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Lender Default

Borrowers Must Act Quickly to Replace Lost Funds

Y MEREDITI’I J. KANE
AND HARRIS B. FREIDUS

n a weak real estate market,
most discusslons of loan
defaults and remedies focus
on the borrower's defaults
and the lender’'s remedies.'
But in the current credit crisis,
where the major lendlng lostl-
tutions are under tremendous
financial stress, concerns about
defaults and remedles also run
the other way—borrowers worry
about what rights, remedies
and obligations they will have
If their lenders become Insol-
vent and [all to fund required
loan advances. Certainly, the
bankruptcy liling of Lehman
Brothers, which was a major
lender in the commercial real
eatate market, has glven these
CONCETNS @ NEW Urgency.

The problems caused by a
lender Insolvency linpact all situ-
atlons where a lender has luture
advance obllgations. The most
signlficant concerns lor borrow-
ers arise where the insolvent
lender is funding a constructlon
loan, where borrowers depend
on timely funding of progress
payment requisitions to keep
a construction project mov-
ing ahead. Since a borrower's
equily Is typically fully invested
in a constructlon project belore
loan proceeds are drawn, the
borrower depends on the lender
to fund iirnely the entire balance
of the project budget. The risk
to a borrower of lender [all-
ure is multiplied where a large
construction loan is syndicated
among many lenders, each of
which Is liable to fund only Its
proportionate share of the loan.
lust as a lender must act Quickiy
to preserve a project if a hor-
rower defaults on a construc-
tion loan, a borrower must act
quickly in the [ace of a lender
default to ensure the continued
flow of loan funds [or construc-
tion of Its prolect, to ensure that
contractors are pald and work
continues on sched-
ule despite a lender’s
financial difficulties.

Faced with a poten-
tial lender insolvency
situation, a borrow-
er’s analysis should
focus on the follow-
ing issues:

= By what process,
and how quickly, can
the lost funding be replaced,
either by the olher lenders,
by a replacement lender, or by
the borrower itsell? What rights
and/or obligations do the other
fenders have to continue to fund
or to withhold lunding In this
Instance?

* What obligations and liabili-
ties does the borrower poten-
tially face in a loan shortiall
caused by a lailure to fund?
Does 1t require a loan balanc-
ing payment hy the borrower?
Can it trigger a borrower delault
and a demand under loan guar-
anties?

* What legal remedies does
the borrower have against the

defaulting lender, whether pur-
suant to the loan documents or
In a lender-liability context, to
cover the borrower's actual or
prospective losses [rom the loan
default?

The first step, of course, Is
to review the loan documents
to understand what express
rights, remedies and obligatlons
the loan documents provide
on the subject. The [ollowlng
points In the loan documents,
among others, are relevant to
the analysls:*

Reciprocal Funding

As noted above, large loans
which are funded by a syndicate
of lenders typically provide for
each lender to be liable to fund
only lts proportlonate share of
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the loan. I one lender In the syn-
dicate delaults, the loan docu-
ments typically provide that
such default does not excuse
performance Ly the other lend-
ers, who continue to be llable
{or their several shares ol the
loan funding. But there are two
potential pitiaids for the bor-
rower here. First, the obligations
of the non-defaulting lenders to
lund their proportionate shares
of a draw are conditloned on
there being no default of the
horrower under the loan docu-
ments. li a [allure by one lender

The risk to a borrower of lender failure
is multiplied where a large construction
loan is syndicated among many lenders,
each of which is liable to fund only its
proportionate share of the loan.

to fund a portion of a draw puts
the borrower Into a situation, for
example, where contraclors can-
not be paid and llens are placed
on the job, the borrower may
find itself in default of the loan,
and not entitled to draws from
any lenders. Second, in loans
where there Is a senior loan
and a mezzanine loan which are
funding comcurrently, the obliga-
tions of the senior lender and
the mezzanline lender are gen-
erally contingent on the timely
lunding by the other. If one of
the senior lenders defaults in
funding, the condition to the
mezzanine lender’s obligation
to fund is not satisfied. Because
ol the reciprocity provisions,
the faflure of the mezzanine
lender to fund in turn relieves
the remalning senior lenders
of their obligalions to fund.
Thus, even though the senjor
loan documents may provide
nominally lor continued fund-
ing by the other senior lenders,

practical application of these
other provisions may preclude
the borrower's entitiement to
that lunding,

An Additional Share

The documents in a syndi-
cated loan typically provide
a right for the non-delaultlng
lenders In the syndicate, in
order ol proportionate slze of
loan share, to fund the defaulting
lender’s proportionate share of
the draw with a priority repay-
ment as against the defaulting
lender. If the loan Is otherwise
not in default, there may be a
powerful incentive for another
lender, particuiarly one with a
large loan share which haa been
substantially funded, to step In
and fund in order to prevent the
loan [rom going into default, and
risking the loss of the loan funds
previously advanced. In this
financial climate, however, many
lenders are look!ng to reduce,
nol increase, thelr real estate
exposure, and in particular their
exposure to a single market or
project, so may decline to fund
an additional share.

Replacement Lender

In the event that none of the
other lenders In the syndlcate
elects to lund the defaulting
lender’s share, the borrower
may have negotiated for the
right to seek a replacement
lender to assume the uniund-
ed obllgatlons of the defaulting
lender on the terms and con-
ditlons of the loan documents,
This right, while undenlably use-
Iul, Is also typically constralned
with conditions thart limit the
borrower's flexibillty to bring
in a new lender. First, the con-
sent of the loan adminlstrative
agent to the substitution will be
requlred. If the administrative
agent is the defaulting lender,
the other lenders must replace
the administrative agent pursu-
ant to the loan docu-
ments belore consent
can be given to the
replacement lender,
thereby delaying
and complicating the
consent process. Sec-
ond, the new lender
must typically be an
institutivnal lender
and may not be an
alfiliate of the borrower, Even
In a sltuatton of this gravity, the
other lenders do not want the
barrower to have a position In
the lending syndicate, where the
borrower’s interests will be in
contftict with those of the other
lenders. If the loan documents
do not restrict an affiliate ol the
mezzanine lender from buying
a loan share, that may be a use-
ful source for the borrower to
seek additional funds, as the
mezzanine lender has the most
powerlul motivation to protect
its junior interest by advancing
funds, and may find it useful to
its overall deal position to hald
a share of the senior loan. Third,
the terms of the loan positlon
held by the defaulting lender
which s being assumed by the
replacement lender may be leas
favorable than current market
terms that would be demand-
ed by a replacement lender.

A replacement lender may seek a
discount from the defaulting lender,
or points or fees up front from the
borrower to bring the loan to market
teyms, belore the lender will assume
the loan share.

Sub-Participants

Il the delaulting lender has sold
participations in its loan position,
consideration should be given by
the borrower to seeking loan fund-
ing directly [rom the participants.
Participation arrangements are
generally opaque to the borrower,
with privity only between the par-
ticipant and the primary lender, and
not between the participant and the
borrower, other than the granting
to the participant ol protectlons
of certaln of the loan document
provisions. While the borrower
may have no contractual right Lo
demand funding directly [rom the
participant, as a practical matter,
the particlpants have the economlc
Interest In the defaulting lender's
share, and have already authorized
the commitment of [unds to the pro}-
ect, and an Interest in protecting
funds already advanced.

Borrower Funding

If no additional funding can be
found for the loan piece, the bor-
rower may, depending on how the
loan balanclng provisicens in the
documents are dralted, be obli-
gated to fund the shortfall from
the lender delault as a balancing
payment. “Balancing payments”
are payments that are required to
be made by a borrower to make
up shortialls in the event that the
reraining [unds available under the
loan are insufficient te complete
the project. This situation occurs
when construction costs are over
budget. and the borrower Is obli-
gated to fund budset overruns to
bring the loan “in balance” before
the lender will fund the remain-
der of the loan. A shortfall is also
created, however, where a lender
fails to fund its loan share, If the
loan documents do not restrict
the borrower’s obligation to make
balanclng payments to an actual
budget overrun, but more generally
requlre balancing payments where
the cost to compiele exceeds the
loan funds available, a borrower
may find itself involuntarily obli-
gated to fund a shortiall caused
by the lender. In elther instance,
whether a voluntary funding or a
balancing payment, the borrower
will most likely be required to fund
in the equity position, and not In
a priority position. A borrower

should, however, attempt to negoti-
ale a shortterm arrangerment under
which it will fund additional equity
to cover the shortlall, with a right
to withdraw the additional equity
during construction [ a replace:
ment lender is subsequentiy put
in place.

Completion Guaranty

I repiacement [unding is not
availlable from the borrower or
from other loan sources, the loan
will go into default, and the loan
guarantors may be called upon to
honor completion and payment
guarantles. A critical consideration
of the risk that thls poses to the
guarantor s whether the comple-
tion guaranty is itself contingent on
loan funding by the lenders. Just as
described above with respect to the
balancing payment obligation, It is
Important to analyze whether the
completlon guaranty covers ¢ost
overruns only, assuming the full
funding of the lcan, or whether It
covers completion more broadly,
Including the obligation to fund all
shortfalls whether or not resulting
from a lender default. The guaranty
analysis is tricky, even il the guar-
anty language provides for full fund-
ing of the loan: since loan lunding is
conditloned upon the guarantor not
otherwise belng in default under
the loan, the guarantor may have
to fund a lender shortfall in order
to prevent further events of delault,
to satisfy the condition [or the loan
funding. Also Important to analyze
are the delenses to guaranty lia-
bility, and whether a guarantor is
entitled, elther expressly or by a
carve-out from general waivers, to
assert as a defense to llability the
lallure of a lender to fund. In addl-
tion to reviewing iiability under a
completion guaranty to the lender,
a borrower should review whether
it is potentially liable under comple-
tion guaranties given to partners or
tenants, which might be triggered
by the consequences of a lender
dedault.

Other Issues

The insclvency or downgrade
of a lender may also trigger other
requirements that involve replacing
the lender’s functions vis-a-vis the
loan, or third partles such as tenants.
The loan documents may require
replacement of an interest rate swap
provided by the downgraded lender
with a new swap counterparty meset-
Ing speclfied credit standards, A lease
or constructlon contr act may require
that a letter of credlt drawn by the
borrower on the defaulting bank and
given to the tenant or contract party
be replaced with a new letler of credit

irom a replacement lender meeting
specified credit standards,

Finally. of course, 1f a loan goes
into detault because of the lend-
er's lailure to (und, the borrower
may seek to pursue legal remedles
against the defaulting lender for
the losses arising from the tend-
er's delault. If the other lenders
have not only falled to step in to
prevent the defauit, but by thelr
actions in declaring a default have
exacerbated the borrower's losses,
aggrieved borrowers may likewlse
atlempt to assert varlous lender-
labillty theorles of breach of good
[alth and [alr deallng against those
lenders as well. Those legal isaues
will undoubtedly be litigated anew
as the financlal crisis grinds on.



