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Introduction
In a typical secured financing transaction, the secured lender makes a loan to a borrower
secured by property, i.e. collateral, in which the borrower has an interest. If the borrower
defaults, the secured lender can pursue its state law remedies aided by its financing documents
and Article 9 of the Uniform Commercial Code as enacted in the relevant jurisdiction(s).
However, should the borrower take advantage of the debtor relief provisions of the Bankruptcy
Code, the automatic stay imposed by Section 362(a) of the Bankruptcy Code arises automatically
upon the filing of a bankruptcy petition. As a result, the secured lender’s exercise of remedies
against the borrower, now debtor, and against the pledged collateral, now property of the
bankruptcy estate, is halted. The secured lender must go to the bankruptcy court to obtain relief
from the automatic stay, a remedy rarely granted in the early stages of a bankruptcy case. In
addition, there is a risk that the secured lender’s loan could be restructured in a chapter 11
bankruptcy case with the possibility that the interest rate could be altered, the term of payments
extended and various rights found in the financing documents stripped away should the borrower
or another party in interest seek to confirm a plan of reorganization utilizing the cram down
rights found in by Section 1129 (b) of the Bankruptcy Code.
To avoid the impact of the automatic stay upon its exercise of remedies, the secured
lender can seek to reduce the risk that the borrower will ever become a debtor in a bankruptcy
case also ensuring that the secured lender’s collateral will not become property of the borrower’s
bankruptcy estate. To accomplish this goal, the bankruptcy-remote single purpose entity
(hereinafter, the “SPE”) was created and its use has seen dramatic growth. While the SPE may
have been first used primarily in the context of a securitization transaction where specific assets,
e.g. commercial mortgages or accounts receivable, are separated from the originator of the assets
and placed into a separate entity, the SPE, it is not uncommon to run into an SPE in any
structured financing or project financing transaction. The lender is happy because if it should
need to exercise remedies upon an SPE default, the pursuit of remedies should not be impacted
by an automatic stay. The entity with the assets is happy because it has obtained funds from the
lender at a lower cost that if it had borrowed directly from the lender without an SPE.
Everyone’s happy.
There are two primary goals of the SPE structure.
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Make a bankruptcy filing by the borrower less likely to ever occur.1



Reduce the risk that if a bankruptcy filing does occur, the assets that the
lender or investor is relying upon to repay the loan or to generate profit in

It’s difficult to assure a lender or an investor that the borrower or investment target can ever never file a bankruptcy case. See
Section 109 of the Bankruptcy Code for who may be a debtor. While the case law firmly establishes the right of an
individual to file a bankruptcy petition, the arguments are less robust in the business context. See Pierce, “Bankruptcy
Remote Special Purpose Entities”, Emory Bankruptcy Developments Journal, vol. 28, p. 517 (2012), Tracht, “Contractual
Bankruptcy Waivers: Reconciling Theory, Practice, and Law, 82 Cornell L. Rev. 301, 307-308 (1997). While state law may
allow the bankruptcy-remote entity to establish barriers to a voluntary bankruptcy filing by allowing the entity to prohibit a
filing in its organic documents, prohibiting an involuntary bankruptcy filing is problematic. See In re DB Capital Holdings,
LLC, 2011 WL 3236169 (D.Colo.).
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the investment will not become entangled in a bankruptcy proceeding of
another related entity.
Standard & Poor’s Rating Service, which rates many of the securities issued by
borrowers in SPE transactions, describes the SPE as follows:
An SPE is an entity, formed concurrently with or immediately prior
to the subject transaction, that is unlikely to become insolvent as a
result of its own activities and that is adequately insulated from the
consequences of any related party’s insolvency.2

By taking advantage of a limited liability entity that has an existence in American
jurisprudence separate and apart from the owners of the equity of that entity, the owner of assets
can remove those assets from its balance sheet by selling or contributing them to the SPE.
Should the owner of the assets later experience financial problems and become the subject of a
bankruptcy case, the use of the SPE should prevent those assets from becoming “property of the
estate.”3 With the assets no longer property of the company and not to become property of the
estate upon a bankruptcy filing by or against the company, the automatic stay would not apply to
those assets.4 The lender or investor proceeding against the SPE that owns the assets is thus free
from the automatic stay and should it need to exercise remedies, it will be able to proceed to
without any restraint imposed by the Bankruptcy Code.
I.

The Steps Necessary to Create a Bankruptcy-Remote Single Purpose Entity
Structure

Whatever form of entity is chosen,5 ensuring that that entity has a single purpose and is
bankruptcy remote requires attention to three fundamental concepts:
a) The Single Purpose
The organic documents that are employed to create the entity, the Operating
Agreement in the context of an LLC, should limit as much as possible the objects and
powers of the entity. As the LLC is being created for a single purpose, its objectives and
powers should be limited to that single purpose. For example, assume the goal of the
transaction is for a business corporation to realize maximum value as soon as possible
from its accounts receivable. As a lender or investor may be willing to provide the best
2

“U.S. CMBS Legal and Structured Finance Criteria,” Standard & Poor’s Ratings Services, a division of The McGraw-Hill
Companies, May, 2003.

3

See Section 541(a)(1) of the Bankruptcy Code, 11 U.S.C. §541(a)(1).

4

See Section 362(a)(2), (3), (4), (5) of the Bankruptcy Code, 11 U.S.C. §§ 362(a)(2), (3), (4), (5).

5

With minor differences, the same basic rules apply whether you are dealing with a corporation, a limited liability company (an
“LLC”), a trust or a limited partnership. For simplicity, sake, this paper will assume that the subject entity is an LLC. For a
discussion of the changes that would be required if the subject entity were either a corporation, a trust or a limited
partnership, refer to the discussion on pages 47-52 of Standard & Poor’s “Structured Finance: Legal Criteria for U.S.
Structured Finance Transactions”, (October, 2006). www.standardandpoors.com.
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terms if instead of dealing with the business corporation it was rather dealing with an
SPE, the business corporation will need to create a wholly owned SPE to which it can
transfer the accounts receivable. Those accounts receivable, once contributed to or sold to
the wholly owned SPE subsidiary can now be pledged or sold to the lender or investor
with the proceeds realized from the loan or sale up-streamed to the business corporation
as either a dividend or as the purchase price for the sale. When the LLC is formed, setting
forth this purpose in the Operating Agreement accomplishes this first task. The following
is an example of what the limitation on the purposes of the SPE-LLC might look like.
1.

PURPOSE AND POWERS OF THE COMPANY

1.1

Purpose of the Company. The authorized purpose of the Company
shall be to engage exclusively in the following business and financial
activities:

1.2

(a)

to acquire, own, sell or pledge accounts receivable owned by
the Member to the extent provided in the Transaction
Documents; and

(b)

to engage in any activity and to exercise any powers permitted
to limited liability companies under the laws of the State of
Delaware that are related or incidental to the foregoing and
necessary, convenient or advisable to accomplish the
foregoing.

The Company shall have the power, in fulfilling the purpose set forth
above, to conduct any business or take any action that is lawful and that
is not prohibited by the Act.6

This restriction on purpose gives the lender or investor comfort that the LLC will be
engaging in only the single anticipated activity and no other activity that might give rise to the
existence of unpaid creditors who might exercise rights against the LLC including the filing of an
involuntary bankruptcy petition and, thereby, through the rise of the automatic stay, prevent the
lender or investor from having a free hand in exercising its own remedies should they be
necessary. It also should result in making it less likely that a bankruptcy for the LLC would ever
be needed as there should be no other debt of any consequence to restructure.7

b) The Independent Manager
As our goal is to make it less likely for the LLC to file a bankruptcy petition or to have
one filed against it, imposing an additional restriction on the decision to seek relief from creditors
under the bankruptcy laws can move us closer to our goal. In order to file a bankruptcy petition,
the LLC generally needs authorization from its management.8 In the case of a member managed
6

In this example, the “Act” referred to is the Delaware Limited Liability Company Act, 6 Del.C. § 18-101, et seq.

7

It is not unusual to also impose specific debt limitations on the LLC.

8

An LLC might be member managed or manager managed. It’s up to those organizing the entity to specify in the operating
agreement exactly who will have the authority to authorize a bankruptcy petition to be filed and if there are more than one
such persons, the requisite majority or unanimity that would be required for proper authorization.
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LLC, a bankruptcy filing would have to be authorized by the member. In the case of a manager
managed LLC, a bankruptcy filing would have to be authorized by the manager. In either case,
the lender or investor can be made more comfortable that a bankruptcy filing is a remote
possibility by introducing into the decision making and authorization process an independent
person who is not so closely tied to the member or to management such that they can take an
independent view of the situation and authorize a bankruptcy filing only if it is justified. To
accomplish this, the Operating Agreement can be drafted to require that a bankruptcy petition
may not be filed by the LLC without the written approval of someone who is independent from
the member or manager.
First, we have to define the independent manager.
“Independent Manager” shall mean an individual duly appointed by the Members to
serve as an Independent Manager of the Company pursuant to this Agreement who is
designated as an “Independent Manager” who is employed by (or otherwise designated
to act as a Manager by) CT Corporation, Corporation Service Company, National
Registered Agents, Inc., Wilmington Trust Company, Stewart Management Company or
Lord Securities Corporation or, if none of those companies is then in business of
providing professional independent directors or managers for special purpose entities,
any other nationally-recognized company that provides professional independent
directors or managers for special purpose entities in the ordinary course of business and
who, at the time of such appointment, is not, and while serving as an Independent
Manager will not be, and has not been at any time during the preceding five (5) years:
(a) a direct or indirect legal or beneficial owner of any equity interest in the Company,
any Member or any of their respective Affiliates, (b) a creditor, customer, supplier or
contractor of, or other Person who derives any of its purchases or revenues from its
activities with, the Company, a Member or any of their respective Affiliates, (c) an
employee, officer, other director, member, manager or Affiliate of (A) the Company, a
Member or any of their respective Affiliates or (B) any other Person described in
clause (a) or (b) above or (d) a member of the immediate family of any individual
described in clause (a), (b) or (c) above; provided however, that no individual shall be
disqualified from serving as an Independent Manager solely on account of (i) his or her
service as an Independent Manager and/or Special Member or receipt of customary
compensation, if any, in exchange therefor from the Company, (ii) his or her
employment by or ownership interest in any reputable, national service entity engaged
by the Company to fill the position of an Independent Manager and/or Special Member
required hereunder and that (A) is not an Affiliate of the Company, the Members or any
of their respective Affiliates and (B) regularly provides as a principal component of its
business the services of an independent director, independent trustee or independent
manager (as determined pursuant to requirements substantially similar in all material
respects to those set forth in this definition) and/or special or springing member to
special-purpose, bankruptcy-remote entities, (iii) his or her service as an independent
manager, independent trustee or independent director (as determined pursuant to
requirements substantially similar in all material respects to those set forth in this
definition) and/or special or springing member of another limited or special-purpose,
bankruptcy-remote entity or (iv) his or her receipt of customary compensation, if any, in
exchange therefor from such other limited or special-purpose bankruptcy-remote entity.
The Independent Manager is hereby designated as a “manager” within the meaning of
the Act.

As you can see, many of the companies that provide regular corporate services to
business entities throughout the country, e.g. CT Corporation, Corporation Service
Company, National Registered Agents, Inc., Wilmington Trust Company, Stewart
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Management Company or Lord Securities Corporation also will provide an independent
manager for a relatively small fee. The annual fee is relatively modest.
Now that we’ve defined what type of person ban qualify as an independent
manager, we need to define that person’s role in the SPE governance. As the purpose of
the independent manager is to make it less likely that the SPE will voluntarily file a
bankruptcy petition, this is done by requiring that any decision to authorize a bankruptcy
filing come with the independent manager’s affirmative approval.9 Other LLC actions
that typically require the independent manager’s approval include dissolution, merger and
a sale of substantially all assets. The LLC operating agreement will also provide that an
independent manager is required to be in place at all times and under all circumstances.
Here is a sample provision explaining the independent manager’s role:
2.

LIMITATIONS ON ACTIONS OF THE COMPANY

2.1

Without the prior unanimous written consent of the Members, the
Board of Managers, and the Independent Manager, none of the
Company, the Members, the Board of Managers, the Independent
Manager or any other Person acting on behalf of the Company shall, or
shall have the authority to, do any of the following actions (provided
that neither the Members nor the Board of Managers may consent to
any of the following actions unless there is an Independent Manager
then serving in such capacity):
— do any act in contravention of this Agreement;
— confess a judgment against the Company;
— possess the property or assets of the Company, or, subject to paragraph (a) of this
Section, assign rights, if any, in specific property or assets of the Company, for other
than the purposes of the Company required or permitted under Section 3.01 hereof;
or
— to the fullest extent permitted by applicable law, (A) commence any case, proceeding
or other action or file a petition or answer (1) under any existing or future
bankruptcy, insolvency or similar statute, law or regulation that seeks (y) to
adjudicate the Company a bankrupt or insolvent or (z) to have an order for relief
entered pursuant to the Bankruptcy Code with respect to the Company, or (2) under
any existing statute, law or regulation that seeks the reorganization, arrangement,
adjustment, wind-up, liquidation, dissolution, composition or other relief with
respect to the Company or its debts, (B) consent to the institution of bankruptcy or
insolvency proceedings against the Company, (C) seek or consent to the appointment
of a receiver, custodian, liquidator, assignee, trustee, sequestrator (or other similar

9

See In re Kinsgton Square Associates, 214 B.R. 713 (Bankr. S.D.N.Y, 1997)(involuntary bankruptcy case not dismissed despite
allegations of a collusive filing orchestrated by a director in the face of the requirement that a bankruptcy filing required
unanimous board approval including the approval of an independent director appointed by the lender and the director’s
belief that the independent director would not approve the bankruptcy filing because it was not wanted by the lender).
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official) of the Company or all or a substantial part of its property, (D) except as
required by applicable law, admit the Company’s inability to pay its debts generally
as they become due, (E) make a general assignment by the Company for the benefit
of creditors, (F) file an answer or other pleading admitting or failing to contest the
material allegations of a petition filed against the Company in a proceeding of the
type described in subclauses (A) through (E) of this clause (iv), (G) cause the
Company not to pay its debts as such debts become due within the meaning of the
Bankruptcy Code, or (H) authorize, take any action in furtherance of, consent to or
acquiesce in any of the foregoing or any similar action or other proceedings under
any federal or state bankruptcy, insolvency or similar law on behalf of, or with
respect to, the Company, or in connection with any agreement to which the Company
is a party or a beneficiary.

In addition, to prevent a dissolution of the LLC because there ceases to be a
member in existence, which might happen if the member were itself to be dissolved or
file a bankruptcy case, we need to provide for the continued existence of the independent
manager and for that independent manager to step into the shoes of the member, at least
to a limited extent, until a new member is in place. The following is a normal provision in
an LLC Operating Agreement creating the role of an Independent Manager:
3.

Independent Manager; Special Member

3.1

Notwithstanding anything to the contrary in this Agreement or the
Basic Documents, until one year and one day after the later of the date
that no Obligation (each as defined in the Credit Agreement) under the
Credit Agreement remains outstanding or the date that no
non-contingent monetary obligation remains outstanding under the
Credit Agreement, except in the case of a temporary vacancy in the
office of an Independent Manager, which vacancy shall promptly be
filled, the member (and each member of the Company in the event the
Company has more than one member) shall cause the Company to, and
the Company shall, have one Independent Manager at all times. The
initial member hereby selects as the initial Independent Manager the
individual executing this agreement as the Independent Manager to
serve until the individual’s respective successor is selected by the
members or until the individual’s death, resignation or removal, as the
case may.

3.2

No Independent Manager acting in such capacity shall be deemed to be
a member of the Company, have any interest in the profits, losses and
capital of the Company, have any right to receive any distributions of
Company assets or receive a limited liability company interest in the
Company. No Independent Manager shall be required to make any
capital contributions to the Company. Except as expressly set forth in
this agreement, no Independent Manager, acting in his or her capacity
as the Independent Manager, may bind the Company, nor have any
right to vote on, approve or otherwise consent to any action by, or
matter relating to, the Company. The rights and obligations of the
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Independent Manager under this Agreement shall belong solely to and
be exercised solely by the Independent Manager.
3.3

The individual acting as the initial Independent Manager shall execute
a counterpart of this Agreement. Notwithstanding anything to the
contrary provided herein, no Independent Manager may resign, be
removed as an Independent Manager or transfer or delegate his or her
rights or obligations as an Independent Manager with respect to the
Company unless, and no appointment of a successor Independent
Manager shall be effective until, (i) a successor Independent Manager
has been appointed by the members, and (ii) such successor has
accepted his or her appointment as the Independent Manager by
executing a counterpart of this Agreement. Notwithstanding anything
to the contrary herein, if an Independent Manager resigns, ceases to be
qualified as an Independent Manager, or such position is otherwise
vacant (other than as a result of the expiration of the requirement to
have an Independent Manager under this section), no action requiring
the affirmative vote of the Independent Manager shall be taken until a
successor Independent Manager is duly appointed as provided in this
paragraph, is qualified and approves such action.

3.4

No Independent Manager shall serve at any time as a trustee in
bankruptcy for any Affiliate of the Company.

3.5

Except as otherwise expressly provided by the Act, the debts,
obligations and liabilities of the Company, whether arising in contract,
tort or otherwise, shall be the debts, obligations and liabilities solely of
the Company, and no Independent Manager shall be obligated
personally for any such debt, obligation or liability of the Company
solely by reason of being an Independent Manager of the Company.
No Independent Manager shall be liable, responsible or accountable in
damages or otherwise to the Company or the members of the Company
for any act or omission performed or omitted by such Independent
Manager in good faith on behalf of the Company and in a manner
reasonably believed by such Independent Manager to be within the
scope of the authority granted to such Independent Manager by this
agreement and in the best interests of the Company and its creditors,
except for acts or omissions amounting to fraud, willful misconduct or
gross negligence. For purposes of this section, any action or omission
taken on advice of qualified legal counsel for the Company or an
Independent Manager shall be deemed to have been taken in good faith.
Except as may be otherwise provided by the Act, no suit or other action
brought by the members of the Company against an Independent
Manager shall cause the termination or dissolution of the Company.

3.6

Upon the occurrence of any event that causes the last remaining
member to cease to be a member of the Company (other than upon an
assignment by the last remaining member of all of its limited liability
company interest in the Company in connection with the admission of
the substitute member of the Company pursuant to this Agreement), the
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Independent Manager shall, without any action of any person and
simultaneously with the last remaining member ceasing to be a member
of the Company, automatically be admitted to the Company as a
member (the “Special Member”) and, to the fullest extent permitted by
applicable law, shall continue the Company without dissolution. The
same individual shall be both the Special Member, if any, and the
Independent Manager. The Special Member may not pledge or
otherwise encumber its interests as the Special Member. the Special
Member may not resign, withdraw, or be removed as the Special
Member or otherwise transfer in any manner or delegate its rights or
obligations as the Special Member unless, and no appointment and
admission of a successor Special Member shall be effective until, a
successor Special Member that qualifies as an Independent Manager
(i) has been appointed by the member (though, at such time, no longer a
member) or its personal representative (as defined in the act), (ii) has
been admitted to the Company as the Special Member by executing a
counterpart to this Agreement and (iii) has accepted his or her
appointment as an Independent Manager and admission as the special
member pursuant to the terms hereof, whereupon the removed, resigned
or transferring Special Member shall have no further rights or
obligations as the Special Member or Independent Manager under this
Agreement, other than his or her rights to indemnification and
limitations on liability provided by this Agreement and applicable law.
the Special Member shall automatically cease to be a member of the
Company (but not an Independent Manager) upon the admission to the
Company of a substitute member pursuant to this Agreement, which
substitute member is appointed by the member (though, at such time,
no longer a member) or its personal representative (as defined in the
act). except as necessary to satisfy his or her tax obligations caused by
any allocation required for federal income and applicable state income
tax purposes to the Special Member of gross income and deductions of
the company, and to maintain the status of the Company as a Delaware
limited liability company in good standing, the Special Member shall
not have any interest in the profits, losses and capital of the Company
or any right to receive any distributions of Company assets. Pursuant
to section 18-301 of the Act, the Special Member shall not be required
to make any capital contributions to the company. except as necessary
to perform his or her obligations as an Independent Manager under this
Agreement, to cause the Company to perform its obligations under and
with respect to the covenants contained in this Agreement and any
agreement to which the Company is a party, to cause the Company to
perform pursuant to mandatory provisions of the Act and other
applicable law and to maintain the status of the Company as a
Delaware limited liability company in good standing, the Special
Member, in his or her capacity as the Special Member, shall not have
any power or authority to (a) bind the Company, (b) vote on, approve
or otherwise consent to any action by, or matter relating to, the
Company, including the merger, consolidation or conversion of the
Company or (c) receive a limited liability company interest in the
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Company. Such limited liability company interest, if any, and rights of
the Special Member shall belong solely to and be exercised solely by
the Special Member.
3.7

In the event that the Company has a Special Member, references in this
agreement to a member shall refer to the Special Member to the extent
of the rights and obligations of the Special Member under this section.

As the use of SPEs and independent managers has become more commonplace in
structured finance, ways to get around the restrictions imposed by the independent
manager have also been more readily explored. The most well-known example of this
was the chapter 11 filings by General Growth, a real estate investment trust that managed
shopping centers via SPE subsidiaries that owned and managed individual pieces of real
estate. Even though the various SPEs had organizational documents that required an
independent manager/director, when those independent persons would vote in favour of
authorizing a bankruptcy filing, the owner of the equity in the SPE exercised its right to
remove the recalcitrant independent managers/directors and replaced them with ones who
were more flexible. The bankruptcy court denied the lenders’ motion to dismiss the
chapter 11 cases for lack of good faith.10 To counter this risk that the company’s
bankruptcy remoteness may not be as remote as desired, lenders and investors have
considered such alternatives as requiring that any removal of the independent person be
on a notice to the lender that removal is being considered or making removal not
effective for a period of time during which the lender might be able to effectively
exercise remedies available to it. Some lenders have even considered requiring that they
be able to appoint an independent manager of their choosing.11
c) Separateness
With a limited purpose and an independent manager in place, we have two legs of
the three-legged stool that gives comfort to the lender or investor that a bankruptcy filing
is a remote possibility. One more leg is needed to allow the stool to stand and that’s
provided by a set of covenants that will govern the operation of the LLC during its
existence or at least until all obligations owed to the lender have been satisfied. Referred
to as “separate covenants”, these requirements make it less likely that if the LLC ever did
end up as a debtor in a bankruptcy case, despite the lender or investor’s best efforts to the
contrary, the assets of the LLC would not be substantively consolidated with the assets of
any other entity, thereby potentially diminishing the availability of those assets to satisfy
the obligations owed to the lender or investor. Here is a typical set of separateness
covenants:
10

In re General Growth Properties, Inc., 409 B.R. 43, 54 (Bankr. S.D.N.Y. 2009). The chapter 11 filing by two SPEs,
Stephentown Holdings, LLC (Bankr. D. Del, Docket #11-13451) and Stephentown Regulation Services LLC (Bankr. D.
Del, Docket #11-13452), subsidiaries of Beacon Power Corporation (Bankr. D. Del, Docket #11-13450), were authorized
by a replacement independent director after the original independent director was removed by the sole member.

11

This last approach brings to mind the risk of “lender liability” should the independent manager designated by the lender fail to
authorize a bankruptcy filing which later proves to have been the better approach for the company and its unsecured other
creditors and equity holders.
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3.8

Operating Requirements

3.9

Notwithstanding anything to the contrary in this Agreement or the
Basic Documents, until one year and one day after the later of the date
that no Obligations (as defined in the Credit Agreement) under the
Credit Agreement remains outstanding or the date that no
non-contingent monetary obligation remains outstanding under the
Credit Agreement:

3.10

Each Member, the Board of Managers, any officer appointed by the
Board of Managers and the Independent Manager (to the extent of the
Independent Manager’s respective rights and responsibilities
hereunder) and the Special Member (to the extent of the Special
Member’s respective rights and responsibilities hereunder) shall cause
the Company to, and the Company shall:
(a)

do or cause to be done all things necessary to preserve and
keep in full force and effect its existence as a Delaware limited
liability company in good standing and its rights (charter and
statutory) and franchises, obtain and preserve its qualification
to do business in each jurisdiction in which such qualification
is or shall be necessary to protect the validity and
enforceability of this Agreement and any agreement to which
the Company is a party, and observe all applicable procedures
and provisions required by this Agreement and the laws of the
State of Delaware;

(b)

not amend, alter, waive, change or repeal (A) its Certificate of
Formation; (B) the definitions in this Agreement of the
capitalized terms used in this Section or any of the definitions
of the terms that form any part thereof; or (C) Sections 3.01,
3.02, 7.04, 8.04, 10.01(a), 11.03, 11.04 or 11.05 hereof, this
Article IV or Article IX hereof, in each case without the
written consent of the Independent Manager;

(c)

maintain its own bank accounts and correct and complete
financial and other entity records, accounts and books of
account separate and distinct from those of any other Person,
not commingle its records, accounts, books of account and
bank accounts with the organizational or other records,
accounts, books of account or bank accounts of any other
Person and cause such records, accounts, books of account and
bank accounts to reflect the separate existence of the
Company;

(d)

act solely in its own name and through its duly authorized
Members, Special Member, Board of Managers, Independent
Manager, officers or agents in the conduct of its business,
prepare all of its correspondence in the Company’s name, hold
itself out as a separate entity from any other Person, conduct
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its business so as not to mislead others as to the identity of the
entity with which they are concerned, correct any
misunderstanding regarding its separate identity known to the
Company or its Members or Special Member, refrain from
engaging in any activity that compromises the separate legal
identity of the Company, and strictly comply with all
organizational and statutory formalities to maintain its
separate existence;
(e)

hold such meetings (or act by written action in lieu of
meetings) and take such actions as may be necessary to
authorize each of its material actions as may be required by
applicable law, this Agreement, the Basic Documents and any
other agreement to which the Company is a party and shall
maintain any of its minutes or written consents of such actions
separate from any other Person;

(f)

at any time that the Company is not treated as a disregarded
entity or part of a consolidated group filing consolidated
returns for federal income tax purposes, file or cause to be
filed its own tax and information returns, if any, as may be
required of the Company under applicable federal, state and
local law, and pay any taxes out of its own funds so required
to be paid under applicable law from its own assets;

(g)

except for Lender’s standard practice regarding maintenance
of funds and assets under the Credit Agreement, not
commingle its funds or assets with the funds or assets of any
other Person;

(h)

segregate and separately maintain (or cause to be maintained)
its funds and assets as identifiable funds and assets held in its
name (except, with respect to holding funds or assets in its
name, to the extent that such funds or assets are required under
the Indenture to be held in an account in the name of a
servicer, custodian or trustee) and with its own tax
identification number, if any, in such a manner that it is not
costly or difficult to segregate, ascertain or identify its
individual funds and assets from the funds and assets of any
other Person, which funds and assets shall at all times be held
by or on behalf of the Company and used only for the business
of the Company;

(i)

prepare and maintain annual and quarterly financial statements
separate from any other Person, pay or bear the cost of
preparation of its own financial statements and disclose in the
annual financial statements of the Company the effects of its
transactions in accordance with generally accepted accounting
principles and, if audited financial statements are required, pay
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or bear the cost of preparation of such financial statements by
an independent registered public accounting firm;
(j)

cause (A) the consolidated or combined financial statements,
if any, which consolidate or combine the assets and earnings
of a Member or Affiliate of a Member or the Company with
those of the Company to contain a schedule indicating the
separate existence of the Company and its assets and
liabilities, and (B) not permit the consolidated or combined
financial statements, if any, which consolidate or combine the
assets and earnings of the Member or Affiliate of the Member
or the Company with those of the Company to state that the
assets of the Company are or will be available to creditors of
the Member or any Affiliate of the Member (other than the
Company) or the Company;

(k)

maintain an arm’s-length relationship with each of its
Affiliates and the Member, the Special Member, the Board of
Managers, the Independent Manager and their respective
Affiliates, not enter into any contract or agreement or
amendment thereof with any of its Affiliates or the Member,
the Special Member, the Board of Managers, the Independent
Manager or their respective Affiliates unless the terms thereof
are commercially reasonable and substantially similar to those
that would be available on an arm’s-length basis with third
parties, and transact all business with each of its Affiliates and
the Member, the Special Member, the Board of Managers, the
Independent Manager and their respective Affiliates pursuant
to enforceable agreements with material terms established at
the inception that will not be amendable except with the
consent of each of the parties to such agreement;

(l)

to the extent that the Company leases premises from the
Member, the Special Member or their respective Affiliates,
pay appropriate, fair and reasonable compensation or rental to
the lessor;

(m)

be directly responsible for the costs of its own outside legal,
auditing and other similar services and pay its taxes, liabilities
and operating expenses only out of its funds and not pay from
its assets any obligations or indebtedness of any other Person;

(n)

pay from its own funds the salaries of its own employees, if
any, and maintain a sufficient number of employees in light of
its contemplated business operations;

(o)

pay from its own funds any compensation due to the
Independent Manager;
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(p)

pay compensation from its own funds to independent
contractors for performing services or incurring expenses in
connection with such services for the Company in an amount
equal to the fair value of such services and expenses and
otherwise to pay its own liabilities out of its own funds;

(q)

allocate fairly and reasonably between the Company and any
other Person pursuant to a written agreement all expenses that
are shared with such Person, including any overhead, rent, or
other compensation paid for shared or leased office space;

(r)

not act as an agent of the Member, the Special Member, the
Board of Managers, the Independent Manager or their
respective Affiliates;

(s)

not permit the Member, the Independent Manager, the Board
of Managers or their respective Affiliates to act as an agent for
the Company, except as specifically permitted by this
Agreement, or with respect to the Member and its Affiliates;

(t)

not identify itself as a department or division of any other
Person in order not (A) to mislead others as to the identity of
the entity with which such other party is transacting business;
or (B) to suggest that the Company is responsible for the debts
of any other Person;

(u)

use stationery, invoices and checks that are separate from
those of any other Person;

(v)

not enter into leases for office space, except as necessary to
maintain a principal place of business or the conduct of its
operations;

(w)

not be, become or hold itself out (or permit itself to be held
out) as being liable for the debts or other obligations of any
other Person, or hold out its credit (or permit its credit to be
held out) as being available to satisfy the obligation of any
other Person;

(x)

not pledge any property or assets of the Company (except as
permitted by the Indenture), lend or advance any moneys
(other than trade receivables in connection with the ordinary
course of the Company’s business) to, guarantee (directly or
indirectly), endorse (other than the endorsement of negotiable
instruments for collection or deposit in the ordinary course of
business) or otherwise become contingently liable (directly or
indirectly) for the obligations of, or acquire or assume any
obligation or liability of, any other Person;
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(y)

except for temporary investments of funds as expressly
permitted by the Credit Agreement and any servicing or
custodial agreement incidental thereto, not make an
investment in or for the benefit of, or own or purchase any
stock, obligations or securities of or any other interest in, or
make any capital contribution to, any other Person;

(z)

not form or acquire any subsidiary;

(aa)

not incur any debt, secured or unsecured, direct or contingent
(including, without limitation, guaranteeing any obligation)
other than its obligations under the Basic Documents;
provided that the Company may incur unsecured debts and
liabilities for trade payables and accrued expenses which are
permitted pursuant to the Indenture and incurred in the
ordinary course of its business that (A) are in amounts that are
normal and reasonable under the circumstances, (B) are not
evidenced by a promissory note, (C) are paid when due (unless
being contested in good faith) and (D) not owed to the
Member, the Special Member or their respective Affiliates;

(bb)

maintain adequate capital for the normal obligations
reasonably foreseeable in a business of the Company’s size
and character and in light of its proposed business operations
and liabilities (provided that this clause shall not be deemed a
commitment by the Member or the Special Member to make
Capital Contributions);

(cc)

not engage, directly or indirectly, in any business other than as
required or permitted under Article I hereof;

(dd)

not acquire or own any material assets other than as necessary
or appropriate to comply with its obligations under the Basic
Documents and the agreements incidental thereto;

(ee)

properly account in the Company’s books and financial
records for any transactions entered into between the
Company and the Member, the Special Member, the Board of
Managers, the Independent Manager and their respective
Affiliates;

(ff)

not enter into any contract, except such contracts as are
necessary to enable the Company to achieve its purposes as set
forth in, or that are otherwise required or permitted by,
Article I hereof;

(gg)

not enter any other financings or transactions except for the
transaction contemplated by the Indenture and the other Basic
Documents;
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(hh)

not agree to, enter into or consummate any transaction which
would render it unable to confirm that (A) it is not an
“employee benefit plan” as defined in Section 3(32) of
ERISA, which is subject to Title I of ERISA, or a
“governmental plan” within the meaning of Section 3(32) of
ERISA; (B) it is not subject to state statutes regulating
investments and fiduciary obligations with respect to
governmental plans; and (C) less than 25% of each of its
outstanding classes of equity interests are held by a “benefit
plan investor” within the meaning set forth in 29 C.F.R.
§ 2510.3-101(f)(2);

(ii)

subject to Section 4.03(a) hereof, have at least one
Independent Manager (who will also act as the Special
Member, if necessary) at all times;

(jj)

to the fullest extent permitted by applicable law and except as
otherwise expressly provided elsewhere in this Section, not
take or refrain from taking any act which would make it
impossible to carry on the activities of the Company set forth
in Article I hereof;

(kk)

except as expressly provided in the Basic Documents, not
knowingly perform any act that would subject (A) the
Member, the Special Member or the Independent Manager to
liabilities of the Company in any jurisdiction, or (B) the
Company to taxation as a corporation under relevant
provisions of the Code;

(ll)

except as expressly provided in the Basic Documents, not
(A) combine, consolidate or merge into or with any other
Person, (B) convert the Company into an entity that is not a
Delaware limited liability company, (C) reorganize or form
the Company in a jurisdiction other than Delaware or (D) to
the fullest extent permitted by applicable law, dissolve,
liquidate, wind-up or transfer the ownership of substantially
all of its assets;

(mm)

not enter into the Basic Documents or any other agreement
with any intent to hinder, delay or defraud creditors of any
Person;

(nn)

not permit the Company to be maintained or used to abuse
creditors or to perpetuate a fraud, injury or injustice to
creditors of any Person; and

(oo)

cause the Member, the Special Member, the Board of
Managers, the Independent Manager, agents and other
representatives of the Company, if any, to act at all times with
respect to the Company in furtherance of the foregoing; and
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(pp)

3.11

not engage in any activity that would cause the Company to be
required to register as an investment company under the
Investment Company Act of 1940, as amended.

Further, the Member, each member of the Board of Managers, the
Independent Manager (to the extent of the Independent Manager’s
respective rights and responsibilities hereunder) and the Special
Member (to the extent of the Special Member’s respective rights and
responsibilities hereunder) shall cause their respective Affiliates to
comply with this Section 3.

While the standards for substantive consolidation vary from circuit to circuit, many
courts follow the approach of the Second Circuit laid out in In re Augie/Restivo Baking
Company, 860 F.2d 515 (2d Cir. 1988).12 That court identified two critical factors
relevant to determining whether the remedy of substantive consolidation should be
considered: (i) whether creditors dealt with the entities as a single economic unit and did
not rely on their separate identity in extending credit [citations omitted] or (ii) whether
the affairs of the debtors are so entangled that consolidation will benefit all creditors
[citations omitted].” In re Augie/Restivo, 860 F.2d at 518. Adherence to the separateness
covenants should assure that the assets of the SPE are not entangled and that no creditor
reliance of the two entities acting as one should exist.
[T]he transaction parties structure [a] special purpose bankruptcy-remote
subsidiary to ensure that it will not be subject to substantive consolidation in the
event the operating company files for bankruptcy protection, and again seek a
legal opinion to that effect. The whole idea is to ensure that if the operating
company does file bankruptcy, the financial assets of the special purpose
subsidiary will not be part of that bankruptcy.13

Regardless of the circuit where the bankruptcy filing takes place, the risk of
substantive consolidation is unquestionably reduced if the SPE adheres to the
separateness covenants typically found in the SPE’s organizational documents. The
assets of the SPE should not be “hopelessly scrambled” with those of any other entity,
most importantly with those of the owner of its equity, and creditors of other entities
12

13

The Ninth Circuit adopted the Augie/Restivo standard in In re Bonham, 229 F.3d 750 (9th Cir. 2000). A different standard
applies in other circuits. See, In re Owens Corning, 419 F.3d 195, 208-09, n14 (3d Cir. 2005), cert. denied sub nom.
(require[s] a proponent of substantive consolidation to prove that:“(i) prepetition [the debtors and their affiliates] …
disregarded separateness so significantly their creditors relied on the breakdown of entity borders and treated them as one
legal entity, or (ii) post-petition their assets and liabilities are so scrambled that separating them is prohibitive and hurts all
creditors.”). See In re Auto-Train Corp., 810 F.2d 270 (D.C. Cir. 1987); Eastgroup Properties v. Southern Motel
Association, 935 F.2d 245 (11th Cir. 1991) (“(1) there is substantial identity between the entities to be consolidated; and (2)
consolidation is necessary to avoid some harm or realize some benefit.”); accord In re Reider, 31 F.3d 1102, 1108 (11th
Cir. 1994); See also In re Giller, 962 F.2d 796 (8th Cir. 1992) and Boellner v. Dowden, __ F.3d __ (8th Cir. 2015)(quoting
Reider, “In assessing the propriety of substantive consolidation, a court must determine: (1) whether there is a substantial
identity between the assets, liabilities, and handling of financial affairs between the debtor spouses; and (2) whether harm
will result from permitting or denying consolidation….Ultimately, the court must be persuaded that the creditors will suffer
greater prejudice in the absence of consolidation than the debtors (and any objecting creditors) will suffer from its
imposition.”).
In re Doctors Hosp. of Hyde Park, Inc., 360 B.R. 787, 848 (Bankr. N.D. Ill. 2007).
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should not be able to complain that the relied upon the capability of the SPE in extending
credit to another entity. It’s interesting that the General Growth court, while permitting
the chapter 11 filings in the face of a motion to dismiss for lack of good faith, did not use
that setting to venture into the question of substantive consolidation.14 And with the
benefit of the SPE structure including all three legs of the stool, i.e. a single purpose, an
independent manager and separateness covenants, the financing transactions that utilize
SPEs are usually accompanied by a legal opinion that concludes that “ … in the event
that the [sole member] were to be a debtor in a case under the Bankruptcy Code, for the
reasons, among others, set forth below, it is our opinion that regardless of which of the
approaches or standards discussed herein the court would elect to follow, it would not be
a proper exercise by the court of its equitable discretion to disregard the separate
existence of [SPE], so as to order substantive consolidation under the Bankruptcy Code
of the assets and liabilities of the [SPE] with the assets and liabilities of the [sole
member].
Conclusion
Whenever an SPE is being employed to facilitate a transaction, there is an important role
to be played by counsel experienced in bankruptcy law and practice. The very purposes for the
SPE to exist cry out for bankruptcy expertise, i.e.: (i) to make an SPE bankruptcy filing a remote
possibility, and, should a bankruptcy filing occur, (ii) to ensure that substantive consolidation of
the SPE with another entity will not follow. The bankruptcy opinion that will likely be required
to be produced in order to close the transaction will be a reasoned opinion requiring a canvassing
of bankruptcy law on the subject of substantive consolidation15 and will apply that law to the the
transaction and governance documents thereby giving comfort to those providing the funds to the
transaction that the documents adhere to the principles developed in the bankruptcy cases that
have addressed substantive consolidation. Engaging bankruptcy experience on the front-end
makes it less likely that bankruptcy experience will ever be needed on the back-end and, should
it come to pass that a bankruptcy ensues, that the result desired on the front-end will be realized
on the back-end.

14

General Growth, 409 B.R. 43 at 76; (“Nothing in this Opinion implies that the assets and liabilities of any of the Subject
Debtors could properly be substantively consolidated with those of any other entity.”).
15

Other bankruptcy opinions may also be required including that the transfer of assets from the member to the SPE has occurred
in circumstances where a subsequent review of the transfer by a bankruptcy court will conclude that the transfer was a “true
sale” or a “true contribution” rather than a secured financing.
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a. Provisions Affecting Distributions to Creditors
When drafting or negotiating an intercreditor or subordination agreement, it’s important
to first determine whether the parties intend their relationship to reflect lien subordination or
payment subordination, or both. If the intent is to impact only lien subordination, as is the case
with most first lien/second lien intercreditor agreements, then the focus is on the collateral that
secures the obligations owed to the holders of the senior lien and any subordinated lien.1 If a
distribution comes from the sale of that collateral, whether from the exercise of remedies
available to secured creditors or otherwise, then it can be expected that the agreement will direct
that the distribution be made to the holder of the senior lien until the obligations secured by that
lien have been paid in full and in cash. Particular care should be given to the scope of the
definition of first lien or senior obligations on the one hand and second lien or junior obligations
on the other hand so that they cover what is intended. In this context, components of these
obligations might include such things as principal, interest, interest on interest, make-whole
premiums, hedging obligations, other banking services or products, professional fees and
expenses, etc…
As found in the American Bar Association’s Model First Lien/Second Lien Intercreditor
Agreement,2 here is a typical provision addressing distributions from collateral:
Application of Proceeds
Until the Discharge of First Lien Obligations and the Discharge of Second Lien Obligations, and
regardless of whether an Insolvency Proceeding has been commenced, Collateral or Proceeds
received in connection with an Enforcement Action will be applied
(a)

first, to the payment in full or cash collateralization of all First Lien Obligations that
are not Excess First Lien Obligations ,

(b)

second, to the payment in full of the Second Lien Obligations [that are not Excess
Second Lien Obligations], [and]

(c)

third, to the payment in full of any Excess First Lien Obligations, [and

(d)

fourth, to the payment in full of any Excess Second Lien Obligations], 3

in each case as specified in the First Lien Documents or the Second Lien Documents, or as
otherwise determined by the First Lien Claimholders or the Second Lien Claimholders, as
applicable.
[Notwithstanding the foregoing, any non-cash Collateral or non-cash Proceeds will be held by First
Lien Agent as Collateral unless the failure to apply such amounts as set forth above would be
commercially unreasonable.]

1

For simplicity, this discussion assumes that the first lien and second lien attach to the same collateral.

2

The “Report of the Model First Lien/Second Lien Intercreditor Agreement Task Force” was published in the May
2010 edition of The Business Lawyer. It can be found at
http://www.abanet.org/dch/committee.cfm?com=CL190029.
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However, forms of intercreditor and subordination agreement often differ and
negotiations can be quite contentious when it comes to the distribution to subordinated creditors
of debt or equity securities, often referred to as “Reorganization Securities” or “Permitted Junior
Securities”, pursuant to a confirmed plan of reorganization. To the extent the debt or equity
securities represent the value of collateral, the distribution would be expected to follow the same
scheme as is provided in the intercreditor or subordination agreement regarding other proceeds
of collateral, i.e. they either get delivered to the holder of the senior lien to be applied against the
obligations secured by the senior lien or the securities will be held by the subordinated creditors
but remain subject to the subordination provisions of the intercreditor or subordination
agreement. Again, here is the applicable provision dealing with the distribution of debt and
equity securities pursuant to a plan of reorganization as it appears in the American Bar
Association’s Model First Lien/Second Lien Intercreditor Agreement:
6.7 Reorganization Securities
Nothing in this Agreement prohibits or limits the right of a Second Lien Claimholder to
receive and retain any debt or equity securities that are issued by a reorganized debtor
pursuant to a plan of reorganization or similar dispositive restructuring plan in connection
with an Insolvency Proceeding[, provided that any debt securities received by a Second
Lien Claimholder on account of a Second Lien Obligation that constitutes a “secured
claim” within the meaning of section 506(b) of the Bankruptcy Code will be paid over or
otherwise transferred to First Lien Agent for application in accordance with section 4.1,
unless such distribution is made under a plan that is consented to by the affirmative vote
of all classes composed of the secured claims of First Lien Claimholders].
If, in an Insolvency Proceeding, debt Obligations of the reorganized debtor secured by
Liens upon any property of the reorganized debtor are distributed pursuant to a plan of
reorganization or similar dispositive restructuring plan, both on account of First Lien
Obligations and on account of Second Lien Obligations, then, to the extent the debt
Obligations distributed on account of the First Lien Obligations and on account of the
Second Lien Obligations are secured by Liens upon the same property, the provisions of
this Agreement will survive the distribution of such debt Obligations pursuant to such
plan and will apply with like effect to the Liens securing such debt Obligations.4

The Task Force chose a general rule that debt or equity securities distributed pursuant to a plan
of reorganization can be held by the subordinated creditor; however, the italicized language
which is favorable to the holder of the senior lien would make it clear that this only occurs if the
holder of the senior lien consents.
4

The following footnote appears in the “Report of the Model First Lien/Second Lien
Intercreditor Agreement Task Force:”
There is a hypothetical issue with the fact that this provision covers all debt securities issued with respect to
the second lien obligations, in that it is possible that the second lien obligations could be bifurcated into a
secured and unsecured component, and that secured debt obligations could be issued with respect to the
unsecured component. To the extent that other unsecured creditors also receive the same type of security or
the same security, the obligations issued to second lien claimholders could be treated differently because of
this provision. Consider whether this potential should be addressed by carving out debt obligations to the
extent issued to any unsecured claim held by second lien claimholders and, potentially, to the extent such
debt obligations are also issued to other creditors holding unsecured claims.
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The debt and equity securities problem is addressed in the following comment provided in the
“Report of the Model First Lien/Second Lien Intercreditor Agreement Task
Force”Comment to Section 6.7 (Reorganization Securities)
In a restructuring, it is common for holders of first and second lien debt to receive debt or
equity securities in the reorganized company. One purpose of section 6.7 is to confirm
that this is permissible and that second lien claimholders can receive distributions prior to
payment in full of the first lien claimholders. The first lien favorable variation specifies
that distributions to the second lien claimholders on account of their secured claims are
only permitted if the first lien claimholder classes support the plan.
Another purpose of this section is to specify that, if both first and second lien
claimholders do receive new secured debt that shares collateral, the intercreditor
provisions will continue to govern the relative priorities and other rights of such secured
debt.

While the Task Force’s comment and footnote are helpful, they don’t resolve all issues. For
example, there is certainly the prospect for disagreement between the holders of the senior and
subordinated liens as to whether the debt or equity securities are being distributed on account of
the value of their common collateral or on account of an unsecured deficiency claim held by the
subordinated claimholders. Second, the italicized proviso addresses only debt securities
suggesting that equity securities distributed under a plan on account of the claims held by the
holders of the subordinated liens will never be distributed on account of the value of the common
collateral. This suggestion does not bear scrutiny.
Here is a list of cases discussing the subject:






5

In re Envirodyne Inc., 29 F.3d 301 (7th Cir. 1994).
In re Dura Automative, 379 B.R. 257 (Bankr. D. Del. 2007).
In re PWS Holding Corporation, 228 F. 3d 224 (3rd Cir. 2000).
In re Metromedia Fiber Network, Inc., 416 F. 3d 136 (2d Cir. 2005).
In re MPM Silicones, LLC, Case No. 14-22503-rdd, Adv. Proc. Nos. 14-08248 [Docket
No. 50], 14-08247 [Docket No. 60] (Bench Ruling by Drain, J. in the Momentive chapter
11 cases on October 14, 2014) (hereinafter, the “Momentive Bench Ruling”).5

On appeal from the confirmation order entered in the Momentive cases, the United Stated District Court for the
Southern District of New York, in a Memorandum Opinion issued by District Court Judge Vincent L. Briccetti,
(7:14-cv-07492-VB) affirmed the orders that had been entered by Bankruptcy Judge Drain relative to the
make-whole premium and subordination; however, that District Court’s Memorandum Opinion did not deal
with the issues addressed in this paper which were the subject of the separate adversary proceedings in which
the Momentive Bench Ruling was entered. A separate appeal from the orders entered in accordance with the
Momentive Bench Ruling is currently pending before District Judge Nelson Stephen Roman (7:15-cv-02280NSR). Accordingly, references herein to the Momentive Bench Ruling refer to Bankruptcy Judge Drain’s
October 14, 2014 rulings regarding the rights of the holders of the subordinated lien to be heard on various
issues and to otherwise take actions in the bankruptcy court including to receive 100% of the reorganized
debtor’s equity and are not references to any rulings of the District Court.
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b. Rights to be Heard or to Take Actions
For the holder of the senior lien, the goal of the intercreditor or subordination
agreement is not only to make sure that the value attributable to the senior lien be
distributed to the holder of the senior lien in preference to the holder of the subordinated
lien, but also to silence the holder of the subordinated lien in all circumstances where a
lack of silence might adversely impact the holder of the senior lien, whether prior to or
during an insolvency proceeding. As a result, the intercreditor or subordination
agreement contains not only provisions that address the distribution of proceeds realized
from the shared collateral, but also a myriad of provisions that address the bankruptcy
process as well. They might address whether the holder of the subordinated lien may
take any of the following actions:














initiating an involuntary bankruptcy case
offering to provide DIP Financing
objecting to any DIP Financing proposed by or consented to by the holder
of the senior lien
requesting adequate protection of the subordinated lien
objecting to adequate protection of the senior lien consented to by the
holder of the senior lien
requesting relief from the automatic stay
objecting to the validity, enforceability, extent and perfection of the senior
lien
objecting to a set of bidding procedures
objecting to a sale of assets consented to by the holder of the senior lien
objecting to a disclosure statement proposed by or consented to by the
holder of the senior lien
proposing a plan of reorganization
voting on a plan of reorganization
requesting the dismissal or conversion of the case, the appointment of a
trustee or an examiner

However, once all of these ‘bankruptcy rights’ provisions have been negotiated, the
typical form of intercreditor or subordination agreement will contain a provision that
reserves the rights of the holder of the subordinated lien to assert rights that holder would
be able to assert as an unsecured creditor.6 After all, such a reservation is consistent with
the notion that the first lien/second lien intercreditor issues stem from lien subordination
and not payment subordination. Looking again at the Model Agreement, here is such a
provision:
1.1.4.1.5. [Notwithstanding any provision of this Agreement] [Except as otherwise
expressly set forth in this section 3.1 [and ________],7 Second Lien
6

In re Boston Generating, LLC, 440 B.R. 302, 318 (Bankr. S.D.N.Y. 2010).

7

Consider specifying provisions precluding objections to claims, liens, and other agreed provisions that might be
more favorable to second lien lenders.
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Claimholders may exercise any rights and remedies that could be exercised
by an unsecured creditor [other than initiating or joining in an involuntary
case or proceeding under the Bankruptcy Code with respect to a
Grantor][prior to the end of the Standstill Period] against a Grantor that has
guaranteed or granted Liens to secure the Second Lien Obligations in
accordance with the terms of the Second Lien Loan Documents and
applicable law, provided that any judgment Lien obtained by a Second Lien
Claimholder as a result such exercise of rights will be included in the Second
Lien Collateral and be subject to this Agreement for all purposes (including
in relation to the First Lien Obligations).

Don’t be deceived by the simplicity of the concept. The difference between the
initial bracketed language, i.e. “Notwithstanding any provision of this Agreement”, and
the more senior lien friendly alternative, i.e. “Except as otherwise expressly set forth in
this section 3.1,” is significant and depending upon which is chosen can lead to directly
opposite results. For example, in the Momentive Bench Ruling, the court was presented
with an intercreditor agreement that allowed the holders of the subordinated lien to
exercise rights and remedies as unsecured creditors against the debtors “notwithstanding
anything to the contrary” in the agreement. As a result, the bankruptcy court, recognizing
that the holders of the subordinated lien held both secured and unsecured (deficiency)
claims, did not find a breach of the intercreditor agreement when the holders of the
subordinated lien objected to adequate protection being provided to the holders of the
senior lien, intervened in an adversary proceeding that contested the right of the holders
of the senior lien to recover a make-whole premium, and supported confirmation of a
plan of reorganization that distributed the reorganized company’s equity to the holders of
the subordinated lien with a cramdown of the claims of the holders of the senior lien. In
the view of the Momentive court, the holders of the subordinated liens were exercising
their rights as the holders of unsecured claims and that their actions did “not conflict with
any more specific provision in the ICA in a way that might create any contextual
ambiguity.”8
Similarly, in the Boston Generating chapter 11 case, where the court was also
faced with an intercreditor agreement that allowed the holders of the subordinated lien to
exercise rights as unsecured creditors “notwithstanding anything to the contrary” in the
agreement, the court permitted the holders of the subordinated lien to object to proposed
bidding procedures proposed to be employed in a sale of all assets under Section 363 of
the Bankruptcy Code and subsequently to the sale itself.9 The outcome in these two
instances could have been the opposite had the intercreditor agreement specifically
denied the right of the holders of the subordinated lien to take the specified action and
then referenced that denial in the introductory language reading “Except as otherwise
expressly set forth in sections ___, ____, and ________, …”

8

Momentive Bench Ruling at page 21.

9

In re Boston Generating, LLC, 440 B.R. at 320.
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c. Voting
The voting provisions in intercreditor and subordination agreement have probably spawned a
greater number of court decisions than any other intercreditor or subordination subject. Prior to
the 1978 passage of the Bankruptcy Code, there was no statutory provision addressing the
enforceability of subordination agreements. As a result, disputes regarding subordination issues
were generally handled as a matter of the equity powers of the bankruptcy courts. The
application of equity usually led to the enforceability of a provision calling for the holder of the
senior lien to vote the claim of the holder of the subordinated lien.10
In contrast, section 510(a) of the Bankruptcy Code specifically requires that bankruptcy
courts enforce subordination agreements “… to the same extent that such agreement is
enforceable under applicable nonbankruptcy law.” The result relating to the assignment of voting
rights from the holders of the subordinated lien to the holders of the senior lien have been mixed.
Two cases exemplify the disagreement.
i.

Bank of America, NA v. North LaSalle Street Limited Partnership
(In re 203 North LaSalle Street Partnership), 246 B. R. 325 (Bankr. N. D. IL 2000)

Bank of America, N.A. (“BofA”) held the senior lien position and North LaSalle held the
subordinated lien. The subordination agreement provided:
i. “North LaSalle covenants and agrees that the North LaSalle Loan and the
North LaSalle Loan Documents, as they may be, at any time from time to
time, amended, modified, supplemented, substituted, replaced or restated,
are and shall at all times be and remain junior and subordinate to the
[Senior Bank] Transactions…”
ii. “[North LaSalle] further agrees that in the event of any … reorganization
... (c) [North LaSalle] hereby irrevocably agrees that the Bank may, at its
sole discretion, in the name of [North LaSalle] or otherwise … file,
prove, and vote or consent in any such proceedings with respect to,
any and all claims of [North LaSalle] relating to the Junior Liabilities.”

In the context of a plan that proposed to distribute value to BofA and not to North LaSalle,
BofA filed a complaint seeking a declaratory judgment that it had the right, pursuant to the
subordination agreement, to vote the claim of North LaSalle. Bankruptcy Judge Eugene Wedoff
ruled in favor of North LaSalle and prohibited BofA from voting the claims of North LaSalle.
He said:
“While the language of the subordination agreements governs the
outcome of the Bank’s right to repayment of any deficiency claim, the
language of the Bankruptcy Code governs the determination of voting
rights in this case. Section 1126(a) of the Code provides that “the holder
of a claim” may vote to accept or reject a plan under Chapter

10

See, e.g. Matter of Itemlab, Inc., 197 F. Supp. 194 (E.D.N.Y. 1961).
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11……North LaSalle is the holder of the claim….North LaSalle should
therefore be allowed to vote its claim in the confirmation process.
…
It is generally understood that prebankruptcy agreements do not
override contrary provisions of the Bankruptcy Code….Indeed, since
bankruptcy is designed to produce a system of reorganization and
distribution different from what would obtain under nonbankruptcy
law, it would defeat the purpose of the Code to allow parties to
provide by contract that the provisions of the Code should not apply.

…
….§510(a), in directing enforcement of subordination agreements,
does not allow for waiver of voting rights under §1126(a).
“Subordination,” though not defined by the Code, has a common
understanding in the law, reflected in Black’s Law Dictionary,
which defines subordination as: “the Act or process by which a
person’s rights or claims are ranked below those of
other.”….Subordination thus affects the order of priority of payment
of claims in bankruptcy, but not the transfer of voting rights.
…
Although a creditor’s claim is subordinated, it may well have a
substantial interest in the manner in which its claim is treated.
Subordination affects only the priority of payment, not the manner
in which its claim is treated. Subordination affects only the priority
of payment, not the right to payment. If assets in a given estate are
sufficient, a subordinated claim certainly has the potential for
receiving a distribution, and Congress may well have determined to
protect that potential by allowing the subordinated claim to be
voted. This result assures that the holder of a subordinated claim has
a potential role in the negotiation and confirmation of a plan, a role
that would be eliminated by enforcing contractual transfers of
Chapter 11 voting rights.

Some of the courts that have agreed with 203 North LaSalle include:


ii.

In re Croatian Surf Club, LLC, 2011 WL 5909199 (Bkrtcy. E.D. N. C.)
In re: SW Boston Hotel Venture, LLC et al., 2011 WL 5520928 (Bkrtcy. D. Mass.)

Blue Ridge Investors, II, LP v. Wachovia Bank, N.A. and Aerosol Packaging, LLC (In re
Aerosol Packaging, LLC), Case No. 06-67096 (Bankr. N.D. GA, 12/26/06)

In contrast to the 203 North LaSalle decision, the bankruptcy court sitting in the Northern
District of Georgia came to the opposite conclusion on seemingly identical facts. Here the holder
of the junior lien asked the court to determine the voting rights in connection with a
reorganization plan, where both the holders of the senior and junior liens had cast conflicting
ballots. The bankruptcy court upheld the provision in the subordination agreement allowing the
holder of the senior lien to vote the holder of the subordinated lien’s claim. The court pointed out
8
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that the subordination agreement, including its provision assigning to the holder of the senior lien
the voting rights of the claims of the holder of the subordinated lien, had been entered into
voluntarily by sophisticated parties. The court found no provision of the Code prohibiting an
assignment of voting rights associated with a claim. Finally, it looked at the intercreditor
agreement provision permitting the holder of the subordinated claim to buy out the claims and
lien of the holder of the senior lien. The court found no reason why, if the holder of the
subordinated lien wanted to reacquire its right to vote its claim, it could not do so by exercising
this buy out right.
In deciding to enforce the assignment of voting rights, the bankruptcy court said:
[the holder of the subordinated lien] has provided no evidence,
argument or authority that the Subordination Agreement is not
enforceable under applicable nonbankruptcy law … [t]he
Subordination Agreement appears to be enforceable under
Georgia law, which is the applicable nonbankruptcy law.

Notably, the ABI Commission to Study the Reform of Chapter 11 recommends that
voting assignments should be prohibited when doing so results in the separation of the vote from
economic claim.11 Following this recommendation would endorse the 203 North LaSalle result
and reverse the result reached in Aerosol.

d. Conclusion
Much can be done to alter the outcome of intercreditor and subordination disputes. The
problem for the bankruptcy lawyer is that what must be done can only be done when the
intercreditor or subordination agreement is first drafted and negotiated. It’s simply too late when
the borrower’s chapter 7 or 11 petition has been filed. The bankruptcy courts appear to be
moving toward a narrow construction of subordination provisions. If the holders of a senior lien
want to effectively silence the holders of a subordinated lien during the bankruptcy case, the
drafting must be specific as to the actions that are to be restricted. Reliance on generalized
language is not always successful. What specific rights in a bankruptcy case are to be curtailed?
This is where a seasoned bankruptcy specialist with both transactional and restructuring
experience can provide real assistance at the inception of the financing transaction.

11
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Attorneys should be cautious and precise when drafting transactional documents. Unclear
and ambiguous drafting can make it difficult for a creditor to enforce its rights after a debtor files
for bankruptcy. This presentation highlights the importance of clear and unambiguous drafting
when dealing with postpetition interest, fees, and make-whole premiums.
A. Entitlement to Post-Petition Interest
1. Oversecured creditors and Section 506(b)
§ 506 of the Bankruptcy code defines allowance of secured claims and the conditions that must
be met to receive postpetition interest. United Sav. Ass’n of Texas v. Timbers of Inwood Forest
Associates, LTD., 484 U.S. 365 (1988); see also In re Delta Resources, Inc., 54 F.3d 722, 727
(11th Cir. 1995) (“It seems beyond peradventure that a creditor’s right to recover postpetition
interest on its oversecured claim pursuant to 11 U.S.C. § 506(b)”). Pre-Bankruptcy Code the
Supreme Court of the United States held that the general rule in Bankruptcy does not allow
postpetition interest against the debtor. Vanston Bondholders Protective Committee v. Green,
329 U.S. 156 (1946). The Court recognized one exception ‘“simple interest on secured claims
accruing after the petition [is] filed’ where ‘the security is worth more than the sum of the
principal and interest due.’” In re Sublett, 895 F.2d 1381, 1385 (11th Cir. 1990) (citing Vanston,
329 U.S. at 164). In Vanston there was no dispute that the claim was oversecured; the Court,
however, denied payment of the postpetition interest because of equitable principles. Vanston,
329 U.S. at 165-67. Vanston is pre-bankruptcy code and therefore § 506(b) is more instructive.
The natural reading of § 506(b) entitles the holder of an oversecured claim created via an
agreement to reasonable fees, costs, and charges. Sublett, 895 F.2d at 1385 (citing United States
v. Ron Pair Enterprises, Inc., 489 U.S. 235, 242 (1989). The loan documents must be equipped
with equitable claimed interest and the provision must be equitable under state law. Sublett, 895
F.2d at 1835. In short, the Bankruptcy Code provides oversecured creditors with certain interest
rights under § 506(b). Id. at 1836.
The language of § 506(b) denies undersecured creditors postpetition interest. §506(b) denies
oversecured creditors postpetition interest when the value of their claim exceeds the value of the
collateral. Id. at 372. For purposes of the undersecured creditor under § 506—payment of
postpetition interest comes from the “security cushion” therefore when no such cushion exists
there is no postpetition interest. Id. at 372-73. Moreover, this section of the bankruptcy code
simply codifies pre-bankruptcy code law. Id. at 373. Also note that 11 U.S.C. § 726(a)(5) allows
postpetition interest of unsecured claims. Id. at 379.
2. Contract Rate vs. Default Rate
Default interest is defined as a higher interest rate that a borrower is required to pay if/when the
borrower defaults on the loan. The purpose of the default interest is to compensate a lender for
the added risk of extending credit. Florida, for example, recognizes a lender’s right to default
interest where the documents provide. In re Sundale, Ltd., 410 B.R. 101, 105 (Bankr. S.D.Fla.
2009). Moreover, in Sundale it was held that an oversecured creditor’s right to default interest
could not be denied by the Bankruptcy Court in exercise of its equitable powers. Id.
In In re Sagamore Partners, Ltd., the Southern District of Florida took into account the following
considerations in determining that the oversecured creditor was entitled to the default rate: (1)
2

there was not dispute that the creditor was oversecured; (2) the debtor was solvent; and (3)
general unsecured creditors would be paid in full with interest under the plan. 2012 WL 2856104
*1, *4 (Bankr. S.D.Fla. 2012). Had the plan not called for the payment of unsecured credits in
full then the debtor may have had a better argument against payment of the default rate. Id. at *4.
There are two approaches in determining whether default interest is allowed when awarding
post-petition relief: (1) When it is enforceable under state law or (2) when default interest is
allowed after review of the case’s equities. In re Cliftondale Oaks, LLC, 357 B.R. 883, 885-86
(Bankr. N.D.Ga. 2006). The fifth circuit court of appeals, for example, has adopted the second
approach. Id. at 886; In re Terry Ltd. Partnership, 27 F.3d 241, 243 (7th Cir. 1994) (“suggests
the existence of a ‘presumption in favor of the [default] contract rate subject to rebuttal based
upon equitable considerations”). These equitable considerations include whether the spread
between the default and non-default rate is reasonable, whether payment of the default rate will
harm junior creditors, and whether payment of the default interest rate blocks the debtors attempt
to propose and confirm a plan. Cliftondale, 357 B.R. at 886.
In Prudential Insurance Co. of America v. SW Boston Hotel venture, LLC, et al., contractually
assigned interest rates were applied so long as they were enforceable under state law and there
were no intervening equitable considerations. 748 F.3d 393, 413-15 (1st Cir. 2014). This
decision was subject to multiple limitations, however, it inevitably allowed creditors to have
comfort in knowing that a contractual right to default interest is protected—especially when the
debtor is solvent.
In Till v. SCS Credit Corp., 541 U.S. 465 (2004) the Supreme Court addressed the question of
cramdown interest in respect to Chapter 13 filings. Lower courts have found this opinion
constructive as to chapter 11 filings. The plurality in Till used a formula to decide the interest
rate the oversecured creditor was entitled to. Id. at 480. The court’s purpose of choosing the
formula approach under Chapter 13 was based on efficiency, “the formula approach entails a
straightforward, familiar, and objective inquiry… minimize[ing] the need for potentially costly
additional evidentiary hearings.” Id. at 479. In his dissent, Scalia, believed that the proper
approach is the use of the contract rate because it is a better indicator of the risk of each creditor
minimizing the number of disputes. Id. at 492 (Scalia, J., dissenting). Furthermore, because the
contract rate is still a presumption and based on a number of factors, such as the market interest
rate, a creditor or debtor may argue for an increase or reduction. Id. at 494, n.2.
Daniel Wong in the article Chapter 11 Bankruptcy And Cramdowns: Adopting a contract Rate
Approach, argues that defaulting to the prepetition contract interest rate is the most efficient way
to calculate interest postpetition. His argument relies on the fact that using the contract rate is
more objective, manages the expectations of the party, and would cancel out the need for
evidentiary hearings. Daniel Wong, Chapter 11 Bankruptcy and Cramdowns: Adopting a
Contract Rate Approach, NW. U. L. REV. 1927, 1954-56.
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B. Maximizing Recovery of Attorney’s Fees and Expenses
1. Applicable State Law vs. Section 506(b)
An oversecured creditor may seek reasonable attorney’s fees under § 506(b) as part of secured
claim. § 506(b) reads “there shall be allowed to the holder of such claim, interest on such claim,
and any reasonable fees, costs, or charges provided under the agreement or state statute under
which the claim arose.” 11 U.S.C.A. §506(b) (2015). Therefore, if a claim arises out of a
statutory lien an oversecured creditor would be entitled to attorney’s fees under state law.
Heather Lennox et al., Reinstatement v. Cramdown: Do Secured Creditors Win or Lose?, 16
NORTON JOURNAL OF BANKRUPTCY LAW AND PRACTICE 459, 468. However, if the secured
claims arise out of a security agreement than attorney’s fees must be contracted. Lennox, Supra
at 468. Whether the attorney’s fees are reasonable has often been left to the discretion of the
federal courts and federal standards. See In re Welzel, 275 F.3d 1308, 1316 (11th Cir. 2001).To
determine reasonableness secured creditors often must submit to the court documentation listing
the services they provided and satisfy other relevant factors. Lennox, supra. The circuits,
however, are split as to whether federal or state law determines “the validity or enforceability of
a provision providing for attorney’s fees.” Lennox, supra. “The legislative history behind §
506(b) suggests that if attorney’s fees are unenforceable under state law, they are nevertheless
enforceable under § 506(b)(1).” Lennox, supra. (citing 124 Cong. Rec. H 11,095 (daily ed. Sept.
28, 1978); S17, 411 (daily ed. Oct. 6, 1978).
Reinforcing the bankruptcy court’s jurisdiction to determine the reasonableness of fees, costs,
and charges under § 506(b) the Fifth Circuit in In re 804 Congress LLC, found that the
Bankruptcy code—not state law—governs recovery of postpetition attorney’s fees. 756 F.3d 368
(5th Cir. 2014). The court cited their previous opinion In re Hudson Shipbuilders Inc., which
stands for the proposition that §506(b) governs prepetition attorney’s fees even when a valid
contract says otherwise. It was their contention that congress intended for bankruptcy courts to
determine whether attorney’s fees were reasonable under § 506(b)—“ [F]ederal law should
govern the enforcement of attorney’s fees provisions, notwithstanding contrary state law,’ and
leaving the court without the ability to decide reasonable fees would be contrary to legislative
intent and ‘contrary to the weight of judicial precedent.’” 804 Congress LLC, 368 F. 3d at 374.
Although, Hudson Shipbuilders applied only to prepetition relief the 804 Congress court
extended the ruling in conjunction with dicta in In re Ron Pair Enterprises.1
a.Entitlement to Fees under 506(b) through confirmation, effective date
or beyond
When a creditor is oversecured they are generally entitled to the full benefit of both pre and
postpetition rights. For this reason treatment of oversecured creditors is highly favorable.
2. Post-petition Attorney’s Fees and Expenses After Travelers Casualty & Surety
Co. of America v. Pacific Gas & Electric Co.
In 2007 the Supreme Court decided whether “federal bankruptcy law precludes an unsecured
creditor from recovering attorney’s fees authorized by prepetition contract and incurred in
postpetition litigation.” Travelers Casualty& Surety Co. of America v. Pacific Gas & Electric
1

U.S. v. Ron Pair Enterprises, Inc., 489 U.S. 235 (1989).
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Co., 549 U.S. 443, 445 (2007). Below, the ninth circuit held that such fees were categorically
prohibited regardless of contractual allocation and enforceability under bankruptcy laws. Id.
In Travelers, Pacific Gas and Electric Company (“PG & E”) filed for voluntary chapter 11
bankruptcy in 2001 and continued to operate as a “debtor in possession. Id. at 445- 46. Travelers
Casualty & Surety Company (“Travelers”) had issued a $100 million dollar bond on PG & E’s
behalf guaranteeing PG & E’s payment of state workers’ compensation to the California
Department of Industrial Relations. Id. at 446. In connection with the bond PG & E executed a
series of indemnity agreements in favor of Travelers. Id. The agreements provided that PG & E
would be responsible for any loss Travelers may incur because of the bond—including attorney’s
fees sustained in pursuing, protecting, or litigating Travelers’ rights in connection with the bond.
Id. Although PG & E had not defaulted. Travelers asserted a claim to protect itself if PG & E
ever defaulted on their worker’s compensation payments. Id. In response PG & E received
approval from the Bankruptcy court to insert language in their reorganization plan and disclosure
statement insulating Travelers’ right to indemnity and subrogation in the event of default. Id.
Traveler’s argued that PG & E unilaterally altered the negotiated language; substantially
diminishing their protection under the original bond. Id. at 447. Subsequently, PG & E and
Travelers settled their differences and Travelers’ was free to assert a claim for attorney’s fees as
a “general unsecured claim against PG & E. Id. Travelers’ amended their claim to include
payment of attorney’s fees incurred during the PG & E bankruptcy litigation. Id. PG & E
objected; arguing that attorney’s fees incurred during the bankruptcy litigation could not be
recovered. Id. The bankruptcy court and the district court agreed with PG & E’s position. Id.
Specifically, the District Court relied on In re Fobian which held “where the litigated issues
involve not basic contract enforcement questions, but issues peculiar to federal bankruptcy law,
attorney’s fees will not be awarded absent bad faith or harassment by the losing party.” 951 F.2d
1149, 1153 (9th Cir. 1991). The ninth circuit affirmed finding that although under certain
circumstances “a prevailing party in a bankruptcy proceeding may be entitled to an award of
attorney’s fees in accordance with applicable state law…” In re Baroff, 105 F.3d 439, 441 (9th
Cir. 1997), this was not such a situation. Id. The ninth circuit rejected Travelers’ claim under the
Fobian rule because these attorney’s fees were incurred while litigating issues particular to
Federal Bankruptcy. Id. at 447- 48.2
The Supreme Court found that the ninth circuit Fobian rule, dictating that attorney’s fees
incurred during bankruptcy proceedings governed by federal bankruptcy law are not recoverable
was one of the ninth circuit’s own creation. Id. at 451. The Fobian rule finds no support in the
Bankruptcy Code and instead rests its head on three other ninth circuit cases3—decided on state
law grounds. Id. at 452. The absence of textual support was the death knell of the Fobian rule.
Id. Previous Supreme Court rulings led the Court to presume that claims for attorney’s fees in
bankruptcy are enforceable under applicable state law unless expressly prohibited. Id. Section
502(b)(4) expressly prohibits claims for particular types of attorney’s fees ‘“for services of an…
attorney of the debtor,’ to the extent the claimed fees ‘excee[d] the reasonable value of such
2

Travelers’ sought review of the ninth circuit decision based on a conflict between In re Fobian, 951 F.2d 1149 (9th
Cir. 1991) and In re Shangra- La, Inc., 167 F.3d 843 (4th Cir. 1999).
3
In re Johnson, 756 F.2d 738 (9th Cir. 1985); In re Coast Trading Co., 744 F.2d 686 (9th Cir. 1984); and In re
Fulwiler, 624 F.2d 908 (9th Cir. 1980).
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services.”’ Id. at 453. The inclusion of a provision, such as this one, persuaded the court that in
the absence of such a provision such attorneys’ fees would be enforceable under state law. Id.
As the Court explained in FCC v. NextWave Personal Communications Inc., “ where Congress
has intended to provide… exceptions to provisions of the bankruptcy Code, it has done so clearly
and expressly.” 537 U.S. 293, 302 (2003). Here the code does not expressly compel courts to
follow the Fobian rule—in fact the code makes no mention of such a rule. Id. However, PG & E
did not defend the Fobian rule. Id. at 454. Instead, PG & E argues that § 506(b) categorically
prohibits contractual attorney’s fees. Id. It was their contention that this provision allows claims
for contractual attorney’s fees when the creditor is oversecured. Id. However, when a creditor is
undersecured or completely unsecured there is no entitlement to attorney’s fees. Id. The court did
not agree.4
Since the ruling in Travelers lower courts have split on the issue of whether the Bankruptcy
Code allows unsecured creditors post-petition fees. Michael L. Cook, Bankruptcy Litigation
Manual, 2013-2014 Edition, 20-57 (2014). In In re Qmect, the Bankruptcy court for the Northern
District of California found that a reading of the Bankruptcy Code finding unsecured postpetition fees unavailable is “too strained to be persuasive.”5 368 B.R. 882 (Bankr. N.D. Cal.
2007). It was the court’s position that had Congress had the intention to disallow unsecured
creditors from collecting attorney’s fees they would have done so in § 502(b). Qmect, 368 B.R.
at 885. Moreover, § 506(b) does not distinguish between postpetition and prepetition attorney’s
fees. Id. It was the court’s conclusion that in bankruptcy it is an important policy that nonbankruptcy legal rights are available unless facilitation would interfere with the purpose of the
bankruptcy proceeding. Richard J. Corbi, Update: Post Petition Attorney’s Fees Following the
Supreme Court Decision of Travelers Casualty and Surety Co. of America v. Pacific Gas and
Electric Co., 17 Norton Journal of Bankruptcy Law and Practice 341, 343 (2008). Absent clear
modification the bankruptcy code the court determined that the right to postpetition attorney’s
fees stay intact. Qmect, 368 B.R. at 886.
The Bankruptcy Appellate Panel for the Tenth Circuit came to a similar conclusion. In In re
Busch the tenth circuit allowed an ex-wife to file an unsecured priority proof claim for debts
under the divorce and the removal of the automatic stay so she could seek remedies against her
ex-husband, the debtor, for failure to pay a second mortgage. 369 B.R. 614, 619 (B.A.P. 10th
Cir. 2007). The bankruptcy court allowed for attorney’s fees under a Utah statute.6 Id. at 624.
The court understood that Travelers’ dealt with a fee shifted by contract, however, they found
that the reasoning expanded to touch on fees shifted by state statute—especially because of the

4

PG & E’s argument that §506(b) disallows attorney’s fees for unsecured creditors was not raised below and
therefore was not decided upon. However at oral argument Justice Kennedy suggested at oral argument that PG &
E’s inference as to the applicability of § 506(b) was “misplaced in context.” Michael L. Cook, Bankruptcy
Litigation Manual, 2013-2014 Edition, 20-57-58 (2014).
5
In re Qmect, 368 B.R. 882, 885 (Bankr. N.D. Cal. 2007).
6
“In any action to enforce an order of custody, parent-time, child support, alimony, or division of property in a
domestic case, the court may award costs and attorney’s fees upon determining that the party substantially prevailed
upon the claim or defense. The court, in its discretion, may award no fees or limited fees against a party if the court
finds the party is impecunious or enters in the record the reason for not awarding fees.” In re Busch, 369 B.R. 614,
624 (B.A.P. 10th Cir. 2007) (citing Utah Code Ann. § 30-3(2)(2006)).
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Supreme Court’s constant recognition that the basic federal rule in bankruptcy is that state law
governs. Id. at 625.
Although some courts have been receptive to the ruling and dicta in Travelers7 others have
declined to following the Supreme Court’s statements. For example, in In re Electric Machinery
Enterprises, Inc., the Middle District of Florida gave four reasons for denying an unsecured
creditor’s claim for post-petition attorney’s fees: (1) “a number of courts have focused on the
plain language of § 506(b) and applied the legal maximum of expression unius est exclusio
alterius8 to hold that unsecured creditors are not entitled to post-petition attorney’s fees and
costs;” (2) “generally cited by courts to conclude that unsecured creditors are not entitled to postpetition attorneys’ fees and costs is that the Supreme Court’s opinion and reasoning in United
Saving Assn’t v. Timbers, 484 U.S. 365, 108 S. Ct. 626, 98 L.Ed.2d 740 (1998) requires the
conclusion that unsecured creditors are not entitled to collect attorneys’ fees;”9 (3) “the courts
that disallow post-petition attorney’s fees and costs to unsecured creditors also rely on the plain
language of § 502(b) of the Bankruptcy Code. § 502(b) of the Bankruptcy Code provides that ‘if
an objection to the claim is filed, the court shall determine the amount of such a claim in lawful
currency of the United States as the date of filing of the petition and shall allow such claim in
such amount;’” and (4) “courts adopting [this] view consider the equitable considerations and
policy of providing equality of distribution among similarly situated creditors according to the
priorities set out in the Bankruptcy Code.” 371 B.R. 549, 550-51 (Bankr. M.D.Fla. 2007).10

3. Post-confirmation Attorney’s Fees and Expenses
Post-confirmation attorney’s fees are governed by §503(b)(2) of the bankruptcy code which
“provides that allowed administrative expenses include ‘compensation and reimbursement
awarded under § 330(a)…’” In In re Sultan Corp., 81 B.R. 599, 601 (B.A.P. 9th Cir. 1987).
Many debtors argue that postconfirmation fees are not allowed under § 503(b) because they are
not incurred by the estate. Id. Cases which have denied administrative fees have risen out of
postconfirmation claims for rent (or taxes) not for attorney’s fees. Id. at 602. Postconfirmation
rent and taxes are covered under § 503(b)(1)(A) and (B) which refers to “actual necessary costs
and expenses of preserving the estate,” and “any tax incurred by the estate.” Id. at 603. The
statutory language in sections §§ 503(b)(2), 330, and 327 do not mention that fees must be
incurred by the estate and not the reorganized debtor. Id. at 602. If congress had intend that to be
so they would have specified as they did in § 530(b)(1)(A) and (B) which included specific
reference to expenses incurred by the estate. Id. Lastly, some argue that confirmation ends the
jurisdiction of the bankruptcy court. Bankruptcy courts must retain jurisdiction in order ensure

7

See also In re Treon, 2008 WL 65575 (Bankr. D. Or. 2008), In re SNTL Corp., 380 B.R. 204 (B.A.P. 9th Cir.
2007), In re Britt, 385 B.R. 800 (B.A.P 9th Cir. 2007), In re Hoopai, 36 B.R. 506 (B.A.P. 9th Cir. 2007).
8
The exclusion of one thing is the exclusion of another.
9
“In Timbers, the Supreme Court concluded that because section 506(b) permitted post-petition interest to be paid
only out of an equity cushion, an undersecured creditor who had no such equity cushion fell within the general rule
of disallowing post-petition interest. Courts that rely on Timbers to disallow post-petition attorneys' fees and costs
reason that the rationale applies equally to the disallowance of post-petition attorneys' fees and costs to unsecured or
undersecured creditors.” In re Elec. Mach. Enterprises, Inc., 371 B.R. 549, 551 (Bankr. M.D. Fla. 2007)
10
See also In re WCS, Inc., 381 B.R. 206 (Bankr. E.D.Va. 2007), In re Brooks, 2007 WL 1114091 (Bankr. D.N.J.
2007), In re Astle, 364 B.R. 735 (Bankr. D. Idaho 2007)
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that confirmation is properly consummated. Therefore, the court retains jurisdiction to award
postconfirmation attorneys’. Id. at 602.
In In re Hanson, the court found that post confirmation attorney’s fees are administrative
expenses. Therefore, under the chapter 13 plans’ provision for payment of administrative
expenses the payment of fees was included. 223 B.R. 775 (Bankr. D.Or.1998). In In re Tri-L
Corp., the court allowed for payment of postconfirmation attorney’s fees of the reorganized
debtor after conversion from the Chapter 11 case to a Chapter 7 case. 65 B.R. 774 (Bankr.
D.Utah 1986). The court found that it was proper to allow the administrative claim. The fees
were for legal services performed for the consummation of the chapter 11 debt, and the plan’s
directives. Tri-L Corp, 81 B.R. 602.
4. Sample Provision
In In re Le Marquis Associates, the following provision allowed the court to award the Creditor
postpetition attorney’s fees: “if any party to this Note or any assignee of any party hereunder
shall bring an action in any court of competent jurisdiction to enforce any covenant or condition
to this note, including any action to collect any payments required hereunder, it is hereby
mutually agreed that the prevailing party shall be entitled to reasonable attorney’s fees and all
costs and expenses in connection with said action, which sums shall be included in any judgment
or decree entered in such action in favor of the prevailing party. 81 B.R. 576, 579. (B.A.P. 9th
Cir. 1987).
C. Pre-payment Premiums vs. The Effects of Pre-Bankruptcy Acceleration
1. Make–whole Provisions
a.What are they and what are the triggers?
A Make-whole provision allows the issuer to redeem the bond before maturity if it gives
bondholders a lump-sum payment equal to the net present value of coupons they would have
received, had the bond not been called. A make-whole provision allows an issuer to reduce the
amount of debt on its balance sheet while also limiting the bondholders’ risk. Make-whole
provisions are common and are meant to compensate lenders when debt is prepaid.
Make-whole premiums are triggered in several ways:
 It may be triggered before bankruptcy but the make-whole premium stays unpaid when
the bankruptcy is filled.
 The premium is trigged automatically at the time the bankruptcy is filed.
 When the debt is paid outside the plan but during the bankruptcy period.
 When the terms of plan trigger the premium before the maturity date.
Make whole provisions are often ambiguous and therefore the source of litigation. This
ambiguity leads to disputes between the lender and borrower because it is unclear whether a
Make-whole premium can be added to the lender’s claim. For this reason make-whole provision
should clearly provide that the filing of a bankruptcy petition triggers liability.
2. A discussion of In re MPM Silicones, LLC, 2015 WL 2330761 (S.D. N.Y. Bankr.
2015)
8

a. Southern District of New York Bankruptcy Court’s Decision
The 2014 ruling in MPM Silicones solidified the second circuit trend against enforcing makewhole premiums after acceleration. Unless, the documents governing the plan include clear and
unambiguous language to the contrary. MPM Silicones, LLC., (“Momentive”), filed a voluntary
petition, proposing a plan where Noteholders would be paid in full if their class voted in favor of
the plan. If not each class would receive “replacement notes” of equal value to their allowed
claims. In re MPM Silicones, LLC, 518 B.R. 740 (Bankr. S.D.N.Y. 2014). Momentive moved for
a declaratory judgment that no make-whole premium would be payable to the Noteholder’s. Id.
The indentured creditors objected to the plan arguing that Momentive was required to pay the
make whole premium upon voluntary redemption. Id. Momentive felt they were not required to
pay the make-whole premium because “automatic acceleration” is not voluntary redemption as
defined by the notes. Id. They agreed that a lender may recover a make-whole premium
following an non-optional redemption when the operative governing agreements require the
payment. Id.
New York law is clear that when a lender chooses to accelerate the balance of a loan they forfeit
the right to receive a make-whole premium. The exception being when the note clearly and
unambiguously provides that make- whole premiums must be paid when automatically
accelerated. In Momentive the notes were found to be unclear, there being no indication that the
premium was required even with acceleration. The court found that Momentive’s payment of the
of the notes was not an optional redemption and they were not required to pay make-whole
premiums. The Noteholder’s pointed to the following provision “premium, if any” as the basis
for payment. However, the court understood the provision to mean that other provisions govern
the Noteholder’s right to a make-whole premium.11
b.
The District Court for the Southern District of New York
Opinion
The Southern District of New York agreed with the bankruptcy court that the Noteholder’s were
not entitled to make-whole premiums. Acceleration caused the notes to be due, therefore, the
creditors were not entitled to the premium. When acceleration is automatic, as in the case of a
bankruptcy filing, there must be a clear and unambiguous provision calling for the payment of
the make-whole premium included in the acceleration or make-whole.
In light of Momentive it is important that the drafting of debt documents be precise, clear, and
unambiguous. It is important that creditors purchasing the debt of troubled entities: 1) review the
documents governing the credit and 2) ensure that the make-whole provision and/or the
acceleration provision is clear and unambiguous.
3. In re Energy Future Holdings Corp., 2015 WL 4111560 (Bankr. D. Del. July 8,
2015)12
On March 26, 2015, the Bankruptcy Court in Delaware ruled that Energy Future Holdings Corp.
was not required to pay $431 million in make-whole premiums after their chapter 11 filing
11

Although not analogous to the present case the court noted that another exception to the general New York rule
exists when the issuer intentionally defaults on its obligations to trigger acceleration and avoids the obligation to pay
a make-whole premium.
12
See also In re Energy Future Holdings Corp., 527 B.R. 178 (Bankr. 2015).
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accelerated the bond debt. It was the court’s decision that bankruptcy-caused acceleration did not
constitute an optional redemption. The indenture trustee, Delaware Trust, then sought to lift the
automatic stay and decelerate the debt to trigger the make-whole premiums due under their
documents.
Relying on the decision in Momentive and other New York cases, the court found that it was
imperative that the indenture contain clear, express, and unambiguous language calling for
payment of the make-whole premium upon acceleration. In this case the indenture contained no
such language. The court also rejected the argument that the optional redemption provision was a
wholesale bar to repayment before December 1, 2015, because the indenture distinguished
between optional redemption and automatic acceleration. The plain language of the indenture did
not require payment of the make-whole premium in June of 2014 because repayment was
completed following automatic acceleration creating a new date of maturity.
On July 8, 2015, the bankruptcy court denied Delaware Trust’s request to lift the stay for cause.
In order for the stay to be lifted, the court held that Delaware Trust was required to prove that the
damage suffered by the moving party under the continued stay considerably outweighed the
harm the debtor, and its estate, faced if lifted. Delaware Trust claimed that without payment of
the make-whole premium the first-lien noteholders would suffer if not compensated for the lost
earnings and interest that would have been due absent early payment. After a three day trial in
April, the court found that lifting the stay would have prejudiced Energy Future Holding’s estate
by causing a loss of hundreds of millions of dollars. The court stated that it was clear that, should
the automatic stay be lifted, the notes decelerated, and the make-whole claim paid, such payment
would substantially reduce the value of other stakeholder recoveries in the case. The loss of the
noteholders under the automatic stay is, at most, the same as the loss to the estate if the stay was
lifted. For this reason the standard was not met and stay relief denied. In total, Energy Future
Holding Corp. would have had to pay as much as $944 million in make-whole premiums13 if
other noteholders sought the same relief.
4. Sample provisions
In U.S. Bank Nat’l Ass’n v. S.Side House, LLC, the court cited with approval the following
provision as clear and unambiguous: “Upon the Lender’s exercise of any right of acceleration…
Borrower shall pay to Lender, in addition to the entire unpaid principal balance outstanding…
(B) the prepayment premium calculated pursuant to Schedule A.” 2012 WL 273119 *1, *7
(E.D.N.Y. 2012).
In In re AMR Corp., the Southern District of New York Bankruptcy court found that under
Section 4.01 of the note U.S. Bank was not entitled to a make-whole provisions based on the
follow language: “if an Event of Default referred to in… Section 4.01(g)… shall have occurred
and be continuing, then and in every such case the unpaid principal amount of the Equipment
Notes then outstanding, together with accrued but unpaid interest thereon and all other amounts
due thereunder (but for the avoidance of doubt, without Make-Whole Amount), shall
immediately and without further act become due and payable without presentment, demand,
protest or notice, all of which are hereby waived…” 485 B.R. 279 (Bankr. S.D.N.Y. 2013).
13

Allowing payment of the make-whole premiums would likely have encourage junior bondholders to pursue makewhole premiums totaling $400 million in second-lien notes and $113 million in unsecured notes.
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Introduction
As parties enter into transactions or resolve litigation with settlement agreements, counsel often
needs to consider a wide variety of points if there is a subsequent default or problem. This
outline deals with the drafting and ramifications of arbitration, choice of forum and choice of law
provisions in case of a breach. The outline describes the state of the law and provides some
possible practice tips.
I.

Arbitration
a. Policy in Favor of Arbitration
i. Historically, bankruptcy courts did not treat arbitration agreements favorably.
However, when the Supreme Court expanded on the purpose of the Federal
Arbitration Act (9 U.S.C. §1 et seq.) and evinced a policy in favor of
arbitration in Moses H. Cone Memorial Hospital v. Mercury Construction
Corporation, 460 U.S. 1 (1983) and Dean Witter Reynolds, Inc. v. Byrd, 470
U.S. 213 (1985), bankruptcy courts began to follow suit. See 10-9019 Collier
on Bankruptcy P. 9019.05 (2015).
ii. Specifically, in reference to the FAA, the Supreme Court in Witter explained,
“[t]he preeminent concern of Congress in passing the Act was to enforce
private agreements into which parties had entered, and that concern requires
that we rigorously enforce agreements to arbitrate, even if the result is
‘piecemeal’ litigation, at least absent a countervailing policy manifested in
another federal statute.” 470 U.S. at 221.
b. Core v. Non-Core Distinction
i. It is not uncommon for bankruptcy courts to consider whether a matter is core
or non-core in deciding whether to compel arbitration.
ii. Some of the circuits have held that the core/non-core distinction, while
relevant, is not necessarily dispositive. See Ackerman v. Eber (In re Eber),
687 F.3d 1123, 1130 (9th Cir. 2012) (citing Cont’l Ins. Co. v. Thorpe
Insulation Co. (In re Thorpe Insulation Co.), 671 F.3d 1011, 1021(9th Cir.
2012)).
iii. Citing decisions of the Second Circuit and Eleventh Circuit, the Court of
Appeals for the Ninth Circuit observed: “generally, bankruptcy judges do not
have discretion to refuse to compel arbitration of non-core matters because
they are generally only tangentially related to a bankruptcy case.” Eber, 687
F.3d at 1130, n.6.
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iv. As addressed by the Second Circuit in MBNA America Bank, N.A. v. Hill, 436
F.3d 104 (2d Cir. 2006), a bankruptcy court may not have discretion to refuse
to stay even a core proceeding pending arbitration. In that case, debtor filed an
adversary proceeding as a putative class action alleging violations of the
automatic stay and unjust enrichment. The defendant asserted that the account
agreement with debtor mandated arbitration. The court identified the debtor’s
claim under §362 as “core” but found that arbitration of said claim “would not
seriously jeopardize the objectives of the Bankruptcy Code . . . .” Id. at 109.
The court reasoned that there would be no effect on the bankruptcy estate
(which had been fully administered), debtor received her discharge, the claim
lacked a direct link to the bankruptcy case as a purported class action, and a
stay is similar to an injunction such that a bankruptcy court is not required to
interpret and enforce it. See id.
v. The Court of Appeals for the Third Circuit held that “[t]he core/non-core
distinction does not, however, affect whether a bankruptcy court has the
discretion to deny enforcement of an arbitration agreement.” Mintze v.
American General Financial Services, Inc. (In re Mintze), 434 F.3d 222, 229
(3d Cir. 2006).
c. McMahon Framework
i. The Federal Arbitration Act “mandates the enforcement of applicable
arbitration agreements even for federal statutory claims.” Mintze, 434 F.3d at
229 (citing Shearson/American Express, Inc. v. McMahon, 482 U.S. 220, 227
(1987)). Said mandate can be overridden by a showing of congressional intent
to preclude the waiver of judicial remedies with respect to particular statutory
rights. Id. The three ways to establish congressional intent set forth in
McMahon are as follows: (1) the statutory text, (2) the legislative history of
the statute at issue, or (3) an inherent conflict between arbitration and the
underlying purposes of the statute. See Mintze, 434 F.3d at 229.
ii. In Mintze, the creditor filed a proof of claim, and debtor then commenced an
action seeking a prepetition rescission of the mortgage at issue under the Truth
In Lending Act as well as other claims under other consumer protection laws.
See 434 F.3d at 226. Applying McMahon, the Third Circuit found no
congressional intent, either in statutory text or legislative history of the
Bankruptcy Code, to preclude waiver of judicial remedies. See id. at 231. The
court continued its analysis to determine if there was nonetheless an inherent
conflict between the Code and arbitration. Id. In resolving the issue, the court
found that the statutory claims raised by debtor were not created by the Code
and thus there was no bankruptcy issue to be decided. Id. at 231-232. The
bankruptcy court did not have the discretion in this case to deny enforcement
of arbitration. Id. at 232.
iii. Application of the McMahon framework, however, has not necessarily
replaced the significance that some courts place on the core/non-core
distinction. See Eber, 687 F.3d at 1130 (noting the relevance of the core/noncore distinction but holding that the McMahon framework must be applied
even to a core proceeding). In applying McMahon, the Ninth Circuit in Eber
first noted that the parties were actually seeking to arbitrate dischargeability
3

under §523, a core matter, despite the characterization as state law claims. Id.
The court concluded “that allowing an arbitrator to decide issues that are so
closely intertwined with dischargeability would ‘conflict with the underlying
purposes of the Bankruptcy Code.’” Id. at 1130-31. The underlying purposes
of the Code relied upon by the court in Eber were centralization of disputes
and protection from piecemeal litigation. Id. at 1131.
iv. The Second Circuit in Hill, addressed the core/non-core distinction while
applying McMahon, noting “even as to core proceedings, the bankruptcy court
will not have discretion to override an arbitration agreement unless it finds
that the proceedings are based on provisions of the Bankruptcy Code that
‘inherently conflict’ with the Arbitration Act or that arbitration of the claim
would ‘necessarily jeopardize’ the objectives of the Bankruptcy Code.” 436
F.3d at 108.
v. The Court of Appeals for the Fifth Circuit observed that, while applying the
core/non-core distinction is practical and workable, it is too broad as not all
core bankruptcy proceedings will necessarily be based upon a provision of the
Code that inherently conflicts with arbitration under McMahon. See Insurance
Co. of North America v. NGC Settlement Trust & Asbestos Claims
Management Corp. (In re National Gypsum Co.), 118 F.3d 1056, 1067 (5th
Cir. 1997).
vi. In Moses v. CashCall, Inc., the Fourth Circuit applied the analysis set forth in
McMahon but separately addressed the claims in debtor’s complaint
explaining that one claim was constitutionally core while the other was noncore. See 781 F.3d 63, 72 (4th Cir. 2015).
vii. It has been observed that, based upon Sixth Circuit precedent preceding
McMahon, the Sixth Circuit may hold under McMahon that the statutory text
of the Code itself limits the application of the FAA. See Glassman, Edwards,
Wyatt, Tuttle & Cox, P.C. v. Wade (In re Wade), 523 B.R. 594, 603
(Bankr.W.D.Tenn. 2014).
d. Transactional Impact and Conclusion
i. Although there is a strong policy favoring arbitration under the FAA,
enforcement of an arbitration agreement is not guaranteed nor is enforcement
predictable in bankruptcy. It is likely that a bankruptcy court will consider the
core/non-core distinction and ultimately rely upon whether, under McMahon,
an inherent conflict exists between arbitration and the underlying purposes of
the particular statute at issue.
ii. Despite the unpredictability of enforcement of an arbitration agreement at the
time of drafting, there are some items to consider.
1. For example, in In re Nortel Networks, Inc., to determine whether the
parties agreed to arbitration, the court applied state principles of
contract law. See 737 F.3d 265, 270 (3d Cir.2013). The parties’
agreement specified that the law of the state of New York governed,
and the court interpreted the agreement according to its plain meaning
under applicable law. See id. at 268, 270. Therefore, parties may wish
to consider inclusion of a choice of law provision in an agreement for
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clarity and to assist with predictability of outcome if such a dispute
arises.
2. In Moses v. CashCall, Inc., the Fourth Circuit addressed whether two
claims by the debtor, one for declaratory relief and the other for money
damages, were subject to arbitration. 781 F.3d at 65. While both
claims were identified as statutorily core, only the claim for
declaratory relief was found to be constitutionally core. Id. at 71.
The loan agreement at issue provided that “Indian tribal law would
apply and that any dispute under the agreement would be resolved by
arbitration conducted by a representative of the Cheyenne River Sioux
Tribe.” Id. at 66. Ultimately, the court upheld the bankruptcy court’s
exercise of discretion in retaining the debtor’s claim for declaratory
relief. Id. As to that claim, the court found the potential for a direct
impact on the claims against the estate and arbitration would
substantially interfere with the reorganization. Id. at 66-67. The same
conclusion was not reached for the claim for damages, which was
determined to be subject to arbitration. Id. at 66. Judge Niemeyer,
dissenting from judgment in part, believed that, on the facts presented
in that case, sending a “non-core claim to a questionable and perhaps
illusory arbitration proceeding would inherently conflict with the
purposes of the Bankruptcy Code.” 781 F.3d at 73.Within his dissent,
Judge Niemeyer wrote, “My colleagues suggest that the record is not
sufficiently developed for us to make conclusions about the specified
tribal arbitration. I submit, however, that we need not make findings
on that issue.” Id. at 74. It is worth noting, based upon the discussion
in Moses, that an illusory arbitration forum may be questioned and
parties may wish to consider this when drafting arbitration agreements.
II.

Choice of Forum
a. General Application
i. In M/S Bremen v. Zapata Off-Shore Co., the Supreme Court held that forumselection clauses are considered prima facie valid, and enforcement is
appropriate unless demonstrated to be unreasonable under the circumstances,
unjust, or the result of fraud or overreaching. See 407 U.S. 1, 10, 15 (1972).
The Court also analyzed whether unenforceability resulted where enforcement
would be in contravention of a strong public policy of the forum where the
proceeding was pending. Id. at 15.
ii. In considering a motion to transfer venue, the standard set forth in Bremen has
been characterized as instructive and the parties’ choice of venue is a factor to
consider. See DHP Holdings II Corp. v. The Home Depot, Inc. (In re DHP
Holdings II Corp.), 435 B.R. 264, 269 (Bankr.D.Del.2010)(citing Stewart
Organization, Inc. v. Ricoh Corp., 487 U.S. 22, 28-29 (1988)). In DHP
Holdings II Corp., the bankruptcy court noted that the statute governing
transfer of venue in a case or proceeding under Title 11 requires essentially
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the same analysis as that governing change of venue to all civil cases. See 435
B.R. at 268.
iii. However, following the Supreme Court’s decision in Stewart Organization,
the application of forum-selection clauses was once again before the Court.
See Atlantic Marine Construction Co. v. United States Dist. Court, 134 S. Ct.
568 (2013). In Atlantic Marine Construction, the Court held that “proper
application of §1404(a) requires that a forum-selection clause be ‘given
controlling weight in all but the most exceptional cases.’” Id. at 579 (quoting
Stewart, 487 U.S. at 33 (Kennedy, J., concurring)).
b. Core v. Non-Core Distinction
i. In Fire Eagle L.L.C. v. Bischoff (In re Spillman Dev. Group, Ltd.), the Fifth
Circuit, addressing whether enforcement of a forum-selection clause may be
unreasonable under the circumstances as a violation of a strong public policy,
held that a bankruptcy court’s ability “to resolve certain statutorily core
proceedings implicates a strong public-policy interest . . . .” See 710 F.3d 299,
306 (5th Cir. 2013). The court compared arbitration clauses and forum
selection/choice-of-law clauses, finding them to be similar for purposes of
enforceability and less likely to be enforced in a core proceeding involving a
right created by the Code. Id. The court did not disturb the bankruptcy court’s
decision not to enforce a forum-selection clause where the matter at issue was
the effect of a credit bid, which was a right created by the Code. Id.
ii. In In re Exide Technologies, the Third Circuit held that the core/non-core
distinction was dispositive regarding the enforcement of forum selection
clause in the context of motions to remand and/or abstain. See 544 F.3d 196,
206 (3d Cir. 2008).
c. Transactional Impact and Conclusion
i. While it is difficult to draft around a court’s determination of a core/non-core
matter or where a dispute may require the adjudication of a federal bankruptcy
right, some drafting lessons can be observed.
1. For example, in Exide Technologies, interpretation of the contract
would ultimately determine the core/non-core dispute. The Third
Circuit held that the bankruptcy court committed errors in determining
that the claims at issue were core, requiring remand as the record did
not permit a resolution of the core/non-core issue. See 402 F.3d at 221.
In that case, an interpretation issue arose regarding whether, under the
contract, the creditors only potential remedy was against the debtor or
whether it could pursue claims against non-debtor defendants. See id.
at 218. If the former was determined to be correct, then the matter
would be deemed core; in the event the latter was determined to be the
correct interpretation, then the claims would be non-core and subject
to enforcement of the forum selection clause. Id. The importance of
clear drafting is significant. Also noteworthy was the law to be applied
in interpreting the contract. The creditors contended that Illinois law
applied and pursuant thereto extrinsic evidence and the defenses of
mutual mistake and latent ambiguity could be considered. Id. at 211. It
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is noteworthy the impact that a choice of law provision may have in
such a dispute.
2. It is noteworthy that a court may consider whether a forum selection
clause is unenforceable due to procurement through fraud or
overreaching or where enforcement, as a practical matter, would be so
difficult and inconvenient that a party will be deprived of his
opportunity for his day in court. See DHP Holdings II Corp, 435 B.R.
at 269. In DHP Holdings II Corp., the bankruptcy court rejected
debtor’s contention that, where a forum selection clause was not
bargained for and constituted part of a form contract, it should be
regarded less weight. Id. The court also noted that the use of a form
contract was reasonable for two sophisticated commercial entities. Id.
In drafting a choice of forum provision, parties should be aware that a
court may consider whether the choice of forum is a sham that
ultimately will deny a party its day in court.
3. In Bremen, the Supreme Court addressed a party’s argument, raised for
the first time in the litigation, that the forum selection clause “should
not be construed to provide for an exclusive forum or to include in rem
actions.” 407 U.S. at 20. The Court held, however, that “the language
of the clause is clearly mandatory and all-encompassing . . . .” Id. For
drafting purposes, in an effort to ensure enforcement, parties may wish
to consider using broad, all-encompassing language and clarifying that
the selection is mandatory.
ii. Although many courts may employ a core/non-core analysis in the
consideration of both a forum selection provision and an arbitration provision,
it is interesting to consider whether, based upon the test set forth in McMahon
for enforcement of an arbitration agreement under the FAA, arbitration
agreements may prove the most likely way to ensure the chosen forum in a
bankruptcy proceeding.
III.

Choice of Law
a. There is a split among the circuits as to whether federal or state choice-of-law rules
apply. At times, the analysis may nonetheless be similar:
i. In an unpublished opinion by the Ninth Circuit, the court considered a choiceof-law clause in a trust stating that Hawaiian law governed. Green v.
Zukerkorn (In re Zukerkorn), 591 Fed.Appx. 631 (9th Cir. 2015). Applying
federal choice-of-law rules, the court found the choice-of-law provision
should be given effect as it found that Hawaii had a sufficiently significant
relationship to and interest in the trust at issue. Id.
ii. In Seitz v. Republic First Bank (In re Gem Refrigerator Co.), the bankruptcy
court concluded that it was bound to apply the choice of law rules of the
forum state. 512 B.R. 194, 201 (Bankr.E.D.Pa. 2014). In applying
Pennsylvania law, the court determined that the choice of law provision was
reasonably related to the chosen forum. Id. at 202.
b. Transactional Impact and Conclusion:
7

i. Parties may wish to consider the significant relationship test when choosing
the law for a choice-of-law clause.
ii. A selection should be clearly made as general language may be subject to
interpretation resulting in unpredictability of outcome. See Crescom Bank v.
Terry, Nos. 13-2467, 13-2549, 2015 WL 2405232, 2015 U.S. App. LEXIS
8392 (4th Cir. May 21, 2015) (interpreting a choice of law provision stating
“[t]his guaranty shall be governed by the laws of the State in which it is
executed.”)(unpublished).
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Pre-Petition Waivers of the Automatic Stay: Striking a Balance between the
Public Policy in Favor of Encouraging Out-of-Court Restructuring
Agreements and Enforcing Uniform Collection Remedies
Although the enforceability of a stay waiver will ultimately depend on the circumstances
of the case, parties to loan agreements, other transactions and litigation settlements should take
seriously the drafting of stay waivers to enhance the possibility of enforcement in a potential
restructuring or bankruptcy filing. A key factor considered by many courts in determining
enforceability is whether the agreement is supported by adequate consideration. To enhance
enforceability, stay waivers should specify the consideration that the Debtor received for the stay
waiver agreement, including the lender‟s agreement to forgo immediate foreclosure remedies and
extensions or modifications of payment terms. Lenders should be aware that prepetition stay
waivers, even if enforceable, are not self-executing.2 Lenders must still seek relief from the
automatic stay, but under the appropriate circumstances prepetition waivers may enhance
lenders‟ rights when seeking relief from the stay for “cause” under 11 U.S.C. § 362(d)(1).
“Chapter 11 strikes a balance between a debtor‟s interest in reorganizing and
restructuring its debts and the creditors‟ interest in maximizing the value of the bankruptcy
estate.‟”3

The focus in Chapter 11 “is on the reorganization of a debtor‟s obligations rather than

In re Triple A & R Capital Inv., Inc., 519 B.R. 581, 584 (Bankr. D. P.R. 2014)(prepetition
stay waivers are not self-executing); In re Lopez-Granadino, 2008 WL 694698 (Bankr. S.D. Tex.
2008)(a prepetition stay waiver is subject to bankruptcy court approval); In re Frye, 320 B.R.
786 (Bankr. D. Vt. 2005)(prepetition stay waivers are neither per se enforceable, nor selfexecuting): Southwest Georgia Bank v. Desai (In re Desai), 282 B.R. 527, 532 (Bankr. S.D. Ga.
2002)(prepetition waivers are not per se enforceable, nor self-executing).
3
Florida Dept. of Rev. v. Piccadilly Cafeterias, Inc., 554 U.S. 33, 51, 128 S.Ct. 2326, 2339
(2008)(explaining that “the central purpose of Chapter 11 is to facilitate reorganizations, rather
than liquidations”).
2
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the orderly liquidation of a debtor‟s assets.”4 The automatic stay which arises under 11 U.S.C. §
362 “facilitates the orderly administration and distribution of the estate by „protect[ing] the
bankrupt‟s estate from being eaten away by creditors‟ lawsuits and seizures of property before
the trustee has had a chance to marshal the estate‟s assets and distribute them equitably among
the creditors.”5 Given this stated focus on facilitating reorganizations and protecting the
bankrupt‟s estate from “being eaten away by creditors,” courts struggle to strike a balance
between the public policy concerns of encouraging out-of-court restructuring agreements and the
uniform collection remedies designed by the Bankruptcy Code to facilitate the orderly
administration and distribution of estate assets. The cases outlined below reflect this struggle.
As the cases reveal, it is well accepted that prepetition waivers of the automatic stay are not
enforceable if merely contained in a borrower‟s initial loan documents, but courts will generally
enforce waivers obtained and approved during a prior bankruptcy proceeding.6 Courts continue
to struggle in the gray area lying in-between when a Debtor waives the right to object to a
Motion to Lift the Automatic Stay before filing for bankruptcy during the course of negotiating a
forbearance agreement.

Alabama Dept. of Econ. & Cmty. Affairs v. Ball Healthcare-Dallas, LLC (In re Lett), 632
F.3d 1216, 1218 (11th Cir. 2011).
5
State of Florida v. Diaz (In re Diaz), 647 F.3d 1073, 1085 (11th Cir. 2011)(quoting
Martin-Trigona v. Champion Fed. Sav. & Loan Ass’n, 892 F.2d 575, 577 (7th Cir. 1989)).
6
In re Bryan Road, LLC, 382 B.R. 844, 848 (Bankr. S.D. Fla. 2008)(prepetition stay waivers
are generally given no particular effect as part of initial loan documents, but will be given the
“greatest effect” if entered into during a prior bankruptcy proceeding); In re Excelsior
Henderson Motorcycle Mfg. Co., Inc., 273 B.R. 920, 924 (Bankr. S.D. Fla. 2002)(Debtor
received the full benefit of the stay in a prior Chapter 11 case in which the confirmed plan
provided for future stay relief).
4
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I.
Cases Recognizing Enforceability of Pre-Petition Waivers of the
Automatic Stay
A.

Not Per Se Unenforceable – Balancing of the Equities


LSREF2 Baron, LLC v. Alexander SRP Apartments, LLC (In re
Alexander SRP Apartments, LLC), 2012 WL 1910088 (Bankr. N.D. Ga.
2012): The single asset real estate Chapter 11 Debtor owned a 232 unit
apartment complex. In February of 2008, Regions Bank extended the
Debtor a $17,199,000 construction loan to develop the property.

After

the loan matured on January 26, 2011, without payment, Regions issued a
Notice of Default. On May 9, 2011, Regions and the Debtor entered into a
forbearance agreement providing that Regions would forbear from
exercising its remedies under the loan documents until the earlier of
January 26, 2012 or the occurrence of an event of default under the
forbearance agreement. In exchange, the Debtor agreed to “waive the
benefits of such automatic stay and consent and agree to raise no objection
to such relief.”7
After the Debtor failed to repay the loan at the end of the forbearance
period, the assignee of the loan scheduled a foreclosure sale for March 6,
2012. The day before the foreclosure sale, the Debtor filed a Chapter 11
petition. The Bankruptcy Court for the Southern District of Georgia ruled
that prepetition waivers of the automatic stay entered into during a
forbearance agreement are not per se unenforceable:
LSREF2 Baron, LLC v. Alexander SRP Apartments, LLC (In re Alexander SRP Apartments,
LLC), 2012 WL 1910088, *5 (Bankr. N.D. Ga. 2012).

7

3

(1)

Although it is well-settled that contractual provisions waiving the
right to file bankruptcy are unenforceable as violating public
policy, prepetition waivers of stay relief are not per se
unenforceable.8

(2)

The majority of courts enforce prepetition waivers under the
“appropriate circumstances,” with the argument in favor of
enforcing such waivers being the strongest in single assets real
estate cases with the Debtor having waived its rights against the
lender.

(3)

While prepetition waivers of the stay will not ordinarily be
enforced when contained in the initial loan documents, they are
given the greatest effect if entered into during a prior Chapter 11
proceeding.9

Courts generally refuse to enforce prepetition

waivers that adversely affect other creditors as offending the
underlying purpose of the automatic stay. “This policy goal also
explains why courts give greater effect to waivers that are part of a
negotiated Chapter 11 plan of reorganization, but give lesser effect
to agreements made without court approval. In cases where a
waiver has been approved by the court, the court was able to

8
9

Id. at *5.
Id. at *5.

4

review the agreement in advance and third-party creditors had an
opportunity to object.”10
(4)

Prepetition stay waivers are not “self-executing, but will be
enforced if the balance of the equities weighs toward
enforcement.”11 Here the balance of the equities weighed toward
enforcement where: (i) the Debtor only agreed to waive a single
benefit under the Code; (ii) Debtor still received the benefit of the
stay when the case was filed and retained the right to a hearing to
present evidence that the waiver should not be enforced; (iii) after
default, the loan was modified and extended a full year; (iv) the
Debtor was a sophisticated developer; (v) no creditors objected to
the Motion for Stay Relief; and (vi) the property at issue would
have been long since foreclosed except for the forbearance
agreement.

B.

Collateral Estoppel of Prior Court Order


Wyatt v. Blocker (In re Blocker), 411 B.R. 516 (Bankr. S.D. Ga. 2008): A
consent order entered in a prior Chapter 12 case, in exchange for a reduction
in the creditor's claim from $3.4 million to $2.8 million and for the creditor's
agreement to a repayment schedule, was entitled to collateral estoppel effect
as a final order of court.

10
11

Id. at *6.
Id. at *6.

5

In the consent order, the Debtors had agreed to make the scheduled payments
in a timely fashion or to allow the creditor to immediately foreclose on its
collateral and to waive protections of the automatic stay in the prior case or in
any subsequent bankruptcy case. In their subsequent Chapter 12 case, the
Debtors were collaterally estopped from challenging the validity and
enforceability of the stay waiver contained in the consent order where:
(1) The Debtors were aware of the prospective relief granted in the consent
order, were represented by counsel, and did not appeal the order; and
(2) The prospective relief provided in the consent order served the “salutary
purpose

of

reaching

finality in

litigation,

judicial

economy,

and

compromise.”12

C.

Post-Petition Ratification


In re Triple A & R Capital Inv., Inc., 519 B.R. 581 (Bankr. D. P.R. 2014):
Debtor‟s prepetition waiver of the automatic stay as to property that secured a
creditor‟s claim, in exchange for the creditor‟s forbearance in not exercising
its contractual rights, was enforceable where the Chapter 11 Debtor ratified
the loan documents as part of a Joint Stipulation for Interim Use of Cash
Collateral and Adequate Protection. Beginning in 2009, the Debtor executed
multiple forbearance agreements consenting to relief from the automatic stay
in the event Debtor subsequently filed bankruptcy.

12

Postpetition, on August

Wyatt v. Blocker (In re Blocker), 411 B.R. 516, 520 (Bankr. S.D. Ga. 2009).
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5, 2014, the Debtor and creditor entered into a Joint Stipulation for Interim
Use of Cash Collateral and Adequate Protection.

The Stipulation was

approved by the bankruptcy court. In the Stipulation, the Debtor expressly
ratified the loan agreements and documents. In part, the Stipulation provided:
Ratification of Obligations: The Debtor acknowledges, represents,
covenants, and agrees with PRLP that (i) the Debtor‟s obligation to
pay in full the outstanding balance of principal of the Loans and
any other sums due to PRLP including, without limitations,
accrued interest under the Loan Agreements is valid, binding and
enforceable in all respects; and (ii) the Debtor‟s obligations under
the Loan Agreements, as well as any and all of their other
obligations under any of the other Loan Documents (including,
without limitation, the guarantees and this Stipulation) are valid,
binding and enforceable in all respects.
Effect of Stipulation on Third Parties. The Stipulation and any
admissions, releases and waivers contained herein shall be binding
upon the Debtor and all other parties in interest. Accordingly, . . . .
(iii) the obligations under the Loan Documents, the Collateral, the
Replacement Liens, and the Loan Agreements shall not be subject
to any other or further challenge by any party in interest . . . 13
Subsequently, the creditor filed a Motion for Relief from Stay, and the
bankruptcy court held that the Debtor, in connection with the postpetition Joint
Stipulation to use of the creditor‟s cash collateral, expressly ratified all prior
agreements with the creditor, including the forbearance agreement and its stay
waiver. The stay waiver, once ratified, was enforceable.
The court recognized that bankruptcy courts are faced with conflicting
public policy concerns between favoring out-of-court workouts and protecting the
collective interest of creditors. “Three basic approaches have emerged:

13

In re Triple A & R Capital Inv., Inc., 519 B.R. 581, 585 (Bankr. D. P.R. 2014).
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(1)

uphold the stay waiver in broad unqualified terms on the basis of freedom of
contract; (2) reject the stay waiver as unenforceable per se as against public
policy; and (3) treat the waiver as a factor in deciding whether „cause‟ exists to
lift the stay.”14 Although the facts in this case closely mirrored the facts in DB
Capital Holdings, LLC, 454 B.R. 804 (Bankr. D. Colo. 2011) wherein the
bankruptcy court refused to lift the stay in a single asset real estate case because
the waiver too closely approximated waiver of the right to file for bankruptcy
relief, the Triple A & R Debtor ratified and agreed to be bound by the prepetition
forbearance agreement and stay waiver.

D.

Litany of Factors Considered to Determine Enforceability


In re Bryan Road, LLC, 382 B.R. 844 (Bankr. S.D. Fla. 2008): Lender
secured by the Chapter 11 developer‟s “dry stack” boat storage facility sought
relief from stay based on language in a prepetition mortgage forbearance
agreement. The bankruptcy court found that the existence of an enforceable
stay relief agreement constituted “cause” for lifting the stay where the Debtor
consented, on the eve of a foreclosure sale, to stay relief in the event the
Debtor subsequently filed bankruptcy. Following the Debtors‟ default on an
$8.74 million loan, the bank commenced a foreclosure proceeding in state
court and obtained a final judgment setting a foreclosure sale for July 25,
2007. On the morning of the foreclosure sale, the Debtor and the bank entered

14

Id. at 584.
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into an agreement rescheduling the foreclosure sale for September 26, 2007.
The state court approved the forbearance agreement which provided that the
bank would be accorded relief from the stay in the event the Debtor filed for
bankruptcy as consideration for the bank entering into the forbearance
agreement. The Debtor was represented by its bankruptcy counsel at the time
it agreed to the prepetition stay waiver. Subsequently, the Debtor filed
bankruptcy the day before the rescheduled foreclosure sale expressly for the
purpose of delaying the sale.
(1)

Stay relief waivers contained in prepetition agreements are neither
per se enforceable, nor self-executing.

(2)

Among the factors which bankruptcy courts should consider in
deciding whether to grant relief from stay based on a prepetition
waiver of the stay's protections are the following: (1) sophistication
of the debtor waiving the stay; (2) the consideration that the debtor
received for waiver, including the creditor's risk and length of time
that the waiver covers; (3) whether other parties are affected,
including unsecured creditors and junior lienholders; and (4)
feasibility of the debtor's plan.

(3)

Here the prepetition stay waiver was enforceable where the waiver:
(1) was executed with assistance of experienced bankruptcy
counsel; and (2) in exchange for the mortgagee‟s rescheduling of
the foreclosure sale to give the Debtor time to work on refinancing.
Although the Debtor listed $937,000 in unsecured claims, the
9

Court found that “the existence of value in the Debtor‟s project
which would reach down to the level of the unsecured creditors is
at best conjectural.”15



In re Frye, 320 B.R. 786 (Bankr. D. Vt. 2005): Bank sought relief from the
stay in a Chapter 13 case pursuant to a forbearance agreement that the Debtor,
her husband, and the bank entered into as part of the Debtor‟s voluntary
dismissal of a prior Chapter 13 case. The bank held eight mortgages on
various properties as collateral for outstanding indebtedness owed in the
amount of $500,000. Before the first Chapter 13 filing, the bank obtained a
state court Order and Decree of Foreclosure with a redemption date of May
12, 2003. Five days before the redemption date, the Debtor and her husband
filed a joint Chapter 13 Petition. The joint case was dismissed on January 8,
2004 after the Debtor entered into a forbearance agreement with the bank
pursuant to which she and her husband were to sell certain properties and use
the proceeds to redeem the mortgaged property from the bank. In exchange
for agreeing to waive the stay in any subsequent bankruptcy filings, the
Debtor obtained two extensions of the initial redemption date. On the third
redemption date, the Debtor filed a second Chapter 13 Petition, and the bank
sought ex parte relief from the stay.

15

In re Bryan Road, LLC, 382 B.R. 844, 854 (Bankr. S.D. Fla. 2008).
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The bankruptcy court set out a list of ten factors to be considered on a caseby-case basis when determining whether to enforce prepetition waivers of the
stay:
(1) sophistication of the party making the waiver; (2) the consideration for
waiver, including creditor's risk and period of time covered by waiver; (3)
effect of enforcement on other parties, including unsecured creditors and
junior lienholders; (4) feasibility of the Debtor's plan; (5) whether there is
evidence that waiver was obtained by coercion, fraud or mutual mistake of
material facts; (6) whether enforcement will further the legitimate public
policy of encouraging out-of-court restructurings and settlements; (7)
whether there appears to be a likelihood of reorganization; (8) extent to
which the creditor would be prejudiced if waiver were not enforced; (9)
proximity in time between date of waiver and petition date, and whether
there was any compelling change in circumstances during the interim; and
(10) whether the Debtor has equity in the property and creditor is
otherwise entitled to relief from stay.16
The bankruptcy court concluded that the following factors weighed in
favor of enforcing the prepetition waiver: (1) the Debtor was represented by
counsel; (2) Debtor received a 19 month extension of the redemption date; (3)
there was no evidence of coercion, fraud or mutual mistake; (4) enforcing the
waiver would further the legitimate public policy of encouraging out-of-court
restructuring agreements; (5) the bank would be prejudiced by protracted
16

In re Frye, 320 B.R. 786, 791 (Bankr. D. Vt. 2005).
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litigation over its claim given the Debtor‟s assurance in the forbearance
agreement that she had no dispute as to the amount owed and that she would
not take steps to cause the bank additional delay or costs; and (6) the Debtor
did not assert any change in circumstances. Because, however, the court could
not determine the existence of equity, the feasibility of the Debtor‟s plan, and
whether other creditors would be prejudiced by lifting the stay, the court
delayed ruling on the ultimate issue of enforceability after a further
evidentiary hearing.



In re 4848, LLC, 490 B.R. 343 (Bankr. E.D. Wis. 2013): The single asset real estate
Debtor's prepetition waiver of the stay, as a prerequisite for the mortgage lender's
agreement to forbear from exercising its rights when the Debtor failed to pay notes on
maturity, was a factor the bankruptcy court considered in deciding whether “cause”
existed to lift the stay when the Debtor later filed for Chapter 11 relief. Citing In re
Frye, the bankruptcy court recognized the trend in recent decisions to consider
prepetition waivers as a factor in deciding whether relief from the stay for “cause”
should be granted. While not the only consideration in deciding whether the stay
should be lifted, the Debtor's prepetition stay waiver, as a quid pro quo for the
lender's forbearance, was one of many possible factors which could constitute
“cause.” The Debtor argued that stay waivers are unenforceable on public policy
grounds, especially in single asset Chapter 11 cases, when enforcement would doom
any chance of reorganization.
12

Here the mortgage lender put off foreclosing for almost a year and half while the
forbearance agreement was being negotiated and waited almost two and half years to
foreclose after the agreement was executed. The Debtor gained almost four years to
either sell or refinance the commercial property, and the court concluded that it was
not fair to delay the creditor any longer where it was highly doubtful an additional
few months of marketing the property would end in a different result.

II.

Cases Finding Pre-Petition Waivers of the Stay Unenforceable
A.
Unenforceable in Single Asset Real Estate Cases as too Closely
Approximating a Prohibition Against Filing for Bankruptcy Relief


In re DB Capital Holdings, LLC, 454 B.R. 804 (Bankr. D. Colo. 2011):
Lender sought relief from the stay to exercise its rights in three related single
asset Chapter 11 cases in which the Debtors each waived the automatic stay in
an out-of-court workout. To fund the development of a two phased luxury
fractional interest residence club in Aspen Colorado, the Debtors obtained two
loans in 2006 from the lender in the amounts of $53,000,000 and $5,000,000.
In 2009, the Debtors failed to make a required interest payment, and the
lender declared an event of default under the loan documents.

The stay

waiver, as part of prepetition forbearance agreements with the lender, was
unenforceable as too closely approximating, for single-asset Debtors, the
waiver of the right to file for bankruptcy relief.17

In re DB Capital Holdings, LLC, 454 B.R. 804, 816 (Bankr. D. Colo. 2011)(quoting In re
Jenkins Court Assoc. Ltd. P’Ship, 181 B.R. 33, 37 (Bankr. E.D. Pa. 1995)(enforcement in a

17

13

1. Prepetition, a Debtor does not have the authority to waive the rights
bestowed by the Code upon a Chapter 11 Debtor-in-Possession,
including the automatic stay.18

Upon filing, a Chapter 11 Debtor

becomes a Debtor-in-Possession, a separate and distinct entity from
the pre-bankruptcy Debtor. The Debtor-in-Possession owes a fiduciary
duty to creditors. “[T]he pre-bankruptcy debtor simply does not have
the capacity to waive rights bestowed by the Bankruptcy Code upon a
debtor in possession, particularly where those rights are as
fundamental as the automatic stay.”19
2. The Bankruptcy Code invalidates provisions of private agreements
which deprive the Debtor of the use and benefit of property of the
estate. Section 363(1) invalidates contractual provisions purporting to
waive the automatic stay because enforcement would deprive the
Debtor-in-Possession of its ability to sell, use, or lease the lender‟s
collateral.
3. The Code extinguishes the private right of freedom to contract around
essential Code provisions.
4. Although the bankruptcy court refused to enforce the prepetition
waiver, the court lifted the stay under § 362(d)(2) given the speculative
nature of the proposed Plan of Reorganization.
single asset case “too closely approximates the more reviled prohibition against filing for
bankruptcy protection”)).
18
Id.at 814-815.
19
Id. at 815.
14

B.

Agreement Contained in Original Loan Documents


Wells Fargo Bank v. Kobernick, 2009 WL 7808949 (S.D. Tex. 2009): The
district court refused to enforce a stay waiver contained in original loan
documents. The Defendants had non-recourse obligations under the terms of
a Note secured by a 182-unit Houston apartment complex, but the Note also
contained certain carve outs which imposed personal liability on the
Defendants if the apartment complex became an asset in bankruptcy or if the
Defendants objected to a Motion by the lender for relief from the stay. The
court held that the stay waiver contained in the Note itself, not a forbearance
agreement or bankruptcy plan negotiated after the Defendants‟ default, was
not enforceable. Defendants received no additional consideration in the Note
for relinquishing their right to the automatic stay, such as additional time to
cure the alleged default. Enforcement of such waivers would lead lenders to
include waivers in every original loan document.

C.
Waiver Unenforceable Where Significant Number of Creditors
Would be Adversely Affected


In re Deb-Lyn, 2004 WL 452560 (N.D. Fla. 2004): Debtor operated twelve
Burger King restaurants, and the movants held mortgages on four of the
twelve properties. Prepetition, the parties entered into Interim Agreements
which included a provision that in consideration of the movant‟s agreement to
abate foreclosure actions, the Debtor would not oppose or object to stay relief
should the Debtor file bankruptcy. In finding that the agreements were
15

unenforceable, the court explained that this was not a situation in which the
Debtor was a single asset real estate holding company or owned a single
parcel of real estate, or had no realistic possibility of reorganization, nor did it
involve a two party dispute between a single secured lender and the Debtor.
The case involved a Debtor with active ongoing business operations
throughout the state of Florida that employed over 200 employees and
generated substantial income. The Debtor had four separate secured creditors
and at least 103 general unsecured creditors. Additionally, the prepetition
waiver was not part of a Plan of Reorganization or one that was approved by a
prior adjudication.
1. “Pre-petition agreements providing for the lifting of the automatic stay
are not per se binding on the debtor, as a public policy position.‟ Id. at
873. This notion is „consistent with the purposes of the automatic stay
to protect the debtor‟s assets, provide temporary relief from creditors
and promote equality of distribution among the creditors by
forestalling a race to the courthouse.‟”20
2. If a waiver adversely affects other creditors, it is unlikely to be
enforced given the underlying policy of the automatic stay which is to
prevent creditors from obtaining preferential payments.

Here the

Debtor had a significant number of creditors. The Debtor owed $9

In re Deb-Lyn, 2004 WL 452560, *2 (N.D. Fla. 2004)(quoting Farm Credit of Cent.
Florida, ACA v. Polk, 160 B.R. 870 (M.D. Fla. 1993)).

20

16

million to four secured creditors, and $1.6 million to 103 unsecured
creditors.

D.
Agreement Contained in Confirmed Plan not Enforced Where
Secured Creditor Failed to Carry its Burden of Showing Lack of Equity


Southwest Georgia Bank v. Desai (In re Desai), 282 B.R. 527 (Bankr. S.D.
Ga. 2002): As part of Debtor‟s first Chapter 11 case, the Debtor entered into a
note and security agreement restructuring debt secured by the Debtor‟s hotel.
The Debtor‟s Fifth Amended Plan provided that the Debtor consented to a
lifting of the stay in any other bankruptcy or insolvency case or proceeding
affecting the collateral subject to the security agreement. The bank
commenced foreclosure proceedings after the Debtor defaulted on his
obligations under the confirmed plan, and the Debtor filed a second Chapter
11 Petition. The bank filed a Motion for Relief from Stay, but the bankruptcy
court refused to enforce the stay waiver because the bank failed to carry its
burden of showing that there was no equity in the property.

The court

considered the following factors: (1) sophistication of the party making the
waiver; (2) consideration that Debtor received for waiver, including creditor's
risk and length of time the waiver covers; (3) whether other parties are
affected, including unsecured creditors and junior lienholders; and (4)
feasibility of Debtor's plan.
Applying these factors, the court ruled that the agreement, negotiated in the
context of arriving at a consensual plan in a previous case in which both the
17

Debtor and secured creditor were represented by counsel, would not be
enforced where the lender‟s witness acknowledged during the evidentiary
hearing that he had no knowledge of the current value of the real property
securing the creditor's claim, and where a recent appraisal and purchase offer
by a party who was ultimately unable to obtain financing indicated that the
Debtor might have equity in property.

III.

Conclusion
Although the trend in the case law has been to enforce prepetition waivers of the stay
under appropriate circumstances, courts continue to struggle with the notion of

a

prepetition Debtor waiving postpetition rights that belong not only to the Debtor but were
designed by the Bankruptcy Code to facilitate the orderly administration and distribution
of estate assets. The cases discussed above reveal that whether a bankruptcy court will
enforce a prepetition waiver is often a very fact driven decision based on the equities of
each case. When a creditor has provided adequate consideration in the form of forgoing
immediate foreclosure remedies and has allowed a Debtor additional time to attempt
restructuring out-of-court, courts are more likely to enforce the bargained for prepetition
stay waiver.
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INTRODUCTION

The following outline provides some preventative medicine for lawyers
with creditor/debtor and insolvency experience to assist transactional and
litigation lawyers and clients structure and draft to maximize recoveries
and minimize risk in a subsequent restructuring or chapter 7 or 11 case
under the Bankruptcy Code.
PROTECTING CREDITORS’ RIGHTS

−

Due Diligence and Drafting

−

Improve your client’s position and limit risks in a Transaction and
Restructuring;

−

Use knowledge of applicable legal systems, and country, state and
local laws;

DRAFTING AND NEGOTIATING DEFAULT, SUBORDINATION,
ASSIGNMENT AND PROFESSIONAL FEE, ETC. CLAUSES IN
TRANSACTIONS – “WHAT IF” ?

−

Document Carefully to Enforce Rights, and not be Subject to
Ambiguities, Subordination or Recharacterization Issues; The
following are some provisions to focus in on.

−

Ipso Facto Clauses; Default and Cross Default Clauses

−

Acceleration and/or Termination – Including in compliance with
§362(b) and §555-562 of the Bankruptcy Code

−

What issues are raised by the above clauses in the context of
bankruptcy and reorganizations? Lehman (Dante, Metavante, et al)

−

Setoff Rights – Triangular Setoffs (SemCrude)

−

Professional Fee Clauses and Indemnity; Secured, Unsecured,
Unions, etc.

−

Interest, Default Interest, Interest on Interest, OID, Make Whole
Premiums, Prepayment Premiums, Prepayment Penalties,
Amendment Fees

−

Intercreditor and Subordination Provisions – (Economic, Voting and
Standing rights)

−

Choice of Law

−

Choice of Forum

−

Courts v. Arbitration

−

Savings Clauses - TOUSA

−

Drafting for Corporate Governance issues

−

Escrows – Whose Property? And the Terms

−

Credit Bidding Rights - §363 and 1129; (Fisker et al)
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−

Drafting for 365(n) to Protect Licensees

−

Due Diligence into the Borrower or Custodian - Credit worthiness
and eligibility for U.S. Bankruptcy purposes - Refco, Ponzi - Madoff,
Bayou, Petters; SPV, Bear Stearns, Lehman, Onshore, Offshore,
Regulated, Non-Regulated, Mass tort issues - asbestos,
environmental, etc.;

−

Obtaining Guarantees and Other Credit Enhancements and Dealing
with Enforcement Risks

−

Big Boy and Bad Boy Guarantees

−

Trusts and Constructive Trusts

−

Obtaining and Perfecting Security Interests and other Security

−

Statutory Priority → PACA; some Taxes, Hidden Liens

OBTAINING AND PERFECTING SECURITY

−

U.S. Bankruptcy Code Section 506 “Determination of secured status”

−

Look to non-bankruptcy law to determine if claim is in fact secured

−

Uniform Commercial Code (“UCC”)
−

UCC Article 8

−

UCC Article 9

−

Other applicable U.S. and foreign law

−

Timeliness → perfect timely!

−

Choice of law issues to consider

−

Setoff Rights – Usually based on non-bankruptcy law, subject to
mutuality and approval, if pre- against pre-bankruptcy claims

OVERVIEW OF UCC ARTICLE 9

−

Covers Secured Transactions

−

Mostly uniform statute adopted by all 50 states

−

Establishes system and rules for creation, perfection and enforcement
of security interests in most commercial collateral

SCOPE OF ARTICLE 9

−

Applies to any interest created by contact in personal
property/fixtures that secures payment/performance obligation
including sale of accounts

−

Applies when a security interest is created, regardless of
label/characterization given by parties to transaction

−

Common Exclusions:
insurance policies

1291337-v3\NYCDMS
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COLLATERAL CATEGORIES

−

Goods

−

Accounts

−

Deposit accounts

−

General intangibles

−

Investment Property

CREATING A VALID SECURITY INTEREST

−

Attachment

−

Perfection

−

Filing

−

Possession

−

Control

ESTABLISHING PRIORITY

General rule: First-to-file-or-perfect priority rule
Perfected lien creditors: Secured creditor with prior perfected security
interest will prevail over subsequent lien creditors
Unperfected liens: Secured creditor with unperfected security interest
may be attacked by DIP or Trustee and may not prevail over unsecured
creditors in bankruptcy
DEFAULT & ENFORCEMENT OF SECURITY INTERESTS

−

Secured party’s Article 9 options:
−

Selling or disposing of collateral and applying proceeds to satisfy
secured obligations (subject to certain protections for debtors)

−

Collection of Collateral

−

Retaining collateral in satisfaction of debt

−

Judicial foreclosure on collateral under local procedures

ENFORCEMENT

−

Non-compliance by secured party with enforcement rules and
documentation may give rise to non enforceability, and possibly the
secured party’s liability to the debtor – See applicable law, including
lender liability, equitable subordination or recharacterization law

−

Security Rebuttable presumption:
−

If enforcement results in a deficiency, the value of collateral is
presumed to equal entire secured debt unless secured party can
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demonstrate otherwise – See applicable law and § 506 of the
Bankruptcy Code
COMMON ISSUES/MISTAKES

−

LLC Membership Interests – certificated or not

−

Secured Party for purposes of Control Agreements

−

Debt needed for attachment – collateral of affiliate of Borrower

−

Filing every 5 years

−

Title or Rights to Collateral

−

Incorrect Termination of UCC 1 filings

OTHER SECURITY

−

Mortgages of Real Estate

−

Guarantees

−

Other Law

−

Secret Liens

LOANS SECURED BY INTELLECTUAL PROPERTY AND RISKS

−

Perfection and Enforceability

−

Emerging Case Law

−

Sales and assumptions and assignments in Bankruptcy of
Intellectual Property – See Sections 363 and 365 of the Bankruptcy
Code; cf. Catapult case
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OBTAINING GUARANTEES AND FRAUDULENT CONVEYANCE
RISKS IN STRUCTURING

−

Upstream Guarantee -- Subsidiary gives a guarantee for the Parent

Parent

$$
Lender
S Guarantee
For Parent

Sub
−

Cross-stream Guarantee – Sister Company gives a guarantee for
Brother Company

Parent

S Guarantee
For B

$

Sister
−

Lender

Brother

Downstream Guarantee – Parent gives a guarantee for Subsidiary

Parent

P Guarantee
For Sub
Lender

Subsidiary

$

Section 548 of the Bankruptcy Code gives Trustee/DIP the power to
avoid FRAUDULENT TRANSFERS AND OBLIGATIONS
−

Two types of fraud:
−

−

Actual Fraud
−

Transfer made within 2 years in bankruptcy cases
commenced after April 20, 2005; AND

−

Debtor made transfer with actual intent to hinder, delay or
defraud

Constructive Fraud
−

Made within 2 years in cases commenced after April 20,
2005

−

Debtor received less than “reasonably equivalent value”
AND
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−
−

Debtor meets one of the following insolvency tests

Three Insolvency tests (section 548(a)(1)(b)(I)-(iii))
−

Debtor was insolvent at time of transfer or became insolvent as a
result;

−

Debtor was engaged in business or a transaction for which any
property remaining with the debtor was an unreasonably small
capital; OR

−

Intended to incur, or believed debtor intended to incur, debts that
would be beyond the debtor’s ability to pay as debts matured;
* * * * * *

Transfer was made or obligation incurred to or for the benefit of an
insider, under an employment contract and not in ordinary course of
business (under 2005 Bankruptcy Code Amendments);
Section 544(b) of the Bankruptcy Code gives the Trustee/DIP the power
to potentially avoid fraudulent transfers under state law. The reachback
period to attack a transfer varies from state to state. (New York can be
six years.)
LETTERS OF CREDIT AND GUARANTEES VERSUS SECURITY
DEPOSITS

−

Advantages of LOCs and Guarantees are:
−

NOT SUBJECT TO THE AUTOMATIC STAY IMPOSED BY
THE BANKRUPTCY CODE

−

Holder of the LOC or Guarantee may go after the Third Party for
Payment immediately

−

Section 502(b)(6) Cap on security deposits and some other claims by
landlords resulting from the termination of a lease for real property

−

Example of LOC transaction

LL
lease

T

1291337-v3\NYCDMS

Issues LOC

Issuer
Procures LOC and
Enters into a Reimbursement
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INTERCREDITOR AND SUBORDINATION AGREEMENTS

−

Inter-creditor Agreements
−

Subordination Agreements
−

When all creditors are unsecured

−

Debtor agrees to give .50 on the dollar, and Bondholder has
an agreement with Bank to turn over its recovery until the
Bank is paid in full (all Obligations As Defined)

Debtor

−

.50

.500

.50$1

Trade
Creditor

Bondholder
Creditor

Bank
Creditor

Inter-creditor Agreements
−

Subordination Agreements
−

When Bank/Creditor is Partially Secured

−

Unsecureds get .50 and secured gets .90

−

Bondholder has agreement with Bank for the latter to be paid
in full before payment to the Bondholder

Debtor
.50

.50.40

Trade
Creditor

Bondholder
Creditor

1291337-v3\NYCDMS

90 $1
Bank
Creditor

8

LICENSE AGREEMENTS

−

Diverse Treatment – cross-border companies or insolvency cases

−

Drafting Points
−

Terms

−

Termination, Defaults, Notices, Escrows

−

Section 365(n) of the U.S. Bankruptcy Code – Partial Protections for
Licensees

−

Trademark Issues under §§ 365(n) and 101 of the Bankruptcy Code

−

Effect of Termination Provisions; Patent licenses, etc. – Catapult
case, et al. (§ 362 stay, §365 assumption & assignment issues)

STEERING CLEAR OF PREFERENCES AND ANTI-DIVIDEND AND
REDEMPTION ISSUES

After review of the preference elements and defenses, counsel should
also estimate the potential recovery to unsecured creditors in a
bankruptcy case in order to help resolve, via settlement or otherwise, the
resulting section 502(h) claim.
−

−

−

A Section 547(b) Preference is:
−

(1) a transfer to or for the benefit of a creditor;

−

(2) For or on account of an antecedent debt owed by debtor;

−

(3) debtor was insolvent (presumed) at the time of the transfer;

−

(4) the transfer was made within 90 days of filing; AND

−

(5) the transfer enabled the creditor to receive more than the
creditor would have received in a liquidation case

So if your transfer meets these requirements, the T / DIP may be able
to avoid the transfer subject to the following defenses - see §547(c);
−

(1) Contemporaneous exchange for new value

−

(2) Debt and payment was made in the ordinary course of
business, according to ordinary business terms

−

(3) Security interest with enabling loans

−

(4) Subsequent advance of new value (paid v. unpaid?)

−

(5) Statutory liens

−

(6) Floating liens in inventory or account receivable

See State and Country Anti-Dividend and Redemption Statutes Violations may result in D&O and recipient liability
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OPINION LETTERS

−

Bankruptcy Analysis of Fraudulent Conveyances, Preferences,
Substantive Consolidation and True Sale
−

Aspects of Opinion

−

US Bankruptcy Eligibility - See section 109 of the Code which
generally blocks banks and insurance companies from a Code
filing - these entities may be liquidated by non Bankruptcy Code
statutes
−

See Possible exceptions for certain foreign banks, insurance
companies, etc.

NON-CONSOLIDATION OPINIONS

−

−

Substantive Consolidation
−

equitable doctrine

−

fact intensive analysis

Opinion Analysis
−

pre-bankruptcy conduct of parties

−

balance of benefits and harm to creditors

−

Impact of substantive consolidation on estates

−

Opinions –

−

Augie Restivo

−

Owens Corning

−

Debtor and non-debtor?

−

Cross-border analysis

We are of the opinion that if [Originator] were to become a debtor under
the Bankruptcy Code, either as a result of voluntary bankruptcy or an
involuntary bankruptcy, if the matter was properly briefed and presented
to the court, a court would not disregard the separate existence of [SPV]
so as to order the substantive consolidation of the assets and liabilities of
[SPV] with those of [Originator].
TRUE SALE OPINIONS

−

True Sale Analysis
−

“applicable non-bankruptcy law”

−

the parties’ characterization and intent

−

seller’s control of assets after purported sale

−

recourse to purported seller

−

notice to third parties
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−

tax and accounting disclosure

−

purported seller’s option to repurchase asset

We are of the opinion that in the event that [Originator] were to become
a debtor under the Bankruptcy Code, a court would hold that the transfer
of [assets] by [Originator] to [SPV] constituted a true sale of such [assets]
and the [assets] would not constitute property of [debtor’s] estate under
section 541(a)(1) of the Bankruptcy Code; therefore, the [assets] would
not be subject to turnover by [SPV] to the estate of [debtor] under section
542 of the Bankruptcy Code; and would not be subject to the automatic
stay provisions of section 362(a) of the Bankruptcy Code.
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