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When lenders resell commercial loans as part of a portfolio to create commercial mortgaged-
backed securities or other securitized financing products, the major rating agencies require that 
the borrowers be organized as bankruptcy remote special purpose entities. Known as BREs, these 
entities are intended to protect lenders’ collateral from other creditors’ claims and reduce the risk 
of bankruptcy.

Typically, an independent director, appointed as part of the BRE structure by the lender, must 
approve any bankruptcy filing. Often called a “blocking director,” this person is expected to be loyal 
to the lender, and as a result, likely won’t authorize a bankruptcy against a lender’s interests.

But recently, tensions between federal bankruptcy policy and Delaware laws governing limited 
liability companies have led to rulings suggesting that the blocking director cannot favor the lender 
and instead owes a fiduciary duty to the BRE. When that duty is ignored, bankruptcy courts are 
increasingly ignoring the bankruptcy remote structure and permitting the BRE to file bankruptcy 
without the blocking director’s consent.

WHAT IS A BANKRUPTCY REMOTE ENTITY?

The terms “single purpose entity” and “bankruptcy remote entity” are often used interchangeably 
in the context of financing transactions. However, there are some important differences between a 
single purpose entity (known as an SPE) and a BRE.

An SPE generally refers to a legal entity organized to hold a lender’s collateral. Major ratings 
agencies further define an SPE as an entity that is unlikely to become insolvent as a result of its own 
activities and is adequately insulated from the consequences of any related party’s insolvency.

A BRE is always an SPE, but it has additional safeguards to reduce the likelihood that the entity will 
file bankruptcy, become insolvent or become subject to an involuntary bankruptcy action.

One of the most important additional protections is the provision in the BRE’s organizational 
documents establishing the blocking director and requiring the blocking director’s approval 
of a voluntary bankruptcy. These provisions are intended to create a hurdle to filing a voluntary  
petition that will be respected by a bankruptcy court.

BREs are typically Delaware limited liability companies or limited partnerships.  Occasionally, they are 
statutory trusts. The blocking director provisions generally apply regardless of which entity form is used. 

Corporations are not typically used as the organizational vehicle for a BRE because corporate law 
generally requires officers and directors of the corporation to act as fiduciaries for the shareholders, 
whose best interests come before all else — and particularly the corporation’s creditors.

Delaware law governing limited liability companies and other forms of alternative entities is generally 
more flexible than corporate law governing traditional corporations. 
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For example, when a Delaware limited liability company is a BRE or the general partner of a limited 
partnership BRE, the Delaware statute provides that the fiduciary duty of the blocking director can 
be modified to include a duty owed to the lender or to eliminate the fiduciary duty entirely.1  

The temptation for the lender to create the most favorable structure possible for itself has led to 
the current tension between what will and what will not pass scrutiny with the bankruptcy court. 

When modifying the blocking director’s traditional fiduciary duties under Delaware law in 
organizational documents, lenders and their counsel should remember the maxim: “Pigs get fat, 
hogs get slaughtered.”

ABSOLUTE PROHIBITION AGAINST BANKRUPTCY WOULD BE VOID

It is against public policy and therefore unenforceable as a matter of contract law for a borrower 
to waive in advance the protection of the Bankruptcy Code. 

Absent this, all creditors would require their debtors to provide waivers, thereby undercutting the 
federal public policy of protecting a person’s right to seek federal bankruptcy relief as authorized 
by the Constitution and enacted by Congress. 

Therefore, courts have held that an absolute prohibition against filing bankruptcy in an entity’s 
organizational documents, when included at the request of a lender, is unenforceable as a matter 
of public policy.2

FORMALITIES OF BRES’ ORGANIZATIONAL DOCUMENTS AND STATE LAW

Under bankruptcy law, corporate formalities and state law must be satisfied before a debtor can 
file bankruptcy. A bankruptcy case filed on behalf of an entity without appropriate authorizations 
under state law is improper and must be dismissed.3  

The Delaware LLC statute gives members broad discretion in formulating an LLC and organizing 
relationships between members and managers. 

In the case of a BRE, the Delaware law clearly authorizes the operating agreement to create a 
blocking director and require that the blocking director must authorize any bankruptcy filing. 

Therefore, absent some overriding federal interest, the bankruptcy court presumably should 
respect the corporate formalities and state law and dismiss any BRE bankruptcy filed without the 
blocking director’s consent. 

DELAWARE LLC MANAGERS GENERALLY OWE FIDUCIARY DUTIES

Delaware law provides that a manager of an LLC owes equitable fiduciary duties unless those 
duties are modified or eliminated by the express language of the operating agreement.4 The 
operating agreement can expand, restrict or eliminate fiduciary duties.5  

Delaware law gives members broad discretion in organizing an LLC and the relationships 
between members and managers. Members and managers of a Delaware LLC will owe fiduciary 
duties unless the operating agreement unambiguously states otherwise.

Lenders usually require that BRE governing documents be modified to reduce the likelihood that 
the blocking director would actually authorize the bankruptcy filing. Once again, absent some 
overriding federal interest, these provisions should be respected.

ANALYSIS OF BRE BANKRUPTCY CASE LAW

Several bankruptcy courts have addressed bankruptcy filings by BREs. These courts have upheld 
the blocking director structure so long as the blocking director continues to owe a fiduciary duty 
to the BRE. 

None of these cases holds that the blocking director structure is invalid on its face so long as the 
blocking director continues to owe a fiduciary duty to the BRE. 

However, the cases indicate the bankruptcy court will be sympathetic with the BRE’s desire to 
file bankruptcy and will not tolerate a blocking director without a fiduciary duty to the borrower 
because doing so would appear tantamount, in practice, to an absolute bar to bankruptcy.

Tensions between federal 
bankruptcy policy and 
Delaware laws governing 
limited liability companies 
have led to rulings suggesting 
that the blocking director 
cannot favor the lender and 
instead owes a fiduciary duty 
to the BRE.
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GENERAL GROWTH PROPERTIES

In In re General Growth Properties Inc.,6 the debtors comprised a large commercial real estate 
enterprise. The debtors’ affiliates included numerous BREs. The lenders believed that the 
General Growth BREs were bankruptcy-proof because the blocking directors would not authorize 
a bankruptcy filing.

Prior to filing bankruptcy, General Growth replaced the blocking directors without advising the 
lenders. The replacement blocking directors authorized the bankruptcy filing. 

The General Growth court addressed the BRE arrangement within the context of the lenders’ 
motion to dismiss the case, based in part on the theory that the replacement of the blocking 
directors constituted bad faith. 

The court noted that “some of the lenders thought the independent directors were obligated to 
protect their interests alone. As articulated by debtor’s counsel, ‘he assumption by the lenders 
was that the independent director was not really independent.’”

The court stated: “If [the lenders] believed that an ‘independent’ manager can serve on a board 
solely for the purpose of voting ‘no’ to a bankruptcy filing because of the desires of a secured 
creditor, they were mistaken. As the Delaware cases stress, directors and managers owe their 
duties to the corporation and, ordinarily, to the shareholders.” 

The court expressly found that “independent managers did not have a duty to keep any of the 
debtors from filing a bankruptcy case.”

LAKE MICHIGAN BEACH POTTAWATTAMIE RESORT

In In re Lake Michigan Beach Pottawattamie Resort LLC,7 the lender required the borrower’s 
operating agreement to designate the lender as a “special member” with the right to approve or 
disapprove any bankruptcy filing. 

The operating agreement provided that the lender was not obligated to consider any interests or 
desires other than its own and had “no duty or obligation to give any consideration to any interest 
of or factors affecting the company or the members.” The BRE nevertheless filed bankruptcy 
without the consent of the special member. 

The Pottawattamie court recognized that the “blocking director is the lynchpin that holds together 
a bankruptcy remote special purpose entity, formed to ring fence assets from creditors other than 
the secured creditor who is unwilling to lend otherwise and for whom the structure is made.”

The court explained that lenders use this structure because “a simpler, absolute prohibition 
against filing for bankruptcy will likely be deemed void as against public policy.”  

The Pottawattamie court also recognized that “corporate formalities and state corporate law 
must also be satisfied in commencing a bankruptcy case. … Put another way, the long-standing 
policy against contracting away bankruptcy benefits is not necessarily controlling when what 
defeats the rights in question is a corporate control document instead of a contract.”

Common wisdom dictates that corporate control documents should not include an absolute 
prohibition against filing bankruptcy. Even though the blocking director structure impairs or in 
operation denies a bankruptcy right, it adheres to that wisdom. 

It has built into it a saving grace: The blocking director must always adhere to his general fiduciary 
duties to the debtor in fulfilling the role. That means — at least theoretically — a blocking director 
may vote in favor of a bankruptcy filing even doing so is contrary to purposes of the secured 
creditor for whom he serves.

The Pottawattamie court found that “[t]he consideration of fiduciary duties and public policy 
concerns further extends to a situation where the blocking position is a member of a limited 
liability company.”  

The court added, “The essential playbook for a successful blocking director structure is this: The 
director must be subject to normal director fiduciary duties and therefore in some circumstances 
vote in favor of a bankruptcy filing, even if it is not in the best interests of the creditor that they 
were chosen by.”

The temptation for the lender 
to create the most favorable 
structure possible for itself 
has led to the current tension 
between what will and what 
will not pass scrutiny with 
the bankruptcy court. 
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The Pottawattamie court also found that under Michigan law, members of a limited liability 
company have a duty to consider the company’s interests and not only their own. 

By excluding the debtor’s interests from consideration by the lender when acting as a special 
member, thereby allowing the lender to consider only its own best interests, the provision 
“expressly eliminates the only redeeming factor that permits the blocking director/member 
construct.  The … provision that [the lender’s] consent was required in order for the debtor to 
petition for relief is, therefore, unenforceable, both as a matter of Michigan corporate governance 
and bankruptcy law. What the court is left with is this — the blocking member provision … is void.”

INTERVENTION ENERGY

In re Intervention Energy Holdings LLC8 involved a Delaware LLC that issued an equity unit to its 
lender for the price of $1 under a so-called golden share arrangement. 

The borrower’s operating agreement required unanimous approval of all members to file 
bankruptcy, and the lender naturally refused to consent.

The Delaware bankruptcy court recognized that “any attempt by a creditor in a private pre-
bankruptcy agreement to opt out of the collective consequences of a debtor’s future bankruptcy 
filing is generally unenforceable. The Bankruptcy Code preempts the private right to contract 
around its essential provisions. … Yet to contract away the right to seek bankruptcy relief is 
precisely what both parties here have attempted to accomplish.”

The federal public policy to be guarded here is to assure access to the right of a person, including 
a business entity, to seek federal bankruptcy relief as authorized by the Constitution and enacted 
by Congress. It is beyond cavil that a state cannot deny to an individual such a right.

The Delaware bankruptcy court agreed with those courts that hold the same applies to a 
“corporate” or business entity, in this case an LLC.

A provision in a limited liability company governance document obtained by contract, the sole 
purpose of which is to place into the hands of a single minority equity holder the ultimate 
authority to eviscerate the right of that entity to seek federal bankruptcy relief, and the nature 
and substance of whose primary relationship with the debtor is that of creditor — not equity 
holder — and which owes no other duty in connection with an LLC’s decision to seek bankruptcy 
relief, is tantamount to an absolute waiver of a right. Even if it is arguably permitted by state law, 
it is void as contrary to federal public policy.

BRE ORGANIZATIONAL PROVISIONS THAT PASS MUSTER

Although the law regarding bankruptcy filings by BREs remains in the early stages of development, 
a blocking director structure that eliminates any fiduciary duty to the borrower at the request of 
the lender is likely to be disregarded by a bankruptcy court as void against public policy. 

Therefore, lenders should proceed cautiously when modifying the traditional Delaware fiduciary 
duties of the blocking director.  

One cautious approach that appears likely to survive bankruptcy court scrutiny is to modify the 
fiduciary duty to include consideration of the company’s best interests while expressly eliminating 
any fiduciary duty to the parent and other affiliates. 

Consequently, the blocking director must look only to the best interest of the BRE, and only 
examine the BRE’s financial condition and prospects, rather than consider whether the BRE’s 
bankruptcy filing is desirable to support the parent or affiliates in financial distress. 

Such a provision reduces the likelihood of a General Growth scenario, in which the individual BRE 
remains financially viable but the bankruptcy is necessary to support the reorganization of its 
parent or its brother-sister debtors.  

Drafters often go a step further, taking a more aggressive and therefore riskier approach by 
expressly requiring the blocking director to consider the interests of creditors. 

This approach is supported on the theory that when in the zone of insolvency, fiduciaries 
traditionally consider the interests of creditors as well as shareholders. 

Common wisdom dictates 
that corporate control 
documents should not 
include an absolute 
prohibition against  
filing bankruptcy.  
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Put another way, it is unreasonable and bad business judgment to file a bankruptcy that is likely 
to be unsuccessful and only compound the ultimate loss to the creditors.  

The following language can be included in the BRE operating agreement under the Delaware 
LLC Act to accomplish these limited modifications of the blocking director’s traditional fiduciary 
duty under Delaware law: 

To the fullest extent permitted by law, including Section 18-1101(c) of the Delaware 
LLC Act, the independent manager shall consider only the interests of the company, 
including its respective creditors, in acting or otherwise voting on matters.

Except for the independent manager’s obligation to consider only the interests of the 
company, including its respective creditors, in exercising its rights and performing its 
duties under this agreement, the independent manager shall not have any fiduciary 
duties to the member or any other person bound by this agreement; provided, however, 
the forgoing shall not eliminate the implied contractual duty of good faith and fair 
dealing. 
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