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President’s Column
By Nancy R. Little

ACMA had an outstanding 2016, and we can look forward to
exciting opportunities for our organization in 2017. Highlights
include a new website, a strategic planning exercise that is well
underway, top-notch educational offerings, and several opportunities for new and experienced Fellows to gather and learn
from one another. One of those opportunities is coming up
very soon, and I hope to see many of you at the Board of
Regents meeting in March.
2016 Annual Meeting. Our most well-attended Annual Meeting since 2008 was held
at The Resort at Pelican Hill in Newport Beach, CA. More than 300 Fellows and
guests enjoyed the resort, the meeting and the area’s attractions. ACMA’s Program
Committee and speakers gave us outstanding CLE—a fitting send-off for John
Hosack who “retired” as a Chair of the Committee after 20 years. The Corporate
Counsel Meeting included a “Mindfulness Luncheon”, and 31 new Fellows were
inducted at the Friday night induction ceremony. See a few photos!
ACMA Programs & CLE. A webinar reprise of the Annual Meeting program
“Back to the Basics in Commercial Real Estate Finance: What Lenders Look for in
Commercial Leases” topped off a great year of CLE programs produced by the
hardworking Program Committee. Special thanks to John Hosack and Michael
Goler, who also stepped down as a Chair at the end of 2016, for all their time and
efforts on behalf of ACMA. Continuing as Co-Chairs of the Committee are Dena
Cruz and Andrew Palmieri, with Deb Chun, Eric Pruitt and Jim Wine as ViceChairs. The Committee barely had a break and is already developing programs
for the 2017 Fall Annual Meeting in Asheville, NC.
New Technology. Kudos to Michael Goler (doing double duty in 2016 also chairing
the Technology Committee) and Management Solutions, in collaboration with
Your Membership, for the successful launch in October of the new ACMA website! If you have not had a chance to take a look, please explore our significantly
upgraded platform, including the “Members Only” Section: www.acmaatty.org
(See below for more navigation details from Executive Director, Leslie Edsall.)
Strategic Planning for ACMA’s Future. Strategic Planning Committee Co-Chairs
Catherine Bray and John Murphy led the development and distribution of the Fall
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2016 ACMA survey of Fellows. The
Committee is now analyzing the results
and will report at the Board of Regents
Meeting at Ojai in March. We expect
the survey results and recommendations from the Committee to help steer
ACMA into the future.
New Fellow Orientation. The inaugural “New Fellows Orientation” will
be offered at the Board of Regents
Meeting in Ojai, at the recommendation of the Membership Development
Committee chaired by Norma
Williams, with Vice-Chairs Joyce
Elden and Sandy Lowe. Members of
the Committee and ACMA officers
will have time to meet with new and
recently admitted Fellows to provide
information on the benefits and opportunities in ACMA. We hope the orientation will enable newer Fellows to
become actively involved in ACMA.
Board of Regents Meeting. As I mentioned, the Regents meeting is just
around the corner on March 2-4,
2017. The meeting will be held at the
lovely Ojai Valley Inn & Spa at the
foot of the Topa Topa Mountains in
Ojai, CA, just a short drive south of
Santa Barbara and about 90 minutes
north of Los Angeles. In addition to
the Board of Regents Meeting and the
New Fellow Orientation, the State,
Provincial and Territorial Chairs will
meet, and we have reserved time for
Committee meetings. You can register online, and we encourage you to
reserve a room as soon as possible. We
hope you can join us in Ojai.

Old Business/New Business. All these
plans and accomplishments are due
to a tremendous group effort. I would
be remiss if I did not take the opportunity to thank all State, Provincial
and Territorial Chairs, all Committee
Chairs and the JEB/NCUSL and
WGLO Designees that rotated from
those positions at the end of 2016.
There are too many to name that have
just stepped down, but their contributions to ACMA have been invaluable,
and we thank them for their service.
Thanks also to the new and continuing
Chairs, Vice Chairs and Designees that
have agreed to take on and/or continue
in those roles for ACMA. The other
officers and I, and Leslie and the MSP
staff, look forward to working with you.
The Abstract. I also want to thank all
the writers who contributed articles to
this edition of The Abstract. The fine
articles in The Abstract, as well as the
Mortgage Law Summary, help brand
ACMA as a premier organization in
our field. We appreciate the time it
takes to write them, and all the time
it takes to produce this publication.
Norm Roos, who stepped down in
2016 to serve as ACMA’s Secretary,
deserves a standing ovation for his
outstanding service as Editor of The
Abstract for many years. Thank you,
Norm, and thanks also to Dena Cruz
for jumping in to take on the role of
Editor starting with this edition.
I hope that 2017 is off to a great start
for each of you. Leslie, the other officers and I look forward to seeing you
and your guests in Ojai. u
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Editor’s Notes

2016–2017
STATE AND PROVINCIAL

by Dena Cruz

CHAIRS

There is no doubt
that 2017 will be a
“Year of Change” in
the commercial real
estate marketplace.
M a c ro e c onom ic
a nd re g u l ator y
developments will continue to impact
profitability, and higher mortgage
interest rates, although historically low,
will most certainly impact CRE investment, positively for some (e.g., private
equity investors) and negatively for
others (e.g., residential home buyers).
The “Sharing Economy” is changing
the way companies lease and use commercial real estate, and technological
advances that make commercial real
estate data more readily available are
causing a disruption of the traditional
real estate brokerage model. The next
four years will most certainly bring
“developer friendly” CEQA reform,
and as a result of the recent hacking
at a few major law firms, we are likely
to see stepped up efforts by law firms
to protect their emails and document
repositories from hackers looking to
game the market.

from past Annual Meetings on our
newly revised website. In an effort to
keep members immediately informed
of “breaking” case law and legislative
changes, ACMA’s Communications
and Public Relations Committee will
soon launch an online blog on the
ACMA website. Please consider submitting to the committee a short writeup on any matter you think fellows
should be aware of if they are handling
transactions in your jurisdiction.

The work we perform as real estate
lawyers will shift with changes in the
marketplace and technology. To serve
our clients’ needs (and to remain gainfully employed), we must continually
expand and improve our knowledge
base. ACMA strives to assist its members in doing so by providing timely
programs at the Annual Meeting and
through twice yearly editions of The
Abstract. You can also find past editions
of The Abstract and links to materials

Jacob W. Reby, Adrian P. Hartog,
Mark C. Winings, and Matthew
Quintieri have penned an informative article on the law of electronic
signatures in the United States and
Canada titled “Rise of the Machines:
Electronic Signatures and Paperless
Closings.” Clearly, it’s the “Message
Not the Medium” in this day and age!

In this edition of The Abstract, we
have nine new articles, three of which
emanate from programing at the 2016
Annual Meeting:
As a follow-up to the excellent program at the 2016 Annual Meeting,
Kenneth Miller submits an informative article titled “Making Good From
“Bad Boy” Provisions—Practical
Issues Regarding Negotiation and
Enforcement of Non-Recourse
Guaranty Agreements.” Ken points
out the importance and consequences
of properly negotiating and drafting
bad boy carveouts.

If your client is financing development
work in Nevada, Michael E. Buckley’s
The A bstract
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Alberta, Olivia Colic
British Columbia, David R. Bain
Manitoba, Roger D. Gripp
Ontario, Abraham Costin
Quebec, Fredric L. Carsley
Puerto Rico, Pedro Morell
Virgin Islands, William S. McConnell
Alabama, Reid S. Manley
Alaska, Stephen D. Routh
Arizona, Dean Formanek
Arkansas, Timothy W. Grooms
California, Gregg J. Loubier
Colorado, Thomas P. Kearns
Connecticut, William J. Jordan
Delaware, Joy A. Barrist
District of Columbia, Elizabeth C. Lee
Florida, William P. McCaughan
Georgia, James M. May, III
Hawaii, Deborah Macer Chun
Idaho, David B. Lincoln
Illinois, Marcia W. Sullivan
Indiana, Madalyn S. Kinsey
Iowa, Anthony A. Longnecker
Kansas, Mark A. Andersen
Kentucky, Michael B. Vincenti
Louisiana, G. Wogan Bernard
Maine, Michael H. Hill
Maryland, Thomas A. Hauser
Massachusetts, Beth H. Mitchell
Michigan, Melissa B. Papke
Minnesota, Paul S. Moe
Mississippi, David M. Allen
Missouri, Sandra T. Hawley
Montana, Allan Karell
Nebraska, Frank J. Mihulka
Nevada, Michael E. Buckley
New Hampshire, Peter F. Burger
New Jersey, Lydia C. Stefanowicz
New Mexico, Ruth M. Schifani
New York, Lawrence J. Wolk
North Carolina, Diana R. Palecek
North Dakota, Daniel A. Bueide
Ohio, Joanne M. Schreiner
Oklahoma, Joyce Palomar
Oregon, Bryan E. Powell
Pennsylvania, Ajay Raju
Rhode Island, Gail E. McCann
South Carolina, W. Lindsay Smith
South Dakota, Haven L. Stuck
Tennessee, Robert E. Wood
Texas, Jonathan Thalheimer
Utah, Rick L. Knuth
Vermont, Molly K. Langan
Virginia, Robert Stephen Bozarth
Washington, Robert W. Sargeant
West Virginia, Joyce F. Ofsa
Wisconsin, John M. Murphy
Wyoming, Dale W. Cottam

article titled “Check the Fine
Print: Mechanics Liens in an Ever
Changing Landscape” is a must read.
Mechanics’ Lien laws vary greatly across
the 50 states. In addition to looking at
the Mechanics’ Lien Law summaries in
ACMA’s Mortgage Law Summary, you
should seriously consider retaining local
counsel if you are financing a development deal in any jurisdiction where you
are unfamiliar with local laws and customs. As Michael points out, the “devil
is in the details.”
Jack Murray, in his article “’Best
Efforts’ May Not Constitute ‘Best
Practices,’” takes a look at the validity and enforceability of “best effort”
clauses in real estate-related documents. Jack points out the fact that
most real estate documents fail to
define the phrase “best efforts,” leaving the court with no objective criteria
to determine compliance. As noted in
this article, interpretations range from
a requirement that the promisor pursue
all reasonable methods to achieve the
objectives of a best-efforts clause, to
the conclusion that best efforts clauses
require nothing more than an obligation of good faith implied in every contract. Moreover, since any determination of whether a best efforts clause has
been satisfied is heavily fact intensive,
don’t expect to resolve any dispute over
the meaning of a best efforts clause in
a summary proceeding.
Megan J. Lem once again has submitted
an excellent article to The Abstract. Her
article, titled “Non-Con in the Yukon:
Emerging Trends in Substantive
Consolidation in Canada,” focuses
on a series of recent Ontario Supreme
Court decisions on the subject.

In a follow-up to an excellent program
on Series LLCs at the 2016 Annual
Meeting, Norman M. Powell, who
was a guest speaker at the meeting, has submitted an article entitled “Mortgage Lending to Series
of LLCs: A Journey Through the
Looking Glass.” Norman explains
what a Series LLC is and takes a look at
issues that may arise under U.S. bankruptcy laws and Article 9 of the UCC.
All law firms are concerned about
lawyer burnout, stress management,
productivity, and focus. At the 2016
Annual Meeting, Gisela M. Munoz,
Leslie A. Loubier, Psy.D, Sandy
Lowe, and Dragica Mijailovic put on
an excellent presentation on “mindfulness.” Gisela and Leslie have generously
taken the materials from their program
and drafted an article for The Abstract
titled “Mindfulness: Tapping Into Its
Power To Achieve Professional and
Personal Success and Wellness.” I
strongly suggest you share this article
with members of your firm and consider implementing mindfulness programs at your law firm.
Always a generous contributor of her
time and effort, Norma Williams submits an article on banks’ capital adequacy requirements for ADC loans classified as High Volatility Commercial
Real Estate (HVCRE) loans. Norma’s
article, “Regulation of High Volatility
Commercial Real Estate Loans”
discusses the impact of being classified as an HVCRE loan and provides
recent comments and clarifications on
the 2015 Final Rule adopted by the
Federal Reserve Board, the Office of the
Comptroller of the Currency, and the
Federal Deposit Insurance Corporation.
The A bstract
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Jeff Lem provides an engaging article
from north-of-the-border on default
interest. There is no need to explain
where he is going in this article—his
title, “There is no Default Interest in
Canada—Get Over It!” says it all. Jeff
is always entertaining and informative.
Well worth the read!
If you did not read it in our last issue, I
have taken the liberty of reprinting the
article “ACMA 2016 New Fellows.”
If you plan to attend the Board of
Regents Meeting in Ojai, California,
March 2–4, where the inaugural “New
Fellows Orientation” will take place,
please make an extra effort to introduce
yourself to each of our new members!
It is with great sadness that we inform
you that former past president Thomas
R. James (Memphis, Tennessee) passed
away on January 1, 2017. A Memoriam
to Mr. James can be found on page 8
of The Abstract.
In addition to the above, you can
also find Nancy R. Little’s inaugural
President’s Column, executive director Leslie Edsall’s Director’s Report,
and a compendium of photographs
Management Solutions Plus took at
the 2016 Annual Meeting in Newport
Beach, California.
Lastly, as succinctly stated in Nancy’s column, ACMA went through a number of
significant changes in 2016, all of which
are intended to strengthen our organization. One of those changes was the welldeserved nomination of Norman H.
Roos (Hartford, Connecticut) to serve
as an officer of ACMA. Norm’s decision to accept the nomination required
him to step down as the editor of The
[continued on page 8]

Executive Director’s Report
By Leslie Edsall

My first year with
ACMA was one to
remember —not
just for me, but
for the College
as a whole due to
its record-setting
attendance at both the Annual Meeting
and the Board of Regents meeting.
During the Annual Meeting at the
Resort at Pelican Hill, ACMA hosted
its first ever Mindfulness Luncheon,
which was very successful, with over
55 attendees. Pelican Hill was an ideal
setting for the meeting, with amazing
sunsets during each outdoor reception
and food that pleased every palate. Staff
enjoyed being able to spend time with
ACMA’s members, who make this association such a pleasure to work with.
273 fellows and guests attended the
Friday night reception, dinner, and fellows induction ceremony. Check out a
few pictures from the Induction Dinner
on page 45 of this edition.
Navigating the New Website
The ACMA website redesign was completed by staff and the Technology
Committee’s website task force, as
mentioned by Nancy in her letter. We
are proud of everyone’s hard work on
this project! If you are new to the website, below are a few instructions on
how to access key information:

• Go to: http://www.acmaatty.org
and enter the email address that you
normally would have used to access
the old website.
• Choose your own password (Note:
you can reset your password at any

time, but staff can no longer reset your
password for you in the new system).
• Once you are logged in, the “icons”
at the front of your screen will help
you navigate all of your ACMA tools.
The green top navigation bar is only
for the public side of the website.
Everything you will need is within
the icons and the “My Profile” section on the right-hand side.
• Under “My ACMA” you can update
your profile, view your benefits,
and access the ACMA branding
documents.
• Under “Inside ACMA” you will
find all of the committee listings,
how to email a committee chair, the
Board of Regents listing, a staff list,
ACMA policies and procedures, and
the current ACMA bylaws.
Most of the other icons are selfexplanatory. If you have further questions on website navigation, please
contact Linda Bernetich in Member
Services at acma@mgmtsol.com or
(301) 990-9075.
ACMA Registered Marks
Approved
At the end of 2016, ACMA’s Registered
marks were approved as trademarks
within the United States. Members
can find this information on the new
website under the “Fellows Only” button after logging in. Go to the “Profile
Home” and click on the “Your ACMA”
icon, and find everything you need
under the “Logos and Branding” link.
The Canada trademarks will take a bit
longer to finalize, and the deadline has
been extended to April of this year.
The A bstract
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2017 Board of Regents Meeting
The ACMA Board of Regents Meeting
will be in Ojai, California, March 2–4,
2017, which will be here before we
know it! I enjoy seeing the familiar faces
and meeting the new fellows, and there
is nothing like that face-to-face time
with all of the members of the College.
Several committee meetings usually
take place at the Regents meeting.
Contact me at ledsall@mgmtsol.com
if you want to add your committee
meeting to the schedule to reserve a
conference room.
Deadline to Nominate New
Fellows
The next deadline for new fellow nominations is June 22, 2017.
Please mark your calendars now,
and begin thinking about those in
your field who would be good candidates! Guidelines for Membership
and Nomination Forms (online and
PDF versions) can be found at this
link on the ACMA website after you
log in: https://acmaatty.site-ym.com/
?pa ge=MemsOnlyNominateFell.
Please use a separate form for each
nomination. If you have questions
about the nomination process, please
contact Linda Bernetich at acma@
mgmtsol.com or (301) 990-9075.

I look forward to ACMA’s continued
success and to seeing you all at the
upcoming meetings. Best wishes for a
healthy and productive year ahead! u

Making Good From “Bad Boy” Provisions—Practical
Issues Regarding Negotiation and Enforcement of
Non-Recourse Guaranty Agreements
By Kenneth Miller

Rarely have I enjoyed participating on
a panel discussion as much as I enjoyed
being a part of the panel regarding
guaranty agreements at the ACMA
annual meeting last Fall.1 The law surrounding guaranty agreements is both
challenging and, in many respects,
counterintuitive. My goal in this article
is not just to highlight certain points
raised during the panel discussion, but
also to augment many issues that we
did not have sufficient time to address
during our presentation.
Common Misconceptions
About Non-Recourse Guaranty
Agreements
The term “non-recourse guaranty” is
a misnomer. Non-recourse guaranty
agreements are rarely non-recourse.
Instead, non-recourse guaranties typically contain both partial and fullrecourse provisions entitling the holder
of the guaranty to recover some or all
of the balance owed under the guaranteed debt. These carve-out provisions
provide for protection in the form of
personal liability of the guarantor that
lenders require to motivate the guarantor to maintain the viability of the
collateral and encourage timely payment of the loan by the borrower.
Heller Financial, Inc., v. Lee, 2002 WL
1888591 (N.D. Ill. 8/16/2002) (citing
Portia Owen Morrison and Mark A.
Senn, “Carving up the ‘Carve-Outs’ in
Nonrecourse Loans,” 9-June Prob. &

Prop. 8 (1995). As many of the protections sought by lenders in these carveouts are designed to discourage “bad”
actions by the borrower and/or guarantor, these carve-outs are typically
referred to as “bad boy” provisions.
“Limited recourse exceptions” refer to
recourse carve-outs that are limited to
the damage a lender or the collateral
might incur due to an event or omission. “Springing full recourse events”
refer to carve-outs that trigger full
recourse liability for the guarantor.
Not surprisingly, events or omissions
that give rise to springing full recourse
events are generally deemed to be more
severe than the events or omissions that
trigger limited recourse exceptions.
However, this may not always be the
case. Because it is possible that a lender
could suffer greater damages than the
balance owed under the loan, in certain circumstances it may be more
advantageous for the lender to include
as limited recourse exceptions certain
events or omissions that are deemed to
be more heinous than the springing full
recourse events found in the guaranty.
Springing Full Recourse Events
and Limited Recourse Exceptions
Often Found in Non-recourse
Guaranty Agreements
There are no “standard” springing full
recourse events or limited recourse
exceptions. Bad boy carve-outs are
The A bstract
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subject to the negotiation of the parties.
However, springing full recourse events
often found in non-recourse guaranty
agreements include the following:

• Unpermitted transfers of collateral or
interest in the borrower. The typical
violation of this carve-out is any voluntary transfer of interest in property
or borrower, unless permitted by the
lender. It is therefore imperative that
the guarantor carefully read the loan
documents to determine which, if
any, transfers of interests in the collateral or in the borrower are permitted.
• Fraud, although this carve-out is
often found in loan documents as a
limited recourse exception as opposed
to a springing full recourse event.
• Appointment of receiver for the
borrower, any guarantor, over the
collateral.
• Bankruptcy filing where borrower
or any guarantor files for bankruptcy relief.
• General assignment for benefit of
creditors.
• Any legal proceeding by borrower,
a guarantor, affiliate or principal
that interferes, delays, or frustrates
lender’s efforts to enforce rights
under loan documents or otherwise
relating to the collateral or loan,
although this carve-out is often
found in loan documents as a limited recourse exception as opposed to
a springing full recourse event.

Limited recourse exceptions often
found in non-recourse guaranty agreements include the following:

• Environmental: breaches of representations, warranties, covenants.
• Removal or disposition of collateral
(sometimes limited to after a default).
• Misapplication of security deposits,
tenant tax and insurance escrows,
insurance proceeds, condemnation
proceeds.
• Income from property not applied
to pay loan (or otherwise as required
under loan documents).
• Failure to maintain collateral/damage
to value of collateral due to waste.
• Failure to pay property taxes.
• Failure to insure collateral.
Because limited recourse exceptions
and springing full recourse events
are often found in the same guaranty
agreement, it’s critical for both the
guarantor and lender to carefully read
and understand all of the provisions
found in the guaranty to ensure that all
of the bad boy provisions are consistent
and well drafted.
A Common Misconception
About Bad Boy Carve-outs :
Does the Lender Always Win
When the Bad Boy Carve-outs
Are Challenged in Litigation?
In general, courts tend to strictly
enforce contractual provisions found
in commercial transactions, so as not
to interfere with the benefit of parties’
bargain. Not surprisingly, courts are
reluctant to overturn “bad boy” provisions found in non-recourse guaranty
agreements based on generalized claims
that the bad boy provisions violate
public policy. See, for example, Wells

Fargo Bank N.A. v. Cherryland Mall
L.P., 295 Mich. App. 99, 812 N.W. 2d
799 (2011), in which the court ruled
that a full recourse carve-out requiring the borrower to remain solvent and
pay its debts as they become due was
enforceable. The Cherryland decision
was subsequently overruled by legislation upheld in Borman, LLC v. 18718
Borzman, LLC, 777 F. 3d 816 (2015).
See also, G3-Purves Street, LLC v.
Thomson Purves, LLC, 953 N.Y.S. 2d
109 (2012), wherein the Purves court
held that a springing full recourse covenant in a guaranty agreement allowing
full recourse liability due to borrower’s
failure to pay taxes was enforceable and
not a liquidated damage provision that
imposed an unenforceable penalty.
It is not fair, however, to conclude from
these cases that all challenges to bad
boy carve-outs must fail. Courts have
not been reluctant to challenge the
enforceability of a bad boy carve-out
if the court finds that the provisions
of the carve-out are uncertain. This
is well illustrated in the case of Wells
Fargo Bank, N.A., v. RLJ Lodging Trust,
2016 WL 427487 (N.D. Ill 2016).
In the RLJ Lodging case, the full
recourse covenant in the guaranty
agreement allowed for full recourse
liability should the guarantor contest
or in any material way interfere with
any foreclosure by the lender. After the
borrower’s default under the loan, the
borrower offered to surrender the real
property collateral but answered the
lender’s foreclosure complaint, denying
certain allegations and alleging affirmative defenses. The RLJ Lodging court
denied the lender’s motion for summary
judgment based on its finding that the
The A bstract
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terms “material” and “contest” as found
in the bad boy carve-out at issue were
not clear. See also CP III Rincon Towers,
Inc. v. Cohen, 13 F. Supp. 3d 307
(S.D. N.Y. 2014), wherein the Court
of Appeals ruled that the full recourse
covenant in the guaranty agreement at
issue, which prohibited the borrower
from granting or allowing the filing of
any voluntary lien without the lender’s
prior written consent, was too ambiguous to allow the district court to grant
or deny the cross-motions for summary
judgment filed by the lender and the
guarantor with respect to whether a
mechanic’s lien filed subsequent to the
guaranty agreement constituted a voluntary lien subject to the bad boy covenant. The decision was vacated by the
Second Circuit Court of Appeals (2016
WL69894) and remanded for further
hearing.
In short, although it may be difficult to
bring successful challenge to a bad boy
carve-out, courts tend to be more receptive to such challenges based on specific
objections to the provisions of the bad
boy carve-out, as opposed to generalized attacks regarding its fairness. This
well demonstrates the importance of
properly negotiating and drafting the
specific terms of each bad boy carveout found in the guaranty agreement
in order to minimize future litigation.
Are Bad Boy Carve-Outs Really
That Important?
Yes, bad boy carve-outs are really that
important, especially in California and
other states that have adopted the one
form of action rule and anti-deficiency
statutes. In California, a lender is
required by the one form of action rule
to foreclose on its deed of trust before

Making Good From
“Bad Boy” Provisions

Editor’s Notes
[continued from page 4]

[continued from page 7]

taking any other action to enforce its
loan. The anti-deficiency statutes generally prohibit the lender from recovering any deficiency against its borrower
after non-judicial foreclosure of the
deed of trust.
Although a lender can avoid the antideficiency statutes under California law
by proceeding with judicial foreclosure
as opposed to non-judicial foreclosure,
judicial foreclosure tends to be far more
expensive and time consuming. As a
result, a lender holding a real property
secured loan may not have any avenue
for collecting a deficiency following
non-judicial foreclosure, other than proceeding against its guarantor. However,
if the bad boy provisions found in the
non-recourse guaranty do not clearly
delineate the guarantor’s liability, the
non-recourse guaranty may be worthless. Therefore, establishing the limits of
recourse on a “non-recourse” guaranty
is critical for the lender seeking to protect its collateral, motivate repayment of
its loan, and preserve any right it may
have to collect a deficiency following
non-judicial foreclosure.
Special thanks to the other members
of the panel—Kathleen Hopkins,
Michael Goler, and Catherine Bray—
whose great work and vast knowledge
about national and international issues
concerning guaranty agreements made
working on the panel such a pleasurable experience. u
1  

Kenneth Miller is a partner at Ervin
Cohen & Jessup LLP in Beverly Hills,
California.

Abstract, a position he has served on
for a number of years. In putting this
edition together, I took a look at a
number of earlier editions. I am truly
amazed at the thought and care he put
into each and every edition. I hope I
can fill his very large shoes! Please
make an effort at the Regents Meeting
or the 2017 Annual Meeting to thank
him for his continued contributions to
ACMA and congratulate him on his
appointment.

Many thanks to all of the contributing
authors, Nancy Little, the entire team
at Management Solutions Plus, and
the Communications and Public
Relations Committee for their help
in getting this edition out the door!
I look forward to seeing all of you at
the 2017 Board of Regents Meeting
in Ojai, California, in March. u

IN MEMORIAM  
We regret to inform you of the passing of ACMA Past President

Thomas Robinson James
January 1, 2017
Our condolences to Tom’s family and friends. Let us keep
Tom in our thoughts and his family in our prayers. Past President Bob Pinstein, who knew Tom well, said this about him:
“ACMA lost a giant on New Year’s Day—one of its founding fathers and a
past president, Tom James of Memphis. Tom was a kind, intelligent, considerate, and humble gentleman and an outstanding and reasonable legal practitioner. He was a named partner of Walt Dyer & James (now Wyatt Tarrant
& Combs), which represented one of the powerhouse lending institutions of
its time, Leader Federal in Memphis. Tom was appreciative of his blessings
and spent every day he could working on helping someone in need at home
and around the world. In his mid-60s, he was driving food supplies to the
starving in Bosnia, directly into a war zone. Tom resigned from the College
after his retirement, but until then was a regular at Annual Meetings with
his bright, sweet, and altogether gracious wife, Frances.” u
The A bstract
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Rise of The Machines: Electronic Signatures and
Paperless Closings
By Jacob W. Reby, Adrian P. Hartog, Mark C. Winings, and Matthew Quintieri

Once upon a time, not so long ago,
attorneys and their clients typically
closed transactions by gathering in conference rooms to eat turkey sandwiches,
hash out final deal terms, and sign multiple copies of closing documents neatly
arranged in manila folders. While turkey sandwiches remain popular, the
in-person closing and the exchange of
original, signed documents, has become
increasingly rare. Electronic signatures
have been legally recognized for several
years, but their widespread use—often
to the complete exclusion of ink signatures—has only more recently become
common practice.
The Law of Electronic Signatures
The federal Electronic Signatures
in Global and National Commerce
Act (E-SIGN) was enacted in 2000.
Forty-seven states and the District
of Columbia have also adopted statutes based on the Uniform Electronic
Transactions Act (UETA), and the
remaining three states have adopted
similar laws. E-SIGN, like UETA, is
an overlay statute (that is, one that is
superimposed on existing federal and
state laws) giving legal force and effect
to electronic signatures and electronic
records. The key elements of E-SIGN
and UETA are that:

• A record or signature may not be
denied legal effect or enforceability
solely because it is in electronic form.

• A contract may not be denied legal
effect solely because an electronic
record was used in its formation.
• If a law requires a record to be in
writing, an electronic record satisfies the law.
• If a law requires a signature, an
electronic signature satisfies the law.
• In a proceeding, evidence of a record
or signature may not be excluded
solely because it is in electronic form.
Together, these provisions are intended
to create equivalency between electronic and manual signatures. Certain
exceptions apply including under the
UCC (although in many cases the
UCC defers to other state law) and for
wills and trusts. Additional exceptions
apply, including any notice of default,
acceleration, repossession, foreclosure,
or eviction, or the right to cure, under
a credit agreement secured by, or a
rental agreement for, a primary residence of an individual; or any notice of
cancellation of utility services (including water, heat, and power).
It is important to note that the definition of an electronic signature under
E-SIGN and UETA is deliberately
broad and goes far beyond the garden-variety electronic signature consisting of a manually signed page in
PDF format transmitted by email. The
definition includes sounds, symbols,
processes, and other manifestations of
The A bstract
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intent (think: click-through screens,
check-the-box web pages, the entry of
unique passwords or personal identification numbers, retinal scanners,
fingerprints, etc.). Even a simple email
transmission with no attachment can
constitute an electronic signature
under some circumstances.
UETA and E-SIGN also provide that
documents can be notarized electronically if a notary applies an electronic
signature meeting the requirements
described above, and that the other
required information, such as the
information normally included in the
notarial seal and the expiration date,
are “attached to or logically associated
with the signature or record.”
In Canada, the federal government and
the provinces have also enacted legislation governing electronic signatures
that appear to be similar in scope and
effect to E-SIGN and UETA, as summarized above. All 11 jurisdictions
permit electronic signatures, but each
jurisdiction imposes certain requirements and restrictions pertaining to
their use and acceptability.
At the federal level, the Personal
Information Protection and Electronic
Documents Act (PIPEDA) regulates
electronic signatures for matters falling under federal authority. PIPEDA
creates two standards for electronic

signatures depending on the nature of
the matter—referred to as “electronic
signatures” and “secure electronic signatures.” An “electronic signature” is
broadly defined, while a “secure electronic signature” has a more stringent
definition set out in PIPEDA and the
Secure Electronic Signature Regulations,
which establish minimum requirements to satisfy the definition. Under
PIPEDA, secure electronic signatures
are required for matters such as statements made under oath, documents
signed under seal, documents required
to be in their original form, and witnessed signatures.
At the provincial level, the provinces
have enacted legislation regulating
electronic signatures for matters falling under provincial authority. While
each province’s legislation is substantially similar, there are some important differences. Notably, Ontario,
Québec, New Brunswick, Manitoba,
Newfoundland and Labrador, and
Prince Edward Island allow electronic
signatures for transferring interests in
land, while British Columbia, Alberta,
Saskatchewan, and Nova Scotia do
not. Some provinces have also enacted
similar restrictions on the use of electronic signatures for wills and codicils,
trusts created by wills and codicils,
powers of attorney (to the extent that
they are in respect of an individual’s
financial affairs or personal care), negotiable instruments, documents of title,
and matters pertaining to substitute
decision-making.
Practical Issues Relating to
Electronic Signatures
The use and acceptance of electronic
signatures is not mandatory. Some

parties (including many banks) may
still insist on receiving original signed
documents before closing. Generally,
electronic signatures will be binding
only when the parties have agreed to
their use, although courts will consider context and course of dealing
when determining the intent of the
parties. Accordingly, parties wishing to enter into binding agreements
electronically should make their intent
to do so clear by adding language to
that effect to their contracts. On the
other hand, a party who does not wish
to be bound by an electronic signature
should add appropriate disclaimers to
emails or other transmissions to reduce
the risk of inadvertently entering into
a contract.
General principles of contract law and
evidence still apply in the electronic
context, and many of the issues are the
same whether dealing with electronic
or manual signatures. Assent can be
indicated by putting pen to paper, or
by clicking “send.” The authenticity
and origin of an electronic signature
can be challenged (perhaps more easily than a signature that is manually
applied in a conference room full of
witnesses), but document forgery is
also a potential problem when dealing
with manual signatures. Electronic files
can be deleted or corrupted, but paper
documents are also subject to mishandling, loss, or damage. A number of
companies, such as DocuSign, eSignSystems, and Hellosign, assist with
electronic signatures on documents,
including e-delivery, e-signatures and
e-retention solutions.
The speed and convenience of conducting business using electronic signatures,
The A bstract
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the ease of electronic document storage,
and the general trends toward improved
technology and greater reliance on technology all point to greater reliance on
electronic signatures in the future. u
Jacob W. Reby (Jake) is a member of
Lewis Rice LLC in St. Louis, Missouri,
and is the current ACMA treasurer.
Adrian P. Hartog is a member of Osler,
Hoskin & Harcourt, LLP in Toronto,
Ontario, and is a member of the ACMA
board of regents.
Mark C. Winings is a member of Lewis
Rice LLC in St. Louis, Missouri.
Matthew Quintieri is a member of Osler,
Hoskin & Harcourt, LLP in Toronto,
Ontario.

Check the Fine Print: Mechanics Liens in an
Ever‑Changing Landscape
By Michael E. Buckley

The recent Nevada case of Cashman
Equipment Company v. West Edna
Associates, Ltd., d/b/a Mojave Electric,
et al., 380 P. 3d 844 (Nev., 2016)
illustrates the importance of knowing the lay of the land in construction
projects. The case reminds us that lien
rights of a person providing work,
materials, or equipment for a work of
improvement are creatures of statute,
particular to each state. Moreover,
in states such as Nevada, with a limited body of court cases interpreting
those statutes, practitioners may not
assume that customary principles of
common-law can be relied on for
guidance.
In recent years, the Nevada Supreme
Court has followed what many consider an enlightened approach of following the Restatements in various
areas of law. For example, the Court
followed the Restatement (Third) of
Prop.: Mortgages § 7.6 (1997), in
upholding the principle of equitable
subrogation. American Sterling Bank
v. Johnny Mgmt. LV, Inc., 245 P. 3d
535 (Nev., 2010). Two years later,
however, the Court, responding to
certified questions from the U.S.
Bankruptcy Court for the Southern
District of Florida in connection
with the failed Fontainebleau hotel/
casino development on the Las Vegas
Strip, held that equitable subrogation
cannot be used by a mortgage lender

to obtain priority over intervening mechanics’ lien claims, because
“principles of equity cannot trump
an express statutory provision.”
Wilmington Trust, FSB v. A1 Concrete
Cutting & Demolition, LLC , et al (In
re Fontainebleau Las Vegas Holdings,
LLC.,), 289 P.3d 1199 (Nev., 2012)
The notion that common law and
equity cannot overcome statutory lien
rights goes back more than 100 years
in Nevada. In Lamb v. Goldfield Lucky
Boy Mining Co., 138 P. 902 (Nev.,
1914), the Court declined to protect
a mine owner whose lessee contracted
for materials that benefited the mine.
Although the mine owner was not a
party to the construction contract,
the court looked at the purpose of the
lien statutes, namely to provide for a
lien for work “against the estate or
interest therein of the person who is
to be benefited thereby, whether done
directly for him and at his request,
or indirectly for his benefit, at the
request of some other person operating in pursuance of some express
or implied contract with him.” In
reaching its decision, Lamb explained
that “equity jurisprudence” ‘ha[s] no
place” in determining the rights of a
mechanics’ lien holder.
While Cashman did not involve a
mortgage lender, the intersection of
mechanics’ lien laws and mortgage
The A bstract
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lending creates a particularly dangerous playing field, not only because of
the prevalence of state statutes over
principles of common law and equity,
but also because these statutes continue to change. Nevada mechanics’ lien statutes (Nevada Revised
Statutes [NRS] 108.221–108.246)
and portions of the contractor licensing statutes (NRS 624. 606–624.630,
sometimes referred to as the “right
to stop work statutes”) have evolved
significantly over the past 16 years to
provide greater protection for contractors and subcontractors, primarily because of extensive litigation
through which property owners were
able to forestall payment of construction costs. Legislative protections now
include: (i) the right to stop work if
payment is unjustly withheld (NRS
624.610); (ii) giving effectiveness to a
landlord’s notice of non-responsibility
only if a tenant has bonded the cost
of its tenant improvements or funded
a “construction control account” in
an amount equal to the total cost of
the improvements (NRS 108.234,
108.2403); (iii) limiting the amount
of retention that may be withheld
(5% as of January 1, 2016) (NRS
624.609); (iv) prohibiting waivers of
statutory lien rights that are not in
the statutory form (NRS 108.2453,
108.2457, 624,622, 624.628); and
(v) prohibiting the application of
any law other than Nevada’s (NRS

108.2453(c)). Protections have been
extended not only to prime contracts
but to subcontracts as well.1
Nevada lien waivers may only be
effected by one of the prescribed
statutory forms, NRS 108.2457(5).
These forms are (i) conditional waiver
and release upon progress payment;
(ii) unconditional waiver and release
upon progress payment; (iii) conditional waiver and release upon final
payment; and (iv) unconditional
waiver and release upon final payment. Both of the unconditional
waiver and release forms contain the
statutorily required warning: “Notice:
This document waives rights unconditionally and states that you have been
paid for giving up those rights. This
document is enforceable against you if
you sign it to the extent of the Payment
Amount or the amount received. If you
have not been paid, use a conditional
release form.” NRS 108.2457(5)(b)
and (d).
Outside of statutory changes, Nevada
decisions have and continue to protect the right of a contractor to
be paid on public policy grounds.
Underlying this policy “is the notion
that contractors are generally in a vulnerable position because they extend
large blocks of credit; invest significant time, labor, and materials into
a project; and have any number of
1

Protection of contractors’ payment and lien rights has
taken place against the backdrop of perhaps the much
larger issue of construction defect litigation. In 2015, a
Republican-controlled Legislature amended Nevada’s
construction defect statutes to provide greater protection
for contractors by, among other things, replacing the 10,
8 and 6 year statutes of repose with a six-year statute of
limitations (NRS 11.202) and prohibiting homeowner
associations from representing their members except
in connection with defects to the common area (NRS
116.3102(1)(d)). Whether these amendments will survive
Nevada’s 2017 Democratic-controlled Legislature remains
to be seen.

workers widely depend upon them
for eventual payment.” Cashman,
citing Lehrer McGovern Bovis, Inc.,
v Bullock Insulation, 185 P. 3d 1055
(Nev., 2008). Thus, Lehrer, overruling a prior holding, held that each
lien waiver must be analyzed on a
public policy basis, and a lien waiver
provision that applied regardless of
whether a subcontractor received payment was unenforceable. Lehrer also
held that “pay-if-paid” provisions
are enforceable only in those limited circumstances provided in NRS
624.626 because they violate public
policy. Similarly, in addition to holding that equitable subrogation cannot
defeat an intervening mechanics’ lien,
the Fontainebleau court determined
that “subordination agreements that
purport to subordinate the liens
prospectively are unenforceable but
that non-prospective subordination
may be pursued through [statutory
compliance].”
Cashman involved construction of the
new Las Vegas city hall. The electrical subcontractor, Mojave, subcontracted with Cashman for specialty
materials for emergency standby
power for the building. The general
contractor, Whiting Turner, required
Mojave to use disadvantaged business
entities (DBE) on the project. Thus,
instead of contracting directly with
Cashman, Mojave contracted with
Cam, a DBE, which in turn contracted with Cashman.
Mojave paid Cam, in exchange
for an unconditional release from
Cashman to Cam and Mojave.
Cashman received payment via a
check from Cam, but Cam stopped
The A bstract
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payment on the check. Cam gave
Cashman a second check, but the
check was returned for insufficient
funds. Cashman then filed a mechanics’ lien for $755,893.89. Cashman
obtained judgment for a reduced
amount and appealed, claiming the
district court erred when it declined
to enforce Cashman’s mechanics’ lien
and upheld its unconditional waiver
despite lack of payment.
The question presented to the Court
in Cashman was whether a subcontractor’s execution of an unconditional lien waiver can be used to
waive Nevada’s catch-all lien waiver
provision in NRS 108.2457(5)(e):

Notwithstanding any language
in any waiver and release form
set forth in this section, if the
payment given in exchange for
any waiver and release of lien is
made by check, draft or other
such negotiable instrument, and
the same fails to clear the bank
on which it is drawn for any reason, then the waiver and release
shall be deemed null, void and
of no legal effect whatsoever and
all liens, lien rights, bond rights,
contract rights or any other right
to recover payment afforded to
the lien claimant in law or equity
will not be affected by the lien
claimant’s execution of the waiver
and release [Emphasis by Court].
Not surprisingly, the Court answered
“no.” In reaching its decision, the
Court rejected Mojave’s argument
that it had paid the claim because
its check to Cam had cleared. Not
surprisingly, the Court also rejected
[continued on page 30]

“Best Efforts” May Not Constitute “Best Practices”
By John C. Murray

Introduction
Leases, brokerage agreements, purchase-and-sale contracts, and other
real-estate related documents may contain a provision requiring one of the
parties to use its “best efforts” to satisfy
a specified condition or achieve a stated
result. Although some real-estate attorneys may believe there are differences
between “best efforts” and terms such
as “commercially reasonable efforts,”
an analysis of the case law in this area
generally does not support this distinction—but it does shed some light on
the additional burden (and ambiguity)
imposed by the duty to use best efforts.
Attorneys and businesspeople must be
extremely cautious and careful when
including such an obligation in a realestate related contract, as a court action
may ultimately be necessary to determine the scope and extent of the duty.
It may be prudent to expand the term
“best efforts” to include specific examples or limitations in order to avoid
ambiguity and subsequent litigation—
and it may be even more prudent to
not use the term at all. This article will
examine the case law and commentary
regarding the promisor’s contractual
obligation to use its best efforts.
History and Scope of “Best
Efforts” Clauses
Courts have generally upheld the validity and enforceability of best-efforts
clauses, even without any additional language describing, defining, or restricting

such clauses. See, e.g., Baron Fin . Corp. v.
Natanzon, 509 F.Supp.2d 501, 515 (D.
Md. 2007) (stating that “a ‘best efforts’

assessment,” which the court equated
to a reasonableness determination, “is
generally a matter of fact and not law”;
the court ruled that “Contractual ‘best

efforts’ terms are enforceable under
Maryland law, even when parties to
a contract have chosen not to define
those terms or expressly provide a standard by which to measure a promisor’s
performance.” Id. at 513); 8621 Ltd.
P’ship v. LDG, Inc., 169 Md. App.
214, 900 A.2d 259, 267 (Md. Ct. Spec.
App. 2006) (“There are many types of
enforceable commercial contracts that
deliberately select an ‘open’ term of
performance such as those that require
the parties to use ‘best efforts,’ ‘good
faith,’ or ‘reasonable efforts’”);
Ashokan Water Services, Inc. v. New
Start, LLC, 807 N.Y.S. 2d 550, 553
(2006) (although acknowledging that
a “best efforts” clause should be reconciled with other clauses in the contract
wherever possible, the court stated that
“numerous courts…have applied an
express ‘best efforts’ provision without
articulated objective criteria, or implied
one where it is not expressed” (citations
omitted)); J.C Bruno, Best Efforts –
More or Less, 14 mich. bus. l.j. 1 (No.
2) (1991) (“a majority of courts…have
held best efforts obligations legally
enforceable…); J.C. Bruno, Best Efforts
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Defined, 71 mich. b.j. 74, 75 (1992)
(describing the various tests that courts
have used to define the term “best
efforts”).
Some courts refuse to enforce a “best
efforts” clause because of a lack of
mutuality of obligation, although often
this will depend on the facts of the
case. See, e.g., Kraftco Corp. v. Kolbus,
1 Ill. App. 635 (4th Dist. 1971). In this
case, the parties had an oral agreement
that a distributor would use his “best
efforts” to sell the manufacturer’s products. The court noted that the agreement did not set forth the terms of any
mutual agreement, such as “duration,
price, area, products, quotas, etc.” Id.
at 639. The Illinois appellate court
ruled that “The mere allegation of best
efforts is too indefinite and uncertain
to be an enforceable standard. As such,
the contract was lacking in mutuality
of obligation and unenforceable.” Id.
at 639-40. Cf. Burgermeister Brewing
Corp. v. Bowman, 227 Cal.App.2d 274
(1964). In this case, a brewery entered
into an oral contract with a distributor
providing that the distributor would
sell the brewer’s product. The brewer
agreed to give the distributor all the
beer the distributor could sell using its
best efforts. Nineteen years later, after
the distributor had spent significant
time and resources selling the beer,
the brewer cancelled the agreement.
The distributor sued, and the brewer

argued the contract was illusory, lacking mutuality because it bound the
brewer to provide the beer but did
not bind the distributor to use its best
efforts. In ruling for the distributor,
the California appellate court reasoned
that even if the distributor had not
promised to use its best efforts, its subsequent performance gave the brewery
consideration not affected by the distributor’s power to cancel, and thereby
made up for any defects in the original
consideration.
Interestingly, a later decision by the
U.S. District court in Illinois, Resource
Dealer Group, Inc. v. Executive Services,
Ltd., 1997 WL 790737 (N.D. Ill., Dec.
18, 1997), distinguished the Illinois
appellate court’s holding in Kraftco,
supra, noting that in Kraftko there was
only an oral agreement that did not set
forth the terms of any purported agreement, whereas in the instant case the
court found that:

In contrast, here the parties
entered into a detailed, nineteen
page contract, and so this is not
a situation where the court will
have to write an agreement for the
parties. The best efforts phrase is
just one of many provisions that
bound the parties, and it is more
specific than the oral statement
in Kraftco. Moreover, in general
courts tend to decide this issue
at the summary judgment stage
or later when they can refer to
more than just a complaint.
[Case citations omitted]. For
these reasons, plaintiff’s motion
to dismiss [its count for breach
of contract based on its allegation
that a “best efforts” promise is too

vague to be enforced as a matter
of law] is denied.
Id. at *4.
The U.S. District Court in Resource
Dealer Group also stated that Illinois
“does not have a rule against enforcing such clauses.” Id. at *3. See also
James M. Van Vliet, Jr., Best Efforts
Under Illinois Law, 88 ill. b.j. 698
(Dec. 2000), fn. 18 (arguing that the
Resource Dealer Group decision “is contra to the general rule under Illinois
law” and “is a questionable interpretation of the body of precedent on this
issue, weakening the value of this decision as a precedent, especially because
the United States District Court’s duty
in this case was to apply rather than
make Illinois law,” and concluding that
“A promise to use ‘best efforts,’ without
more, is too vague to create a binding
contractual obligation.”). Id. at 698-99.
Historically, “best efforts” clauses
most often have been found in contracts concerning the production,
delivery, provision, or marketing of
goods or services, and have often produced conflicting decisions. See, e.g.,
Feld v. Harry S. Levy & Sons, Inc., 37
N.Y.2d 466 (N.Y. Court of Appeals
(1975) (contract giving plaintiff right
to purchase defendant’s entire output of bread crumbs imposed obligation on defendant to use its best
efforts to supply goods in good faith
under Uniform Commercial Code, §§
1-203 and 2-306); Board of Managers
of Chocolate Factory Condominium v.
Chocolate Partners, LLC, 992 N.Y.S. 2d
157, *7-8 (2014) (holding that condominium association’s failure to follow
clear guidelines in a timely manner
The A bstract
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with respect to completion and filing of
application for governmental tax benefits for condominium building constituted violation of contractual “best
efforts” requirement). Cf. Pinnacle
Books, Inc. v. Harlequin Enterprises,
Ltd., 519 F. Supp. 118 (S.D.N.Y. 1981)
(“best efforts” clause granting publisher
option to renew its contract for certain
books from author was unenforceable,
because parties agreed only to negotiate and failed to state standards by
which their negotiation efforts would
be measured).
See also Western Geophysical Co. v.
Bolt Assos., Inc., 584 F.2d 1164, 1170
(2 Cir. 1978) (holding that licensee’s
actions satisfied its obligation to use
its “best efforts” to sublicense an air
gun device designed to provide source
of sound for use in an underwater
seismic exploration; court found that
standard by which District Court
determined whether “best efforts” had
been employed, “active exploitation
in good faith,” was proper); Ashokan
Water Services, Inc. v. New Start, LLC,
supra, 807 N.Y.S. 2d at 558 (contractor
agreed to use its “best efforts” to obtain
credits and adjustments for water utility bills generated at property; court
held that defendants “failed to raise
a triable issue of fact as to a lack of
‘best efforts’ under the circumstances
shown to exist here”); Zilg v. PrenticeHall, Inc., 717 F.2d 671, 681 (2nd Cir.
1983) (publisher agreed to use its best
efforts to promote sale of book; court
held that “a publisher’s printing and
advertising decisions do not breach a
contract such as that before us unless
the plaintiff proves that the motivation
underlying those decisions was not a
good faith business judgment. [The

plaintiff ] failed to produce such evidence”); Orgeron Bros. Towing, Inc. v.
Higman Barge Lines, Inc., 939 F. Supp.
2d 604, 607-08 (E.D. La. 2013) (holding that provision of charter agreement
requiring promisor to use its “best
efforts” to renew charter for vessel was
too vague to enforce where 1) charter
agreement did not provide explicit
guidelines or objective criteria to measure best efforts; 2) parties agreed only
to negotiate; 3) purchase option date
was unaffected by failure to renew;
4) purchase agreement provided that
decision not to renew could be made
for any reason whatsoever; and 5) best
efforts requirement in charter agreement could not be reconciled with
language in purchase agreement; court
noted that “The parties have not cited
a federal common law case concerning
a best efforts provision”).
In Bloor v. Falstaff Brewing Corp., 454
F. Supp. 258 (S.D.N.Y. 1978), which
involved the use of the term “best
efforts” in a contract for the payment
of royalties, the federal District Court
held that the term takes its meaning
from the surrounding circumstances.
In affirming the District Court’s decision, the Second Circuit, in Bloor v.
Falstaff Brewing Corp., 601 F.2d 609,
614 (2d Cir. 1979), noted that while
“New York law is far from clear,” the
term “best efforts” does not prevent
the promising party from exercising its
“right to give reasonable consideration
to its own interests.” Id. 613. But the
Second Circuit found that the promisor was bound to use its best efforts
to merchandise the products in good
faith and to the extent of its own total
capabilities, and that the evidence
indicated that it failed to do so. The

court concluded that impossibility or
difficulty of performance caused by
financial difficulty or economic hardship, even to extent of insolvency or
bankruptcy, does not excuse performance. But the court did note that
the promisor was not required to
engage in illegal activity to promote
a sale or continue any prior improper
conduct. The court also ruled that the
measure of damages for failure to use
best efforts was the amount necessary
to put the injured party in the exact
position it would have been in if the
contract had not been breached, which
in this case was established by reference to sales achieved by comparable
brewers.
As evidenced by the Bloor case, supra,
part of the difficulty in ascertaining
what constitutes “best efforts” is that
the obligation may operate in different factual situations and serve different purposes in those situations.
See, e.g., Victor P. Goldberg, Great
Contract Cases: In (Search of Best
Efforts: Reinterpreting Bloor v. Falstaff,
44 st. louis l.j. 1465, 1465 (2000) (“A
‘best efforts’ obligation that serves as
an ‘earnout’ in the purchase and sale
of intangible assets must be understood
and applied differently than the ‘best
efforts’ obligation that serves to protect
the interests of one of the parties in an
exclusive dealing agreement (see UCC
§ 2–306[2]”).
In Triple-A Baseball Club Associates v.
North Eastern Baseball, Inc., 832 F.2d
214, 225 (1st Cir. 1987), a case involving a breach-of-contract action arising
out of the attempted sale of two minorleague baseball franchises, the court
stated that “[t]he standard, whether it
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is expressed in terms of good faith or
best efforts, cannot be defined in terms
of a fixed formula; it varies with the
facts and the field of law involved.”
Based on the facts of the case, the court
ruled that seller did not fail to use “best
efforts” in securing league approval of
the franchise transfer.
In another fact-specific case, Marine
Travelift, Inc. v. Marine Lift Systems,
Inc. 2013 WL 6255689 (E.D. Wis.,
Dec. 4, 2013), the court found for the
promisor, stating that:

Here, [the plaintiff] has presented
no evidence from which a reasonable jury could infer that it suffered any actual damages from the
alleged disclosure of confidential
information. And [the plaintiff]
has presented no evidence that
[the promisor defendant promisor] did not use its best efforts to
sell [the plaintiff’s]
equipment during the term of the
Agreement.
Id. at *17 (emphasis added).
Some cases refer to the term “diligence” in connection with the promisor’s duty under a “best efforts” clause.
For example, in In First Union Nat’ l
Bank v. Steele Software Systems Corp.,
154 Md. App. 97 (2003), the bank
agreed to use its “best efforts” to direct
certain transactions to a software provider. The court stated that a “best
efforts” contract term “has diligence
as its essence.” Id. at 139. The court
then set forth the following summary
of the law regarding the interpretation
and meaning of “best efforts” clauses:

In a 1984 law review article, On
Trying to Keep One’s Promises: The
Duty of Best Efforts In Contract Law,
Professor Farnsworth observed:
“Best efforts” is infrequently
mentioned in the [Uniform
Commercial] Code and the
Restatement (Second) of Contracts
and ... has been generally
neglected in the law reviews....
Because courts sometimes confuse the standard of best efforts
with that of good faith, it will be
well ... to make plain the distinction between the two standards.
Good faith is a standard that has
honesty and fairness at its core
and that is imposed on every
party to a contract. “Best efforts”
is a standard that has diligence
as its essence and is imposed
only on those contracting parties that have undertaken such
performance.
E. Allan Farnsworth, on Trying to
Keep One’s Promises: The Duty of Best
Efforts in Contract Law, 46 U. Pitt.
L. Rev. 1, 7-8 (1984) (footnotes
omitted). Farnsworth answered the
question, “how is this standard of
diligence to be set?”
Courts have generally responded
in two ways. The first is to imagine the promisor and the promisee
united in a single person and to
ask what efforts a reasonable person in that situation would exert
on his or her own behalf. The second is to imagine a third person
to be in the promisor’s place to ask
what efforts a reasonable person in
that situation would exert.

Id. at 8 (footnotes omitted). See also
E. Allan Farnsworth, Farnsworth
on Contracts § 7.17, at 350-53;
§ 7.17c, at 381-88 (2d ed.1998)
(addressing various interpretations
of best efforts clauses).
The Seventh Circuit has held that
“best efforts” can mean the efforts
the promisor has used in similar
contracts where the adequacy of
its efforts was not questioned. See
Olympia Hotels Corp. v. Johnson
Wax Dev. Corp., 908 F.2d 1363,
1373 (7 th Cir. 1990). The First
Circuit has held that “best efforts”
in a contract “to promote worldwide licensing and use” of the contracting party’s product required
“active exploitation in good faith.”
Western Geophysical Co. of Am.,
Inc. v. Bolt Assocs., Inc., 584 F.2d
1164, 1171 (2d Cir.1978).
A promise to use “best efforts”
does not necessarily mean that
the promisor is required to give
all of its efforts toward assisting or promoting the promisee’s
interests or product, or that the
promisor is prohibited from
promoting competing products.
See Van Valkenburgh, Nooger &
Neville, Inc. v. Hayden Publ’g Co.,
30 N.Y.2d 34, 330 N.Y.S.2d 329,
281 N.E.2d 142, 144-45 (1972),
cert. denied, 409 U.S. 875, 93
S.Ct. 125, 34 L.Ed.2d 128 (1972)
(licensees who agree to make
“best efforts” to promote licensor’s product are not restricted in
promoting competing products).
See also Bloor [Bloor v. Falstaff
Brewing Corp., 454 F.Supp. 258
(S.D.N.Y. 1978)] 601 F.2d at
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614 (Falstaff Brewing could market its own beers and still fulfill
promise to make best efforts to
promote and market Ballentine
beer); Farnsworth on Contracts,
Supra, § 7.17c, at 388 (“courts
agree ... that a duty of best efforts
does not of itself impose a duty
of exclusive dealing, although it
should be open to the promisee to
show that the parties understood
the term to include such a duty”).
Id. at 139-41.
As noted earlier in this article, words
or phrases similar to “best efforts” are
sometimes inserted in commercial contracts to describe the duty imposed on
the promisor, and usually provide no
additional clarity. See, e.g., Ashokan
Water Services, Inc. v. New Start, LLC,
supra, 807 N.Y.S. 2d at 555, in which
the court stated that:

[T]he cases have not clearly articulated how a “best efforts” obligation alters or supplements the
promisor’s overall standard of performance, and the verbal formulae that courts use when applying
a “best efforts” obligation often
confuse rather than clarify. Those
formulae include: “due diligence”
(citations omitted); “all reasonable
methods” (citations omitted); “reasonable efforts” (citations omitted)
“good faith business judgment”
(citation omitted); “genuine
effort” (citation omitted); and
“active exploitation in good faith”
(citation omitted).
And as another commentator has
stated with respect to the variations

noted above in the Ashokan case, “the
courts find no meaningful distinction between the various effort standards.” Shawn C. Helms, The Fallacy
of the “Best Efforts” Standard, 42 les
novelles 432, 432 (June, 2007). See
also Herrman Holdings Ltd. v. Lucent
Techs., Inc., 302 F.3d 552, 556-57
(5th Cir. N.Y. 2002) (defendant was
required to use “reasonable best efforts”
to file statement with Securities and
Exchange Commission and to consummate merger; court noted that
“The Texas courts have not considered
contractual obligations to use “reasonable best efforts”; court also noted
that “No Texas case precludes [the
promisee’s] recovery for breach of such
obligations” and declined to dismiss
action for breach of contract based
on violation of such promise). Cf. In
re ValueVision Int’ l, Inc. Securities
Litigation, 896 F. Supp. 434, 441
(E.D. Pa. 1995) (court ignored word
“reasonable” before words “best efforts”
and gave it no meaning); Harbinger F
& G, LLC v. OM Group (UK) Ltd.,
2015 WL 1334039 (S.D.N.Y. Mar.
18, 2015), at *27 (“Under New York
law, the duty to use reasonable best
efforts is a best efforts standard” (citation omitted); court stated that such
standard “requires the parties to act in
good faith in light of their capabilities
toward their contractual obligations,”
Id. at *30); White v. National Football
League, 766 F. Supp. 2d 941, 950 (D.
Minn. 2011) (holding that contractual duty of “best efforts” imposes
a higher duty than “good faith” and
“failure to separately analyze good
faith constitutes legal error”); Howard
O. Hunter, General rules of implication
under contextual approach –Best efforts
clauses – Performance, modern law of

contracts § 8:10 (Database updated
March 2015) (“‘Best efforts” and ‘good
faith’ are closely aligned but are legally
distinct concepts”).
In another commentary, Shawn Helms,
David Harding, and John Phillips, Best
Efforts and Endeavours – Case Analysis
and Practical Guidance Under U.S. and
U.K. Law, Jones Day, 9 No. 9 e-commerce l. rep 16 (September, 2007),
the authors state as follows on page 1
of the article:

Due to the substantial doubt
surrounding whether, and how,
courts may attach different consequences to the use of different
formulations of obligations to use
efforts or endeavours, the draftsman should proceed with caution
in this area. A minority of courts at
least purport to recognize distinctions based upon the particular
language employed, and contract
parties may well behave differently under differently articulated
standards, regardless of how such
standards might be construed by
a court. In any event, the specific
terminology should be selected
carefully and used consistently
(except where a distinction is in
fact intended), and consideration
should be given to defining with
specificity or illustrating through
examples the scope and nature of
the efforts required.
The authors also offer the following “Guidance and Drafting
Considerations,” on page 3 of the article:

What options exist for a contract
drafter who wants to distinguish
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best efforts from reasonable efforts
or wants to clearly define or distinguish the best-efforts standard?
Sometimes contract drafters try
to address the lack of clarity by
using terms like “reasonable best
efforts.” In the U.S., “reasonable
best efforts,” like “best efforts,” has
no special legal meaning. Likewise,
terms like “commercially reasonable efforts” or any of the other
“efforts” standards may do nothing to solve the problem. In fact,
drafters sometimes make matters
worse by using terms like “goodfaith best efforts,” tying together
the related but distinct issues of
best efforts and a duty to act in
good faith.
[G]iven the near universal view
(among both lawyers and businesspeople) that the best-efforts
standard is an extraordinarily high
obligation, one should carefully
consider its usage. If a contract
contains a best-efforts clause, the
party receiving the benefit of the
obligation may have substantial leverage over the promisor
because everyone assumes that the
best-efforts standard is an obligation approaching guaranteed
performance. Because contract
disputes are rarely litigated, it
may be practically irrelevant that
a best-efforts obligor is not legally
bound to act in a manner that
ignores reasonable consideration
for its own interests. For this reason alone, and regardless of the
actual legal interpretation, one
should avoid using an undefined
best-efforts standard when representing a promisor.

See also Rob Park, Putting the “Best” in
Best Efforts,” 73 u. chi. l. r. 705, 705
(2006) (stating that “This Comment
suggests imposing an agency obligation
governed by fiduciary duties on those
who promise to use their best efforts.
Beyond the virtue of consistency, this
approach conforms to the economic
theory of legal default rules”); Kenneth
A. Adams, Understanding “Best Efforts”
And its Variants, the practical lawyer 11, 11 (August 2004) (recommending that “if you provide in a contract that a party is subject to an efforts
standard, generally you should specify
by means of a defined term what sort
of actions would satisfy that requirement” (emphasis in text)).
“Best Efforts” in Real-Estate
Cases
As is the case with other decisions dealing with a “best efforts” requirement
in business transactions (although
not as common), real-estate-related
best-efforts cases suggest that the burden on the promisor may be heavy,
depending on the circumstances and
the parties’ attempt to clarify (or failure to clarify) the meaning of the term.
For example, in Krinsky v. Long Beach
Wings, 2002 WL 31124659 (Cal. App.
2d Dist., Sept. 26, 2002), the landlord
brought an action against the tenant
and guarantors for breach of the lease
for allegedly failing to use “best efforts”
to obtain all permits and licenses for
the operation of a restaurant on the
leased premises. Based on the facts of
the case as determined by the court, it
ruled that the tenant had not used its
best efforts, stating as follows:

The term “best efforts” is not
defined in the lease. But the plain

meaning of the term denotes
efforts more than usual or even
merely reasonable. (See National
Data Payment Systems v. Meridian
Bank (3d Cir.2000) 212 F.3d 849,
854 [“The duty of best efforts
‘has diligence as its essence’ and
is ‘more exacting’ than the usual
contractual duty of good faith. 2
E. Allan Farnsworth, Farnsworth
on Contracts, 383-84 (2d ed.
1998)”].) As Corbin declares in the
context of U.C.C. § 2-306, subdivision (2), which requires “best
efforts” by a seller in an agreement
for exclusive dealing unless “otherwise agreed,” “‘Best efforts’ is a
more rigorous standard than ‘good
faith[.]’” (2 Corbin on Contracts
(Rev. ed. 1995) § 6.5, p. 246.)
Id. at *8.
But in another case involving a leasehold dispute, In re Hyman Companies,
Inc., 440 B.R. 390, 415-17 (Bankr.
E.D. Pa. 2010), the tenant leased space
in the lobby of a hotel in Boston for a
kiosk, The lease agreement contained a
clause requiring the landlord to use its
“best efforts” to find the tenant a location of comparable quality if the tenant
had to move the kiosk. But instead of
trying to locate an alternative space for
the tenant at another location in the
hotel, the landlord cancelled the lease.
The bankruptcy court ruled that the
cancellation, together with the landlord’s failure to attempt to locate alternative space in the hotel for the tenant, violated the best efforts clause. The
court found that the landlord failed to
prove that renovation of the hotel lobby
necessitated closing the kiosk, which,
instead, resulted from the landlord’s
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decision to eliminate retail space from
the lobby.
In Kolinsky v. Gagliano, 110 B.R. 128
(Bankr. S.D.N.Y. 1990), the defendant purchaser of a parcel of land
agreed to “diligently exert his best
efforts to obtain all variances and
rezoning necessary for the construction of fifty residential condominium
units and fifty boat slips.” Id. at 130.
The court stated that:

The plaintiffs contend that the
defendant’s obligation to “provide
his best efforts” to obtain all variances, rezoning, licenses and permits to accomplish the purposes
of the [] contract means “active
exploitation in good faith,” as
expressed in Western Geophysical
Co. v. Bolt Assocs., supra, 584 F.2d
1164, 1171. However, as the court
in the Western case went on to say
“The phrase ‘best efforts to promote licensing’ indicates a degree
of discretion in the selection of
the promotional plan; no absolute
requirement that Western sublicense can be read into these words.”
(Emphasis added). Id. at 1171.
Id. at 136.
The court in the Kolinsky case gave the
defendant purchaser the benefit of the
doubt and ruled in its favor because
it became obvious to the court, based
on the testimony at trial, that the
defendant purchaser would never be
able to obtain variance and rezoning for the total number of units and
boat slips contractually required to be
erected or designed on the property
within the slope of land covered by the

contract. The court acknowledged that
this determination was made in the
defendant purchaser’s sole discretion,
but also noted that “The facts which
emerged from the trial reveal that a
rezoning application for the property
in question is complicated, time-consuming and costly.” Id. at 136.
In Superior – FCR Landfill, Inc. v.
County of Wright, 59 F. Supp. 2d 929
(D. Minn. 1999), the court also ruled in
favor of the promisor based on the facts
of the case. The promisor was contractually required to use its best efforts to
obtain to obtain the permits necessary
to operate a solid waste disposal facility on the property in as expeditious
a manner as possible. The purchaser
was given an option to purchase the
property, and the court held that this
was not a “contingent purchase agreement” as the seller contended, because
it provided that the purchaser must use
its “best efforts” to obtain the necessary permits. According to the court,
“The best efforts provision, while stated
in mandatory language, requires diligence on Superior’s part, but it no way
modifies or qualifies Superior’s discretion in determining whether to exercise
its option.” Id. at 935.
In Kalenburg v. Klein, 847 N.W.2d
34, 38-39 (Minn. Ct. App. 2014), the
defendants agreed to use their “best
efforts” to obtain a home mortgage
pursuant to a purchase and sale agreement with respect to their purchase of
the plaintiffs’ home, in amount equal
to 80% of the purchase price. The term
“best efforts” was not defined in the
contract. The defendants’ loan application was rejected by two separate
banks because each bank’s appraisal

was significantly less than the purchase
price. The defendants then cancelled
the purchase agreement and subsequently purchased a different house
for cash. The plaintiff sellers sued for
breach of contract, alleging that the
defendants’ had not used their “best
efforts” to obtain a mortgage. The
court rejected this claim and held that
the defendants had fully satisfied the
“best efforts” requirement in the contract, because that the parties’ contract clearly specified that obtaining
a mortgage for 80% of the purchase
price was a condition precedent to the
defendants’ obligation to purchase the
property. The court also noted that
the defendants’ purchase of a separate
house for cash was irrelevant.
Some cases have equated a best efforts
undertaking as “similar to the exercise
of good faith implied in all contracts.”
Coleman v. Madison Two Assocs., 307
Ill. App. 3d 570, 578 (Ill. App. 1st
Dist., 1999). Other cases have held that
“best efforts” may require more than a
good-faith effort. See, e.g., Grossman v.
Lowell, 703 F.Supp. 282, 283 (S.D.N.Y.
1989) (stating that best efforts means
“more than a good faith effort to obtain
a mortgage”); Meldahl v. Palme, 1995
WL 118912 (Minn. App. Ct. March
21, 1995), at *3 (holding that “best
efforts” language in purchase agreement imposes obligation to make more
than “good faith” effort to obtain
mortgage). Other cases have implied a
duty on the promisor to use all legal
means available, even if the promisor
incurs a loss. See, e.g., First Nat’ l Bank
of Lake Park v Gay, 694 So.2d 784,
791-92 (Fla. App 1997) (“the ‘best
efforts’ clause in this case [involving a
commercial lease] imposed a burden on
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the landlord to use all tools and legal
rights at its command . . . even at a cost
to the landlord”); Satellite Broadcasting
v. Telephonica de Espana, 807 F.Supp.
210, 212 (D. Puerto Rico 1992) (“The
duty to exert best efforts requires the
parties to take affirmative steps towards
the fulfillment of the condition”); In
re Heard, 6 Bankr. 876, 884 (Bankr.
W.D. Ky. 1980) (“if the duty of best
effort is owed, it must be performed
even at a loss”).
Conclusion
Although the scope and extent of the
duty imposed by a “best efforts” contractual provision may remain unclear,
such a clause may in any event require
the promisor in some circumstances
to comply regardless of financial or
economic hardship, and the promisor
must sustain the burden of proof to
show that it has not breached its contractual obligation. See e.g., Bloor v.
Falstaff Brewing Corp., supra, 601 F.2d
at 612-13. Also, in at least some jurisdictions, such clauses may be deemed
unenforceable unless the agreement
contains criteria against which a party’s efforts can be objectively measured. See, e.g., Timberline Dev. LLC
v. Kronman, 702 N.Y.2d 237, 239-40
(N.Y. App. Div. 1st Dep’t 2000) (“to
be enforceable, there must be objective criteria against which a party’s
efforts can be measured, whether the
requirement is deemed to be implicit
(citation omitted) or explicit (citations
omitted); Cruz v. FXDirectDealer, 720
F.3d 115, 124 (2nd Cir. 2013) (“Some
New York state courts have required
‘clear guidelines against which to measure’ a party’s efforts before they will
enforce a ‘best efforts’ clause” (citations omitted)); court found “best

efforts” require “at least an obligation
to act with good faith in light of one’s
own capabilities”); Gates v. Johnson
Worldwide Associates, Inc., 2002 WL
663586 (N.D. Ill. 2002), at *3 (noting that “Illinois courts have found
‘best efforts’ clauses to be void and
unenforceable for vagueness unless
‘there are objective criteria present by
which to judge whether the proper
effort has been made” (citation omitted); Pinnacle Books, Inc. v. Harlequin
Enterprises, Ltd., supra, 519 F. Supp.
at 121-22 (“In the ordinary listing of
property with a real estate broker, the
broker’s promises to use his best efforts
or other similarly indefinite promises
are not, without other facts, legally
enforceable”); Ashokan Water Services,
Inc. v. New Start, LLC, supra, 807
N.Y.S. 2d at 553 (“There is authority .
. . that “[w]here ... a clause in an agreement provides that a party must use
its best efforts,” it is essential that the
agreement also contain clear guidelines
against which to measure such efforts
in order for such efforts to be enforced”
(citations omitted); court further noted
that “courts will refuse to enforce an
express ‘best efforts’ provision, or to
imply one when it is not expressed, in
those situations in which it amounts to
a dreaded ‘agreement to agree’” (citations and internal quotations omitted)).
The ambiguity of the term “best
efforts” has created considerable uncertainty as to the standards that courts
will apply in evaluating whether a
party has complied with a best efforts
contractual clause. This ambiguity
is evidenced by the widely divergent
opinons in judicial opinions regarding “best efforts” clauses in commercial contracts. As noted in this article,

interpretations range from a requirement that the promisor “pursue all reasonable methods” to achieve the objectives of a best-efforts clause (Kroboth v.
Brent, supra, 625 N.Y.S. 2d 748-49
(N.Y. Sup. Ct. 1996), to the conclusion
that best efforts clauses require nothing
more than an obligation of good faith
implied in every contract (Coleman v.
Madison Two Associates, supra, 307 Ill.
App. 3d at 578). The determination
whether a best efforts clause has been
satisfied is heavily fact-intensive, and
as noted earlier in this article the term
“best efforts,” if used at all, should be
carefully and comprehensively drafted
to clearly define the term (perhaps with
examples or specific critera) and to best
express the promising party’s duty and
the respective parties’ actual intentions. As one commentator has stated,
“Given the realistic possibility, if not
probability, of unforeseen expenses
and potential damages, what knowing promisor would take the chance?
Morton P. Fisher, Best Not To Use “Best
Efforts Clauses,” acrel news, American
College of Real Estate Lawyers, Vol.
23, No.2, May 2005 at pp. 6-7. See
also Rob Park, Putting the “Best” in
Best Efforts,” supra, 73 u. chi. l.r. at
729 (“Today, the law of best efforts is
a hopeless muddle. Indeed, it is surprising that best efforts provisions find
their way into contracts at all”).
*Nothing in this article is to be considered as the rendering of legal advice
for specific cases, or creating an attorney-client relationship, and readers are
responsible for obtaining such advice
from their own legal counsel. This
article is intended for educational and
informational purposes only, and no
warranty or representation is made
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as to the accuracy or completeness
of the information contained herein.
The views and opinions expressed
in this article are solely those of the
author, and do not necessarily reflect
the views, opinions, or policies of the
author’s employer, First American Title
Insurance Company. u
John C. Murray (Jack) is a vice president–senior counsel at First American
Title Insurance Company in Chicago,
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Non-Con in the Yukon: Emerging Trends in Substantive
Consolidation in Canada
By Megan J. Lem*

Introduction
This brief paper deals with the current
state of the bankruptcy law2 doctrine of
substantive consolidation in Canada,
following a series of recent Ontario
Superior Court decisions in Bacic v.
Millennium Educational & Research
Charitable Foundation3 (Millennium),
Nortel Networks Corp. (Re) and Nortel
Networks Corporation (Re)4 (Nortel),
and Redstone Investment Corporation
(Re)5 (Redstone) (Millennium, Nortel,
and Redstone hereinafter referred to as
the Trilogy).

The holdings in the Trilogy, like the
Canadian jurisprudence on substantive
consolidation before them, remain “all
over the map,” with substantive consolidation expressly ordered in Millennium,
implicitly ordered in Nortel, and
expressly refused in Redstone. This
author postulates, however, that one
can still glean potential emerging
trends in the law of Canadian substantive consolidation from the Trilogy. In
particular, going forward, there seems
to be little possibility of there being a
“creditor reliance” test in assessing the
availability of substantive consolidation under Canadian law, a significant
departure from concurrent developments in U.S. jurisdiction on point.
Likewise, it is arguable that Canadian
case law will distinguish substantive
consolidation candidates based on the
enterprise value of the bankrupt debtor
groups—with increased adoption of

substantive consolidation in Canadian
insolvency proceedings on both ends of
the dollar-value spectrum (i.e., in both
the bankruptcies of debtors with smaller
enterprise values and the bankruptcies
of debtors with truly massive enterprise
values), but with the mid-market bankruptcies6 eschewing substantive consolidation in favour of the the fidelity of
discrete corporate existence.
Substantive Consolidation
There are any number definitions of
“substantive consolidation” from both
U.S. and Canadian jurisprudence and
academic commentary, but this author
is fond of the following explanation:

In a substantive consolidation in
the insolvency context, a number
of affiliated legal entities, typically corporations, are treated as if
they were one entity. This generally results in assets of the various
debtors being pooled to create a
common fund out of which claims
of creditors of all the debtors are
jointly satisfied.7
The concept is distinguished from the
doctrine of “procedural consolidation,” which is nothing more than a
series of administrative and procedural
rules that allow the estates of multiple
related debtors to be concurrently
and jointly administered in common
bankruptcy proceedings, but without
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disturbing the ultimate distribution of
assets from, and the ultimate allocation
of liabilities to, each estate and each
estate’s respective creditors.
At its heart, the doctrine of substantive consolidation is nothing more than
judicial “piercing of the corporate veil”
in a bankruptcy context, and it is this
disregard for the sanctity of the rule in
Salomon v. Salomon & Co.8 that makes
substantive consolidation controversial.
According to Professor Jacob Ziegel,
“…Canadian courts, like the British
courts, are still wedded to the entity
doctrine of incorporation represented
by the seminal decision of the House
of Lords in Salomon...”9 Professor Janis
Sarra elaborates on the conflicting doctrines as follows:

Therein lays the challenge. On the
one hand, corporate and securities law globally places considerable importance on the notion
of the separate legal personality
as the demarcation of the extent
of liability and the scope of remedies for equity investors, creditors, tort claims and contracting
counter-parties. This recognition
is a hallmark of both civil law and
common law jurisdictions. On the
other hand, the globally integrated
nature of an enterprise group
may mean that assets are located
outside of the entity with which

creditors have been dealing, and
absent recognition of the global
nature of that entity, there may not
be assets to satisfy their claims.10
Millennium
Millennium is a relatively obscure decision involving, at its epicentre, a notfor-profit Ontario corporation, The
Millennium Educational & Research
Charitable Foundation (the Not-forProfit). The facts in Millennium are
relatively simple. The debtors’ principals diverted significant funds from a
group of related for-profit real estate
companies (collectively, the Operating
Companies), partly into the Notfor-Profit and partly into a variety of
purely personal ventures.

In the eventual bankruptcy proceedings, the Ontario Superior Court
ordered that the Operating Companies
and the Not-for-Profit be substantively
consolidated so that their collective
assets could be accessed by the groups’
creditors collectively, independent
of which entities were holding legal
title to what assets. In so doing, the
Court relied on the well-known sevenpart test of the efficacy of substantive
consolidation:
(1)		Difficulty in segregating assets
(2) Presence of consolidated financial
statements
(3) Profitability of consolidation at a
single location
(4) Commingling of assets and
business functions
(5) Unity of interests in ownership
(6) Existence of intercorporate loan
guarantees
(7) Transfer of assets without
observance of corporate formalities 11

In this regard, Millennium represents
nothing particularly new in terms
of law. The same seven-part test has
regularly been used in Canada12 and,
in fact, was first enunciated in the
U.S. Court of Appeals Fourth Circuit
opinion in Vecco Construction from
nearly four decades earlier.13
What Millennium may be, however,
is a harbinger of the willingness of
Canadian courts to apply substantive consolidation to much smaller
corporate enterprises and much simpler insolvencies. The corporate structure in Millennium was relatively
simple, the facts not terribly controversial, and the value of the entire
corporate group’s combined estate in
Millennium was under $4 million (in
stark contrast to the behemoth that
was Nortel’s corporate organization
chart and the billions of dollars being
distributed in Nortel [see below]).
Whereas substantive consolidation
may once have been a tool in the arsenal of those dealing with large and
complex insolvencies, Millennium may
find its place in jurisprudential history
as the case brought substantive consolidation to the masses and everyday
ordinary insolvencies involving small,
private corporate groups with tangled
balance sheets.
Nortel
Nortel was everything that Millennium
was not. Nortel Networks Corporation,
formerly known as Northern Telecom
Limited and, before that, Northern
Electric, was a multinational telecommunications powerhouse headquartered in Canada with almost 100,000
employees worldwide at its height.
Nortel’s bankruptcy filing in 2009
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made front-page news in the financial
press worldwide, involving, as it did, a
corporate empire with over 130 subsidiaries (principally in Canada, the U.S.,
and the U.K.) conducting sophisticated
intercorporate transfer pricing and
intellectual property licensing with
each other and, perhaps most notably,
resulting in billions of dollars of cash
sitting in a lockbox account waiting for
distribution by bankruptcy courts in
three countries.14
Because of the complexity of the intercorporate business within the Nortel
enterprise, and the fact that almost
all of the transfer pricing and intercorporate licensing arrangements were
so very obviously tax-driven, it became
practically impossible to determine
which subsidiary beneficially owned
what assets or should be allocated
what proportion of what indebtedness.
Greatly paraphrased, the Canadian
creditors argued that they should get
the overwhelming share of the value
of the cash available for distribution,
the U.S. creditors argued likewise in
their own favour, and the U.K. creditors argued that the cash available
for distribution should be distributed
to all creditor groups on a pro rata
basis (in effect calling for substantive
consolidation).
Faced with this juristic quagmire, the
courts in both the U.S. and Canada
released simultaneous opinions in
2015 settling on a distribution formula
that was essentially a pro rata algorithm, modified by a series of specific
offsets and inclusions. The resulting
hybrid solution, coined by some commentators as “modified pro rata,”15
was intended to recognize the highly

incestuous and integrated nature of
the Nortel business empire, but recognizing specific sensitivities inherent
in the intercorporate environment at
Nortel. A flurry of appeals resulted
almost immediately, all of which
have been dismissed with the Nortel
“modified pro rata” formula remaining largely intact.
The Superior Court went out of its way
to affirm that this “modified pro rata”
was not just a clumsy and expedient
application of substantive consolidation, although it really is impossible
to say that the Nortel distribution
was not at least a partial or quasisubstantive consolidation (or, perhaps
more technically accurate, the Nortel
distribution ended up having an effect
that was almost identical to the distribution that would have resulted had
the court applied a partial or quasisubstantive consolidation approach).
Harling and Vininsky, U.S. commentators, described the decision, with
which they approved, as “substantive
consolidation, in some shape or form,
even if named differently.”16
Since much of the “modified pro rata”
formula was fact specific to Nortel, it is
unlikely that this distribution formula
will have a lot of precedential value
(although, certainly, much of the concepts inherent in the formula will have
lasting repercussions on future allocation formulas). What Nortel may signal, however, is a greater willingness
on the part of Canadian courts to
pierce the corporate veil and to apply
de facto substantive consolidation in
the bankruptcies of very large enterprises with inextricably interrelated
debtor companies.

Redstone
The importance of Redstone within the
Trilogy is four-fold: (i) chronologically,
Redstone followed (and the court had the
benefit of considering) both Millennium
and Nortel; (ii) Redstone was decided by
regional senior justice G.B. Morawetz,
a renown senior insolvency practitioner before his appointment to the
bench, and still a frequent lecturer and
author of several legal publications on
Canadian insolvency law; (iii) Redstone
bucked the “trend”17 that had arguably
been emerging in favour of substantive
consolidation; and (iv) Redstone discredited the notion that the subjective intent
of creditors was a relevant criterion in
assessing whether substantive consolidation should be available.

Greatly paraphrased, Redstone involved
a debtor group that obtained debt
financing through different pools of
bond and note holders, with each
such creditor pool lending to different
debtor entities controlled by a common
owner. The bankruptcy of the entire
debtor group left the “junior” creditor
pool penniless in terms of recovery.18
This “junior” creditor pool argued for
substantive consolidation of the debtor
entities, which would have resulted
instead in a recovery for the “junior”
creditor pool of approximately 28% (all
at the expense of the “senior” creditorinvestor pool, who would have seen its
nearly 86% recovery reduced to a pro
rata 28% recovery upon consolidation
of the respective debtors). Needless to
the say, the “senior” creditor pool argued
against substantive consolidation and in
favour of the legal status quo.
The Superior Court in Redstone reiterated the court’s general jurisdiction
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under Section 183(1) of the Bankruptcy
and Insolvency Act19 to substantively
consolidate in its equitable discretion,20
but then declined to exercise that discretion on the facts in Redstone.
It first held that the applicable test for
substantive consolidation in Canada
remains, in large part, the Vecco sevenpart test first enunciated in Northland
and applied in numerous cases since,
including Millennium. The court
then applied, almost verbatim, the
Vecco seven-part test against the facts
in Redstone, only to conclude that
almost every element of that sevenpart test militated against substantive
consolidation, with the deciding factor
seemingly the relatively precise delineation of assets and liabilities within
the Redstone debtor group (including
the intercorporate receivable that ultimately decided the relative priority of
the creditor groups). While the books
and records of the Redstone debtor
group were not pristine, they were far
from the tangled messes described in
both the Millennium and the Nortel
proceedings, and it seems that the relative ease with which the Redstone debtors’ assets and liabilities could be identified and traced proved dispositive.
The Superior Court in Redstone also
went to some length to denounce the
“reliance test” seemingly adopted by
the Second, Third, Fourth and Ninth
Circuits of the U.S. Court of Appeals
(e.g., In re Augie/Restivo Baking Co.
Ltd.21 and In re Owens Corning22), in
lieu of the “checklist” approach originally espoused in Vecco. According to
these more modern U.S. substantive
consolidation cases, the subjective
reliance of the creditors (i.e., whether

the creditors in fact relied on the consolidated balance sheets of the debtor
entities in advancing their loans) is a
relevant (and indeed primary) criterion
in ordering substantive consolidation.
Although arguably just obiter dicta,
Morawetz, J. rejects, rather forcefully,
any role for a creditor reliance theory
under Canadian substantive consolidation law:

A review of the authorities also
convinces me that [evidence of
creditor reliance] is of very limited utility and is largely irrelevant. The “elements of consolidation” adopted from U.S. case
law [i.e. Vecco] were referenced
in Northland, supra. Absent from
this list, and for good reason, is
the knowledge or state of mind of
the investor or creditor at the time
that investments were made or
credit was advanced…In my view,
a creditor’s motivation for investing is not relevant to any of the
considerations set out in the test
for substantial consolidation…
There is a great danger to placing
any weight on the state of mind
of the investor or creditor in the
substantive consolidation analysis.
Human nature is such that individuals would be far more likely
to recite or recall a fact situation,
which, if acceptable, puts them in
a better financial position.23
Enterprise Value of the
Bankrupt Estate
While Canada has no cohesive jurisprudential theory about substantive
consolidation, the same can probably be said of the United States.24
Morawetz, J., in Redstone, concluded

that all of the U.S. appellate courts,
regardless of what theory of substantive consolidation they espoused, all
tended to “focus on the administrative
costs of separating the [debtor] entities
with consequent detrimental effect on
all creditors.”25
Following from this observation in
Redstone, it is possible to extrapolate
from the Trilogy a defensible theory of
substantive consolidation based solely
on the size of the bankrupt estate. It
stands to reason that small “ma and
pa” debtor groups (like the one in
Millennium) are likely to suffer from
haphazard intercorporate transfers and
equally haphazard books and records.
With these relatively small bankruptcy estates, the administrative costs
of separating debtor entities may be
high indeed relative to the amounts in
dispute. Conversely (but to the same
end), very large multinational debtor
groups (like the one in Nortel ) are
likely to suffer from overly complex,
cross-border tax-driven transfers with
commensurately convoluted books and
records. While far from being haphazard, the books and records of these
ultra large enterprises might still be too
complicated to disentangle, rendering
the administrative costs of separating
debtor entities just as relatively high,
even with larger amounts in dispute.
Mid-market debtor groups (like the one
in Redstone) tend to be large enough to
have professional recordkeeping and
bookkeeping but not so large as to
have dysfunctionally large corporate
empires. The administrative costs of
separating the debtor entities in these
mid-market debtor groups would likely
be relatively manageable (well, at least
not prohibitively expensive), making
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substantive consolidation less likely for
mid-market debtor groups. Ironically,
it is in the mid-market that most bankruptcy proceedings take place.
While it is true that more than mere
convenience will be needed to invoke
substantive consolidation,26 it would
make sense if we were to see more
Canadian substantive consolidation
cases at the extremes of the dollarvalue spectrum, with a continued paucity of non-consolidation orders in the
mid-market.
Conclusion
Substantive consolidation has been a
known insolvency remedy in U.S. and
Canadian jurisprudence for some time
now,27 but until the Trilogy, it has been
relatively rare in Canada. In his case
commentary on Millennium, Julien
Morissette notes:

Unlike procedural consolidation,
which is common but limited to
joint proceedings, the [substantive
consolidation] remedy has rarely
been sought in Canada, and even
more rarely been applied. It has
been discussed in approximately 10
reported cases in the past 25 years.28
If there have been only 10 reported
substantive consolidation cases in the
past 25 years in Canada, then the
mere existence of the Trilogy in the
past couple of years indicates a marked
acceleration of judicial consideration of
substantive consolidation in Canada.
As substantive consolidation gets
argued more often in Canadian courts,
we can expect these courts to follow
the lead of the Ontario Superior Court
[continued on page 44]

Mortgage Lending to Series of LLCs:
A Journey Through the Looking Glass
By Norman M. Powell

Introduction
A “series LLC” is a limited liability
company that has one or more “series.”
In some ways a “series” is like a subsidiary of its series LLC, but not exactly.
Most series have their own assets and
liabilities. Internal liability shields provide that assets associated with a given
series are available only to creditors of
that series and not to creditors of other
series or of the series LLC. Under the
laws of most states that offer them,
series can conduct their affairs in their
own names. But many series might not
be organizations or people, and that
has troubling consequences under the
UCC and the Bankruptcy Code.2

While a growing minority of states
offer series LLCs,3 the majority still do
not. There are significant differences
among states offering series LLCs.
It’s unclear whether a given state will
honor another state’s series or their
internal liability shields.4 Will a given
series be respected in the jurisdiction(s)
in which it operates? Will other series
of the same series LLC be respected in
the jurisdictions in which they operate?
UCC Article 9 presents challenges and
uncertainties with respect to series as
debtors. The Bankruptcy Code’s applicability to series is simply unknown.
What Are Series?
Series Might Not Have Internal
Shields. Most statutes don’t define
the term “series” as such. Rather,

they provide that an operating agreement may establish (or provide for the
establishment of) one or more series of
members, managers, assets, and economic rights. Thus, series are established by contract, often without any
act by or filing with any governmental
entity. Current laws do not require any
publicly available notice of the mere
existence of a series. But where additional preconditions (including public
notice) are satisfied, the debts, obligations, and other liabilities of most series
are enforceable only against the assets
of such series, not against the assets
of any other series or the series LLC
as a whole. This limitation is referred
to as “internal shields.” Presumably,
internal shields are important to most,
if not all, mortgage lenders and borrowers. Preconditions to existence of
internal shields differ but generally
include publicly available notice of
series existence. Some statutes require
general notice filing with the Secretary
of State (e.g., Delaware—notice can
simply indicate that the series LLC
has or may in the future have one or
more series, and need not reference any
specific series by name or otherwise5).
Some require specific notice filing with
the Secretary of State (e.g., Illinois—
notice must be filed with respect to and
specifically referencing each series by
name6). In addition, the statutes generally require that the records maintained for any series account for the
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assets associated with such series separately from the other assets of the series
LLC or its other series. Finally, inasmuch as the establishment of series is
facilitated by the enabling statutes, but
accomplished by or pursuant to provisions of the relevant limited liability
company agreement, the LLC agreement must adequately provide for all
relevant series. Thus, existence of internal shields requires satisfaction of both
static requirements (e.g., the requisite
filing and LLC agreement language),
and ongoing requirements (e.g., maintaining the requisite separate records).
Later failure to maintain the requisite
separate records generally results in loss
of internal shields, but the series continues to exist as a series despite the loss
of internal shields. A lender to a series
whose “sibling” series loses its internal
liability shields may find itself one of
many creditors seeking a recovery from
assets it once thought were available
only to itself and other creditors of the
series with which it was dealing.
Series Might Not Be Respected in
Other States. With only a minority
of states offering series, one may well
wonder whether internal shields will
be respected in states that don’t offer
shielded series. Some say yes. They
begin with a choice of law analysis
under the law of the forum state, and
look to the law of the state under which
the series was formed. This approach

implicitly assumes that shields are
always and necessarily internal affairs
under the internal-affairs conflict-oflaws doctrine.7 Others take a contrary
view. A recent opinion offers compelling insights. Interestingly, the series
was not the mortgagor, but the holder
of the mortgage.
The dispute in Alphonse v. Arch Bay
Holdings, L.L.C. arose in the context
of a residential mortgage foreclosure.8
The mortgage was held by and foreclosed by a Delaware series LLC.
Alphonse, the homeowner, did not
defend, but later brought an action
against the series LLC contending
the foreclosure was based on robosigning and was therefore fraudulent.
The trial court dismissed Alphonse’s
suit, accepting the argument that the
series and the series LLC were sufficiently separate from each other.
The appeals court acknowledged that
under Louisiana’s choice of law statute, the law of the state of formation
normally determines issues relating
to the internal affairs of an LLC. But
the court went on to note that different conflict-of-laws principles apply
where the rights of third parties (i.e.,
strangers to the LLC agreement, such
as Alphonse, as counterparty in a loan
transaction) are involved.9 In its decision, the court quoted a district court
decision interpreting California’s
choice of law statute, to the effect that
the internal affairs doctrine “‘does not
apply to disputes that include people
or entities that are not part of the
LLC.’”10

Series Might Not Be Entities.
Though endowed with certain
characteristics commonly found

in separate legal entities, most
series are statutorily prohibited
from having other such characteristics. Given their entity-like
attributes, many assume series
are separate entities. Some may
even reason to that conclusion.
But most statutes are silent (e.g.,
Delaware11). Some statutes state
that an LLC’s governance documents may provide that its series
are to be treated as separate entities (e.g., District of Columbia12),
with the consequence that entity
status is a matter of contract
construction. Others provide
separate entity status only where
internal liability shields are in
place and to the extent provided
in their governance documents
(e.g., Illinois13). Still others explicitly disclaim separate entity status
(e.g., Texas14). Further complicating matters, a series may be an
entity for some purposes but not
for others.15 For example, under
the Treasury Department’s proposed regulations regarding the
classification of series for federal
tax purposes, a series is treated as
an entity formed under state law,
regardless of whether the series
is a juridical person for state law
purposes.16 Series cannot exist
other than during the existence
of the series LLC. They can be
formed after or concurrent with
the formation of the series LLC.
Series can be terminated, or dissolved and wound up, without
causing dissolution of the series
LLC, but a series must be terminated or dissolved, and its affairs
wound up, upon dissolution of
the series LLC.
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S er ie s C a n Have Un ique
Governance. Generally speaking,
the statutes provide a default rule
of series governance by associated
members in proportion to their
economic interests, though most
open-endedly permit such other
governance as may be agreed.
Thus, a series can have most any
governance structure. Governance
of a series, for example, can differ
from that of the series LLC, and
governance of one series can differ
from that of another series.
S er ie s C a n Have Un ique
Purposes. Most statutes generally
provide that a series may have any
lawful purpose. Some authorize
series both for profit and not for
profit, and many exclude certain
traditionally regulated activities,
such as banking. Some explicitly provide that the purpose of
a series may differ from that of
the LLC, though it is generally
less clear whether a series can have
a purpose inconsistent with the
purpose of the related series LLC.
Statutes differ in explicitness with
respect to such matters as holding
title to real and personal property,
granting liens and security interests, and suing and being sued.
More than that, most statutes
provide options for the holding
of property. That is to say, while
the statute tells us what’s possible,
deeds, bills of sale, and agreements
tell us what’s in place. Alternatives
generally include holding assets
associated with a series (i) in the
name of the series LLC, (ii) in the
name of the series, and (iii) in the
name of a nominee.

Key Differences Among Series
Statutes. As noted above, a growing minority of jurisdictions offer
series LLCs. In 2012, the Uniform
Law Commission established a
committee tasked with drafting a
uniform or model act dealing with
series of unincorporated business
entities.17 The committee’s work is
expected to be considered by the
Uniform Law Commission at its
annual meeting in July 2017.
Series LLCs and UCC Article 9
Where series are not, or might not
be, entities, they may fall outside the
scope of UCC Article 9.18 When lending to series of an LLC in any context
in which personal property collateral is
implicated (e.g., construction lending
or lending against improved real estate,
including hotels and apartments),
secured parties must be particularly
careful in identifying the “debtor”
and addressing each consideration that
follows. By definition, the “debtor” is
the person having an interest in the
collateral at issue within the meaning
of UCC RA9 § 102(a)(28). LLCs are
generally acknowledged to be “registered organizations.” Thus LLCs are
“located” in their formation jurisdictions under UCC RA9 § 9-307(e), and
a financing statement on form UCC1
identifying an LLC as “debtor” must
feature the LLC’s name (only) in box
1a and be filed in such jurisdiction. But
things may be different for assets associated with a series. LLC acts permitting series generally provide choices for
how assets associated with a series may
be held. These choices include holding
associated assets in the name of the limited liability company, through a nominee, or in the name of the series. Thus,

when dealing with a security interest
granted on behalf of a series of an LLC,
secured parties must determine what,
in fact, is the debtor within the meaning of UCC RA9. Of course, lenders
should investigate the possibility that
real property and personal property
collateral may be held differently.
Series LLC as Debtor. If a series LLC
is the debtor, UCC RA9 requires an
ordinary filing against and naming the
series LLC as debtor, in the series LLC’s
location as determined under UCC
RA9 § 9-307. Matters unique to the
series might be addressed in the collateral description, or in box 17 (miscellaneous) of a financing statement addendum on form UCC1Ad, as appropriate.
Nominee as Debtor. If a nominee
is the debtor, the secured party must
determine whether the nominee is an
organization, a registered organization,
or an individual. An effective filing
would be filed in the nominee’s location19 and name the nominee in box
1a or 1b, as appropriate. Note that a
nominee’s location may differ from
that of the series LLC or a given series
(assuming that the series is an organization whose location can be determined under UCC RA9).
Series as Debtor. If a series is the
debtor, the secured party must determine whether it is sufficiently clear that
the series is an organization within the
meaning of the Uniform Commercial
Code. UCC R A9 does not define
the term “organization” but instead
utilizes the definition appearing in
Article 1 (2001 version) of the Uniform
Commercial Code. Article 1 § 1-201(b)
(25) defines “organization” as “a person
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other than an individual.” Article 1 §
1-201(b)(27) of the 2001 version of
Article 1 defines “person” as:

an individual, corporation, business trust, estate, trust, partnership, limited liability company,
association, joint venture, government, governmental subdivision,
agency, or instrumentality, public
corporation, or any other legal or
commercial entity.
(Emphasis added.) For the reasons
discussed above,20 it may be unclear
whether a given series is a legal or
commercial entity at all, arguable that
some series simply are not, and quite
clear that a series of a Texas LLC is not
(though, as discussed above, by reason
of its non-uniform definition of “person,” under Texas law “a particular
series of a for-profit entity” may nonetheless qualify as a debtor).21 Equally
clear, but widely misunderstood, is
that no series is a registered organization, with the exception of a series of
an Illinois LLC which satisfies each of
the statutory prerequisites to internal
liability shields.
UCC RA9 § 102(a)(71) defines a registered organization as:

an organization formed or organized solely under the law of a
single state or the United States
by the filing of a public organic
record with, the issuance of a public organic record by, or the enactment of legislation by the State or
the United States.
This definition simply does not fit
most currently available series. Under

current series LLC statutes, the
Secretaries of State need not receive, let
alone maintain, any record showing a
given series to have been organized. Nor
will the Secretary of State in Alabama,
Delaware, Iowa, Nevada, Oklahoma,
Puerto Rico, Tennessee, Texas, or
Utah necessarily have any record of the
name, if any, associated with any given
series. Even for series established under
laws that require series-specific filings,
such filings are not a precondition to
establishment of a series, but only a
precondition to a series having internal shields. Thus, such series are not
themselves registered organizations.
They are analogous to limited liability
partnerships. LLPs are a subset of general partnerships, formed without the
need for any filing, but acquire limited
liability features only by way of filing.
LLPs are not registered organizations.22
For the same reasons, neither are most
series of LLCs.
The Illinois statute speaks, variously, in
terms of “series” and “series with limited liability,” suggesting either that (i)
the latter is a subset of the former, or
(ii) the two are completely distinct.23
Under the Illinois statute, an operating agreement may “establish”24 or
“create”25 a series. A series with limited
liability is to be “treated as a separate
entity,” and its existence begins upon
the filing of a certificate of designation
with the Secretary of State.26 Thus, it
appears such a series is intended to be
a registered organization for purposes
of UCC RA9.27
A Suggested Approach. Under current series LLC statutes, the surest way
to facilitate perfection of security interests by filing is to vest title to collateral

associated with a series of an LLC in
the series LLC itself (or in the name
of a registered organization nominee).
The series LLC (or the nominee) is
then the debtor. Its name can be determined from its certificate of formation
(or other public organic record).28 Its
location will be its formation jurisdiction. The secured party will complete
a UCC1 financing statement by specifying the series LLC’s (or nominee’s)
name in box 1, and file in the series
LLC’s (or nominee’s) location.
Series LLCs and the
Bankruptcy Code
The interrelation between series LLCs
and the Bankruptcy Code is still
more uncertain. Because many series
are not, or may not be, entities, they
may be ineligible to become “debtors”
under the Bankruptcy Code. Under
the Bankruptcy Code, a debtor is “a
person…concerning which a case…
has been commenced.”29 Person, in
turn, is defined to include individuals, partnerships, and corporations.30
It seems clear that a series of an LLC
is not an individual, but whether it
is a partnership or a corporation or
both (for Bankruptcy Code purposes)
is the more interesting question. The
Bankruptcy Code does not define the
term “partnership.”31 The Bankruptcy
Code defines “corporation” such that it
“(A) includes— (i) [an] association having a power or privilege that a private
corporation, but not an individual or a
partnership, possesses; (ii) [a] partnership association organized under a law
that makes only the capital subscribed
responsible for the debts of such association; (iii) [a] joint-stock company;
(iv) [an] unincorporated company or
association; or (v) [a] business trust;
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but (B) does not include [a] limited
partnership.”32 The enumeration is
illustrative, not exclusive or exhaustive. Since the advent of LLCs, most
have become comfortable with the conclusion that they will be characterized
as corporations for Bankruptcy Code
purposes.33 Many series LLCs will fit
the Bankruptcy Code’s definition of
“corporation.” But it is far from certain whether any series of an LLC will
fit the definition. Similarly, while there
are arguments that internal shields
should be respected in a bankruptcy
proceeding, there is no basis on which
to conclude that internal shields will
be honored in the event a series of an
LLC, or a series LLC itself, becomes a
debtor in bankruptcy.
Closing Opinions for Series
Presumably, lenders to series will have
many of the same concerns as lenders
to more traditional borrowers. These
include opinion issues specific to the
borrower, such as status, power, and
action opinions; opinion issues specific
to the transaction, such as enforceability of documents; and ancillary opinion
issues, such as required consents and
perfection of security interests. Lenders
to series may have additional concerns
unique to series. Since series are established by, or pursuant to provisions in,
LLC agreements, even a status opinion
would seem to implicate enforceability (and effectiveness) of the relevant
LLC agreement, series supplement, or
other governance document. It can be
anticipated that the lender dealing with
a series borrower will be particularly
interested in the viability of internal
liability shields. While assurances as
to the borrower series’ internal liability shields will provide some comfort,

such comfort is far from complete. As
noted above, internal liability shields
can be lost if series records are insufficient. More pernicious, where a series
LLC has one series, it will likely have
additional series. If any of those series
is amenable to suit in a jurisdiction
that may not respect internal liability
shields, a lender to any other series
may find its expectations frustrated. A
closing opinion seems an unlikely and
ill-suited way to address such issues.
Perhaps in time borrowers and lenders will agree on certain jurisdictions
in which internal liability shields are
expected to be honored, and agree that
neither the borrower series nor any
other series of the same series LLC will
conduct business or otherwise expose
itself to suit in any other jurisdiction.
Of course, a negative covenant by
a given series is of limited value as a
means to constrain the conduct of a
non-signatory series.
Conclusion
Series are somewhat like subsidiaries,
yet still different. They are typically
established, not formed, by or pursuant to provisions in a governing instrument, and may or may not be separate
entities. Thus, even the establishment
of series implicates contract law. No
jurisdiction currently requires a filing
or other notice of series, though all
require some form of filing or notice as
a prerequisite to series’ internal liability shields. In some (e.g., Delaware), a
general notice is sufficient. In others
(e.g., Illinois), a specific notice filing
with respect to each series is required.
Where a series is intended to be a UCC
RA9 debtor, complications can arise:
where the series itself is the debtor,
what and where to file to perfect

security interests are unclear. Whether
a series itself can be a debtor under the
Bankruptcy Code is unclear, as is the
question of how and to what extent
assets of a series may be affected by the
bankruptcy of a series LLC.
Summary Points

• A series is typically an associated
set of assets and liabilities.
• There may or may not be a public
record of the existence of a series.
• A series might not have, or might
lose, internal shields.
• Some series either aren’t entities
or it’s unclear, and of course the
answer may differ by context.
• Series cannot exist independently
of the related series LLC.
• Series governance is flexible and
may differ from that of the related
series LLC.
• Series assets can be held in a
number of different ways, some of
which interface better with UCC
RA9 than others.
• It is unknown whether series can file
for protection under the Bankruptcy
Code, and unclear how they will
be treated in a bankruptcy of the
related series LLC. u
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Check the Fine Print: Mechanics Liens in
an Ever‑Changing Landscape
[continued from page 12]

the lower court’s application of an
equitable fault analysis to reduce
Cashman’s claim, stating, “As
Cashman derives its rights as a lienholder through Nevada statutory
law, not the common law, equitable
considerations are inappropriate.”2
The Court acknowledges that its
decision requires the higher-tiered
contractor (Mojave) to pay twice.
While it discusses means by which
Mojave could have protected itself
(e.g., requiring Cam to provide a
security bond), it also notes that
other jurisdictions “require highertiered contractors to pay twice when
a lower-tiered contractor takes a
lien against the project,” referring
to Connecticut and Florida, 3 and
even quotes the warning required
by Florida statutes:

WARNING! FLORIDA’S
CONSTRUCTION LIEN
L AW A L L OW S S O M E
UNPAID CONTRACTORS,
SUBCONTRACTORS AND
SUPPLIERS TO FILE LIENS
AGAINST YOUR PROPERTY
EVEN IF YOU HAVE MADE
PAYMENT IN FULL.4

2

The Advance Sheet opinion contains a sentence
mortgage lenders might find very troubling: “We
further conclude that equity jurisprudence provides
no basis for offsetting a security interest foreclosure.”
Presumably the Court is only referring to the security
interest of a mechanics’ lien and not the security
interest of a mortgage or deed of trust.

3

Seamen v. Climate Control Corp., 436 A. 2d 271 (Conn.,
1980). Fla. Stat. Ann. § 713.06 (West 2013); Ringling
Bros.-Barnum & Bailey Combined Shows, Inc. v. Hart,
390 So. 2d 367, 369 (Fla. Dist. Ct. App. 1980).

4

See Fla. Stat. Ann. § 713.06(2)(c) (West 2013).
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California law contains a similar
warning in its conditional waiver
and release form:

NOTICE: THIS DOCUMENT
WAIVES THE CLAIMANT’S
L I E N , S TO P PAY M E N T
NOTICE, AND PAYMENT
BOND RIGHTS EFFECTIVE
ON RECEIPT OF PAYMENT.
A PERSON SHOULD NOT
RELY ON THIS DOCUMENT
UNLESS SATISFIED THAT
THE CLAIMANT HAS
RECEIVED PAYMENT.5
On the other hand, the warning
contained in the Arizona mechanics’
lien statutes has been held to provide
protection against double payments.6
The lesson for practioners is clear.
Anticipating the malfeasance or
insolvency of a contractor or subcontractor is only part of the story.
Understanding how the lien and
contractor payment laws work is a
must. Verifying actual payment, not
just obtaining a written release may
be critical. Read the fine print! u
Michael Buckley is a member of
Fennermore Craig, P.C. in Las
Vegas, Nevada, and is a co-chair of
ACMA’s Legislative Committee.
5

Civil Code § 8132. See also Civ. Code § 8124, which
provides that a lien waiver and release “does not release
the owner, construction lender, or surety on a payment
bond from a lien or claim unless the waiver and release
is in substantially the form provided by statute” and,
“If the release is a conditional release, there is evidence
of payment to the claimant.”

6

See A.R.S. 33-1008. In re JWJ Contracting Co., Inc.,
9th Cir. BAP (Ariz.) 2002, 287 B.R. 501, affirmed
371 F.3d 1079.

Mindfulness: Tapping Into Its Power to Achieve
Professional and Personal Success and Wellness
By Leslie A. Loubier, Psy.D, and Gisela M. Munoz, Esq.

Nowadays, “mindfulness” has become
quite popular, not just in healthy living courses and yoga classes, but in
corporate America and elsewhere.1
Even lawyers, who are usually somewhat change-averse, have taken note
and begun to implement mindfulness
programs in law schools and law firms.2
For those of us who practice mindfulness, we know the benefits, but if
you have not yet tried it, we hope this
article will introduce you to its value
both personally and professionally.
Although the advantages will vary
from person to person, the authors and
certain studies have found mindfulness
to help decrease stress, ineffective and
inefficient “busyness,” and knee-jerk
reactivity, while increasing concentration, efficiency, and thoughtful and
creative responses.3 Practicing mindfulness hones “executive control rather
than autopilot, and enables intentional
actions, willpower, and decisions.”4
In addition, aside from reducing
stress, studies have found that practicing mindfulness positively influences
health in a variety of ways, including
the following:

• Reduction in age-related loss of
grey matter.
• Increased gyrification/folding
of the cortex, which may allow
quicker data processing.

• Increased thickness in the hippocampus, which governs learning
and memory.
• Thickening of the pre-frontal cortex, associated with higher order
brain functions such as focus
and decision-making, including
increased ability to concentrate for
people with and without attention
deficit disorder diagnoses.
• Shrinking of the amygdala, which
governs fear, including “fight or
flight” reactions, as discussed later
in this article.
• Assistance with treatment of emotional and psychological conditions such as anxiety, depression,
obsessive-compulsive disorder, and
borderline personality disorder.
• Decreased mind-wandering, which
has been associated with rumination, worry, and anxiety.
• Assistance with treatment of
addiction.
• Alleviation of symptoms of sleep
disorders.
• Alleviation of symptoms of irritable
bowel syndrome.
• Reduction of chronic pain.
• Decreased cortisol levels.
• Decreased blood pressure.
• Increased immune system
functions.5
A mindfulness practice can also help
with matters of professionalism 6
and professional conduct, increasing civility,7 competence, diligence,
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promptness, communications, and
advising methods, and even with the
substance of that advice.8
1. First Things First: What Is
Mindfulness?
Before we delve into the benefits of a
mindfulness practice or how to engage
in a mindfulness exercise, what is
mindfulness? Mindfulness can be
defined in various ways. One definition describes it as “paying attention
in a particular way: on purpose, in the
present moment and non-judgmentally.”9 Another definition is that it is
“a way of looking at the world at any
given moment with increased awareness and focus.”10 The many definitions
of mindfulness is just one of the reasons that reading about mindfulness
is not sufficient to understand it fully,
and engaging in a mindfulness exercise even just a few times can be much
more elucidating.

That said, the authors of this article
define mindfulness in the following
two ways: “being present in this moment
without self-judgment/judgment” or
“moment to moment awareness, on
purpose, without judgment.” But what
does it really mean to be present in this
moment without self-judgment/judgment or to have moment-to-moment
awareness, on purpose, without judgment? Let’s explore each part of these
two definitions.

a. Being present

Being present or having awareness
means to pay attention and to be
aware of and experience what is happening internally, both physically and
mentally, and it can also mean to pay
attention to what is happening externally. For purposes of this article, we
will focus primarily on the internal.
This part of mindfulness means noticing what your body is feeling physically and what your mind is thinking—noticing all aspects of a moment,
including thoughts (mental events),
sensations (physical events) and emotions, without trying to change anything, or make anything different. It
means simply being with things as they
are. During certain mindfulness exercises, you may decide merely to notice
those things.
Other times, you may want to ask
yourself why your body feels that
way or why you are having a particular thought, which reflection can be
undertaken with a mindful quality,
but goes beyond a mindfulness exercise, because it is asking the self to “do”
something—reflect or analyze—rather
than simply to “be.” In a pure mindfulness exercise, we merely attempt to
notice things as they are. A mindfulness practice may enhance your ability to engage in this focused attention
during your daily life, without being in
the middle of a conscious mindfulness
exercise.
For example, if you decide to take a
five-minute mindfulness break during your work day, as suggested later
in this article, you may find that you
are feeling tension in your shoulders.
In some cases, you may simply notice

that and try to relax your shoulders,
with nothing more. On other occasions, during that mindfulness break,
you may ask yourself why there is tension in your shoulders, and you may
discover that you have been worrying, without realizing it in the “back
of your mind,” about the outcome of
some pending issue in a deal you are
handling. That may allow the mindful awareness you experience to shift
your paradigm. For instance, you may
realize it is something you control, in
which case worrying about it is not
going to help, but now that you have
identified this concern, you can take
productive action to address it. Or, on
the other hand, you may realize that
your concern is about something over
which you have no control, in which
case, again, worrying about it is not
going to help! That realization, alone,
may reduce your anxiety and physical discomfort. You may also experience less fatigue as a result. High and/
or chronic stress and anxiety may sap
you of energy,11 as well as drawing your
attention away from other matters on
which you are working, and making
you less productive.
To be clear, mindfulness exercises are
not intended to acheive an end-goal,
such as the reduction of stress or anxiety; they are intended to experience
things as they are, without trying to
change them in any way. However,
sometimes simply noticing and observing what is happening in the body and
mind shifts what is happening in the
body and mind.
b. In this moment, on purpose

Being present in THIS moment, or
moment-to-moment awareness, means
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focusing on the here and now. It means
that you are not rehashing something
that happened in the past, whether 10
years ago or 10 minutes ago. It also
means not thinking about the future.
We notice what is happening right now.
Being present or aware “on purpose”
means that you are approaching the
moment with the intention of focusing
on what is happening in that moment.
It can also mean that you have the
intention to take notice without judgment, as discussed below.
c. Without self-judgment/judgment

Being without self-judgment means
that, as you’re honing in on physical
sensations in your body and thoughts
passing through your mind, you
should not berate yourself for anything you discover you are feeling or
thinking. Using the example of the
five-minute mindfulness break above,
if you discovered that your shoulders
were tense, you can simply notice that,
breathe into the tension, and move on.
However, if you notice recriminating
thoughts start to flood your mind,
such as berating yourself because you
have allowed yourself to get tense, simply notice that as “judgment.” Notice
judgment as it appears.
Another example is to listen to the
“self-judgmental” thoughts that cross
your mind, including those that are
insidious and do not appear to be
self-judgments at first glance, such as
“I should have done X” or “I have to
do Y.” As an aside, note that these are
actually evidence that you are not in
THIS, the present moment (i.e., the
first thought is about the past, and the
second thought is about the future).

However, if those thoughts come to
mind, notice them with a non-judgmental curiosity. Is it really true that
you should have done X? Is it really
true that you have to do Y? Your mind
is making a judgment about what is
necessary. Your mind has jumped to
the conclusion that you should have
done something or that you must do
something that, in fact, may not be
necessary and may not be the best
course of action.
Similarly, if your mind wanders during
your mindfulness practice, then, without chiding yourself for having lost
focus, simply bring your mind back
to the present moment by following
the path of the breath as it moves in
and out of your body. In fact, as you
embark on this journey into mindfulness, even those of you with the
most highly developed ability to focus
should expect that your mind will
wander.
What do we mean by being without
judgment? Humans generally make
split-second judgments about the world
around us on a daily basis, particularly
lawyers, who have been trained to make
judgments.12 Humans likely survived by
having our brains develop biases that
help us make those quick judgments,
such as deciding to hide when seeing
a blur of light tan fur in the woods, as
opposed to the statelier gallop of dark
brown fur with antlers. In that example, our early ancestors could quickly
distinguish one of our predators, such
as a lion, from a potential food source,
such as a deer. In fact, what we think
we see is often not what we have actually seen, but rather the brain “immediately and unconsciously activates

everything it knows (or believes) [about
who or what it has observed]…In less
than a second…those stereotypes
act back on our visual system”13 and
become part of our subjective perception, of what we believe we have just
seen objectively.14 In the example above,
where your mind has taken a position
that you “should” do something, it may
be that your brain has made an incorrect judgment that you are in danger; it
is a perceived threat, but perhaps not an
actual threat. This occurs even when we
don’t endorse, or even when we despise,
a particular stereotype or type of bias.
Given these cultural and social contexts
and constructs that we each carry with
us, you can likely see how these types
of bias can also impair the legal profession’s progress in reaching equality in
terms of race, gender, sexual orientation, and disabilities, which has been a
part of professionalism programming,
rules, and/or oaths of admission to the
bar for some time now.
Being without judgment during a
mindfulness exercise means that you
are going to try to be consciously cognizant of your tendency to react very
quickly to stimuli. Notice judgments
and reactions, return your attention to
following the path of the breath in the
body, and continue to simply observe
aspects of the present moment. This
process provides us with an opportunity to respond thoughtfully to events
rather than react on auto-pilot.15
Being without self-judgment and
without judgment during mindfulness
practice will give your mind permission to think creatively and perhaps
even see possibilities that were not
immediately evident. For example,
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you may have an initial reaction to a
problem that leads you to conclude
the situation “requires” one of two
possible courses of actions—a binary
choice. After taking a few minutes for a
mindfulness exercise, you may instead
discover that there are other alternative
solutions, and you may even discover
win-win solutions, where the solution
results in additional value to both parties. Mindfulness meditations have
been reported to change the brain and
have a variety of neurological benefits,
including in learning and decisionmaking.16 Brain-imaging techniques
have shown that mindfulness can
“profoundly change the way different regions of the brain communicate
with each other—and therefore how
we think—permanently.”17
2. Intersection of Mindfulness
With Ethical Legal Practice
and Professionalism – ABA
Model Rules of Professional
Conduct and Beyond
The foregoing discussion about
responding thoughtfully rather than
reacting, and about thinking outside
the box are a good segue into the intersection of having a mindfulness practice and having an ethical and professional legal practice. We will begin
this discussion with perhaps the least
obvious of the rules of professional
conduct to intersect with mindfulness.
ABA Model Rule 1.1 on competence
states that “A lawyer shall provide
competent representation to a client.
Competent representation requires the
legal knowledge, skill, thoroughness
and preparation reasonably necessary
for the representation.”18

As the comment to this rule goes on to
state, competence requires inquiry and

analysis of the factual and legal matters, as well as adequate preparation and
attention to the matter at hand.19 As
previously discussed, mindfulness practices may allow the brain to focus its
attention more fully and to analyze and
respond thoughtfully, rather than being
distracted and unfocused and making
split-second judgments that may be
based on faulty, unconscious biases or
simply on knee-jerk reactions to stress,
the effect of which we’ll explore further
below. Also, as discussed, mindfulness
may allow lawyers to think about problems in new ways and find alternative
solutions for those problems.
ABA Model Rule of Professional
Conduct 1.3 requires lawyers to use
reasonable diligence and promptness in
representing a client.20 Procrastination is
specifically called out in the comments
to this rule as a shortcoming.21 In some
cases, procrastination may actually be
a maladaptive mechanism for coping
with stress—an avoidance mechanism.
For some people, procrastination is
actually achieved through busyness.
Busyness can be an addiction to constant busy activity that helps some
people avoid difficult problems or situations. It “is an advanced sort of laziness. It keeps us busily occupied with
tasks.…As we keep ourselves occupied
with tasks, important or not, we avoid
facing life…and the issues that are…
hard to look at.”22 To the extent that
a mindfulness practice may decrease
the stress that comes with addressing
the complex, important issues that take
time and thought, it may also increase
diligence and promptness.
Aside from procrastination, for
some people, busyness is also (or

alternatively) about trying to multitask and respond to everything immediately. We’ve already discussed the
detrimental effect that knee-jerk reactions can have, but there is also an
inefficiency to working in this way.
Studies have found that the human
brain cannot really multi-task in the
way we often think of what multitasking means—i.e., doing more than
one thing at the same moment in time
—but rather the brain simply shifts its
attention from one matter to another
quickly, although not as quickly as
we think. Earl Miller, a neuroscience
professor at MIT, calls this the switch
cost; it takes our brains time to get
back to where it was before switching
its focus. “While this isn’t a big deal
if you’re doing something simple and
rote—making an omelet, say, or folding clothes—it can be a very big deal
if your brain is trying to sort out a
complex problem, Miller says.”23 Thus,
in addition to reactivity (rather than
proactivity or thoughtful responsiveness), this can lead to distraction and
a feeling of “busyness” that is likely
resulting in less efficiency, less effectiveness, and even less productivity.24
“When we slow down momentarily
and let go of doing things, we allow
the brain to let go of the immediate
urge for dopamine and we can focus
and choose our actions out of clarity
and freedom, rather than impulses.…
By slowing down, we can speed up.”25
A mindfulness practice allows us to
experience this momentary slow down,
and experience life as a human “being,”
rather than a human “doer.”
In addition, an unfocused and wandering or distracted mind may mean
that you are overbilling. It can also
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lead to mistakes, which are certainly
less efficient and effective, and may
also be violations of other ethical
responsibilities to clients and result in
malpractice claims.
Over 3,500 studies have shown that
mindfulness training leads to health
benefits and improved professional
outcomes. Mindfulness training and
practice can reduce your personal
error rate (e.g., miss fewer details in
conversations, emails, writing, etc.),
and such training and practice may
lead to increased focus. In a 2012
study, professionals trained in mindfulness could concentrate better, stay
on task longer, and multi-task more
effectively.26 Additionally, professionals who practice mindfulness have less
emotional exhaustion and greater job
satisfaction.27
Practicing mindfulness can lead to an
increase in productivity. A Harvard
University study in 2010 reported
that most of us are “off task” or not
focused on what we are doing, or supposed to be doing, 47% of the time.28
Practicing moment-to-moment awareness strengthens our ability to be on
task by training the mind to attend to
what is happening in the moment.
ABA Model Rules of Professional
Conduct 1.4 and 2.1 require an attorney to communicate with, and reasonably consult with, her clients and provide advice to them. As noted above,
mindfulness exercises may help avoid
tunnel vision and help you see additional alternatives on which you should
advise your client. Furthermore, advising style/methods and communications
can be an issue for attorneys. Lawyers

sometimes fail to communicate with
clients clearly because they are trying
to rush through an explanation or are
not fully paying attention. As a result,
they may use too much legal jargon
and skip portions of background explanation, and they may not listen to the
feedback from the other participant in
the discussion (e.g., the client), thereby
failing to realize that the client has not
understood what the lawyer has just
attempted to explain. According Rule
1.4, the lawyer has to explain matters sufficiently so the client can make
informed decisions, and according to
the comment to this rule, the client
needs to have enough of an understanding to “participate intelligently”
in decisions concerning the representation.29 If the lawyer is talking to the
client, using vocabulary with which the
client is not familiar and skipping over
the fundamentals underlying the matter at hand, the client will not be able
to participate intelligently and make
an informed decision. Similarly, the
comment on Rule 2.1 states, “Advice
couched in narrow legal terms may be
of little value to a client…”30 In addition, an attorney’s decision of whether
to communicate orally or in writing is
multi-faceted, but the increasing reliance on email should be carefully evaluated to ensure that clients are able to
glean the information they need in that
format. Legal writing style and length
(and attorneys’ tendency to write in
legalese) may not be the most effective
means of communicating with certain
clients. It may not be the best means
of communication even when dealing
with a corporate client’s in-house counsel. Practicing mindfulness may help
you be more focused on these issues in
your communications.

By increasing awareness and focus on
the present moment, mindfulness can
assist with listening skills and communications.31 It can influence, not only
communications with clients in relation to the rules of professional conduct
discussed above, but also communications with opposing counsel, which is
likely the key element to professionalism, and certainly to civility, in the
practice of law. Many times, in the heat
of the moment, one lawyer will say
something to another that falls short
of the level of professionalism and civility with which lawyers should communicate with one another, even if they
disagree and are on opposing sides of
a contentious litigation. In fact, some
might find excuses for incivility in the
context of a hostile confrontation. So
how do you explain it the context of
transactional attorneys, who are not
in the midst of a dispute and who are
supposed to be helping people come to
agreement and make deals?
After learning about and practicing
mindfulness, Judge Alan Gold, a U.S.
district judge for the Southern District
of Florida, says he “experienced a
heightened awareness of the relationship between stress and civility. I found
that mindfulness practice helped me
do my job better, and also helped the
lawyers [appearing before me] relax and
perform more effectively.”32 Judge Gold
pointed out that, as part of the Florida
Bar’s oath of admission, attorneys
pledge to treat opposing parties and
their counsel with civility. Yet civility and professionalism continue to be
top areas that lawyers and non-lawyers
report that the legal profession needs
to improve. He discussed how anxiety
and stress, particularly the extreme
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and cumulative stresses under which
attorneys operate, have been found
to result in inappropriate responses,33
including impatience, irritability, and
anger, which can end up manifesting
themselves as a lack of civility.
A 2005 study by Lazar, et al., indicated
that practicing mindfulness meditation builds gray matter in the brain.
The thicker insula, found in mindfulness meditators, promotes “increased
capacity for awareness of internal states
by meditators’” and that “meditation
may be associated with structural
changes in the areas of the brain that
are important for sensory, cognitive
and emotional processing.”34 In short,
these findings support that you can
have an appropriate response to sensory
information.
Judge Gold makes it a point to tell his
readers that his recommendation of
engaging in a mindfulness practice is
not intended to require an attorney to
relinquish any advantage or

give up your edge. To the contrary,
in addition to managing stress,
improving health, and increasing
civility, my recommendations are
directed to enhancing your skills
and effectiveness. Does this sound
too good to be true? Not so. What
I am suggesting to you is no more
than how martial arts masters deal
with moments of intense conflict;
that is, from the center, flowing
with the breath. We can apply
these same martial arts skills to
the practice of law and achieve
an energized calm, and with it, a
proactive and focused choice that
adds to our power…35

3. Intersection of Mindfulness
With Well-Being
Aside from helping our professional
performance, practicing mindfulness
can help our personal well-being and
health. As a segue from the preceding
discussion about stress and civility, let’s
first consider the effect of stress on our
well-being and health.

Our bodies respond to stress by getting our adrenaline pumping, as well
as other chemicals.36 Although adrenaline initially gives you a burst of
energy, “overdoses” of adrenaline can
ultimately result in fatigue. Prolonged
exposure to the various chemicals that
our bodies produce during episodes
of stress can result in compromised
immune systems and has been linked
to a panoply of diseases, such as heart
disease, cancer, and others, as well as
psychological and emotional impairments.37 For example, cortisol release in
the body typically helps to stop inflammation. However, Carnegie Mellon
University researchers discovered in
2012 that chronic stress causes tissues
to stop reacting to cortisol, such that
“the inflammatory response that the
immune system normally launches to
protect the body goes into overdrive.
That excess inflammation may lead to
anything from the common cold to, in
the long run, heart attacks, stroke and
autoimmune disorders.”38
Sometimes our multi-tasking attempts
are driven by another chemical messenger in the body: dopamine. For
example, glancing over and reading
the text that just came in from your
friend, while attempting to respond to
the email from your paralegal on your
computer screen and sign a letter that

your secretary walked in and placed in
front of you, may all release dopamine,
which provides a short-term feeling of
enjoyment or gratification. However,
dopamine can be addictive, so the
brain begins to crave another “high”
of dopamine, and we find things to
keep us busy. Studies on the use of
technological devices for activities
such as emailing, texting, and online
gaming are showing that these activities are particularly prone to becoming
addictive.39 Activities that take more
time and thought or that are more difficult or require more effort, such as an
attorney’s job of solving complex problems, may get put on the back-burner
in order to take care of these other
matters that appear more pressing and,
therefore, appear more important, even
if they really are not as significant and
perhaps are not even truly urgent. 40
How many times have you arrived at
the office with a plan as to what you
need to address first and accomplish
that day, and your plan ends up being
diverted by unexpected emails and
calls about other matters to which you
reacted instead? Did you realize that
you were reacting to and addressing
those other matters rather than following your plan? Practicing mindfulness meditation develops our capacity
to respond rather than react to events.
These chemical reactions to stress in
our lives often activate the lower reptilian brain, sending us into flight or
fight mode, where we take in the signal of danger and our bodies respond
in the ways that would have protected
humans centuries ago from the dangers they faced: getting them ready to
flee, fight, or sometimes even freeze
or collapse, in each case as a method
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of defense against the danger. The
issue is that the “dangers” we modern
humans are facing in, say, the office
are not those types of dangers and
require other responses, such as problem-solving. Ironically, stimulating the
fight or flight part of the brain results
in decreased activity in the reasoning
centers of the brain. This disconnect
from the brain’s reasoning centers can
interfere with effective and ethical lawyering, as well as with decision-making
in our personal lives.
In addition, people will sometimes deal
with stress by using maladaptive and
self-destructive coping mechanisms.
Some will self-medicate, whether with
over-the-counter medication, alcohol,
or illegal drugs. Other people may
turn to other types of addictive behaviors as a coping mechanism, such as
gambling, online gaming, and others.
A mindfulness meditation practice
can assist in short-circuiting addictive
behaviors.
Mindful awareness may help us in
“noticing…problematic thoughts [that]
might arise,”41 as well as “paying attention to the experiences of craving…that
can automatically lead to an impulsive
behavior. …These practices are teaching people to notice [what is] arising,
and to relate to that differently.”42 So
there is less of a “tendency to reach for
something in order to feel better.”43
One way to develop a mindfulness practice is to participate in an
eight-week Mindfulness-Based Stress
Reduction (MBSR) class. MBSR is
taught at universities, hospitals, and
other locations throughout the United
States and elsewhere. MBSR’s efficacy

in mitigating a host of health issues,
both physical and emotional, are supported by literally thousands of empirical studies.
A landmark study led by Harvardaffiliated researchers at Massachusetts
General Hospital in 2010 “documented brain changes occurring over
time in people learning how to meditate mindfully.”44 The study reported
that participating in an eight-week
MBSR class “appears to make measurable changes in brain regions associated
with memory, sense of self, empathy,
and stress.”45
Articles have reported that mindfulness practices and meditation decrease
cortisol levels (and blood pressure) and
increase immune responses.46 It may be
that much of the benefit of mindfulness comes from the breathing exercises included in most mindfulness
practices. Dr. Andrew Weil, the wellknown integrative health physician, has
been quoted as saying, “I think breath
is the only function through which you
can influence the involuntary nervous
system.”47 Studies have shown a link
between practicing slow, even breathing
exercises on a daily basis and a reduction in (a) blood pressure in people with
hypertension, (b) the number of awakenings during the night in people with
insomnia, and (c) in anxiety as compared to a control group. Moreover,
breathing exercises may increase oxygen
intake, which may have its own set of
health benefits.48
In addition, mindfulness and meditation have been found to increase
the thickness of cortical tissue in the
brain, associated with high order brain

activities, such as paying attention and
making decisions.49 Similarly, a UCLA
study found that age-related thinning
of cortical tissue in the brain of longterm meditators was less drastic than
in the study participants who were not
meditators.50 MRI scans have shown
that the amygdala, which is the brain’s
fight or flight center, shrinks after
eight weeks of mindfulness practice.
The connection between the amygdala
and other parts of the brain also gets
weaker, which changes the way we process information and is correlated with
an increase in the higher order brain
functions, such as concentration.51
Practicing mindfulness regularly
may have several health benefits as
noted above and can help us recover
more quickly from episodes of stress.
Repeatedly quieting the stress circuits
increases the brain’s flexibility and
decreases the brain’s reliance on/addiction to certain chemicals our bodies
produce. The brain becomes used to a
state of not being bombarded by the
various stress chemicals. The brain
can then focus on the present and pay
attention to resolving the matters at
hand that are important.
4. Sample Mindfulness Exercises
If all of these professional and personal
benefits are enticing enough that you
are thinking you would like to give this
“mindfulness stuff” a try, then you are
probably wondering by now, “what is a
mindfulness exercise and how do I do
it?” We hope you will find an exercise
to implement from the samples below.
In each case, be careful of any physical limitation that may affect you and,
if necessary, modify the exercise to
accommodate that limitation.
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a. Awareness of Breath Exercise

One type of mindfulness exercise is a
simple “Awareness of Breath” exercise.
In fact, most mindfulness exercises will
include awareness of breath, so this is a
good one with which to begin.

• Sit in an upright position that feels
stable and comfortable.
• Place your feet flat on the floor.
• Allow your hands to rest comfortably in your lap or on your thighs.
• Gently close your eyes or, if you
prefer to leave your eyes open, simply drop your gaze to the floor a
few feet in front of you, so that you
are not working at the process of
“seeing.”
• Focus your attention on your
breathing, notice the flow of the
breath in and out of the body, following the path of the breath as it
moves through your body.
• When you notice your mind wandering, simply refocus on your
breath.52
Start with practicing Awareness of
Breath for three minutes. As simple as
it sounds, it is not easy. Your mind will
wander, and when you notice this happening, gently but firmly bring your
attention back to following the path of
the breath in the body.
For an extended mindfulness exercise, you can do this for 15 minutes,
but shorter amounts of time are beneficial, too. The authors recommend
setting a recurring calendar reminder
twice a day during the work week and
engaging in a five minute “Awareness
of Breath” exercise in the mid-morning and mid-afternoon if you work in
an office or other setting conducive

to this. You may find that a midafternoon, five-minute mindfulness
exercise is more refreshing than a cup
of coffee! With practice, your awareness of breath may become so familiar
that, during a day-to-day occurrence
or interaction with someone, you may
be able to imperceptibly and quickly
adjust your posture to a comfortable
position and take a few deep breaths,
noticing the inward and outward flow
of your breath, while you continue,
seemingly uninterrupted, through the
event or interaction.
b. Mindfulness-based “ColorInsight
Practice”

The following mindful reflection exercise deals specifically with issues of bias.
It is primarily intended to deal with
racial bias, but it can be applied to any
sort of bias by making slight modifications to the questions asked—from bias
based on gender to bias based on disability, from bias based on the type of
law firm opposing counsel works with
(i.e., large vs. small) to bias in addressing every issue in a transaction by email
rather than phone (or vice versa).

Mindfulness-based “ColorInsight
Practices” combine personal, interpersonal, and other forms of socialidentity-based bias in our lives. We
bring attention to these aspects of
our lives with as much compassion
for ourselves and for others as we
can muster—and with the conviction that real change is possible.
Here’s a practice for you to try:
Sit in silence for a few minutes,
bringing attention to the body
and breath. Think back on your
life experiences over the past 24

hours with nonjudgmental awareness. Reflect on the settings in
which you have moved, including
to, from, and during work. What
races do you typically encounter?
In what roles? Do some groups
predominate as among the powerful or the powerless? Take a
few minutes to write in a journal
about what you know, including
the habits or conditioning you
may have around acknowledging
or avoiding this aspect of your
own life experience. Notice not
only the thoughts but also emotions and physical sensations that
arise as you seek to turn more
forthrightly to this aspect of
your own life. Consider developing an intention of gently bringing mindful awareness to these
aspects of your life, inviting the
will to work with this dimension
of your experience with greater
compassion, courage, and curiosity in the coming week.53
c. Mindful Listening

This mindful listening exercise, a variation on a communications exercise, can
be practiced during any conversation
or for a specific conversation that you
expect will be difficult. Ultimately, it
can also be applied to all of your discussions, which may improve your
communication skills.

• “Give your full attention to the
other person.
• Become aware of your body
(breath, feet, hands, etc.) from
time to time to help stay present.
• When your attention wanders,
bring it back to being present with
the person.”54
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While giving the other person your
attention, do so with the intention
of listening fully and with interest. In other words, approach this
attention with curiosity, rather than
as an obligation. In terms of being
aware of your body, use it not only
as a way to remain in the moment,
but also use eye contact appropriately.
“Silently note your reactions as they
arise: thoughts, feelings, judgments,
memories. Then return your full
attention to the speaker.”55 In addition, listen actively by reflecting back
verbally what you are hearing, asking
open-ended questions and clarifying
your understanding when necessary,
and then acknowledging the speaker’s
perspective.56
Conclusion: Ongoing
Mindfulness Practice
Ultimately, the goal is to use these
mindfulness exercises or practices—
i.e., to BE MINDFUL —during
the course of our day-to-day lives.
Taking the time to engage purposefully in mindfulness exercises once or
twice a day will work like strengthening a muscle that you will then be
able to call upon at any time, rather
than solely during an exercise. You
will catch yourself in a stressful situation and remember to take a few
deep breaths, which will help you to
respond to the stimuli thoughtfully,
rather than having a knee-jerk reaction. You will notice when you are
trying to multi-task and decide to
mono-task instead, giving your full,
undivided attention to one client and
one matter at a time. The practice of
mindfulness may assist you in becoming a more productive, efficient, calm,
effective, ethical, and professional

lawyer and a more energized, happier, and healthier person, in each
case with a feeling of well-being more
often than not. u
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Regulation of High Volatility Commercial
Real Estate Loans
By Norma J. Williams

Effective January 1, 2015, U.S. banks
must comply with a Final Rule (the
Rule) adopted by the Federal Reserve
Board, the Office of the Comptroller of
the Currency, and the Federal Deposit
Insurance Corporation (the Agencies).
The Rule affects commercial real estate
loans that finance or have financed
the acquisition, development, or construction (ADC) of real property. The
Rule addresses banks’ capital adequacy
requirements for ADC loans classified
as High Volatility Commercial Real
Estate (HVCRE) loans. The Rule is
based on the standards of an international banking supervision committee
(BASEL III), of which the U.S. is a
member, and was adopted to comply
with requirements imposed on banks
under the Dodd-Frank Wall Street
Reform and Consumer Protection Act.

property; b) community development
investments, as defined in the statutes;
c) the purchase or development of agricultural land; or d) commercial real
estate loans that meet each of the following requirements (collectively, the
Requirements):

If an ADC loan is classified as
HVCRE, the bank will have to assign
it a risk rating of 150% (as compared
to 100% for a non-HVCRE loan) and
must therefore retain 50% more riskbased capital on its balance sheet to
cover that HVCRE exposure. While
the Rule became effective on January
1, 2015, it also applies to loans that
existed before that date.

2) The borrower must contribute
capital to the project in the form
of cash or unencumbered readily marketable assets (or have
paid development expenses out
of pocket) of at least 15% of the
property’s appraised “as completed
value” (Borrower Capital Contribution Requirement).
The borrower must contribute
the capital in 2) above before the
bank advances funds under the
credit facility, and that capital and
all capital internally generated by
the project must be contractually

An ADC loan will be classified as an
HVCRE exposure unless, prior to
conversion to permanent financing,
it finances a) 1–4 family residential

1) The loan-to-value (LTV) ratio is
less than or equal to the applicable
maximum LTV ratios mandated
by the Agencies, as follows:
a. Raw land – 65%
b. Land Development – 75%
c. Construction: commercial,
multifamily, and other nonresidential – 80%
d. Construction: 1 to 4 family
dwellings – 85%
e. Construction: improved property – 85%
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required to remain in the project
throughout its life, which ends
only when the credit facility is
converted to permanent financing, sold, or paid in full (Timing
Requirements).
Comments and Clarification by
the Agencies
LTV Requirement

Based on the perception and practices
of banks, which generally require LTV
ratios equal to or greater than those
mandated, the LTV Requirement has
received the least comment. The LTV
Requirement is satisfied (or not) at
loan closing, and subsequent changes
in property value cannot change an
HVCRE classification.
Borrower Capital Contribution
Requirement

The Borrower Capital Contribution
Requirement has generated extensive
discussion. The Agencies responded in
frequently asked questions (FAQs), in
which they clarified that the borrower
cannot use the following to satisfy
the Borrower Capital Contribution
Requirement: a) a pledge of other real
property owned by the borrower (even
if unencumbered); b) the amount of
purchasers’ deposits in a condominium project; c) the proceeds of a junior
mortgage on the property; or d) cash
received from grants. The FAQs stated
that the borrower can use the following

to meet the Requirement: a) cash used
to acquire land; and b) soft costs paid
by the borrower, such as brokerage fees,
marketing expenses, or costs of feasibility studies, including reasonable market based fees paid to borrower-related
parties.
Timing Requirements
The Timing Requirements have perhaps generated the most extensive
comments. In the FAQs, the Agencies
clarified that a) the appreciated value
of land cannot be used to remove an
HVCRE classification; b) an HVCRE
classification continues until a loan is
converted to permanent financing in
accordance with the bank’s normal
lending practices; and c) the Rule
requires retention in the project of both
the initial capital contribution and later
generated internal capital.
Other Clarifications in the FAQs
The FAQs also clarified that loans
used solely to acquire land on which
no construction is intended are
HVCRE unless they qualify as permanent loans; that U.S. Small Business
Administration 504 loans are not
automatically exempt from HVCRE
classification; and that a loan on a
multi-purpose property that will contain both commercial real estate and
exempt 1–4 family residential can be
classified as HVCRE only to the extent
of the commercial real estate.
Loan Documentation
While contractual requirements are
mentioned only in connection with the
Timing Requirements, including loan
document provisions addressing all of
the Requirements is recommended and
has become a best practice. The Rule’s

requirements would be covered in representations and warranties, covenants,
closing conditions, cost recovery,
events of default, and other appropriate provisions.
Discussion Subsequent to the
FAQs/Community Banks
While the FAQs resolved a number of
questions, others still exist, including
the scope of construction activity, the
definition of cash and readily marketable assets, and whether mezzanine
debt or preferred equity can satisfy the
Capital Contribution Requirement.
Further clarification regarding the
allowability of appreciated land value
to satisfy the Capital Contribution
Requirement and reconsideration of
the Rule’s requirement for retention of
all internally generated capital have also
been requested in discussions between
the Agencies and some groups, including the Mortgage Bankers Association,
the group whose inquiries led to the
FAQs. Congressional hearings on Bank
Capital and Liquidity Regulations were
held in June 2016, and the Agencies
have indicated that they are considering alternatives to clarify the HVCRE
definition to ensure the appropriate
treatment of HVCRE under the Rule.
Additional revisions and guidance on
the Rule should be expected.

While much of the discussion on the
Rule has been with regard to its applicability, community banks have largely
taken the position that they should be
entirely exempt on the grounds that a)
BASEL III was intended to apply only
to the largest banks; b) community
banks play an important role in providing capital to local communities; and
c) the Rule reduces credit availability
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and increases costs for potential jobcreating projects. Several pieces of legislation that purport to mitigate the
effect of BASEL III on smaller banks
have been introduced and should be
watched.
Conclusion
An ongoing topic of discussion with
significant implications for commercial real estate lending, the risk-based
capital rules deserve the commercial
real estate industry’s full attention,
especially as ADC lending needs have
continued to grow in many parts of the
country. u
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There Is No Default Interest in Canada – Get Over It!
By Jeffrey W. Lem*

If you compare U.S. mortgage documents to their Canadian counterparts, you will notice some obvious
differences. For starters, Canadians
read, write, and speak the Queen’s
English, so the spelling of a number
words will be slightly differently (curiously, Canadians also bastardize the
Queen’s English, so there are also a
few examples in our vocabulary where
we deviate from the English spoken in
Great Britain, enough so that Oxford
also publishes a separate Canadian
English dictionary!). Furthermore, on
most mortgage loans, consumer ones
in particular, we compound our interest annually or semiannually, and,
never, for instance, monthly or daily
(many a Canadian has botched his or
her own mortgage budgeting calculations by Googling mortgage calculators from U.S. websites that compound
monthly!).
That said, there are only a few material differences between U.S. mortgage lending and Canadian mortgage
lending. The most profound such difference that my American colleagues
always seem to notice (and not be able
to get past) is the total dearth of provisions relating to default interest in
Canadian mortgage documentation.
In other words, you will almost never
see, in any Canadian mortgage document, any provision that expressly provides that a borrower has to pay any

sort of financial penalty for being in
default, whether on a scheduled payment or at the end of the term, and
whether expressed as a higher interest
rate or as a fixed additional payment
(all of these sorts of penalties hereinafter collectively referred to as “Default
Interest”).
Stop looking for the Default Interest
sections. You will not find them. It is
not an oversight. They are not there.
Canadian lenders do not draft Default
Interest provisions into their documents. It is not because Canadian
borrowers never default—of course
they do (Canadians might be polite,
but even polite borrowers go into
default)—it’s just that Canadian lenders will not charge explicit Default
Interest, and this is not because
Canadian lenders are simply “nice”
(again, Canadians might be nice, but
Canadian lenders also want to get paid
promptly!). Rather, Canadian lenders
do not charge Default Interest because
Canada has a federal statutory prohibition against Default Interest. Section 8
of the Interest Act R.S.C., 1985, c. I-15
provides:

No fine, etc., allowed on payments
in arrears
8 (1) No fine, penalty or rate of
interest shall be stipulated for,
taken, reserved or exacted on any
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arrears of principal or interest
secured by mortgage on real property or hypothec on immovables
that has the effect of increasing the
charge on the arrears beyond the
rate of interest payable on principal money not in arrears.
While mortgage law generally is a provincial jurisdiction, the Interest Act is
federal legislation, so it applies in all
provinces and territories in Canada
and trumps any attempts at provincial
law to countermand the proscription
(although I am not aware of any province ever having attempted to legislate
in favour of Default Interest).
So, how will this show up in your
practice? I typically saw the issue arise
when I was retained as local counsel
to “Canadianize” existing U.S. mortgage loan documentation for use on
Canadian collateral (often to secure the
real estate of a Canadian subsidiary of a
U.S. borrower). Canadian local counsel
will typically react to the existence of
Default Interest provisions (sometimes
very generous Default Interest provisions) in one of three ways, depending,
in large part, on their temperament as
lawyers generally.
One camp of Canadian lawyers
will instinctively excise the Default
Interest provisions altogether, bringing the American mortgage loan

documentation in line with the equivalent Canadian documentation compliant with Section 8 of the Interest Act.
This is rarely difficult to do since the
Default Interest provisions are often
free-standing or nearly so. Even if they
are inextricably intertwined with the
non-default interest provisions, these
lawyers will often draft general excising language along the lines of:

mortgage loan was in chronic default,
they had way more problems than the
foregone Default Interest!

Notwithstanding anything to the
contrary herein, no provision of
this mortgage shall constitute a
fine, penalty or rate of interest on
any arrears of principal or interest
secured hereby that has the effect
of increasing the charge on the
arrears beyond the rate of interest
payable on principal money not
in arrears.

A final camp of Canadian local counsel will try and draft around the
Interest Act, although these are largely
the same lawyers who try and draft (or
structure) around the Interest Act for
their domestic Canadian lender clients. It is very hard to draft a foolproof
scheme to avoid the Default Interest
proscription set out in the Interest Act,
and whenever I was instructed to draft
around the Interest Act, I spent almost
as much time drafting qualifying language for my opinion as I did drafting
the Default Interest provisions for the
mortgage! While it is a noble fight to
fight, it is also a hill upon which many
have died.

Another camp of Canadian local
counsel will tend to ignore the Default
Interest provisions altogether, after
reminding the client that the Default
Interest provisions are totally unenforceable as against the Canadian borrower. These lawyers, and I proudly
count myself amongst them, recognize
that, although totally unenforceable,
Default Interest provisions are otherwise relatively benign and do not
attract any other penalty or other prejudice to the lender client. I would often
remind my American lender clients
that they have plenty of remedies with
which to enforce compliance and influence behaviour (including the recovery of legal fees incurred in enforcing
payment), and that these collective
remedies were more than adequate
to drive prompt payment behaviour,
even without Default Interest. I would
often conclude that, if their Canadian

The recent Supreme Court of Canada
case of Krayzel v. Equitable Trust 2016
S.C.C. 18, 395 D.L.R. (4th) 631, 25
R.P.R. (5th) 245 (Krayzel) reminds
practitioners just how difficult it is
to try and avoid the operation of the
Interest Act. In Krayzel, the loan was
deliberately structured to avoid the
application of the Interest Act by crafting the relevant interest provisions as
an effective discount for prompt payment in full rather than a penalty rate
after default. As literally expressed
in the mortgage documentation, the
interest payable was calculated and
accruing at an annual nominal “interest rate” of 25%, with monthly installments to be made at a “pay rate” of
only 7.5% per annum. If the borrower
promptly made all payments on time,
the spread between the “interest rate”
and the “pay rate” would be forgiven
at the end of the term. If the borrower
The A bstract
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missed a payment, however, the nominal 25% per annum interest rate would
then govern, and the spread between
the nominal “interest rate” and the
“pay rate” would be automatically
capitalized into the principal then
outstanding.
In effect, what the lender in Krayzel
did was to convert what intuitively
would have been a penalty or bonus
after default into a discount for prompt
and full payment, a fee structure that
would be familiar to just about anybody who has ever paid a local utility
bill. The question before the Supreme
Court of Canada was simple: does
an interest rate rose smell as sweet by
any other name? Could what otherwise would have been a clear example
of Default Interest prohibited by the
Interest Act be somehow legally salvaged if expressed in the inverse as a
lost discount?
In a 6–3 split decision, the majority of
the Supreme Court of Canada bench
concluded that the overall interest calculation scheme in Krayzel did indeed
have the effect of imposing a rate of
interest that was higher on payments in
arrears than the rate of interest on payments not in arrears, in direct contravention of the Interest Act. According
to the majority of the bench, Default
Interest contravenes the Interest Act
“irrespective of the label used...given
S.8’s explicit concern of substance over
form”. Nothing changed by expressing
the formula in the inverse as a discount
since the “effect” of the scheme was
still the same as Default Interest.
Krayzel does, however, leave some
opportunities for creative drafting.

In particular, the Supreme Court of
Canada left open the door for creating
de facto Default Interest at the end of the
term by “stepping-up” the interest rate
on the eve of maturity (e.g., a 10-year
mortgage at 5% per annum for the first
119 months and 25% per annum on
the 120th month, with the effect that, if
the borrower fails to repay or refinance
at the end of the 120th month, the
outstanding balance would thereafter
accrue interest at the rate of 25% per
annum rather than at 5% per annum,
a scheme that many would argue is a
disguised way of creating end-of-term
Default Interest).
While Krayzel does seem to leave this
“stepping-up” scheme available, it only
works for end-of-term defaults and provides little hope for intra-term Default
Interest in Canada, which lenders argue
is necessary to drive prompt payment.
For the most part, Krayzel brings to
an end any hope for practical Default
Interest in Canada absent a legislative repeal of Section 8 of the Interest
Act, and there is absolutely no political
appetite for that any time soon!
*This article reflects the opinions of
the author alone and does not necessarily reflect the views or position of
the Government of Ontario.
Jeffrey W. Lem is the Director of Titles
for the Province of Ontario and serves
on the Bankruptcy and Capital Markets
Committees of ACMA.

Non-Con in the Yukon
[continued from page 24]

in: (i) opening the substantive consolidation remedy up for smaller
and less sophisticated “ma and pa”
bankruptcies; (ii) using substantive
consolidation (or at least a modified,
limited, partial, or surgical version of
substantive consolidation) in crafting
more equitable distribution orders in
the bankruptcy of very large debtor
enterprises; and (iii) eschewing substantive consolidation in most midmarket bankruptcies where the costs
of disentangling the debtor group are
not prohibitive. u
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*This article reflects the opinions of the
author alone and does not necessarily
reflect the views or position of Osler LLP.
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Although the sub nom is somewhat more descriptive, the title is
a bit misleading and is worthy of explanation. When expressed
in the parlance of commercial opinions, the risk of substantial
consolidation of the debtor is typically referred to in the obverse
as “non-consolidation” (hence “non-con”), and, while the
Yukon is a territory of Canada, the Yukon was selected for this
titular purpose merely for its convenient rhyming value. In fact,
this paper deals with substantive consolidation throughout
Canada (and, indeed, none of the current cases upon which
this paper is based or any of the cases referred to in this paper
actually come from the Yukon courts!).
Although variations of “piercing the corporate veil” occur in a
variety other legal contexts, the practice is only referred to as
“substantive consolidation” in the context of bankruptcy.
2014 ONSC 5875, (2014) 19 C.B.R. (6th) 286, 2014
CarswellOnt 14545, with additional reasons. released at 2015
ONSC 2247, 2015 CarswellOnt 5267, 252 A.C.W.S. (3d) 219,
25 C.B.R. (6th) 336
2015 ONSC 2987, 2015 CarswellOnt 5267, 252 A.C.W.S. (3d)
219, 25 C.B.R. (6th) 336, 9 E.T.R. (4th) 110.
2016 ONSC 4453.
References in this paper to “bankruptcy” will include
insolvencies under the Companies’ Creditors Arrangement Act,
R.S.C. 1985, c C-36 (roughly homologous to Chapter 11
proceedings) and formal bankruptcies under the Bankruptcy
and Insolvency Act, R.S.C., 1985, c. B-3. Canadian literature
on bankruptcy law tends to refer to “insolvency” rather
than “bankruptcy” per se since the vast majority of such
proceedings are in fact arrangements under the Companies’
Creditors Arrangement Act and not technically “bankruptcies”
under Canadian law.
M. Rotsztain and N.De Cicco, Substantive Consolidation in
CCAA Restructurings: A Critical Analysis, 2004 Annual Review
of Insolvency Law, Thomson Carswell, p. 331, and J. Sarra,
“Corporate Group Insolvencies: Seeing the Forest and the
Trees” (2008) 24 B.F.L.R. 63 at 8, also cited with favour in
Redstone (supra) in para. 7.
[1897] App. Cas. 22.
J. Zeigel, “Corporate Groups and Crossborder Insolvencies:
A Canada- United States Perspective” Fordham Journal of
Corporate & Financial Law, Volume 7, Issue 2, 2002, Article
6, 367 at 388.
J. Sarra, “Maidum’s Challenge, Legal and Governance
Issues in Dealing With Cross-Border Business Enterprise
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22
23
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27
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Group Insolvencies” INSOL International Insolvency Review,
Vol.17:73 122 (2008) 73 at 77
Supra, Note 3, at para 113.
Northland Properties Ltd. Re [1988] B.C.J. No. 1210, 69
C.B.R. (N.S.) 266 (B.C.S.C.)., affirmed Northland Properties
Ltd. v. Excelsior Life Insurance Co. of Canada (B.C.C.A.), 1989
CanLII 2672 (BC CA), [1989] B.C.J. No. 63 (Northland),
PSINet Ltd. (Re), (2002), 2002 CanLII 49587 (ON SC), 33
C.B.R. (4th) 284 (Ont. S.C.J.), and Atlantic Yarns Inc. (Re),
2008 NBQB 144 (CanLII), paras. 33-34, etc.
In re Vecco Constr. Indus., Inc. 4 B.R. 407 (Bankr.E.D.Va) (“Vecco”).
For the U.S. decision in Nortel, see www.deb.uscourts.
gov/sites/default/files/opinions/judge-kevin-gross/nortelmemorandum-order-re-motions-reconsideration-70615.pdf.
R. Harlang and M. Vininsky, “Nortel Networks: A New Twist
on Substantive Consolidation?”, ABI Journal, Vol. XXXIV,
No. 8, August 2015
Id.
While it is admittedly tenuous to conclude that Millennium
and Nortel collectively constituted a “trend”, D’Addario v.
Ernst & Young Inc., 2014 ABQB 474 (D’Addario) was also
argued in Redstone as being part of a wave of substantive
consolidation cases. This author has not addressed D’Addario
in this paper largely because the analysis of substantive
consolidation in that decision is very light (almost nonexistent) and that light analysis might have been driven by
the fact that, for the most part, the substantive consolidation
of the debtors was moot, since the same creditor held most of
the affected debt so that a substantive consolidation left that
creditor, indeed all of the creditors, materially unaffected.
Indeed, a close reading of D’Addario renders the case more of a
procedural consolidation than anything else.
The exact priority of the investor-creditor groups as against
each other was complex. There was secured intercorporate
debt at the debtor entity level, with one debtor entity holding
secured debt against the other debtor entity – without
substantive consolidation, those creditor-investors who
invested in the debtor entity holding the intercorporate
secured debt qua creditor stood to recover much more than
those creditor-investors who invested in the debtor entity
which was the debtor in the inter-corporate debt. Substantive
consolidation would essentially have eviscerated that intercorporate debt, leaving all of the creditors sharing rateably in
the consolidated assets of all of the debtor entities.
R.S.C., 1985, c. B-3.
Morawetz, J. cites both Millennium and Nortel for the court’s
inherent jurisdiction as well as an older Quebec case, A. & F.
Baillargeon Express Inc. (Trustee of)(Re), [1993] Q.J. No. 884 .
He also notes the jurisdictional similarity that Canadian courts
have with their American counterparts to order substantive
consolidation, “the power of U.S. Courts to order substantive
consolidation is derived not from explicit statutory provisions
but rather from the Bankruptcy Courts’ general powers…” –
Redstone at para 50.
860 F.2d 515, Bankr. L. Rep (CCH) P 72482 (2d Cir. 1988).
419 F.3d 195, Bankr. L. Rep (CCH) P 80343 (3d Cir. 2005).
Redstone at paras 70 to 72
Morawetz J. provides an interesting summary of what he sees
as three general approaches, all quite different, employed by the
various circuits of the U.S Court of Appeals in dealing with
substantive consolidation in Redstone at paras. 50 to 54.
Id, at para 54.
e.g. Ashely v. Marlow Group Private Portfolio Management Inc.,
2006 CanLII 31307 (ON SC), para. 75.
According to T. Graulich, “Substantive Consolidation — a
Post-modern Trend”, ABI Law Review, Vol. 14:527, attributes
the first reference to the doctrine as “consolidation” in
Sampsell v. Imperial Paper & Color Corp., 313 U.S. 215 (1941)
J. Morissette, “Rare Substantive Consolidation Order Issued
by Ontario Court”, Weil Bankruptcy Blog,
http://business-finance-restructuring.weil.com/north-of-theborder-update/rare-substantive-consolidation-order-issued-byontario-court/

Megan Lem is a member of Osler, Hoskin
& Harcourt, LLP in Toronto, Ontario.
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