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Best Practices

By Jason W. Bank

ttorneys play an important role
in business formation, growth,
and innovation. Attorneys also

A

nesses experience financial distress. Accord-

play a critical role when busi-

ing to the U.S. Bureau of Labor Statistics, for
every startup business that succeeds, one
will fail within five years.! This article ex-
amines key aspects of representing a finan-
cially troubled business in a loan workout,
restructuring, or business bankruptcy.

Smooth waters ahead:
The lender-borrower
relationship begins

Credit is the lifeblood of small- to mid-
dle-market businesses, which require capi-
tal to begin and sustain operations. Banks
and lenders are in the business of loaning
money, primarily through term loans and
lines of credit. When a business in need of
capital meets a lender with plenty of it, a
business relationship is formed that bene-
fits both parties: the business obtains fund-
ing for its operations and the lender earns
interest and fees on its loan.

Generally, a bank is willing to loan sig-
nificant funds to a business only if it can
obtain liens and security interests against
all business assets. A lender may also re-
quire that a business owner have “skin in
the game” by personally guaranteeing re-
payment of a business loan and potentially
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pledging personal assets to secure repay-
ment. Liens and personal guarantees are of-
ten those fine-print details that are ignored
or glossed over by a business owner eager
for a loan. At closing, a default is the last
thing on the mind of an optimistic business
owner, who envisions blue skies and smooth
sailing ahead.

Storms develop: The loan workout

The lender-borrower dynamic works well
when a business is running smoothly and
is profitable. The relationship becomes more
strained when a business encounters stormy
waters or plunges into insolvency. Businesses
experience financial stress for many rea-
sons, including changes in market condi-
tions, liquidity issues, a poor business model,
or mismanagement. Often, a distressed busi-
ness will default under its loan documents
by missing a required payment to the lender
or breaching a financial covenant.

A default by a borrower that is not re-
solved is a potential game changer that
places the business’s survival in peril. The
loan may be reassigned from the friendly,
originating loan officer to a lender’s work-
out loan officer who specializes in resolving
troubled loans. The workout department is
charged with taking the necessary steps to

recover repayment of a loan as quickly and
efficiently as possible.

During a workout, a borrower discovers
that what it thought was a ’til-death-do-us-
part relationship with a lender is instead a
til-defauit-do-us-part relationship. A default
typically permits a lender to accelerate and
require immediate repayment of its entire
debt. In the loan documents, the borrower
typically grants a lender the right to exercise
various remedies if a borrower defaults, in-
cluding sweeping money from a borrower’s
bank account, collecting receivables owed
to a borrower, or having a receiver ap-
pointed to liquidate assets. These remedies
are potential death blows that may grind
business operations to a halt. As a result, a
borrower’s next steps are critical to the busi-
ness’s survival.

Remain calm and communicate

Management of a distressed business
that receives a default letter typically has
several critical items on its plate, such as
meeting payroll or paying essential suppli-
ers. It is tempting for management to ignore
the lender and focus on the business’s im-
mediate needs. Hoping the lender will not
take aggressive action, however, is not a
good strategy.

During a workout, a borrower discovers
that what it thought was a ‘til-death-do-us-
part relationship with a lender is instead
a 'til-default-do-us-part relationship.
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It's probably too late to work toward a
solution if you wait to engage in discus-
sions with a lender until after receiving the
lender’s complaint or motion to appoint a
receiver. By the time a complaint is filed,
a lender will have drawn its own conclu-
sions regarding the viability of the business
and the lender’s best course of action.

Accordingly, a borrower should be pro-
active, contact its loan officer, and schedule
a meeting as soon as possible. At the meet-
ing, the borrower should exhibit a concilia-
tory attitude as opposed to a confrontational
or litigious attitude. The borrower should
keep in mind that it borrowed the money,
agreed to the terms in the loan documents,
and is now in default.

At the meeting, the borrower should
provide the lender with a detailed explana-
tion of the root causes of a company’s finan-
cial problems. Not every cause is viewed the
same by a lender. A workout lender may
react differently to a business facing a lig-
uidity crisis due to an unforeseen spike in
commodity prices, as opposed to a business
owner who has committed gross misman-
agement or fraud. A lender may decide to
work with a borrower in the former exam-
ple and take aggressive action in the latter.

Presenting a plan: What comes next?

Once the details of the situation are com-
municated, the borrower must present to
the lender a comprehensive plan to right
the ship. The plan should identify how the
lender will recover the money it loaned. A
borrower should provide an updated, com-
prehensive financial statement; a budget de-
tailing the company’s projected revenues

and expenses; and a cashflow forecast to
confirm the company will not run out of
funds. The lender will also want to see an
appraisal or valuation of business assets.
This information should help both borrower
and lender better understand the company’s
financial picture.

A business owner and management may
not have the requisite skills or time to com-
pile the necessary financial information that
a lender will want to see. Further, some
lenders may not trust financial information
provided by an owner who is having dif-
ficulty steering the ship and fighting for
survival of the business. Accordingly, a dis-
tressed borrower should consider engaging
an accountant or financial advisor who spe-
cializes in turnarounds. A financial advisor
could help management as needed or take
the wheel and operate the business as a
chief restructuring officer.

A financial advisor can help reestablish
credibility with a bank. An advisor with turn-
around experience will speak the same lan-
guage as a workout officer, and the lender
may rely on the advisor’s recommendations.
The advisor will also be invaluable to pre-
senting realistic endgame scenarios for both
lender and borrower.

Avoiding shipwreck:
The forbearance agreement

Lenders who send default notices are on
the verge of exercising remedies that could
close a business’s doors. The default notice
generally means the business has a small
window of opportunity to reach an agree-
ment with a lender to avoid the dooms-
day scenario.
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Lenders may be willing to agree to post-
pone exercising default remedies under a
forbearance agreement, which is a contract
used regularly in workouts. Before consid-
ering a forbearance, lenders will require a
detailed game plan and the financial infor-
mation described above.

A forbearance agreement typically con-
tains the following terms:

e The lender will provide a borrower with a
limited timeframe (three to six months is
common, subject to extensions) to obtain
financing to satisfy the lender’s claims.

e A business may be required to pursue a
certain course of action (such as sale of
the business or liquidation of certain as-
sets) as a condition of forbearance.

e The lender will require a borrower (and
any guarantor) to waive any claims they
may have against a lender or any defenses
they may have to the lender’s claims.

e The lender may require that a borrower
execute a pocket consent judgment or
order appointing receiver that the lender
may file if the borrower does not satisfy
its obligations by the end of the forbear-
ance term.

Not all forbearance agreements are the
same. Some provide borrowers with a rea-
sonable period to implement a turnaround
plan and pay off the lender. Others are
heavily drafted in favor of a lender with the
potential to create a scenario in which the
borrower has in effect ceded control of a
business and set up the company for lig-
uidation. As a result, negotiation of a for-
bearance agreement with reasonable terms
is critical.

Speak softly and carry a
big stick: Chapter 11

Theodore Roosevelt’s famous phrase
described a policy of careful negotiation
(“speaking softly”) supported by the un-
spoken threat of a powerful military (“big
stick”). A struggling business facing lender
pressure may be well-served to adopt a
similar strategy. If a lender is pursuing ag-
gressive remedies like forced liquidation
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or appointment of a receiver, the threat of
a Chapter 11 bankruptcy petition may be
a borrower’s last line of defense and best
leverage in negotiations. If negotiations do
not lead to a settlement, a Chapter 11 fil-
ing may be necessary to preserve busi-
ness operations.

Chapter 11 provides significant benefits
for the distressed business (known in bank-
ruptcy as a “debtor”):?

e The automatic stay immediately goes
into effect upon filing of the bankruptcy
petition. The stay prohibits any act to
collect a debt from a debtor or obtain
possession of a debtor’s assets. The stay
acts as a shield against creditors while
providing a breathing spell for a business
to develop and implement a restructur-
ing plan free from creditor pressure.?

e The debtor remains in possession of its
assets and is free to continue to operate
its business in the ordinary course of
business. Management remains in con-
trol of the business in most Chapter 11
cases unless cause is shown for the ap-
pointment of a trustee.*

e A debtor may file a plan of reorganiza-
tion—a contract between the debtor and
its creditors governing the treatment of
claims owed by a debtor upon the debt-
or’s exit from Chapter 11. A plan may
eliminate pre-bankruptcy defaults, dis-
charge or eliminate debt, and restructure
a debtor’s obligations with longer pay-
ment terms to creditors’ A debtor has
the exclusive right to file a plan of re-
organization in the first 120 days of a
case, subject to extensions.® Most cred-
itors may vote to accept or reject the
plan, and they may file objections to the
plan. Ultimately, the bankruptcy court
conducts a confirmation hearing and de-
termines whether to approve or confirm
the plan, which permits the company to
emerge from bankruptcy.”

Generally, a lender wants to avoid Chap-
ter 11 because:

e A judge has the final say over disputed
matters. For example, a court can au-
thorize a company to use cash that is
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the lender’s collateral to pay certain ex-
penses of the business over the lend-
er’s objection.?

e A business debtor may obtain court ap-
proval of a plan of reorganization against
the bank’s wishes under the so-called
“cramdown” confirmation provisions.’

e A two-party dispute outside of bank-
ruptcy court becomes a multiparty pro-
ceeding. Any creditor owed money by
the business debtor may participate in
the case and be heard.”

e A committee of the largest unsecured
creditors may be formed, and the commit-
tee may scrutinize the bank’s loan docu-
ments and dealings with a company and
potentially bring claims against the bank."

e The amount of a lender’s secured claim
may be reduced in certain circumstances
if the value of the underlying collateral
is less than the debt."

A Chapter 11 bankruptcy petition, how-
ever, is not a wonder drug that will auto-
matically cure a company’s ills. A company
will incur significant professional fees in a
Chapter 11 case. Management is required to
spend a substantial amount of time on the
case, taking its focus away from the busi-
ness. Vendors who provided a company with
credit terms on shipments may demand cash
payment upon delivery with a company in
bankruptcy. Chapter 11 will not solve a com-
pany’s liquidity or funding issues.

There is often significant uncertainty over
how a judge will rule or whether a debtor
can obtain confirmation of its plan. Confir-
mation is a potentially grueling process.
Filing a plan with the support of a lender
and creditors can result in a smooth and
relatively fast exit from bankruptcy. While
a borrower may obtain court approval of its
plan over the lender’s objection, the proc-
ess will be lengthy and expensive. Further,
a company that is unable to confirm a plan
may end up in liquidation under Chapter 7
of the Bankruptcy Code."

Accordingly, even after a bankruptcy fil-
ing, there are numerous reasons why a
borrower should continue to engage in set-
tlement discussions with a lender to try

to resolve their differences. Agreeing on a
consensual plan that will pave the way for
a company to emerge from bankruptcy is
in the best interest of all parties.

Conclusion

A troubled business requires keen navi-
gation and a nimble hand at the wheel to sur-
vive. A workout also presents a tremendous
opportunity for a company to restructure and
strengthen its business. An attorney’s guid-
ance may mean the difference between a
company’s rebirth and dissolution. m
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