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By Eva Klein, Esq.

"Bad boy" guaranties in commercial real estate loans have
been commonplace for many years. However, neither
guarantors, nor lenders expect guarantors to incur liability
unless a "bad boy" act is actually committed. Two recent
cases, however, subjected guarantors to liability previously
non-existent, and have thrown the entire CMBS
(Commercial Mortgage Backed Securities) industry and
other commercial loan markets into upheaval. But in direct
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In the Cherryland case, the borrower stopped making mortgage payments and
the lender foreclosed on the property. The borrower did not fight the foreclosure
and allowed the sale to go through. The lender then brought suit against the
guarantor for a $12 million deficiency. The claim made against the guarantor was
that there was a trigger of the "bad boy" guaranty due to the failure of the borrower
to remain solvent and pay its debts as they became due. The guarantor argued
that the insolvency provision was intended to prevent the borrower from converting
or diverting assets, thus becoming unable to pay its debts, and was not meant to
apply to a decrease in the value of the mortgaged property due to market
conditions.

The Court, however, determined that according to the loan documents, it was
clear and unambiguous that no willful act was required in determining whether the
borrower was solvent, and that any failure to remain solvent was a violation of the
SPE requirements. The Court did recognize, however, that its interpretation
seemed ".... incongruent with the perceived nature of a non-recourse debt" and
that "... it may lead to economic disaster for the business community."
Nevertheless, the court was constrained by the unambiguous language in the loan
documents to make the ruling.

Similarly, in the Chesterfield case, after the borrower stopped making payments
on a loan, the lender filed a foreclosure action and asserted a separate claim under
the guaranty for the deficiency. Specifically, the loan documents provided that the
non-recourse clause would be null and void, if the borrower shall “become
insolvent or fail to pay its debts and liabilities from assets as the same shall
become due.” Since the non-recourse provision was deemed null and void, the
guaranty was triggered. The guarantor claimed in its defense that none of the
parties, including the lender, intended for the mortgage debt to be one of the debts
considered in the calculation of solvency, because to do so would defeat the
purpose of the non-recourse nature of the loan. The Court rejected this argument.

The effects of these decisions could be calamitous for the real estate industry,
at a time when recovery is critical to the economy. Recognizing the negative impact
of these cases, the Non-Recourse Mortgage Loan Act was enacted. The Act
prohibits a post closing insolvency from being used as a non-recourse carve-out, or
as a basis for any claim against the borrower or guarantor. It further declares such
provisions to be invalid and against public policy. In addition, the Act retroactively
applies to all non-recourse loans now in existence and to any pending actions for
which appeal rights have not been exhausted. The Act essentially overturns the
decisions in Cherryland and Chesterfield, and is a welcome restoration of long-
accepted practices and expectations of all parties to commercial real estate loans.

Eva Klein** is Of Counsel at Ruskin Moscou Faltischek, where she is a member of
the Real Estate Law Department. She can be reached at 516-663-6514 or
eklein@rmfpc.com.

* "SPE" is a sole purpose entity utilized to purchase commercial real estate. In CMBS transactions
and many other loans, borrowers covenant, and guarantors guaranty , that borrowers will not
become insolvent, or file bankruptcy, among other covenants.

**Admitted to the Bar in Florida, only.
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