trial lawyers

quinn emanuel urguhart & sullivan, lip

Questions Clients Are Asking

Questions for Borrowers and Lenders Amid Coronavirus Outbreak

1) What Loan Provisions Are Relevant to Assessing Lenders’ Obligations to Extend (or
Continue to Extend) Credit, and What Are Some Defenses That May Be Available to
Borrowers if Lenders Refuse to Lend?.......ueiiieiiiiinieiniieiniiinireniienneeenieenneeennnesnnesnnees 1

2) What Are the Consequences to a Lender that Prefers Breaching an Obligation to Lend to
Proceeding With a Transaction? .........eecueeeereeeniieniieiniieniensesstestesssesssesssaesssessssessssssssssssssssens 5
2A) Can a Borrower Collect Consequential Damages in the Event of a Failure to Lend? ....5
2B) Are There Any Consequences to Intentionally Breaching a Lending Agreement?......... 6
2C) Can Parties to a Lending Agreement Ask a Court for Specific Performance? ................ 7

3) What is an Anticipatory Breach or Repudiation of a Lending Agreement and How Would

that Impact Liability? ....cccuieeiiiiieeiniiiiiiiiieeiiieeiiieeiiireciieesssieesssseessssssessssssssessssssees 8
4) Can a Lender Face Liability for Renegotiating Loan Terms Where It Knows a Borrower
Faces Dire CirCUmMSTANCES? c....uuuueiieeeiiiiiiiiniiiieeeiiiiiiiiiiieeeeiiiiiseieeeeesssssssssssseeesssssssssssseseesssses 9
John Quinn Karl Stern Jonathan Bunge
johnquinn@gquinnemanuel.com katlstern@gquinnemanuel.com jonathanbunge@quinnemanuel.com
Phone: +1 213-443-3200 Phone: +1 713-221-7171 Phone: +1 312-705-7476
Christopher Tayback Michael Lyle Andrew Rossman
christayback@gquinnemanuel.com mikelvle@quinnemanuel.com andrewrossman(@gquinnemanuel.com
Phone: +1 213-443-3170 Phone: +1 202-538-8166 Phone: +1 212-849-7282
Molly Stephens Christopher Kercher Silpa Maruri
mollystephens@gquinnemanuel.com  christopherkercher(@gquinnemanuel.com silpamaruri@gquinnemanuel.com
Phone: +1 213-443-3635 Phone: +1 212-849-7263 Phone: +1 212-849-7211
Anil Makhijani Jordan Harap Caroline Voldstad
anilmakhijani@quinnemanuel.com jordanharap@quinnemanuel.com carolinevoldstad@quinnemanuel.com
Phone: +1 212 849 7334 Phone: +1 212-849-7013 Phone: +1 212-849-7164

inn emanuel urquhart & sullivan, lIp Attorney Advertising. Prior results do not guarantee a similar outcome.
LOS ANGELES | NEW YORK | SAN FRANCISCO | SILICON VALLEY | CHICAGO | WASHINGTON, DC | HOUSTON | SEATTLE | BOSTON | SALT LAKE CITY
LONDON | TOKYO | MANNHEIM | HAMBURG | PARIS | MUNICH | SYDNEY | HONG KONG | BRUSSELS | ZURICH | SHANGHAI | PERTH | STUTTGART


mailto:johnquinn@quinnemanuel.com
mailto:karlstern@quinnemanuel.com
mailto:jonathanbunge@quinnemanuel.com
mailto:christayback@quinnemanuel.com
mailto:mikelyle@quinnemanuel.com
mailto:andrewrossman@quinnemanuel.com
mailto:mollystephens@quinnemanuel.com
mailto:christopherkercher@quinnemanuel.com
mailto:silpamaruri@quinnemanuel.com
mailto:anilmakhijani@quinnemanuel.com
mailto:jordanharap@quinnemanuel.com
mailto:carolinevoldstad@quinnemanuel.com

trial lawyers

quinn emanuel urguhart & sullivan, lip

As borrowers and lenders grapple with a new economic landscape in the wake of COVID-19,
borrowers are faced with the need to secure sufficient liquidity in the event of an extended recession
that could have long-term effects on credit markets. To that end, companies may try to draw on all
credit lines currently available to them (including outstanding revolvers). At the same time, lenders
may be hesitant to extend credit in a market where there is substantial uncertainty about their ability
to be repaid. The operative provisions of each borrower’s loan agreements will be key to determining
if and to what extent lenders must provide additional credit. The same provisions may also have other
significant consequences for borrowers and lenders, such as determining whether the change in
economic circumstances can be a basis for claiming loan breaches and the acceleration of debt. This
article outlines important considerations for borrowers and lenders in determining the availability of
credit, the risks associated with breaching existing funding agreements, and some of the potential
defenses available in these circumstances.

1) What Loan Provisions Are Relevant to Assessing Lenders’ Obligations to Extend (or
Continue to Extend) Credit, and What Are Some Defenses That May Be Available to
Borrowers if Lenders Refuse to Lend?

Lending agreements generally fall into two categories: (i) discretionary loans that can be
discharged or accelerated “at will,” and (ii) loans involving a commitment to provide a particular
amount of capital for a certain period of time, subject to certain contractual conditions or covenants.
As discussed in greater depth below, lenders’” obligations to extend credit may vary depending on
which of the two types of loans are at issue.

Discretionary Loans

Courts have held that absent a clear contractual provision to the contrary, lenders are not
obligated to fund a discretionary loan.! However, there may be certain legal principles that provide
borrowers with remedies from overreaching lenders. For example, the implied covenant of good faith
and fair dealing may act as a limitation and potentially curtail a lender’s ability to act unilaterally. The
good faith obligation does not prevent a lender from enforcing the terms of the contract, but requires
that it do so in good faith. Courts will look to the parties’ course of conduct to help guide that
determination.” For example, in KM.C. Co. v. Irving Trust Co., a lender who terminated a loan without
violating the provisions of a loan agreement was nevertheless subject to a suit for lack of good faith
for failing to notify the borrower ptior to termination.’ It should be noted, however, that the Sixth
Circuit’s decision in KM.C. has been criticized by various courts for penalizing a party for exercising
privileges “expressly reserved” in the document. *

Similarly, the Uniform Commercial Code may also limit a lendet’s ability to accelerate a loan
or demand additional capital, where applicable. For example, Section 1-309 of the New York Uniform
Commercial Code states that even when a lending agreement provides that a lender can “accelerate
payment or performance or require collateral or additional collateral ‘at will’ or when the party ‘deems
itself insecure,” or words of similar import,” the lender can only do so if the lender “in good faith
believes that the prospect of payment or performance is impaired.”> Most courts have found that
this provision of the UCC only applies when underlying contracts specifically permit acceleration
either “at will” or if the lender feels “insecure,” and not in other circumstances. However, some
courts appear to view Section 1-309 more expansively.’
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Loans with Obligations to Lend

Even for non-discretionary loans, the obligation to lend is usually contingent on certain
conditions being met. For example, some loans may contain provisions that obligate the borrower to
meet certain loan covenants as a pre-condition to the availability of capital. Other loans—such as
those “secured” by securities or assets—may contain provisions tying the obligation to lend to the
underlying value of the assets secured by the loan. These conditions to lending are explored in greater
depth below.

Financial covenants

Many funding agreements contain financial covenants that must be met or maintained in order
for the funds to be available (or remain available) to borrowers. Common covenants may include:

e Debt to EBITDA ratios (notably, some agreements may have carve-outs from the definition
of EBITDA for “extraordinary gains and losses”)

e Debt service coverage ratios (e.g., income divided by total debt service)

e Interest coverage ratios (e.g., ratio between EBITDA or EBIT and interest)

e Debt to equity ratios

e Debt to asset ratios

e Total assets

e Tangible net worth

e Dividend payout ratio

e TFixed charge coverage ratio

Financial covenants are likely to be tailored to the specifics of the business in which a borrower
is engaged; the metrics most likely to appear in a lending agreement are those that most accurately
capture the health of the borrower and its ability to eventually repay the debt. However, changed
economic terrain given recent supply chain issues, government orders limiting production and
operations, as well as other issues may have drastically altered borrowers’ ability to meet these metrics.
A borrower assessing its ability to draw on existing credit lines should carefully evaluate the metrics
outlined in its funding agreement and its ability to meet those metrics.

Other covenants

Loan agreements may also contain non-financial covenants that are likely to come into play
when borrowers seek additional draws. Many loans contain provisions requiring the following, all of
which may be affected by current economic conditions:

e Continuation of key customer contracts. This type of covenant may become important as
customers attempt to avoid their contractual obligations due to restructuring or by invoking
legal doctrines such as force majeure.

® Maintenance of a specified credit rating. COVID-19 may have broad-ranging impacts on
companies’ credit-ratings worldwide. While an economic downturn is generally not a basis to
avoid compliance with a credit-rating requirement, at least one court has allowed a party to
temporarily do so, on the basis of impracticability, showing that there is some precedent for
these types of legal arguments.®
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® Accurate and up-to-date SEC disclosures. COVID-19 also implicates companies’
disclosure obligations regarding the risks relating to coronavirus. The SEC Chairman released
a press release on March 4, 2020 stating: “We also remind all companies to provide investors
with insight regarding their assessment of, and plans for addressing, material risks to their
business and operations resulting from the coronavirus to the fullest extent practicable to keep
investors and markets informed of material developments. How companies plan and respond
to the events as they unfold can be material to an investment decision, and I urge companies
to work with their audit committees and auditors to ensure that their financial reporting,
auditing and review processes are as robust as practicable in light of the circumstances in
meeting the applicable requirements. Companies providing forward-looking information in an
effort to keep investors informed about material developments, including known trends or
uncertainties regarding coronavirus, can take steps to avail themselves of the safe harbor in
Section 21E of the Exchange Act for forward-looking statements.””

e Pro forma projections. Coronavirus and the lack of certainty regarding its potential effects
and duration have the potential to impact required pro forma projections. Loan agreements
may require borrowers to deliver accurate pro forma projections prepared by management in
“good faith,” demonstrating that a borrower can fulfill its obligations under the lending
agreements.

Potential Defenses to Covenant Breaches

Lenders unwilling to extend credit may cite violations of financial and non-financial covenants
as a basis to either deny financing or claim a breach. As a consequence of such breaches, lenders may
be able to accelerate debt and/or terminate the agreement. The most obvious defense available to a
borrower confronted with claims of a breach is to contest that one has actually occurred. However,
where there is no dispute that a borrower has breached a covenant, courts will typically permit a lender
to enforce agreements as written, viewing the covenants as bargained for terms." Additionally, courts
have historically been reluctant to excuse these types of breaches based on common law doctrines
such as impossibility, primarily because the inclusion of a covenant in an agreement suggests that the
contracting parties foresaw the possibility of a borrower breaching the covenant. For example, in
Mellon Bank v. United Bank Corp., a borrower defaulted on a bad loan ratio covenant, but raised an
impossibility defense based on “the general decline of the economy affecting the banking industry.”"'
The court rejected this defense because the inclusion of the covenant in “the contract leads inexorably
to the conclusion that [the lender] thought it necessary to protect itself from the very contingency that
occurred.””® On the other hand, at least one court has applied the concept of “temporary commercial
impracticability” where a temporary credit crisis rendered compliance with a financial covenant nearly
impossible.” Going forward, litigants are likely to cite the unprecedented circumstances caused by
coronavirus as reason to apply equitable doctrines such as impossibility and impracticability to excuse
defaults.

Solvency requirements/ certificates

Financing agreements typically also have requirements that ensure that the borrowing entity is
solvent. Tests of insolvency include: (1) comparing assets to liabilities; (2) measuring the ability of the
borrower to pay its current obligations or debt in the ordinary course of business; and (3) assessing
whether the borrower has “unreasonably small capital.” A lender may require an attestation by an
officer of the borrower, an evaluation by a third party that the borrower is solvent, or both of the
foregoing items.
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The timing of the solvency test designated in a given agreement may be critical and potentially
outcome-determinative in assessing the availability of credit. Some funding agreements may only
require a solvency check at signing, while others assess solvency at closing or upon each draw of funds.
A rapid drop of asset values due to COVID-19 may have caused insolvency in a company that was
solvent several weeks ago. Therefore, companies seeking to draw additional funds on existing credit
should be mindful of the point at which their credit arrangements assess solvency. Changes in a
company’s finances that result in the inability to satisfy solvency covenants may also result in the
acceleration of debt or termination of the agreement.

Material Adperse Change (“MAC”) clanses

Loan agreements often contain material adverse change or material adverse effect clauses that
provide that, as a condition to drawing on a loan, the borrower must represent that there has been no
material adverse event or circumstance. Whether or not a MAC has occurred may also trigger
acceleration of debt or an event of default under a lending agreement, depending on its terms. Courts
may consider some of the following factors to determine whether the COVID-19 outbreak constitutes
a material adverse event: (1) whether the conditions underlying the material adverse event were known
or foreseeable at the time of contracting; (2) the expected duration of the downturn; (3) whether the
event affects the parties more than their peers; and (4) whether there is a direct link between the
material adverse event and downturn of the borrowet’s performance.'

MAC clauses are typical in standard credit agreements. In the absence of ambiguity, courts
enforce these clauses as written, without resorting to extrinsic evidence. However, courts have at
times found ambiguity in determining what constitutes a material adverse change, and in such cases,
have considered extrinsic evidence."

There have been several recent cases where MAC clauses have been litigated in the context of
a loan agreement.

For example, in In re Lyondell Chem. Co.," a private equity firm invoked a MAC clause in a
revolving credit facility when it declined to fund a company’s $750 million draw request, because the
requesting company had already commenced preparation for its bankruptcy filing. The MAC clause
required the company to represent that “there has been no event or circumstance that could, either
individually or in the aggregate, reasonably be expected to have a Material Adverse Effect,” and
“Material Adverse Effect” was defined to include, among other things, “a material adverse effect on
the business, operations, assets, liabilities (actual or contingent) or financial condition of the
Company.”"” Considering “the entirety of the agreement to discern the parties’ intent, rather than
reading the MAC clause in isolation,” the Court agreed with the company that insolvency did not
constitute a MAC because the parties specifically bargained for a solvency provision at closing and
could have—but did not—negotiate a provision requiring solvency following closing.”® Notably,
however, the plaintiff’s recovery for defendant’s failure to fund the revolver was limited to restitution
for the loan commitment fees paid by the plaintiff—a small fraction of the total amount of the credit

facility.

In Capitol Justice LLC v. Wachovia Bank, N.A.,”” Wachovia Bank invoked a MAC clause to
terminate a loan commitment agreement (“LCA”), pursuant to which it would lend the American
Association of Justice (“AAJ”) $89.5 million, which Wachovia would then securitize and sell.”’ The
LCA contained a MAC clause that provided that “Lender may, at its option, terminate its agreement
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to make the Loan ... in the event of any material adverse change in the financial, banking or capital
market conditions that could impair the sale of the Loan by Lender as contemplated in the Term
Sheet.”””  Wachovia attempted to invoke the MAC clause and terminate the LCA due to the
“turbulence” in the mortgage backed security market during the global financial crisis. The Court
concluded that the MAC clause was ambiguous as to whether it included any meaningful or significant
change in market conditions regardless of foreseeability.” The Court further concluded that there
were genuine issues of material fact regarding whether subsequent events were foreseeable and
whether they impaired the value of the loan, and as such, the Court denied Wachovia’s motion for
summary judgment that it did not breach the L.CA in light of the MAC clause.”

As these cases make clear, although changed economic circumstances in light of COVID-19
may, practically speaking, effect a significant change in a company’s current condition, as a legal matter
that may not trigger a MAC clause. Instead, the determination of whether or not coronavirus-related
events give rise to a MAC is a highly context-specific inquiry.

Loans Secured by Illiguid Assets

In certain types of loans that are secured by assets, a drop in value of those assets might trigger
a “margin call” from the lender. Margin calls require a borrower to either repay some portion of the
loaned amounts (i.e., reduce lending capacity) or post additional collateral with the lender. These type
of lending arrangements may raise a whole host of additional legal issues, including, but not limited
to, a requirement that the lender value the assets in good faith.** Another memorandum published by
Quinn Emanuel, titled “Top Questions About Margin Calls,” addresses these issues in more depth.

2) What Are the Consequences to a Lender that Prefers Breaching an Obligation to Lend to

Proceeding With a Transaction?

The current economic climate may also present situations where a party may prefer breaching
an obligation to lend to proceeding with a transaction that it can no longer afford. Unless a contract
provides otherwise, it is well established under the doctrine of efficient breach that a party to a contract
can chose to breach and pay damages due as a result of that breach in lieu of performance, if such a
decision promotes its legitimate economic interests.” This gives rise to three questions discussed
below:

(1) Can a borrower collect consequential damages in the event of a breach?

(2) Do intentional breaches give rise to additional damages beyond those specified in the
contract?

(3) Can a borrower compel specific performance of the financing commitment?

2A) Can a Borrower Collect Consequential Damages in the Event of a Failure to Lend?

Where a company is forced to file for bankruptcy due to liquidity constraints, a borrower may
argue that the lender’s failure to lend caused the borrower’s collapse. Such claims may entitle a
borrower to consequential damages, including the profits the company would have achieved but-for
the breach of contract that caused its bankruptcy.” In response to such claims, lenders may have
certain arguments available to them, including challenges to claims that the failure to lend caused the
borrower’s damages. Borrowers’ entitlement to consequential damages are generally also contingent
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upon proving (1) the “alleged loss with reasonable certainty,”” without the use of any “speculation”

or “conjecture” and (2) that such damages were “foreseeable and contemplated by the parties before
or at the time of the agreement’s formation.”**

Loans may also contain waiver provisions foreclosing the availability of “special, indirect,
consequential, or punitive damages.” These waiver of damages provisions are common and are often
upheld by courts. If a lending agreement contains this type of waiver provision, then upon breach for
failure to lend, borrowers are generally limited to two types of remedies: (1) direct (or actual) damages
and (2) restitution. Often, direct damages will equal the difference between the interest rate contained
in the loan document and the prevailing market interest rates for the duration of the
loan. Restitution—the form of damages awarded in Lyonde//—testores the borrower to the position
it occupied prior to entering into the loan agreement (for example, by returning commitment fees and
other amounts already paid). In addition, many waiver of damages clauses contain language limiting
liability “whether in contract, tort, or otherwise.” Absent such language, specific performance may
also be an available remedy, although its practical utility may be limited where a borrower requires
immediate access to capital. (For more on specific performance, see pages 7-8 below).

2B) Are There Any Consequences to Intentionally Breaching a Lending Agreement?

Absent specific language in a contract, the law usually does not impose additional damages for
a “willful,” “knowing,” or “intentional” breach of a lending agreement.”” For example, in Five Star
Dev. Resort Communities, LLC v. iStar RC Paradise 1 alley, LLC, the defendant, iStar, refused to fund
further outlays under a loan agreement. The contract contained a limitation of liability provision
barring special, consequential, indirect or punitive damages. Nevertheless, Five Star sought to recover
special damages for iStar’s intentional breach by alleging that iStar’s breach was willful and malicious
and thus fell within a public policy exception prohibiting enforcement of such liability limiting
provisions. The court disagreed with Five Star’s contention and found that the intentional breach was
consistent with iStar’s economic interests and thus did not “as a matter of law, rise to the level required
to trigger the public policy exception to the enforcement of liability limitations.” This case
demonstrates that courts will typically enforce such limitation of liability provisions unless there is
evidence of economic duress (i.e., a threat not to provide an essential good or service unless the other
party provides concessions), fraudulent inducement, or conduct “smack|ing] of intentional
wrongdoing.”!

However, many lending agreements separately address “willful,” “knowing,” or “intentional”
breaches. For example, a loan agreement may state that liquidated damages can be available to the
non-breaching party in the event of a knowing or intentional breach. Before taking action under a
lending agreement, it is important to understand how a “willful,” “knowing,” or “intentional” breach
can impact obligations under the agreement.

In addition to facing exposure for breach of contract, a lender may also face liability or
financial exposure where it facilitates a knowing breach by a borrower of the borrower’s contractual
obligations to third parties. For example, in Hexzon Specialty Chemicals, Inc. v. Huntsman Corp., Hexion
entered into an agreement to purchase Huntsman.” The contract stated that in the event of a breach
of the agreement by Hexion, Huntsman would only be able to receive a maximum of $325 million in
liquidated damages. However, the agreement also stated that in the event Hexion “knowingly and
intentionally” breached the agreement, Huntsman would be able to collect full contractual damages
above and beyond the $325 million amount. The court found that Hexion had engaged in a knowing
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and intentional breach of numerous provisions of the merger agreement, including acting
“affirmatively ... to scuttle the financing” by, among other things, filing a public lawsuit which stated
that the company would be insolvent, making it almost certain that Hexion’s lenders, Credit Suisse
and Deutsche Bank, would not provide financing for the merger.” Because of this intentional breach,
the court found that the liquidated damages cap was inapplicable. The court explained that a
“knowing and intentional’ breach is a deliberate one—a breach that is a direct consequence of a
deliberate act undertaken by the breaching party, rather than one which results indirectly, or as a result
of the breaching party's negligence or unforeseeable misadventure.”* Notably, Huntsman also sued
Deutsche Bank and Credit Suisse for civil conspiracy, fraud, and tortious interference for their role in
the failed merger. Deutsche Bank and Credit Suisse ultimately settled with Huntsman, each agreeing
to pay Huntsman $316 million in cash and $550 million in senior debt financing on favorable terms.

Additionally, to the extent that a lendet’s intentional misconduct is found “egregious” or
“severely unfair” to other creditors, and the borrower ultimately files for bankruptcy, the lender may
have their claims “equitably subordinated” in bankruptcy.” Equitably subordinating a claim in
bankruptcy may result in the loss of a lien or in the lender’s claims being subordinated to claims of
other creditors. For example, in Shubert v. Lucent Techs. Inc., Lucent used its position as Winstar’s lender
to “bull[y] and threaten[]” Winstar into taking actions that were designed to benefit the lender.”® The
court held that the lender’s conduct would result in the subordination of its claims to those of other
creditors in bankruptcy.

2C) Can Parties to a Lending Agreement Ask a Court for Specific Performance?

Courts are generally disinclined to enforce specific performance as a remedy for breach of a
loan agreement, in the absence of a contractual provision to the contrary.”” Courts’ general reluctance
to require specific performance is amplified in situations where the contemplated performance
involves the payment of money (as is the case in a typical loan agreement).”

However, some loan agreements may have “specific performance” clauses, which require
performance of the underlying lending obligations as an alternative to monetary damages. Courts
have upheld specific performance as a possible remedy in a loan agreement where the parties have
contractually provided for this relief.” In the absence of a contractual provision requiring specific
performance, such a remedy is generally available only in narrow circumstances, such as in the case of
loans provided in connection with the sale of real property.*

Certain courts, however, have created even broader exceptions to the general prohibition
against specific performance. For example, in Destiny USA Holdings, LLC v. Citigronp Glob. Markets
Realty Corp,*' Citigroup agreed to lend Destiny USA Holdings LLC (“Destiny”) $155 million to finance
a novel real estate project. Citigroup declared the loan in default and Destiny sought, among other
things, injunctive relief and an order of specific performance requiring Citigroup to finance the loan.
While the court recognized that specific performance would ordinarily be unavailable because “a party
seeking enforcement of an agreement to lend money would be expected to borrow money elsewhere
and recover damages based on the higher costs associated with the replacement loan,”* the court
found an exception to the rule should apply because the subject matter of the contract was “unique
and ha[d] no established market value.”® The court held that specific performance was appropriate
because: (1) the law regards land as unique; (2) it would be difficult to calculate damages given the
project’s unique and groundbreaking character; and (3) Destiny had established an enormous potential
for harm. Additionally, the court took judicial notice of the economic conditions and found that
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Destiny had demonstrated that it was likely “that funds to replace the loan proceeds were not available
elsewhere”.* Thus, the court suggested that the plaintiff’s inability to find replacement financing due
to the economic crises contributed to its willingness to award specific performance.

This case gives rise to a question on the minds of lenders and borrowers alike: if credit markets
are completely frozen and a borrower cannot find any alternative funding, is a court likely to force a
lender to specifically perform its loan obligations in the absence of a clause requiring it to do so? On
one hand, it may be the case that because the credit markets are frozen, monetary damages likely will
not make the borrower whole.*” On the other hand, a court may not believe that the borrower can
petform under the agreement, which is a precondition to specific performance.” Furthermore, such
relief may be improbable where a contract includes a consequential damages waiver, which may be
construed as a waiver of specific performance as a remedy.”” While courts will make such evaluations
on a case-by-case basis, unless a contract provides otherwise, it may be difficult to obtain specific
performance in a loan agreement.

3) What is an Anticipatory Breach or Repudiation of a Lending Agreement and How Would
that Impact Liability?

Given current economic uncertainty, lenders might chose to: (1) take a “wait and see”
approach and assess how economic conditions play out before agreeing to fund commitments
pursuant to a funding agreement; (2) demand additional collateral and assurances before agreeing to
lend further; or (3) anticipatorily send letters to their borrowers warning that funding may not be
available and reserving their rights. Lenders weighing these options should be mindful of the risks
that they may be deemed to have “anticipatorily breached” or “repudiated” their contracts by advising
borrowers that they might not fulfill loan obligations, subjecting them to potential claims for full
contractual damages, as well as consequential damages.*

In River Terrace Assoc., LLC. v. Bank of N.Y., for example, River Terrace and the Bank of New
York (“BNY?”) entered into several agreements through which BNY and other principals would
provide $83 million to fund the development and construction of a rental building in Battery Park
near the World Trade Center.” The construction project was interrupted by the tragedy of 9/11, and
reports indicated that the market value of the proposed building subsequently decreased significantly.
After River Terrace resumed construction following a brief pause, it sought confirmation from BNY
that the bank would commit to funding the original loan amount. BNY responded that the projected
rents were no longer adequate to support the original loan amount and proposed reducing the amount
by $13 million. BNY subsequently updated its response to add an additional justification for reducing
funding: that 9/11 caused a material adverse change. The parties continued to negotiate before BNY
again decided to fund the full loan amount because of the “surprisingly rapid clean-up of the WTC
site, government incentives, improved transportation and concessions that River Terrace had
obtained.” River Terrace subsequently moved to rescind the agreement and recover fees on the
ground that BNY had anticipatorily repudiated the contract. At summary judgment, the Court deemed
the question of whether BNY may have anticipatorily repudiated its contract a fact dispute to be
resolved at trial.”'

River Terrace serves as a useful reminder for parties that are discussing or renegotiating a loan
agreement: be wary of any “definite and final indication[s] of non-performance,” or any statements
that can be construed as such, including demonstrations of hesitancy to fund or attempts to modify
the financing agreement.
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4) Can a Lender Face Liability for Renegotiating Loan Terms Where It Knows a Borrower
Faces Dire Circumstances?

A company may be able to assert a claim for “economic distress” where a lender attempts to
renegotiate loan terms in exchange for funding an existing commitment, depending on the
circumstances and provisions of the loan in question.

Generally, where an agreement explicitly provides a lender with discretion to determine
whether to lend, courts are not inclined to find that the decision not to lend constitutes economic
distress, absent some demonstration of fraud or tortious conduct. For example, in Interpharm Inc., v.
Wells Fargo Bank, National Association, the court noted that a mere demonstration of financial pressure
will not by itself establish economic dutess.” In Interpharm, the plaintiff defaulted on its obligations
under a loan and Wells Fargo nevertheless offered to extend credit but did so through a series of
forbearance agreements with stricter conditions than had been originally agreed upon. The court
found that demanding the borrower adhere to these stricter conditions did not constitute economic
duress because “demands by a lender otherwise under no obligation to continue extending credit

cannot constitute the ‘wrongful threat’ required to establish economic duress under New York law”.”

However, where there is an obligation to fund capital, attempting to renegotiate the terms of
a funding arrangement may be interpreted as constituting economic duress. For example, in Sosnoff .
Carter, the plaintiff committed to participate in a $20 million bridge loan, as part of a larger financing,
to build a large residential project in Manhattan.” The plaintiff subsequently tried to back out of
participating in the bridge loan unless the defendant agreed to significant concessions in the overall
economic partnership between the two parties. The defendant claimed to be unable to obtain alternate
financing and faced a default on the project without the plaintiff’s participation. The court found that
these facts were sufficient for the defendant to plead an economic duress claim under New York law.”

Additionally, where a lender has an obligation to fund a loan yet demands additional
concessions to follow through with its obligation, a court may be able to later void the updated
agreement for lack of consideration under the “pre-existing duty” rule.”

* % ok

COVID-19 promises to give rise to novel legal issues for borrowers and lenders in a quickly
evolving financial climate. Careful attention to the foregoing express and implied obligations will best
allow borrowers and lenders to navigate the new terrain wrought by the COVID-19 pandemic.
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