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Dealing with Bondholders in Troubled Times

By Daryl B. Robertson, W. Lake Taylor, Jr., William H. McBride,
and Nic O’Brien’

Care must be taken by a public company in dealing with bondholders and
their indenture trustee. There are numerous important legal considerations,
which the authors summarize in this article.

Most public companies have outstanding one or more series of bonds (or
notes) that are held by third party, mostly institutional, investors. Any of these
companies that are experiencing financial difficulties may wish, or may be
forced, to deal with the holders of their outstanding bonds in order to
reorganize the company’s debt structure, to reduce its debt, to permit an
acquisition or disposition transaction to occur or to amend restrictive covenants.

In addition, during troubled economic times, bonds are often traded at deep
discounts from their face principal amounts as a reflection of the market’s view
of the financial condition and future prospects of the issuing company.
Sometimes the bonds are acquired by opportunistic investors (a/k/a “vulture
funds”) that are intent on forcing declarations of default and acceleration of the
bonds or otherwise realizing quick profits on their investments in the bonds.

As is often the case, dealing with individual bondholders can be difficult
because of their number. The indenture trustee appointed pursuant to the trust
indenture governing the bonds will usually act on behalf of the bondholders in
their interactions with the issuer. However, the nominal annual fee paid for
standard trust services provides little incentive for an indenture trustee to spend
much time in representing the bondholders in troubled situations. As a result,
the initial bond trustee will often resign, and a substitute trustee must be
located to serve in that capacity.

“ Daryl B. Robertson (drobertson@huntonak.com) is a partner at Hunton Andrews Kurth
LLP focusing on business and finance transactions, entity formation, mergers and acquisitions,
and securities law. W. Lake Taylor, Jr., (tlake@huntonak.com) is a partner at the firm focusing
on securities law, corporate finance, mergers and acquisitions, and general corporate law. William
H. McBride (wmcbride@huntonak.com) is special counsel in the firm’s public finance practice,
providing counsel on tax-exempt and other transactions. Nic O’Brien (nobrien@huntonak.com)
is an associate in the firm’s mergers and acquisitions practice.
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MARBLEGATE

A 2017 U.S. Court of Appeals for the Second Circuit decision illustrating
some of the issues that can occur in dealing with bondholders is found in
Marblegate Asser Mgmt., LLC v. Educ. Mgmt. Corp.t

In 2014, Education Management Corporation (‘EMDC”) found itself in
severe financial distress with $1.5 billion in debt that was issued by EMDC’s
subsidiaries and guaranteed by EMDC. Of this debt, roughly $1.3 billion was
secured debt governed by a credit agreement, and the remaining $217 million
was issued in the form of unsecured notes pursuant to a trust indenture
agreement. EMDC determined that restructuring through bankruptcy was not
a realistic option, so, instead, EMDC negotiated consensual foreclosure and
debt restructuring transactions with its secured creditors. These transactions
were then approved by all of the holders of the unsecured notes with the
exception of the plaintiff, which held $14 million of the unsecured notes.

Pursuant to the negotiated restructuring transactions, the secured creditors
exercised their rights under the credit agreement to foreclose on the assets of
EDMC’s subsidiaries and sold the assets to a newly formed subsidiary of
EMDC. The newly formed subsidiary issued new debt and equity securities to
all of the secured creditors and to those noteholders who approved the
transactions in exchange for their unsecured notes.

The secured creditors also released EMDC’s guarantee under the credit
agreement, which triggered an automatic release of EMDC’s guarantee of the
unsecured notes pursuant to the trust indenture. After the transactions, the
plaintiff, which held the sole remaining unsecured note, was left with no
practical ability to be repaid because the subsidiaries obligated to repay the note
no longer held assets and its note was no longer backed by EDMC’s guarantee.

The unsecured holdout noteholder sued EMDC and its subsidiaries arguing
that the restructuring transactions violated the restrictions in Section 316(b) of

the Trust Indenture Act of 1939, as amended (the “TIA”),2 and the district
court agreed with the holdout noteholder.

1 Marblegate Asset Mgmt., LLC v. Educ. Mgmt. Corp., 846 F.3d 1 (2d Cir. 2017), reh g denied,
No. 15-2124 (2d Cir. Mar. 21, 2017).

2 TIA Sec. 316(b) reads: “(b) Prohibition of Impairment of Holder’s Right to Payment.
Notwithstanding any other provision of the indenture to be qualified, the right of any holder of
any indenture security to receive payment of the principal of and interest on such indenture
security, on or after the respective due dates expressed in such indenture security, or to institute
suit for the enforcement of any such payment on or after such respective dates, shall not be
impaired or affected without the consent of such holder, except as to a postponement of an
interest payment consented to as provided in paragraph (2) of subsection (a), and except that such
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However, EMDC and its subsidiaries appealed the ruling, and after analyzing
the restructuring transactions, the trust indenture and the legislative history of
Section 316(b), the majority opinion of the Court of Appeals concluded that,
while the restructuring impaired any practical ability of the holdout noteholder
to be repaid, the transaction did not violate Section 316(b) because the
transaction did not amend the indenture’s “core payment terms.” Nor did it
prevent the dissenting noteholder from initiating suit to collect payments due
on its note.

The majority also determined that the TIA’ legislative history for Section
316(b) indicated that it was intended to address formal amendments to
indentures and to prohibit indenture provisions such as collective-action
clauses, which would allow a majority of bondholders to amend core payment
terms, or no-action clauses, which bar individual bondholders from suing to
collect interest and principal payments.

At the outset, this may come across as providing a blanket protection to
issuers, but the majority in Marblegate stated that its decision “will not leave
dissenting bondholders at the mercy of bondholder majorities.” The majority
noted that bondholders may rely on state and federal laws to seek recourse from
issuers. Dissenting bondholders may pursue remedies such as claims for
successor liability or fraudulent conveyance, claims for violations of foreclosure
laws or implied good faith covenants, or commercial tort claims. The majority
further noted that sophisticated creditors can insist on credit agreements that
forbid transactions like the debt restructuring in this case.

LEGAL CONSIDERATIONS

There are many legal considerations that need to be taken into account when
an issuer deals with its bondholders and the indenture trustee.

»  Trust Indenture Governs. The legal rights and obligations of the issuer,
the trustee and the bondholders with respect to the bonds are generally
governed by the trust indenture. If the indenture is ambiguous on an
issue, a court may look to the description of the bonds in the bond
offering documents for an interpretation of the indenture’s provisions.
However, discrepancies between the description of the bonds in the
bond offering documents and actual clear provisions in the indenture

indenture may contain provisions limiting or denying the right of any such holder to institute any
such suit, if and to the extent that the institution or prosecution thereof or the entry of judgment
therein would, under applicable law, result in the surrender, impairment, waiver, or loss of the
lien of such indenture upon any property subject to such lien.”

6
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will usually be resolved in favor of the indenture.3

» TIA Provisions. Most indentures will be subject to the TIA, which
applies even to debt securities issued in transactions otherwise exempt
from registration under Section 3(a)(9) or (10) of the Securities Act of
1933, as amended (the “Securities Act”), as well as debt securities issued
in connection with bankruptcy reorganizations. The TIA specifies that
certain of its provisions will be deemed part of the indenture.

*  Rights of Bondholders and Issuers. Other provisions of the trust indenture
and the TTA may affect the rights of bondholders, such as rights to
declare an event of default and to accelerate the maturity of the bonds,
to instruct the trustee to exercise remedies against the issuer on behalf
of the bondholders, and to waive defaults by the issuer, as well as the
right of individual bondholders to directly sue the issuer for payment of
the bonds. Trust indentures may also contain important restrictive
covenants concerning the issuer’s financial condition and results of
operation that must be observed by the issuer. In addition, the
document should detail the issuer’s rights to replace the indenture
trustee or to approve a new trustee if the original trustee is removed by

the bondholders.

*  Amendments to Indenture. The indenture may or may not be amended
without any consent of the bondholders or without the consent of all
of the bondholders in a manner that would alleviate the troublesome
situation. If the indenture cannot be amended without consent of the
bondholders, it is often true that fewer than all the holders need to
consent to an amendment that will solve the problem. Therefore,
consideration should be given to tendering for or otherwise reducing
the outstanding amount of bonds or directly soliciting the necessary
bondholder consent.

*  Tender or Exchange Offers. Tender offers or exchange offers by an issuer
for its debt securities will be impacted by a number of important
securities laws. In particular, Rule 14e-1 under the Securities Exchange
Act of 1934, as amended (the “Exchange Act”) has requirements for
how long a tender offer must remain open, for the timing of payment
for tendered securities after expiration of the offer, for any extensions of
an open tender offer and other important rules that must be observed.
An exchange offer must either (a) be exempt from registration under

3 Of course, if the bonds were sold in a securities offering, such a resolution may result in a
securities lawsuit against the issuer based on incorrect disclosure about the bonds.
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the private offering exemption or the exemption for exchanges of
securities under Section 3(a)(9) of the Securities Act, or (b) be
registered on a Form S-4 or F-4 with the Securities and Exchange
Commission (“SEC”). In the case of a registered exchange offer, the
TIA will usually require the trust indenture for the new debt securities
offered in the exchange offer to be registered with the SEC and meet
the other requirements of that statute.

Consent Solicitations. Consent solicitations of bondholders by the issuer
are often effective to effect a change in the covenants in the trust
indenture. These solicitations by themselves are not subject to Rule
14e-1 but are often combined with a tender or exchange offer that is
subject to that rule. Consideration paid to consenting bondholders
must be carefully structured to avoid potential liability under applicable
court cases that require the consideration to be offered on the same
terms to each holder of the affected debrt security. Provisions in the trust
indenture may also impact the ability to make consent payments to
only consenting bondholders.

Anti-Fraud Securities Laws. In the case of any consent solicitation,
tender offer or exchange offer, the general anti-fraud rules of the
securities laws will be applicable. The written disclosures provided to
bondholders in connection with any of the foregoing transactions must
be carefully prepared to avoid any possible claims of false or misleading
disclosures that might be actionable under applicable securities laws.

Communicating with Bondholders. Note that if the bondholder group is
large, there can be real problems communicating with them through
the book-entry system. DTC will not provide a list of holders of an
issuer’s bonds—only a list of the authorized contacts for each partici-
pant holding the securities. That list then has to be worked with to
develop a bondholder list. There are private companies who, for a price,
will supervise a bondholder solicitation.

Bondholder Committees and Direction by Bondholders. The trust inden-
ture may provide the indenture trustee the ability to offer interested
bondholders the opportunity to form a committee and “advise” it on
actions post-default or even prior to default in some situations. In
addition, some trustees will allow a bondholder committee to be
created even without clear mention in the indenture because the
committee can provide a trustee some protection in a later bondholder
suit against the trustee for misbehavior. Such a committee can also be
of benefit to the issuer in at least providing a sounding board for
alternatives in restructuring and analyzing the possibility of obtaining
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the requisite percentage bondholder approval of amendments. An issuer
may also be able to use such a committee, or a similar but not formally

. « . » M
organized group of bondholders, to “direct” the trustee to take certain
actions under the trust agreement, perhaps including actions that the
trustee is not certain are in the best interest of all the bondholders but
that the group of interested bondholders find acceptable.

*  Duties of Directors and Officers. In general, the officers and directors of
a corporation do not owe duties to bondholders, such as the duties of
care, loyalty and good faith that they may owe to the corporation’s
shareholders. The relationship between bondholders and the issuing
corporation is considered contractual in nature. However, when a
corporation is in the “vicinity” or “zone” of insolvency, the duties of the
corporation’s officers and directors may shift and expand to include
creditors and other stakeholders (e.g., employees) of the corporation.
Creditors have a right to expect that the directors and officers will not
divert, misappropriate or unduly risk the corporation’s assets in an
effort to avoid claims of creditors, including the bondholders. Officers
and directors must consider the interests of the corporation’s entire
“community of interest.” Obviously, these expanded duties may cause
conflicting expectations and problems in planning the corporation’s
future.

*  Impediments to Extraordinary Transactions. Extraordinary corporate
transactions by the issuer will often trigger issues with respect to
bondholders. The trust indenture usually has a provision that is
triggered by a merger with another entity or the sale, transfer, lease or
other disposition of all or substantially all of the issuer’s assets to
another entity. These provisions typically require that the issuer’s
obligations under the trust indenture must be assumed by the transferee
or successor. Spin-offs of corporate assets to shareholders are often
questioned by bondholders and can be an impetus for litigation
concerning the purpose and effect of the spin-off. Likewise, sales of
important assets may raise issues of successor liability. Bondholders and
trustees might assert that the purchaser is liable for the indebtedness
represented by the bonds. Caution should be exercised in connection
with these kinds of transactions to make certain that bondholder rights
are addressed.

Care must be taken by a public company in dealing with bondholders and
their indenture trustee. As can be seen from the foregoing summary, there are
numerous important legal considerations.





