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DEVELOPMENT OF BANKRUPTCY-REMOTE SPES

▪ A bankruptcy-remote special purpose entity 
(SPE) is designed to minimize the risk to a 
lender that the entity will become a debtor 
in a proceeding under the Bankruptcy Code.

▪ Use of bankruptcy-remote SPEs has grown 
with the rise of securitized finance.

Securitized Finance Issues 1985-2018 
($billions)
Source: Securities Industry and Financial Markets Association
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PURPOSE OF SPE STRUCTURES

▪ SPE structures are used to separate assets from a parent corporation, as in a receivables-
based financing facility, or in a stand-alone asset, such as a real estate financing.
▪ In a parent-sub relationship, SPE structure is designed to reduce the risk that the assets of the SPE are 

substantively consolidated with the parent entity.

▪ Capital markets provide lower-cost capital to borrowers who use bankruptcy-remote SPE 
structures because insolvency risk reduced.

▪ To sell a securitized financing deal, underwriters need an investment grade rating from a 
rating agency.

▪ Rating agencies have developed criteria for evaluating credit risks of SPE-based financings.

8



RATING AGENCY CRITERIA FOR 
EVALUATING SPES

▪ Restrictions on objects and powers

▪ Debt limitations

▪ Independent director

▪ No merger or reorganization

▪ Security interests in assets

▪ Separateness covenants

Source: Standard & Poors: Legal Criteria For U.S. Structured Finance Transactions: Special-Purpose Entities
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RESTRICTIONS ON OBJECTS AND POWERS

▪ The fundamental SPE characteristic is that the entity's objects and powers are restricted as 
closely as possible to the bare activities necessary to effect the transaction. 

▪ The purpose of this restriction is to reduce the SPE's risk of insolvency due to claims created 
by activities unrelated to the securitized assets.

▪ Rating agencies want these restrictions in the corporate charter, limited liability company 
agreement or similar governing instrument.

10



DEBT LIMITATION

▪ The purpose of additional debt limitation is to minimize the likelihood that the SPE will be 
filed into bankruptcy by its creditors. 

▪ SPE lenders also want to minimize number of creditors or classes of debt if there is a 
bankruptcy filing.

▪ Where an SPE is allowed to issue additional debt, which is uncommon, the additional debt 
must be subordinated in right of payment to the senior secured debt and may require an 
intercreditor agreement between classes of debt.
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INDEPENDENT DIRECTOR

▪ If the SPE has an independent director whose affirmative vote is required to approve a 
bankruptcy filing (or amendment of corporate charter, etc.), the rating agencies believe the 
SPE is less likely to voluntarily file an insolvency petition.

▪ Although this requirement has not prevented all voluntary SPE bankruptcy filings, the rating 
agencies still require an independent director.
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NO MERGER OR REORGANIZATION

▪ This characteristic provides comfort that, while the rated debt is outstanding, the bankruptcy-
remote status of the SPE will not be undermined by any merger or consolidation with a non-
SPE or by any reorganization, dissolution, liquidation, or asset sale.
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SECURITY INTEREST IN ASSETS

▪ Lender takes first lien assets used for securitization.

▪ Covenants typically preclude junior liens on senior lender’s collateral.

▪ Being secured creditor gives lender leverage in event of a bankruptcy filing.
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SEPARATENESS COVENANTS

▪ Separateness covenants are designed to provide comfort that the SPE will hold itself out as an 
independent entity.
▪ If the entity does not act as if it has an independent existence, a court may use principles of "piercing the 

corporate veil," "alter ego," or substantive consolidation to bring the SPE and its assets into the parent's 
bankruptcy proceeding.

▪ While the separateness covenants may be adjusted to meet the facts of a particular 
transaction, they always cover core separateness issues.

15



SEPARATENESS COVENANTS

▪ To maintain books and records separate from any other person or 
entity

▪ To maintain its accounts separate from those of any other person or 
entity 

▪ Not to commingle assets with those of any other entity 

▪ To conduct its own business in its own name 

▪ To maintain separate financial statements

▪ To pay its own liabilities out of its own funds 

▪ To observe all corporate, partnership, or LLC formalities and other 
formalities required by the organic documents

▪ To maintain an arm's-length relationship with its affiliates

▪ To pay the salaries of its own employees and maintain a sufficient 
number of employees in light of its contemplated business operations 

▪ Not to guarantee or become obligated for the debts of any other entity 
or hold out its credit as being available to satisfy the obligations of 
others

▪ Not to acquire obligations or securities of its partners, members, or 
shareholders 

▪ To allocate fairly and reasonably any overhead for shared office space 

▪ To use separate stationery, invoices, and checks 

▪ Not to pledge its assets for the benefit of any other entity or make any 
loans or advances to any  entity (except as provided in the transaction 
documents)

▪ To hold itself out as a separate entity

▪ To correct any known misunderstanding regarding its separate identity

▪ To maintain adequate capital in light of its contemplated business 
operations.
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BANKRUPTCY WAIVERS

▪ Courts are hostile to bankruptcy waivers. 

▪ In re Weizen, 3 F. Supp. 698 (S.D..N.Y. 1933): “The agreement to waive the benefit of bankruptcy is unenforceable.”

▪ Courts often refuse to enforce bankruptcy waivers because they frustrate the purpose of the Bankruptcy Code or are void 
as against “public policy.”

▪ See, e.g., Klingman v. Levinson, 831 F.2d 1292, 1296 n.3 (7th Cir. 1987); Nw. Bank & Trust Co. v. Edwards (In re Edwards), 439 B.R. 870, 
874 (Bankr. C.D. Ill. 2010); Double v. Cole (In re Cole), 428 B.R. 747, 752 (Bankr. N.D. Ohio 2009); Simmons Capital Advisors, Ltd. v. 
Bachinski (In re Bachinski), 393 B.R. 522, 533 (Bankr. S.D. Ohio 2008); Marra, Gerstein & Richman v. Kroen (In re Kroen), 280 B.R. 347, 
351 (Bankr. D.N.J. 2002).

▪ Some courts have held such waivers unenforceable based on a constitutional right to file for bankruptcy. 

▪ See, e.g., In re Pine Tree Feed Co., 112 F. Supp. 124, 126 (D. Me. 1953); In re Citadel Props., Inc., 86 B.R. 275, 276 (Bankr. M.D. Fla. 1988); 
In re Adana Mortg. Bankers, Inc., 12 B.R. 989, 1009 (Bankr. N.D. Ga. 1980), vacated sub nom. Gov’t Nat’l Mortg. Ass’n v. Adana Mortg. 
Bankers, Inc. (In re Adana Mortg. Bankers, Inc.), 687 F.2d 344 (11th Cir. 1982).

▪ Minority line of cases, primarily in South, have approved such waivers, especially in the context of negotiated out-of-court 
restructurings.
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TRUE SALE OVERVIEW



SEPARATION OF ASSET RISK 
FROM ENTITY RISK

▪ The sine qua non of structured financing is the effort to separate the credit quality of the assets being
securitized from the credit risk of any entity involved in the financing.

▪ The requisite legal separation is achieved by two structuring techniques:

▪ True Sales/Contributions: This transfer is structured so that it is “absolute” in the sense that the original owner retains no
legal/equitable interest in the assets following the transfer. The objective is to remove the assets form the bankruptcy estate
of the transferor and isolate them in an SPE.

▪ Bankruptcy Remote Vehicle: The SPE is structured so that (i) it is unlikely to become the subject of a bankruptcy case and (ii) its
assets are unlikely to be considered part of the transferor’s bankruptcy estate.
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SEPARATION OF ASSET RISK FROM 
ENTITY RISK – THE TRUE SALE

▪ The principal method of transferring assets to an SPE is a “true sale.” The transfer is intended to have the effect of removing the
assets transferred from the transferor’s estate under Bankruptcy Code section 541. The law governing the transfer is applicable
non-bankruptcy law. In structuring true sales, the following issues must be considered:

▪ Intent of the Parties

▪ Economic Consequences of the Transaction

▪ Recourse and Risk of Loss

▪ Fixed Purchase Price

▪ Right to Redemption

▪ Right to Surplus

▪ Administration and Collection of Payments

▪ Accounting Treatment

▪ Physical Possession of Documents: Reflection of Sale on Books and Records

▪ The Buyer as a Subsidiary of the Seller
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TRUE SALE – INTENT OF THE PARTIES 

▪ The threshold issue in a true sale analysis is whether the parties intended that the transaction constitute a sale rather than a
financing. “Where the parties intention is clearly and unambiguously set forth in the agreement, effect must be given to the
expressed intent.” Granite Partners, L.P. v. Bear, Stearns & Co., 17 F.Supp.2d 275, 300 (S.D.N.Y. 1998).

▪ None of the transactional documentation pertaining or referring to the transfer from the originator should be inconsistent with an
absolute transfer.

▪ Transfer should be evidenced by a formal instrument of transfer (bill of sale).

▪ Intent generally given effect without regard to extrinsic evidence, but where rights of third parties or equities may require, courts
have looked beyond the form of agreement to the conduct of the parties.
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THE TRUE SALE – ECONOMIC CONSEQUENCES OF THE 
TRANSACTION

▪ Recourse and Risk of Loss
▪ One of the most important factors.

▪ “[w]here the lender has purchased the accounts receivable, the borrower’s debt is extinguished and the 
lender’s risk with regard to the performance of the accounts  is direct, that is, the lender and not the 
borrower bears the risk of nonperformance by the account debtor.” Endico Potatoes, Inc. v. CIT 
Group/Factoring, Inc., 67 F.3d 1063 (2d Cir. 1995).

▪ Both the nature and extent of recourse must be evaluated.
▪ complete recourse will likely be characterized as a secured loan

▪ limited recourse will not preclude a transfer from being classified as a true sale

▪ Examples of direct and indirect recourse include:
▪ warranties as to collectability

▪ adjustments to the purchase price

▪ guarantees by the transferor

▪ collateral security from the transferor

▪ obligations to repurchase, or substitute for, under-performing receivables.
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THE TRUE SALE – ECONOMIC CONSEQUENCES OF THE 
TRANSACTION

▪ Fixed Purchase Price
▪ Primary feature of a purchase transaction.

▪ Right to Redemption
▪ Right of the transferor to redeem or repurchase the transferred property.

▪ Right to Surplus
▪ Does the seller retain the right to retain excess collections?

▪ A transaction will be determined to be a secured loan where the transferee is obligated to account to the transferor for any
surplus received from the assignment over the amount of the debt or investment, plus an agreed return to the lender.

▪ Administration and Collection of Payments
▪ Factors that would favor characterizing a transaction as a sale include notification by the transferee of account debtors and

control by the transferee over the collection of the accounts.
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THE TRUE SALE – ECONOMIC CONSEQUENCES OF THE 
TRANSACTION

▪ Accounting Treatment
▪ The assets transferred should not be reflected on the books and records of the transferor as being owned by it.

▪ The transferred assets should be treated as having been sold under GAAP.

▪ If the SPE’s financial statements are consolidated with the transferor’s financial statements, the SPE’s ownership of the assets
should be specifically stated in notes to the statements so that its ownership is not concealed by the consolidated
presentation.

▪ Reduction in Interest in Loans and Participations
▪ Courts will consider whether the transferee acknowledges that his rights in the transferred property would be extinguished if

the money owed were paid through another source.

▪ Physical Possession of Documents; Reflection of Sale on Books and Records
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STRUCTURING AN SPE THAT WILL NOT BE SUBSTANTIVELY 
CONSOLIDATED

▪ Goal of legally separating the assets from entity credit risk would not be realized if the SPE
were to be substantively consolidated with the transferor in a subsequent transferor
bankruptcy.

▪ Substantive consolidation typically results in:

▪ “pooling the assets of and claims against, the two entities;

▪ satisfying liabilities resulting from the resultant common fund;

▪ eliminating inter-company claims; and

▪ combining the creditors of the two companies for purposes of voting on reorganization
plans.”

In re Augie/Restivo Baking Co., Ltd., 860 F.2d 515, 518 (2d Cir. 1988).

25



STRUCTURING AN SPE THAT WILL NOT BE SUBSTANTIVELY 
CONSOLIDATED

▪ Stemming from Section 105 of the Bankruptcy Code, the power to substantively consolidate is
often said to be an equitable doctrine. In re Standard Brands Paint Co., 154 B.R. 563, 570 (Bankr. C.D. Cal. 1993)
(citing In re Drexel Burnham Lambert Group, Inc., 138 B.R. 723 (Bankr. S.D.N.Y. 1992).

▪ Although a bankruptcy court’s power to effect a substantive consolidation “stems from its
general equitable powers,” the Court may substantively consolidate debtors “only upon
making a determination that substantive consolidation would ensure the equitable treatment
of all creditors.” In re Adelphia Communications Corp., 361 B.R. 337, 358 (S.D.N.Y. 2007).

▪ The sole purpose of substantive consolidation is “to ensure the equitable treatment of all
creditors” and the remedy should be used “sparingly.” In re Stillwater Asset Backed Offshore Fund Ltd., 2018
WL 1610416 at *8 (S.D.N.Y. Mar. 30, 2018) (citing Augie, 860 F.2d at 518).
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STRUCTURING AN SPE THAT WILL NOT BE SUBSTANTIVELY 
CONSOLIDATED

▪ Questions to Ask:

▪ Whether an entity proposed to be consolidated with another entity is a “mere
instrumentality” or “alter ego” of the other entity?

▪ Whether their affairs are hopelessly obscured?

▪ Whether the benefits of substantive consolidation – usually, facilitating a reorganization –
outweigh the prejudice to any third party that justifiably relied on the separateness of the
entity with which it dealt?
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STRUCTURING AN SPE THAT WILL NOT BE SUBSTANTIVELY 
CONSOLIDATED

▪ In New York, courts have historically considered two critical factors when determining
whether substantive consolidation is appropriate (Stillwater, 2018 WL 1610416 at *8 (Citing Augie, 860 F.2d at

518)):

▪ “[W]hether creditors dealt with the entities as a single economic unit and did not rely on
their separate identity in extending credit . . .”

▪ “[W]hether the affairs of the debtors are so entangled that consolidation will benefit all
creditors.”

▪ A court’s determination to effect a substantive consolidation is appropriate where one of the
two critical factors exists. In re Sabine Oil & Gas Corp., 555 B.R. 180, 317 (Bankr. S.D.N.Y. 2016).
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STRUCTURING AN SPE THAT WILL NOT BE SUBSTANTIVELY 
CONSOLIDATED

▪ In determining whether entities should be consolidated, courts will consider a number of
factors, including whether the entities:

▪ “share costs or obligations;

▪ fail to observe corporate formalities; or

▪ in the case of a subsidiary and parent, fail to act independently.”
In re Source Enterprises, Inc., 392 B.R. 541, 552 (S.D.N.Y. 2008).
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STRUCTURING AN SPE THAT WILL NOT BE SUBSTANTIVELY 
CONSOLIDATED

▪ The treatment of remote and original entities as if they were substantively consolidated can
possibly be avoided if “the organizational documents . . . require that the [special purpose
vehicle] maintain all corporate formalities, such as
▪ maintaining separate books and records,
▪ maintaining separate accounts,
▪ preparing separate financial statements,
▪ avoiding commingling of its assets with those of any other person,
▪ acting solely in its own corporate name and through its own officers and agents, and
▪ conduct only arm-length transactions with affiliated entities.”

See In re Doctors Hosp. of Hyde Park Inc., 507 B.R. 558, 702-03 (Bankr. N.D. Ill. 2013) (citing Kenneth N. Klee & Brendt C.
Butler, Asset-Backed Securitization, Special Purpose Vehicles and Other Securitization Issues, ALI-ABA Course of Study
Materials SJ082 (June 2004).
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STRUCTURING AN SPE THAT WILL NOT BE SUBSTANTIVELY 
CONSOLIDATED

▪ In In re Republic Airways Holdings, Inc., 582 B.R. 278, 284-85 (S.D.N.Y. 2018), the district court found that the
bankruptcy court did not commit legal error in applying the Augie/Restivo factors where the court found:

▪ that the two entities operated as a single business under a single business plan; 

▪ that the two entities shared overhead, accounting, and back office functions; 

▪ that the two entities filed consolidated financial statements and tax returns; 

▪ that there were significant intercompany obligations; and 

▪ that there were significant overlaps in the creditor pools due to guarantees.

▪ Further, the bankruptcy court found that the benefits of substantive consolidation outweighed any harm
suffered by creditors, “in large part because of the significant time and expense necessary to untangle the
assets, and the attendant cost and risk of a prolonged bankruptcy.” Id. at 285.
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STRUCTURING AN SPE THAT WILL NOT BE SUBSTANTIVELY 
CONSOLIDATED

▪ There are a number of recurring issues to consider when structuring an SPE and its
relationship with the originator and their relationships with creditors:
▪ Compliance with SPE formalities.

▪ Separateness of SPE decision-making and operations.

▪ SPE’s possession of its assets and management of its liabilities.

▪ Separateness of SPE’s offices and financial statements.

▪ Arms-length nature of SPE’s transactions with originator.

▪ Disclosure of the separateness of the SPE and its assets

▪ Separateness of the relationship between SPE & third-parties.

▪ No list of factors can be all-inclusive.
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SUBSTANTIVE CONSOLIDATION ISSUES LIST DEVELOPED FROM 
EXISTING CASE LAW

▪ A specified % of the directors will be independent.

▪ Board of Directors (BOD) and SPE stockholders will hold all regular meetings appropriate (at
least quarterly) to authorize corporate action. A quorum of the BOD will be present in
person at least one meeting each year. Complete minutes of all such meetings will be kept by
the SPE.

▪ SPE will have sufficient officers and personnel to run its business and operations. At least one
senior officer of the SPE will be, or have the same qualifications as, an independent director.
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SUBSTANTIVE CONSOLIDATION ISSUES LIST DEVELOPED FROM 
EXISTING CASE LAW

▪ Decisions with respect to the SPE’s business and daily operations will be independently made
by the SPE and will not be dictated by its parent or any affiliates thereof.

▪ All business transactions entered into by the SPE with any of its affiliates that are permitted
will be on terms that are not more or less favorable to the SPE than terms and conditions
available at the time to the SPE for comparable transactions with unaffiliated persons and will
be approved by a majority of the BOD, including each independent director.

▪ The declaration of dividends by the SPE will be approved by a majority of the BOD, including
each director who is an independent director.
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SUBSTANTIVE CONSOLIDATION ISSUES LIST DEVELOPED FROM 
EXISTING CASE LAW

▪ SPE will act solely in its own corporate name and through its own authorized officers and
agents. No affiliate(s) of the SPE will be appointed agent of the SPE.

▪ SPE will directly manage its own liabilities, including paying its own payroll and operating
expenses. In the event employees of the SPE participate in pension, insurance and other
benefit plans of the parent or any affiliates thereof, the SPE will on a current basis reimburse
the parent or such affiliate for the SPE’s pro rata share of the costs thereof.

▪ SPE will maintain a separate office (a) which if leased from its parent will be on terms no
more or less favorable to the SPE than could be obtained elsewhere and (b) which will be
conspicuously identified as the SPE’s office so it can be easily located by outsiders.
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SUBSTANTIVE CONSOLIDATION ISSUES LIST DEVELOPED FROM 
EXISTING CASE LAW

▪ SPE will prepare and maintain its own separate, full and complete books, records and
financial statements.

▪ Financial statements will comply with GAAP.

▪ Audited annual and unaudited quarterly financial statements will be distributed to the
debt security holders of the SPE.

▪ Neither the parent nor any affiliates thereof will guarantee debts of the SPE and the SPE will
not guarantee debts of the parent or any affiliates thereof.

▪ SPE will not acquire obligations or securities of, or make loans or advances to, the parent or
any affiliates thereof.

▪ SPE will not commingle any of its money or other assets with the money or assets of the
parent or any affiliate thereof.
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SUBSTANTIVE CONSOLIDATION ISSUES LIST DEVELOPED FROM 
EXISTING CASE LAW

▪ SPE will maintain separate bank accounts in its own name.

▪ Investment guidelines and criteria will be established by a majority of the BOD including at
least one director who is an independent director. Investments will be made by the SPE
directly or by brokers engaged and paid by the SPE, and will be carried by the SPE in its own
name.

▪ If the SPE is included within the parent’s (or any other affiliate's) consolidated financial
statements, the existence of the SPE and the ownership of its assets will be disclosed in a
footnote.
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ISSUES IN SPE BANKRUPTCY FILINGS

▪ Authority to File Bankruptcy

▪ Dismissals for Bad Faith Filings

▪ Involuntary Bankruptcy Filings

▪ Fiduciary Duty Issues

▪ Non-Recourse guaranties

▪ Conclusions
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AUTHORITY TO FILE BANKRUPTCY 

▪ Authority to file bankruptcy is a matter of state law. Price v. Gurney, 324 U.S. 100 (1945).
▪ If a petition has not been properly authorized, the court must dismiss the case, Id. at 106.

▪ SPE covenants typically require the consent of an independent director to file a bankruptcy
petition.

▪ But these covenants have been challenged and circumvented.
▪ Courts that have refused to dismiss approved bankruptcy filings that violate “blocking provisions” have

emphasized the fiduciary obligation of the debtor’s directors or managers to approve filings or have
excused non-compliance with the provisions.
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DISMISSALS FOR BAD FAITH FILINGS

▪ While insolvency is not a necessary condition for a bankruptcy filing, a bankruptcy petition
must be filed in good faith.
▪ Case law doctrine that emphasizes a debtor’s bona fide need for financial rehabilitation.

▪ In Second Circuit, movant must establish both debtor’s subjective bad faith and debtor’s objective
inability to reorganize. In re Cohoes Indus. Terminal, Inc., 931 F.2d 222 (2d Cir. 1991).

▪ Lenders often seek to dismiss bankruptcy filings made in contravention of SPE covenants as
bad faith filings.

▪ Most bad faith filing dismissal motions fail: “[A] bankruptcy petition should be dismissed for
lack of good faith only sparingly and with great caution.” Carolin Corp. v. Miller, 886 F.2d 693
(4th Cir. 1989).
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BAD FAITH FILINGS

▪ There is no single test to prove bad faith; courts emphasize they must examine all
circumstances, In re General Growth Properties, Inc. 409 B.R. 43 (Bankr. S.D.N.Y. 2009).

▪ Many courts rely on the factors used in C-TC 9th Ave. P’ship, 113 F.3d 1304 (2d Cir. 1997):
▪ the debtor has only one asset
▪ the debtor has few unsecured creditors with small claims relative to the secured debt
▪ the debtor's one asset is the subject of a foreclosure action
▪ the debtor's financial condition is, in essence, a two party dispute between the debtor and secured

creditor
▪ the timing of the debtor's filing evidences an intent to delay or frustrate the debtor's secured creditor
▪ the debtor has little or no cash flow;
▪ the debtor can't meet current expenses including the payment of personal property and real estate taxes;

and
▪ the debtor has no employees.

▪ Other courts rely on the “smell test: Morgan Fiduciary v. Citizens & Southern Int’l Bank,” 95
B.R. 232 (Bankr. S.D. Fla 1988).
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IN RE GENERAL GROWTH PROPERTIES, INC., 409 B.R. 43 
(BANKR. S.D.N.Y. 2009)

▪ Debtor owned shopping malls, with most properties held in SPEs with securitized commercial
mortgages.

▪ SPE covenants required approval of independent managers to authorize bankruptcy filing.

▪ To enter Chapter 11, debtors removed existing managers selected by lenders and replaced
them with new independent managers, who approved filings.

▪ Lenders moved to dismiss, challenging validity of director removals and good faith basis of
filings.

▪ Court upheld the filings and relied in part on Kingston Square and emphasized that new
managers exercised fiduciary duties in approving filing
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INVOLUNTARY BANKRUPTCY FILINGS: 
IN RE KINGSTON SQUARE ASSOCIATES, 214 B.R. 713 (BANKR. S.D.N.Y. 1997)

▪ Borrowers borrowed approximately $275 million in two tranches of securitized debt that had
typical SPE covenants, including requirement of independent director approval for bankruptcy
filing.

▪ Lender appointed independent director to board of borrower entities.

▪ To enable debtors to obtain chapter 11 relief, debtors’ management cooperated with
unsecured creditors to have involuntary petitions filed.

▪ Lenders sought dismissal of cases, arguing that debtors had intentionally circumvented SPE
covenants, arguing independent director’s role was to block unauthorized filings.

▪ Court upheld the filings and wrote that independent director must be true fiduciary, and
cannot simply automatically oppose bankruptcy filings.

▪ But other courts have dismissed involuntary filings where debtors colluded in bad faith with
creditors. In re Winn, 49 B.R. 237 (Bankr. M.D. Fla. 1985); In re Cortez, 96 F.3d 50 (2nd Cir.
1996).
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PACE INDUSTRIES, LLC, CASE 20-10927 (BANKR. D. DEL. 
2020).

▪ Investor in debtor’s subsidiaries had blocking right as preferred stockholder. Debtors filed
chapter 11 cases without obtaining stockholder consent.

▪ Stockholder moved to dismiss cases as not authorized.

▪ Court upheld filings and held that use of blocking right to prevent filings was unenforceable as
against public policy.

▪ Stockholder with a blocking right has fiduciary obligation to act in best interests of
corporation, not its own interests.
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HOW COURTS ANALYZE FIDUCIARY DUTY ISSUE

▪ Courts have emphasized that directors and managers of borrowers may have fiduciary duties
to creditors and that refusal to approve bankruptcy may not be consistent with those duties.

▪ In Kingston Square, the record showed that lender-appointed director believed his role was to
veto any attempt by the debtors to commence a voluntary bankruptcy case. Court was deeply
critical:

[O]nly long after the filing of the involuntary petitions did he become aware that a director has fiduciary
duty not only to a corporation's shareholders but to its creditors when the corporation becomes
insolvent…In any event, Richardson had no idea until well into the midst of these cases that he had a
fiduciary duty to anyone other than shareholders.

213 B.R. at 721.
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FIDUCIARY DUTY – GENERAL GROWTH PROPERTIES

▪ In General Growth Properties, court reiterated that independent managers could not simply
block bankruptcy filings and cited the testimony of a lender:

Well, my understanding of the bankruptcy as it pertains to these borrowers is that there was an independent board member
who was meant to, at least from the lender's point of view, meant to prevent a bankruptcy filing to make them a bankruptcy-
remote, and that such filings were not anticipated to happen.

[I]f Movants believed that an "independent" manager can serve on a board solely for the purpose of voting "no" to a bankruptcy
filing because of the desires of a secured creditor, they were mistaken.

409 B.R. at 64.

▪ General Growth contained extensive analysis of directors’ duties under Delaware law.
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NON-RECOURSE GUARANTIES

▪ Definitional Matters:

▪ “Non-recourse Loan” - a secured loan for which the lender has agreed it will seek to be repaid from only
the mortgaged property–

▪ “Bad Boy” Guaranty - a guaranty that holds the guarantor personally liable for either lender’s losses, or
the entire amount of the loan, if certain “bad boy” events occur.
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NON-RECOURSE GUARANTIES

▪ Lenders frequently require owners and/or principals to deliver non-recourse carve-out
guaranties in connection with structured financing transactions.

▪ Effect is to turn non-recourse debt into recourse debt upon the occurrence of specified events.

▪ Lenders began to require these guaranties after the real estate default cycle of the 1990s.

▪ Borrowers put single-asset entities into chapter and used bankruptcy as leverage to renegotiate loan
terms.

▪ Prior to 1990s, trigger events were generally egregious acts (like fraud and gross negligence)
within the control of the guarantor

▪ CMBS loans added failure to pay taxes and insurance, allowing liens to be placed on the
property, failure to provide financial statements, and similar triggers.

▪ Bankruptcy was added after the real estate recession of the 1990s because owners used
chapter 11 as a strategy to delay foreclosures.

48



NON-RECOURSE GUARANTIES

▪ Non-recourse guaranties do not have uniform terms

▪ Borrower must understand the difference between actual loss and full recourse triggers
▪ Don’t pay the loan commitment fee until you understand what events are covered and the guarantor’s

exposure for such events

▪ Some events may trigger limited recourse, i.e., for lender’s actual loss
▪ Failure to pay contractors or suppliers, which may result in mechanics’ liens

▪ Failure to pay taxes

▪ Failure to maintain insurance
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FULL RECOURSE TRIGGERS

▪ Common Full Recourse Triggers
▪ Bankruptcy events (voluntary bankruptcy, collusive involuntary bankruptcy)

▪ Prohibited transfers/encumbrances of the property

▪ – Prohibited transfers/encumbrances of the property –

▪ Insolvency–

▪ Borrower admits in writing it is unable to pay its debts as they become due

▪ Violation of the separateness covenants
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ENFORCEMENT OF NON-RECOURSE GUARANTIES

▪ Overwhelming majority of reported decisions enforce non-recourse guaranties
▪ See, e.g., UBS Commercial Mortgage Trust 2007-FL1 v. Garrison Special Opportunities Fund L.P., 938 N.Y.S.2d 230 (N.Y. Sup. 2011) and 

Bank of America, N.A. v. Lightstone Holdings LLC, 938 N.Y.S.2d 225 (N.Y. Sup. 2011)

▪ Cases are most consistent when triggering event is voluntary bankruptcy of borrower 

▪ Courts may decline to enforce bad boy guaranties where results appear inequitable
▪ GECCMC 2005-C1 Plummer Street Office Ltd. Partnership v. NFC NNN Holdings, LLC, 204 Cal. Rptr. 3d 251 (Cal. Ct. App. 2012) - $44 

million mortgage secured by two commercial properties subject to two leases to a single tenant.  Carve-out if either lease cancelled 
without prior written consent.  Tenant abandoned the property and ceased paying rent.  Court ruled carve-out not triggered because 
the borrower did not terminate leases. 

▪ ING Real Estate Finance (USA) LLC v. Park Avenue Hotel Acquisition, LLC, 2010 WL 653972 (N.Y. Sup. Ct. Feb. 24, 2010)  

▪ Lender sought to enforce carve-out on a $90 million loan when $300,000 or real estate taxes paid six days late.  Court applied 
liquidated damage analysis: liability for $90 million not a reasonable measure of any loss for delinquent payment of a $300,000 of 
taxes

▪ Public policy challenges to enforceability of non-recourse guaranties have generally been unsuccessful

▪ See, e.g., Weinreb v. Fannie Mae, 993 N.E.2d 223 (Ind. Ct. App. 2013)(non-recourse guarantee unsuccessfully challenged as 
“unenforceable” and “unconscionable”).

51



SEMINAL CASE

▪ In Michigan, lender sued to hold guarantor liable for full amount of loan when borrower
became insolvent and thus violated SPE covenants requiring it to remain solvent, Wells Fargo
Bank N.A. v. Cherryland Mall Ltd. P’ship, 295 Mich. App. 99, 812 N.W.2d 799 (2011)

▪ Result criticized because borrower had taken no action to SPE violate covenants

▪ As a result, Michigan passed the Nonrecourse Mortgage Loan Act of 2012 (NMLA), which
limited the enforceability of non-recourse guaranties and had retroactive effect:

▪ “... applies to the enforcement and interpretation of all nonrecourse loan documents in existence on, or
entered into on or after, the effective date of this act.”

▪ In 2012, Michigan Supreme Court remanded Cherryland for reconsideration in light of NMLA
and the judgment against guarantor was overturned.

▪ Ohio also enacted a statute that limit enforceability of non-recourse carve-out guaranties
except in cases of voluntary borrower bankruptcy, Ohio Rev. Code §§ 1319.07 et seq.
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CONCLUSIONS

▪ Bankruptcy filings by SPEs have been challenged on many grounds
▪ But courts have been reluctant to dismiss cases where debtor has a bona fide need for financial

reorganization

▪ Lenders cannot rely on independent directors or managers to prevent bankruptcy filings
▪ Courts focus on the fiduciary obligations of the directors or managers

▪ Non-recourse guaranties are generally enforceable
▪ Guarantors need to read the fine print; terms of non-recourse guaranties vary

▪ Harsh results have led some states to limit the use of non-recourse guaranties
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