Toward Understanding Make-Whole Premiums
in Bankruptcy

By Patrick M. Birney*
I. Introduction

Loan agreements and bond indentures typically contain prepayment pro-
visions that circumscribe a borrower’s ability to prepay outstanding
indebtedness before maturity. In those instances where a borrower is autho-
rized under the documents to repay or refinance the debt prior to maturity,
the contract with the lender (hereinafter “lender”) routinely provides for
charging the borrower fees for the early repayment, resulting in the lender’s
prospective loss of debt service. In bond transactions these charges are gen-
erally described as make-whole premiums. In loan transactions the fees may
be referred to as prepayment penalties, prepayment premiums, yield mainte-
nance premiums or prepayment fees. For ease of reference this article will
refer to these make-whole premiums, fees and charges — regardless of
whether they are provided for in the contract governing a bond or loan trans-
action — as “MWPs”. Bankruptcy courts have had occasion to rule on the
enforceability of MWPs in various situations where the borrower has sought
protection under the Bankruptcy Code and the lender has sought to have the
MWP treated as an allowed claim in the bankruptcy case. In ruling on the
enforceability of MWPs, bankruptcy courts are called upon to interpret state
law, analyze contract provisions, and scrutinize an MWPs’ propriety under
the provisions of the Bankruptcy Code. Part I of the article will analyze the
origin of MWPs. Part II will describe the typical characteristics of an MWP.
Part IIT will analyze the enforceability of MWPs under state law. Finally,
Part IV will review the enforceability of MWPs in a case filed under the
Bankruptcy Code, including exploring recent decisional law that addresses
their enforceability.

II. The Evolution of Make-Whole Premiums

An MWP’s family tree can be traced back, at least in part, to 1829, when
the Connecticut Supreme Court in Abbe v. Goodwin' concluded that a bor-
rower had no common law right to compel the lender to accept prepayment
of two commercial mortgage notes prior to their maturity.? Sixteen years
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later, in Brown v. Cole® the English Chancery Court dismissed a similar ac-
tion filed by a borrower seeking court authority to satisfy a mortgage debt
prior to maturity.* By 1930 courts across the country had adopted the reason-
ing and conclusions reached almost 200 years ago in Abbe and Brown® and
commentators have in unison pointed to the 4bbe and Brown decisions as
the alleged genesis of what is known now as the perfect tender in time rule
(the “Perfect Tender Rule™).® The Perfect Tender Rule provides that “a com-
mercial borrower ‘has no right to pay off his obligation prior to its stated ma-
turity in absence of a prepayment clause.” >>” The Perfect Tender Rule, thus,
permits the lender to refuse a premature proffer of principal and interest.®
The lender’s economic expectations provide the predominant rationale
underpinning the Perfect Tender Rule,® with Professor Frank S. Alexander
noting four common economic justifications supporting the Rule: “(1) the
creditor’s transaction costs resulting from unanticipated reinvestment of the
principal; (2) the need for predictable returns on investments; (3) the need
for the stability provided by regular payments over time; and (4) the desire
of the creditor to maximize yield beyond the contractual interest rate.”*°

While the Perfect Tender Rule is by no means jurisdictionally ubiqui-
tous,"" it remains viable in many states, including New York,'? which is
home to multiple money center banking institutions. In those jurisdictions, a
specific provision in a loan agreement or bond indenture authorizing an
entitlement to prepay before maturity is generally required to obtain relief
from the Perfect Tender Rule." As an alternative to remaining silent regard-
ing the Perfect Tender Rule, a loan agreement or bond indenture in Perfect
Tender Rule jurisdiction may also include a “no call” covenant, which makes
plain that prepayment prior to maturity is expressly prohibited.’ Damages
for a breach of a no call provision have been found to equal “the present
value of the difference between (a) the interest income the lender would have
earned had the contract been performed, and (b) the interest income the
lender would be deemed to have earned by timely mitigating its damages —
i.e. by making an investment with similar characteristics at the time of the
breach.”(“No Call Damages”)." This measure of damages is intended to
“put lenders in the same position as if the loan were repaid on its original
schedule.”®

Absent a provision in a loan agreement or indenture permitting early
repayment, or an abrogation of the Perfect Tender Rule in the jurisdiction
governing the transaction, a borrower must negotiate with the lender for the
privilege of making an early tender. In that instance, a lender is free to reject
a borrower’s request and, “[t]ypically, the lender will agree to accept the
prepayment, conditioned upon the borrower’s willingness to pay a penalty.”"”

Not surprisingly, prepayment clauses typically contain a monetary prepay-
ment provision. As noted by one author on the subject, a monetary prepay-
ment provision “is defined as any charge (other than late charges, unpaid
interest, or other amounts due to reimburse the lender its loan maintenance
and collection expenses) imposed by the lender upon its borrower by reason
of the borrower’s payment of all or any portion of a loan on a date prior to
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the scheduled ‘due’ or ‘maturity’ date.”*® A monetary prepayment provision
generally assumes one of two principle structures, a fixed-fee prepayment or
a yield maintenance prepayment,'® Each will be discussed, in turn.

III. The Characteristics of Make-Whole Premiums

Courts have noted that an essential purpose of an MWP is to compensate
lenders “for the risk that market rates of interest at the time of prepayment
might be lower than the rate of the loan being prepaid.”® That is, an MWP
acts to, effectively, reimburse the lender for projected interest payments that
the borrower would not make if the loan were satisfied prior to maturity.*'
“Among other things, a prepayment premium insures the lender against loss
of his bargain if interest rates decline.”??

As noted, supra, a monetary prepayment provision will generally be in the
form of a fixed fee prepayment provision or a yield maintenance
prepayment.?® A fixed fee prepayment provision will permit a borrower to
satisfy amounts due and owing under the debt instrument prior to maturity in
consideration for payment of a sum certain.®* “A fixed prepayment
fee. . .canrequire payment of a specific dollar amount, or, more typically, a
percentage of the outstanding loan balance.”® The prepayment fee often
decreases as the debt instrument approaches maturity? and is generally relied
upon in floating-rate loan instruments.”’

A second prepayment structure comes in the form of “yield maintenance”
formulas,?® intended to make the lender whole by estimating the lender’s
damages if the borrower seeks to satisfy the debt obligation prior to
maturity.* One yield maintenance methodology adopts the No Call Damage
formula discussed, supra.®® “If enforced [this methodology] would ef-
fectively ensure that a court does not enjoin prepayment and applies the
standard formula for determining expectation damages.”®' Another common
yield maintenance formula fixes the lender’s “reinvestment rate at the rate of
interest that could be obtained through investment in U.S. Treasury notes of
a maturity similar to the relevant loan.”®® Yield maintenance formulas are
adopted when the underlying debt instrument provides a fixed-rate.*

IV. The Enforceability of Make-Whole Premiums under State Law

In discussing the enforceability of a borrower’s right to prepay a com-
mercial loan prior to maturity, the Kansas Supreme Court noted the follow-
ing in Metropolitan Life Ins. Co. v. Strnad:**

American courts have traditionally taken the view that competent adults may

make contracts on their own terms, provided they are neither illegal nor con-

trary to public policy and, in the absence of fraud, mistake, or duress, that a

party who has fairly and voluntarily entered into such a contract is bound

thereby, notwithstanding it was unwise or disadvantageous to that party.*®

Thus, a court’s willingness to enforce an MWP in the first instance is
inextricably linked to a determination of the contracting parties’ intent from
an analysis of the “four corners of the instrument.”®® Indeed, issues regard-
ing MWPs “require careful attention to the precise terms of the parties’
agreements within the framework established by [the law of the jurisdiction
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governing the transactional documents.]”®” “When parties set down their
agreement in a clear and complete document. . .their writing should as a
rule be enforced according to its terms. Evidence outside the four corners of
the document. . .is generally inadmissible to add to or vary the writing.”®
An MWP will not be enforced in the absence of a clear contractual provision
that authorizes its imposition.*

Further, the enforceability of an MWP is also linked to the type of default
giving rise to the obligation,* and only if the amount of the MWP is deemed
reasonable.*' Several commentators have categorized four events precipitat-
ing the potential for a lender to collect a MWP.** The first category giving
rise to a prepayment premium arises when the borrower wishes to volunta-
rily satisfy the debt before maturity.*® The second category is triggered by
the borrower’s monetary default under the instrument and the lender’s
contractual right thereunder to accelerate the indebtedness.* The third cate-
gory is triggered by a non-monetary default — arising, for example, from
the sale of the property that secures the indebtedness — which may enable
the lender at its option to accelerate the indebtedness under the instrument.*®
The fourth category, often identified as a “force majeure default™® is trig-
gered by an event outside the borrower’s control, which gives rise to the
lender’s right to accelerate®” “such as the commencement or loss of signifi-
cant litigation, the loss of important property as a result of a sale or
condemnation proceedings, or the passage of a governmental law or regula-
tion that interferes with the borrower’s business.”*®

While a loan agreement or bond indenture may expressly entitle the lender
to an MWP in the scenarios described, supra, there are certain limitations on
their enforceability. By way of example, at least one court has refused to
enforce a prepayment premium clause where the funds for the early repay-
ment were generated from a governmental unit’s exercise of its eminent
domain powers.*® Similarly, another court refused to award a prepayment
premium when the premature payoff originated from the borrower’s insur-
ance carrier following the destruction by fire of the premises securing the
indebtedness.*

Another prohibition against enforceability of an MWP under state law re-
lates to the lender’s ability to exercise acceleration as a remedy following
the borrower’s default.

The rationale for this rule is logical and clear: by accelerating the debt, the

lender advances the maturity of the loan and any subsequent payment by defi-

nition cannot be a prepayment. In other words, rather than being compensated
under the contract for the frustration of the desire to be paid interest over the
life of the loan, the lender has, by accelerating, instead chosen to be paid early.>’

Courts have recognized two exceptions to the proposition that accelera-
tion prevents a lender from collecting an MWP.?? If the lender can establish
that the borrower purposefully defaulted under the loan agreement causing
the lender’s right to accelerate and escape the MWP, the borrower will
continue to be liable for the MWP.*® The second exception arises when a
“clear and unambiguous clause calls for the payment of the [MWP] even in
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event of acceleration of, or the establishment of a new maturity date for, the
debt.”®* “If parties to a loan agreement expressly agree that a prepayment fee
will be payable upon or after acceleration, that agreement will be respected
by courts.”®®
Separate and distinct from the event triggering the right and ability to
actually collect the MWP, a court will generally not enforce an MWP whose
value is commercially unreasonable or part of an unenforceable penalty
clause.® On this front, at least one commentator suggests a two-part inquiry
to determine if the MWP is enforceable. First, the court should “determine
whether to apply a liquidated-damages analysis or an alternate-contract-
theory analysis; then, if necessary, it would use the Restatement [of
Contracts] to determine if the liquidated damages clause was an unenforce-
able penalty.”®
A liquidated-damages approach. . .looks at the bargain struck at the time of
contracting and then again at the time of the breach to determine whether the
damages provision resembles the actual damages. . .Alternate-contract the-
ory®® looks at the bargain at the time of the contract only [and] the provision is
unenforceable only where a court determines that the contract is unconsciona-
ble as made.*

Using a slightly varied approach to this two-part inquiry, the United States
Court of Appeals for the Seventh Circuit in River East Plaza, LLC v. Vari-
able Annuity Life Ins. Co. provides helpful guidance regarding the reason-
ableness and enforceability of an MWP under state law. In River East a
developer borrowed $12 million from the lender to construct a retail store.*
The loan agreement contained a yield-maintenance MWP, which permitted
River East to pay the loan prior to maturity so long as the developer repaid
the principal balance and tendered an amount the lender would have received
if it had invested the balance in Treasuries through the original loan
maturity.®' The developer tendered the principal balance and MWP, but sued
the lender, arguing that the MWP was an unenforceable “penalty.”

The Seventh Circuit declined to accept River East’s argument after
performing a detailed analysis of the “relative value of the alternatives®?
from the viewpoint of both River East and the lender at the time they entered
into the loan transaction.®® Inasmuch as River East could have obtained a
sizable benefit by satisfying the indebtedness prior to maturity — notwith-
standing that it would also have to tender the MWP — the Seventh Circuit
opined that the developer had an actual choice between two options; the
eventual relative value of the two alternatives was entirely dependent on
whether interest rates increased or decreased.® The clause was not one whose
“sole purpose is to secure performance of the contract.”® Therefore, the
MWP was enforceable according to its plain language.

V. The Enforceability of Make-Whole Premiums in Bankruptcy

Courts have been called on with seemingly greater frequency to weigh in
on the enforceability of MWPs in the context of cases filed under the Bank-
ruptcy Code than in nonbankruptcy cases.®® Before delving into bankruptcy
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decisional law addressing the enforceability of MWPs in bankruptcy, a
practical starting point for this section is a review of some of the more prev-
alent Bankruptcy Code sections that may be touched upon when bankruptcy
and MWPs intersect. Chief among them are the Code sections pertaining to
claims and their allowance in a bankruptcy case. After all, when distilled to
its most basic form, a lender’s ability to enforce its right to an MWP in a
bankruptcy case is subject to its allowance as a claim under section 502 of
the Bankruptcy Code. If an MWP is disallowed under section 502, it is not
enforceable against the bankruptcy estate.

Pursuant to section 101(5) of the Bankruptcy Code, a “claim” is broadly
defined to encompass a “right to payment, whether or not such right is
reduced to judgment, liquidated, unliquidated, fixed, contingent, matured,
unmatured, disputed, undisputed, legal, equitable, secured, or
unsecured. . .”% The “term ‘claim’ is sufficiently broad to encompass any
possible right to payment.”® “[A] valid bankruptcy claim depends on (1)
whether the claimant possessed a right to payment, and (2) whether that
right arose before the filing of the petition.”®® “A claim will be deemed to
have arisen pre-petition if the relationship between the debtor and the credi-
tor contained all of the elements necessary to give rise to a legal obliga-
tion—a right to payment—under the relevant non-bankruptcy law.”™

As noted by Bankruptcy Judge Elizabeth Stong in In re South Side House,
LLC:"

A claim will be allowed to the extent it is permissible under nonbankruptcy

law, subject to any qualifying or contrary provisions of the Bankruptcy Code.

That is, claims that are “enforceable under applicable state law will be allowed

in bankruptcy unless they are expressly disallowed [by bankruptcy law].” [I]f a

claim arises from a prepetition right to payment under applicable nonbank-

ruptcy law, then there is a presumption that the claim will be allowed, subject
to an express provision of the Bankruptcy Code disallowing it.”?

As such, two additional concepts, both drafted into section 502 of the
Bankruptcy Code, are relevant to any analysis regarding the enforceability
of an MWP — and the existence of a claim — in bankruptcy. First, pursuant
to section 502(b)(1) of the Bankruptcy Code, a claim cannot be an allowed
claim if it is not enforceable under the agreement giving rise to the claim or
applicable nonbankruptcy law.” “In other words, for a creditor to have an al-
lowable claim under section 502, the claim must be valid under the terms of
the underlying loan document or indenture.”*

In accordance with section 502(b)(2) of the Bankruptcy Code, a claim for
unmatured interest cannot be deemed an allowed claim.”™ “As explained by
one court, ‘[t]he Bankruptcy Code does not define ‘unmatured interest,” but
case law has determined that unmatured interest includes interest that is not
yet due and payable at the time of a bankruptcy filing, or is not yet earned.””®
Most courts that have considered the issues in the context of an MWP have
concluded that a WMP should not be considered unmatured interest.”” As
noted by Charles and Kleinhaus in their seminal work, Prepayment Clauses
in Bankruptcy:
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The basic rationale [supporting the majority opinion] is that [MWPs], although
often computed as being interest that would have been received through the life
of the loan, do not constitute unmatured interest because they fully mature pur-
suant to the provisions of the contract. In other words, an obligation to pay a
prepayment charge is triggered by the prepayment itself, and therefore
“matures” as soon as the prepayment occurs. At least one court has applied the
same logic to [No Call Damages], apparently concluding that common-law
damages, like liquidated damages, mature at the time of breach.”

On the other hand, the minority view is that an MWP is unmatured inter-
est and should not be an allowed claim in accordance with section
502(b)(2).” “The same logic has been applied to...[No Call Damages],
which are likewise intended to compensate lenders fully for lost interest
income.”®

One additional Bankruptcy Code provision that is oft discussed in the
context of enforcing MWPs is section 506 of the Bankruptcy Code, which
entitles an over-secured creditor to interest on its claim, along with reason-
able fees and costs arising from the loan agreement or indenture or state
law.®' “In general, under section 506(b), courts will enforce [MWPs] as long
as the prepayment charge is provided in the agreement and the agreement is
reasonable.”®?

With these key Bankruptcy Code provisions providing the structural
framework, and Sections II through IV providing the backdrop, several
recent bankruptcy decisions will provide needed context regarding an
MWP’s enforceability in bankruptcy.

At the circuit level, the primary focus of the courts as of late has been on
the enforceability of the MWP in view of state law and the clear and
unambiguous provisions of the loan agreement or indentures that authorize
them.® In Bank of New York Mellon vs. CG Merchandise Mart, L.L.C.,* the
U.S. Court of Appeals for the Fifth Circuit was called upon to determine
whether the lender was entitled to enforce an MWP following its accelera-
tion of a note based upon a payment default. The borrower in CG Merchan-
dise Mart filed for bankruptcy protection under Chapter 11 approximately
five months after the payment default. In addition to the $24 million in
principal and interest due and owing under the loan agreement on the peti-
tion date, the lender also sought an MWP in the amount of $1.8 million.®
The bankruptcy court disallowed the MWP and the lender ultimately found
itself at the Fifth Circuit after the district court affirmed the bankruptcy
court’s disallowance decision.®

In the absence of plain language under the contract allowing an MWP, the
Fifth Circuit affirmed the disallowance by the bankruptcy court. The Circuit
Court first analyzed the enforceability of the MWP under state law,* noting
that under Colorado law: (i) the lender was entitled to assess an MWP only if
the “contract expressly provide[d] for such prepayment penalty;”®® (ii) the
lender was prohibited from assessing an MWP if it had previously acceler-
ated the loan, absent a showing that the borrower purposefully defaulted to
avoid the MWP;® (iii) the MWP was the price the borrower was required to

© 2015 Thomson Reuters, Norton Journal of Bankruptcy Law and Practice, Vol. 24 No. 4 365

Reprinted with permission from Norton Journal of Bankruptcy Law and Practice, Vol. 24, No. 4, © 2015
Thomson Reuters. Further reproduction without permission of the publisher is prohibited. For additional
information about this publication, please visit www.legalsolutions.thomsonreuters.com.



NORTON JOURNAL OF BANKRUPTCY LAW AND PRACTICE

pay to bypass the Perfect Tender Rule and was not, therefore, a liquidated
damages clause;* and (iv) the parties “were free to contract however they
wished around these general rules, provided they [did] so clearly.”®’

The lender argued that the plain language of the note permitted it to assess
the MWP, notwithstanding that it had accelerated the note following the bor-
rower’s payment default.?? The Fifth Circuit disagreed. After painstakingly
analyzing the relevant provisions of the loan agreement, the court concluded
that there was not clear and unambiguous language in the loan agreement
that (i) permitted the assessment of the MWP following the lender’s ac-
celeration of the indebtedness; or (ii) that allowed the assessment of the
MWP in any instance other than the premature payment of the indebtedness,
which did not occur in the case.*®

The plain language of the contract does not require the payment of [the MWP]

in the event of mere acceleration. Quite the opposite, in fact: the plain language

provides that no [MWP] is owed unless there is an actual prepayment, whether

voluntary or involuntary [and] the lender has advanced no viable alternative in-
terpretation of the note.®*

The Second Circuit in U.S. Bank Trust National Assoc. v. AMR Corp.%®
was recently called upon to decide whether the plain language of an
indenture permitted noteholders to collect an MWP following an accelera-
tion of the indebtedness that was automatically triggered by the borrower’s
voluntary bankruptcy filing.*® In AMR Corp., the lender (as trustee for the
secured noteholders) objected to the borrower’s attempts in the underlying
bankruptcy case to refinance the bank’s indebtedness through new debtor in
possession financing, without also tendering the MWP.*" In its DIP financing
objection, the lender argued, among other things, that (i) the borrower’s
“voluntary” repayment of the indebtedness through the proceeds generated
from the DIP financing must also include tendering the full amount of the
MWP; and (ii) if the debt was accelerated under a bankruptcy event of
default, the lender should be permitted to waive the default and decelerate
the debt in an effort to collect the MWP.%®

The Second Circuit first addressed the issue whether the borrower’s vol-
untary repayment of the indebtedness using funds generated by the DIP
financing, noting that under New York law “when parties set down their
agreement in a clear and, complete document. . .their writing should as a
rule be enforced according to its terms.”®® The court then analyzed the
indenture which made clear that the filing of the borrower’s bankruptcy
automatically accelerated the indebtedness, leaving the lender with no
discretion in that regard.' Once accelerated, the indenture also made plain
that “[nJo [MWP] shall be payable. . .as a consequence of or in connection
with. . . the acceleration of the Equipment Notes.”"®’

Next, the AMR Corp. court addressed the lender’s rights to rescind the ac-
celeration and decelerate the indebtedness. On this issue the court agreed
“with the bankruptcy court that any attempt by the lender to rescind ac-
celeration now—after the automatic stay had taken effect—is an effort to af-
fect [the borrower’s] contract rights, and thus property of the estate. . .[the
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lender’s] efforts represent ‘a direct attempt to get more property from the
debtor and the estate, either through a simple increase in the amount of pro-
rata plan distribution or through recovery of a greater amount of collateral
that secures a claim.” **'%

The decision of the U.S. District Court for the Southern District of New
York in U.S. Bank National Association vs. Wilmington Savings Fund Soci-
ety (In re MPM Silicones, LLC) (“Momentive”)'®® — affirming the bank-
ruptcy court’s decision'® regarding the enforceability of an MWP — is in
accord with the Second Circuit’s decision in AMR Corp. In Momentive the
borrower’s voluntary bankruptcy filing caused a default that triggered the
automatic acceleration of the borrower’s indebtedness.'® The indenture and
underlying notes contained clauses giving rise to the MWP: the acceleration
clause and the MWP, itself.'® After analyzing the acceleration provision the
district court agreed with the bankruptcy court that “[t]he acceleration clause
[did] not clearly and unambiguously call for the payment of the make-whole
premium in the event of an acceleration of debt.”'® Turning next to the
language of the MWP clauses contained in the indenture, the district court
concluded that neither of the MWP in the indentures required the tender of
the MWP after acceleration of debt and “under New York law, the payment
of debt pursuant to an acceleration clause [did] not constitute an early
redemption.”'® Rather, the automatic acceleration of the indebtedness trig-
gered by bankruptcy “changed the date of maturity from some point in the
future . . . to an earlier date based on the debtor’s default under the
contract.”'® Finally, the lender (as trustee for the noteholders) relying on the
decision of the bankruptcy court in In re Chemtura Corp.,""° argued that the
“prepayment before maturity” language in the indenture mirrored similar
language in Chemtura and the court there permitted the MWP.""" The district
court dismissed this argument noting that, notwithstanding acceleration in
Chemtura, that indenture permitted the payment of the MWP if the indebted-
ness was retired at any time before the “original maturity date,” even if there
was acceleration."'? Because the maturity date in Momentive had been ac-
celerated due to voluntary bankruptcy, and because the indenture did not
possess the “original maturity date” language, a distinction was easily drawn
between the two cases.'®

The decision from the U.S. Bankruptcy Court for the District of Delaware
in Delaware Trust Co. vs. Energy Future Intermediate Holding Co., L.L.C.
(“Energy Future Holdings”)'"* is similar in many ways to the facts and
conclusions reached in Momentive; however, the lender (as trustee for certain
noteholders) pursued a count in an adversary proceeding for a declaratory
judgment seeking an allowed secured claim equal to the indenture’s MWP
based upon allegations that the borrower’s bankruptcy filing was purpose-
fully done to trigger the automatic acceleration provisions under the
indenture and to avoid the MWP.""® As noted in Section IV, supra, courts
have enforced an MWP following acceleration if the lender is able to estab-
lish that the borrower purposefully defaulted to escaped the MWP or the
loan documents or indenture provide as much.'"®
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In seeking summary judgment, the lender argued that there was no mate-
rial fact in dispute and that the borrower filed bankruptcy to avoid having to
pay the MWP. Specifically, the lender argued that liability for the MWP
“was a reason for the bankruptcy filing”""” and that any allegations by the
borrower that liquidity triggered its bankruptcy were fabricated insofar as
the borrower “avoided the most obvious potential source of liquidity for [the
borrower] outside of bankruptcy, a sale of [the borrower’s] equity stake in
its principal assets.”"'®

The Energy Future Holdings court denied the lender’s summary judgment
motion and entered judgment on the issue in favor of the borrower after
concluding, among other things, that the indenture lacked language “stating
that the [MWP] will be owed if the [borrower] intentionally causes an event
of default to avoid paying the [MWP]”""® and that the lender’s arguments
and allegations were “insufficient to create a genuine issue of material fact as
to why the [borrower] filed for bankruptcy.”"?

While it is certainly the case that the [borrower] planned pre-petition and fol-
lowed through after filing bankruptcy to use the default created by that filing to
refinance the notes without having to pay the [MWP] that is not enough to
counter the overwhelming evidence that the [borrower] filed bankruptcy
because they were facing a severe liquidity crisis. . .The [borrowers] are no
different than any other debtor that is forced into bankruptcy because of
financial reasons but decides to use the tools provided by that bankruptcy, such
as the power to reject unprofitable leases, for business reasons.'?'

VI. Conclusion

As discussed, MWPs have evolved into omnipresent clauses in current
commercial loan agreements and bond indentures. As prevalent as MWPs
have become, so too has the prevalence of bankruptcy courts to rule on their
enforceability in cases where borrowers seek to have them disallowed and
lenders fight to have them satisfied. As the decisional law discussed herein
evidences, bankruptcy courts will first look closely at state law to determine
whether the MWP is enforceable. If the MWP is permitted under state law,
the courts will then analyze the “clear and ambiguous” terms of the MWP to
ensure that all conditions precedent have been satisfied prior to permitting an
MWP’s allowance. Then, the court will look at the relevant provisions of the
Bankruptcy Code to ensure that amounts due under the MWP can ultimately
be considered an allowed claim. Based on recent decisional law, lenders are
well advised to carefully craft MWP provisions in loan documents and
indentures to increase the likelihood that the creative methodologies
employed by borrowers to reduce exposure to MWPs, which have been
negotiated by sophisticated commercial parties at arm’s length, are rejected
in favor of the claim being adjudicated by the bankruptcy court as allowed.
In that connection, in light of the disallowance of MWPs by some bank-
ruptcy courts because the contract provides for automatic acceleration of the
debt upon a bankruptcy filing, some lenders may conclude, after considering
the implications of the automatic stay, that it is in their interest to provide for
such acceleration at the lender’s option rather than automatically.
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