provides for reimbursement of the agent’s expenses and covers a sufficiently
broad array of events for which the agent’s associated expenses are reimbursable, such as
workouts, restructurings and amendments. The provision should also broadly cover all
professional expenses (counsel, advisory, accounting, appraisal costs, etc.). Counsel to a lender
in the syndicate (not the Agent) is also well advised to check the expense reimbursement
provision, as individual “Lender” costs are not always included with the Agent’s right to
reimbursement. In addition, the loan documents should also include broad indemnification
language enabling the administrative agent to obtain recovery from the lenders, on a pro rata
basis based on their participation in the loan, if the borrower does not ultimately reimburse the
agent. Sample expense reimbursement and indemnity provisions are attached hereto as Annex
A.
B.

Notices/Communication with the Lenders

Administrative agents may use various online posting sites such as Intralinks, Syndtraks,
and Merrill Database to communicate confidential and important information with the syndicate
lenders. Typically, only lenders are given access to such posting sites, not their individual
counsel. However, in posting key information, the administrative agent and counsel should
consider such issues as:
 Posting drafts vs. final documents – Balance interest in adequately informing
against interest in avoiding excess clutter/confusion resulting from circulation of
successive non-final drafts
 Public vs. private – Different entities will have different levels of access to
information, which differences should be indicated on the posting site so that it is
clear that lenders are expressly agreeing to “go private” before accessing private
and confidential information (that typically would result in restricted trading)
 Privilege issues/common interest agreements – Posted materials may include
sensitive documents such as valuation reports, liquidation analyses and other
highly confidential materials that might implicate common interest agreements or
other privilege concerns

C.

Developing Trend to Threaten Removal of Agent as a Negotiation Strategy

There is no uniform standard or form provision governing replacement of an
administrative agent, although credit agreements do typically provide that the administrative
agent may be replaced at the direction of “Required Lenders” (the specified majority under the
terms of the loan documents). Provisions range from giving Required Lenders very broad
discretion to conditioning replacement upon more specific criteria such as a material breach of,
and/or failure to perform by the agent under, the applicable loan documents.
Aggressive lenders may seek to use their authority as “Required Lenders” (by either
buying up sufficient debt or exerting control over the requisite number of lenders) to replace the
existing administrative agent with their own institution or another entity of choice. 1 A lender’s
motivations for removing the administrative agent may include reasons other than the
administrative agent’s default or breach of the credit agreement or mismanagement of the credit,
such as:
 A general desire to exert control/influence in the administration of loans, negotiations
with the borrower and/or to direct the restructuring
 A professional relationship with the proposed replacement entity
 A desire to take advantage of the administrative agent’s right to reimbursement for
reasonable out-of-pocket fees and expenses, including professional fees – especially
if the credit agreement does not provide for reimbursement of lender expenses
Counsel for administrative agents or other entities interested in maintaining control over
the credit should scrutinize applicable loan document provisions to ensure that grounds for
replacement are well-defined and that the agent is technically complying with such provisions.
D.

Agent/Borrower Consent Required for Assignments of Debt – Do Agents
Risk Liability If They Do Not Consent?
1.

Consent to Assignment Requirements

Loan documents typically contain restrictions on assignments in favor of both the agent
and the borrower by requiring the consent of both parties to any assignment by the lender of the
lender’s debt, which consent typically “shall not be unreasonably withheld.” Note, however, that
most loan documents further provide that borrower consent “shall not be required during the
continuance of any Default.”
Concerns about the financial wherewithal of the potential assignee are generally
addressed through standard credit agreement provisions that require any assignee to satisfy the
definition of an “Eligible Assignee” (typically defined as an “accredited investor” with a certain
minimum amount of assets under management and recognized experience in making or
purchasing bank loans; the definition also always includes affiliates of Lenders). A sample
1

Certain lenders, such as hedge funds, may not have the internal infrastructure to agent and administer a syndicated
facility, especially a revolving loan.
2

“Eligible Assignee” provision is attached hereto as Annex B. Based on these “Eligible
Assignee” requirements, consent is granted in the vast majority of assignments by both the agent
and the borrower, even though either or both parties might be genuinely concerned about the
motives of a particular assignee.
2.

“Reasonableness” Standard

Because both the agent and the borrower are accorded discretion with respect to their
consent, where an assignment raises concerns other than those relating to the assignee’s
qualification as an “Eligible Assignee,” it may test the scope of “reasonable” grounds for
consent.
Case law provides little guidance as to what grounds, other than concerns about
satisfaction of the “Eligible Assignee” requirements, constitute a “reasonable” basis for
withholding consent to assignment. In other contexts, courts have found that it is not
unreasonable to withhold consent for a legitimate business reason, such as unfair competitive
advantage, as long as the consent is withheld in good faith.
However, the categories of concerns constituting reasonable grounds for withholding
consent to assignment are more limited than one might imagine. Although the following
considerations may very well constitute legitimate concerns, they are not likely to be deemed
reasonable grounds for withholding consent:
 Concerns that assignee will not be supportive of amendments, forbearances or
restructurings that are under consideration
 Concerns that assignee will be overly aggressive or disruptive to a group that has
already reached a consensus as to strategy, i.e. the tension between a “loan to own”
strategy vs. the desire to quickly exit the credit at a discounted recovery
 Concerns about conflicts of interest and/or inadvertent sharing of confidential
information or strategy by potential assignees holding “cross-over” claims in both
senior and subordinated facilities or both debt and equity
Recently, courts have expanded the concept of reasonable grounds for withholding
consent to include concerns that the proposed assignment will put the borrower at a competitive
disadvantage, and have challenged what they deem to be competitors’ improper attempts to
circumvent restrictions on assignment through alternative debt acquisition structures. See In re
Empresas Cablevision, S.A.B. de C.V. v. JPMorgan Chase Bank, N.A., 680 F. Supp. 2d 625
(S.D.N.Y. 2010), aff’d, 381 Fed. App’x 117 (2d Cir. 2010); Lightsquared LP v. SP Special
Opportunities LLC (In re Lightsquared Inc.), No. 12-12080 (SCC), 2014 Bankr. LEXIS 2528
(Bankr. S.D.N.Y. June 10, 2014).
Additionally, administrative agents who are in the process of negotiating a restructuring
may temporarily restrict trading (assignment) for a short period of time (typically 30-45 days)
between agreement in principle on terms and documentation of the deal in order to prevent new
lenders with potentially differing and/or conflicting motives from disrupting the deal process.
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3.

Takeaways

In the continued aftermath of the financial crisis, one might expect the number of
instances where requisite consents to assignments will be withheld to increase. As noted above,
the scope of grounds for withholding consent remains unclear, but may include concerns not
only about the proposed assignee’s financial wherewithal, but also about its motives and
anticipated conduct. Whether those grounds are “reasonable” or not remains unclear given the
lack of case law in this area.
Lenders should be aware that a court may consider the facts and circumstances
surrounding their acquisition of debt, and that even where a transaction complies with the
express terms of the loan documents, it may nevertheless be vulnerable to attack where perceived
as a strategic end-run around other terms or Bankruptcy Code policies. Along similar lines,
lenders in an existing syndicate should be mindful of the potential for interference from new
investors with new perspectives whose influence may impact interlender negotiation dynamics.
II.

Collective Action (Majority/Required Lenders Directing the Agent over the
Objection of the Minority)

Collective action disputes arise from the tension within loan documents between
provisions indicating the intent to treat lenders collectively as a single cohesive unit and
provisions indicating the intent to allow individual and independent actions by lenders.
Loan documents typically require unanimous lender consent for amendments or waivers
that forgive principal, extend maturity or release collateral or guarantees, and often do not
expressly prohibit individual lenders from taking action to enforce their rights or collect on their
loans. In contrast, the typical security agreement only requires a numerical majority of lenders
(typically “Required Lenders”) to authorize the administrative agent to exercise remedies
(including releasing liens on the sale of assets or consenting to a priming loan) or forbear from
exercising remedies. Additionally, the loan documents usually include pro rata payment and
sharing provisions to ensure that any proceeds received from a borrower are distributed to
lenders pro rata pursuant to the relevant waterfall provisions. Thus, where an agent seeks to act,
or forbear from acting at the direction of a specified majority in a manner that could substantially
impact the minority lenders’ enforcement or collection rights, courts may be asked to reconcile
the tension between these various provisions to determine whether the agent’s action/forbearance
is authorized under the loan documents’ terms.
As discussed below, developing case law indicates a trend toward increasing acceptance
and extension of the collective action doctrine by the courts. However, there is no bright-line
test for when collective action is appropriate. Rather, courts apply a fact-specific analysis to
determine whether the loan documents evidence the intent to allow collective action in the
circumstances at issue.
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A.

Directing Forbearance from Enforcing Remedies vs. Amendment of the
Credit Agreement

Decisions interpreting syndicated loan documents have determined that an agent may
forbear from exercising remedies on behalf of all lenders under its enforcement authority despite
the objections of a minority of lenders. Further, such decisions have held that this is so even
where forbearance would have the same practical effect as amendments or waivers for which the
loan documents expressly require unanimous lender consent. See, e.g., Beal Savings Bank v.
Sommer, 8 N.Y.3d 218 (N.Y. 2007); In re Delphi Corp., No. 05-44481 (Bankr. S.D.N.Y. 2008)
(Dec. 1, 2008 hearing transcript; order entered Dec. 3, 2008); In re Chrysler LLC, 405 B.R. 84
(Bankr. S.D.N.Y. 2009), aff’d, 576 F.3d 108 (2d Cir. 2009), vacated on other grounds, appeal
dismissed as moot sub nom. Ind. State Police Pension Trust v. Chrysler LLC, 558 U.S. 1087
(2009). Courts approving such collective action have reasoned, among other things:
 The enforcement provision authorizing the agent to exercise remedies under the loan
documents also granted (albeit not explicitly) the agent the authority to forbear from
exercising remedies.
 The more-specific provisions governing amendments and waivers and requiring
unanimous lender consent do not apply to forbearance implemented other than
through an amendment or waiver, and, consequently, unanimous consent is not
required for forbearance by the agent even where it would have the same practical
effect as an amendment or waiver.
B.

Directing a Credit Bid (or Similar Enforcement Remedy)

Courts have also held that loan document provisions authorizing the administrative
agent’s or collateral agent’s enforcement of remedies permit the agent to credit bid the entire
(collective) debt in a bankruptcy sale of substantially all of the debtor’s assets over the objections
of minority lenders. See, e.g., In re Metaldyne Corp., 409 B.R. 671 (Bankr. S.D.N.Y. 2009),
aff’d, 421 B.R. 620 (S.D.N.Y. 2009); In re GWLS Holdings, Inc., No. 08-12430, 2009 WL
453110 (Bankr. D. Del. Feb. 23, 2009); In re Foamex Int’l Inc., No. 09-10560 (Bankr. D. Del.
May 27 2009) (May 25, 2009 hearing transcript; order entered May 27, 2009); see also In re
Electroglas, Inc., No. 09-12416 (Bankr. D. Del. Sept. 23, 2009) (disallowing majority
noteholders’ credit bid for ‘cause’ under section 363(k) based on finding that, under terms of
loan documents, only indenture trustee was authorized to submit credit bid, and indenture trustee
had not done so). These courts reason, consistent with the forbearance case law described above:
 A credit bid is neither a release of a lien nor an amendment or modification to the
credit agreement, but rather the enforcement of a remedy.
 Loan document provisions authorizing the agent to enforce any remedies of a secured
party under “any applicable law” authorize the agent to enforce remedies under the
Bankruptcy Code, including section 363(k) of the Bankruptcy Code.
By strengthening the ability of syndicates to take collective action, courts are enhancing
the ability of debtors to work with the agent and the majority lenders to reorganize or liquidate
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through the sale of assets by preventing minority lenders from standing in the way of action that
the majority determines to be in the best interest of the credit.
However, bankruptcy court approval of an agent’s credit bid does not necessarily
preclude separate causes of action by dissenting lenders on the grounds that the equity
participations in the purchasing entity or other distributions from purchased assets violate the
terms of the loan documents. See In re Metaldyne Corp., 409 B.R. at 679-80 (declining to decide
whether dissenting lender had “independent causes of action” against credit bidding lenders or
agent based on alleged violation of loan document provisions mandating pro rata distribution of
sale proceeds); Prudential Ins. Co. of Am. v. WestLB AG, 2012 N.Y. Misc. LEXIS 4822 (N.Y.
Sup. Ct. Oct. 12, 2012) (granting summary judgment for dissenting lender-plaintiff on
conversion claim against majority lender-owned purchasing entities based on majority lenders’
attempt to distribute proceeds non-ratably in violation of loan documents; finding triable issue of
fact as to claims against administrative agent based on exculpation provisions). Accordingly,
some credit bidding lenders have devised a “cash out” mechanism whereby non-consenting
lenders are allowed to opt out of the credit bid and instead receive a cash payment. See In re
Foamex Int’l Inc., No. 09-10560 (Bankr. D. Del. May 27, 2009); In re Propex, Inc., No. 0810249 (Bankr. E.D. Tenn. 2009). Such cash outs require the bidding lenders to come up with
sufficient funds to pay the dissenting lenders, but avoid the potential risk and expense of
intercreditor litigation regarding the propriety of the collective credit bid.
C.

Consenting to a Priming Facility – Whether as Part of Rescue/Bridge
Financing or DIP Financing, Either as Part of Existing Facility or as Part of
Separate Facility (If It Won’t Work within Existing Framework)

The issue of lender consent to collective action can also arise in the context of
rescue/bridge financing or DIP financing by lenders in credit facilities that already involve
complex multi-lender and/or multi-tranche dynamics. In such situations, the motives and
positions of lenders who choose to participate in a rescue/bridge or DIP facility may be at odds
with those of non-participating lenders whose liens under the existing credit facility may be
effectively primed. See In re Delphi Corp., No. 05-44481 (Bankr. S.D.N.Y. Dec. 1, 2008
hearing transcript; order entered Dec. 3, 2008) (holding that administrative agent had authority,
under DIP facility, to consent to accommodation agreement with debtors, and rejecting
dissenting lenders’ argument that such agreement improperly primed their liens without
providing adequate protection).
Rescue/bridge financing and DIP financing can implicate a variety of lender consent
issues, including, without limitation:
 Voting/amendment rights – Do lenders vote as a single class or by tranche? How are
the votes of revolving lenders (vs. term lenders) counted? Does the proposed consent
or amendment affect one tranche of lenders differently, and, if so, is such disparate
treatment prohibited under the credit agreement?
 Pro rata sharing provisions – If some lenders participate in the rescue/bridge or DIP
facility and receive priority in payment over non-participating lenders by virtue of the
priming loan, have the pro rata sharing provisions of the credit agreement been

6

violated? Do sharing provisions require equalization across tranches or solely within
tranches?
 Subordination/separate facility issues – Do voting provisions allow Required Lenders
to agree to subordinate liens (as opposed to release liens) to a priming facility outside
the existing facility? Is the time and cost of a new facility (which requires new
documents, UCC filings, etc.) warranted/feasible?
 Hesitancy of courts to get involved in interlender disputes – Risk of getting kicked
into state court due to Bankruptcy Court’s hesitancy to determine a purely interlender
dispute.
The answers to the above questions will depend on how the particular credit facility is
drafted, and can have significant implications for debtors, agents and lenders negotiating
restructurings of existing debt both prior to and during bankruptcy cases.
D.

Takeaways

Whether parties wish to allow or prohibit collective action, it is critical that the loan
documents be drafted to clearly reflect their intent with respect to forbearance, credit bidding,
priming facilities, etc. Clarity within the loan documents (including the credit agreement and
applicable security agreement) will increase the chance of avoiding future disputes over the
propriety of collective action and, at a minimum, will provide greater predictability regarding the
outcome of such disputes if and when they arise, as well as greater protection for the agent.
III.

Trading on the Secondary Market
A.

Reconciling the Overwhelming Desire of Most Institutions to Stay Liquid
throughout Negotiations with the Need to Keep Information Confidential
(MNPI= material non-public information)

The determination of what constitutes MNPI is not always clear-cut; the analysis is
ultimately subjective. MNPI is not limited to detailed information about operations and cash
flow, and can include mere knowledge of the existence of nonpublic restructuring negotiations
between a company and its creditors.
If MNPI concerns are not properly addressed, they can result in equitable disallowance
and/or insider trading issues. See In re Washington Mutual Inc., No. 08-12229 (MFW) (Bankr.
D. Del. Sept. 13, 2011), withdrawn at Seventh Amended Joint Plan of Affiliated Debtors filed by
Washington Mutual, Inc. on Dec. 12, 2011, Art. 1.77 & 36.1(a)(11), available at
http://www.kccllc.net/wamu.
B.

NDAs/Confidentiality Agreements and Blowout Provisions

Concerns about limitations on trading can be addressed through non-disclosure
agreements (“NDAs”) and so-called “blowout” provisions.
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NDAs typically require lenders to acknowledge that they are likely to receive MNPI and
further impose contractual restrictions on the lenders’ ability to share or discuss confidential
information or MNPI with parties who have not executed and NDA. NDAs may also include a
blowout deadline (aka a “Disclosure Date”) intended to minimize the period during which
lenders are limited in trading due to their knowledge of MNPI. An example of such a provision
is attached hereto as Annex C.
Lenders may also form steering committees to serve as the front line for negotiations and
make recommendations to the other lenders. The members of these steering committees, which
typically consist of lenders from a diverse (representative) array of institutions holding larger
amounts of debt, are subject to NDAs and similar restrictions based on their access to MNPI.
C.

How to Restrict Trading (Limited) When You Enter a Binding Restructuring
Support Agreement – and How to Bind Assignees to the Deal You Cut
1.

RSA Provisions re: Post-Signature Trading

Because new players may come onto the scene after the blowout deadline under an RSA
expires and parties renew trading activities, the RSA should include a provision binding such
new players to its terms, such as the following sample. Without such protection, a new player in
the syndicate, with contrary motives, is in a position to significantly disrupt or even negate all of
the restructuring negotiations that preceded their entry into the credit. An example of such a
provision is attached hereto as Annex D.
The RSA may also provide for the use of tracking notices (to be provided to the
administrative agent upon assignment and assumption of interests subject to the RSA) for
purposes of tracking which paper is “locked” or “unlocked” under the RSA.
2.

Marketmaker (aka “Broker-Dealer”) Carve-outs

Because, as noted above, RSAs typically restrict the parties’ ability to transfer their
claims to any parties not subject to an RSA (and may further deem such transfers invalid),
market participants may be reluctant to involve/bind their broker-dealers who regularly engage in
the business of trading debt and may close hundreds of trades per quarter.
This issue can be addressed through inclusion of carve-outs exempting qualified brokerdealers from RSA, such as the 2012 LSTA Model attached as Annex E hereto.
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ANNEX A
[Sample Expense Reimbursement and Indemnification Provisions]
(a) Costs and Expenses. Each Borrower jointly and severally agrees to pay (i) all
reasonable out of pocket expenses incurred by the Administrative Agents and their Affiliates
(including the reasonable fees, charges and disbursements of counsel for the Administrative
Agents), in connection with the syndication of the credit facilities provided for herein, the
preparation, negotiation, execution, delivery and administration of this Agreement and the other
Loan Documents or any amendments, modifications or waivers of the provisions hereof or
thereof (whether or not the transactions contemplated hereby or thereby shall be consummated),
(ii) all reasonable out of pocket expenses incurred by the L/C Issuers in connection with the
issuance, amendment, renewal or extension of any Letter of Credit or any demand for payment
thereunder and (iii) all out of pocket expenses incurred by any Administrative Agent, any Lender
or any L/C Issuer (including the fees, charges and disbursements of any counsel for any
Administrative Agent, any Lender or any L/C Issuer), and shall pay all fees and time charges for
attorneys who may be employees of any Administrative Agent, Lender or L/C Issuer, in
connection with the enforcement or protection of its rights (A) in connection with this
Agreement and the other Loan Documents, including its rights under this Section, or (B) in
connection with the Loans made, Acceptances created or Letters of Credit issued hereunder,
including all such out of pocket expenses incurred during any workout, restructuring or
negotiations in respect of such Loans, Acceptances or Letters of Credit.
(b) Indemnification by the Borrowers. Each Borrower shall jointly and severally
indemnify each Administrative Agent (and any sub-agent thereof), each Lender and each L/C
Issuer, and each Related Party of any of the foregoing Persons (each such Person being called an
“Indemnitee”) against, and hold each Indemnitee harmless from, any and all losses, claims,
damages, liabilities and related expenses (including the fees, charges and disbursements of any
counsel for any Indemnitee), and shall indemnify and hold harmless each Indemnitee from all
fees and time charges and disbursements for attorneys who may be employees of any
Indemnitee, incurred by any Indemnitee or asserted against any Indemnitee by any third party or
by a Borrower or any other Loan Party arising out of, in connection with, or as a result of (i) the
execution or delivery of this Agreement, any other Loan Document or any agreement or
instrument contemplated hereby or thereby, the performance by the parties hereto of their
respective obligations hereunder or thereunder or the consummation of the transactions
contemplated hereby or thereby, (ii) any Loan, Acceptance or Letter of Credit or the use or
proposed use of the proceeds therefrom (including any refusal by an L/C Issuer to honor a
demand for payment under a Letter of Credit if the documents presented in connection with such
demand do not strictly comply with the terms of such Letter of Credit), (iii) any actual or alleged
presence or release of Hazardous Materials on or from any property owned or operated by a
Borrower or any of its Subsidiaries, or any Environmental Liability related in any way to a
Borrower or any of its Subsidiaries, or (iv) any actual or prospective claim, litigation,
investigation or proceeding relating to any of the foregoing, whether based on contract, tort or
any other theory, whether brought by a third party or by a Borrower or any other Loan Party, and
regardless of whether any Indemnitee is a party thereto; provided that such indemnity shall not,
as to any Indemnitee, be available to the extent that such losses, claims, damages, liabilities or
related expenses (x) are determined by a court of competent jurisdiction by final and
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nonappealable judgment to have resulted from the gross negligence or willful misconduct of
such Indemnitee or (y) result from a claim brought by a Borrower or any other Loan Party
against an Indemnitee for breach in bad faith of such Indemnitee’s obligations hereunder or
under any other Loan Document, if a Borrower or such Loan Party has obtained a final and
nonappealable judgment in its favor on such claim as determined by a court of competent
jurisdiction. For greater certainty, this Section 10.04(b) shall not apply to any claims on account
of any tax or other amounts governed by (or excluded from the application) of Sections 3.01 or
3.04.
(c) Reimbursement by Lenders. To the extent that the Borrowers for any reason fail to
indefeasibly pay any amount required under subsection (a) or (b) of this Section to be paid by
them to an Administrative Agent (or any sub-agent thereof), an L/C Issuer or any Related Party
of any of the foregoing, each Lender severally agrees to pay to such Administrative Agent (or
any such sub-agent), such L/C Issuer or such Related Party, as the case may be, such Lender’s
Pro Rata Share (determined as of the time that the applicable unreimbursed expense or indemnity
payment is sought) of such unpaid amount, provided that the unreimbursed expense or
indemnified loss, claim, damage, liability or related expense, as the case may be, was incurred by
or asserted against such Administrative Agent (or any such sub-agent) or such L/C Issuer in its
capacity as such, or against any Related Party of any of the foregoing acting for such
Administrative Agent (or any such sub-agent) or L/C Issuer in connection with such capacity.
The obligations of the Lenders under this subsection (c) are subject to the provisions of Section
2.13(f).
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ANNEX B
[Sample “Eligible Assignee” Provision]
(h) As used herein, the following terms have the following meanings:
“Eligible Assignee” means (a) a Lender; (b) an Affiliate of a Lender; (c) an Approved Fund;
and (d) any other Person (other than a natural person) approved by (i) the Administrative
Agents, the L/C Issuers and the Lenders, and (ii) unless Event of Default has occurred and is
continuing, the Borrowers (each such approval to be unreasonably withheld or delayed);
provided that notwithstanding the foregoing “Eligible Assignee” shall not include a Borrower
or any of its Affiliates or Subsidiaries.
“Fund” means any Person (other than a natural person) that is (or will be) engaged making,
purchasing, holding or otherwise investing in commercial loans and similar extensions of
credit in the ordinary course of its business.
“Approved Fund” means any Fund that is administered or managed by (a) a Lender, (b) an
Affiliate of a Lender or (c) an entity or an Affiliate of an entity that administers manages a
Lender.
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ANNEX C
[Sample NDA Provision with Blowout Deadline]
13.
The Company hereby agrees that on or before ___, 201_ (the “Disclosure Date”),
it will publicly disclose, by (i) including in its Form 10-K for the fiscal year 201_, (ii) press
release or (iii) filing a Form 8-K or other periodic reporting (collectively, a “Securities Filing”)
required or permitted to be filed under the Security Exchanges Act of 1934, as amended, to the
Securities and Exchange Commission, the Information that the Company, in its reasonable
judgment, considers material, non-public information (items (i), (ii), and (iii) hereof, the
“Disclosure Document”). Notwithstanding anything to the contrary in this letter agreement, to
the extent that the Company (i) fails to issue or file a Disclosure Document on the Disclosure
Date (“Cleansing Obligations”) or (ii) issues or files a Disclosure Document that, in your
judgment, does not contain or refer to all Information that is material, non-public information,
then, subject to the immediately following sentence, you shall have the right to disclose publicly
in any manner whatsoever, including without limitation a press release or Securities Filing, all
Information that you, based on the advice of your legal counsel and all other necessary or
appropriate factors or considerations under applicable law, consider material, non-public
information; provided, however, that you shall provide the Company with at least forty-eight
(48) hours’ notice prior to making such a disclosure and that, during such 48-hour period, (a) you
and your legal counsel will make a reasonable effort to consult with the Company and its legal
counsel regarding the necessity of any such disclosure and (b) the Company will have the
opportunity, within such forty-eight (48) hour period, to cure the above-referenced failure by
filing or issuing a Disclosure Document prior to any disclosure of Information by you. Upon the
performance of Cleansing Obligations, the Company shall represent to you in writing that all
material non-public Information and any and all proposals for an Amendment, including the
existence and status of discussions with respect thereto (if requested by you) have been disclosed
in accordance with this paragraph 13 and that you are entitled to rely upon such representation.
Notwithstanding anything to the contrary in this letter agreement, actions taken by you in
compliance with this paragraph 13 shall not be deemed a breach of this letter agreement or, upon
the commencement of any case under the Bankruptcy Code in which the Company is a debtor or
alleged debtor, a violation of the automatic stay and the Company expressly waives its right to
contend that such actions are a breach of this letter agreement or a violation of the automatic
stay.
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ANNEX D
[Sample RSA Provision re: Post-Signature Trading]
(a) Except as expressly provided herein, this Joinder Agreement and the Restructuring
Support Agreement shall not in any way restrict the right or ability of any Joining Party to
Transfer any of the Debt Claims; provided, however, that for the period commencing as of the
date such Joining Party executed this Joinder Agreement until the termination of this Joinder
Agreement pursuant to the terms hereof no Joining Party shall Transfer any claims under the
Senior Secured Credit Facility and any purported Transfer of any claims under the Senior
Secured Credit Facility shall be void and without effect, unless (i) the transferee is a Party to
either the Restructuring Support Agreement or this Joinder Agreement or (ii) if the transferee is
not to a Party to either the Restructuring Support Agreement or this Joinder Agreement prior to
the effectiveness of the Transfer, such transferee delivers to the Company, at or prior to the time
of the proposed Transfer (or substantially contemporaneously therewith), an executed copy of a
transfer agreement in the form of Exhibit 2 attached hereto by which the transferee shall assume
all obligations of the transferor hereunder in respect of the claims under the Senior Secured
Credit Facility being transferred. Any Transfer that does not comply with the foregoing shall be
deemed void ab initio. The Restructuring Agreement and this Joinder Agreement shall in no way
be construed to preclude any holder of Debt Claims from acquiring additional Debt Claims or
any other interests in any of the Debtors; provided, that any such additional Debt Claims or other
interests in such Debtor shall, upon acquisition, automatically be deemed to be subject to all the
terms of this Agreement.
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ANNEX E
[Sample Marketmaker Carve-Out (2012 LSTA Model)]
(a) Notwithstanding the foregoing [refer to section which deals with the transfer
restrictions and requirements of signing a joinder in the RSA], (i) a party to this RSA may
transfer (by purchase, sale, assignment, participation or otherwise) any right, title or interest in
such [Loan Claims] against the Debtor[s] to an entity that is acting in its capacity as a Qualified
Marketmaker without the requirement that the Qualified Marketmaker be or become an RSA
Party, provided that any subsequent transfer (by purchase, sale, assignment, participation or
otherwise) by such Qualified Marketmaker of the right, title or interest in such [Loan Claims]
against the Debtor[s] is to a transferee that is or becomes an RSA Party, and (ii) to the extent that
a party to this RSA is acting in its capacity as a Qualified Marketmaker, it may transfer (by
purchase, sale, assignment, participation or otherwise) any right, title or interest in such [Loan
Claims] against the Debtor[s] that the Qualified Marketmaker acquires from a holder of the
[Loan Claims] who is not an RSA Party without the requirement that the transferee be or become
an RSA Party.
(b) For these purposes, a “Qualified Marketmaker” means an entity that (x) holds itself
out to the market as standing ready in the ordinary course of its business to purchase from
customers and sell to customers claims against the Debtor[s] (including debt securities or other
debt) or enter with customers into long and short positions in claims against the Debtor[s]
(including debt securities or other debt), in its capacity as a dealer or market maker in such
claims against the Debtor[s], and (y) is in fact regularly in the business of making a market in
claims against issuers or borrowers (including debt securities or other debt); and an “RSA Party”
means an entity that is a party to this RSA or to an RSA with the Debtor[s] in form substantially
similar to this RSA or executes a Joinder to such RSA with respect to the transferred right, title
or interest in such [Loan Claims].
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