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Out-Of-Court Restructuring After Marblegate 

By Evan Hollander and Monica Perrigino, Orrick Herrington & Sutcliffe LLP 

Law360, New York (January 26, 2017, 10:37 AM EST) -- On Jan. 17, 2017, the 
Second Circuit issued a split decision in Marblegate Asset Management LLC v. 
Education Management Finance Corp., ruling that Section 316(b) of the Trust 
Indenture Act protects individual noteholders against only nonconsensual 
amendments to the payment terms and enforcement provisions of an 
indenture agreement. The court overturned a decision from the U.S. District 
Court of the Southern District of New York, which had applied an expansive 
reading of the Trust Indenture Act. The district court had ruled that Section 
316(b) also protects individual noteholders against corporate actions that 
render a noteholder’s claim uncollectable even where no amendment has 
been made to the applicable indenture. 
 
Background 
 
The Marblegate case concerns an out-of-court restructuring of a for‐profit 
higher education company, Education Management Corp., and its subsidiary. 
The subsidiary had incurred $1.3 billion in secured debt and $217 million in 
unsecured notes. These obligations were guaranteed by the parent company. 
The unsecured note guarantee would be released automatically if the 
secured debt guarantee were released. The company was facing severe 
financial distress, but, as a higher education provider, it lacked an important 
tool available to most other types of companies undergoing a financial 
restructuring: the ability to file for bankruptcy. 
 
Ordinarily, bankruptcy provides significant leverage to a borrower dealing 
with recalcitrant creditors. It enables a borrower to modify financial agreements in ways that would not 
be possible outside of a proceeding absent the consent of each affected creditor. However, as a practical 
matter, institutions of higher learning are unable to seek bankruptcy protection because applicable 
nonbankruptcy law prohibits them from continuing to receive federal financial aid funding once they file. 
 
In September 2014, Education Management Corp. obtained relief from certain covenants and imminent 
payment obligations in its secured loan documents and began negotiations with an ad hoc group of 
secured lenders to consider potential ways to restructure. Ultimately, the parties agreed to a preferred 
restructuring proposal that would be implemented if all affected creditors agreed and a backup 
transaction that could be implemented if any creditors refused to participate in the consensual deal. 
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The consensual proposal provided for (1) the exchange of the company’s secured debt for $400 million in 
new secured loans and roughly 77 percent of the reorganized company’s equity, and (2) the exchange of 
the company’s unsecured notes for about 19 percent of the reorganized company’s equity. The backup 
transaction provided for a foreclosure on the assets of the subsidiary, a release of the parent guarantee of 
the secured debt, and the “sale” of the foreclosed assets to a newly created subsidiary of the parent. 
Consenting secured creditors would receive “sale consideration” in the form of senior-secured debt to be 
issued by the new subsidiary and new equity in the reorganized parent. Nonconsenting secured creditors 
would be dragged along pursuant to the collective action provisions of the secured loan documents and 
would receive junior-secured debt to be issued by the new subsidiary. Consenting holders of the 
unsecured notes would exchange their claims for new equity in the parent. Nonconsenting noteholders 
would retain their claims against the old subsidiary in accordance with the indenture agreement (which 
would remain in place without modification), but the old subsidiary would be stripped of its assets and 
the unsecured note guarantee would be automatically released as a result of the release of the secured 
debt guarantee. Thus, the noteholders were forced to choose between retaining their nominal right to 
payment against an empty shell and consenting to the transaction by converting their notes to equity in 
the parent. Marblegate Asset Management LLC — a holder of $14 million of the unsecured notes — was 
the only party to not consent to the deal, forcing the company to attempt to implement the backup 
transaction. 
 
Marblegate brought suit to enjoin the parties from implementing the backup transaction, asserting that it 
violated Section 316(b) of the Trust Indenture Act because foreclosure and sale of the subsidiary’s assets 
combined with the release of the parent guarantee would affect Marblegate’s ability to receive payment 
on the unsecured notes. The company argued that Section 316(b) only prohibits nonconsensual 
amendments to indenture provisions concerning an individual holder’s right of payment, and that the 
Trust Indenture Act could not have been violated because no provision of the indenture would be 
amended in the transaction. 
 
Discussion 
 
The District Court Decisions 
 
The district court declined Marblegate’s request to enjoin the backup transaction, but surprised court 
observers by ruling that Marblegate was likely to succeed on the merits of its Trust Indenture Act claim. 
Marblegate Asset Management v. Education Management Corp., 75 F. Supp. 3d 592 (S.D.N.Y. 2014). Thus, 
the company and the secured lenders were free to implement the foreclosure and to sell the subsidiary’s 
assets to the new subsidiary. 
 
Section 316(b) of the Trust Indenture Act provides that “the right of any holder of an indenture security to 
receive payment of the principal of an interest on such indenture security ... shall not be impaired or 
affected without the consent of such holder.” For many years, it was widely accepted that this section 
only protected a holder’s legal or contractual right to payment, not its practical ability to recover. Upon 
reviewing the text and legislative history of Section 316(b), however, the district court adopted a broader 
construction of the statute and concluded that, even where the payment terms of an indenture are not 
explicitly modified by a transaction, Section 316(b) is nonetheless violated whenever a transaction 
“effect[s] an involuntary debt restructuring.” 
 
Following the foreclosure, the transfer of the subsidiary’s assets to the new subsidiary, the release of the 
parent company’s secured debt guarantee, and the debt-for-equity exchange with the consenting 



 

 

bondholders, the parent and a steering committee of the ad hoc lender group filed a counterclaim against 
Marblegate seeking a declaration that the parent could be released from its guarantee on the unsecured 
notes without violating the Trust Indenture Act. 
 
The district court ultimately sided with Marblegate, ruling that the release of the guarantee would violate 
Section 316(b), thereby rendering the company with no choice other than to continue paying Marblegate 
on its notes. Marblegate Asset Management LLC v. Education Management Corp., 111 F. Supp. 3d 542 
(S.D.N.Y. 2015). The court found the legislative history of the Trust Indenture Act favored a broad 
interpretation for two reasons: first, the court concluded that the textual changes to Section 316(b) 
during the legislative process of adopting the provision showed that the language evolved from protecting 
a mere right to sue into protecting a more substantive right. Second, the court found that the legislative 
history expressed a clear intention “to prevent precisely the nonconsensual majoritarian debt 
restructuring that occurred here, even if the Act’s authors did not anticipate precisely the mechanisms 
through which such a restructuring might occur.” The district court concluded that the legislative history 
compelled a broad reading of Section 316(b) because Congress did not contemplate the use of 
foreclosures as a method of reorganization at the time that it drafted the Trust Indenture Act, but only 
“understood involuntary reorganizations to operate in a rather straightforward fashion: a majority of the 
bondholders would simply vote to amend the payment or interest provisions of the indenture.” 
 
The parent and the steering committee appealed. 
 
The Second Circuit Decision 
 
Like the district court, the Second Circuit closely examined the text and legislative history of Section 
316(b). It agreed with the district court that the text of the statute, particularly concerning a holder’s 
“right to payment,” is “ambiguous insofar as it lends itself to multiple interpretations that could arguably 
favor either side on that issue.” It then examined the structure of the Trust Indenture Act as a whole, 
noting that “no other provision in the TIA purports to regulate an issuer’s business transactions, which 
would be a likely result if Marblegate’s broad reading of Section 316(b)” were adopted. 
 
Although the Second Circuit found the legislative history to be as illuminating as did the district court, it 
ultimately arrived at the opposite conclusion. The Second Circuit found that “the drafters of the TIA 
appear to have been well aware of the range of possible forms of reorganization available to issuers, up to 
and including foreclosures” and noted that “foreclosure based reorganizations were widely used at the 
time the TIA was drafted.” The court cited various contemporaneous federal reports and congressional 
testimony to conclude that “the history of the TIA, and of Section 316(b) in particular, shows that it does 
not prohibit foreclosures even when they affect a bondholder’s ability to receive full payment. Rather, the 
relevant portions of the TIA’s legislative history exclusively addressed formal amendments and indenture 
provisions like collective‐action and no‐action clauses.” 
 
Additionally, the Second Circuit found flaws with the interpretation urged by Marblegate, which it noted 
would force courts to determine whether any challenged transaction constituted an out-of-court debt 
restructuring designed to eliminate a nonconsenting holder’s right to payment. Such a reading would 
invariably require trial courts to discern “the subjective intent” of issuers and majority bondholders, 
rather than “the transactional techniques used.” The Second Circuit was unwilling to establish a judicial 
framework that would require lower courts to discern individual intent when construing boilerplate 
indenture provisions, noting that such a rule would undermine the goal of uniformity of interpretation 
among the courts. 
 



 

 

The Second Circuit Dissent 
 
The Second Circuit ruling was a 2-1 split decision. Judge Chester Straub dissented on the basis that the 
text of the statute is plain and unambiguous and supports the district court’s reading. Specifically, the 
dissent rejected the parent company’s argument that nothing in Section 316(b) entitles bondholders to 
actual payment, observing that such a reading “nearly eliminates the import of the terms ‘impair’ and 
‘affect’ and imposes qualifications in Section 316(b) that simply do not exist.” Moreover, the dissent 
concluded that “[h]ad Congress intended merely to protect against modification of an indenture’s 
payment terms,” it could have specifically so provided by clearly and unambiguously limiting the language 
of Section 316(b) to prohibit only formal amendment of indenture provisions concerning an individual 
holder’s legal right of payment. 
 
Implications 
 
The district court’s decision led many issuers to consider issuing unregistered notes in order to avoid 
being obligated to incorporate Section 316(b) of the Trust Indenture Act into their indentures and thereby 
preserve greater flexibility to engage in out-of-court restructurings should the need arise. The decision 
also sparked legislative action seeking to codify the more restrictive interpretation of the act. Several 
attempts were made to amend wholly unrelated pending legislation in order to add language to Section 
316(b) specifying that a right to receive payment is impaired or affected only where the relevant payment 
or enforcement mechanisms of an indenture are amended without the consent of each holder. These 
legislative riders were ultimately removed before the unrelated legislation was submitted to Congress for 
approval. The decision to do so, however, was based on a desire to consider the amendment on its own 
terms after legislative hearings, and not as a result of an adverse reaction to the substance of the 
proposed clarifying language. 
 
While the Marblegate decision is welcome news to issuers of registered debt generally, the decision does 
not put the genie back into the bottle entirely. Absent legislative action, some uncertainty remains post-
Marblegate as bondholders seeking to block an out-of-court restructuring may, in certain cases, continue 
to push for the broader reading of Section 316(b) in jurisdictions outside of the Second Circuit. Most 
companies will be able to overcome these challenges by implementing their restructurings through 
prepackaged proceedings, although bankruptcy proceedings will provide holdouts with a forum to raise 
valuation and other fairness issues. In the case of distressed higher educational institutions, however, 
holdouts will retain significant leverage for the time being where litigation outside of the Second Circuit 
presents a viable option. 
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