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DISTRESSED DEBT

A New Look at an Old Standard: The Power of Minority 
Bondholders Under the Trust Indenture Act
By Marc D. Powers, Mark A. Kornfeld, Ferve E. Ozturk and M. Elizabeth Howe 
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Section 316(b) of the Trust Indenture Act
 
The Act was enacted as one of a series of federal 

securities laws to take additional steps to provide 

protection to bond investors.[2]  To that end, Section 

316(b) of the Act includes the following provision in 

defense of the rights of all bondholders to receive 

payment of their principal and interest: 

 

Notwithstanding any other provision of the indenture 

to be quali! ed, the right of any holder of any indenture 

security to receive payment of the principal of and 

interest on such indenture security . . . shall not 

be impaired or a$ ected without the consent 

of such holder. . . .[3]

 

In the past, several courts interpreted this language to 

apply only to attempts to modify a bondholder’s legal 

rights to collect the principal and interest owed under 

the relevant issuing agreement absent the bondholder’s 

consent.[4]  Under this interpretation, the mandatory 

provisions of Section 316(b) do not serve to prohibit any 

modi! cations that merely interfere with the practical 

aspects of how the bondholder may actually collect.  Two 

recent Southern District of New York cases, Education 

Management and Caesars Entertainment, would seem to 

take a more expansive view of Section 316(b).

 

Marblegate Asset Management v. Education 
Management Corporation
 
In Marblegate Asset Management. v. Education 
Management Corp., the plainti$  and other entities 

(together, Marblegate) held $20 million in unsecured 

debt in Education Management LLC, which, together 

with its parent corporation and a&  liates (together, 

Could an obscure statutory provision dating back to 

the New Deal give a distressed company’s minority 

bondholders the power to hold up a restructuring 

agreed upon by all of the other bondholders?  The 

answer appears to be “yes.”  Two recent cases interpreting 

the Trust Indenture Act of 1939 (Act) have broadly read 

a provision of the Act to bar any non-consensual change 

to the existing bond indenture that would a$ ect any 

bondholder’s ultimate payment rights in the context 

of an out-of-court restructuring.[1]  This is regardless 

of any agreements reached by the majority of 

bondholders and regardless of the depth 

of sound business judgment underlying 

a company’s proposed restructuring plan. 

 

By boosting minority bondholders’ leverage in 

restructurings, these recent cases interpreting the 

Act could have far-reaching implications.  These 

implications include increasing the number of 

bankruptcy ! lings as minority bondholders refuse 

to consent to amendments negatively a$ ecting their 

payment rights and prompting companies to take 

added care in the terms of their debt o$ erings to 

avoid a later impasse in a restructuring.  These decisions 

emphasize the importance of transparency in the course 

of restructuring transactions.  They also highlight the 

delicate balance courts are seeking to strike between 

protecting minority bondholders’ rights and deferring 

to the business judgment of companies and majority 

bondholders. Hedge funds and other investors looking 

to invest in distressed debt would be wise to observe 

the development of practices from these decisions 

closely and monitor how the Act is interpreted 

by courts in the future.
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Nevertheless, the court declined to grant Marblegate 

a preliminary injunction, observing that under the 

Act, “minority bondholders are to be protected from 

involuntary restructuring, but are not granted the right 

to hold hostage a majority willing to make sacri! ces.”[9]  

The court held that it was “unwilling to accord to holders 

of $20 million in unsecured notes the legal right to 

stop a $1.5 billion restructuring.”[10]  See also “Trust 
Indenture Act May Give Hedge Funds the Right 
to Challenge Involuntary Non-Judicial Debt 
Restructurings,” The Hedge Fund Law Report, 

Vol. 8, No. 5 (Feb. 5, 2015).

 

MeehanCombs Global Credit Opportunities Master 
Fund, LP v. Caesars Entertainment Corporation
 
Less than a month after the Education Management 

decision, Judge Shira A. Scheindlin took the dicta 

[11] put forth by Judge Failla in that case and applied 

it to another attempted out-of-court restructuring.  

Speci! cally relying on Education Management, the 

Caesars Entertainment court held that a planned 

2014 restructuring violated the rights of minority 

bondholders under the Act.[12]

 

In the Caesars Entertainment case, the plainti$ s held 

notes issued by Caesars Entertainment Operating 

Company (CEOC) and guaranteed by its parent 

corporation, Caesars Entertainment Corp. (CEC, and 

collectively with CEOC, Caesars).  The notes were 

protected not only by CEC’s guarantee, but by provisions 

prohibiting CEOC from divesting its assets.  Despite this, 

in August of 2014, Caesars began a series of restructuring 

transactions aimed at leaving “CEC free to transfer CEOC’s 

assets without any obligation to back CEOC’s debts.”[13]  

As part of the restructuring, the noteholders approving 

the plan would have their notes purchased at “par plus 

accrued interest and transactional fees and costs” (a 

premium over market), while non-selling noteholders 

would be left holding the debt of a bankrupt company 

and stripped of the unconditional guarantee formerly 

o$ ered by its parent company. 

EDMC), was in ! nancial di&  culty.  The restructuring 

involved foreclosing on EDMC’s assets by secured 

creditors and removing EDMC’s guarantee on the 

unsecured notes held by Marblegate.  Marblegate 

sought a preliminary injunction to block a proposed 

$1.5 billion restructuring of EDMC’s debt that would 

force Marblegate to either convert its debt to equity or 

risk that its ability to recover its principal and remaining 

interest payments would be eliminated.  Marblegate 

recognized that the restructuring was necessary to 

avoid EDMC’s insolvency but argued that the 

restructuring violated the Act.[5]

 

Judge Katherine Failla denied the preliminary 

injunction on the ground that Marblegate had failed 

to demonstrate irreparable harm because some loss of 

value in its holdings was inevitable.  However, Judge 

Failla did ! nd that Marblegate had shown a likelihood 

of success on its injunction motion.  The court held that 

the Act is not a “narrow protection against majority 

amendment of certain ‘core terms’” of the indentures, 

but is rather “a broad protection against 

nonconsensual debt restructuring . . . .”[6] 

 

In its analysis, the Education Management court ! rst 

looked to the language of the speci! c statutory sections 

and then to the Act’s legislative history, and it recognized 

that courts and commentators have agreed that Section 

316(b) “was intended to force bond restructurings into 

bankruptcy where unanimous consent could not be 

obtained.”[7]  The court recognized that Section 316(b) 

was inoperative to preexisting subordination terms that 

do not violate the Act and to many amendments of 

indenture terms that are not core.

 

In so holding, the Education Management court 

observed that the proposed restructuring at issue was 

“precisely the type of debt reorganization” the Act 

prevented because it “e$ ect[ed] a complete impairment 

of [Marblegate’s] right to receive payment.”  The court 

also noted that cautionary language in the original 

o$ ering circular which stated an investor “should not 

assign any value to [the parent] guarantee,” does not 

undercut the protections of the Act.[8] 
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Increased Minority Leverage and 
Altered Market Practices
 
This recent interpretation of Section 316(b) demonstrates 

that embedded within the Act is a previously overlooked 

and very powerful tool for minority bondholders not 

only to protect their rights during a restructuring but to 

in" uence and exert control over a company through its 

debt o$ erings.  The Act potentially endows bondholders 

with expansive hold-up power through a forced 

bankruptcy ! ling absent their consent to changes to 

the indentures.  Moreover, since the courts’ readings 

of Section 316(b) represent a broadening of the 

previously-presumed scope of that provision, it is 

possible that future courts may further extend its reach 

to less pronounced modi! cations of bondholders’ rights 

if such modi! cations impair the ability of any 

bondholder to receive payment. 

 

For investors investing in a distressed company, these 

decisions provide an opportunity to obtain heightened 

returns during a restructuring situation by extracting 

concessions from the distressed company and other 

participants in its capital structure, including secured 

lenders.  However, this negotiating power may come at 

the cost of protracted litigation over the scope of the 

Act and an increase in companies resorting to in-court 

restructurings and bankruptcy ! lings to accomplish 

necessary restructurings.  Additionally, the more 

widely-accepted these cases’ interpretation of Section 

316(b) becomes, the harder it will be for corporations 

to succeed in stripping away covenants associated with 

their debt o$ erings or take other action to defeat their 

bondholders’ practical abilities to receive payment. 

 

As corporations begin to appreciate the potential 

exposure they may face from dissatis! ed minority 

bondholders under the Act, it may change the shape 

of planned corporate restructurings.  For example, 

exchange o$ ers – the common practice allowing for 

bondholders to exchange their bonds for another class 

of debt or equity – have in the past been a matter of 

 

The plainti$  non-selling noteholders brought suit against 

Caesars speci! cally alleging a violation of Section 316(b) 

of the Act.  Caesars moved to dismiss, arguing that there 

had been no violation because CEOC had yet to default 

on its payment obligations and Section 316(b) “protects 

only a noteholder’s legal right to receive payment when 

due.”[14]  Under Caesars’ reading of the Act, because the 

proposed restructuring would only strip CEOC’s ability 
to make payment on the notes and would leave intact 

the noteholders’ right to receive such a payment, 

there had been no violation.

 

Judge Scheindlin found that the text of Section 316(b) 

did not mandate Caesars’ narrow reading, nor did the 

legislative history or prior circuit precedent.  Instead, 

Judge Scheindlin adopted the Education Management 
court’s dissatisfaction with “the notion that Section 

316(b) protects only against formal, explicit modi! cation 

of the legal right to receive payment, and allows a 

su&  ciently clever issuer to gut the Act’s 

protections through a transaction such as 

the one at issue here.”[15]

 

The Caesars Entertainment court held that “removal of 

[CECs’] Guarantees through the August 2014 Transaction 

[was] an impermissible out-of-court debt restructuring 

achieved through collective action” and ”exactly what 

[the Act’s] section 316(b) is designed to prevent.”[16]  The 

court denied the motion to dismiss on those claims and 

allowed the noteholders’ action to proceed.

 

Takeaways
 
Although the Act is far from new, the Education 
Management and Caesars Entertainment decisions show 

that the Act has the potential to have unexpected and 

far-reaching e$ ects on corporate debt transactions and 

restructuring. 
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bondholders’ requested preliminary injunction, even 

where she determined that the plainti$ s showed a 

likelihood of success on the merits.  Likewise, procedural 

posture matters.  Education Management arose in 

the context of pre-trial proceedings, while in Caesars 
Entertainment, the scope of the Act was a key merits 

issue in the action. 

 

The decisions also highlight the growing 

importance courts place on transparency in 

restructuring transactions.  By broadly interpreting 

the Act, the courts appear to suggest that companies’ 

attempts to strong-arm minority bondholders should 

be examined in the daylight of bankruptcy court 

rather than behind closed doors in an out-of-court 

process.  Moreover, while the text of the Act does not 

impose a good-faith requirement on the part of a 

minority bondholder challenging a majority-approved 

restructuring plan, future courts may fashion such a 

requirement if faced with bad-faith investors who 

invest for arguably improper purposes such 

as to extract “hold out” payments.

 

As a result of these decisions and their potential broad 

impact on debt restructuring, certain commentators 

have suggested that the Act be amended to provide for 

a simple vote by bondholders.[17]  According to these 

commentators, the Act was a New Deal rule seeking 

to thwart back-room deals based on the belief that 

only a judicially supervised bankruptcy restructuring 

can be fair.  However, the market for distressed debt, 

if any, was limited in the New Deal era.  In today’s 

changed marketplace, deal-making is the norm and 

the participants are often sophisticated investors who 

could bene! t from avoiding the costs of a bankruptcy 

! ling.  As a result, future courts interpreting the Act must 

balance minority bondholders’ rights with companies’ 

business judgment in restructuring e$ orts.

 

majority adoption.  These o$ ers, extremely useful for 

investors employing a “loan to own” strategy, will likely 

be impeded if they cannot be implemented without 

100% participation of a company’s bondholders and 

can only be accomplished as part of an in-court 

restructuring under the Bankruptcy Code.

 

Future Re! nement by the Courts
 
There is a clear tension between Section 316(b)’s 

original purpose – to protect against victimization – 

and the increased power it appears to grant minority 

bondholders to impede or e$ ect corporate action 

on a larger scale.  Where minority bondholders 

are empowered to stall or prevent a restructuring 

transaction by withholding their consent, companies 

in distress now face the possibility that this protected 

class may impede a legitimate and much-needed 

restructuring transaction.  A board of directors which 

has conscientiously worked for the best interests of the 

company, perhaps even in cooperation with a majority 

of consenting bondholders, may see its e$ orts halted 

or dashed by minority bondholders seeking to protect 

or advance their own economic interests.  Likewise, 

a company with a legitimate reason to avoid the 

bankruptcy courts, such as the Education Management 
defendants’ reliance on federal funds that would be 

lost upon a bankruptcy ! ling, might be forced into 

the bankruptcy courts for the bene! t of the individual 

interests of its bondholders and at the expense of the 

company’s own stability.  This tension may result in 

future interpretation or limitation of the Act to strike a 

better balance between majority and minority interests 

and prevent Section 316(b) from creating one injustice 

while seeking to prevent another. 

 

A number of other factors could also in" uence a 

future court’s interpretation of the Act.  The amount 

of a bondholders’ stake holdings was one factor that 

distinguished Education Management from Caesars 
Entertainment and could potentially explain why Judge 

Failla in Education Management declined to grant the 
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Uncertainty and Opportunity in the Marketplace
 
Critically, the Education Management and Caesars 
Entertainment decisions also create uncertainty in 

the marketplace, as these rulings have illuminated a 

power that may be used by minority bondholders for 

either defensive or predatory ends.  The extent to 

which these rulings will become the majority view, 

how they will be re! ned, what limits (if any) courts 

will place on interpreting the Act and how 

markets will adapt is unclear. 

 

In the wake of this uncertainty, potentially pro! table 

arbitrage opportunities may exist for a canny investor 

holding a minority stake.  Likewise, companies aware 

of the potential risks associated with dissenting 

minority bondholders now have the opportunity to 

act with greater awareness of the rights implicated by 

Section 316(b) of the Act, deal with potential minority 

bondholder concerns up front and prevent out-of-court 

transactions from being forced before the courts despite 

these companies’ best laid plans.

 

The legal precedents expanding minority interests 

under the Act are being created now.  Only time will 

tell how investors, companies and the courts react to 

this expansive new view of the Act’s power.  Investors in 

distressed markets would be well-served to monitor the 

legal landscape in this developing area.
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[1] See Marblegate Asset Mgmt. v. Education Mgmt. Corp., No. 14-cv-8584, 2014 WL 7399041 (S.D.N.Y. Dec. 30, 2014) 

(Failla, J.); MeehanCombs Global Credit Opportunities Master Fund, LP v. Caesars Entm’t Corp., No. 14-cv-7091, 2015 

WL 221055 (S.D.N.Y. Jan. 15, 2015) (Scheindlin, J.).

[2] Trust Indenture Act of 1939, 15 U.S.C. § 77aaa et seq.

[3] 15 U.S.C. § 77ppp(b).

[4] Education Mgmt. Corp., 2014 WL 7399041 at *17 (citing In re Nw. Corp., 313 B.R. 595, 600 (Bankr. D. Del. 2004) 

and YRC Worldwide, Inc. v. Deutsche Bank Trust Co. Am., No. 10-cv-2106 (JWL), 2010 WL 2680336, 

at *7 (D. Kan. July 1, 2010)).

[5] See Education Mgmt. Corp., 2014 WL 7399401, at *15.

[6] Id. at *11, 15.

[7] Id. at *18 (citing, inter alia, Brady v. UBS Fin. Servs., Inc., 538 F.3d 1319, 1325 (10th Cir. 2008), Johnathon C. Lipson, 

Governance in the Breach: Controlling Creditor Opportunism, 84 S. Cal. L. Rev. 1035, 1054 (2011)).

[8] Id.

[9] Id. (citing legislative history at H.R. Rep. 76-1016, at 5; S.R. Rep. No. 76-248, at 27).

[10] The preliminary injunction proceeding has been consolidated with the trial on the merits of the action, and 

parties are currently undergoing supplemental brie! ng on the scope of the Act.  See Marblegate Asset Mgmt., 
LLC v. Education Mgmt. Corp., No. 14-cv-8485 (S.D.N.Y. ! led Oct. 28, 2014), ECF Nos. 70, 71.

[11] Judge Failla speci! cally “consider[ed] the merits of [the Education Management plainti$ s’] 

claims in the hopes of providing clarity for subsequent litigation in [that case] and other cases.”  

Education Mgmt. Corp., 2014 WL 7399401, at *15.

[12] Caesars Entm’t Corp., 2015 WL 221055 at *5.

[13] Id.

[14] Id. at *4 (emphasis in original).

[15] Id. (quoting Education Mgmt. Corp., 2014 WL 7399401, at *16).

[16] Id. at *5.

[17] See “Obscure Law Is Getting Its Sexy On,” New York Times, at BU1 (Jan. 25, 2015) (discussing 

commentary of Professor Mark Roe at Harvard Law School).


