
Redback Networks, Inc. v.
Mayan Networks Corp., et al.
 (In re Mayan Networks

Corp.), 306 B.R. 295 (B.A.P. 9th Cir.
2004) (A landlord’s draw upon a letter
of credit securing a lease is applied
toward the allowed claim, thereby
reducing the landlord’s unsecured
claim against the bankruptcy estate.)

In January 2000, Mayan Net-
works Corporation (“Mayan”) and
Redback Networks, Inc. (“Landlord”)
entered into a five-year sublease of a
commercial building, with annual base
rent of $1,935,429.60 for 2001. Mayan
delivered two forms of security for the
sublease to Landlord: $351,033.80 in
cash and an unconditional letter of
credit for $648,966.20 issued by Silicon
Valley Bank (“Bank”) for the benefit of
Landlord. The sublease specified that
the letter of credit was delivered “as

security” for Mayan’s faithful perfor-
mance under the sublease, and that the
letter of credit (less any portion thereof
used to cure defaults) was to be
returned to Mayan upon expiration of
the sublease’s term. Mayan pledged
$650,000 in cash to Bank to secure the
letter of credit.

In November 2001, Mayan filed a
Chapter 11 case and moved to reject
the sublease. Landlord filed a general
unsecured claim for damages arising
from the sublease rejection and an
administrative claim for post-petition
rent. In March 2002, Landlord drew the
full $648,966.20 on the letter of credit.
Although Mayan and the Official
Committee of Unsecured Creditors
(“Committee”) thereafter objected to
the amount of Landlord’s claims,
Committee, Mayan and Landlord
ultimately stipulated that $2,701,535.14 (Continued on page 98)

was the correct measure of the cap on
Landlord’s damages (the “Permitted
Claim”) established under Section
502(b)(6) of the Bankruptcy Code and
that the $351,033.80 cash portion of the
security deposit should be credited
against (and in reduction of) the
Permitted Claim.

The parties were in dispute,
however, as to whether the proceeds
of the letter of credit would be applied
in partial satisfaction of the Permitted
Claim or paid in addition to the
Permitted Claim. The bankruptcy court
held that such proceeds must be
credited against the Permitted Claim,
thereby reducing the Permitted Claim
by $648,966.20. Landlord appealed the
decision. The Bankruptcy Appellate
Panel of the Ninth Circuit affirmed.

Section 502(b)(6) of the Code,
which limits the amount of damages
that a landlord can claim for early
termination of a real estate lease,
specifies that a court shall allow a
landlord’s claim except to the extent
that “such claim exceeds (A) the rent
reserved by such lease, without
acceleration, for the greater of one
year, or 15 percent, not to exceed three
years, of the remaining term of such
lease . . .” 11 U.S.C. § 502(b)(6). The
panel noted that the purpose of not
allowing a landlord’s claim to exceed
one year’s rent is to compensate the
landlord for its loss while not permit-
ting a claim so large as to prevent
other general unsecured creditors from
recovering from the bankruptcy estate.
The statute’s legislative history
specifically endorses Oldden v. Tonto
Realty Corp., 143 F.2d 916 (2d Cir.
1944), which requires that security
deposits be applied in satisfaction of
(and not on top of) the Section
502(b)(6) damage cap.

Landlord argued that, since the
letter of credit is not property of the
bankruptcy estate, and Bank’s
obligation to pay on the letter of credit
is independent of the underlying
sublease and the obligation of Mayan
to reimburse Bank, Landlord should be
able to collect the proceeds of the
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letter of credit in addition to the
Section 502(b)(6) damage cap. The
panel, however, found Landlord’s
reasoning unpersuasive, observing
that nothing in the statute or case law
suggests that the damage cap applies
only to amounts paid directly from the
bankruptcy estate. Instead, the panel
felt that the appropriate inquiry is the
impact on the property of the bank-
ruptcy estate. The $650,000 cash
pledged by Mayan to Bank was
property of the estate and, when the
letter of credit was drawn this cash
was taken from the estate and, in effect
used to pay Landlord. The panel
distinguished the obligation of
Bank to pay on the letter of credit
(secured by $650,000 of cash
collateral) from cases that have
held that the liability of a third-
party guarantor (who bears true,
substantial risk) is not limited by
Section 502(b)(6).

In affirming the decision of
the bankruptcy court, the panel
found that the letter of credit in
this case was not distinguishable
from the security deposit in
Oldden. Although Oldden
expressly deals with only security
deposits, the panel felt that the
rationale of Oldden applies to
anything that is equivalent to a
security deposit. The panel
reasoned that a security deposit is
not limited to cash only, and on
the facts of this case the letter of credit
was in the nature of a security deposit.
The language of the sublease de-
scribed the letter of credit as security;
in addition, the full amount of the letter
was secured by a cash deposit. Since
the draw on the letter credit had the
same effect on the bankruptcy estate
as forfeiture of a cash security deposit,
the proceeds of the letter of credit
must be applied in partial satisfaction
of Landlord’s Section 502(b)(6) claim,
thereby reducing the Permitted Claim
by $648,966.20.

The concurring opinion by
Bankruptcy Judge Klein agrees with
outcome of the appeal but suggests
that the correct rationale for this

outcome should not be based on the
Oldden case, but rather on unambigu-
ous inter-related provisions of the
Code establishing the principle that
Section 502(b)(6) operates not as a
limit on the landlord’s remedies, but
rather as a limit on the estate’s liability.
As the concurring opinion put it,
“[t]he bottom line is that landlords are
permitted to obtain credit enhance-
ments that will net them more than the
§502(b)(6) cap, but only so long as the
excess does not come from property of
the estate.” Mayan Networks, 306 B.R.
at 312-313.

Judge Klein’s opinion may well
be the benchmark for future analysis of
letters of credit, as well as other third-
party credit enhancement rights, as
they affect claims against a bankruptcy
estate. Judge Klein focuses on the
importance of credit enhancement and
the rights of third-party creditors to
receive the full bargained-for rights
against the issuer, notwithstanding the
limitation of claims imposed by the
Bankruptcy Code. The insolvency risk,
therefore, rests with the issuer of the
letter of credit, much like the risk rests
with a guarantor. If the issuer of the
letter of credit has liability to the
landlord and the estate has otherwise
satisfied its liability for the capped rent

claim, the issuer has no additional
recourse. However, Judge Klein
accepts the portion of the majority
opinion (thus resulting in a concur-
rence as opposed to a dissent) that
requires a form of marshaling of the
collateral securing the issuer’s rights
of reimbursement: the issuer should be
required to return collateral to the
estate in excess of the amount paid by
the estate with respect to the capped
claim under Section 502(b)(6).

Judge Klein’s analysis may fall
short, as it fails to take into account
Section 506(d) of the Bankruptcy

Code. Creditors who have
claims of reimbursement are, as
noted by Judge Klein, subject to
having such claims disallowed
under Section 502(e). By reason
of such provision, Judge Klein
observes, “[t]o the extent the
issuer holds collateral that is
property of the estate and that
is not eligible for offset under
§ 553(a) because the claim is
‘disallowed’ under § 502 (which
does not distinguish between
secured and unsecured claims),
the collateral has to be turned
over to the estate under § 524.”
Id. at 310. This remark ignores
Section 506(d) of the Bank-
ruptcy Code, which provides
that “[t]o the extent that a lien
secures a claim against the
debtor that is not an allowed

secured claim, such lien is void, unless
(1) such claim was disallowed only
under section . . . 502(e) of this title.”
11 U.S.C. § 502(b)(6). In other words,
the maximum liability of the estate for
a lease rejection claim is capped by
Section 502(b)(6), but whether that
claim is secured or unsecured depends
upon the relationship between the
claimant and the debtor and, in this
case, the rights of a third-party credit
enhancer. The landlord’s claim against
the estate is unsecured and the
issuer’s right against the estate is
secured (by the collateral securing the
reimbursement rights). Therefore, the
net result should be that the estate
must satisfy the secured claim under
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Section 506(d) and
502(b)(6). The estate can
have only one liability,
and Section 509 takes
care of that problem. The
portion of the landlord’s
claim satisfied by
payment from the estate
is credited against the
collateral held by the
issuer, and the balance
of the collateral held by
the issuer is retained by
offset by reason of
Sections 553 and 506(d), subject to the
Section 502(b)(6) cap.

Once you get to the point that
the estate’s liability does not exceed
the Section 502(b)(6) cap, albeit in the
form of a secured claim under Section
506(d), the better reasoning of the
concurring opinion unravels a bit.
Why should the landlord be required
to apply the letter of credit draw
against the Section 502(b)(6) cap
instead of being permitting it to apply
the letter of credit proceeds against the
uncapped claim and assert the
deficiency claim, if any, against the
estate subject to Section 502(b)(6)?
The estate will not suffer more than the
statutory liability, and the “security”
held by the issuer will operate the
same as a security deposit would
under a two-party relationship.

Therefore, while Judge Klein is
correct that the independence principle
ought to be preserved so long as the
“excess [claim of the landlord] does
not come from property of the estate,”
id. at 313, an unfettered application of
the independence principle would not
require a form of marshaling that
applies the letter of credit proceeds
against the Section 502(b)(6) cap;
rather, the independence principle
should allow the landlord to apply the
letter of credit proceeds in its discre-
tion. The issuer would then bear the
ultimate risk of insolvency, only being
permitted to offset against its collateral
the net amount of the Section 502(b)(6)
cap less the amount paid by the estate
on account of the landlord’s residual
Section 502(b)(6) claim.

JP Morgan Chase Bank v. Altos
Hornos De Mex., S.A. de C.V.,
2004 U.S. Dist. LEXIS 166

(S.D.N.Y. 2004) (Proceeds of receiv-
ables in a bank account in New York
were held to be subject to the jurisdic-
tion of a Mexican bankruptcy court,
notwithstanding that the loan docu-
ments provided that New York law
would govern.)

In 1997, Altos Hornos, Mexico’s
largest liquid steel producer, entered
into a $330 million loan facility with JP
Morgan Chase Bank (“JP Morgan”). JP
Morgan was a lender and the loan’s
“facility agent.” The loan and security
agreements established a “special cash
collection account” to be held at JP
Morgan’s office in New York. Pursuant
to the loan documents, three of Altos
Hornos’ largest customers were to
make payments into this account for
distribution by JP Morgan to the
twenty-seven other lenders. The loan
documents specified that they were to
be governed by New York law, and
designated New York for forum-
selection purposes.

Due to adverse developments in
the global steel market in the late 1990s
caused largely by the financial crisis in
Asia, Altos Hornos, already in
financial difficulty, suffered significant
operating losses. Unable to make
timely payment to its lenders, it
defaulted under the loan agreement.
As a result, on May 24, 1999, Altos
Hornos filed a petition to be declared
in suspension of payments (“SOP”)
with the First Court of First Instance in

Monclova (Coahuila), Mexico, a
Mexican bankruptcy court. Such
action is analogous to the filing of a
voluntary petition under Chapter 11 of
the U.S. Bankruptcy Code.

In June and August 1999, Altos
Hornos’ customers, in the ordinary
course, paid approximately $4.7 million
to the collection account for purchases
made before the SOP. JP Morgan did
not distribute these proceeds to the
lenders. Following further proceedings
in Mexico, Altos Hornos made a
motion before the Mexican bankruptcy
court to order JP Morgan to reimburse
the $4.7 million to Altos Hornos as
property of its estate. In response, JP
Morgan sued in the United States
District Court for the Southern District
of New York seeking a declaration that
the funds in the collection account
were not property of the Altos Hornos
estate.

Altos Hornos alleged that JP
Morgan’s action should be dismissed
on the grounds of comity because (i)
the SOP proceedings abided by
fundamental standards of procedural
fairness and (ii) public policy would
not be violated by granting comity to
the SOP proceedings. Altos Hornos
also argued that dismissal is proper
under Section 304 of the U.S. Bank-
ruptcy Code and that JP Morgan’s
actions prejudiced the other creditors
of the estate.

The District Court considered
the principle of comity, recognizing
that U.S. courts defer to proceedings
in foreign countries so long as the
foreign court had proper jurisdiction
and enforcement does not prejudice
the rights of the United States citizens
or violate domestic public policy.
Specifically, the District Court, quoting
the Second Circuit decision of Finanz
AG Zurich v. Banco Economic S.A.,
192 F.3d 240 (2d Cir. 1999), stated that,
“[w]e have repeatedly noted the
importance of extending comity to
foreign bankruptcy proceedings. Since
‘the equitable and orderly distribution
of a debtor’s property requires
assembling all claims against the
limited assets in a single proceeding,’
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American courts regularly defer to
such actions.”

The court also reviewed In re
Koreag, Controle et Revision S.A., 961
F.2d 341 (2d Cir. 1992), which held that
it was improper to order the turnover
of assets to a foreign bankruptcy
proceeding without making a threshold
determination as to the ownership of
the assets. The court held that Koreag
was not controlling in this case
because a foreign debtor essentially
sought injunctive relief pursuant to
Section 304(b)(1) of the Bankruptcy
Code rather than the turnover of
property pursuant to the Section
304(b)(2) of the Bankruptcy Code.

Also, JP Morgan argued that the
issue of ownership of the collateral
account was not before the Mexican
bankruptcy court because Altos
Hornos did not claim the collection
account as an asset of the SOP
proceeding. The District Court held
that Altos Hornos did claim ownership
of the collection account in its motion
in Mexico seeking an order that JP
Morgan repay, and place at Altos
Hornos’ disposal, an amount equal to
the amount in the collection account.

Finally, JP Morgan contended
that, because both of the loan and
security agreements contained similar
forum-selection and choice-of-law
clauses, Altos Hornos waived any
objection to a New York venue. The
District Court, however, held that the
presence of forum-selection and
choice-of-law clauses do not preclude
comity where it is otherwise warranted.

The District Court dismissed JP
Morgan’s complaint on the basis of
comity, holding that (i) Koreag does
not control and does not require a
threshold determination of the
ownership of the collection account,
(ii) the choice of law and forum
provisions in the loan and security
agreements do not supersede prin-
ciples of international comity and (iii)
the ownership and entitlement issues
are to be determined in the Mexican
bankruptcy proceeding, rather than
determined piecemeal.

The District Court cited to, but
did not analyze, the Second Circuit
opinion In re Treco, 240 F.3d 148 (2d
Cir. 2001), which denied comity and
denied turnover to a Bahamian
liquidator of funds held by a U.S.
lender. In Treco, the U.S. lender would
not have received treatment of its claim
in the Bahamas that was substantially
equivalent with its treatment under the
Bankruptcy Code (in the U.S., secured
creditors are generally paid first, while
in the Bahamas, there are several
classes of creditors who come ahead
of secured creditors), so comity was
denied there. The District Court made
no comparable analysis of JP
Morgan’s claim under Mexican law, so
the decision appears difficult to
reconcile with Treco.

JP Morgan has taken an appeal
to the United States Court of Appeals
for the Second Circuit, so perhaps that
court will shed further light on the
rights of secured creditors in interna-
tional insolvency proceedings.

Hechinger Liq. Trust v.
BankBoston Retail Fin. Inc.,
 2004 U.S. Dist. LEXIS 5537

(D. Del. 2004) (Noteholder failed to
demonstrate that it was entitled to an
equitable lien due to an alleged breach
of an indenture’s negative pledge.)

Borrowers from asset-based
lenders often have obtained funds
through the issuance of public or
private debt whose terms are governed
by an indenture. Many such inden-
tures include a negative covenant that
prohibits the borrower from incurring
debt or granting liens on its assets to
secure such debt, unless certain
conditions are satisfied, or subject to
certain very specific exceptions. Such
negative covenants may allow the
borrower to incur debt if it satisfies a
leverage ratio or other financial
covenants, or if the debt is for
purchase-money financing or for the
refinancing of specifically permitted
existing debt. In other cases, the
covenant may allow the new secured
debt if, at the same time it grants liens

to secure the new debt, the borrower
grants the debt holders a lien on its
assets which has the same priority.

In October 1992, the Hechinger
Company (“Hechinger”) entered into
an indenture with First Union National
Bank of North Carolina as Indenture
Trustee, pursuant to which Hechinger
issued $200 million of senior unse-
cured notes. The indenture contained
a negative pledge that prohibited
Hechinger from creating, assuming, or
incurring any indebtedness secured by
a lien on Hechinger’s merchandise,
inventories, furniture, fixtures and real
property. The applicable provision
stated:

[T]he Issuer will not, and will not
permit any Restricted Subsidiary
to, create, assume, or incur any
Indebtedness secured by a Lien
on any Operating Property or
Operating Asset of the Issuer or
any Restricted Subsidiary,
whether such Operating
Property or Operating Asset is
now or hereafter acquired.

In re Hechinger at 4. The
negative pledge was subject to various
exceptions, including an express
provision that notwithstanding such
prohibition, Hechinger or any of its
subsidiary were permitted to create
liens provided that, after giving effect
thereto, the debt does not exceed 10%
of “Consolidated Tangible Net
Assets.” According to the decision,
the indenture provided that, if
Hechinger or any of its subsidiaries
incurred debt in violation of the
negative pledge, it must, concurrently
with the issuance of the new debt,
provide liens to secure the debt
evidenced by the senior unsecured
notes that are equal and ratable with
the new debt.

As part of the acquisition of
Hechinger in 1997, Hechinger merged
with another company and transferred
its operating assets to a subsidiary,
Hechinger Investment Company of
Delaware, Inc. (“HICD”), which
became the new operating company
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for the combined entities. As part of
the financing for the acquisition, HICD
obtained secured financing from a
group of lenders led by the Chase
Manhattan Bank (the “Chase Group”).
A portion of the financing was used to
refinance an existing credit facility in
the amount of approximately $89.6
million, and the balance was used to
fund the acquisition. In March 1999,
defendants Bankboston Retail
Finance, Inc. (“BRF”) and General
Electric Capital Corporation (“GECC”)
refinanced the loan and became
HICD’s senior lenders. BRF and GECC
were assigned all of the Chase Group’s
liens and security interests.

The representatives of the
holders of the $200 million of unse-
cured notes brought a suit in the
United States District Court for the
District of Delaware seeking an
“equitable lien” on Hechinger’s
property, arguing that Hechinger and
its subsidiaries had incurred the Chase
Group debt in violation of the inden-
ture and that therefore the notes were
entitled to liens that were “equal and
ratable” with the liens granted to
secure the Chase Group debt as
required by the indenture.

The response from the Court
was to analyze whether the Chase
Group debt might have been permitted
under the provision of the indenture
that allowed Hechinger and its
subsidiaries to incur new debt to the
extent that it did not exceed 10% of the
Consolidated Tangible Net Assets.
According to the Court, the
noteholders had to prove both that
there was a breach of the negative
pledge and knowledge by the Chase
Group of both the negative pledge and
its breach. And, for this purpose, in
the absence of “badges of fraud,” the
Chase Group had to have “actual”
knowledge of the covenant and its
breach.

The initial advances under the
Chase Group financing were $243
million, of which $89,599,034 was used
to repay existing debt. Consequently,
Court took the view that the
$89,599,034 was permitted under the

indenture within the exception to the
negative pledge permitting refinancing
of specified debt. Therefore, the Court
stated that to the extent that the
applicable company had a value of less
than $153,400,965, the Chase Group
loan would be a breach of the negative
pledge in the indenture because it
would not fall within the other
exception to the negative pledge.

The noteholders offered expert
testimony of the 1997 value of Builders
Square (part of Hechingers) from an
equity investor’s standpoint. Its
financial expert employed two alterna-
tive valuation methods and concluded
that Builders Square was worth less
than $153 million. The Chase Group
offered expert testimony that the value
of the assets exceeded such amount.
In addition, the Court found that the
post-merger balance sheet showed net
assets at $260 million under GAAP fair
market value standards for purchase
accounting. In the absence of a
showing of fraud or bad faith, the
Court was unwilling to conclude that
the status of a secured creditor should
be impaired by determining that the
valuation methodology used by the
parties was unreasonable or improper.

The Court also determined that,
even if the valuation of the relevant
assets was accepted, there was no
evidence that the lenders (i) had actual
knowledge of the valuation, and (ii)
were under a legal duty to know the
valuation. Therefore, the Court held
that there was no basis in law or equity
to impose an equitable lien on
Hechinger’s property.

State Street Bank and Trust C. v.
Inversiones Errazuriz
Limitada, et al., 374 F.3d 158

(2d Cir. 2004) (Bank’s right to withhold
consent to sale of assets by borrower
upheld.)

Exercising exceptional patience,
the United States Court of Appeals for
the Second Circuit painstakingly
analyzed, and then rejected, a chal-
lenge by a borrower to its lender’s
refusal to consent to a sale of the
borrower’s assets. In the process, the
court recognized a lender’s ability,
under New York law, to refuse to
consent to a borrower’s proposed sale
of assets when the credit agreement
does not expressly limit the lender’s
ability to withhold consent.

Pursuant to two credit agree-
ments — one signed in 1994 and the
other in 1996 — State Street Bank and
Trust Company (“State Street”) loaned
$50 million, and then an additional $65
million, to Inversiones Errazuriz
Limitada, a Chilean company
(“Inverraz”). The loans were guaran-
tied by various subsidiaries of
Inverraz. In 1999 and 2000, Inverraz
defaulted in the payment of the loans,
and State Street accelerated the loans
and demanded payment.

After the acceleration, Inverraz
tried to sell its assets in an attempt to
repay the bank debt. However, both
credit agreements prohibited Inverraz
and the guarantors from selling their
assets without State Street’s consent
while a default existed. A prospective
purchaser, Sociedad Quimica y Minera
de Chile (“SQM”), agreed in principle
to purchase certain assets of Inverraz
for approximately $140 million, but only
with State Street’s consent, which
State Street refused to give unless (i)
State Street received $87 million from
the sale and (ii) State Street was
provided with new collateral and other
economic benefits to which State
Street was not already entitled under
the credit agreements. SQM backed
away from the sale.

The loans were never repaid, and
in April 2001 State Street brought suit
against Inverraz and the guarantors in
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the United States District Court for the
Southern District of New York seeking
repayment of the loans, and also a
declaration that the defendants could
not sell certain assets without State
Street’s prior consent. The defendants
never answered the complaint, and
finally the court entered default
judgment against them.

The defendants moved to vacate
the default judgments pursuant to Rule
60(b) of the Federal Rules of Proce-
dure, arguing that their failure to
answer had not been willful and that
the bank would not be prejudiced if the
judgments were vacated. In addition,
the defendants presented numerous
alleged “meritorious defenses”
supporting their position.

Ultimately, the District Court
denied the defendants’ motion to
vacate the default judgment, conclud-
ing that, although the failure to answer
was not willful, none of the other
counterclaims and defenses raised by
the defendants in support of their
motion were meritorious, and the
defendants had failed to establish that
State Street would not be prejudiced
by the vacation of the default judg-
ment. The defendants filed another
motion under Rule 60(b) raising other
arguments, and this motion was denied
as well. Finally, the defendants
appealed to the Second Circuit.

One of the arguments raised by
the defendants was that SQM’s
decision to back away from the
purchase of assets resulted from State
Street’s refusal to consent to the sale
unless its conditions were satisfied.
Defendants argued that these condi-
tions were unreasonable, that State
Street thereby breached a covenant of
good faith and fair dealing implied in
the credit agreements, and that this
breach provided the basis for a valid
counterclaim. While the Second Circuit
agreed that a covenant of good faith
is, under New York law, implied in all
contracts, the Court also felt that this
doctrine did not affect State Street’s
ability to refuse to withhold its
consent to the sale in its discretion. As
the Court noted:

Where a contract allows a bank to
withhold consent for particular
conduct and sets no express
restrictions on the bank’s right
to do so, the bank is not
prohibited from unreasonably or
arbitrarily withholding such
consent.

Id. at 170. The Court went on to
hold that, even if the State Street was
required to act reasonably, it had done
so when it conditioned its consent on
the receipt of $87 million of the sale
proceeds plus additional collateral and
economic benefits, because the $87
million which State Street demanded
fell far short of the total amount it was
owed, and it had no assurance that it
could ever collect the balance. Thus,
the Court found that State Street did
not breach a covenant of good faith
and fair dealing under New York law,
and the defendants’ proposed
counterclaim was not meritorious.

Delta Rault Energy 110
Veterans, L.L.C. v. GMAC
Commer. Mortg. Corp., 2004

U.S. Dist. LEXIS 15136 (D. La. 2004)
(Exit fee payment upheld as a deferred
interest payment or additional fee.)

There have been a number of
cases considering whether early
termination fees or prepayment fees or
premiums in the context of a secured
asset-based facility are enforceable as
liquidated damages to compensate the
lender for the income it did not receive
as a result of the early termination of
the facility. See In re United Mer-
chants and Mfrs., Inc., 674 F.2d 134 (2d
Cir. 1982); Noonan v. Fremont (In re
Lappin Elec. Co.), 245 B.R. 326 (Bankr.
D. Wis. 2000); In re Anchor Resolution
Corp., 221 B.R. 330 (Bankr. D. Del.
1998); In re Outdoor Sports Head-
quarters, Inc., 161 B.R. 414 (Bankr. D.
Ohio 1993).

While not involving an asset-
based revolving loan facility, a recent
decision by the United States District
Court of Louisiana, in a transaction
involving an “exit fee” for bridge
financing of the purchase of a build-

ing, reflects an alternative approach to
fees payable upon the termination of a
loan arrangement.

Delta Rault Energy 110 Veterans
(“Delta”) and Clements Realty
(“Clements”) borrowed $8,200,000 from
GMAC Commercial Mortgage Corpora-
tion on a short-term basis to finance
the purchase of a building. The loan
was secured by the building.

The applicable provision of the
promissory note executed by Delta and
Clements stated:

2.06. Exit Fee. As consideration for
Lender’s making the loan to
Borrower upon the terms
evidenced by this Note, Bor-
rower agrees to pay an exit fee
(“Exit Fee”) to Lender in an
amount equal to 1% of the
original principal amount of this
Note upon the earlier of (a) the
date when a prepayment of
principal is made, whether in
whole or in part…(b) the
Maturity Date, and (c) the date
on which the indebtedness
evidenced by this Note shall
have been accelerated and
become immediately due and
payable. The Exit Fee is deemed
earned in full on the date hereof
notwithstanding the timing of its
required payment as herein
provided above. Borrower
acknowledges that Lender would
not otherwise be willing to make
the loan evidenced by this Note
upon the terms set forth herein,
but for the Borrower’s covenant
to pay the Exit Fee. Notwith-
standing the foregoing, the Exit
Fee will be waived if Lender
provides permanent financing
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for the Mortgaged Property.
Delta Rault at *4.

Delta obtained permanent
financing from another lender on more
favorable terms than those offered by
GMAC. At the closing of the perma-
nent financing, Delta repaid the loan
from GMAC and paid the exit fee to
GMAC. Delta then sued GMAC to
recover the exit fee. In seeking to
recover the fee, Delta made several
arguments.

First, Delta argued that the exit
fee was a prepayment penalty and an
invalid stipulated damages clause
under Louisiana law. As is not unusual
when borrowers seek to avoid early
termination fees, Delta took the
position that the fee was a “penalty”
because it did not approximate the
damages that the lender would sustain
due to the early payment of the debt.
According to the borrower, the amount
was arbitrary and no effort was made
to “truly estimate” the damages.

Based on the wording in the
promissory note quoted above, the
Court rejected this argument. The Court
found that such a fee should not
automatically be considered a prepay-
ment penalty or stipulated damages and
took the view that, as stated in the note,
the fee was consideration for the lender
making the loan. In support of its
holding, the Court referenced the
promissory note, which explicitly stated
that the exit fee was (i) a necessary
covenant to the loan; and (ii) payable
even if the loan went to maturity.

Second, Delta argued that the
promissory note was ambiguous and
that additional evidence was required
to explain it. Apparently, the applica-
tion for the loan stated that GMAC
would waive the exit fee if it provided
“permanent financing at market
pricing.” On this basis, Delta claimed
that the note was vague because it
only referred to “permanent financ-
ing.” Delta’s point was that the terms
of the application gave rise to an
obligation on the part of GMAC to
offer permanent financing “at market
pricing.”

The Court rejected this position
for two reasons. First, it concluded
that the terms of the note were “clear
and unambiguous,” so there was no
justification for looking beyond the
terms of the note itself. Second, even if
the Court were to look beyond the
terms of the note, the commitment
letter that was issued by GMAC
included a provision that nothing in it
should be construed as a commitment
to provide permanent financing.

Finally, Delta argued that GMAC
waived the exit fee by failing to offer
permanent financing at a market rate.
The Court disagreed, holding that
pursuant to the promissory note, the
defendant had no obligation to
provide a market rate or to make any
permanent financing offers. Thus, the
waiver provision of the exit fee was not
triggered because GMAC did not
provide permanent financing to Delta.

Although arising in the context
of a mortgage financing, this decision
suggests an alternative approach for
all secured lenders to consider in
structuring fees that are more likely to
withstand legal challenges by dis-
gruntled borrowers. Particularly in the
context of a revolving loan facility,
where borrower has argued that an
early termination fee should not be
enforced as liquidated damages
because it does not reflect the true
loss to the lender, or that the early
termination fee should not be charged
if the early termination is as a result of
a default, an “exit fee,” fee payable
regardless of whether there is an early
termination, may provide an alternative
for lenders to protect their income.

In re Frontier Bank v. Brown (In
re Northern Merchandise, Inc.),
 371 F.3d 1056 (9th Cir. 2004)

(Security interest granted by corpora-
tion valid notwithstanding fact that
loan was made to its shareholders.)

Frontier Bank (“Frontier”) had
made an initial $60,000 loan to North-
ern.  Northern thereafter operated at a
loss and requested an additional loan
of $150,000 from Frontier. Frontier
refused to make the loan, but agreed

instead to make the loan to Northern’s
shareholders, with the understanding
that the loan proceeds would be used
by Northern in the operation of its
business.  Contemporaneously with
Frontier’s deposit of the proceeds of
the second loan into Northern’s bank
account, Northern granted Frontier a
security interest in its assets, including
inventory.  The loan was ultimately
repaid from Northern’s sale of its
inventory.

An involuntary Chapter 7 case
was filed against Northern.  Brown, the
trustee in bankruptcy, filed a $150,000
fraudulent transfer action under
Section 548 of the Bankruptcy Code
against Frontier.  He contended that
the $150,000 transfer to Northern was
not a loan from Frontier, but rather a
capital contribution from the three
shareholders and that, accordingly,
there was no reasonably equivalent
value to support the creation of the
security interest.  Frontier contended
that the appropriate inquiry was
whether the net effect of the transac-
tion depleted the bankruptcy estate.
The Bankruptcy Court entered
judgment for the Trustee, which was
affirmed by the Bankruptcy Appellate
Panel for the Ninth Circuit.

The United States Court of
Appeals for the Ninth Circuit re-
versed.  It rejected “the formalistic
view” of the lower courts, and held
that the $150,000 loan provided to
Northern constituted reasonably
equivalent value for Frontier’s security
interest.  The opinion adopted the
“indirect benefit” rule and held: 

If the consideration given to the
third person ultimately landed in the
debtor’s hands, or if the giving of the
consideration to the third person
otherwise confers an economic benefit
upon the debtor, then the debtor’s net
worth has been preserved, and [the
statute] has been satisfied — pro-
vided, of course, that the value of the
benefit received by the debtor
approximates the value of the property
or obligation he has given up.
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The Court observed that to hold otherwise would bestow a $150,000 windfall on
Northern’s estate.

The Circuit Court’s decision is favorable to lenders in its willingness to look
beyond the technicalities of the transaction to its net effect on the debtor’s balance
sheet.  Will the result in Northern be challenged on the ground that it granted a windfall
to the shareholders?  By limiting its inquiry to the receipt of reasonably equivalent
value, the Court permitted the shareholders to avoid having their eleventh-hour loans
to a distressed debtor recharacterized as a capital contribution or, if a loan, subject to
equitable subordination if grounds for such subordination existed.

Although the 9th Circuit’s willingness to let the substance of the loan
transaction in Northern prevail over form, the decision represents the law of the 9th
Circuit, and is only of precedential value elsewhere.  Lenders cannot assume that the
same approach will be taken by other courts.  Thus, perhaps the lesson to be learned
by lenders from Northern is to structure a transaction in the commercially expected
fashion whenever possible.  If a security interest in Northern’s assets in favor of
Frontier was intended from the outset, it would seem preferable that Frontier make a
direct loan to Northern and take a contemporaneous security interest from Northern
and an unconditional secured guaranty of payment from the three shareholders.  If,
on the other hand, the loan is made directly to the shareholders, as was the case in
Northern, it is possible that a bankruptcy court examining the transaction will take a
formalistic approach and hold that a security interest granted to a non-creditor is a
fraudulent conveyance and that the matter ends there.  Even if one prevails on appeal,
it is a costly and time-consuming process. ▲


