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A borrower’s material default will typically allow a lender to immediately pursue
its legal collection remedies of repossession and foreclosure on collateral, filing a lawsuit
against the borrower and guarantors to obtain judgment for the unpaid loan balance, or a
combination of the two. Where there are no deficiencies in the lender’s collateral position,
the debtor’s continuing viability is unlikely, and there is no real likelihood of obtaining
additional collateral or guarantees for the outstanding debt, prompt pursuit of legal
remedies will often be the lender’s best bet to maximize recovery. A lender should conduct
a sober inspection and analysis of its own documentation and position, and the debtor’s
financial position, before concluding that prompt pursuit of collection remedies is
appropriate. In many cases, use of a forbearance agreement can allow a lender to
strengthen its own position while the debtor continues to produce revenue as an ongoing
operation.

I. Potential Benefits of a Forbearance Agreement

Where a debtor, guarantors, and related parties are cooperative, a forbearance
agreement may provide several opportunities to improve the lender’s position before, or in
the event of, ultimate collection or termination of the lending relationship. These include:

e The ability to obtain the cooperation of the borrower or other collateral grantors to
cure defects in the lender’s security agreements, security deeds, or other documents
granting collateral. Many defects will require signatures, powers of attorney, or
other affirmative action by the debtor or other owner of the collateral at issue. For
example:

o Defects in the collateral description, description of secured debt, or
description of the parties in a security agreement cannot be remedied by
merely filing a new UCC financing statement or a UCC3 amendment. It
will be necessary for the appropriate debtor to sign either a curative
amendment or a new security agreement to cure these defects in the
underlying agreement.

o Defects in the property description, description or secured debt, or
description of the parties in a security deed cannot be unilaterally modified
or cured by the lender. The original deed grantor must either sign a curative
amendment (most common) or a new security deed covering the intended
property and debts.

o Defects in notary or unofficial witness attestations in a security deed can
sometimes be remedied without cooperation of the grantor, but often they
cannot. It may be necessary for the grantor to sign an affidavit or
modification to cure the signature defect. Bankruptcy trustees closely
scrutinize security deeds for these types of signature defects, as they are
usually fatal to the lender’s security interest and have been a fertile source
of income to trustees in the past decade.

o Failure to properly obtain notation of the lender’s security interest on
certificates of title for mobile homes or motor vehicle collateral. If the



lender merely includes these collateral items in a UCC financing statement
filing, rather than on the title certificate, the lender is unperfected. It will
be necessary for the vehicle owner to sign a title application or power of
attorney in order for the lender to properly document its interest on the
vehicle’s certificate of title.

The lender’s agreement to forbear from immediate collection may motivate the
debtor or related parties to provide the necessary curative actions as described
above.

Additional time for the lender to make any curative filings to correct defects in
perfection of its interests in collateral (for example, a defective or improperly filed
UCC financing statement or security deed) before the debtor files for bankruptcy
protection or faces collection actions from competing creditors.

o Where the lender has failed to properly perfect its security interest, the
debtor’s bankruptcy filing will typically result in the lender losing that
security interest and being treated as an unsecured creditor with respect to
the subject collateral. This is because the bankruptcy trustee is given the
powers of a hypothetical lien creditor or bona fide purchaser of the debtor’s
assets as of the time the bankruptcy case is filed.

o Curative actions taken before a bankruptcy filing require a lengthy time
cushion before they will be effective against the bankruptcy trustee.
Generally speaking, curative filings or other curative actions taken within
90 days before the bankruptcy filing will be ineffective against the trustee
on the basis that the curative actions are avoidable “preferential transfers”
or “preferences.” The curative action is itself treated as a transfer to the
lender, on the date of the action, for determining whether the action is
avoidable. Where the forbearance period exceeds 90 days, the lender may
obtain a sufficient time cushion to effectively cure perfection defects before
any bankruptcy is filed.

o Outside the bankruptcy context, a lender that has failed to properly perfect
its security interest in collateral will typically become junior in priority to
any creditor that obtains a judgment lien against the debtor. A forbearance
arrangement may allow the debtor to remain operational and avoid a mass
“rush to the courthouse” by creditors for sufficient time for the lender to
cure any defects. Unlike with bankruptcy filings, it is not necessary to
complete any cure more than 90 days in advance of any judgment against
the debtor. The lender need only complete the curative activity (including
any necessary filing) before a competing judgment lien is entered.

The ability to obtain additional guarantees of the loan or additional collateral for
the loan

The ability to have the borrower and guarantors affirm the validity of the loan
documents, the existence of default, and the outstanding balance of the loan, in
order to decrease the likelihood or effectiveness of legal disputes in the event of
bankruptcy or collection lawsuits



e The ability to obtain waivers from the borrower and guarantors of any claims
against the lender relating to the loan or loan documents, other than for the lender’s
willful misconduct

A forbearance agreement can also provide the lender with the opportunity to
streamline and improve its relationship with the debtor in the event the debtor is able to
continue in operation and the lender wishes to retain a lending relationship. The
forbearance agreement may be used to modify the loan agreement or other loan documents
to, among other things:

e Amend the repayment schedule

e Reduce any ongoing commitment to lend, or terminate any commitments that are
not needed by the debtor

e Provide for additional financing by the lender

e Increase or decrease interest rates

e Impose a reasonable forbearance fee

e Impose stricter financial reporting requirements on the debtor or guarantors
e Impose new or stricter budgeting requirements

e Tighten limits on or prohibit transfers, dividends, or purchases by the debtor

e Require the debtor to employ turnaround professionals

II. Necessary Parties to the Forbearance Agreement

The lender should require that all borrowers, guarantors, and grantors of collateral
be included in the agreement, and sign the agreement. There are two important reasons for
this requirement. First, a person or company is not generally bound by any written contract
that the person or company is not a signing party to. So even if the lender prepares a
detailed, favorable forbearance agreement, the new requirements and changes imposed by
the agreement will not be effective against the people and companies who don’t sign the
agreement. Second, the general rule is that a guarantor or non-borrower grantor of
collateral will be released from its obligations to the extent of any increase in risk caused
by changes to loan terms without the guarantor or grantor’s consent. If the forbearance
involves a delay in the lender’s exercise of collection remedies (which is almost certain),
an increase in interest rates or fees, or any extension of new credit, a guarantor or non-
borrower grantor may eventually argue that the forbearance agreement had the effect of
increasing the guarantor or grantor’s exposure for the unpaid loan, and so should act as a
release due to the increase of risk. Including all guarantors and non-borrower grantors as
signing parties to the forbearance agreement dulls this argument, as the signors will have
expressly consented to the new terms imposed by the forbearance agreement.

The refusal of one or more uncooperative persons to sign a forbearance agreement
isn’t necessarily fatal to hopes of reaching an agreement that is favorable to the lender.



Extensive waiver and consent language present in most commercially available guaranty
and security instrument formats will help the lender counter arguments centering on
increase of risk, as most of these formats feature express consents by the signor to future
increase of risk and modification of loan terms without further approval of the signor. And
in some instances, the uncooperative person’s role in the indebtedness may have little
impact on the lender’s likelihood of ultimate recovery. In all cases, the lender and its
counsel must carefully assess any risks imposed by proceeding with a forbearance
agreement without inclusion of all original parties to the subject lending relationship.

ITI. Common Material Components of Forbearance Agreements
a. Debtor Party Acknowledgements
A section of the forbearance agreement will be devoted to having the borrower, and

ideally the guarantors and all non-borrower grantors of collateral, expressly acknowledge:

e the continuing validity and enforceability, as of the agreement date, of all material
loan documents (notes, guarantees, security instruments, etc.)

e the continuing validity and enforceability, as of the agreement date, of the lender’s
security interests in all collateral

e that specified events of default have occurred, with the parties carefully including
all defaults that are being addressed by the agreement

e that the loan is due and payable
e that the debtor parties have received proper notice of default

o that the debtor parties have no defenses or counterclaims to the claims and security
interests of the lender

e that the lender has, through the date of the agreement, complied with the loan
documents and applicable laws

¢ that the lender has no further obligation to extend credit to the borrower

e if applicable under the original loan documents, that the lender is entitled in its
discretion to charge interest at the default rate

e that the lender reserves all rights under the loan documents except as otherwise
agreed in the forbearance agreement

e that the lender does not waive any existing or future events of default under the loan
documents except as otherwise agreed in the forbearance agreement

These acknowledgements are essentially “snapshot in time” statements by the debtor
parties that are only effective as to events through and including the date of the forbearance
agreement. They do not serve as warranties or covenants as to future events. However,
they can be very valuable to the lender in preventing future disputes over the pre-
forbearance events and subjects that are included in the acknowledgements (particularly



matters such as authorization to sign loan documents, authenticity of signatures on loan
documents, and fees and interest accrued through the forbearance agreement date).

b. Lender Commitment to Forbearance

In this section, the parties specify both the scope of activities the lender will forbear
from taking (for example, acceleration of the loan, termination of a line of credit, filing a
lawsuit to enforce the note or guaranties, or repossession and foreclosure on collateral),
and the length of the forbearance period. The lender should expressly reserve its ability to
take necessary action to preserve its collateral, and to protect the lender’s interests against
collection efforts or other activities by competing creditors and other third parties.
Similarly, this section should clarify what potentially adverse actions the lender is
permitted to take during the forbearance period per the parties’ agreement, such as
termination of unneeded credit lines or imposition of increased interest rates. This section
will usually state that any obligation by lender to forbear from any action will terminate at
the end of the forbearance period.

c. Repayment Terms and Interest Accrual During Forbearance Period

A section of the forbearance agreement will address the specific payments that must
be made by the borrower during the forbearance period, and at the termination of the
forbearance period. Any variance between the agreed forbearance period payments, or
payment application, and the payment and application terms in the underlying promissory
note must be carefully addressed. The parties should also specify the applicable interest
rate during the forbearance period, as the borrower’s prior default may otherwise create
ambiguity over whether the default interest rate, the pre-default rate, or some other rate is
expected to apply. Ambiguities will usually be construed against the lender and in favor
of the borrower, so it is important for the lender to leave no room for disagreement
regarding the payment and interest terms during forbearance.

d. Representations and Warranties

These are similar to acknowledgements, as previously discussed, in that they apply
to conditions existing as of the date of the forbearance agreement. They differ in that a
breach of a representation or warranty will usually be an event of default. Common
subjects of representations and warranties are that the debtor parties are authorized to enter
into the forbearance agreement, that they exist in good standing (if entities), and that all
information provided to the lender is true and materially complete. This section can also
be used to require the borrower or other debtor parties to disclose all known litigation and
claims against those parties, and all material defaults or breaches by those parties on
contracts not involving the lender.

e. Covenants

This section will include the debtor parties’ promises to take or refrain from taking
various actions while the forbearance period is in effect. A breach of these promises will



ordinarily be an event of default allowing the lender’s termination of the forbearance
period. The lender can use this section to impose new or stricter covenants on the borrower
or other debtor parties compared to those already present in the loan agreement. These
could be covenants limiting expenditures or transfers, financial covenants, reporting
covenants, or other similar undertakings, and should always include a covenant to comply
with all applicable terms of the loan documents with exception of the defaults specifically
acknowledged to exist in the forbearance agreement. In this manner, the lender can assure
that a new default by the borrower or other debtor party under the note, loan agreement, or
other original loan document will give rise to a new default under the forbearance
agreement by operation of breach of a covenant.

f. Indemnification Provision

This section will require the borrower and other debtor parties to hold the lender
harmless from liabilities to third parties or other debtor parties arising out of the loan
documents or the forbearance agreement, with the exception of those liabilities that result
from willful misconduct (and sometimes, gross negligence) of the lender. The laws of
most states forbid indemnifying a party from liability for its own willful misconduct, and
many states forbid indemnification against liability for gross negligence. The lender’s
counsel can provide guidance on the appropriate exceptions to the indemmification
provision.

g. Release of Claims and Waiver of Defenses

In this important component, the debtor parties will affirmatively (a) release all
claims any of them may have against the lender or its employees, such as for breach of a
loan document or commitment to lend, tortious interference with customer or supplier
relationships, or improper collection or disposition of collateral, and (b) waive all defenses
the debtor parties may have to payment of the acknowledged debt or the lender’s
enforcement of its security interests in the collateral. These releases and waivers are similar
to the acknowledgements, as discussed previously, in that they only include claims and
defenses that have arisen as of or prior to the date of the forbearance agreement. Regardless
of the language used, they will not be effective to release or waive claims or defenses
arising from the lender’s conduct after the agreement date. This is generally forbidden by
law. Further, they generally will not be effective against claims or defenses resulting from
willful misconduct by the lender.

h. Bankruptcy Restrictions

Lenders will sometimes attempt to include provisions in a forbearance agreement
that prevent the borrower, or other debtor party, from filing for bankruptcy protection
without the consent of the lender. These provisions are almost always found to be
unenforceable when tested in the courts, as the ability to file for bankruptcy protection is
considered to be an important right protected by public policy. A few creative creditors
have succeeded in restricting a debtor’s right to file for bankruptcy protection by having
the debtor amend its corporate governing documents (generally, bylaws or operating
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agreement) to include the creditor as a director or member with sufficient voting rights to
effectively veto any corporate decision to file for bankruptcy protection. These efforts are
beyond the scope of a forbearance agreement by ordinary financial institutions operating
at an arms’ length from the debtor parties, and can expose the creditor to liability to third
parties as a result of the creditor’s active involvement in management of the debtor entity.

Other more moderate attempts to restrict a debtor party’s bankruptcy rights may be
included in a forbearance agreement in the form of either (a) an acknowledgement that any
bankruptcy case filed during the forbearance period will have been filed in bad faith, and
thus subject to dismissal at the lender’s request, or (b) an acknowledgment that the lender
has the right to get court relief against the “automatic stay” imposed in the case that
otherwise would prevent the lender from taking immediate action to collect on collateral.
While these efforts may seem more limited and reasonable in scope than an outright
prohibition on bankruptcy filing, most bankruptcy courts give little effect to such efforts
and consider them, if at all, as only a minor factor in support of dismissal of the case or
termination of the automatic stay.

i. Events of Default

Forbearance agreements will ordinarily contain a section specifying what events
will give rise to default under the forbearance agreement itself. These events will usually
include occurrence of any default event under other loan documents (other than those
acknowledged in the forbearance agreement), and any other breach of any covenant,
representation, or warranty given in the forbearance agreement. To the extent not already
included as events of default under the loan agreement or other loan documents, the lender
may consider adding events of default for occurrences such as third party lawsuits or
collection efforts against the debtor parties or collateral, as these may impair the lender’s
rights in its collateral and the debtor parties’ ability to perform under the forbearance
agreement. The lender may need to discontinue forbearance in order to preserve its own
ultimate right and ability to collect.

j. Remedies for Default

This section will specify what actions the lender is permitted to take if an event of
default occurs under the forbearance agreement. Primarily, it will incorporate by reference
all of the remedies allowed to the lender under the promissory note, security instruments,
loan agreement, or other loan documents. In this manner the lender’s rights to accelerate
unpaid indebtedness, repossess and sell collateral, and sue upon any notes or guarantees
are included within the forbearance agreement itself. This section must also include the
lender’s right to terminate the forbearance period and any accommodations given to the
borrower or other debtor parties solely by operation of the forbearance agreement, such as
reduced interest rates or additional financing.
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IV. Risks and Negative Aspects of Forbearance Agreements

The primary risks for most financial institutions will be the obvious ones: delay
and expense. Collateral can deteriorate or disappear, funds and other debtor assets can be
dissipated, and borrower revenues can decrease during the forbearance period. Drafting of
a forbearance agreement will almost certainly involve expense of legal counsel, which may
ultimately be borne by the lender if the borrower’s obligations are not fully repaid. It is
crucial for the lender to make a careful assessment of whether it is likely to benefit from
the opportunities afforded by a forbearance agreement, or is instead merely delaying and
potentially amplifying a loss.

Where a forbearance agreement is used to correct defects in the lender’s collateral
position, such as by obtaining new collateral or correcting previously unperfected security
interests, these benefits may be negated by the borrower or other debtor party’s bankruptcy
filing within 90 days of the forbearance agreement date or corrective action date. Again,
this is due to the bankruptcy trustee’s ability to unravel or recover “preferential transfers”
under bankruptcy law. Limited defenses to the trustee’s claims may be available to the
lender, but even absent these defenses a lender should not ordinarily shy away from
attempting to improve its position for fear of preference liability. Preference claims are
not generally punitive, meaning the lender is generally no worse off than it would have
been if no attempt at improvement had been made at all.

Finally, as the lender increases its degree of control over the debtor parties’
operations using leverage obtained from forbearing collection, it likely increases its risk of
liability to competing creditors and stockholders of the debtor parties. Under Georgia law
and the laws of some other states, when an entity is insolvent its directors (if a corporation)
or managers (if a limited liability company) are considered to owe fiduciary duties to the
creditors of the entity, essentially acting as a trustee over the entity’s remaining assets to
act in the creditors’ best interests. When a lender exerts close control over the entity for
the lender’s own benefit, it exposes itself to claims that the lender should be jointly liable
with the directors or managers under a theory that the lender has abetted the allegedly
wrongful acts (meaning those acts inconsistent with a fiduciary duty to a creditor) of the
directors or managers to the detriment of those other creditors. Competing creditors and
stockholders may also assert more creative claims under theories such as “deepening
insolvency,” claiming in essence that the lender’s interference with a debtor party’s
operations actually caused the debtor party’s financial condition to worsen and impaired
the creditor’s ability to recover on its debts. Success of these types of claims vary, but the
lender’s general risk increases to the extent it exercises control over the debtor parties’
affairs. For this reason, use of a forbearance agreement as a tool to steer a debtor party for
the lender’s sole benefit will often be inadvisable.
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