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General Outline

I. Introductions and overview of presentation
I1. Case Study
III. Non-Recourse Carve-Outs — James H. Schwarz, Esq.

A. Laundry List of Carveouts from A to Z

Erosion of Collateral

Destruction of Collateral

Allocation of External Risks

Preventing Additional Investment by the Lender

Behavior Control

nvironmental Indemnities

Violations of Environmental Laws

Who Gets the Benefit of the Indemnity

Indemnification

Carveout from Indemnity

. Termination of Indemnity

C. Recent Case Law Concerning Non-Recourse Loans
1. Heller Financial
2. Penn Mutual

=
ARl S B anlie s NI S

3. Travelers Insurance
4. Blue Hills
D. Other Protective Devices
1. Bankruptcy Remote Entity
2. Cash Management Agreement
E. Tax Implications and Non-Recourse Debt
F. Conclusion
G. Sample Provisions
1. Borrowers Broad Exculpation
2. Lenders Narrow Exculpation

IV.  “Springing Recourse” and “Bad-Boy” Guaranties — Wells Fargo Bank, N.A. v.
Cherryland Mall Limited Partnership, et al. — Paul S. Magy, Esq.

A. Basic Facts and Procedural History

1. Separateness covenants
2. Limited Recourse Provisions
B. Analysis

1. Suit on the Mortgage
2. Suit for Deficiency under the Promissory Note
3. Guaranty
C. Single-Purpose Entity/Separateness — Requirements and Violations

1. Limitations on the purpose of the SPE
2. Restrictions on additional indebtedness
1
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3. Prohibitions on consolidation and liquidation; restrictions on mergers and
asset sales
4 Prohibitions on amendments to organizational documentation
5 Separateness covenants
6. Impediments to filing a bankruptcy petition (independent director)
Definition of “Single Purpose Entity”
1. Integration Clause
2. Headings/Captions to be Given No Effect
3. No definition of “SPE”/Need for Extrinsic Evidence
4. Standard and Poor’s U.S. CMBS Legal and Structured Finance Criteria —
October, 2002
Substantive Consolidation in Bankruptcy
Cases Relied Upon
1. LaSalle Bank, N.A. v. Mobile Hotel Props, LLC
2. Blue Hills Office Park LLC v. J.P. Morgan Chase Bank
3. Wells Fargo Bank Minnesota, N.A. v. Leisure Village Assoc.
Michigan Legislation
Conclusion )
1. Issues Raised by this Decision
(a) Interpretation
(b)  Why would a borrower or guarantor agree to full recourse upon
insolvency? Isn’t that a recourse loan?
(c) Chilling effect of the Lenders, CMSA’s and MBA’s course of
action
(d)  Alternatives to CMBS?

Bankruptcy Perspective — Thomas W. Coffey, Esq.

A.

Best Case — Conclude a successful plan of reorganization whereby the remaining
first mortgage debt is amortized over an extended period, but at a (lower) market
interest rate :
Worst Case — Provide for an orderly liquidation in bankruptcy, thus avoiding a
distress sale at foreclosure. A liquidation in bankruptcy will (in theory) provide
for better market exposure and a disposition under better conditions, yielding a
higher sales price (and a lower deficiency claim against the guarantors)
Immediate Benefits

1. Stops a foreclosure sale — the borrower gains time to re-tenant and
refinance the property '

2. Gives the borrower more control over the future of the property

3. Postpones the establishment of a deficiency against the guarantors

Impediments to Reorganization

1. The “bankruptcy remote” provisions in the borrower’s organizational
documents

2. Relatively few creditors/lack of an “impaired accepting class” of creditors
who are not insiders

Possible Actions

2
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1. Standing: Determine if the REMIC Trustee “holds” the original
promissory note and guaranty. The borrower does not want to pay twice!
Amend organizational documents
Obtain a loan to:

(a) Create a small but independent “impaired accepting class”

~(b)  Fund shortfall in cash flow to pay interest due the mortgagee

during the Chapter 11 proceeding

SEN

F. Future Benefits

VL.
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1. Obtain control of escrows held by the servicer

2. Court intervention in leasing process to obtain approval of leases and/or
improve procedure for leasing and funding of tenant work

3 “Term out” existing indebtedness (at least three years)

4. Reduce the interest rate to a (lower) market rate
(a) Resulting reduction in debt service/increase in cash flow.

5. Right to prepay at any time without penalty or premium

6. Negotiated resolution of guaranty issues

7. Negotiated resolution of default interest, late fees, attorneys’ fees, and
other amounts

8. Reinstatement of the loan .

0. Mutual covenant not to sue — a fresh start

10.  No adverse tax consequences

11.  Preservation of the borrower’s ability to file a second bankruptcy
G. Bring the Mortgagee to the Table

1. “Cram down” will be objectionable to the mortgagee

Conclusion — What have we learned?
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CASE STUDY

Borrower

New Market Center, LLC, a Delaware limited liability company (the “Borrower”),

developed a strip center known as New Market Center in Hometown, Ohio in 2001 (the

“Center”). Borrower is structured as a single purpose “bankruptcy remote” entity. Its sole
managing member is New Market Center, Inc., a Delaware corporation (“Manager”), the sole
shareholders of which are John Doe (50%) and Richard Roe (50%). Doe and Roe are also the
sole directors; the lender did not require a third independent director. The other members are as
depicted on the attached structure chart. '

Governing Documents

The governing documents of Borrower and Manager permit Borrower to commence a
case under Chapter 11 of the U.S. Bankruptcy Code with the unanimous consent of all members
of Borrower and all directors of Manager, respectively.'

Material amendments to these governing documents are prohibited without (a) the
approval of the first mortgage holder, and (b) a “no downgrade letter” from the applicable rating
agencies.

The governing documents also prohibit the Borrower from incurring any indebtedness
except for (a)the first mortgage, and (b) trade payables incurred in the ordinary course of
business of operating the Center in amounts that are “normal and reasonable under the
circumstances”.>

Shopping Center

New Market Center consists of approximately 62,821 sduare feet of gross leasable area
and includes the tenants indicated on the attached site/leasing plan.

Financing

Borrower obtained a commitment for a permanent loan from BundesBank Mortgage
Capital, LLC dated October 11, 2001, amended November 3, 2001, and extended November 27
and December 15, 2001. The loan was in the original principal amount of $5.5 million with
interest at the rate of 7.0% per annum for a period of 10 years and matured on December 31,
2011. The amortization period is 30 years, and the current principal balance is approximately
$4.8 million. The loan is non-recourse except for certain “bad boy carve-outs”.

Borrower’s principals, John Doe and Richard Roe, (“Guarantors™) executed a joint and
several personal guaranty relative to the loan. The guaranty was intended to be limited to the

1 How would things be different if there was an outright prohibition on filing a petition in bankruptcy?
2 How would things be different if the loan documents prohibited “any amendments” to the governing documents?

3 How would things be different if the loan documents prohibited “any and all debt other than the first mortgage
loan™?
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“bad boy carve-outs” in the non-recourse provisions contained in the loan documents (see
below). ' ‘

The loan was sold to a REMIC trust (i.e. “securitized”) in early 2002. The trustee of the
trust (“Mortgagee”) is J.P. Moneybags Bank, N.A. (“Trustee”). The servicer of this loan is
Buffadia (“Servicer”) and the special servicer is ABC Capital Asset Management LLC (“Special

Servicer”).
\

Tenants

Short Circuit was an anchor tenant of the Center, occupying approximately 17,209 square
feet of the 62,821 gross leasable square feet of the Center (or 27.3% thereof) until December,
2009, when they ceased paying rent, filed for protection under the Bankruptcy Code, ceased
operating, and vacated their store premises. This allowed the other anchor tenant of the Center,
Old Army, to pay vastly reduced rent, all of which created a serious financial hardship for
Borrower.

Guarantors have contributed substantial amounts of cash to Borrower throughout 2010
and into 2011 to enable Borrower to pay all debt service payments to Servicer during this
difficult period.

In October, 2010 the Borrower concluded a lease extension with an existing tenant of the
Center, Shoe Circus, LLC (“Shoe Circus™), for 12,150 square feet of GLA (19.27% of the
Center). This document included a co-tenancy provision requiring Old Army to occupy at least
16,500 square feet in the Center. The existing Old Army lease expires in early 2012. Servicer
approved this document on behalf of Mortgagee. This is a key fact, as we shall see below.

In late 2011, Borrower negotiated a new 5-year business deal with Old Army for
approximately 17,000 square feet (or 27% of the total leaseable area) in the Center and presented
the documentation to Mortgagee (in care of the Servicer) for approval, but Servicer has never
approved or disapproved the new Old Army lease deal, despite repeated requests from Borrower,
and despite the co-tenancy provision in the Shoe Circus, LLC lease, which Servicer approved
just months before, thus causing a failure under the co-tenancy provision in the Shoe Circus
lease.

In early 2011, Borrower also negotiated a letter of intent for a new 10-year lease with
Betty Ann’s Fabric Warehouse for the entire 17,209 square feet of space that was previously
occupied by Short Circuit and presented said documentation to Mortgagee (in care of Servicer)
for approval, but Servicer has never approved or disapproved the Betty Ann Fabrics transaction
despite repeated requests from Borrower.

The Old Army and Betty Ann lease deals would provide a positive cash flow from the
Center for the foreseeable future, and would allow the Center to be refinanced by a life insurance
company. :

1868182.2



Mortgage Provisions/Lease Approvals

The mortgage contains the following provision regarding approval of leases by
Mortgagee: '

62. Leases.

(a) Mortgagor shall not enter into any Lease (“Major Lease”) (i) greater than ten
percent (10%) of the gross leaseable area of the Improvements or 10,000 square feet of the
Mortgaged Property or (i) with a term of ten (10) years or more without the prior written
approval of Mortgagee[, not to be unreasonably withheld, conditioned or delayed.]*
Mortgagor shall specifically request approval in writing and furnish such information as
Mortgagee shall reasonably require. Mortgagee shall approve or disapprove any such Major
Lease within fifteen (15) business days after receipt of such written request and all requested
information.

Consequently, Mortgagee and/or Servicer has effectively brought the leasing of
approximately 73.27% of the Center’s GLA to a halt, destroying the cash flow and value of the
Center, and increasing the likelihood of a deficiency judgment in foreclosure and a claim under
the guaranty for damages.

Re-tenanting Costs

Borrower expects to have substantial re-tenanting costs on this project that could be
upwards of $500,000. Servicer currently holds a “Leasing Reserve Escrow” of $480,000, but has
no obligation to (and will not) release any portion of the reserve to Borrower, even if the current
default is cured.

Trade Area Activity

Nippon Motor Company has recently broken ground on a major production facility in
Market Center’s trade area. This will likely increase the value of New Market Center
dramatically, so there is substantial “upside” at the end of the rainbow . . . if Borrower can hang
on to the Center. Otherwise, Mortgagee (or the purchaser at a foreclosure sale) may reap a
windfall. '

Sale of Adjacent Parcel

Borrower owned an adjacent 2 acre parcel of undeveloped land that is not included in the
legal description that is attached to the Market Center mortgage. Borrower sold this parce] to an
unrelated third party in May, 2011 for $500,000 and immediately distributed all proceeds to its
members. On the date of sale, Borrower was not in default under the Market Center mortgage.’

Special Servicer has asserted that although the adjacent 2 acre parcel was not included in
the legal description attached to the mortgage, the granting clause of the mortgage includes
“appurtenances” and “proceeds” in the definition of “Mortgaged Property”, and argued that the 2

4 What if the bracketed language was not present? What if this provision contained a “deemed approval” clause?

6
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acre parcel was an “appurtenance”, the $500,000.00 received by Borrower upon sale constituted
“proceeds”, and that same constitute “Mortgaged Property” that are subject to the lien and
security interest created under the loan documents.

Special Servicer has further asserted that since the loan documents prohibit a transfer of
“the Mortgaged Property or any part thereof or interest therein”, the distribution of the proceeds
of sale to the members of Borrower was a violation of the loan documents, that such distribution
constitutes “waste”, and that the $500,000.00 must be returned to Borrower.

Finally, Special Servicer has claimed that Guarantors are liable for the amount of said
distribution under paragraph 1(f) of their Guaranty (see below).

Promissory Note

The promissory note contains the following rider (part (b) applies after maturity on
December 31, 2011): -

“HYPER AMORTIZATION RIDER
Notwithstanding any other provision to the contrary contained in this Note:

(a)  Maker shall have the right to prepay the entire principal balance
and all other amounts due (“Payoff”), without premium, on any Payment Date
within three months prior to the Maturity Date.

(b) From and after the Maturity Date, interest shall accrue on the
unpaid principal balance at a rate per annum equal to the Interest Rate plus two
(2%) percentage points (“Revised Interest Rate). Interest accrued at the Revised
Interest Rate and not paid pursuant to Section 4(a)(ii) of that certain Cash
Management and Security Agreement, dated the date hereof, between Borrower
and Lender (the “Lockbox Agreement”), shall be deferred and added to the
principal balance of this Note and, if permitted by applicable law, shall earn
interest at the Revised Interest Rate (such accrued interest is hereinafter referred
to as “Accrued Interest”). All of the unpaid principal balance of the Note,
including any Account Interest, shall be due and payable on the date (the
“Extended Maturity Date”) which is the earlier to occur of (x) the twentieth
(20th) anniversary of the Maturity Date or (y)the date on which the
indebtedness including all interest and Accrued Interest is repaid to Payee from
funds available in the Deposit Account pursuant to the Lockbox Agreement.”
(emphasis added)®

5 Compare this situation with the facts of Travelers Ins. Co. and Blue Hills.

6 How would things be different if the loan documents did not include this additional 20 year period following the
maturity date? '
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Loan Default

In light of the substantial and unsustainable financial burden imposed upon Borrower in
this situation (which was voluntarily absorbed by Borrower’s principals during 2010 and into
early 2011), and because of the failure and/or refusal by Mortgagee and Servicer to approve the
new Old Army and Betty Ann lease transactions, Borrower’s principals were forced to re-
evaluate the situation, and in late 2011 determined that it no longer made sense to continue their
contributions of capital to Borrower. Consequently, Borrower is unable to continue to pay the
full debt service to Mortgagee, but has remitted all net cash from the operation of the property to
Servicer in a timely manner.

Borrower has in good faith continued to manage the Center (without fee or charge), has
directed the tenants to pay all rent and other charges directly to Special Servicer (which the
tenants have done), and has otherwise fully cooperated with Mortgagee and Special Servicer.
Borr07wer has asked whether its members must return the $500,000 distributed to them in May,
2011.

Because the full debt service due for the final months of 2011 has not been paid, the
Special Servicer has become involved. Special Servicer is a “B Piece buyer” and owns some of
the lower-rated tranches of debt in the subject REMIC trust (see the attached diagram illustrating
a typical CMBS transaction).

In February, 2012, Special Servicer instructed its counsel to send a “Notice of Default
and Acceleration” to Borrower and the Guarantors. Thereafter, Special Servicer’s counsel
threatened to file a Verified Complaint Requesting Appointment of Receiver, Injunctive Relief,
and Other Equitable and Legal Relief in state court. However, because of the relatively small
size of the loan, the cost of the receiver, the fact that all tenants had been instructed by Borrower
to pay their rent directly to the Special Servicer and are doing so, and that there are no real
expenses to be paid other than real estate taxes, insurance and electricity for the parking lot
lights, this complaint has not yet been filed.®

Special Servicer has recently obtained an appraisal of Market Center that sets the value at
$2.8 Million. Special Servicer has indicated that this will be Mortgagee’s bid in foreclosure,
and that Mortgagee will pursue a claim for a deficiency in the amount of $2.0 Million against
Guarantors.” '

Deficiency Claim

The original loan commitment dated October 12, 2001 was for a “market rate,
non-recourse” mortgage loan, and provides in pertinent part:

7 What factors affect how this question is answered? See Travelers Ins. Co.

8 How would things be different if Borrower had not cooperated (to a point) with Servicer and Mortgagee? See
Travelers Ins. Co.

9 What bearing does the mortgagee’s bid in foreclosure have on this situation? See Whitestone and Penn Mutual.
Does it make a difference whether state law permits judicial or non-judicial foreclosure sales?

8
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14.  Non-recourse: The loan shall be non-recourse except that
the Borrower and its Key Principals shall be
required to provide guarantees against
(a) misapplication of funds, (b) Borrower’s
obligations for environmental
representations, indemnities and covenants,
(c) fraud and misrepresentation, and (d) the
filing of a bankruptcy proceeding within
nine (9) months after closing the Loan.

The loan commitment was revised (and extended) three times, but this provision was

never changed.

The Guaranty provides in pertinent part as follows:

1. Indemnity and Guaranty. Guarantor (i) assumes liability for,
(ii) guarantees payment to Lender of, (iii) agrees to pay, protect, defend, save
harmless and indemnity Lender from and against any and all liens, damages
(including, without limitation, punitive or exemplary damages), losses, liabilities
(including, without limitation, strict liability), obligations, settlement payments,
penalties, fines, assessments, citations, claims, litigation, demands, defenses,
judgments, suits, proceedings, costs and expenses of any kind whatsoever
(including reasonable attorneys’, consultants’ and experts’ fees and disbursements
actually incurred in investigating, defending, settling or prosecuting any claim or
proceedings or enforcing any term of this Guaranty) (collectively “Costs”) which
may at any time be imposed upon, incurred by or asserted against Lender as a
result of the following “Indemnified Matters™:

(a)  Rent or other payments received from Tenants paid mote than one
(1) month in advance;

(b) Proceeds of insurance policies, condemnation or other taking not
applied in accordance with the Loan Documents;

(¢)  Rents, issues, profits, revenues of the Center and tenant security
deposits relating to the Center received and applicable to a period after the
occurrence of an Event of Default or Default, which are not applied to the
ordinary and necessary expenses of owning and operating the Center or paid to
Lender;

(d)  All obligations, requirements and indemnities of Borrower under
the Loan Documents relating to Hazardous Substances or compliance with
Environmental Laws;

(e) Physical waste'?;

10 See Travelers Ins. Co.
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® Transfer of the Mortgaged Property or any part thereof or interest
therein in violation of the Loan Documents; and

(2) Fraud, material misrepresentation or failure to disclose a material
fact by Borrower or any of its principals, officers, general partners or members,
any guarantor, any indemnitor. In addition, Guarantor hereby unconditionally and
irrevocably guarantees payment of the entire Debt if any of the following occurs
[within nine (9) months of the date hereof]:'' (i) a voluntary bankruptcy filing by,
or an involuntary bankruptcy filing against, Borrower or any general partner or
managing member or majority shareholder of Borrower; or (ii) the Center
becomes an asset in any bankruptcy proceeding.

(h)  This is a guaranty of payment and performance and not of
collection. The liability of Guarantor under this Guaranty shail be direct and
immediate and not conditional or contingent upon the pursuit of any remedies
against Borrower or any other person (including, without limitation, other
guarantors, if any), nor against the collateral for the Loan. In the event of a
Default, Lender shall have the right to enforce any and all rights, powers and
remedies available to Lender which shall be non-exclusive and cumulative. If the
indebtedness and obligations guaranteed hereby are partially paid or discharged
by reason of the exercise of any of the. remedies available to Lender, this
Guaranty shall nevertheless remain in full force and effect, and Guarantor shall
remain liable for all remaining indebtedness and obligations guaranteed hereby.
Guarantor shall be liable for any deficiencies in the event the full amount of
the Indebtedness owing under the Loan Documents is not received by Lender
after the receipt of any payments or after foreclosure of the Mortgage.

Special Servicer now claims that the text set forth in bold above obligates the Guarantors
to pay any deficiency judgment that the Mortgagee may obtain. '

Borrower and Guarantors initially thought that a mutual mistake occurred as to the terms
of the Guaranty that are set forth in bold above, as these provisions of the Guaranty are at
variance with the provisions of the Loan Commitment.

Borrower and Guarantors now recall that (a) Guarantors demanded that the language
highlighted in bold above be deleted from the Guaranty prior to their execution to make the
Guaranty consistent with the loan commitment provision quoted above, and (b) BundesBank
agreed, but they suspect that in the closing process, BundesBank or its counsel may have
mistakenly attached the Guarantor’s signature pages to the prior draft (containing the text set
forth in bold above) of the Guaranty at the closing.

Borrower’s Reaction

After an evening of drinking with his old friend from Tennessee, Jack Daniels, one of the
Guarantors fired off a hasty e-mail to Special Servicer stating in part “any attempt to enforce any

11 What if the bracketed language was not present?

10
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claims

against me beyond’ those discreet obligations set forth in paragraphs 1(a) through (g) of

my Guaranty will be met with a counterclaim for fraud!”'?

Borrower and Guarantors are also livid that Special Servicer has blocked their ability to re-tenant
and refinance the Center through its inaction on the requests for consent to the Old Army and
Betty Ann lease transactions (both of whom are AAA credits), particularly since Old Army is an
existing tenant of the Center, and is required as a tenant under the co-tenancy provisions of the
Shoe Circus lease, which Servicer expressly approved in October, 2010. Borrower and the
Guarantors (a) claim that Special Servicer, as a “B Piece Buyer”, has a conflict of interest,
and (b) propose to sue Mortgagee, Servicer, and Special Servicer for bad faith and
damages based on various tort theories.

Issues
1..
2.

What should Borrower do?
What should Guarantors do?
Is a single asset bankruptcy helpful to Borrower or the Guarantors?

How would the results change if certain key provisions in the loan documents were
different?

Attached: Table of Authorities

CMBS Structure Chart
Ownership Structure Chart
Site/Lease Plan
Pro-Forma

12 What if the loan documents contained a contractual limitation on damage claims against the lender? Is such a
provision unconscionable?

11
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The diagram below brovides a summary of the events in a typical CMBS transaction.
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STRUCTURE CHART

OF
NEW MARKET CENTER, LLC -
John Doe Richard Roe
50% 50%
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New Market Center, Inc., - John Doe - Sally Doe Richard Roe Susan Roe
a Delaware corporation 40% 9.5% 30% 19.5%
1% Member Member Member Member
Managing Member
New Market Center,
LLC,
a Delaware limited
liability company
New Market Center
(Strip Center)
Hometown, OH
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Pro-Forma

Market Center
‘) Pre-Bankruptcy Post-Bankruptcy Difference
Income | $ 280,476.00 ' $ 580,000.00 > $ 299,524.00
Expenses $ (161,644.00) $ (161644000  |$ -0
NOI $ 118,832.00 $ 418,356.00 $ 299,524.00
Interest $ (350,000.00) (@7%) |$ (294,788.00) (@5.9%) | $ (55,212.00)
Principal $ (121,965.00) $ (61,784.00) $ (60,181.00)
Repair and Tl Escrows $§ (51,180.00) $ (61,784.00) $ 10,604.00
Net ' '$ (404,313.00) $ -0- - | '$404,313.00

"Includes Shoe Circus at reduced rent due to failure of co-tenency. Excludes Old Army (expired).

2 Includes Shoe Circus at full rent, new Old Army lease, and new Betty Ann lease.
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L INTRODUCTION

A non-recourse loan is a “secured loan that allows the lender to attach only the
collateral, not the borrower’s personal assets, if the loan is not repaid.” Black’s Law Dictionary
947 (7" ed. 199). Once upon a time nonrecourse loans might have been nonrecourse in a "real"
sense. 1f a borrower was unable or unwilling to pay the debt on a property, the borrower had
the option to walk away from the deal without having to put up any more money to exercise
this exit strategy. The borrower had all of the upside if market values went up and none of the
down side. The lender took all of the market risks if property values plummeted below the
amount outstanding under the loan. Lenders and their counsel realized that this left borrowers
in the enviable position of being able to make all the decisions with respect to the property
without having to worry about the lender and its interests. In response to these experiences, the
list of "carve-outs" to the basic exculpation section in the loan document has grown by leaps
and bounds. Borrowers have always taken the broad view that in nonrecourse financing they
always have the right to "walk from the deal" at any time when it no longer makes any
economic sense without having to come up with additional cash. On the other hand, lenders
have had a hard time coming to terms with the concept that borrowers should not be required to
pay back funds advanced and which they promised to repay. As a result, at the end of the day,
a borrower is left with an economic choice either to (a) pay off the loan in full and keep the
property or (b) give up the property to the lender, in good condition, quickly and peacefully.

In a typical single-asset real estate transaction with a limited liability company with
no other assets as the borrower, nonrecourse provisions really make no sense at ail. The way
the transaction is set up makes the loan "nonrecourse" to the principals of the owning entity. In
that situation, the entity cannot be pierced, it has no other assets and the lender's sole practical
remedy is to foreclose against the property. The lender generally will seek to protect itself in
such instance by obtaining a guaranty from a party with substantial assets, and the same issues
as 10 exculpation will arise in the negotiation of such guaranty. There may be reductions in
such guaranteed amounts based upon satisfaction of debt service coverage tests, lease-up
provisions or completion of construction. '

This article attempts to describe how the documentation in commercial real estate
financing deals with the competing interests of borrowers and lenders over nonrecourse
provisions. In a perfect world, a borrower would always pay off the loan at the end of the day
and never engage in any "bad" acts that would endanger the lender's collateral prior to a default
situation. However, once a loan goes bad, the borrower and the lender will have different
interpretations as to what actions should be permitted. Because of these dynamics, parties
should take great care in reviewing the nonrecourse sections in the loan documentation.

1L LAUNDRY LIST OF CARVE OUTS FROM A TOZ

As anyone who has negotiated a nonrecourse loan can attest, the list of possible
nonrecourse carve outs is seemingly endless. In the draconian nonrecourse carve out
provision, the only thing the borrower may have nonrecourse against is for the payment of
principal and interest on the loan itself. It is interesting to note that nothing forces a lender to
foreclose on a property and "take back the keys," so that a borrower in a nonrecourse deal
could still be stuck with paying operating expenses even after an event of default in a




nonrecourse deal. Joshua Stein in his article, Nonrecourse Carve outs: How Far is Far
Enough?,' breaks down nonrecourse carve outs into five (5) categories:

1) Erosion of collateral,

@) Destruction of collateral;

® Allocation of extemal risks;

4 Preventing additional investment by the lender; and
®) - Behavior control.

Each category may be thought of as a policy underlying various carve outs, and any

one carve out may further one or more of these policies. These policies should be kept in mind.

when nonrecourse carve outs are being negotiated as they will help the attomey understand
both his client's and the other side's positions. The lender understands in any nonrecourse
transaction that the lender has agreed to bear the risk.of any market decline in the property.
What the lender has not bargained for is that the borrower will strip cash out of the deal or
" make any deals which will negatively impact the income stream of the property, or that the
borrower will no longer be interested in prudently managing the property after the borrower
realizes that this property cannot be "tumed around." '

A Environmental Obligations. This carveout is intended-to allocate the risk

of all environmental problems to the borrower. It attempts to protect the lender from any loss

-incurred as a result of any environmental obligation undertaken by the borrower in the loan

documents. The amount of such loss is not subject to any cap whatsoever. These obligations
are discussed below in the section dealing with environmental indemnity provisions.

B. Misapplication of Casualty and Condemnation Proceeds. A behavior
central device, this carveout covers the situation where the borrower receives casualty or
insurance proceeds and fails to apply such funds in accordance with the terms of the loan
documents. The liability under this carve-out should be limited to the amount of the misapplied
funds.

C. Misapplication of Security Deposits. This carveout covers security
deposits put up by lessees under their leases. There should not be recourse against the borrower
for any security deposits properly applied in substantial compliance with the leases or which
are promptly delivered to the lender within a predetermmed time limit after a request by the
Iender

D. Misapplication of Property Income. The lender's concem here is that
property income is not used for the benefit of the collateral property, but rather distributed to

the principals of the borrower. Again, the borrower wants to make sure that only cash received
is included in the determination of property income. Also, the borrower will want to limit this
provision to apply only after receipt of notice from the lender of an event of default. In such a
situation, it will be extremely difficult to determine if prior to such distribution there were not
enough funds to pay for property expenses and debt service that was due in the near future. In
addition, a limited parter or member who has no obligation to repay such loan surely will not

! Joshua Stein, Nonrecourse Carve outs: How Far is Far Enough? A Tool To Reduce Lenders'
Risk Can Reduce Their Competitiveness, Real Estate Rev. (Summer 1997).
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be willing to give back such funds. The lender will want to make sure that any operating
payment covenants are first satisfied from such property income prior to any distributions to
the principals.

E. Failure to Pay Impositions. Impositions will include real estate and
personal property taxes and insurance premiums. The [ender will want all impositions to be
paid whether or not an event of default has occurred so that it knows it will not have to go out
of pocket to cover required property expenses. The borrower will want a limitation providing
that this obligation only arises to the extent that there is sufficient property income to satisfy
such impositions and that property income must first be applied to impositions’ before it is
applied to any other property expenses. The lender can cover this situation by requiring -
imposition escrows or by using a lockbox account with cash management provisions.

F. Removal of Improvements. This provision is meant to protect the lender
from the removal or disposal by borrower in violation of the loan documents, of any fixtures,
personal property, or improvements at the property. The borrower will want to limit this to any
intentional and wrongful removal. Many lenders try to include a diminution of value concept.
The borrower should attempt to limit such value loss to situations where a foreclosure sale has
occurred, and as a result of such diminution of value, the lender has failed to recover the full
amount of the loan obligations from the sale as determined by a court of law of competent
Jjurisdiction beyond the right of further appeal.

G. Collection Costs. These provisions are normally picked up as advances
which are treated as principal under the loan. The borrower should always require the lender to
go out of pocket before these are carved out from the exculpation provisions.

H. Cash on Hand. This provision is intended to pick up cash or cash
equivalents held by the borrower when an event of default has occurred or cash payments made
to principals of the borrower within a certain time period prior to an event of default. As a
general rule, the lender will not have a security interest in the cash of the borrower. The
borrower should try to limit this carveout to cash payments made at a time when operating
expenses or debt service payments were due at such time but not paid.

L Cash Distributions. If there is a violation of a loan provision which
limited the amount of cash which could be distributed to principals, the lender will want to be
able to reach such funds xmproperly paid. These are normally tied to some debt service
coverage ratio test.

1. Fraudulent Transfers. To the extent that a payment made is treated as a
fraudulent transfer in a bankruptcy proceeding, the lender will want to be made whole. This
provision should be limited only to the actual loss sutfered by the lender.

K. Lease Impairments. The purpose of this provision is to make sure that
the cash stream of the property is not impaired by the borrower. The lender is concerned about
any amendment, modification, cancellation, termination, or waiver of any lease, or the
obligations of any lessee agreed to by borrower or any default by borrower under a lease which
allows the lessee to either terminate the lease or set off against lease payments. The borrower



would like to limit any such acts to material acts on the part of borrower that materially impair
the lender's security and any intentional and substantial defaults caused by the borrower.

L. Prohibited Leases. Many pension fund lenders must make sure that
certain leases are not entered into or such acts may impact their tax exempt status. In order to
control the borrower, the lender may wish to establish a formula or procedure to calculate such
loss, or perhaps to convert the whole loan into a full recourse deal.

M. Transaction Costs of any Lien Enforcement Action. The lender does not
want the property to bear the costs of any transfer taxes and recording charges requ1red to be
paid in order to record any deed or other conveyance document that has to be recorded in a lien
enforcement action. This may include costs associated with the appointment of a receiver, an
action to prevent waste, foreclosure costs, bankruptcy action costs and specific performance
actions.

N. Violations of Law. This provision attempts to make the borrower
personally liable for the failure to comply with legal requxrements so that the lender does not
have to cure such problems with its funds. Such provision attempts to pick up violations of the
American with Disabilities Act and ERISA violations. The borrower wants to limit this only to
violations that occurred while the borrower owned the property and for which the borrower
received prior written notice from a governmental entity.

0. Operating Costs. This provision attempts to recover from the borrower
utility charges, insurance premiums and other operating costs required to be paid by the
borrower under the loan documents. Again, the borrower will want to limit this carveout to
property income that was available to pay such costs and charges.

P. Uninsured Casualty. This provision protects the lender against any
casualty not covered by insurance, including deductible amounts. The borrower may argue that
it should only be responsible for such amounts to the extent it failed to maintain the insurance
required under the loan documents.

Criminal Acts. The lender does not want to bear the costs of any

criminal penaltles incurred as a result of the acts of the borrower. The borrower should attempt

_to limit such carveout to any penalty actually imposed by a court of law of competent
jurisdiction beyond right of further appeal.

R. Closing Costs. These provisions carveout from the exculpatxon
prov1510ns any commitment fee, loan fee, mortgage recording tax, brokerage commission, title
insurance premium or other closing costs that the borrower was required, but failed, to pay,
with respect to the loan, Most of these costs are paid from loan proceeds at the time of the
closing, so these should not be big items of concern.

S. Yield Maintenance Premiums. This provision imposes liability on the
borrower if any yield maintenance premium is payable as a result of a prepayment of the loan.

T. Interference with Lien Enforcement Actions. Lenders want to get back
the property as quickly as possible in the event they have to bring an enforcement action.
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Lenders will want to enforce full liability against the borrower if the borrower takes any action
to contest, delay, oppose, impede or otherwise interfere with a lien enforcement action. The
borrower should have the right to contest whether an event of default occurred that gave rise to
the enforcement action, and if borrower prevails, the lender should pay borrower's costs and
attomey fees in defending such action.

U. Bankruptey. Lenders do not want to be subject to the provisions of the
Bankruptcy Code and its automatic stay. Accordingly, lenders draft full recourse clauses to
prevent the borrower from ever filing by imposing full recourse liability if such an action
occurs. These provisions should only relate to voluntary actions commenced by the borrower.

V. Prohibited Transfers. In approving a nonrecourse deal, lenders take into.
account in their underwriting that the principals of the borrower know how to manage and
operate the property. Accordingly, lenders insert springing full recourse clauses to prevent
transfers of the ownership interest in the borrower to other parties. The borrower should try to
limit this provision to intentional and voluntary transfers of interests which take management
out of the control of the original principals.

W. Fraud. A normal carve out provision is for fraud committed by the
borrower in connection with the loan. The better question is what constitutes "fraud" because
the term is rarely defined in the loan documentation. The amount of the recourse liability
should be limited to any actual damage suffered by the lender; the entire loan should not
becoime recourse. Fraud should be defined as the actual, material, intentional and proven fraud
or intentional misrepresentation (and not include any constructive or negligent fraud or
misrepresentation), upon which the lender actually and reasonably relied upon in making such
loan, which fraud or intentional misrepresentation is not cured within a set period of time after
receipt of written notice from the lender.

X. Non-Delivery of Financial Information or Documents. Not only does the
lender want to get its collateral back quickly, but it also needs to obtain the financial and other
property documents in order to effectively manage the property. The lender may impose a
requirement for the delivery of documents and information from the borrower or the loan will
become fully recourse. If such a provision is agreed to by the borrower, any such document
must be a material document, and the lender must be required to give detailed notice to the
borrower of such documents allowing a reasonable time period for the borrower to provide the
same.

Y. ‘Additional Financing. In order to get the property quickly, the lender
does not want to deal with any subordinate lenders who may have a security interest in the
property. Most loan documents. include a prohibition against any additional financing placed
against the property, and many include a carveout that makes the loan entirely recourse for a
violation of such covenant. The borrower should have the right to pay routine trade payables
and 1o obtain unsecured loans for improvements, replacements or repairs to the property.

Z. SPE Covenants. In securitized real estate transactions, lenders require

‘that the borrower comply with special purpose entity provisions which make them bankruptcy

remote. The failure to meet such provisions nomially requires the loan to become recourse in -
full. This protective device is discussed in Article V below.




1. ENVIRONMENTAL INDEMNITIES

A nonrecourse carveout that appears in almost every commercial real estate loan is
an environmental indemnity. In fact, an environmental indemnity generally goes further than a
loan with full recourse, as the indemnifying parties generally include not only the borrower,
but also the guarantors and/or any other parties affiliated with the borrower.

A. Violations of Environmental Laws. Environmental indemnities protect
the lender against any losses incurred as a result of any violations of applicable environmental
laws. The borrower should be required to remedy a violation of environmental laws only to the
extent that a governmiental agency provides written notice to the borrower that an
environmental problem exists. The mere fact that the lender may want the borrower to deal
with a problem should not be the catalyst for environmental remediation. The fact that
hazardous materials are present on the property should not cause any action to be undertaken.
It is only when there is a violation of environmental laws that the borrower must take action. If
any action is required by a notice from a governmental agency, the borrower needs the right to
contest ‘any such alleged violation prior to the time that the lender can undertake any such
actions and look to the borrower for repayment under an indemnity.

B. Who Gets Benefit of the Indemnity. Most lenders want the indemnity to
run not only to them but also to any third party who acquires the loan by foreclosure or deed in
lieu of foreclosure. A borrower does not have a problem with the indemnity running in favor of
the lender, or any purchaser or assignee of all or any part of the loan, including participants. or
affiliates of the lender, such purchaser, assignee or participant, However, a borrower does not
want its indemnity to survive once the party with which it has negotiated the loan is no longer
in the picture. Accordingly, a borrower does not want the indemnity to run in favor of a party
who acquires the property by foreclosure, power of sale, or by deed in lieu of foreclosure.

C. Indemnification. Lenders want to be indemnified for any environmental
risks, whether the problem occurred as a result of the mortgaged property or from any other
property, with no limitations whatsoever. The borrower does not want to be on the hook for
any consequential .damages as a result of such indemnification. The borrower wants to be
responsible for releases of hazardous substances on or from its property and not from adjoining
properties where it has no control of such situation. The lender will argue that any
environmental risk is to be allocated solely to the borrower.

D. Carve Qut from Indemnity. The borrower should not have any liability
under such indemnity for the acts attributable to the lender or its agents or employees during
the period of time that the borrower owns the property. The lender will want to reduce such
limitation to its gross negligence or willful misconduct. In addition, the borrower should not
have any liability to the lender to the extent that it can establish that any environmental
violation occurred after the property is conveyed to a third party as a result of a foreclosure,
power of sale or deed in lieu of foreclosure.

E. Termination of Indemnity. The lender will want the indemnity to
survive the repayment of the loan. The borrower will want the indemnity to terminate when the
loan is repaid in full. Most lenders will agree to a termination of the indemnity within a certain
period of time either atter the loan has been repaid or the date that the lender, or its affiliate,
acquires the property. If the loan has been repaid, there is little chance that the lender will ever

000100:6058428-1

e

be considered an "operator” of the property. Some lenders will require that an environmental
assessment be undertaken at the time of the indemnity termination in order to have evidence
that the property was "clean" at the time of the loan payoff.

1Iv. RECENT CASE LAW CONCERNING NONRECOURSE LOANS

In Heller Financial, Inc. v. Lee,® the borrower was found liable for the nonrecourse
debt for a hotel in Orlando, Florida. The note contained a nonrecourse clause provided that
“[s]ubject to the provisions set forth below, no Maker shall be personally liable to pay the Loan

.." However, the note also included a carveout, which stated:

[N]otwithstanding the foregoing, each Maker (excluding Robert
Ahnert), jointly and severally, shall be personally liable for . . . (b)
repayment of the Loan and all other obligation[s] of Maker under the
Loan Documents in the event of (i) any breach of any of the covenants
in Section 6.3 or 6.4 of the Loan Agreement pertaining.to transfers,
assignments and pledges of interests and additional encumbrances in
the Property and the Corporation . . . .2

Section 6.4 of the loan agreement prohibited the borrower from permitting the filing
of any lien or other encumbrance on the Property. Ultimately though, six liens were filed on
the property, to which the lender did not consent. Based on the terms of the note, the court,
applying Illinois law, found that there was a default and the entire indebtedness was due and
payable.* The borrower attempted to avoid this result by arguing that the carve outs were
actually liquidated damages provisions that were unenforceable as penalties. The court
however, concluded that that the carve out was not a liquidated damages provision because it
only provided for actual damages; the amount outstanding under the loan.’ However,
assuming that the outstanding debt exceeded the aggregate amount of the impermissible liens,
the carve out provided for a remedy greater than the actual damages from the default. From
the opinion, it does not appear that this argument was raised, as the court did not address it.

In Penn Mutual Life Insurance Company v. Cleveland Mall Associates,’ the lender
bid on a mall renovation project at the foreclosure sale, but paid less for it than the amount of
the debt. The lender then wanted to recover the difference. The court granted the defendants’
motion in limine and held that the value of the mall is the amount at which the lender had
successfully bid for it at the foreclosure sale.

In reaching its conclusion, the court relied on the rule in Whitestone Savings and
Loan Association. v. Allstate Insurance Company,’ which deems the price bid at a foreclosure
sale to be the value of the property. Allowing the mortgagee to sue later on grounds that the
property is actually worth less than the bid price would undermine the integrity of a foreclosure

INo. 01 C 6798, 2002 WL 1888591 (N.D. lll. Aug. 16, 2002).
" ld. at*], ’

* See /d. at *5.

* See /d.

¢916 F. Supp. 715 (E.D. Tenn., 1996).

7 270 N.E.2d 694 (1971)



sale and create the possibility of fraud or of a double recovery when the mortgagee seeks the
proceeds of any insurance on the property. The lender in Penn argued that there should be a
tort/fraud exception to the JWhitestone rule under the circumstances of a nonrecourse loan
because when the loan is nonrecourse, the lender has no motivation to bid less than the amount
of the debt, as a deficiency will not be available. The court rejected this argument, stating that
there is no reason for the lender to bid any less than the value of the property.

The lesson from Penn is to always pursue a deficiency if possible. This case did not
discuss any negotiated carveout for fraud. Presumably, that is because either no such carveout
appeared in the documentation or more likely, because the question never became ripe: in the
court's eyes, the lender recovered the entire debt when it bid the full amount at the foreclosure
sale. In fact, the court even stated that one reason to bid less than the full amount of the debt in
the nonrecourse context could be that the lender may have other reasons to pursue the
borrower.* These reasons could include a remedy based on a nonrecourse carve out.

The case of Travelers Ins. Co. v. 633 Third Assocs.’ shows how the acts of the -

borrower can cause a court to "override" a nonrecourse provision. The lender loaned the
borrower $145 million on a nonrecourse basis. The borrower leamed that it would be losing
some important tenants. Faced with a depressed real estate market and mounting vacancies, the
borrower distributed $4 million to its partners and was prepared to distribute another $17
million. The lender brought suit to set aside the first distribution and to enjoin the proposed
distribution as a fraudulent conveyance. The district court dismissed the complaint because it
determined that the lender had no property interest in the accumulated cash assets of the
borrower due to the non-recourse provisions. Because it had no interest it could not claim to be
injured by actual or threatened distributions. Later, the borrower failed to pay its real estate
taxes and its loan payments. After such default, the borrower distributed the $17 million to its
partners. The next day the lender filed for foreclosure and had a receiver appointed. The lender
amended its complaint alleging that the distributions rendered the borrower incapable of
performing its obligations under the loan, including the payment of property taxes. The lender
claimed that the failure to pay property taxes would constitute waste remediable in equity, as
would failure to maintain the property in good condition and repair. The district court
dismissed the lender's equitable action for waste because it would lie only against a mortgagor
in possession and because at the time of the complaint a receiver was in place.

The court recognized that the intentional failure to pay property taxes where there is
an obligation to do so or where the failure is fraudulent constitutes waste. The court further
held that the mere failure to pay principal and interest will not constitute waste. The court
allowed the clain of waste relating solely to the period of time before the appointment of a
receiver. The court also found that the distribution injured the lender because the borrower
might have been enjoined from distributing cash reserves to its partners on the grounds that
such a distribution would have prevented it from paying property taxes. Accordingly, the
lender had standing to challenge the distributions under the fraudulent conveyance statute
insofar as the lender's claims related to the portion of the distributions against which an
equitable action for waste could be brought.

* Penn, 916 F.Supp. at 718,
? 14 F.3d 114 (2d Cir. 1994), reversing 816 F.Supp. 197 (S.D.N.Y. 1993).
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The most recent case is Blue Hills Office Park LLC v. J.P. Mortgage Chase Bank."
This case demonstrates that sometimes it is best to deliver back the property as soon- as
possible and that prior actions can come back to haunt a borrower if the non-recourse carve-
outs are not drafted well. In Blue Hills, the borrower brought an action against the lender for
breach of the covenant of good faith and fair dealing. The basis for the claim was that the
lender failed to make available to the borrower certain sums held in a leasing reserve to pay
real estate taxes and debt service on the loan. This reserve account was established for the
payment of loan principal and interest if the primary tenant vacated the propérty.

The biggest problem for the borrower and the guarantors of the loan was that the
borrower had entered into a settlement agreement with.the owner of the adjacent property and
waived its right to object to the issuance of a special permit to construct a parking garage.
Without notifying or seeking the consent of the lender, the borrower entered into such
settlement agreement with. the adjacent property owner and an affiliate of the property’s
primary tenant. The borrower received $2,000,000 in settlement proceeds and never notified
the lender of such settlement. The primary tenant gave notification to the borrower that it was
not renewing its lease. As a result the borrower did not have sufficient funds to pay the real
estate taxes that were due. The borrower requested the lender to make funds available from the
leasing reserve to pay debt service and the real estate tax payment. The lender did not respond
to such request but did pay the real estate taxes. However, the lender told the borrower that the
loan was accelerated as of August 2, 2004, the date the real estate taxes were due. Thereafter,
the lender notified the guarantors of its intention to foreclose on the property and of their
potential liability under the guaranty in case of a deficiency in the proceeds of the foreclosure
sale. The foreclosure sale occurred and the property was sold for less than the outstanding debt.
The lender then requested the guarantors to pay the deficiency.

The lender contended that the borrower transferred part of the mortgaged property
withotit the prior written consent of the lender as a result of entering into the settlement
agreement and not providing such funds to the lender. As a result, such event triggered full
recourse liability under the loan. The court agreed with such analysis and the failureto pay the
$2,000,000.00 to the lender caused the guarantors to become liable for the full deficiency,
which was greater than the $2,000,000 not paid over to the lender. It should also be noted that
the court found that the borrower failed to maintain it status as a single purpose entity. Such a
violation also caused full recourse liability under the loan.

V. OTHER PROTECTIVE DEVICES

In addition to nonrecourse carve outs, lenders often employ other mechanisms to
protect against the risk presented by nonrecourse loans. The two most cominon that appear in
almost all such loans are the requirement that the borrower be "bankruptcy remote” and that
some sort of cash management arrangement be put in place.

A Bankruptcy Remote Entity. Under a bankruptcy remote structure, the
borrower is formed as a special purpose entity whose single purpose is own and operate the
property secured by the loan. While it is becoming more common for these entities to be
organized as limited liability companies, the corporate and partnership forms of organization

%' 477 F. Supp. 366 (Mass. 2007)



can also be used. Pursuant to the special purpose entities' organizational documents, the entity
is prohibited from filing for bankruptcy without the unanimous consent of its governing body.
This governing body can be a board of directors, its general partners, or a board of’ managers.
One or more of these parties is typically an' independent party designated by the lender or by
some third party. The loan documents will likely also include covenants that insure that the
borrower is treated as a separate and distinct entity from its parent. Borrower's counsel
frequently will be required to issue an opinion that consolidation of the borrower with its
affiliates is not likely.

B. Cash Management Agreement. Cash inanagement agreements are also
often used to protect agamst the risk of mlsappllcanon of funds in nonrecourse loans. The cash
management arrangement is intended 1o insure that either on an ongoing basis or upon a loan
default, all income produced by the property will automatically flow into a separate account to
which the borrower does not have free access. If sufficient income is generated by the project,
the use of a cash management agreement shall insure that operating expenses, taxes and other
impositions will be paid and also make it unlikely that the borrower will be able to drain
money out of the project. In addition to the cash management arrangement, lenders may also
require that certain reserve accounts be maintained or other credit enhancements such as letters
of credit be used to decrease some of the risk. ‘

VL.~ TAX IMPLICATIONS OF NONRECOURSE DEBT

A borrower under a nonrecourse loan who chooses to give up the collateral and
walk away from a project essentially sells the property to its lender. This analogy becomes
even more apropos wlen the tax aspects of the transaction are considered.

Generally, nonrecourse purchase money mortgages are included in the borrower's
basis for the property. This general rule is limited in three situations:- (1) when the
nonrecourse debt exceeds the fair market value of the property; (2) when the seller retains
significant control over the property transferred; and (3) when the term of the nonrecourse debt
exceeds the useful economic life of the encumbered property. !

When contemplating exiting a project with nonrecourse debt, concerns regarding
tax implications will move higher on the priority list. The leading case reoardmg mortgage
rules for tax implications is Crane v. Commissioner of Internal Revenue™ in which the

_Supreme Court held that the amount realized on the disposition of encumbered property
includes the amount of any liability in which the taxpayer-debtor is relieved.

However, the Court in Crane indicated that if nonrecourse liability exceeded the
value of the property, the amount realized would be limited to the property's value.” The
concept behind this economic benefit theory was that when nonrecourse debt exceeds the value
of the property, the debtor cannot be held personally liable for the debt and will treat the debt
as being limited to the value of the property. However, in a later case, the Supreme Court
rejected this reasoning and held that the amount realized for tax: purposes included the entire

'" GUERIN, SANFORD M., TAXATION OF REAL ESTATE TRANSACTIONS 17 (2001).
12331 U.S. 1(1947).
Y Id. at 14n.37.
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nonrecourse liability even if it exceeded the fair market value of the encumbered property. ¥ In
Commissioner of Internal Revenue v. Tujfts, the taxpayer had a basis in the property, after
depreciation, deductions and other capital contributions of $1,455,740.00, and the fair market
value of the property was $1,400,000.00. The nonrecourse debt on the property exceeded both
of these amounts and the taxpayer, following the reasoning from Crane, claimed a loss of
$55,740.00. While acknowledging the validity of Crane rationale, the Court departed from its
logic and found that there was a gain of approximately $400,000.00 after including the entire
nonrecourse mortgage that was assumed.

VIIL. CONCLUSION

When one thinks of an exculpated real estate loan, one normally assumes that the
lender has agreed to waive its right to seek recovery from any asset of the borrower other than
the collateral securing such loan in the event of either a payment or a performance default
under the loan documents. The lender has agreed to look solely to such security for repayment
and waives its right to obtain a deficiency judgment against the borrower. The borrower has a
viable exit strategy if the deal goes "south" with a ﬁnancml exposure limited to its equity in
such real estate.

) The lender has concerns in any exculpated deal that the borrower may do "bad
things" such as misapplication of funds or the commission of fraud or misrepresentation at the
time of the loan application or loan closing, inducing the lender to make a nonrecourse loan
based on such underwriting considerations. The lender also is concerned with economic risks
dealing with the operation of the property, such as payment of impositions, the maintenance of
the property, the filing of mechanics' liens and environmental contamination. The lender is also
concerned about the time and expense involved in toreclosmg on a property when it is the only
source of recovery for the loan and the borrower is no longer interested in managing and
operating the same.

The lesson to be learned in arriving at a balance of these concerns is that the carve
outs should be addressed at the loan commitment stage and not negotiated during the closing
process. Both parties are entitled to get the benefit of their intended bargain, but "nonrecourse”
certainly can mean different things to different people depending on which side of the
borrower/lender table you are sitting on. It should be noted that a violation of a non-recourse
carve-out can cause a non-recourse carve-out guarantor to be liable for the entire loan amount
even if the violation causes actual damages less than the amount of the outstanding loan.
Notwithstanding the parties’ intentions at the closing of the loan, that nonrecourse loan may not |
be as nonrecourse as the borrower and the guarantors originally thought. :

V1. SAMPLE PROVISIONS
A. Borrower's Broad Exculpation.
B. Lender's Narrow Exculpation.

" Commissioner of Internal Revenue v. Tufts, 461 U.S. 300, 307 (1983)



ATTACHMENT A

Notwithstanding anything to the contrary contained herein or in any other Loan
Documents, except as expressly provided for in the Guaranty of Completion or the Guaranty of
Payment, no past, present of future partner of the Borrower shall have any personal liability for
the repayment of principal of or interest on the Loan or for the payment or performance of any
of the agreements or obligations whatsoever, monetary or otherwise, of the Borrower pursuant
to the Loan Documents, all such liability being expressly waived by the Banks and the Agent,
and the Agent and the Banks shall look solely to the assets of the Borrower for the repayment
of such principal and interest and for the performance of such agreements or obligations and
shall not seek any deficiency or personal judgment against any past, present or future partner of
the Borrower; provided, however that the foregoing provisions of this paragraph shall not limit
the liability of either the Guarantor or the General Partner for fraud.
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ATTACHMENT B
Section X. Exculpation.

(a) Except as otherwise provided in this Section X, neither Borrower nor
any constituent partner of Borrower shall be personally liable for the payment of any principal,
interest or other sum evidenced by the Note or for any deficiency judgment that Lender may
obtain following the foreclosure-of the Mortgage; and Lender's sole recourse against Borrower
for any default under the Note, the Mortgage or any other Loan Document shall be limited to
the property encumbered by the Mortgage and any other collatéral given to secure the Loan
(collectively, the "Property").

(b) The foregoing limitation of liability set forth in subsection (a) above
shall not apply, affect, impair or prejudice Lender's rights to:

n name Borrower or any constituent partner of Borrower as
a partner defendant in any action, proceeding, reference or arbitration, subject to the limitations
of this Section X;

@ assert any unpaid amount due under the Loan as 2 defense
or offset against any claim or cause of action against Lender by Borrower, any of its
constituent partners, or any guarantor or indemnitor in connection with the Loan;

3) exercise self-help remedies (such as setoff) agairist any
real or personal property of Borrower or any other person or entity;

@ enforce against any person or entity whatsoever, including
Borrower and its constituent partners, and recover under any leases, master leases, guarantees
of payment, guarantees of completion, environmental or other indemnities, surety bonds, letters
of credit, insurance policies and other similar rights to payment or performance which may be
executed in connection with the Loan or the Property; ’

5 recover against Borrower compensatory, consequential

" and punitive damages as well as any other costs and expenses incurred by Lender (including,

without limitation, attorneys', experts' and consultants' fees and expenses) as a result of
Borrower's fraud, breach of trust, breach of warranty, misrepresentation, waste, failure to
maintain the insurance required under the Loan Documents, failure to pay taxes or assessments
which are a lien against the Property, breach of the due-on‘sale clause of the Mortgage, breach
of the restriction against further encumbrance contained in the Mortgage, entry into or
modification of leases in violation of the provisions of the Loan Documents, or receipt of
rentals for periods of more than month(s) in advance under leases of the Property;

(6) recover any insurance proceeds, condemnation, awards,
tenant security deposits, utility deposits, prepaid rents -or other similar funds or payments
attributable to the Property which were not paid to Lender or were not otherwise applied as
required in the Loan Documents;




@) recover any rents, income, revenues, issues and profits of
the Property that were received at any time after the occurrence of an Event of Default or at
any time within the 12 month period preceding such occurrence that were not applied as
required under the Loan Documents, or if the Loan Documents contain no such requirements,
that were not applied to pay amounts due under the Loan Documents, operating and
maintenance expenses (including taxes and insurance premiums) of the Property, and any
deposits to a reserve or escrow account as required under the Loan Documents;

® recover any Loan proceeds not applied as required under
the Loan Documents; .

©) " enforce against Borrower all of Borrower's obligations to
complete construction on the Property as contemplated by the Loan Documents;

(10) enforce any indemnity or other obligation of Borrower
which may arise from or in connection with Lender's issuance of or performance under any set
aside letter, or the enforcement of any set aside letter against Lender;

an recover from Borrower and its constituent partners the
entire indebtedness evidenced or secured by the Loan Documents in the event of the exercise
of any right or remedy under any federal, state or local forfeiture law resulting in the loss of the
lien of the Mortgage (or the priority thereof) against the Property, less any proceeds Lender
may receive under its title insurance policy therefor;

12) recover from Borrower and its constituent partners (A) any
fees, expenses, costs and charges (including attorneys', experts' and consultants' fees and
expenses) which Lender incurs as a party (by intervention or otherwise) to any action or
proceeding directly or indirectly affecting Borrower, the Property or Lender's interests, rights
or remedies under any of the Loan Documents or (B) any payments or funds expended or
advanced by Lender pursuant to the provisions of any Loan Document to perfect, protect or
maintain the priority of any Loan Document or to protect, repair or maintain the Property;

(13) recover from Borrower and its constituent partners any
loss, liability or expense (including attorneys', experts' and consultants' fees and expenses)
incurred by Lender in connection with any claim or allegation made by Borrower or any of its
constituent partners, or any successor, assign or creditor of Borrower or any of its constituent
partners, that the Loan is, or any Loan Document establishes, a joint venture or partnership
arrangement between Lender and Borrower;

(14) ~ tecover from Borrower and its constituent partners any
amount withdrawn from any account in which Lender has a security interest unless such
withdrawal was made in accordance with the document creating such security interest or was
otherwise authorized by Lender in writing; or

(15) recover any costs, expenses of liabilities (including
attorneys', experts' and consuitants' fees and expenses) incurred by Lender and arising from a
breach of any judgment, verdict, order, consent decree or settlement relating to the deposit,
storage, disposal, burial, dumping, spilling, leaking, cleanup, characterization, remediation or
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abatement of toxic or hazardous waste, hazardous materials, hazardous substances or waste
products (as defined in any applicable federal or state law) or arising from any environmerital
provision in any Loan Document relating to the Property or any portion thereof (including,
without limitation, any such environmental provision contained in the Mortgage or in any
environmental indemnity given to Lender in connection with the Loan).

(©) Borrower and its constituent partners shall be personally liable for the
payment of all amounts and performance of all obligations described in the foregoing
subsection (b), clauses (1) through (15).

- Notwithstanding the limitation of liability in subsection (&) above,
Borrower shall be fully personally liable for all of Borrower's obligations under the Loan
Documents, and Lender's recourse to the personal assets of Borrower and its constituent
partners shall not be limited in any way by this Section X, if Borrower (A) attempts to prevent
or delay the foreclosure of the Mortgage or any other collateral for the Loan or the exercise of
any of Lender's other remedies under any Loan Document, or (B) claims that any Loan
Document is invalid or unenforceable and such a claims will have the effect of preventing or
delaying such foreclosure or any other exercise of remedies. Without limitation, Borrower
shall be deemed to have attempted to prevent or delay such foreclosure or other exercise of

. remedies if (i) borrower files a petition under the Bankruptcy Reform Act of 1978, 11 U.S.C.

§101 et seq. (the "Bankruptcy Code"), as amended, (ii) Borrower opposes a motion by Lender
to lift an automatic stay imposed pursuant to 11 U.S.C. §362 and for leave to foreclose the
Mortgage and any other collateral for the Loan, or (iii) Borrower files a proposed plan of
reorganization under the Bankruptey Code under which Lender would receive (x) less than all
of the Property or (y) a lien encumbering less than all of the Property or (z) a lien having a
lower priority or terms less favorable to Lender than the Mortgage as it existed immediately

_ prior to the filing of a petition under the Bankruptcy Code. Nothing in this Section X shall be_

deemed to be a waiver of any right which Lender may have under Sections 506(a), 506(b),
1111(b) or any other provision of the Bankruptcy Code to file a claim that all of the Property
shall continue to secure all of the indebtedness owed to Lender under the Loan Documents.

(e) Nothing in this Section X shall release, impair or otherwise affect the
validity or enforceability of the Note, the Mortgage and the other Loan Documents or the
perfection or priority of the lien of the Mortgage upon the Property. Nothing herein shall be
construed to prohibit Lender from exercising any remedies available to Lender provided that,
except as provided in subsections (b) and (d) above, Lender shall not attempt to execute against
or recover out of any property of Borrower other than the Property. Nothing herein shall
modify, diminish or discharge the personal obligations under the Loan Documents as set forth
in a separate written guaranty thereof, or the personal liability of Borrower or any other person
or entity under any indemnification provisions of the Loan Documents.




Michigan’s Legisiature Declares Post Closing Solvency
Covenants Unenforceable as Nonrecourse Carveouts

Paul S. Magy, Esq.
Kupelian Crmond & Magy, P.C.
Southfield, Michigan

Michigan borrowers in general and nonrecourse carve out guarantors in particular, have had
great cause for concem in the aftermath of two court decisions that parsed the intricacies of the
specific contract language while ignoring the basic purpose of CMBS lending and the rationale
behind SPE (“single or special purpose entity”) status. Wells Fargo Bank, NA v. Cherryland
Mal, ___ NW. 2d ___, 2011 WL678593 (Mich. App. 2011) and 51382 Gratiot Avenue Holdings
Inc. v. Chesterfield Development Company, 2011 U.S. Dist. LEXIS (E.D. Mich. 2011) have
turned the CMBS industry on its ear by transforming nonrecourse guarantees into full recourse
guarantees merely on the basis of insolvencies caused by the economic downturn. The mere
insolvency of a borrower in a CMBS loan had never before been understood to trigger recourse
to the carveout guarantor unless, perhaps, if the insolvency was caused by other bad acts of the
borrower. Ctherwise, since virtuaily every defaulting borrower entity is arguably insolvent, every
so-called nonrecourse loan would, actually be the opposite. This would lead to the absurd result
that a carveout guarantor's liability would be limited to actual damages caused by "bad boy”
acts, but have full liability if the value of the property falls below the amount of the debt merely
because of market conditions. .

In the past several years, numerous CMBS properties have been foreclosed upon, while
numerous others have been given back to the lender by deed in lieu of foreclosure. Where there
have been deficiencies in foreclosure sales or there have not been releases obtained for the
benefit of the guarantor, these two cases have sent a chiil up the spine of many who had tried to
put the past behind them. Special servicers, on the other hand, may feel that they have been
handed a recoupment tool on a silver platter. Special Servicers are asking attorneys whether
they can, shouid or have a fiduciary duty to examine all past deficiencies to make a
determination regarding probable liability and potential collectability from carve out guarantors.
In Michigan there is a six year statute of limitations to bring these “new” claims that had not
previously been on anyone’s radar screen. Each state has its own statute covering enforcement
of guarantees, Cbviously tens, if not hundreds of biilions of dollars of guarantor exposure is
implicated if suddenly .nonrecourse carve out guarantors are liable for deficiency judgments
based solely on the borrower's insolvency. How about the question of whether a carveout
guarantor needs to include this potential liability on their financial statement as a contingent
liability that is no longer as remote as it previously seemed?

Numerous CRE trade associations and others submitted amicus briefs in the Michigan Court of
Appeals supporting reversal of the lower court ruiing in the Cherryland case. The CMBS world
held its breath waiting and watching. Disappointingly, the court exaited form over substance,
gave short shiift fo the fundamental purpose of the particutar covenants involved, ignored direct
evidence of the actual intent of the parties that insoivency was not a recourse triggering event,
but wrote that if its decision appeared “incongruent with the nature of nonrecourse debt” and
could result ‘in economic disaster for the business communtty in Michigan” it was a matter of
pubiic policy best addressed by the legisiature. Cherryland at 16.

Michigan's Legislature Acts Swiftly to Enforce
the Original Intent of Nonrecourse CMBS Loans
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In light of the court’s invitation on December 27, 2011, the actual existence of two deficiency
judgments totaling over twelve million dollars, more lawsuite being filed by the law firm
representing the different special servicers hoping to seize these new opportunities, Michigan's
commercial real estate interests took action. Led by the Building Owners and Managers
Association of Metro Detroit (BOMA) and with the support and backing of the entire CRE
community, legislation was proposed and quickly passed to end the threat of these cases for
guarantors in Michigan. On March 29, 2012, Michigan's Governor signed the Michigan
Nonrecourse Mortgage Loan Act into law. hitp:/Awww.leqislature. mi.gov/documents/2011-
2012/publicact/pdfi2012-PA-0067.pdf. The Act passed with overwhelming, bi-partisan support in
the Michigan Senate 37-5 and the Michigan House 97-12. it expressly declares a borrower's
‘insolvency” unavailable as a triggering event for a non-recourse carveout in a commercial
morigage loan on Michigan property, characterizing such springing recourse as a deceptive
trade practice and, as such, unenforceable. The enabling language of the new law states:

The legislature recognizes that it is inherent in a nonrecourse loan that the lender
takes the risk of a borrower's insolvency, inability to pay or lack of adequate
capital after the loan is made and that the parties do not intend that the borrower
is personally liable for payment of a nonrecourse loan if the borrower is insolvent,
unable to pay, or lacks adequate capital after the loan is made. The legislature
recognizes that the use of a post closing solvency covenant as a nonrecourse
carvéout, or an interpretation of any provision in a loan document that results in a
determination that a post closing solvency covenant is a nonrecourse carveout, is
inconsistent with this act and the nature of a nonrecourse loan; is an unfair and
deceptive business practice and against public policy; and should not be
enforced.

it states in §3(1) that: "A post closing soivency covenant shall not be used, directly or indirectly,
as honrecourse carveout or as the basis for any claim or action against a borrower or any
guarantor or other surety on a nonrecourse loan.” The Act was given immediate and retroactive
effect and expressly 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. §5. The
enabling language of the new law goes on to state:

It js the intent of the legislature that this act appiies to any ciaim made or action
taken to enforce a post closing solvency covenant on or after the effective date of
this ‘act, to any claim made to enforce a post closing solvency covenant that is
pending on the effective date of this act; and to any action to enforce a post
closing solvency covenant that is pending on the effective date of the act, uniess
a judgment or final order has been entered in that action and all rights to appeal
that judgment or final order have been exhausted or have expired.

While Michigan's Nonrecourse Mortgage Loan Act ostensibly solves the problem of the
Cherryland and Chesterfield cases for CMBS loans on Michigan properties or governed by
Michigan law, it remains to be seen what the impact of those cases as "persuasive authority” will
be in other states if lenders attempt to pursue carve out guarantors on this basis. it can certainly
be said that Michigan’s legislature acted with such speed and virtual unanimity that there is no
doubt regarding its views about those cases. Yet, the final chapter on the cases and the new
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law is still in the drafting stage. The Cherryland case is pending on application for review by the
Michigan Supreme Court. The Chesterfield case is on appeal to the United States 8" Circuit.
While each case could be decided on the merits, either court may dispose of the appeal before
it as moot. This would be a mistake, especially since the lender has announced its plan to
challenge the legislation—at least its retroactivity—on constitutional grounds. It would be ironic if
the guarantors were first victimized by springing recourse and then victimized a second time by
a springing judgment if the legislation is later invalidated in whole or in part. It would also be
unfortunate’if the Cherryland and Chesterfield cases actually remained uncriticized by higher
courts when they have been criticized in virtually every other corner and by every other scholar
that has written on the subject.

The constitutional challenge should be interesting and may not be an all or nothing proposition.
The Michigan legislature identified three classes of claims for immediate and retroactive effect:
1) those that may be brought in the future based upon provisions in existing loan documents
and 2) those that are currently pending or being litigated through the courts, including 3) those
that may have already resulted in a judgment, so long as the cases are under appeal. Not
surprisingly, the lender's attorney wants to protect the judgments he has fought.hard to secure.
He will argue that his client's contract rights have been impaired and constitutional rights have
been violated. The obvious counter argument is that the legislation did not-take away any right
that the contracts provided. Those rights never existed. The legislation only took away an
interpretation by the courts that was incorrect under every fundamehtal understanding of CMBS
and the original intent of the parties. The Contract Clause prohibition (both federal and
Michigan) on impairment of contract is not absolute and is subject to the inherent police power
of the State to safeguard the interests of its people. Thus, litigation over the constitutionality of
the statute will involve an examination of whether 1) there actually is an impairment (is there
such a thing as a carveout for insolvency.in a CMBS loan); 2) the law is necessary to the public
good in that State (such as avoiding the freeze of CMBS investment in a state and the draining
of its resources); and 3) the manner in which the Legislature to addressed the problem was
reasonable. A court may differentiate between the classes of claims being given retroactive
. effect as part of that constitutionality analysis or sustain the broad retroactivity as reasonable
under all of the circumstances. ’

The question of whether a post closing solvency covenant should ever trigger nonrecourse
carve out guarantor liability is one with billions of dollars of implications around the country. How
the Michigan courts have dealt with this, how the CRE community has responded to it, how the
Michigan legislature resolved it and the attendant litigation will be instructive for practitioners,
judges, investors, lenders and legislators.

© Paul S. Magy, Esq.
Kupelian Ormend & Magy, P.C.
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ENROLLED SENATE BILL No. 992

"AN ACT to regulate the use and enforceability of certain loan covenants in nonrecourse commercial loan transactions
in this state.

The People of the State of Michigan enact:
Sec. 1. This act shall be known and may be cited as the “nonrecourse mortgage loan act”.

Sec. 2. As used in this act:

(a) “Nonrecourse carveont” means a specific 3 if any, to the provisions set forth in the loan
documents for a nonrecourse loan that has the effect of creating, if specified events oceur, personal liability of the
borrower or a gnarantor or other surety of the loan for all or some amounts owed to the lender

(b) “Nonrecourse loan” means a commercial loan secured by a mortgage on real property located in this state and
evidenced by loan documents that meet any of the following:

() Provide that the lender will not enforce the liability or obligation of the borrower by an action or proceeding in
which 2 money judgment is sought against the borrower.

(i7) Provide that any judgment in any action or proceeding on the loan is enforceable against the borrower only to
the extent of the borrower's interest in the mortgaged property and other collateral seenrity given for the loan,

(##4) Provide that the lender will not seek a deficiency judgment against the borrower.

(iv) Provide that there is no reconrse against the borrower personally for the loan.

() Include any combination of snbparagraphs (i) to () or any other provisions to the effect that the [oan is without
personal liability to the borrower beyond the borrower’s interest in the mortgaged property and other collateral
security given for the loun.

(c) “Nonrecourse provisions” means 1 or more of the provisions deseribed in subdivision (b)() to (v), whether or not
the loan is snbject to 4 nonrecourse carveont or carveouts.

(d) “Post closing solvency covenant” means any provision of the loan documents for a nonrecourse loan, whether
expressed as a cavenant, representation, warranty, or default, that relates solely to the solvency of the borrower,
including, without limitation, a provision requiring that the borrower maintain adequate capital or have the ability to
pay its debts, with respect to any period of time after the date the loan is initially funded. The term does not include a
covenant not to file a voluntary bankruptcy or other voluntary insolvency proceeding or not to collude in an involuntary
proceeding.

Sec. 3. (1) A post closing solvency covenant shall not be used, directly or indivectly, as a nonrecourse carveout or as
the basis for any claim or action against a borrower or any guarantor or other surety on a nonrecourse loan.

(2) A provision in the documents for a nonrecourse loan that does not comply with subsection (1) is invalid and
unenforceable,

(14)

Sec. 4. This act does not prohibit a loan'secured by amortgage on real property located in this state from being fully
recourse to the borrower or the guarantor, including, but not limited to, as a result of a post closing solvency covenant,
if the loan documents for that loan do not contain nonrecourse loan provisions.

Sec. 5. This act 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.

Enacting section 1. The legislature recognizes that it is inherent in a nonrecourse loan that the lender takes the risk
of a borrower's insolvency, inability to pay, or lack of adequate capital after the loan is made and that the parties do not
intend that the borrewer is personally liable for payment of a nonrecourse loan if the borrower is insolvent, nnable to
pay, or lacks adequate capital after the loan is made. The legislature recognizes that the use of a post closing solvency
covenant as u nonrecourse carveout, or an interpretation of any provision in a loan document that results in a
determination that a post closing solvency covenant is a nonrecourse carveout, is inconsistent with this act and the
nature of 2 nonrecourse loan; is an unfair and deceptive business practice and against public policy; and should not be
enforced. It is the intent of the legislature that this act applies to any claim made or action taken to enforce a post
dlosing solvency covenant on or after the effective date of this act; to any claim made to enforce 2 post closing solvency
covenant that is pending on the effective date of this act; and te any action to enforce a post closing solvency covenant
that is pending on the effective date of this act, unless 2 judgment or final order has been entered in that action and all

- vights to appeal that judgment ox final order have been exhausted or have expired.

This act is ordered to take immediate effect.

Coed Masg Viguh

Secretary of the Senate

| oy SRR

Clerk of the House of Representatives

Approved

Governor




CHAPTER FOUR
SPECIAL-PURPOSE BANKRUPTCY-REMOTE
ENTITIES

The terms “single purpose,” “special purpose,” and “bankruptcy remore” are used
in 2 variety of contexts throughout strucrured finance and securitization. Alchough
the terms have generally recognized meanings, those meanings may vary gready
depending on the role of the entity and the type of transaction. Special-purpose
bankruptey-temorte entities (“SPES”) are used in 2 wide variety of commercial
mortgage securitizations. Furthermore, the role of the SPE may be that of
botrower, depositor, general partner, member, lessor, issuer or some other role.

As the commercial morpage securitization marke has evolved, so has the
special-purpose bankruprey-remote real estate vehicle. In early pool transactions only
the depositor was required to be an SPE (see Chaprer Tiwo, Pool Transactions). The
depositor would perform only one function in its “corporate” lift, i, depositing
commercial mortgage loans into the trust which would issue the rared secusities.
Creating the depositor as an SPE was relatively straighdforward—once the depasitor
deposited the loans, it was prohibited from engaging in any other activities which would
expose it to liabilides. The prohibidon rarely presented any business problems because
once the deposit was complete, there was lirde need for che condinued existence of the
depositor in the first place. This is still generally true with respect ta pool deals.
However, in the last few years, Standard & Poor’s has seen an increasing number of
property-specific mansactions whete the underlying borrower, who owns and operates
real estate as a business, must also be an SPE. Beause the borrower is very much an
operating entity, criteria had to be developed to meld che historical SPE depasiror
crgeria with the realities of owning and opetaring real estate.

In January 1993, Standard & Poor’s published its Real Estate Finance SPE
criteria to address the increasing changes in the commercial mortgage macket.
Since that time, Standard & Poor’s has seen a number of commercial mortgage
“conduit” transactions where pools of newly originated loans are being
securitized. Standard & Poor’s has received dozens of reqlests wich respect to the
need for SPEs in those conduit transactions. In addition o the newly formed
commercial mortgage conduits, Standard & Poor’s has begun to see real estate
developers who want to use limited liabilicy companies as borrowers in condui,
credit lease and other properry-specific transactions-

As a result of the continuing changes in the real estate macker and as the cypes of
deals and vehicles change, Standard & Poor’s has decided o publish below its
criteria relating to SPEs in the context of commercial mortgage securicizacion
transactions.
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To understand the rad
rational s criteria, it i i
nale for Standard 8 Poor’s criteria, it is necessary to firse Pool Trapsactions

define an SPE in the most basic terms:

An SPE.i.r an entity which is unlikely 20 become insolvent as  resuls of izs
own activisies and which is adequarely insulsted from the of
el

any relased party’s insolvency.
The SPE is generally udilized in one of three different types of wransactions:

1. THe property-specific transaction;
2. The paol transaction; and
3. The ereditlease cransaction.

The most basic forms of these transacrions, which are subject to 2 variery of

of this publication-and are briefly summarized below.
Properry-Specific Transactions

The propercy-specific transaction is drive.n b

4 y owners and operators of real
wh.o are looking t0 borrow fuads ar a lower overall cosc :harln) what mfgl:t b:smc
available from traditional lending sources. -

In the property-specific transaction, Standard & Poor’s credic analysi

the property morgaged by the borrower as collaceral for the Joan, {t’: 2:3:-::} ;“
Standard & Poor’s analysis thac the borrower noc be subject-to economic
problems unrelated to the borrower's real estate collaceral. It is for chis reason
thar the borrower in the propercy-specific transaction must be an SPE.

As noted above, many property-specific transactions include, as pare of their
spructuze, a deposit of one or more mortgage loans into a trust, As a result, 2
propcrry—spe.ciﬁc transaction may require muldiple SPEs. In addidon tw :h,e
borrower being an SPE, the depositor may he required t be an SPE if the
cransfer of the loan by the depositor 1 a trusc could not be characterized

. properly as 2 true sale.
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As discussed in Chapter Two, in a traditional pool wransaction, an owner of
mortgage loans (the “Depositor”) will transfer a portolio of morgage loans
(together with any reserve funds, security deposis, insurance policies, LOCs,
guarantees or other forms of credit enhancement for the mortgage Ioans) o a
crust which will issue the rared securities in exchange for the proceeds from the
sale of the securities which are issued by the trust and secured by the mortgage
loans. Generally speaking, Standard & Poor’s credic analysis in a pool wransaction
Focuses on 2 combination of assetspecific and acmarial analysis of the economic
chasacteristics of the morgage pool, with limited analysis of the underlying pool
borrowers.

One of the concerns that Srandard & Poor’s has in connection with the transfer
of the loans from the Depositor to the trust is whether the wansfer constitures 2,
“true sale” under applicable law. Even chough the transfer may be accomplished
by means of 2 “pitrghase and sale” agreement, circumstances surrounding the
cransfer could lead a court to conclude that the transfer of loans was not 2 sale
bus 2 financing transaction whereby the trust made a secured loan to the
Depositor. If such a recharacterization were to occur, the transfer of the loans
would be viewed as a pledge of collaceral by the Depositor, and, if the Depositor
wete to become subject to a bankrupicy proceeding, the loans would be deemed
to be part of the Depositor’s estate under Section 541 of the U.S. Banksuprey
Code (the “Bankruptcy Code™). Consequendy, the auromaric stay and other
Bankruptcy Code provisions could apply to the moftgage loans and their
proceeds, creating the likely interference With payments on the rated securities.

In order co ameliorate the risk that the cransfer is not a “rrue sale,” the Depositor

is frequently established as an SPE. The purpose of creating an SPE Depositor is
to create an entity which should notbecome subject to a bankeuprcy proceeding,

* thus alleviacing the risk that the Deposicor will become insolvent, file a

bankruptcy petition and then (it or its creditors) claim char the wansfer was not 2
true sale. If the Depositor does riot become subject to 2 bankruptey proceeding,
chere is a lower likelihood thac the Depasitor ot its creditors will have any
incentive to recharacterize the transacdon as a secured financing,
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Credit Lease Transactions

As discussed in Chapeer Theee, in a credit lease transaction the botrower obrains
a loan which is secured by a “triple nec” lease to a raced tenant. The bogrowe;
executes 2 note and mortgage in favor of the lender and assigns its right to collect
:he. fents 1o the lender. This lender will then deposit che note, mortgage and
assignment of rencs invo a trust which will issue rated securicies. (Again, as in
property-specific wansactions, the trust struccure is not always utilized and the
borrower may issue its notes directly).

The key difference berween the striscrizred credi lease tansaction and traditional
real estare financing is that in the scructured credit lease wansaction, if the tenant
carries a credic rating (of its lease payments are guaranceed by a creditworthy
entity), the borrower will be able to obrain a rating on its debr obligation, even
:hough the borrower is not raced. Generally speaking, this rating will change
only if the racing on the tenant improves or declines. E

Because the rating on the transaction is tied to the tenanr’s racing (and not thac
of the landlord/borrower), it is criical thar the landlord/borrower be an SPE. If
:h‘e landlord/borrower were not bankruprcy remote, its insolvency could interfere
with che flow of income paying the rated securicies. :

As »\_r.irh the property-specific transaction; a credic lease transaction may require
multiple SPEs. If a deposiror deposits che [oan into a trust, in addition to the
landlord/borsower being an SPE, the depositor may be required o be an SPE if
the transfer of the loan by the deposiror to the trust could not be characterized
propecly as a true sale.

™~
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OVERVIEW OF SPE CRITERIA ‘ ' .

Standard & Poor's SPE crieria can be divided up inco four fundamental
categories:
1. Irems intended to prohibit the SPE from incursing liabilicies:
« Limitation on Purpose '
» Limitation on Indebredness
"« Prohibition on liquidation, consolidadon, merger, etc. )
2. Tterns incended to insulace the SPE from babilities of third parties:
s Separareness Covenants
* Nonconsolidation opinions
3. Iterns incended w0 protect the SPE from dissolution risk:
« Prohibition on dissolution .
« Special-purpose bankruprcy-remore equicy owner (e.g., SPE general
- partners and SPE membecs)
4. Ttems intended ro protect the solvent SPE from filing a banksuprcy pecition:
e Independent direcror

The three most frequently misunderstood aspects of the SPE ate the independent
director, the special-purpose equity owner and the honconsolidation opinion.

Independent Directors .

STANDARD & POOR'S REAL ESTATE FINANCE

Generally speaking, Standard & Poor’s requires that an SPE have an
independent director among its board of directors. The independent direcror’s
vote is required to undertake cerrain actions, most importandy, o file a
bankruptcy petition with respect to the SPE. The independenc director is
intended to protect against the situadon where an otherwise solvent SPE might

" be voluntarily filed by directors who are also directors of the SPE's pacent. Fot ©

example, if chere were no independent director, the board of dicecrors of the SPE
may be the exact same directors for the SPE’s parenc. If the parenc were to
become insolvent and deem it advantageous for the SPE to file a banksuprcy
petition (irfespective of the effect on the SPE’s creditors), the board of directors
raay simply vote to file a bankruprcy pedition wich respect to the solvenc SPE.
The independent director is intended in part to help insulate against che sisk that
che parent’s board of directors will be able to concrol the SPE and vorte to file the
otherwise solvent SPE.
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OVERVIEW OF SPE CRITERIA (continued)

Special-Purpose Equity Owner

Lo

The most frequencly used SPEs in commiercial mortgage transactions are
corporations and limited parmerships. Although this is not the case with
corporations, with limited partnerships there are circumstances under which the
insolvency of an equity owner could cause a dissolution of the limited
partnership. :

. Limited partnership SPEs are most frequently used 25 bogrowers in credic lease

and property-specific wansactions. Generally speaking, they consist of one
general partaer and muldple limited partners. Under the Revised Uniform

-Limited Parcaership Acs, if a general partner of a limited parmership were to

become subject w0 a bankruptcy proceeding, the partnership would dissolve
unless it was otherwise continued or reconstiruted by the remaining partners.
Because Standard & Poor’s cannot predict whether or not the remaining
partners would continue or reconstiture, Standard & Poor’s artemprs to protect
against the dissolucion risk by requiring thar the general partner of the limited
partnership be an SPE. If the general parcner is an SPE, chis should greacly
reduce the chances chac the general partner will become insolvent and the
partnership will dissolve. :

The SPE general partner also protects against the possibility that the partnership
would be involunarily filed or thar a bankrupecy court’s approval mighe be
required for the limited partnership to undertake cerain aces which could be
critical to the limited partnership’s ability to repay the rated indebcedness. For
example, if the sole general partner of an SPE limited partnership were to
become insolvenc and the partrership wanted to refinance the rated securicies, it
is possible that bankruptey court approval might be required in order
refinance the raced securities. If, however, the general partner were an SPE, the
general partner should not become the subject of 2 bankruptcy proceeding and
no cowrt approval would be required. .

STANDARD & POOR'S REAL ESTATE FINANCE
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SPECIFIC SPE CRITERIA

OVERVIEW OF SPE CRITERIA (conzinued)

. Nonconsolidation Opinions

One of the fundamental components of an SPE is chac the insolvency of an
affiliace of an SPE should aot impace the SPE. Under the equitable provisions of
Section 105 of the Bankruptcy Code, a court has the power to “substantively
consolidate” ostensibly separate but related entities. Substantive consolidation
treacs the assets and liabilidies of the endities as if they belonged to one, enabling
the creditors of cach formerly separate estace to reach the assets of the
‘consolidared estace.

In 2 commercial mortgage transacton, if 2n affiliace of the SPE were to become
insolvent, it is possible thar the affiliace or the affiliate’s creditors would accempt
to substantively consolidare the insolvent affiliate with the SPE, effectively
placing the SPE under bankruptcy court protection and subjecting its assets to
the claims of the affiliace’s creditors.

When courts decide whether to substantively consolidace two entites, a great
deal of their focus is on the degree to which the affairs of the cudides are
incerowined. The separateness requirements (see Chapier Four, SPE Limited
DPartnerships) are intended to separate the affairs of the affiliate with those of the
SPE, and help protect against the consolidation risk. However, substantive
consolidacion is a complex subject and the separateness covenants alone will not
adequately protect against the risk. For this reason, counsel co the SPE must
propetly structure the transaction and the relationship berween the affiliate and
the SPE 10 avoid the substancive consolidation risk. In order t confirm this
strucrure, Standard & Poor’s requires the counsel for che SPE to deliver an
opinion to thar effect.

Although a wide range of encities such as general parmerships, limited
partnerships, corporations, municipalities, not-for-profic insticutions,
eleemosynary institutions, public purpose corporations and business trusts are
ucilized in commercial mostgage transactions, the type of encities most frequently
utilized in recently rated commercial mortgage transactions are corporations,
limited parmerships and limited liability companies. Where possible, the
following criteria should be incorporated into bosh the entity's organizational
documencs and, as applicable, the transaction documents (see Chaprer Ore,
Represencationis and Warranties in Property-Specific Transacrions).

t
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SPECIFIC SPE CRITERIA  (continued)

SPE Limited Partnerships

In Scandard & Poor’s analysis of a lirited partnership, Standard & Poor's will
evaluate whecher the limited parmership conforms to the following:

1. The limited partnership’s purpose should be limited. The narure of che
limitation will depend on the limired partnership’s tole in the transactios.
For example, a borrower's purpose generally should be limited to owning
and operaring the morcgaged property. A depositor’s purpose generally
should be limited to depositing the mortgage loans. : .

b

The limited partnership’s ability co incur indebredness should be limited.
Again, the camre of this limitation will depend on the limited partnership’s
role in che transacrion, For example, a borrower generally will be limited to
incurring (1) the indebredness which secuzes the raced securities and (2)
liabilities in the ordinary course of business relating to the ownership and
operation of the mortgaged property. :

3. The limited parcaership (and, as applicable, its partners and affiliares) should
be prohibited from engaging in any dissolution, liquidation, consolidation,
merger of asset sale, or amendment of its limited parmership agreement as
long as the rated securities are outstinding,

4. Acleast one general partner of the limited partnership should be an SPE (see
Chapter Four, SPE Corporaze General Partners and SPE Corporarions). Among
-other things, this requirement is intended to protect against dissolution of
the limited partnership during the course of the rated rransaction.

5. The consentof the general partner of the limited partnership (including the
vote of the independent director of the SPE general partner) should be
tequired in order to: : )

* File, or consent 1o the filing of, 2 bankruptcy ot insolvency petition or
otherwise instirute insolvency proceedings;

« Dissolve, liquidare, consolidate, merge, or sell all or substantially all of the
assets of the partnership;

* Engage in any ocher business activity; and
* Amend the limiced partnersbip agreement.

STANDARD & POOR'S REAL ESTATE FINANGE

KERRARARAAAAR AN O NN OARAR AR AN N A "o

e me W SN N S TSy

SPECIFIC SPE CRITERIA. (rontinued)

6. The limited parmership (and, as applicable, its parenets and a.FﬁLi?:s.) should
agree to abide by cerrain “Separateness Covenants” whereby che limited
partnership covenants: .

« To maincain books and records separate from any other person or entity;
« To maintain its accounts separate from any ocher person or entity;

Not to commingle assecs with those of any other enrity;

To conducr its ownbusiness in its own name;

To maintain separate financial starements;

To pay its own liabilities out of its own funds;

To observe all parenership formalities;

To mainrain an 2rm's-length relacionship with its affiliates;

To pay the salacies of its own employees and maintain a fufﬁciem number

of eraployees in Light of ics contemplated business operations;

Not to guarantee or become obligared for the debes o_f any other endty or

hold our its credit as being available to satisfy the obligations of others;

Not o acquice obligations or securities of its partaers, members or

shareholders; :

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

To use separate stationery, invoices, and checks;

Nor to pledge its assets for the benefit of any other entity or make any

loans or advances to any entity;

To hold irself out as a separate entity;

o To correct any known mistnderstanding regarding its separate idenciry;

and

+ To mainwin adequare capital in light of its conternplated business operations.

" 7. Ifthere is more than one general partner, the limited panncrs.h]p agreement
should provide that the partnership shall continue (and not dissolve) forso
long as another solvent general parter exists. .

8. .If che limited partnership is an out-of-state or foreign entiry, :h'c limi-:e
partnership must be qualified under applicable law in che state in which che
collateral is located.

9. Standard & Poor’s requests an opinion of counsel fha: upon the ir.xso.lvcncy
of (1) alimited partner having greater than a 49% incerest in r.hc .lu'mted
partneship or (2) any general partner that is not an SPE, tb_e limited
partnership or irs assersand liabilides would not b.e subs:anmv_ely
consolidated with that insolvent partner. Depending on the circumstances,
additional nonconsolidation opinions may be required.

1
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SPECIFIC SPE CRITERIA (continucd)

SPE Corporate General Partners
Typically, the SPE General Partner is 2 corporation. In Standard & Poor's
analysis of a corporacion, Standard & Poor’s will evaluate whether the certificate
or articles of incorporation conforms to the following:

1. The corporation's purpose should be lirhited to acting as general partner of
the limited partnesship.

2. The corpcx:ation's abilicy to incur indebredness should be limited.

3. The corporation should be prohibited from engaging in any dissolution,
liquidacion, consolidation, merger or asset sale, or amendment of its articles
of incorporarion as long as the rated securities are outstanding.

4. The corporation should have at least one independent director.

5. The unanimous consentc of the directors should be required to:

File, or consent to the filing of; a bankruprcy or insolvency petition or
otherwise institure insolvency proceedings or cause the partnership to do so;
To dissolve, liquidate, consolidate, mesge, or sell all or substantially all of
the assets of the corporation;

Engage in any ocher business activicy; and
Amend the arcicles of incorporation of the corporation or vote to amend
the limiced partnership’s limited partnership agresment.

6. The directoss of the cocporarion should be required to consider the interests
of the eredirors of the corporation in conaection with all corporace actions.

7. The corporation should agree w observe the “Sepm:encss Covenancs”
referred to above,

8. Standard & Poor's requests an opinion of counsel that upon the insolvency
of any sharcholder holding more than a 49% of the stock of the corporation,
the corporation or its assecs and Habilities would not be substantively
consolidated with that insolvent shareholder. Depending on circumstances,
addidonal nonconsalidation opinions may be required.
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SPECIFIC SPE CRITERIA (conzinued)

SPE Corporations

In Standard & Poor’s a.nalysls ofa corporauon, Standard & Poor’s will evaluate
whether the certificate or aricles of incorporation conforms to the following:

1. The corporation’s purpose should be limited. The nature of the limitation
will depend on the corporation’s role in the transaction. For example, a
borrower’s purpose generally should be limited to owning and operaring the
moregaged property. A depositor’s purpose generally should be limited to
depositing the mortgage loans.

2. The corporation’s ability to incur indebredness should be limited. Again, the
nacure of this limitacion will depend on che corporation’s role in the

“transaction. For example, 2 borrower generally will be limired to incurring
(1) the indebtedness which secures the rated securities and (2) liabilicies in
the ordinary course of business relating to the ownership and operation of
the mortgaged property. )

3. The corporation should be prohibited from engaging in any dissoludon,
liquidation, consolidation, merger or asset sale, or amendment of its articles
of incotporation as long as the rated securities are ourstanding.

4. The corporation should have at leist one independent director.

5. The unanimous consent of the directors should be required to:
« File, or consent to che filing of, a bankruptcy or ihsulvency petition or
otherwise institute insolvéncy proceedings;
« To dissolve, liquidate, consolidate, merge, or sell all or substantially all of
the assets of the corporation;
« Engage in any other business acrivity; and
« Amend the aricles of incorporation of the corporation.

6. The directors of che corpomnon should be required to conslder the interests
of the creditors of the corporation in connection with all corporate actions.

7. The corporation should agree to observe the “Separateness Covenants”
referred o above.

8 If the corporation is an out-of=state or forcién entity, the corporation should
be qualified tnder applicable law in the state in which the collateral is located.

9. Standard & Poor's requests an opinion of counsel that upon the insolvency
of any shareholder holding more than a 49% of the stock of the corporation,
the corporation ot its assets would not be consolidated with that insolvent
shareholder. Depending on circumstances, additional nonconsolidation
opinions may be required.
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SPECIFIC SPE CRITERIA (ronrinued)

SPECECSPECRITERA (wincd) o= p o R
SPE Limited Liabili " 6. The limited liability company should agree to observe the “Separaceness
. ited Liability Companies Covenants” refetred to above. :

In iuSra:;iud & Poor’s analysis of a limited liabilicy company, Standard & Poor's
guoi;/in;:are whether the articles of organizadion of the company conforms to the

7. To the extent permirted by cax law, the articles of organization should
provide chat the.vote of 2 majority of the remaining members is sufficient to
1 continue the life of che limited liabilicy company, in the evénc of a
termination event. If the required consent of the remaining members to

N

1. The limiEed liabilicy company’s purpose should be limited. For example, 2
borrower's purpase generally should be limited to owning and operating the
morrg.aged property. A depositor's purpose generally should be limited to
depositing the morcgage loans.

. Th?Jimircd liabilicy company's abilicy to incur indebredness should be
limited. T.'hc nacure of the limitation will depend on the limiced liabiligy
company’s role in the transaction. For example, a borrower generally will be
limited o (1) i'nn.xrring the indebredness which secures the rared securidies
and (2) Ixal_nlmes in the ordinary course of business relating to the ownershi
and operation of the mortgaged propercy. ?

X T.hc llm.ircd lliabiliry'compmy should be prohibited from engaging in any
dls'soluu?n, lxquxdaua'n. consolidation, merger or asset sale and amendment
of its atcicles of organization as long as the rared securiries are outstanding,

continue the limiced liability company is not obrained, the arricles of
organization musc provide thar the limited liabilicy company not liquidace
collareral (excepe as permitced under the eransaction documents) withour che
consenc of holders of the rared securites. Such holders of the rated securities
may continue co exercise all of cheir rights under the existing security
agreements of mortgages, and must be able o retain the collareral untl che
debr has been paid in full or otherwise completely discharged.

. If the limited liability company is an out-of-state or foreign entity, the

litnited liability company should be qualified under applicable law in the
state in which the collateral is locared.

. *Standard & Poor’s requests an oéinian of counse! thar upon the insolvency

of any member holding more than 49% of the membership interests in the
limired liability company, che limited liability company or-its assets and

1ne

liabilities would not be substantively consolidated wich that insolvens
member, Depending on the circumstances, additional nonconsolidation
opinioss may be required. Also, Sandard & Poor’s requires an opinion of
counsel that the limized liability company will be taxed 2s 2 partnership and
not as a corporadion. ’

4. The limited liabilicy company musc have at least one member which is an
SPE, such as an SPE corporatian, described above. Generally, only the
‘l?znluupccl:'y-remote special-purpose member should be designated as the

manager under che law under which the limired liability company is
organized, and the limired liabilicy company's articles of organizacion should
provide thar it will dissolve oaly on the bankruptcy of 2 managing member. :

5. ?hc u.na.nimolfs consent of the members (including the vore of the
independenc director of the SPE member) should be required ro:

e File, o consent the filing of, a bankruprey or Insolvency petition or
otherwise institure insolvency proceedings;

* Dissolve, liquidate, consolidate, merge, or sell all i
o o e e compmi ors or substantially all of the

* Engage in any other business activicy; and
* Amend che limired lizbilicy company’s organizational documents.
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Publication Date: May1 2003

U.S. CMBS Legal and Structured Finance
Criteria

Introduction

The commercial mortgage securitization market has steadlly evolved since lhe publication in 1994 of
Standard & Poor's criteria governlng commercial mortgage securitization transactions. One result has been

that Standard & Poor's has ived numerous raquests for an update of Structured Finance Ratings, Rea]
Estate Flnance—Legal and S(ructured Finance Issues in Commercial Mortgage Securities. As the
securit market has seasoned and grown significantly over the last several

years, Standard & Puqr‘s feit it was appropriate to re-evaluate the exnshng criteria and to add further topics
that are pertinent to these issues, the evoiution of which, in each case, is due to Standard & Poor's
addressing nave! features or changes that have arisen over the last several years. This guide compiles and
updates Standard & Poor's legal criteria for commercial mortgage securitization.

It should be noted that, as the markerplace evolves, the criteria discussed in this publication are subject to
revision, Standard & Poor's regularly reviews its crileria to keep current with bath changes in the faw and
market developments in the area of structured finance. As a resull, these crileria are not stagnan( but
evolve over time. Standard & Poor's contact and with p ial as well as current
market participants to consult with it for clarification regarding any of the criteria described in this
publication, or with any questions regarding future structured (ransactions and deveiopments as they arise.
The goal is to enable easy eccess and to provide the reasoning behind the rating criteria, To this end,
Standard & Poor's will continue to publish its criteria to keep market participants informed of any new
approaches to rating structured transactions. As a practical necesslty, this publicalion cannot and does not
purport to address every issue that comes up in a loan origination or cial morigage securitizatj
transaction. In the absence of clear guidelines, market participants are urged to use a prudent lender
standard

This publication is divjded into five sections and 16 appendlxes. The first three sections deal with the three
basic types of commerclal mortgage securitization \ransaclions:

» The property-speclfic or “stand-alone"” t tion (i.e., a loan involving a single property
wilh one boirower, multipie praperties with one borrower, cross-collateralized multiple properties with
multiple borrowers, a small number of non-cross-collateraiized properties with unrelated borrowers
that does not constitute a pool) and the farge loan transaction (i.e., a-large loan included within a
conduit or pool transaction or a group of large loans to unrelated borrowers that are pooled together)
(see section cne); .

The pool transaction (i.e., pools of performing loans, pools of nonperforming loans and conduils)
(see section lwo); and

« The credit lease transaction (see section three).

Each of these types of transactions has a number of variations and may invelve any one of several property
types. including retail. muitifamily, office, industrial, mobile home parks, health care, warehouse and mixed
use.

The last two sections address issues that are applicable to each of the three types of commercial morigage
Iransactions. Specifically, section four deals with Standard & Pour's crileria relating to special-purpose
bankruplcy-remote entities (SPEs). Section five describes Standard & Poor's criteria relating to legal
opinions. The appendixes deal with certain specific topics in greater detail, as well as providing some of the

standard forms for CMBS transactions.

We would like to express our appreciation to the authors of some of the attached appendices, including
Tom Gillis, Tom Murray, Dina Moskowitz, Roy Chun, Shawn Harringten, Nancy Olson, and James Penrose.

Last, a special thanks to Maureen Coleman, Joan Biro and Kim Diamond for their efforts in making
contributions and revisons to this publication,

- Gale C. Scott, Managing Director, Global Real Estate Finance, (1) 212438-2601,




Section Four - . i
Special-Purpose Bankruptcy-Remote Entities

view . )
%\;et;rms “single purpose * "spe 0Se. It} re used in a variely of contexts

ial pur,
Lhroughoul lhe structured finance and securilization markets. Although the tern}s have generally recugm:zed
meanings, lfiose meanings may very greatly depending on the_ ole oj the apmy and the typ_e of lransaction,,
Special-purpose, bankruptcy-remole entilies "SPESs" are usedin & vylde_vanery of commercial morigage
securilizations. Roles that may call for an SPE entity in a securitization include those of borrower, depasitor,
trust, general partner, member, lessor, and issuer.

Since the original publication of Standard & Poor's Legal ard Structured Finan_ca Issues in Commercial
Mortgage Secuities, Standard & Poor's has receive_d ongoing inquiries regardu)g cntgrxa relating to _SP.Es.
These inquiries grow out of various market factors, including the increased desire by issuers to use iimiled
liability companies and the inclusion of large loans in pog[ transactions. This section updates the criteria
regarding SPEs In light of these market factors and inquiries.

Rationale for the SPE in a Commercial Mortgage-Backed Transaction .
To understand the rationale for Standard & Poor’s crilerid, it is necessary Lo__descr:be an S_PE in the most

" pasic lerms. An SPE is an entily, formed concurrently with or lITlmEdlElEly prior to the sub!ecl transaclion,
that is unlikely to become insolvent as a result of its own activities and that is adequalely insulated from the
consequences of any relaﬂpany‘ﬁso.vency. “The SPE s generally Utilized in one o %ree difierent types

of transactions:

= The property-specific or large loan transaction;
« The pool lransaction; and
« The credit lease transaction,

The most basic forms of these transaclions, which are subject to a variety of structural perm_ulations, are
discussed in detail in sections one, two, and three of this publication and are briefly summarized below.

Property-Specific and Large Loan Transactions . . .
] th‘; pr}c’zpe’:‘ty-speci\"xc or large loan transaction, Standard & Poor's credil analysis Iocuses on the property

mortgaged by the barrower as collaleral for the ioan. I is crilical to Standard 8 Poor's analysis that the .
borrower be insulated from economic issues that are unrelated lo the borower's real estate collateral, It is
for this reason that the borrower in the property-specilic or large loan transaction must be an SPE.

As discussed in seclion dne, many property-specific Iransaclions include. as parl pr their slucture, 3
deposil of one or more mortgage loans into a trusl. As a result, in a propeny—speglﬁc transaction. muilipie
SPEs may be appropriate. In addition to each borrower being an.SPE, the qepos_llor and/or the holder of
any securilies or interests in morigage loan received or retained in connection with a transfer of a loan or
loans should be an SPE If Lhe transfer of the loan orloans by the orxgmlator lo the depositor, or by the
deposilor to a trust, cauld not otherwise be characlerized properly as a "true sale”. |

Pool Transactions ) .
As discussed in section two, in a traditional pool transaction, one or more mortgage loan sellers will transfer

i i i ity deposits,
a portfolio of mortgage loans (togelher wilh any loan documentation. reserve funds, security s
in§urance policies, letters of credit, guarantees, or ather forms of credil enhancemenl for the mortgage
loans) to the depositor which, in turn, will transfer 8 such mortgage Ioar_]s to a trusl, The trust will issue the
raled securities, which are backed by the mortgage loans, ta investors in exchange for the proceeds from
the sale of the securitics.

One of the concems that Standard & Poor's has in connegtion with the transfer of the loans from the
originalors to the deposilor. or from the depositor to the trust, is yvhether the transfler constitutes a Irue sale
under applicable law. Even though the transfer may be accomplished by means of an agreement between
ihe transfercr and the transferee for the purchase and sale of the mortgage loans, crcumstances
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surrounding the transfer could lead a court to conclude that the transfer of oans was not a sale, but rather a
financing transaction whereby thé transferee has made a loan to the transferor secured by the transferor's
interest in the mortgage loans. . . .

If such a recharacterization were to occur, the putative transfer of the mortgage ioans would instead be
canstrued as a pledge of mortgage loans by the transferor as collateral for the financing and, if the
transferor were to become subject lo a bankruplcy proceeding, a bankruptey court could include the loans
inthe transferor's estale pursuant Lo Section 541 of the "Bankruptcy Code". Consequently, the automatic
stay and other Bankruptcy Code provisions couid apply ta the mortgage loans, any related collateral, and
proceeds of the foregoing, which would likely interfere with timely payments of inlerest or the ultimale
payment of principal on the rated securities. ! )

in situalions where a transfer cannot be characterized properly as a true sale, the transferor generally
should be an SPE. In addition, any securities or interests in the transferred mortgage loans received or
retained by a loan originator In connection with such transfer generally should be held in an SPE.

The purpose of creating an SPE in these situalions is to create an enlity that should nol become subject to
a bankruptey proceeding. The use of an SPE entlty is designed to reduce the risk of the transferor
becoming insolvent (or being substantively consolidaled with an insolvent affiliate), filing.a bankruptcy
petition, and claiming (or having other creditars of the transferor claim) that the transfer of the mortgage
loans and other collaleral lo the depositor or the securitization trust was not a true sale. [f the depositor or
holder of securities or retained interests do not become subject to a bankruptcy proceeding (or
substantively consolidated with an insolvent affiiiate), the likelihood that the depositor or holder of securities
or retained interests or their creditors will have any incentive to recharaclerize the iransaction as a secured
financing is consequently reduced, (See Section Five, Legel Opinions, for 2 more detailed discussion of
true sale issues). .

Credit Lease Transactions

As discussed in Section Three, in a credit lease transaction, the borrower, as landlord and owner of the fee
interest in an income-producing real property, oblains a loan that is secured by a "triple net” bondable lease
to a rated lenant. Typically, the landiord/borrower will execute a note and mortgage in favor of the lender
and will assign its right to collect the rents under the lease fo the lender. The lender will then deposil, eithar
directly or indirectly through a depositor, the note, mortgage, assignmient of rents, and related collateral into
8 trust that will issue rated securities.

As in property-specific transactions, the trust structure (.e., where the trust issues the rated securities is
not always employed. The lender or its affiliate may instead directly Issue the rated securities (through an
indenture or olherwise) and deposit the notes, the mortgages, the assignments of leases and rents, and the
relaled collateral with a collatera! administrator © hold in trusl and as collateral for the rated securities.

A key difference between the structured credit lease transaction and traditional real estate financing is that
in the former case. If the tenant has been assigned a'credit rating by Standard and Poor's (or the tenant's
lease payments are guaranteed by an antity who has been assigned a credit rating), it will be possible,
under most circumstances, to assign a rating to the credit lease debt obligation of the landlord/borrower
based on the credit rating of the tenant (or its guarantor). Generally, the rating ascribed to the credit lease
debt obligation of a landiord/borrower will be adjusted only if the rating on the tenant (or the guarantor of the
tenant's lease obligations) improves or declines.

Because the rating on the transaction is lied to the raling of the tenant (or its creditworthy Quaranter). it is
critical thai the landlord/borrower be an SPE. I the landlord/borrower were not an SPE, a landlord/borrower
insoivency could interfere with limely payments of interest or Lhe uitimate payment of principal on the rated
securilies.

As with property-specific transactions and pool transactions, in a credit lease transaction, muitiple SPEs
may be appropriate. For example, il a depositor conveys the credil tenant foans into a trust, in addition to
the landlord/borrower being an SPE, the depositor also should be an SPE if the transfer of the credit tenant
loan by the depositor to the trust could not be characterized properly as a true sale.
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Overview of SPE Criteria
The foliowing general categaries are the framewark for Standard & Poor's SPE criteria:

« Restrictions intended to limlt or eliminate the ability of an SPE from incurring liabilities other than the
debt 1o be inciuded as part of the rated transaction, including (i) restrictions and/or limitations on
indebtedness, and {ii) limitations on purpose of the SPE and the activities in which it may engage.
Restrictions intended to insulate the SPE from liabilities of affiliates and third parties, inciuding {i) the
requirement that the organizational documentation of the SPE and the transaction documents
contain separateness covenanis described in this section and (i) the requirement thata
nonconsofidation opinion be delivered with respect to the SPE meeting the guidelines described in
Section Five of this publication,

Restrictions intended to protect the SPE from dissolution risk, including (i) absolute prohibitions en
liquidation and consolidation for so long as the rated securitles are outstanding. () restrictions on
merger of Lhe SPE, and sale of all or substantially all of the assets of the SPE, in each ¢ase, without
the prior written consent of the lender and, following the securilizalion of the indebtedness, receipt of
a ratings confirmation, and (iil} the requirement that, except for a property structured singie member
iimited liability company as discussed tielow, (a Single MemberLLC"), the SPE have appropriaie
single-purpose, bhankruptcy-remote equity owners (e.9., SPE general pariners-with respect to an SPE
fimited partniership, or an SPE member hojding a meanirigful economic.interest with respect to an
SPE limited liability company Lhat is not a Single Member LLC).

Restrictions intended 10 limit a solvent SPE from filing a bankrupicy pelition (or taking any other
insolvency action), including the requirement that the SPE (andlor any SPE constituent entity) have
an independent director or independent manager whose vote is required prior to the fiing 6f any
bankruptey (or taking any other insalvency actions) in accordance with the guidelines of this section.

.

"Although a single-member LLC typically contains only one member, it may contain.multiple members, The
term “single-member LLC" is used in this section for ease of discussion. (See Appendix XIH for a discussion
of Standard & Poor’s SPE crileria for single-member LLCs).

The foregeing categories of restrictions for SPES are discussed in detail in this Section,

Specific SPE Criteria

Although a wide range of entiies such as general partnerships, limited partnerships, limited liability
companies, corporatons, munlcipalities, not-for-profit institutions, charitable institutions, public purpose
carporations, and business trusts are utilized in commercial mortgage transactions, the type of entities mest
frequently used in recently rated commercial morigage rransactions are corporations, limited partnerships,
and limited llabmty companies. The following criteria should be incorporated inio both the transachon

documents in addition to the following:

« ifthe SPE is a corporation, the filed articles of incorporation;

« |fthe SPE is a limited llability company, the limiled iiabilily company operating agreement;
« if the SPE is a fimiled partnership, the limited partnership agreement; and

« Il the SPE is anolher type of erility. its comesponding organizational documents.

Restrictions on Additional Indebtedness
The ability of an SPE lo incur indebtedness, other than the indebtedness that is supporting the rated
securifies, should be limited. The nature of this fimitation will depend on the SPE's role in the transaction.

For example, the SPE mortgage borrower's organizational documentation and the transaction
documentation that evidences the indebtedness backing the rated securities should generally restrict the
SPE mortgage borrower from incurring,indebledness other than (i) the indebtedness that backs the rated
securities and (i) unsecured trade payables that are as follows:

. biegt to 3 cap on the aggreqate amount of rade indebtedness that may be incurred (which

maximum amount, in the case of an SPE mortgage borrower in property specific or large loan
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transactions, is-generally less than 2% of the Erlnmgal amount indebtedness supporting the rated -

securities, and is generally less Lhan a de minimis amount in the case of an SPE equity owner of an
SPE mortgage borrower);

Incurred in the ordinary course of business,

Related lo the ownership and operation of the mortgaged property:

Required to be paid within 60 days from the date such trade payables are first incurred by the SPE
mortgage borrower (and not merely 60 days from the date on which the trade payables are due); and
Not evidenced by a promissory note (see Section One, Permitted indebtedness, for a further
discussion of additionai debt).

Standard & Poor's will generally review, on a case-by-case basis, the documentation and information with
respect t0 any additional debt that an SPE is permitted to incur,

Limitations on the Purpose of an SPE

The purpose for which the SPE is formed and the activities that the SPE may be engaged in should be
expressly fimited in bolh Lhe fransaction documents and the organizational decumentation of the SPE, The
nalure of the timitation will depend en the SPEs role in the transaction. For example, an SPE mortgage
borrower’s purpose shouid be limiled to owning and operating lhe mortgaged property that is collateral for
the debt supporting the rated securities and activities necessary and incidental to such purpose. The
purpase of any equity owner of an SPE mortgage borrower that itself is a SPE constituent entity shouid be
fimited to owning the equity interests in the SPE mortgage borrower, while an SPE depositor's purpose
should be limited to depositing the martgage loans Into the trust that will issue the rated securities.

Prohibition on Consolldation and Liquidation; Restrictions on Mergers and Asset Sales

Both the organizational documentaiion of an SPE and the transaction documentation reiated to the
indebledness that supports lhe rated securities should, for so long as the rated securities are outstanding.
prohibit the SPE from deing the following:

Consolidaling or combining with another entity;

Liguidaling or winding-up; and .

Merging or seiling alf or substantlally all of its assets, in each case, without the prior written consent
of the lenderand, in the case of property-specific or large foan transactions, receipt of a ratings
confirmation.

Prohibition on Amendments to Documentation

Baoth the organizational documentation of an SPE and the {ransaction documentation refated to the
indebtedness that supports the rated securities should prohibit the SPE from amending the provisions of the
organizational documentation of the SPE that pertain to SPE criteria {including any defi ned terms pertaining
to such crileria) as long as the rated securities are outstanding.

SPE Equity Owners of SPE Limited Partnerships, SPE Limited Liability Companies,
and Multitiered SPE Structures

The discussion lhat follows addresses the proper strucrurlng for SPE equity owners in limited partnerships
and limited liability companies, which are two of the most common types of entilles used in commercia!
morigage transactions. SPE equity owners for other lypes of entities, such as general partnerships and
trusts, are examined by Standard & Poor's on a case-by-case basis,

SPE Equity Owners in SPE Limited Partnerships

SPE limited parinerships are frequently used as borrowers in mortgage loan transactions. Typically, SPE
limited partnerships consist of cne general pariner and one or more limiled partners. Under the Revised
Uniform Limited Parinership Acl, if a general partner of a iimited partnership were to become subject to a
bankrupicy proceeding, Lhe partnership would dissolve unless it was elherwise continued or reconstituted
by the remairing partners. Because Standard & Poor's cannot predict whether or not the remaining partners
wouid continue or reconstitute an SPE limited partnership, Standard & Poor's seeks to prolect against this
dissolution risk by requiring that all general partners of the SPE limited partnership be structured as SPEs
lhemselves. Requiring the SPE iimited parinership to have each of its general panners be an SPE should
reduce the risk of a general pariner becoming insolvent, which might otherwise cause the SPE limiled
parinership to dissolve.,
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Providing that all general pariners of an SPE limited partnership will be SPEs shouid also protect against
the possibllity that, in the case where a gensral partner becomes insolvent but the limited partnership is not,
a bankruptcy court's approvai in connection with the general partner's insolvency might be required for the
SPE limited partnership to undertake certain acts. For example; if the sole general pariner of an SPE limited
partnership were to bscome insolvent and the SPE limited partnership desired to refinance the relatad
morigage loan, it is possible that the approval of the bankruptcy court would be required with respect to
such proposed financing. .

Where an SPE general pariner of the SPE fimited partnership is not an SPE cerporalion or a properly
structured singie-member LLC, but instead is an SPE limited partnership or SPE limited liability company
that is not a properly struclured Single Member LLC, the SPE general partner should itself have SPE
general partners that are SPE corporations or properly structured single-member LLCs in the manner
described in this Section. This guldeline applies with equal force to each SPE limited partnership or limited
liability company included in the chain of general partnership ownership in the borrower structure.

SPE Equity Owner [n SPE Limited Llability Company

In generai (except in the case of a properly structured single-member LLC), with respect to transactions
involving an SPE limited liability company, at ieast ane member of the SPE limited liabllity company holding
a meaningful econamic interest in such SPE (generally at least 0.5%) should Itself be an SPE. Standard &
Poor's chief concern is that the bankruptcy ar inspivency of non-SPE members may precipitate the
bankruptcy or insoivency of the SPE iimited liability company or a dissolution of the SPE limited iiability
company. Having at leas! one member of the SPE fimited liabifity company that is itsell an SPE mitigates
such risk, Howaver, as described in Appendix Xiii, Standard & Poor's will rate a transaction invalving a
properly structured single-member LLC (which has no SPE economic members).

Where the SPE equity owner of the SPE limited liabiiity company is not an SPE carporation or a properly
structured single-member LLC, but instead is structured as an SPE limited fiabifity company that is not a
single-member LLC, such SPE equity owner must itself have an SPE equity owner thatis an SPE
corporation or a properly structured single-member LLC in the manner described in this Section. This
guideline applies with aqual force to each SPE limited liability company or SPE limited partnership Included
in the borrower structure.

The “independent Director”

The Tollowing discussion concerns Standard & Poar's recommendations for “independent directors” for SPE
organizational structures. These recommendations are commonly followed in transactions reviewed by
Standard & Poor's and are currently viewed by Standard & Poor's as prevalent in the market, The
discussion that follows does not, however, atternpt to address each possible permutation and combination
of entilies that may comgprise the SPE’s grganizationa! structure. Independent director provisions for'general
partnarship barrowers, trust borrowers, and other borrowing structures that differ from the strugtures
described below are examined by Standard & Poor's on a case-by-case basis.

As noted above, the vote of the independent director is required fo undertake certain actions, most
irnpor!anlly to file @ bankruptcy petition or take other insolvency action with respect to the SPE, The
provisions regarding the independent director are intended to protect against a voluntary bankruptcy
petition being filed by the shareholders, members, pariners, directors, or managers (as applicable) of an
otherwise solvent SPE, This situation could arise. for example, where all of the directors on the board of an
SPE corporation were also members of the board of directors of the operaling company parent of that SPE
corporation,

If there were no independent director on the board of the SPE corporation, and the parent of the SPE
corperation were to becomne insolvent and, as a consequence, deem it advantageous for the SPE
corporation lo file a bankruplcy petition (without regard to the impact on the SPE carporation's creditors),
the directors of the SPE corporation could simply vote ta file a bankruptcy petition with respect to the
otharwise solven! SPE corporation, The independent direclor is, therefore, intended (in part) to help Insulate
against the risk that the shareholders, members, partners, direclors, or managers (as applicabie) of the
parent of the SPE will be able to control the SPE and vote to file a bankruptcy petition wx:h respect to an the
othenwise solven| SPE.

The following is a generally acceptable definition of “independent director”.
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A duly appointed member of the board of directors of the relevant entity who-shall not have been, at the
time of such appointment or at any time while serving as a director or manager of the relevant entity and
“may not have been at any time in the preceding five ysars, any of the following:

« Adirect or indirect legal or beneficial owner in such entity or any of jts affiliates;

« A creditor, suppiier, employee, officer, director, family member, manager, or contractor of such entity
or any of its affiliates; or

« A person who controls (whether directly, indirectly, or otherwise) such enhty orany of ils affiiiates; or
any creditor, supplier, employee, officer, director, manager, or contractor of such entity or ils
affiilates.

independent Directors for SPE Corporations

An SPE corporalion should have, at all times while the indebltedness supporﬁng the rated securities is
outstanding, at least one independent director duly appeinted to, and serving on, its board of directers. in
addition, the upanimous consent of the board of direciors of the SPE (including the independent director(s))
should be required to file, or consent to the filing of, a bankruptcy ‘orinsaivency pefition or otherwise
instilute insolvency proceedings with respect o the SPE corparation. The board of directors of the SPE
corporation (including the indepsndent director(s)) should be required to consider the Interests of the
creditors of the SPE corporation in connection with aif such bankruptey and inscivency actions.

independent Directors for SPE Limited Lnablllty Companies
An SPE fimited liability company should have, at all imes while the indebtedness supporting :he rated

¢ securities is outstanding:

* Anindependenl manager or independent director wha is a duly appointed member of. and serving
on, the board of managers or board of directors of the SPE limited liabliity company barrower, if the
SPE fimited fability company barrower is structured such that itincludes a board of managers or
board of. directors whose vole is required with respect to taking any bankruptcy or insalvency action;
or
An SPE independent member thatis a membcr of the SPE limited liability company borrower having
(%) if such independent member of the SPE limited liability company borrower is a corporation, an
independent director, (y) if such independent member of the SPE limited liability company borrower
is a limited liabllity company, an independent member or independent manager, or (2} if such
independent member of the'SPE limited liability company borrower is a.limited partnership, an SPE
general partner that itself has an independent directer if such generai partner is a corparation, oran
independent manager or independent member if such SPE general partner is a limited liability
company; or
» As to any single-member LLC,.an independent member that is a "non-economic member”, whu:h
may be a corparation having an independent director, a limited liability corpany having an
independent member, or independent manager or a limited partnership having a general partner that
has an indspendent director, independent manager, orindependent member, as applicable. For any
properly structured singl LLC, the independence feature provided by an independent
director may also be provided by an individual who serves as the "non-ecanomic member” of the
limited liabifity company borrower, provided the individual would otherwise qualify as an independent
director if :he'SFE lirnited liability company borrower were structured with @ board of managers,

Independent Directors for SPE Limited Partnerships
Each general partner of an SPE limited parinership borrower should have at all times while the
indebtedness supparting the rated securilies is outstanding, the following: .

« Anindependent director among its board of directors, if such general pariner is a corporation, in the
manner described under the Section enlitled "Independent Directors far SPE Corparalions,” above;
or

= Anindependenl manager or independent-member (as applicable) if such general partner is a
properly structured singiesmember LLC, in the manner described under the Seclion entilled
“independent Directors fof SPE Limited Liability Companies” above,
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Separateness Covenants . o
As discussed above, in order to increase the likelihood that an SPE wili be insulated from the liabiliies and

obligations of its affiliates and third parties, the SPE should agree to abide and, as applicable, its
shareholders. members, partners, and affiliales should agree to cause the SPE to abide by the following
separateness covenants with respect to the SPE (the "Separateness Covenants”) whereby the SPE
covenants, among other things: .

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

To maintain its accourits separate from ahy other person or entity;

Not to commingle assets with those of any cther entity:

To conduct its own business in its own name;

= To maintain sep financial s

Topay its own liabilities out of its own funds;

To observe all partnership formalities;

To maintain an arm's-length relationship with its affliates; .

To pay the salarles of its own employess and maintain a sufficient number of employees in light of its
contemplated business operations;

Not to guarantee or become obligated for the debls 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 benefil of any other éntity or make any loans or advances to any
entity; .

“To hold itself out as a separate entily;

To correct any known misunderstanding regarding its separate identity; and

To maintain adequate capital in light of its conlemplated business operations.

Nonconsaiidation Opinions .

In arder for an entity to be considered an SPE, the insolvency of an affiiate of that SPE should not impact
the SPE. Under the equitable provisions of Section 105 of the Bankruptcy Code, a court has the power to
"subslantively consolidate" ostensibly sep but related entities. Substantive consalidation treats the

assels and liabilities of the eritities as if they belonged to orie, enabling the credilars of each formerly
separale estate lo reach the assets of the consolidated estate. .

In a commercial mortgage transactian, if an affiliate of the SPE were to become insolvent, it is possible that
the affiliale or the affiliate’s creditors would attempl to substantively consolidate the insolvent affiliale with
the SPE, effeclively placing the SPE under bankruptey court protection and subjecting its assets to the
claims of the affiliate‘s’creditors, !

In determining whether Lo substantively consolidate two enlities, courts generally fogus on the degree to
which the affairs of the eniities are intertwined. The separateness covenants {(and the other SPE criteria)
described in this Section are intended ta separate the affairs of the affiliate with thase of the SPE, and to
mitigale consolidation risk. The Jaw pertaining to substantive consolidation is, however, a complex subject
and the separateness covenants alane will not adequately protect against the risk. For this reasan; caunsel
to the SPE must properly structure the transactian and the relationship between the SPE and its affiliates
(including affiliated property managers) to'avaid the risk of subslaritive consolidalion. In order to-confirm
whether a given SPE structure is appropriately insulated from consolidation risk, Standard & Poor’s relies
on an opinion af counsel for the SPE Lo that effect. Standard & Poor's speific guidelines with respect lo
nonconsalidation opinions are discussed in detail in Section Five of this publication. .

Pre-Existing Entities as SPEs

Gencrally, an SPE entity should be formed immediately prior to the subject transaction in order lo limit the
risk that any prier activity involving the enlily (i.e., activily occurring before the incurring of the indebtedness
securing the rated securities) coutd be a basis for consalidaling such the propased SPE with any ather
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enlity. Standard & Poor’s has frequently been asked whether a pre-existing entity may qualify for treatment
as an SPE, and has, on a case-by-case basis, reviewed transactions Involving mortgage loan borrowers
that ar)e pre-existing entities. (See Appendix X1V for a furthar di jon of "pr isting" or "recycled
SPEs, :

Entity-Specific SPE Criteria
As noted above, the types of entities most frequently used in recently rated commercial mortgage
transactions are corporations, limited partnerships, and limited liability companies. Set forth below are

- spacific criteria that should be incorporated into both the transaction documents:

.« Ifthe SPE s a corporation, the filed articles of incorporation;
o [f the SPE is a limited liability company, the limited liability company operating agreement; |
» Ifthe SPE is a limited partnership, the limited partnership agreement; and
e The SPE criteria apply with equal force to an-SPE that is itself serving as a SPE equity owner of
ﬁnother SPE. Standard & Poor's guideiines for each of these types of entity are set forth described
ere. . . -

SPE Corporations

In Standard & Poor's analysis of an SPE corporation (including where the SPE corporation is acting as an
SPE equity owner of an SPE limited partnership or SPE limited liability-company as described above),
Standard & Poor's will evaluate whether both the certificate or articles of incorporation of the SPE
corporation and the transaction decuments relating to the indebtedness that support the rated securities
generally-conform to the following: .

Limited purpose, The SPE corporation's purpase should be limited as described under the heading
“Limitation an the Purpase of an SPE" above.

Restriction on additional debt. The SPE corporation’s ability to incur indebledness should be
limited as described under the heading “Restrictions an Additional Indebledness" above.,
Prohibition on other activities, merger, consolidation, and asset sales. The SPE corporation’
{and ils equity owners and affiliates) should, sa lorig as the rated securities are outstanding, be (i)
prohibited from engaging in any business activity other than owning the mortgaged property that
secures the related indebtedness if such SPE corporatian is the borrower, or, if such SPE
corporalion is an SPE equity owner, from engaging in any business activity other than owning equity
interests in the SPE barrower; (il) prohibited from consolidating or combining with another entity; (ifi)
prohibited from liquidating ar winding-up; and (iv) prohibited from merging or selling alf or
substantially alt of its assets, in each case, without the prier written consent of the lender, and, in the
case of a property-specific or large loan transaction, receipt of a ratings confirmation.

» Prohibition on di to d fation, The SPE corporation should be prohibited from
amending the SPE provisions of its organizational decumentation as described under the heading
“Frohibition an fo Do " abave.

Independent directar. The SPE corparation should have at least one independent director, and the
unanimous consent of the board of directars (including the independent direclor) should be required
to'file, or consent to the filing ‘of, a bankrupley or inselvency petition, or otherwise institute insolvency
proceedings as described under the heading "The ‘Independent Director” above.

Separateness covenants. The SPE corporation should agree to observe the separateness
covenants described under the heading "Saparafeness Cavenants® above, and the separateness
cavenants should be contained in the filed articles or certificale of incorporation of such SPE
carporation (as well as in the transaction documents). . .

Foreign qualification. If the SPE corporation is formed in a jurisdiction different from where the

- mortgaged property is located, the SPE corporalion should be qualified under applicable law in the
state in which the mortgaged property is located.

Nancansolidation opinion. Standard & Paor’s will typically expect a non-consolidation opinion to be
delivered in the circumstances described in Section Five of this publication,

SPE Limited Partnerships
In $landard & Paor's analysis of an SPE limiled partnership (including where the SPE limited partnership is
acling as an SPE equily owner of ancther SPE limited partnership or SPE limited liabilily campany as
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described above), Standérd & Poor’s will evaluate whether both the limited partnership agreement of the
SPE limited parinership and the transaction documents relating to the indebtedness that supports the rated
securities conform-to the following: )

Limifed purpose. The SPE limited partnership's purpase should be limited as described under lhc
heading “Limitation on Purpose of an SPE™ above.

Restriction on additional debt. The SPE limited partnership's ability to incur indebtedness should
be limited as described under the headlng "Restrictions on Additional indebtedness" above.
Prohibition on other activities, merger, consolidation, and asset sales. The SPE limited
partnership {and its equity owners and affiliates) shouid, so long as the rated securitles are
outstanding, be (i) prohiblted from engaging in any business activity other than owning the
mortgaged property that secures the related indebtedness if such SPE limited partnership is the
borrower, or, if such SPE limited parinership is an SPE equily owner, from engaging in any business
activity other than owning equity interests in the SPE borrower; (ii) prohibited from consolldating or
combining with another entity; (iii) prohibited from !iquidating or winding-up; and (xv) prohibited from
merging or selling all or substantlally ali of its assets, in each case, without the prior written consent
of the lender and, in the case of a property-speclfic or large loan transaction, receipt of a ratings
confirmation.
Prohibition on to d jon. Tne SPE limited partnership should be prohibited
from amending the SPE provisions of its arganizaticna! documéntation as described under the
heading "Prohibifion on Amendments to Documenfation” above.,

SPE general partner, All of the general partners of the SPE iimited partnership should be SPEs as
described under the heading “SPE Equify Qwner of Limifed Partnerships and Limited Liability
Companies" above.

Independent director. The consent of the SPE general partner of the SPE limited partnership
{including the vole of the independent Director of the SPE general partner) should be required in
order to lile, or consent to the filing of, a bankruptcy or insoivency petition or otherwise institute
insolvency proceedings as described under the heading "The ‘ndeperident Director™ above,
Separafeness covenants. The SPE limiled partnership should agree o observe the separateness
covenants with respect to the SPE described under the heading “Separateness Covenanfs” above,
and the separateness covenants should be conlained in both the transaction documents and the
limited partnership agreement of such SPE limited partnership. Addilionally, the limited partnership
agreement of the SPE limited partnership should specifically require that for so iong as the
indebledness supporting the rated securities is outstanding, each of the equity owners of the SPE
iimited partnership will cause the SPE limited partnership to observe the Separateness Covenants.
Continuity provisions. if there is more than one general pariner, the limited partnership agreement
of the SPE limited partnership should provide that the SPE limited partnership shail continue (and
not dissoive) for so long as another solvent general partner of the SPE limited partnership exists.
Forelgn qualification. If the SPE limited partnership is formed in a jurisdiction different from where
the mortgaged property is located, the SPE limited partnership shouid be quaiified Gnder applicable
:aw inthe state in whu:h the collateral securing Ihe indebledness thal secures the rated securities is
ocated.

Nonconsolidation opinton. Standard & Poor's will typlcally expect a non-consoidation opinion (o be
delivered in the circumstances described under the heading “NonConsolidation Opinions" above.

SPE Limited Liabllity Companles

n Aprit of 2002, Standard & Poor’s published its third edition of "Legal Criteria for Structured Finance
Transections,” which is Standard & Poor’s legal criteria for residential mortgage-backed and asset-backed
structured finance transactions. The publication included "Appendlx IV: Legal Criteria for LLCs."” which
significantly revised the criteria for SPE limited hablhly companies and incorporated Standard & Poor's
criteria on single-member LLCs, That appendix is attached to this publication as Appendix Xlil, Revised
Legal Criteria for Mulli- and Single-Member LLCs.

Standard & Poor's has now adopled these criteria for use in commercial mortgage-backed securitizalions,
-Therefore, in Standard & Poor’s analysis of an SPE limited liability company (including where the SPE
limited liability company is acting as an SPE equily owner of an SPE limiled partnership or another SPE
limited liability company as described above), Standard & Poor's will evaluate whether the SPE limited
liability company's limited liabilily company operating agreement, the transaction documents relating to the
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indebtedness supporting the rated securities and the opinions delivered in connection therewith conform to
Appendix Xlil.

" Conduit SPE Criteria

In typical conduit transactlons, lenders make mortgdge loans (usuaily under $20 milfion in original principat
balance) o borrowers with the specific intent to convey the ‘morigage loans into a securitization within a
relatively short time following the ciosing of the-loan. Generally, aii of the conduit mortgage loans conveyed
into the securitization trust are expected lo meet standard underwiiting criteria established by the

originating conduit lender.

Standard & Poor’s is frequently asked whether borrowers in condult transactions must comply with
Standard & Poor's SPE criteria described in this section, if the pool of conduit mortgage loans included in
the securitization is Iarge enough and dlverse enough to be treated as a pool-wide or aggregate besis by
Standard & Poor's,

If, however, morigage loans to any borrower or group of affiliated borrowers comprise in the aggregate
more than 5% of the morigage loan poo, of if any mortgage loan is $20 million or more, the SPE criteria
should be compiied with. Standard & Poor's general guidelines are set forth below, These assume that the
loan docurments contain a prohibition on subordinate indebtedness secured by the mortgaged property that

. serves as collateral for the joans.

Loans with Less than 5% Borrower Concentration or Less than $20 Miflion

With respect to mortgage loans made to a borrower or affiliated groups of borrowers. where (i) the principal
balances of such mortgage loans (as of the closing dale of the securitization) comprise (in the aggregate)
iess than 5% ot the aggregalte outstanding principal balance of all of the mortgage loans comprising the

. securitized pool of mortgage loans, and (it) the outslanding principal balance of any single mortgage loan is

less than $20 million, borrowers shouid comply with Standard & Poor's SPE criteria, except that such

. borrowers need not comply with the following:

« Recommendations for ah independent Director as discussed under the heading “The independent
Director” above;

« Delivery of a nonconsblidation opinion regarding the borrower as discussed under the heading
“Nonconsolidation Opinions" above; and;

« If the borrower is a fimited partnership or a limited liability company, the recommendation that an
equity owner be an SPE as discussed under the heading “"SPE Equity Owner of SPE Limited
Partnerships and SPE Limited Liability Companies and Multitiered SPE Struclures,” abave.

However, loans that only meet these slandards wili not be viewed by Standard & Poor's as fuli bankruptcy-
remote SPEs.

Loans with 5% .or Greater Borrower Concentration or $20 Million or Greater Plincipai Balance

For mortgage loans made to a borrower or affiliated groups ot borrowers, where (i) the principai balances of
such mortgage loans (as of the closing date of the securitization) comprise (in the aggregate) 5% or more of
the aggregate outstanding principal baiance of alf of the mortgage loans comprising the securitized paoj of
mortgage loans or (i) the outstanding principal batance of any single mortgage loan is $20 million or mare,
the borrower should be structured in compliance with ait of Standard & Poor's SPE criteria.

In any even, Standard & Poor's may request that additional borruwers be SPEs or waive its SPE guidelines
depending upon Standard & Poor's evaluation of economic and other incentives for filing a bankruptey
petition,

For ease of reference, we refer to the xndependenldlreclors independent managers, and |ndependenl
members in this discussion as “Independent Directors.”
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Over the last two decades, the issue of substantive consolidation in bankruptcy has
become a major concern in real estate mortgage financing, such that this concept has assumed a
preeminent place in the structuring and documentation of mortgage loans. This has resulted in
all sorts of legal gymnastics aimed at avoiding not only substantive consolidation in bankruptcy,
but the very filing of bankruptcy by a borrower altogether, as well as some unintended
consequences for lenders and borrowers alike. Yet few lawyers outside the bankruptcy bar fully
understand this mysterious concept.

Related concepts involving “single purpose entities” and “separateness covenants” in
loan documentation have received much attention in the last year with the advent of Wells Fargo
Bank_ NA v. Cherryland Mall Limited Partnership et al., --- N.W.2d ---, 2011 WL 6785393

(Mich.App.) and 51382 Gratiot Avenue Holdings, LLC v. Chesterfield Development Co., LLC;
2011 WL 4695820 (E.D.Mich.) (Oct. 5, 2011); ---F.Supp.2d-—-, 2011 WL 6153023 (E.D.Mich.)

(Dec. 12, 2011);and 2012 WL 205843 (E.D.Mich.) (Jan. 24, 2012), wherein insolvency was
found as a matter of law to be a violation of the “separateness covenants™ contained in the loan
documents at issue, in each case triggering a “springing recourse” guaranty, a result that might
have been avoided with a better understanding of the concepts and principles surrounding
substantive consolidation.

The purpose of this article is to review, explain, and hopefully demystify the concept of
substantive consolidation in.bankruptcy, and to promote a better understanding of what it is, and
is not, so that lender’s and borrower’s future negotiations (and loan documentation) may
accurately reflect the existing legal jurisprudence on this subject.

L Background

“Substantive consolidation is the merger of separate entities into one action so that the
assets and liabilities of both parties may be aggregated in order to effect a more equitable
distribution of property among creditors.” Matter of Baker & Getty Financial Services. Inc., 78
B.R. 139, 141 (Bankr. N.D. Ohio 1987); See also, In re Owens Corning, 419 F.3d 195, 205 (3rd
Cir. 2005).
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The application of substantive consolidation is not expressly authorized under the
Bankruptcy Code. Rule 1015 of the Rules of Bankruptcy Procedure provides for joint
administration of cases; however, the Advisory Committee Notes thereunder state that
“consolidation, as distinguished from joint administration, is neither authorized nor prohibited by
this rule since the propriety of consolidation depends on substantive considerations and affects
the substantive rights of creditors of the different estates.” Advisory Committee Note, Bankr.
Rule 1015. Accordingly, the power to substantively consolidate derives from the general equity
jurisdiction of 2 court of bankruptcy under Section 105() of the Bankruptcy Code. In re Richton
International, 12 B.R. 555, 557 (Bankr. S.D.N.Y. 1981). Nonetheless, courts recognize that as a
general tule “the power to consolidate should be used sparingly because of the possibility of
unfair treatment of creditors of a corporate debtor who have dealt solely with that debtor without
knowledge of its interrelationship with others.” Chemical Bank New York Trust Company v.
Kheel, 369 F.2d 845, 847 (2d Cir. 1966). See also, In re Qwens Corning, 419 F.3d 195 (39 Cir.
2005)(reversing substantive consolidation in view of prejudice to creditors).

Certainty is elusive with respect to substantive conselidation in bankruptcy because of the
application of the general equity powers of the bankruptcy courts to these issues and the evolving
nature of the substantive consolidation doctrine. The application of the doctrine is extremely fact
intensive and relates to the business and creditor relationships leading up to bankruptcy as well
as other factors. One court stated the matter more bluntly: "as to substantive consolidation,
precedents are of little value, thereby making each analysis on a case-by-case basis." In re Crown
Machine & Welding, 100 B.R. 25 (Bankr. D. Mont. 1989). Furthermore, the case law has not
evolved in an entirely consistent manner. Accordingly, case law is only a general guide in
attempting to anticipate what circumstances merit its application.

Early cases involving substantive consolidation applied a test that resembled the test for
piercing the corporate veil or determining whether one corporation was the alter ego of another.
A leading case in this regard is Fish v. East, 114 F.2d 177 (10th Cir. 1940), in which the court set
forth the "instrumentality” rule. The court held that the assets of a subsidiary organized by its
parent corporation to raise money from the public for the parent should be consolidated with the
parent because, based on an analysis of the facts, the two corporations were actually one
enterprise with the subsidiary operating as a mere instrumentality of the parent. In so holding, the
court identified ten factors as supporting a decision to consolidate:

(1)  The parent corporation owns all or a majority of the capital stock of the
subsidiary.

(2)  The parent and subsidiary corporation have common directors or officers.
3) The parent corporation finances the subsidiary.

() The parent corporation subscribes to all the capital stock of the subsidiary
or otherwise causes its incorporation.

(5)  The subsidiary has grossly inadequate capital.

(6)  The parent corporation pays the salaries or expenses or losses of the
subsidiary. ’ .

2
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(7)  The subsidiary has substantially no business except with the parent
corporation or no assets except those conveyed to it by the parent corporation.

(8)  In the papers of the parent corporation and in the statements of its officers
"the subsidiary" is referred to as such or as a department or division.

(9)  The directors or executives of the subsidiary do not act independently in
the interest of the subsidiary but take direction from the parent corporation.

(10)  The formal legal requirements of the subsidiary as a separate and
independent corporation are not observed. :

Courts frequently cited and-relied on the Fish case in analyzing facts and determining
whether a subsidiary and its parent should be consolidated. See. e.g., In re Guifco Investment
Corp., 593 F.2d 921, 928-29 (10th Cir. 1979); Anaconda Building Materials Co. v. Newland, 336
F.2d 625, 629 (9th Cir. 1964); Fisser v. Intemational Bank, 282 F.2d 231, 238 (2d Cir. 1960),
Maule Industries v. Gerstel, 232 F.2d 294, 297 (5th Cir. 1956).

Under this approach, courts did not generally permit consolidation without a showing that
organization of the subsidiary resulted in some blatant abuse, even in cases where one or more of
the above factors was present. As noted by one court:

" Few questions of law are better settled than that a corporation is
ordinarily a wholly separate entity from its stockholders, whether
they be one or more. . . . But notwithstanding such situation and
such intimacy of relation, the corporation will be regarded as a
legal entity, as a general rule, and the courts will ignore the fiction
of corporate entity only with caution, and when the circumstances
justify .it, as when it is used as a subterfuge to defeat public
convenience, justify wrong, or perpetuate a fraud. )

Commerce Trust Co. v. Woodbury, 77 F.2d 478, 487 (8th Cir. 1935). Thus, it was obsérved that
"The reported cases have generally been easily decided because the courts could point to blatant
abuses of the separate corporate entities in the enterprise structure.” Landers, A Unified
Approach to Parent. Subsidiary, and Affiliate Questions in Bankruptcy. 42 U. Chi. L. Rev. 589,
635 (1975). It has been noted that "[i]n the older cases, the application of substantive
consolidation was limited to extreme cases involving fraud or neglect of corporate formalities
and accounting procedures.” In re Standard Brands Paint Co., 154 B.R. 563, 568 (Bankr. C.D.
Cal. 1993).

While earlier decisions frequently cited the ten factors enunciated by the Fish v. East and
Gulfco courts, subsequent decisions have produced a list of seven elements relevant to
determining the appropriateness of consolidation:

1. The presence or absence of consolidated financial statements;
2. The unity of interests and ownership between the various corporate
entities; .
3

(97000000003 1480385.2

3. The existence of parent and inter-corporate guarantees on loans;

: 4, The degree of difficulty in segregating and ascertaining individual assets
and liabilities; ’

5. The transfer of assets without formal observance of corporate formalities;
6. The commingling of assets and business functions; and
7. The profitability of consolidation at a single physical location.

See, Matter of Baker & Getty Financial Services, Inc., 78 B.R. 139, 142 (Bankr. N.D.
Ohio 1987), In re Vecco Construction Industries, Inc., 4 B.R. 407, 410 (Bankr. E.D. Va. 1980),
In re Richton, 12 B.R. at 558 (Bankr. S.D.N.Y. 1981) and In re Stop & Go of America, Inc., 49"
B.R. 743, 747 (Bankr. D. Mass. 1985).

There are a few reported opinions involving substantive consolidation in which at least
one of the legal entities was a statutory limited liability company. See In re Edwards Theatres
Circuit, Inc., 281 BR. 675, 677 & n.1, 678 (Bankr. C.D. Cal. 2002) (noting that bankruptcy
estates of five California corporations and two Delaware limited liability companies, and their

- affiliates, were substantively consolidated in confirmed ‘Chapter 11 plan). “Based on the

development of the case law with respect to both corporations and partnerships, however, there
does not appear to be any reason why materially different standards or principles should apply to
an analysis of these [substantive consolidation] issues as they relate to a limited liability
company.” 2 Collier on Bankruptey § 105.09[1][c], at 105-87 (15th ed. rev., 1998) (footnote
omitted). See, also, In re Owens Coming, 419 F.3d 195 (3rd Cir. 2005) and In_re Brentwood
Golf Club, 329 B.R. 802 (Bankr. E.D. Michigan 2005).

Although the presence of some or all of the foregoing elements may be instrumental in
determining whether the parent and subsidiary should be treated as a single entity, their existence
alone does not necessarily mandate substantive consolidation. The courts recognize that these
factors should not be mechanically applied and are not dispositive, but they must be evaluated in
the overall “balancing of equities” favoring consolidation versus those favoring separation. See
In re DRW Property Co. 82, 54 B.R. 489, 495 (Bankr. N.D. Tex. 1985); In re Doughnut Queen
Ltd,, 41 B.R. 706, 709 (Bankr. ED.N.Y. 1984). The Third Circuit Court of Appeals in In re
Owens Coming, 419 F.3d 195 (3rd Cir. 2005) warned against the dangers of merely using a
checklist of factors, saying that “too often the factors in a checklist fail to separate the
unimportant from the important, or even to set out a standard to make the attempt . . .. Running
down factors as a check list can lead a court to lose sight of why we have substantive
consolidation in the first instance ..:.” In re Owens Corning, 419 F.3d 195, 210-11 (3rd Cir.
2005) The party proposing consolidation bears the burden of demonstrating that a prejudice
resulting therefrom is outweighed by the benefit to be obtained. Id. Moreover, this burden is a
“substantial” one. In re N.S. Garrott & Sons, 48 B.R. 13, 18 (Bankr. E.D. Ark. 1984). The
balancing test also has been stated:

1. There must be a necessity for substantive consolidation or a harm to be
avoided by the use of substantive consolidation; and

4
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2. The benefits of substantive consolidation must outweigh the harm to be
caused to objecting creditors.

In re F.A. Potts & Co.. Inc., 23 B.R. 569, 572 (Bankr. E.D. Pa. 1982).

This approach is clarified by the court in In re Snider Bros., Inc., 18 B.R. 230, 234
(Bankr. D. Mass. 1982):

While several courts have recently attempted to delineate what, might be called the
‘elements of consolidation,” {citations omitted] we find that the only real criterion is that which
we have referred to, namely the economic prejudice of continued debtor separateness versus the
economic prejudice of consolidation. There is no one set of elements which, if established, will
mandate consolidation in every instance. Moreover, the fact that corporate formalities may have
been ignored, or that different debtors are associated in business in some way, does not by itself
lead inevitably to the conclusion that it would be equitable to merge otherwise separate estates.

Therefore, even in cases where a significant number of the foregoing factors and
elements were present, the courts considered them in the context of specific circumstances that
weigh in favor of consolidation. Even in cases where substantive consolidation is ordered, some
courts limit the scope of its effect and expressly find that substantive consolidation is not
retroactive and does not operate to destroy certain defenses and rights that existed prior to
substantive consolidation. See, In re Garden Ridge Corporation, et al., 338 B.R. 627 (Bankr. D.
Del. 2006). )

IL Analysis

Current case law indicates that the circumstances in which substantive consolidation has
been held appropriate are as follows:

A. Fraud Upon. or Injustice to, Creditors

Where affiliates of the debtor were organized to hinder and delay judgment creditors and
property transfers were for the sole purpose of placing property beyond the reach ‘of creditors,
consolidation is appropriate. In re Tureaud, 45 B.R. 658 (Bankr. N.D. Okla. 1985). Accord, In
re Stop & Go of America, Inc., 49 B.R. at 743 (shell corporation formed to hold franchise was a
“deliberate scheme” to protect franchise seller’s interest in a manner likely to result in fraud on
creditors; corporation had no telephone, office, bank account, expenses or income).

The court in Gulfco, supra, stated: “It is, of course, proper to disregard a separate legal
entity when such action is necessary to avoid fraud or injustice.” 593 F.2d at 928. Although the
ten factors in Fish_v. East were present to a “considerable degree,” the court held that
consolidation was not appropriate because of the absence of a purpose to organize the corporate
subsidiaries to hinder and delay creditors fraudulently. 1d.

Thus, the mere identity of corporate names, stockholders and officers or the fact of
ownership of capital stock in one corporation by another alone are not sufficient to justify
disregarding the corporate fiction. The corporation must have been “organized or used to hinder,
delay or defraud the creditors of the bankrupt, and constitutes mere legal paraphernalia observing
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form only and not existing in substance or reality as a separate entity.” Maule Industries, Inc. v.
Gerstel, 232 F.2d 294, 297 (5th Cir. 1956).

Additionally, courts will review the circumstances to determine whether the effect of
substantive consolidation will work an injustice on one creditor to the benefit of another. For
example, consolidation has been denied where it would unjustly benefit creditors of a parent
corporation over creditors of the subsidiary proposed to be consolidated. In re Flora Mir Candy
Corporation, 432 F.2d 1060 (2d Cir. 1970) (subsidiary’s debenture holders would be unfairly
disadvantaged).

B. Creditor Reliance on Enterprise as a Grodg

Courts also have allowed substantive consolidation in cases where the creditors have

" relied justifiably on the assets and credit of a group of entities, or the credit of a parent when

dealing with its subsidiary. See Stone v. Eacho, 127 F.2d 284 (4th Cir. 1942). In In Soviero v.
Franklin National Bank of Long Island, 328 F.2d 446 (2d Cir. 1964), there were clear findings of
commingling of assets and functions of the affiliated entities and flagrant disregard of corporate
forms. Morcover, creditors were advised that the bankrupt was a “consolidated enterprise” and
were delivered consolidated financial statements listing assets of the affiliated companies as
those of the bankrupt without separation. Id. at 447. See also In re Richton International
Corporation, 12 B.R. 555 (Bankr. S.D.N.Y. 1981); In re Food Fair, Inc., 10 B.R. 123 (Bankr.
SD.N.Y. 1981); and In re Murray Industries, Inc., 119 B.R. 820 (Bankr. MD. Fla. 1950).
Likewise, the U.S. Court of Appeals for the Third Circuit has upheld consolidation of the estates
of three debtors, all having the same officers, directors, and shareholders, operating identical
businesses under very similar names; that did not heed corporate formalities in the course of
borrowing funds and using credit. Inre Lisanti Foods Inc., 241 Fed. Appx. 1, 2-3 (3d Cir. 2007).
In granting consolidation where creditors relied on the consolidated enterprise, the Second

. Circuit in the Soviero case also made it clear that consolidation should not be limited to cases

where the subsidiary was organized for the purpose of hindering or defrauding creditors.
Soviero v. Franklin Nationa] Bank, 328 F.2d at 448.

On the other hand, where creditors rely solely on the representations and credit of a
parent corporation and additional security from subsidiary corporations is not required,
substantive consolidation of a subsidiary into its parent will not be imposed. Anaconda Building
Materials Co. v. Newland, 336 F.2d 625 (9th Cir. 1964) (so holding, notwithstanding that the
parent held all the outstanding stock of each subsidiary, there were some common officers and
directors, and some evidence that the subsidiaries were minimally capitalized). See also In re
Flora Mir Candy Corporation, 432 F.2d 1060, 1062-63 (2d Cir. 1970).

Similarly, where a creditor extended credit to a debtor based on that debtor’s finances
alone, without knowledge of the debtor’s negotiations to merge with another entity, the Second
Circuit in In re Augie/Restivo Baking Company, Ltd., 860 F.2d 515 (2d Cir. 1988) held that
consolidation would impair the rights of that creditor and unfairly benefit later creditors of the
merged entities. The court went on to hold that the various considerations enumerated in prior
decisions “are merely variants on two critical factors: (i) whether creditors dealt with the entities
as a single economic unit and ‘did not rely on their separate identity in extending credit’ . . . or
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(ii) whether the affairs of the debtors are so entangled that consolidation will benefit all
creditors.” Id. at 518 (citations omitted).

C. Interrelationships of Entities and Accounts

“Where the interrelationships of the group are hopelessly obscured and the time and
expense necessary even to attempt to unscramble them so -substantial. as to threaten the
realization of any net assets for all the creditors, equity is not helpless to reach a rough
approximation of justice to some rather than deny any to all.” Chemical Bank v. Kheel, 369 F.2d
at 847 (2nd Cir. 1966). The situation must be extremely egregious, however, and amount to an
impossibility of reconstructing financial records to determine intercorporate claims, liabilities
and ownership of assets. See also In re Reserve Capital Corp., 2007 WL 880600, *5 (Bankr.
N.D.N.Y. 2007) (refusing to order substantive consolidation upon request of a trustee who
“acknowledge[d] ... that untangling the affairs of the Debtors, while it may require extensive
legal and forensic accounting work, is not impossible™); In re 1438 Meridian Place, N.W., Inc.
15 B.R. 89 (Bankr. D.D.C. 1981) (neither the court nor the creditors could intelligently sort out
or separate the financial affairs of the corporations).

Although inequities may be involved in the consolidation, they may be outweighed by
practical considerations such as accounting difficulties and expense, which may occur where
interrelationships of corporate groups are highly complex or untraceable. See, In re Continental
Vending Machine Corp., 517 F.2d 997, 1001 (2d Cir. 1975), cert. denied sub nom. James Talcott
Inc. v Wharton, 424 U.S. 913 (1976).

-D. Impact on Estates and Plans of Reorganization

Though a provision for merger or consolidation of the debtor with one or more persons
may be a permissible means for the mandatory adequate implementation of a Chapter 11 plan, 11
U.8.C. § 1123(a)(5)(C), the mere inclusion of a substantive consolidation provision in a Chapter
11 plan does not mean that such a provision will be or can be automatically confirmed over
proper objection. See, In re Stone & Webster, Inc., 286 B.R. 532, 542, 545 n.8, 546 (Bankr. D.
Del. 2002) (reserving examination of facts of Chapter 11 case bearing upon numerous
substantive consolidation “factors and concomitant determination whether substantive
consolidation warranted). Where consolidation will facilitate or expedite reorganizational
proceedings for a number of related debtors, consolidation may be imposed, particularly if
separate plans of reorganization would not be feasible. In Interstate Stores, Inc., 15 Collier
Bankr. Case 634, 640-41 (Bankr. SD.N.Y. 1978); In re F.A, Potts & Co., Inc., 23 B.R. 569
(Bankr. E.D. Pa. 1982). The ability to consummate a plan quickly alone, however, may not
justify consolidation, particularly if the rights of creditors of the proposed consolidated entity
would thereby be diminished. In re Flora Mir Candy Corp., 432 F.2d 1060, 1063 (2d Cir. 1970).

Traditionally, substantive consolidation has been granted by the courts “sparingly” due to

the extreme impact on substantive rights of creditors. However, the Eleventh Circuit Court of
Appeals, in adopting for the first time a standard by which to evaluate motions for substantive
consolidation, has noted what it termed “a ‘modern’ or ‘liberal’ trend toward allowing
substantive consolidation, which has its genesis in the increased judicial recognition of the
widespread use of interrelated corporate structures by subsidiary corporations operating under a
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parent entity’s corporate wmbrella for tax and business purposes.” Eastgroup Properties v.
Southern Motel Association, Ltd., 935 F.2d 245 (11th Cir. 1991). See also, In re Affiliated
Foods. Inc., 249 B.R. 770 (Bankr. W. D. Mo. 2000) and In re Brentwood Golf Club, 329 B.R.
802, 811 (Bankr.E.D. Michigan 2005);, contra Owens Coming, 419 F.3d at 209 n.15 (“we
disagree with ‘the assertion of a ‘liberal trend’ toward increased use of substantive

_consolidation™).

The Eleventh Circuit requires that the proponent of substantive consolidation show that
(i) there is substantial identity between the entities to be consolidated; and (ii) consolidation is
necessary to avoid some harm or to realize some benefit. Upon making these two showings, the
court held that a presumption arises that creditors have not relied solely upon the credit of one of
the entities involved in the consolidation. The burden then shifis to the objecting creditor to
show that it (a) has relied on the separate credit of one of the entities being consolidated, and (b)
will be prejudiced by substantive consolidation. Finally, if the objecting creditor successfully
demonstrates the foregoing, then the court nonetheless may order consolidation, but only if it
determines that the benefits of consolidation “heavily” outweigh the harm. Eastgroup Properties
v. Southemn Motel Assn., supra, citing In re Auto-Train Corp., 810 F.2d 270 (D.C. Cir..1987).
The decision falls within the “creditor reliance” fact situations discussed above, except that it
creates a presumption of creditor nonreliance merely upon a showing of substantial identity and
the avoidance of harm or realization of benefit from consolidation. While such a presumption
may not necessarily follow from the required showing, creditors of a limited purpose entity
formed in connection with a structured finance transaction could, in many cases, show both
reliance on a single entity and substantial harm from consolidation.

The Eleventh Circuit’s decision in the Eastgroup Properties case also demonstrates that
consolidation may be granted not only with respect to a parent and its subsidiary, but also to
members of a consolidated group, and entities that merely have “common ownership.” In the
Eastgroup Properties case, one debtor was a limited partnership that had three corporate equity
owners, which were also the ultimate owners of the other debtor, a corporation. None of the
owners was involved in the bankruptcy proceeding as debtor. See also, E.D.I.C. v. Colonjal
Realty Co., 966 F.2d 57 (2d Cir. 1992) (bankruptcy court has authority to permit substantive
consolidation of general partnership with two of its individual general partners).

The Eighth Circuit follows a similar but not identical approach. “Factors to consider
when deciding whether substantive consolidation is appropriate include (i) the necessity of
consolidation due to the interrelationship among debtors; (ii) whether the benefits of
consolidation outweigh the harm to creditors; and (iii) prejudice resulting from not consolidating
the debtors.” In re Giller, 962 F.2d 796, 799 (8th Cir. 1992) (granting consolidation by finding
that the benefits outweigh the harm).

The Second and Third Circuits (encompassing New York and Delaware, among other
jurisdictions) follow the traditional set of factors but have reduced them to-two altemative
standards. “[A] proponent of substantive consolidation must demonstrate one of two rationales
for its application: that (i) prepetition the entities for whom substantive consolidation is sought
disregarded separateness so significantly their creditors relied on the breakdown of entity borders
and treated them as one legal entity, or (ii) postpetition their assets and liabilities are so
scrambled that separating them is prohibitive and hurts all creditors.” In re Lisanti Foods, 241

R
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Fed. Appx. at 2 (marks and citations omitted); See. In re Augie/Restivo Baking Co., 860 F.2d at

518 {same).

Limited case law specifically addresses the Jlegality of substantive consolidation of a
bankrupt debtor and a solvent non-debtor affiliate. Although a split of authority exists, it has
been held that creditors (who did not have a claim against the non-debtor affiliates directly)
could bring before the court parties alleged to be the “alter ego” of the debtor. In re 1948
Meridian Place, 15 B.R. at 95-96. See In re Crabtree, 39 B.R. 718, 722-26 (Bankr. E.D. Tenn.
1984) (the right to bring.additional parties before the court who are the alter ego of the debtor is
independent of the right of creditors to force a person into bankruptcy under Section 303 of the
Bankruptcy Code); Matter of Munford, 115 B.R. 390 (Bankr. N.D. Ga. 1990).

On the other hand, the court in In re Alpha & Omega Realty Inc., 36 B.R. 416 (Bankr. D.
Idaho 1984), held that a solvent affiliate of the debtor would not be consolidated with the
debtor’s estate because the affiliate was not itself a debtor. In support of the position against
consolidation of non-debtor parties, the-court in In re DRW Property Co., 82, supra, stated that it
was “unaware of any statutory or common law authority to substantively consolidate debtor and
non-debtor partnerships. The non-debtor partnerships are certainly well outside of the scope of
this Court’s jurisdiction.” 54 B.R. at 497 (emphasis in original). See also In re The Julien
Company, 120 B.R. 930 (Bankr. W.D. Tenn. 1990) (motion to consolidate debtor corporation
with nondebtor shareholder violates due process rights of non-debtor and its separate creditors);
In re Lease-A-Fleet, Inc., 141 B.R. 869, 872 (Bankr. E.D. Pa. 1992) (“caution must be multiplied
exponentially in a situation where a consolidation of a debtor’s case with a non-debtor is

attempted, by a single party which . . . is a creditor of the debtor only and whose efforts are not

joined by any other interested parties™).

In a prominent decision by the United States Supreme Court considering substantive
consolidation, the court held in Sampsel v. Imperial Paper & Color Corporation, 313 U.S. 215
(1941), that substantive consolidation of a non-debtor corporation into an individual bankrupt’s
estate was proper where the transfer of property by the individual to the corporation was not in
good faith, was made for the purpose of placing it beyond the reach of the individual’s creditors,
and where the effect of the transfers was to hinder, delay or defraud the individual’s creditors.
Id. at 217-18 (so holding despite the Court of Appeals finding that the non-debtor corporation
could not be deemed the alter ego of the individual bankrupt under applicable state laws). Thus,
the decisions,in favor of consolidation of a debtor’s solvent affiliate usually require some sort of
harm or fraud on creditors and typically include a determination that the solvent entity was
merely the “alter ego” of the debtor.

E. General Growth Propertles and_the Effect of Bankruptcy Fl lings for Special
Purpose Entities.

The bankruptcy case of Gemeral Growth Properties, Inc. and its affiliates in 2009
provided some unique insights into the effect of bankruptcy filings for affiliated entities
including special purpose entities. The General Growth Properties case involved 388 separate
entities, including a large number of special purpose entities. A number of motions to dismiss
these cases were filed by secured creditors. The motions were denied in a consolidated opinion
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by the bankruptcy court. See. In re General Growth Properties, Inc., 409 B.R. 43 (Bankr.
S.D.N.Y. 2009) (the “GGP Decision™). '

In the GGP Decision, the bankruptcy court found that independent managers acted
correctly when they voted to commence bankruptcy proceedings for the special purpose entities,
noting that under applicable Delaware law, the managers were obligated to protect the interests
of owners, notwithstanding the impending insolvency of the entities. The bankmuptcy court also
rejected contentions that the filings for the special purpose entities were made in bad faith. The
court found that the creditors knew when they extended credit to the debtor entities that they
were accepting security from special purpose entities that were part of a large group of affiliated
companies and that it was therefore proper to evaluate the good faith and reasonableness of the
bankruptey filings from the perspective of the consolidated group, and not from the perspective
of the individual special purpose entities.

However, the most significant aspect of the GGP Decision may be relative to substantive
consolidation. The bankruptcy court noted that the secured-lenders, who were inconvenienced
by the filings, still enjoyed the fundamental protections of the special purpose entity structure,
including “protection against the substantive consolidation of the project-level Debtors with any
other entities.” In re General Growth Properties, Inc,, 409 B.R. at 69 (Bankr. S.D.N.Y. 2009).
As if to emphasize its point, the bankruptcy court added that “Nothing in this Opinion implies
that the assets and liabilities of any of -the Subject Debtors could properly be substantively
consolidated with those of any other entity.” Id.

As the holding of the GGP Decision makes clear, even if a special purpose entity does
become a debtor in a bankruptcy case, and even if the case involves affiliated entities,
substantive consolidation is not necessarily in the offing. In fact, the GGP Decision recognized
protection against substantive consolidation as a fundamental protection provided by the special
purpose entity structure, for which the creditors negotiated. The GGP Decision’s recognition of
a creditor’s right not to have a special purpose entity debtor substantively consolidated in jointly
administered affiliate bankruptcy cases bolsters the traditional notion that substantive
consolidation, far from being automatic in bankruptcy, is merited only rarely and when the
circumstances warrant it.

II.  Conclusion

As the case law demonstrates, while skillful efforts to avoid a -borrower’s filing for
protection -in bankruptcy have not been entirely fruitful, efforts to avoid substantive
consolidation in bankruptcy have generally been effective absent egregious circumstances
warranting the application of this doctrine.

Under the current state of the law in this area, in cases involving a typical single purpose
entity structure and separateness covenants such as those incorporated into the major rating
agencies’ structured finance criteria from the applicable case law referred to above, it would be
difficult for a creditor, the SPE debtor, or its trustee in bankruptcy to claim that recognition of
the debtor as separate from any other person would be inequitable, or result in a fraud or injustice
on creditors. Similarly, it would be difficult for such an SPE debtor or its trustee in bankruptcy
to argue that such a structure mislead creditors by creating the appearance that the debtor and its
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affiliates were one unit, or that the affairs of the debtor and any other person were so entangled
that it would be too costly or time consuming to deal with or consider them separately, that it
appeared that the assets of the debtor were available to meet claims of any other person, or that
assets were transferred to the debtor without fair consideration or with intent to hinder, delay, or
defraud creditors. Finally, creditors of such an SPE debtor should be able to show reliance on
the separate credit and assets of such an SPE debtor (i.e., that they were “ring fenced”), and that
creditors of such debtor would be tnable to show that any of them did in fact rely on the credit
and assets of any other person, absent perhaps a “springing recourse” guaranty or similar device,
which could actually militate against the lender’s goal of avoiding substantive consolidation.

In this regard, it is important to note that one may not be able to have it both ways,
particularly before a court of equity such as a U.S. Bankruptcy Court, and argue that (a) an SPE
debtor’s assets should be “ring fenced” for one creditor such that substantive consolidation
should not apply, but (b) that the ring fencing, even though observed by the debtor, does not
apply to the creditor, and that that same creditor may look to other persons for satisfaction of the
debt but still avoid substantive consolidation. Until this discrete issue is authoritatively decided,
this will very much remain a work in progress.
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