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Forbearance Agreements and Bankruptcy

• Forbearance Agreement Common Terms
• Identify borrower obligations
• Describe any outstanding defaults
• Identify percentage of lenders/creditors to satisfy any collective action
requirements
• Time period
• Fees/consideration to lenders
• DIP right of first refusal
• Negative covenants
• Reporting requirements
• Release
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Preliminary Steps-Document Review

• A prudent first step for a lender is to have counsel review its loan documents
to confirm the lender's position
• The review should confirm that all loan documents are properly executed
and all liens are properly perfected
• Counsel should obtain a current UCC search for personal property, a title
search for real estate and fixtures and an examination of collateral perfected
under other applicable law
• The review should include a search of any federal or state judgments and
state and federal tax liens
• It is also advisable to check federal and state data bases for pending legal
actions
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Document Review (cont.)

• The document review will allow the lender to correct any deficiencies and
perhaps enhance its position
• The lender might obtain additional collateral from traditional and nontraditional sources from the borrower or guarantors
• The lender also may identify possible enhancements in the form of
additional guaranties which may be available from owners or affiliates
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Document Review (cont.)

• Whenever additional liens are taken from the debtor or a guarantor, there
is a risk of having the liens avoided in a subsequent bankruptcy proceeding
as a preferential transfer. See 11 U.S.C. § 547
• This may influence decisions regarding the term of the forbearance
agreement
• Similarly, taking guaranties and collateral from subsidiary entities or affiliates
may be subject to avoidance as fraudulent transfers under section 548 of
the Bankruptcy Code or the Uniform Fraudulent Transfer Act
• The lender should nonetheless consider the risks and benefits of taking
these guaranties or collateral to enhance its leverage
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Identifying Existing Defaults

• It is important to clearly and fully identify the existing defaults which the
lender is agreeing to forbear from taking action with respect to or waiving
• A lender will want all defaults clearly listed, so if other defaults occur, the
lender will be free to terminate the forbearance agreement and exercise its
rights
• This perhaps is more important for the debtor because if a default is not
identified and enumerated, the lender's agreements to forbear will not apply
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Conditions

• The conditions may also include the requirement to deliver:
• Documents evidencing additional collateral pledged by the borrower and
guarantors
• Additional guaranties of owners, subsidiaries or affiliates
• Debt subordination agreements for loans from owners, guarantors or affiliates
• Payment of all or some of the past due obligations and/or a forbearance fee
• Delivery of a recovery plan
• Delivery of any other document necessary to correct other deficiencies
discovered during the review of the loan documents
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Covenants

• The forbearance agreement usually contains affirmative and negative
covenants to be adhered to by the borrower during the forbearance period
• Affirmative covenants may include:
• The payments of interest, principal and fees during the forbearance period
• Compliance with the budget
• Compliance with the loan documents, as they may be amended
• Continued retention of a financial consultant acceptable to the lender
• Maintenance of depository accounts with the lender
• Providing notice of adverse claims
• Timely payment of all taxes
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Covenants (cont.)

• Require weekly and monthly reporting including:
○ An updated rolling 13-week cash flow
○ A report of budget to actual
○ Accounts receivable and payable aging reports
○ Report on inventory
○ Reports of efforts to refinance the obligations or sell the assets

• Financial statements
• Report of unpaid wages and benefits owed to each employee
• Report summarizing the status of any pending litigation or administrative
proceeding
• Other information relevant to the matter requested by lender
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Forbearance Agreements – Lender Consideration

• Lenders may request additional consideration in various forms
• Cash forbearance fee
• Paydown of existing debt
• Default interest
• Additional lien on unencumbered assets
• Junior lien on encumbered assets
• New guaranty by affiliate or parent or expansion of existing guaranties
○ Upstream guaranty – subsidiary guaranties parent’s obligations
○ Cross-stream guaranty – affiliate guaranties borrower-affiliate’s obligations
○ Downstream guaranty – parent guaranties subsidiary’s obligations

• Letter of credit
• Guaranties and letters of credit are not subject to the automatic stay
• Holders/beneficiaries may seek payment immediately

14

Faegre Drinker Biddle & Reath LLP / faegredrinker.com

Lender Consideration – Fraudulent Conveyance & Preference Risks

• Fraudulent Conveyance
• Section 548 of the Bankruptcy Code gives the trustee/debtor in possession the
power to avoid actual or constructive fraudulent transfers and obligations
• Section 544 of the Bankruptcy Code gives the trustee/debtor in possession the
power to avoid fraudulent transfers under state laws which can have various lookback periods (e.g., 4 vs 6 years)
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Constructive Fraudulent Conveyance

• Transfer was made within 2 years of the petition date;
• 2 year look-back period under § 548, but typically 4-6 years under state law and § 544
• Debtor did not receive reasonable equivalent value in exchange; and
• Value means “property, or satisfaction or securing of a present or antecedent debt of the debtor…”
• Courts interpret “property” broadly – includes forbearance
○ Totality of circumstances test (majority view)
– Courts analyze the totality of circumstances: compare payment amount/value of transferred collateral to value received by debtor
on account of the antecedent debt; consider parties’ good faith, whether transaction was at arms’ length

○ Per se test (minority view)
– A payment or transfer of an interest in collateral made on account of an antecedent debt is a transfer for reasonably equivalent
value
– Courts have found that forbearance agreements that improved lenders’ position and that required debtors to pay down
obligations under the prepetition credit agreement were not constructively fraudulent under NY law

• Debtor was insolvent, left with unreasonably small capital, or could not pay its debts as they came due
• Insolvent at time of transfer or became insolvent as a result of the transfer; or
• Debtor was engaged (or about to engage) in business or a transaction, for which any property remaining with
the debtor was an unreasonably small capital; or
• Debtor intended to incur, or believed that it would incur, debts beyond debtor’s ability to pay as they came due;
or
• Debtor made the transfer or incurred the obligation to or for the benefit of an insider under an employment
contract and not in the ordinary course of business
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Reasonably Equivalent Value

• “Value” for purposes of determining “reasonably equivalent value” under § 548(a)(1)(B) is measured
from the perspective of the debtor-transferor
• Totality of Circumstances Test: To assess the reasonable equivalence of the transfer or obligation
and the value received by the debtor, a court should look to the "totality of the circumstances"
surrounding the transaction.
• First, the court considers whether the debtor received any value from the transaction. If the court
concludes that the debtor did receive value, the court then compares the value received and the
details of the transfer to determine whether the debtor received value reasonably equivalent to the
value that it gave.
• “In conducting this this factual analysis, a court does look to the ‘totality of the circumstances,’
including (1) the ‘fair market value’ of the benefit received as a result of the transfer, (2) ‘the
existence of an arm's-length relationship between the debtor and the transferee,’ and (3) the
transferee's good faith.” In re Fruehauf Trailer Corp., 444 F.3d 203, 213 (3d Cir. 2006) (citing Mellon
Bank, N.A. v. Official Comm. of Unsecured Creditors of R.M.L. (In re R.M.L.), 92 F.3d 139, 148-49,
153 (3d Cir. 1996).
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Reasonably Equivalent Value

• 1756 W. Lake Street LLC v. American Charted Bank, 787 F.3d 383 (7th Cir. 2015)
• Because the value of the forbearances exceeded any value of the property in excess of the amounts owed, the transfer was for
a reasonably equivalent value and the trustee’s fraudulent transfer claim failed.

• In re Tousa Inc., 680 F.3d 1298 (11th Cir. 2012)
• Debtor’s subsidiaries that were not obligors under parent’s loan gave liens to secure parent’s debt. Court reviewed various
types of “value” alleged by lenders but found that even if all the purported benefits of the transaction were legally cognizable,
they did not confer reasonably equivalent value.

• Official Committee of Unsecured Creditors v. Credit Suisse First Boston (In re Exide Technologies Inc.), 299 B.R.
732 (Bankr. D. Del. 2003)
• Applied the totality of circumstances test to determine whether a transaction had conferred realizable commercial value that
was reasonably equivalent value to the realizable commercial value of the assets transferred (in this case, the forbearance,
upstream guarantees, pledges, and security interests)

• In re Kaplan Breslaw Ash, LLC, 264 B.R. 309, 328 (Bankr. S.D.N.Y. 2001)
• “[W]hile the Uniform Fraudulent Conveyance Act, implemented in New York's DCL, speaks in terms of fair consideration instead
of reasonably equivalent value, fair consideration is given in exchange for property or an obligation when as a fair equivalent
therefor, and in good faith, property is conveyed or an antecedent debt is satisfied or when it is received in good faith to secure
a present advance or antecedent debt in amount not disproportionately small to the value of the property transferred or
obligation incurred.”
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“Value” under § 548(c) Good Faith Defense

• If a transferee shows it has taken in good faith and for value, then it “may
retain any interest transferred . . . to the extent that such transferee . . . gave
value to the debtor in exchange for such transfer or obligation.” 11 U.S.C. §
548(c)
• “Value” under § 548(c) is measured from the lender-transferee’s perspective
• In re Positive Health Management Inc., 769 F.3d 899, 904 (5th Cir. 2014)
(“In measuring "value" under section 548(c), therefore, this court looks not
to "the transferor's gain," but rather to the value that the transferee gave up
as its side of the bargain.)
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Preferential Transfer

• Section 547 of the Bankruptcy Code gives the trustee/debtor in possession the power to avoid
“preferential” transfers to creditors
• Transfer of the debtor’s property to or for the benefit of a creditor;
• For or on account of antecedent debt owed by debtor;
• Debtor was (presumed) insolvent at the time of transfer;
• Transfer was made within 90 days of the petition date (or 1 year if the recipient was an insider); and
• Transfer enabled creditor to receive more than it would in a liquidation case
• “New Value” Defense – Section 547(c)
• The transfer was a contemporaneous exchange for new value; or
• The creditor received a preferential transfer, but after receipt the creditor advance new value to the
debtor during the preference period, and debtor did not fully compensate creditor new value
received prepetition
• If borrower receives a quantifiable benefit during the time period that the lender agrees to forbear,
lender may assert new value defense up to the amount of the benefit to borrower under the
forbearance agreement
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Part II / Allen Dickey
Continuation/Drafting Forbearance Agreements
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Part II Outline

• Continuation/Drafting Forbearance Agreements
• Expiration date and early termination
• Fees
• Ratification of obligations
• Confirmation of liens and security interests
• Release of claims
• Waiver of Automatic Stay Provisions/Enforceability
• Difference between Waiver and Forbearance Agreements
• What unique risks does the borrower's bankruptcy pose and how can counsel minimize
these risks in crafting the forbearance agreement?
• What steps can the lender take during a loan workout to strengthen its position and
• minimize its risks in bankruptcy or foreclosure sale?
• Challenges to Enforceability
• Conclusion
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Expiration Date/Early Termination

• Expiration Date/Early Termination
• The standstill period and a termination or expiration date, until which the lender will forbear from
enforcing the defaults, should be specified. The termination date provision can provide for an
automatic extension upon the occurrence of a particular event, such as an executed commitment
letter or asset purchase agreement. The period typically is almost always less than a year.
• The conditions to continued forbearance should be clearly stated in the agreement, including,
without limitation, whether additional disbursements of the loan will be made, whether interest will
continue to accrue, and whether the borrower will continue to pay principal and/or interest
payments.
• Regardless of the speciﬁed forbearance period, forbearance will terminate upon the happening of
certain events -- such as failure to comply with the terms and conditions of the forbearance
agreement, a bankruptcy ﬁling by the borrower or any guarantor, and additional defaults under the
loan documents.
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Fees

• Fees
• Forbearance Fee: The bank may want to collect a forbearance fee to serve as additional
consideration to forbear; however, the bank may need to be sensitive to the borrower’s declining
financial position and impose a reasonable fee. The forbearance agreement should expressly state
that any fee is earned and non- refundable as of the date of the agreement. This will negate the
borrower’s ability to claim it is entitled to repayment of the fee in the event of expiration or earlier
termination of the forbearance. If a borrower performs at certain levels or repays the obligations
early or prepays at specified times and levels, a lender may waive all or any part of the fee, which
can be a powerful incentive in certain cases (i.e., for a borrower to get its refinancing finalized).
• A forbearance fee generally amounts to 0.25 to 2 percent of balances. This may seem
counterintuitive when a borrower is already facing cash shortages, but it constitutes consideration
for the lender not to enforce its rights and remedies immediately. The fee should be reasonable
relative to the transaction so that it is not be viewed as a penalty or as “unconscionable.”
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Ratification of Obligations

• Ratification of Obligations / Re-Establishing the Status Quo
• May require detailed review of existing documentation
• The borrower ratifies/reafﬁrms its obligations under the loan documents and
acknowledges the existing defaults and existing debt -- such acknowledgments
recognize that the lender is not forgiving the debt owed and (ii) negate borrower’s
ability to later dispute the existence and enforceability of such obligations,
defaults and debt.
• Each guarantor should also consent to the terms and conditions of the
forbearance agreement and reaffirm its obligations under the guaranty agreement
and, to the extent applicable, the other loan documents.
• Reaffirmations should include:
○ All representations / warranties in the original loan documents are true;
○ All parties are in compliance;
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Ratification of Obligations (Contd…)

• No Event of Default has occurred except as specified or listed;
• Acknowledgment of lender's remedies – i.e., lender has an immediate right to exercise its
remedies under the loan documents and under applicable law because of the defaults;

• Acknowledgment that lender will require strict compliance with loan documents
• Goal – should be to have Borrower return to a practice of late payments or nonmonetary defaults
• If an advance is made in connection with the forbearance, include a specific
acknowledgment that no further advances are available or contemplated
• Strict enforcement of contractual rights contrary to prior conduct or course of dealing
should be imposed with caution, if potential lender liability concerns have not been in
addressed in the Forbearance Agreement
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Confirmation of Liens/Security Interests

• Confirmation of Liens & Security Interests
• Statement that the lender holds valid, perfected, first, and prior liens in collateral
described in security agreements/mortgages executed by borrower.
• The lender should conduct an on-site audit of all collateral to verify existence and
location. The lien search should confirm the priority and extent of the lender’s security
interest in the collateral. If the collateral is real property, the title insurance should be
updated (i.e., “down-dated”) to ensure no adverse liens or encumbrances exist.
• Be sure to adhere to local rules and/or intercreditor agreements in connection with
mortgage modifications. In some instances, the terms of a forbearance agreement may
be deemed to be a modification that impairs the rights of an inferior lien holder and, for
that reason, it is not valid without that inferior lien holder's consent to subordinate its
interest.
• This is also the appropriate time to add collateral security for the loan from the borrower
or guarantors to the extent available.
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Release of Claims

• Release of Claims
• As a lender, receiving a waiver and full release of all claims (including lender liability
claims) is an absolute must. The release should cover, at a minimum, any loss or
damage arising from: (i) the forbearance agreement; (ii) the loan documentation; and (iii)
any other dealings the lender may have had with the borrower or any guarantor at any
point. The release should be given by the borrower and each guarantor.
• Lender may want to get a provision to negate any existing oral agreements or
modifications of the loan based on course of dealing, waiver, or estoppel.
• These are critical provisions for a lender. After all, if a lender is going to forbear from
enforcing its rights, it wants a clean slate. If the obligors can preserve every defense to
fight another day, the lender may choose to undertake the battle immediately rather than
delay.
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Release of Claims, (Contd…)

• A release can be transactional or general. A transactional release covers the
relationship, the loan documents, and all past conduct. The release must be
explicit, and a lender will want it to be broad. It should be clearly stated that
obligors have no defenses and that they waive and release every defense and also
covenant to not sue. The release should run through the date of the agreement. A
release of future acts is usually seen as overreaching and unenforceable.
• Practice notes: a waiver of claims / defenses may constitute a breach of an officer's
and director's fiduciary duties to creditors – obtaining corporate/limited liability
company authorization can ameliorate this concern / also – a requirement that a
legal opinion from counsel to the borrower giving an opinion to the borrower (not
the lender, as you would do in a typical third-party opinion) saying the agreement is
enforceable is particularly useful – the disclosure / due diligence requirements in an
opinion to a client are much broader.
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Release of Claims - Prohibitions

• Release of Claims – Prohibitions
• UCC Section 9-602 prohibits waiving a number of rights/duties, including:
○ Obligation to act in a commercially reasonable manner
○ Duties with respect to application or payment of non-cash proceeds of collection, enforcement or
disposition, to accounting for any payment of surplus proceeds of collateral, regarding the
disposition of collateral
○ Obligations to exercise self-help remedies without a breach of the peace
○ Rules regarding the calculation of a deficiency or surplus, acceptance of collateral in full or partial
satisfaction of the debt, and debtor's collateral redemption rights

• Section 9-624 provides that certain rights, such as the right to disposition notification, the
right to mandatory disposition of collateral, and the right to collateral redemption may be
waived only after default.
• Section 9-603 – agreed upon standards (other than a duty to refrain from breaching the
peace) will be enforceable as long as they are not manifestly unreasonable.
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Waiver of Automatic Stay Provisions

• Waiver of Automatic Stay Provisions
• Bankruptcy Protection: Although bankruptcy laws generally prevent enforcement of an
agreement by a borrower or guarantor to not ﬁle bankruptcy, some courts may enforce a
waiver of the automatic stay if included in a forbearance agreement. Issued automatically
upon a bankruptcy ﬁling, the automatic stay prohibits a lender from pursuing certain
actions against the borrower, including the foreclosure of collateral, without bankruptcy
court approval. A pre-petition automatic stay waiver is an agreement entered into by a
debtor prior to bankruptcy, pursuant to which the debtor agrees to waive the protection of
the automatic stay in respect of a secured creditor. While stay waivers have generally
been disfavored in the past, an increasing number of courts are enforcing them.
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Waiver of Automatic Stay Provisions (Contd…)

• Most courts use a balancing process to determine whether the borrower’s waiver is
enforceable. If, on balance, the factors support enforcement of the waiver, courts will do so.
In a case upholding the waiver (In re Shady Grove Tech Center Associates Ltd.
Partnership, 227 B.R. 422 (Bankr. D. Md. 1998)), the following facts supported its
enforceability:
• the lender granted concessions and incurred risks;
• there was material and substantial consideration given by the lender (e.g., reduced interest rate,
advance of new money, extension of the maturity date, capitalized interest payments);
• the debtor and counsel acknowledged waiver voluntarily given after negotiations;
• the rights of third parties were not materially affected because there was no equity in the property;
• there was not a substantial change in circumstances and the property was not and never would be
necessary to reorganization because there was no prospect of a successful reorganization;
• the waiver of the automatic stay was negotiated between financially sophisticated parties and
experienced counsel.
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Waiver of Automatic Stay Provisions (Contd...)

• Other factors may include:
• Was the waiver obtained by fraud, coercion, or mutual mistake of material facts?
• How much time has passed between waiver and filing and has there been compelling
change in circumstances during that time?
• Does enforcing the waiver promote legitimate goal/public policy of promoting out of court
restructurings and settlement?

• Accordingly, recitals and acknowledgements of the borrower and guarantors about
such facts, verifying that the borrower was represented by counsel and confirming
that the lender had the right to immediately seek its remedies but for the
forbearance, are useful in connection with the waiver.
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Waiver of Automatic Stay Provisions (Contd...)

• Another consideration made by the bankruptcy court as to whether to enforce a waiver of
the automatic stay or, if no waiver was contained in the agreement, whether to lift the stay
upon the lender’s motion, is whether the borrower has equity in the property and a feasible
plan of reorganization. Therefore, other recommended provisions in the forbearance
agreement are acknowledgements by the borrower that it has no equity in the real estate, if
that is the case, and acknowledgments that the borrower lacks the financial resources
necessary to operate and maintain the property.
• Bottom line - while a few circuits/jurisdictions may enforce a stay waiver, most courts either
ignore them or consider them simply as evidence regarding adequate protection and lack
of ability to reorganize and require a lender to file a motion.
• In non-recourse real estate loans, provisions that the borrower or a guarantor will become
personally liable upon a bankruptcy filing or in the instance of fraud should be included.
Because of issues with the ipso facto clause of Bankruptcy Code, it also is better to require
a separate agreement evidencing the liability.
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Waiver of Automatic Stay Provisions (Contd...)

• Additional rationale for including a stay waiver in a forbearance agreement – postpetition ratification of pre-petition stay waivers
• In In re Triple A & R Capital Investment, Inc., 2014, the United States Bankruptcy Court
for the District of Puerto Rico was faced with the question of whether to enforce a prepetition waiver of the protections of the automatic stay contained in a pre-petition
forbearance agreement between the debtor and its primary secured lender. Ultimately,
enforcement of such waiver did not depend upon the debtor’s pre-petition actions, but
turned on the debtor’s post-petition actions. The bankruptcy court found that the debtor
ratified the stay waiver when it entered into a post-petition cash collateral stipulation with
the secured lender. The decision serves as a reminder that what practitioners may regard
as “boilerplate” in a cash collateral stipulation or DIP agreement may have significant
consequences.
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Waiver of Automatic Stay Provisions (Contd...)

• The debtor’s pre-petition forbearance agreement with the bank included a provision
prohibiting the debtor from contesting any application by the bank to modify the stay to
enforce the bank’s remedies under the forbearance agreement. After the debtor filed for
Chapter 11 and after the parties entered into the court- approved cash collateral stipulation,
the secured lender moved for relief from the automatic stay, to which the debtor objected.
The secured lender argued that the debtor had ratified the stay waiver post-petition when it
entered into the stipulation and agreed to be bound by the loan agreements (including the
forbearance) and all the debtor’s obligations under the same. Specifically, pursuant to the
stipulation, the debtor agreed that the “the Debtor’s obligations under the Loan Agreements
. . . are valid, binding and enforceable in all respects” and that “the obligations under the . .
. Loan Agreements shall not be subject to any other or further challenge.” Despite the
stipulation, the debtor argued that it could not be bound by acts taken by the pre-petition
debtor because the pre-petition debtor lacked the capacity to act on behalf of the debtor in
possession, and, as such, any agreement to waive rights of the debtor in possession were
“unenforceable under the Bankruptcy Code.”
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Waiver of Automatic Stay Provisions (Contd...)

• In arguing that the waiver should not be enforced, the debtor cited the recent decision in
DB Capital Holdings, LLC, where the court refused to uphold a prepetition stay waiver
based upon its conclusion that “a debtor is a separate and distinct entity from the prebankruptcy debtor” and as such “the 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.” The Triple A & R
court found the general principle in DB Capital – that the prepetition and post-petition
debtors are different entities – persuasive, but found that DB Capital was distinguishable
because Triple A & R “expressly and voluntarily” ratified the prepetition waiver by entering
into the post-petition cash collateral stipulation.
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Waiver of Automatic Stay Provisions (Contd...)

• To address the question of the enforceability of the stay waiver, the court, after noting that
no controlling law existed in the district or in the First Circuit, undertook a review of recent
developments in the case law and noted that “although stay waivers were long thought to
be unenforceable as against public policy, an increasing number of courts are now
enforcing them.”
• The court went on to state that the “difficult issue of whether pre-petition stay waivers are
enforceable, reflects the tension between the public policies favoring out of court workouts,
on the one hand, and protecting the collective interest of the debtor’s creditors, on the other
hand.” Although courts around the country vary in their approach to balancing these
conflicting policies, the court found three main approaches to have emerged:
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.
3. Treat the wavier as a factor in deciding whether “cause” exists to the modify the stay pursuant to
section 362(d) of the Bankruptcy Code.
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Waiver of Automatic Stay Provisions (Contd...)

• The court found the last approach of treating pre-petition waivers as a factor
in a larger section 362(d) “cause” analysis to be the approach most favored
of late and the one it favored as well. The court also noted that, regardless
of approach, all courts were “in agreement that a pre-petition waiver of the
automatic stay, even if enforceable, does not enable the secured creditor to
enforce its lien without first obtaining stay relief from the bankruptcy court.”
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Difference Between Waiver and Forbearance Agreements

• Difference between Waiver and Forbearance Agreements
• Waiver and forbearance agreements contain many similar provisions, and they both
provide a certain amount of relief for the borrower. One significant legal difference: a
forbearance agreement will not eliminate the default. To the contrary, a forbearance
agreement expressly preserves the default, and the lender only agrees to refrain from
exercising its remedies during the forbearance period. A waiver agreement, on the other
hand, waives the default and restores the parties to their pre-default positions.
• Advising clients restructuring a defaulted loan requires an understanding of the following:
○ the different legal issues parties should consider in determining if a waiver or a forbearance
agreement is appropriate,
○ actions a lender should consider to bolster its position on a post-default basis, and
○ provisions parties may consider in drafting and negotiating a waiver or a forbearance agreement.
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Risks Posed By A Borrower Filing Bankruptcy And Methods To Preclude a
Bankruptcy Filing

• In addition to including an automatic stay waiver (which may or may not be
enforceable, depending on the jurisdiction and the facts and circumstances of the
case), a forbearance agreement can include other provisions to deal substantively
with the possibility of the borrower's bankruptcy (once again, some of these may or
may not be enforceable, depending on the jurisdiction and the facts and
circumstances of the case).
• require the borrower to modify its organizational charter to avoid or delay a bankruptcy
filing / provide that the lender has some say in the timing of a filing.
○ The lender must be wary of potential liability in negotiating any of these actions in connection
with a forbearance agreement and should be careful not to become susceptible to allegations
that it gained excessive control of a borrower through coercion.
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Risks Posed By A Borrower Filing Bankruptcy And Methods To Preclude a
Bankruptcy Filing (Contd...)

○ Lender should request that the documents be amended to provide that the lender must
consent to any further amendments
– This approach was recently tested. At the lender’s behest, a provision was placed in the
operating agreement prohibiting a bankruptcy filing by the borrower. Despite the presence of
the provision, the manager of the borrower filed the borrower for bankruptcy anyway. The other
member moved to dismiss the filing as unauthorized, and the court dismissed the petition. In re
DB Capital Holdings, LLC, 2010 WL 4925811 (B.A.P. 10th Cir. (Colo.) Dec. 6, 2010).
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Methods to Preclude a Bankruptcy Filing

• Becoming a minority equity holder in the Borrower
• Rather than simply amending the operating documents, the parties may agree in the forbearance
agreement to make the lender a minority equity holder of the borrower. This may address some of
the issues inherent in relying solely on the amendments to the borrower’s operating agreements.
• First, it may prevent the company from amending the provisions the lender sought in forbearance if
approval of the minority lender is needed for amendments, as is frequently the case. Moreover, a
court may view a lender’s attempt to enforce its rights in its capacity as an equity member as more
legitimate than efforts to prevent a bankruptcy filing in its role as a lender. However, such a strategy
may also strengthen arguments that the lender/equity holder, as an insider of the debtor, exercised
undue control.
• This approach was recently exemplified in a case in which a primary secured lender of a borrower
became an equity member pursuant to an amendment to the operating agreement that stated that
the consent of the secured lender, in its capacity as an equity holder, was required for a bankruptcy
filing. In re Global Ship Systems, LLC, 391 B.R. 193 (Bankr. S.D. Ga. 2007). Because the operating
agreement effectively prohibited a voluntary bankruptcy filing, members of the borrower solicited
three creditors to file an involuntary bankruptcy petition.
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Methods to Preclude a Bankruptcy Filing (Contd…)

• The court dismissed the case, holding that: (i) the secured lender, in its capacity as an
equity holder in a fairly negotiated situation, was permitted to prohibit any bankruptcy
filing that did not have its consent, and (ii) the borrower’s members acted in bad faith by
soliciting creditors to file an involuntary petition in circumvention of the operating
agreement. This case should provide some comfort to lenders concerned about borrower
attempts to make end runs around contractual amendments prohibiting a bankruptcy
filing negotiated as part of a forbearance.

• Pledging Membership Rights as Collateral
• Another possible approach in a forbearance agreement is for the borrower to pledge
membership rights to the lender as collateral upon a default. This is similar to the
approach of making a lender a minority equity holder, but in a role a step further
removed, which therefore may steer clear of lender liability issues. Nevertheless, it may
take time to enforce the pledge, which could obviate the potential benefits.
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Methods to Preclude a Bankruptcy Filing (Contd…)
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In a California case, a secured creditor moved to dismiss a borrower’s bankruptcy case, arguing
that pursuant to a pledge agreement, the members had lost their voting rights in the LLC to the
lender immediately upon default. The court determined that the membership rights were correctly
pledged, but that the pledge was not self-executing—i.e., that the pledge wasn’t effective until the
secured creditor enforced the security agreement according to its terms and became the member.
In re Lake County Grapevine Nursery Operations, 441 B.R. 653 (Bankr. N.D. Cal. 2010).
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Methods to Preclude a Bankruptcy Filing (Contd…)

• Creating a Bankruptcy Remote Entity
• Another option to incorporate in a forbearance agreement deals more fundamentally with
the borrower’s character. As part of the forbearance, a lender may request that a
borrower be reorganized as a “bankruptcy remote” entity to isolate an asset from the
risks and disruption of a bankruptcy case. The primary methods of making a borrower
bankruptcy remote are to (a) include a requirement in its organizational documents that
an independent director vote is required to approve commencement of any voluntary
bankruptcy case, or (b) add restrictions on the incurrence of indebtedness.
• It is important to note that these entities are colloquially referred to as “bankruptcy
remote,” not “bankruptcy proof.” While these entities are structured specifically to avoid
substantive consolidation with an enterprise group, the recent case In re General Growth
Properties., Inc., 409 B.R. 43 (Bankr. S.D.N.Y. 2009), held that a supposed bankruptcy
remote entity appropriately filed for bankruptcy among an enterprise of affiliated debtors
and the absence of appropriate ring-fencing of cash (even without substantively
consolidating the entities).
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Risks Involved in Reducing Bankruptcy Costs in the Forbearance Agreement

• Risks involved in reducing bankruptcy costs in the forbearance agreement
• To the extent that a court views a lender as having coerced any of these approaches,
their utility may be lost. Further, the lender may be open to various challenges to its
claims or to litigation seeking damages. The most obvious of these are lender liability
claims, which are generally predicated on claims of bad faith and arise when a lender is
determined to have exercised excessive control over a borrower. This may lead to both a
damage award and punitive damages.
• In addition, bankruptcy law provides various avenues to attack a lender’s claims if a court
determines the lender has taken unfair actions to promote its position vis-à-vis a debtor -these include recharacterization of debt and equitable subordination (in which a court
demotes a lender’s secured status to beneath that of other creditors or treats it as equity,
having the last priority.
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Other Steps a Lender Can Take During a Loan Workout to Strengthen Its
Position

• Other steps a lender can take during a loan workout to strengthen its position and
minimize its risks in bankruptcy or foreclosure sale
• Lender's Objectives
○ Obtain additional security
○ Receive some relatively prompt payments
○ Obtain information and financial reporting
○ Preserve going concern value of the business
○ Allow time for borrower to cure a minor and temporary problem
○ Allow borrower an opportunity to implement an exit strategy, such as a refinance, a sale of the
company, or a sale of substantially all of its assets
○ Allow the 90 day preference period to expire with respect to new collateral
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Other Steps a Lender Can Take During a Loan Workout to Strengthen Its
Position (Contd…)

• Lender's Objectives, cont.
• As discussed previously, certain rights under the UCC may only be waived after default;
the forbearance agreement preserves the defaults and allows for waiver of those rights
• Workout may enhance lender's recovery over litigation or bankruptcy
• Correct errors in loan documentation
• Adding additional guarantors
• Obtaining additional collateral
• Requiring a stakeholder to make additional capital contributions (e.g., fund payroll)
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Other Steps a Lender Can Take During a Loan Workout to Strengthen Its
Position (Contd…)

• Lender's Objectives, cont.
• More frequent and more detailed financial disclosure
• Copies of documentation and correspondence with third parties
• Information regarding borrower's customers to facilitate A/R collection and inventory sale
• Examination of borrower's books and records by lender's internal auditors or outside
consultants
• Establishment of lockbox
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Other Steps a Lender Can Take During a Loan Workout to Strengthen Its
Position (Contd…)

• If broader restructuring is being considered, forbearance allows time for lender to:
• Analyze and determine if it is willing to consider a longer arrangement;
• Evaluate whether to accept a proposal;
• Negotiate a proposal;
• Document the transaction; and
• Close a transaction that has been agreed to in principle.
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Challenges to Enforceability

• Final Drafting Considerations / Challenges to Enforceability:
• Borrower could assert that lender did not receive consideration
○ But forbearance to take action to which a party is legally entitled is generally considered sufficient
consideration
○ Banks should limit informal communications with the borrower unless a pre- negotiation
agreement is in place to prevent unintentional disputes regarding the terms and conditions of
forbearance.

• In a subsequent bankruptcy, the lack of reasonably equivalent value may be a basis of
challenge – that the value of claims released not reasonably equivalent value for lender's
forbearance
• Economic duress – Borrower could argue that it was economically coerced into the
agreement because lender exercised bad faith or engaged in wrongful conduct during the
negotiations to exploit the financial difficulty
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Challenges to Enforceability (Contd…)

• Borrower must show
○ Wrongful acts or threats (forbearance agreements are generally subject to the covenant of good
faith / fair dealing);
○ Financial distress caused by those acts; and
○ Absence of any reasonable alternatives to the terms presented by the lender.

• Defenses to Claims of Economic Duress
• Negate the wrongful element – not wrongful to threaten to do what one has a legal right
to do or that which one is authorized to do under law
• Argue that borrower had an opportunity to consider the pre-workout agreement and its
alternatives, including protection under the bankruptcy code
• Borrower is estopped because it failed to promptly reject the agreement while enjoying
the benefits of lender's forbearance
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Challenges to Enforceability (Contd…)

• Guarantor Defenses / Discharge:
• If the lender materially alters the nature of the risk or deprives the guarantor the ability to
protect him/herself given a change in the status of the collateral, the law discharges the
guarantor to the extent of the increased risk/can be a complete discharge
• Lenders should always have guarantors sign forbearance agreements and default notice
acknowledgments
• Forbearance agreements should contain the guarantor's acknowledgment of the
borrower's defaults and a waiver of all claims.
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Conclusion

• With limited exceptions, a forbearance agreement offers a tremendous benefit to
lenders at very little risk or cost. Forbearance agreements are an extremely
effective tool to encourage borrower cooperation while permitting the lender a
chance to improve its position, obtain addition collateral, receive claim releases,
correct documentation defects, and receive limited bankruptcy protection.
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