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Sprmgmg recourse and other carve outs are now ordlnary features of securltlzed mort- .

-gages but rt 1s 1mp

__ant to know how they can be applied. In this article, the autlor looks“‘

at-how various ‘courts have mterpreted such rules. He cautions that’ borrowers and guaran_
tors must carefully evaluate any actrons they could take that mlght tngger sprmgmg re-

course

The use of sprmgmg recourse and non-recourse

ties, has become_common.in - recent years, espe-
cially w1th respect:to. securrtrzed loans. Under springing
recourse carve-outs, "the borrower. (and guarantor) be-
comes. liable for the outstandmg indebtedness. upon the
occurrence of a “trlggermg event.” »

»Almost umversally, the tnggenng events for “full re:

course liability” include the borrower’s (or: guarantorls)
filing of a voluntary bankruptcy petltlon the consent to,
or collusron ‘with, the frh g of an 1nvoluntary bank-
ruptcy case€, the unauthorized transfer, of the’ real prop-
erty. securlty, an, unauthonzed encumbrance upon the
real property security, and the failure to matenally comn-
ply with. “special purpose entlty’ covenants. Other-non-
recourse carve-outs typlcally render the borrower. (and
guarantor) liable for.da
lender as a result of certain bo,r:rower conduct.(such as
environmental liabilities, transfer of funds from the bor-
rower, waste, and fraud)

Borrowers and guarantors must be cattious to ensure
that any saction they may take;-such as a bankruptcy fil-
ing, is worth the risk of incurring recourse’ Tiability tun-
der.a /‘springing 1 recourse” .carve-out or the.terms of a
non-recourse carve-out, Accordlngly, an understandmg
of these loan terms must be fully- appreciated and intel-
ligently evaluated before decisions are imade with.re-
spect.to-any. conduct that may constltute aloan default.

- This article briefly discusses judicial decisions relat-
ing to’ borrower/guarantor- lidbility ‘under. springing
récoursé/nion-récourse carve-outs: The‘case discussions
hlghlrght that courts have been enforcmg these prow-
srons as drafted. . . e a0 0

“iI. Bruce Speiser-is a artner ‘at Plrcher, WL
‘Nichols & Meeks; a:real estate law ﬁrm wzth
: oﬁ‘ices in Los Angeles dnd Chtcago

damages that are sustained by the

A. Bankruptcy Flmgs Tne-111 Debt Acqmsttzon LLC Vi
Slx Ventures, Ltd., 2009 U.S:-Dist' LEXIS: 11851 (S.D:
Ohio 2009), the lender filed -an action against the-bor-
rower and the guarantors and-sought thé appointmerit
of-a receiver to.take possession of the real estate collat-
eral. The borrower then filed bankruptcy. The lender
secured relief. from the automatic stay and the litigation
proceeded .against - all :parties, during which ‘time. the
bankruptcy.filing was'dismissed. The lender contended

- that the. guarantors -were personally liable. under: the

loan ‘because -the:. bankruptey- filing . -qualified as a
“springing. recourse: event” ‘under the guaranty.:The
guarantors argued, among other things; that in light of
the: bankruptcy. ' dismissal, there -was:no: triggering
event.: The trial court det‘e‘rmined, ‘on summary judg-
ment; that the bankruptcy filing by the borrower consti-
tuted a triggering event for': guarantor fiability—
notwithstanding that the bankruptcy case was dis-

missed (Wthh the court characterrzed as belng
“jrrelevant”), ©

‘In Fedéral, Depostt Insurance Corporatlon v. Pnnce
George Corporatron, 58 F.3d 1041.(4*" Cir.. 1995) the
borrower delayed foreclosure for a. number of years af-
ter. defaultmg under its non-recourse loan Prior to ‘that
time, the borrower had attempted negotlatlons with the
lénder, unsuccessfully sought to obtain an injunction,
and flled numerous motions—dil aimed at avoiding_ the
loss of its. property. Fmally, one of the borrower’s, gen-
eral partners filed an involuntary. bankruptcy pétition
against the borrower- only a few daysprior to the sched-
uled’ foreclosure sale “The court first made a factual de-
termination  that the, .bankruptcy filin g delayed the
lender from foreclosmg on the borrower’s property, and
then considered this delay to be a “triggering event”
underthe covenant precluding “any-act” by the:guaran-
tor. that impaired the lender’s recourse right:-Accord-

ingly, .the court alloWed a deﬁcrency Judgment agamst
the guarantor. . :

In New York, a _]urlsdlcuon whose substantrve law

- appliés ‘to ‘many loans, a borrower filed a voluntary

bankruptcy'case in the ‘face of the lender’s foreclosure
proceedings, and that case was not dismissed within the
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time period permitted by the loan agreement. The

lender sought to hold the guarantor liable under the.
“springing recourse” provision in the gyaranty. The .
guarantor argued in state court that the ipso facto:

clause in the Bankruptcy Code, 11 U.S.C. §365(),
which renders unenforceable certain default provisions
in an executory contract resulting from a bankruptcy

filing, barred recourse against the guarantor. The :state .
court rejected the argument, holding that the Bank- - |-

ruptcy Code did not inure to the guarantor’s benefit in
the state court action. First _Nati_onwide_ _Bgnk V.
Brookhaven Realty Associates, 223 A.D.2d 618  (N.Y.
App. Div. 1996). N S
‘B. Additional Liens/Borrowings. In Heller Financial,.

Inc. v. Lee, 2002 U.S. Dist. LEXIS 15183 (N.D. Iii 2002),” ’
a federal district court in Illinois-decided that the “trig- .

gering event” for guarantor liability was the placement
of additional liens on the secured property without the
lender’s consent. Accordingly, the failure to cure other
liens (such as those associated with construction
projects, and‘even when the guarantor is not directly in-
volved in the management of the borrower or the.prop-
erty) could result in guarantor liability. In Lee, the court
specifically rejected ‘the .defense. that the.guarantors
were unaware of the additional liens, finding that the
guarantors agreed to the language in the guaranty, and
that ignorance was irrelevant. e s

. In LaSalle Bank NA v. Mobile Hotel Properties, LLC,
367 F. Supp. 2d 1022 (E.D:. La. 2004), the guarantor
‘made multiple loans to the borrower. These advances
violated loan covenants restricting: additional debt. Ad-
ditionally, the borrower. modified its articles of organi-
zation expanding its stated purpose. The court deter-
mined that each one of the-violations of the:loan cov-
enants triggered. full recourse liability, and hence
deficiency liability for the: guarantor—notwithstanding
that the guarantor’s intehtions were to assist the bor-
rower in protecting the-lender’s collateral and that-the
borrower did not engage in any business other than the
ownership and operation:of the property.

_C. Misappropriation of Funds. In Heller Financial, Inc.
v. Whitemark at Fox Glen, Ltd., 2004 U.S. Dist. LEXIS
18974 (N.D. Ill. 2004), the issue before the court was
whether the transfer of funds from the borrower to its
affiliates was a properly authorized " distribution of
project revenues. If it was not, the transfer of those
funds constituted misappropriation under Hlinois law.
The court found no evidence showing that the transfer
was made to pay for project costs as defined by the loari
agreement. Moreover, the borrower did not adequately
explain why a legitimate project cost appeared in its
ledger as an account receivable. Accordingly, the court
determined that the borrower misappropriated funds
that should have been repaid to the lender under the
loan, and granted partial:sumiary judgment in lender’s
favor. The misappropriation created recourse liability.

‘D. Violation of Separateness Covenants. In ‘Blue-Hills
Office -Park LLC v J.P. Morgan.:Chase Bank, 477
F.Supp. 2d 366 (D. Mass. 2007); the court determqu
that a payment to a neighboring property owner,.in
settlement of litigation over a parking structure permit,
triggered recourse obligations under -the: loan agree-
ment and carve-out guaranty because the borrower, in
addition to transferring the funds, failed to maintain its
status as a special purpose entity, and did not retain an

' ~independent director as required by the loan agree-
.. ment. The guarantors ‘argued that they should only be

' liable for- thedamages. caused: by the violations being
- asserted by ‘the lender.: The court held, however, that

the guarantors were ‘lidblé for the full amount ‘of the
debt because the guaranty expressly provided for such
a measure of damages. Again, the court followed the
specific provisions of the documents.

E. Misrepresentation. In Diamond Point Plaza Limited

Partnership v. Wells Fargo Bank, N. A., 929 A.2d 932

1° (Ct: App. Md. 20606); the guarantees limited recourse li-
_ability to events of fraud, misrepresentation, misappro-

" priation of rerit, and thie failure to mairntain the borrow-

- er's:status as-a-special purpose entity.- The.lender as-

serted personal liability under all such carve-outs. The

- fraud claim concerned the planiied ‘departire of a ma-

jor tenant and the content of certain certificates issued
in connection with the loan stating, in effect, that the
borrower lacked knowledge of any tenant’s intention or
notice to vacate the premises and/or cease the payment
-rent thereon. The state appellate court affifmied-certain
judgments obtained by a lender against the borrower
and guarantors, including one for the total loan debt,
plus pre-judgment interest (less a’crédit for any pro-
ceeds that might be recovered in any foreclosure sale of
the real property security). : =

~Conclusion and Considerations. State and ' federal
courts have been willing to date to enforce springing re-
course covenants as they are drafted—irrespective of
the intentions' of the borrower and.guarantor. ‘Conse-
quently, borrowers and ‘guarantors, in evaluating op-
tions, especially with respect to a course of ‘action that
may result in recourse liability, should: * . =

= Review all loan instruments and guarantees. to de-
termine whether any triggering events exist, or are
likely to occur—even without their knowledge or con-
sent. In this regard, the borrower and guarantor must
appreciate (and presumably seek to comply with) the
special purpose ertity covenants in the loan documents
and guaranty, including separateness provisions, and
the manner in which a cash-strapped borrower may ob-
fain an infusion of funds without tfiggering the “addi-
tional indebtedness” restrictions: * - -
m Evaluate the scope of potential recourse liability.

. Review.ava_ilablé;potential defenses. if- a triggéring
event may be likely. - : o .

® Understand that lénders are not always coopera-
tive, and éven if a lender is receptive to negotiations re-
garding a “work-out” or loan modification or extension,
matters ultimiately may ‘be beyond resolution. More-
over, evasive or delaying conduct-that impairs, im-
pedes, or interferes with a lender’s resort to its collat-
eral may give the lender incentive to proceed with-all

" available remedies, including the pursuit of recourse li-

ability.

a Stay apprised of the compliance with thé loan cov-
enants, so that any “triggering event” may beavoided.
~ Because lenders have considerable leverage over bor-
rowers and guarantors facing cash flow issues orimmi-
nent loan maturity, . compliance ~with: the feregoing
items should be helpful in determining the course of
conduct that should be pursued.

»
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Condemnation -

Texas Supreme Court: Bivllboa_rdv‘A.'d_ Revenue.
Inappropriate for Valuation in Takings Cases

he Tekéé 'Su.prfeme Court granted a new trial-to the’
I state in a condemnation action.June 26, ruling that -

testimony from the state’s expert witness ﬁt_lQuld
not have been struck by the trial court for excluding ad-
vertising revenue generated by an:on-site billboard in

valuing the condemned property (Texas v. Central Ex-

pressway Sign Associates, Tex., No. 08-0061,6/26/09). .

- At apretrial hearing, the trial judge granted a motion -

by the easement holder of. the -condemned’ property,
Central Expressway-Sign Associates (CESA), to strike.
the state’s .expert testimony on valuation of the ease-
ment. The trial judge said the expert’s valuation testi-
mony -was unreliable because his income approach
method valuation did not:include revenue generated by
Viacom Outdoor Inc., which leased the easement and
owned and operated. the billboard structure on the
property. : S , . '

After a losing appeal at the intermediate court level,
the state succeeded in convincing the state supreme
court that the decision to exclude the expert testimony
was reversible error deserving of a new trial. Judge
Harriet O’Neill’s opinion for the court held that adver-
tising revenue from the billboard was analoegous to rev-
enue generated by a business in.a leased space, which
would not be admissible for valuation of a condemned
property. O’Neill ordered the trial court to exclude valu-
ation evidence based on advertising revenue on remand
for the new trial.

Valuations Varied Wildly. The state condemned the
property on which CESA held an easement to operate
an advertising billboard in order to improve a nearby
highway interchange. CESA was leasing its easement to.
Viacom for the greater of $11,000 per-year or 25 percent
of revenue generated by Viacom’s billboard, with the
base rate rising in later years. . ,

Viacom’s billboard generated $168,000 per year in
revenue at the time of the condemnation. After a court-
appointed special commissioner valued the property at
just over $2 million, the state objected and demanded a
jury trail for valuation. _

As evidence on the question of valuation, the state of-
fered the testimony of its expert, Grant Wall, who-used
an income approach method to value the property at
$360,000. Wall did not take into account the advertising
revenue collected by Viacom in his valuation because
Viacom was payinga market rent to lease the easement
from CESA. o ’ : _

At a pretrial hearing Wall’s testimony was excluded
for not taking into account Viacom's advertising rev-
enue as part of the value of the property. As a result-of
Wall’s testimony being struck, the only two estimates
for valuation at frial came from testimony by CESA’s
principals. They each estimated the property’s value at
$2.5 million. The jury decided that the fair market value
of the property was $1.85 million, to which the trial
court entered a judgment in that amount, and was latter
affirmed by the appeals court. ‘ ‘

States - Split on Billboard Revenue. According to the
court, the income approach to valuation of real property
is appropriate to use when comparable sales figures are

not available, and when the property would be.priced
according to the rental income it generates. In addition;’
under state law, income from a business operating -on.
the property is only appropriate to be.used in an income.
approach valuation ‘when the .taking causes material
and substantial interference with access to:the prop-
erty, or when only a portion of the property is taken and
lost.profits-are used to demonstrate the effect on the re-
maining land value.. -~~~ - . o

The court noted several instances of past state prece-
dent where business.income was ruled inappropriate:to
consider in .a condemnation award even when there
was evidence that the business'’s location was crucial to.
success. However, the court acknowledged .that other
states have come to varying conclusions gsto whether
income from a billboard should be taken into account
for real property valuation. e

States such as Florida, Michigan, New Hampshire,
and Virginia have held in the past that billboard adver-
tising revenue can be used to value real property. On
the opposite side, Connecticut, Louisiana,  Ohio, Wis-'
consin, and Pennsylvania cases were all cited by the
court with past precedent not allowing such evidence.
According to O’Neill, these states rejected billboard rev-
enue evidence as “too speculative to use as an estimate
of the fair market value of land.” The Wisconsin Su-
preme Court noted that a billboard is a “comprehensive
advertising enterprise” that ““actively markets the avail-
ability of its billboards, employs an artist to create the
advertising copy for its clients, and creates the actual
advertisement materials.” Vivid Inc. v. Fiedler, 580
N.W.2d 644, 658 (Wisc. 1998).

Revenue Not From Real Estate. In support of its posi-
tion, CESA cited a prior Texas case, Herndon v. Hous-
ton Authority, 261 SW.2d 221 (Tex. Civ. App. 1953),
which said that “rents and profits derived from the in-
trinsic nature of the real estate itself”’ were admissible
for valuation in a condemnation action. CESA argued
that the revenue from the billboard on its property was
derived from the intrinsic value of the land, and there-
fore should be included in an income approach valua-
tion of the property.

The court did not agree, however, and said that
“Texas courts have not recognized the exception al-
luded to in Herndon for business profits ‘derived from
the intrinsic nature of the real estate.’...” The court
cited several examples from prior state cases, including
exclusions of income evidence from the condemnation
of a farm business. :

The court said it saw no reason to create an exception
from this trend for billboard revenue. The court said
“there is nothing to.indicate that a billboard’s location
is any more significant to their business than it would
be to a retail establishment whose profitability depends
on visibility and easy access.” The court noted that the
billboard revenue wasn’t just a product of the land it-
self, but depénded on. securing permits for operation,
construction, lighting, maintenance, and marketing the
advertising space. The court also pointed to the wide
discrepancy between the rent charged by CESA to Via-
com and Viacom’s revenue, and said if “the operation of
a billboard is much like renting real property, CESA
would have no reason to charge so much less in rent
than Viacom receives from its advertising sales.”

The court also shot down CESA’s argument that
Wall’s testimony violated the undivided-fee rule, which
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instructs:that under state law, real property which has.

been divided into separate interests shiould be valued as

if it-were owned by a single. party for condemnation

purposes..According to the court; the rule-only serves to
ensure an appraisal will approximate what the whole
property“would sell for in a market transaction. The
court said that under the undivided-fee rule, Wall’s ap-
praisal was correct to value Viacom’s leasehold interest
at zero because it was at market rent a posmon CESA
disputed. :

The court concluded that the method Wall used to
calculate the value of the condemned property was “ac-

cepted and Tteliable;” and held that it should not have |

béen excluded. In remanding for a new trial, the.court
said the trial court’s exclusion of Wall’s: testlmony was
ateversible error because it went to-the central issue of
the case—the value of the condemned property.

Totally Changes the Texas Law.’” BNA spoke with attor-
ney Joe H, Staley Jr., who represented CESA in the mat-
ter about’ the court’s rulmg Staley said the court’s deci-

sion “completely changed eminent domain: law $0- far
as leasehold interests are concerned.”. -
Of the court’s rationale behird its holdmg, _Staley sald‘

~ that ' although the court claimed to be applying" the

undivided-fee rule in- ruling Wall's: appraisal was. cor-
rect to value Viacom’s: leasehold interest at zero, what
the court was actually applying was the aggregate of in--
terest  rule,. “which is .totally . mapp051te of the

*undivided-fee rule.”

Staley said CESA'was applymg fora rehearmg on the
issue, but acknowledged the motion was a:long .shot.
Regardless of the chances of a rehearing; Staley.noted
though that, “this. has been an extremely hot issue in
Texas . . . so far as the billboard industry is concérned,
and we are concerned representing land owners. .and
propertles that have leases on them, it's a big deal.”

BY ERIC TOPOR

For full text of Texas V. Central Expressway Slg'n o
Associates, go to http: //op.bna com/rel nsf/r"Open— s
etor-7u9ubw. . _
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