
BLOCKING & TACKLING 

(Blocking Rights in Bankruptcy) 

Tackle, LLC (“Tackle”) is a Delaware limited liability company which manufactures 
aluminum bass boats. Block Fund XIII, LP (“Block”), is a New York based lending institution which 
is an affiliate of Chop, LLC (“Chop”), a wildly successful international hedge fund. Block held a 
valid, perfected, first priority security interest in all of Tackle’s assets as collateral for its loan. Tackle 
experienced significant pressures from tariffs imposed on aluminum and products liability cases 
associated with its products.  Tackle entered into a Forbearance Agreement to restructure a portion of 
the debt owed to Block and to extend the maturity of the obligations in hopes that it could weather 
the perfect storm the tariffs, lawsuits and Block’s Loan Agreement had created.  Notwithstanding the 
pressures it faced, Tackle felt that it had significant value but was just experiencing a short term 
liquidity crisis which time would cure. 

As part of the Forbearance Agreement, Block insisted that Tackle amend its Operating 
Agreement to provide that any approval for the commencement of any voluntary bankruptcy case by 
the LLC would require unanimous consent of the holders of membership interests in Tackle.  
Additionally, Block insisted that it, or its designee, be granted one (1) unit of membership interest in 
Tackle.  Having no choice but to accede to Block’s demands, Tackle executed the Forbearance 
Agreement and, as part of the consideration for Tackle’s agreement to forbear, amended its 
Operating Agreement and conveyed one (1) of the authorized but unissued membership units to 
Block’s designee, Chop Block, LLC – a limited liability company owned 100% by Chop.  After the 
Forbearance Agreement, Tackle’s membership interests were held as follows:  John Smith – 10,000 
units; Jane Smith – 10,000 units; Various Tackle employees – 10,000 units; and Chop Block – 1 unit. 

Unfortunately, Tackle couldn’t weather the perfect storm and defaulted under the terms of the 
Forbearance Agreement.  Block initiated the requisite steps to foreclose upon its collateral.  Tackle 
still believes that it has significant value because several of the products liability cases have been 
settled and there is some indication that Tackle may receive an exemption from the current aluminum 
tariffs. So, faced with the choice of acquiescing in a foreclosure by Block or seeking bankruptcy 
relief, a meeting of the Members of Tackle was held at which meeting the Smiths and the employees 
all voted in favor of authorizing a chapter 11 bankruptcy filing.  Chop Block conferred with its 
counterparts at Chop and was told that Block believes that it may be made whole from liquidation of 
the collateral and that there might be a little bit left over for unsecureds but does not want to be 
bothered with the whole “bankruptcy thing.”  Based upon that conversation, Chop Block voted “no” 
on authorizing Tackle to file bankruptcy. 

Notwithstanding the amendment to its Operating Agreement and the less than unanimous 
consent to a filing, Tackle went forward and filed a voluntary chapter 11 petition to preserve the 
value of the company.   

Block has come to you to seek advice as to what its rights and remedies may be.  Having 
been around the “block” a time or two, it has an idea that it should file a motion to dismiss the 
bankruptcy case as an unauthorized filing.  It also has expressed some concern about what its duties, 
if any, as a member of Tackle might be (or have been) in respect of the vote on the bankruptcy filing. 
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Consider the following questions: 

1) Is Chop Block’s use of the 1 unit of membership interest to thwart a bankruptcy filing 
by Tackle valid?  

2) Are there state law or federal bankruptcy law concerns that impact the effect of Chop 
Block’s vote? 

3) Does it matter that the 1 unit was acquired in the context of the Forbearance 
Agreement or would it make a difference if it were bargained for at the outset of the lending 
relationship between Block and Tackle? 

4) Does the fact that there is a chance that Tackle’s assets could produce a return to 
unsecured creditors affect the analysis of Chop Block’s vote? 

5) Did Chop Block owe any duty to Tackle or to Tackle’s creditors when evaluating 
whether or not to authorize the bankruptcy filing? 

6) Does it make any difference that Chop Block holds the 1 unit of membership interest 
as opposed to either Chop or Block holding the unit? 

Resources: 

Bankruptcy Blocking Rights – Adam M. Langley, Stephen W. Rosenblatt and James E. Bailey III, 
previously presented at the American College of Bankruptcy, Sixth Circuit Fellows Fall Educational 
Program, October 2018.  (The majority of the cases below are discussed in this paper.  Therefore, 
copies of the cases are not included). 

Price v. Gurney, 324 U.S. 100, 104 (1945) 

In re Lake Michigan Beach Pottawattamie Resort LLC, 547 B.R. 899 (Bankr. N.D. Ill. 2016) 

In re Intervention Energy Holdings, LLC, 553 B.R. 258 (Bankr. D. Del. 2016) 

In re Lexington Hosp. Grp., LLC, 577 B.R. 676 (Bankr. E.D. Ky. 2017) 

In re Glob. Ship Sys., LLC, 391 B.R. 193 (Bankr. S.D. Ga. 2007) 

In re Squire Court Partners Ltd. P'ship, 574 B.R. 701 (E.D. Ark. 2017) 

In re Franchise Servs. of N. Am., Inc., 891 F.3d 198 (5th Cir. 2018) 

Basho Techs. Holdco B, LLC v. Georgetown Basho Inv'rs, LLC, No. CV 11802-VCL, 2018 WL 
3326693 (Del. Ch. July 6, 2018) 
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BANKRUPTCY BLOCKING RIGHTS 

In an ever-present attempt to limit bankruptcy relief and further the goal of bankruptcy-

proof entities, financiers have continually developed planning and governance mechanisms to 

prevent or slow down their debtors from seeking bankruptcy relief. 

Many direct mechanisms prohibiting bankruptcy relief have been held invalid as against 

public policy. “It is against public policy for a debtor to waive the prepetition protection of the 

Bankruptcy Code. This prohibition of prepetition waiver has to be the law; otherwise, astute 

creditors would require their debtors to waive.” Bank of China v. Huang (In re Huang), 275 F.3d 

1173, 1177 (9th Cir. 2002) (citation omitted).  

Today, financiers are turning away from direct mechanisms prohibiting bankruptcy relief 

that are widely held invalid and instead turning to indirect mechanisms that have not readily been 

tested. The new frontier of bankruptcy waivers is blocking provisions located in corporate and 

company organizational documents.   

Why go to such effort, one might ask? For one crucial reason: a simpler, absolute 
prohibition against filing for bankruptcy will likely be deemed void as against 
public policy. As corporate entities have been held to have, in certain instances, 
rights akin to that of natural person, see, e.g., Citizens United v. Federal Election 
Comm'n, 558 U.S. 310, 342, 130 S.Ct. 876, 175 L.Ed.2d 753 (2010), prohibiting 
such entities from availing themselves of the bankruptcy laws—laws so seminally 
important that they were specifically authorized under the Constitution—is 
generally considered bad form. Gen. Growth, 409 B.R. at 49. In the same way that 
individuals may not contract away their bankruptcy rights, corporations should be 
similarly constrained. See, e.g., 11 U.S.C. 362(e); Klingman v. Levinson, 831 F.2d 
1292, 1296 (7th Cir.1987) (“For public policy reasons, a debtor may not contract 
away the right to a discharge in bankruptcy.”); In re Shady Grove Tech Ctr. 
Assocs. Ltd. P'ship, 216 B.R. 386, 390 (Bankr.D.Md.1998), supplemented, 227 
B.R. 422 (Bankr.D.Md.1998) (corporate contractual “prohibitions against the 
filing of a bankruptcy case are unenforceable”). 

In re Lake Michigan Beach Pottawattamie Resort LLC, 547 B.R. 899, 911–12 (Bankr. 

N.D. Ill. 2016). 
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Courts are just beginning to address bankruptcy blocking provisions in organizational 

documents. The Fifth Circuit earlier this year was the first Court of Appeals to address these 

blocking rights, and only a handful of recent bankruptcy cases are relevant. While these courts 

have been hesitant to address the technical aspects of the state-law corporation and limited 

liability acts, the ultimate analysis will likely turn on these technical laws as well as public policy 

theories. The following outline and analysis addresses some of the fundamental principles and 

holdings regarding bankruptcy blocking rights in organizational documents. 

1. Authority to File 

Who acts on behalf of a corporation or company to file a bankruptcy petition? 

“[T]he initiation of the proceedings, like the run of corporate activities, is left to the corporation 
itself, i.e. to those who have the power of management.”  

Price v. Gurney, 324 U.S. 100, 104 (1945). 

“In absence of federal incorporation, that authority finds its source in local law.”  
Price v. Gurney, 324 U.S. 100, 106 (1945). 

1.1 Constituencies of Corporations/Companies 

(a) Equity 

• Common Shareholders 
• Preferred Shareholders 
• Members 

(b) Management 

• Board of Directors 
• Board of Governors 
• Members 
• Independent Committee 

(c) Agents 

• Officers 
• Managers 
• Employees 
• Other Agents 
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(d) Creditors 

• Lending Creditors 
• Trade Creditors 
• Other Creditors 

1.2 Corporate Power of Management 

The power of management is typically vested in the Board of Directors. See Section 2.4. 

1.3 Limited Liability Company Power of Management 

The power of management is typically vested in members or a manager controlled by the 
members. See Section 2.4. 

2. Primacy Public Policy Theories 

2.1 Director Primacy 

Directors exercise ultimate control of a corporation. The focus of this analysis tends to be 
on the corporation as a distinct legal entity, a creature of local law. The directors are fiduciaries 
of the entire corporate interests. This theory applies collective principles that provide strong 
minority protections. The corporate bargain is shareholders forgoing control in return for profits 
from and limited liability for a collective (i.e., corporate) enterprise.  

2.2 Shareholder Primacy 

Shareholders exercise ultimate control of a corporation. The focus of this analysis 
concentrates on the corporation being a contract between shareholders. The directors become 
mere agents of the shareholder agreement. This theory applies laissez faire principles. The 
corporate bargain is just that – a bargain with parties exerting maximum leverage to get the best 
deal for their own self interests.  

2.3 Limited Liability Companies 

The recent development and trend of corporate law has been towards a shareholder 
primacy model and away from a director primacy model. Limited liability companies are a 
product of the shareholder primacy theories because members exercise direct control of the 
companies. Indeed, most limited liability company statutes express a public policy principle of 
the freedom of its members to contract. See, e.g., 6 Del. C. § 18-1101(b) (“It is the policy of this 
chapter to give the maximum effect to the principle of freedom of contract and to the 
enforceability of limited liability company agreements.”). Unlike limited liability companies, 
corporations still maintain a director primacy model, but shareholder primacy theories are 
bleeding into corporate governance due to the influence of limited liability companies. 
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2.4 Sample Statutes 

(a) Delaware  

(i) Corporate Power – 8 Del. C. § 141(a). 

The business and affairs of every corporation organized under this chapter shall 
be managed by or under the direction of a board of directors, except as may be 
otherwise provided in this chapter or in its certificate of incorporation. If any such 
provision is made in the certificate of incorporation, the powers and duties 
conferred or imposed upon the board of directors by this chapter shall be 
exercised or performed to such extent and by such person or persons as shall be 
provided in the certificate of incorporation. 

(ii) Company Power - 6 Del. C. § 18-402. 

Unless otherwise provided in a limited liability company agreement, the 
management of a limited liability company shall be vested in its members in 
proportion to the then current percentage or other interest of members in the 
profits of the limited liability company owned by all of the members, the decision 
of members owning more than 50 percent of the said percentage or other interest 
in the profits controlling; provided however, that if a limited liability company 
agreement provides for the management, in whole or in part, of a limited liability 
company by a manager, the management of the limited liability company, to the 
extent so provided, shall be vested in the manager who shall be chosen in the 
manner provided in the limited liability company agreement. The manager shall 
also hold the offices and have the responsibilities accorded to the manager by or 
in the manner provided in a limited liability company agreement. . . . 

(b) Tennessee  

(i) Corporate Power – T.C.A. § 48-18-101(b). 

All corporate powers shall be exercised by or under the authority of, and the 
business and affairs of the corporation managed under the direction of, its board 
of directors, subject to any limitation set forth in the charter. 

(ii) Company Power - T.C.A. § 48-238-101(a). 

If the LLC is member-managed, all powers shall be exercised by or under the 
authority of, and the business and affairs of the LLC shall be managed by or under 
the direction of its members. 

(2) If the LLC is board-managed, all powers shall be exercised by or under the 
authority of, and the business and affairs of the LLC shall be managed by or under 
the direction of the board of governors, subject to subsection (b) and any 
limitations set forth in the articles or operating agreement. An LLC shall be either 
member-managed or board-managed, as designated in its articles. Unless 
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otherwise provided in the articles or operating agreement, each governor shall 
have equal voting power per capita with each other governor. 

(c) Michigan 

(i) Corporate Power – M.C.L.A. § 450.1501. 

The business and affairs of a corporation shall be managed by or under the 
direction of its board, except as otherwise provided in this act or in its articles of 
incorporation. 

(ii) Company Power – M.C.L.A. § 450.4401. 

Unless the articles of organization state that the business of the limited liability 
company is to be managed by 1 or more managers, the business of the limited 
liability company shall be managed by the members, subject to any provision in 
an operating agreement restricting or enlarging the management rights and duties 
of any member or group of members. If management is vested in the members, 
both of the following apply: (a) The members are considered managers for 
purposes of applying this act, including section 406 regarding the agency 
authority of managers, unless the context clearly requires otherwise. (b) The 
members have, and are subject to, all duties and liabilities of managers and to all 
limitations on liability and indemnification rights of managers. 

(d) Kentucky 

(i) Corporate Power – K.R.S. § 271B.8-010(2). 

All corporate powers shall be exercised by or under the authority of, and the 
business and affairs of the corporation managed under the direction of, its board 
of directors, subject to any limitation set forth in the articles of incorporation. 

(ii) Company Power –  K.R.S. § 275.165 

Unless the articles of organization vest management of the limited liability 
company in a manager or managers, management of the business and affairs of 
the limited liability company shall vest in the members. Subject to any provisions 
in the articles of organization, the operating agreement or this chapter restricting 
or enlarging the management rights and duties of any person or group or class of 
persons, the members shall have the right and authority to manage the affairs of 
the limited liability company and to make all decisions with respect thereto. 
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(e) Ohio 

(i) Corporate Power – Ohio Rev. Code Ann. § 1701.59(A) 

Except where the law, the articles, or the regulations require action to be 
authorized or taken by shareholders, all of the authority of a corporation shall be 
exercised by or under the direction of its directors. For their own government, the 
directors may adopt bylaws that are not inconsistent with the articles or the 
regulations. The selection of a time frame for the achievement of corporate goals 
shall be the responsibility of the directors. 

(ii) Company Power – Ohio Rev. Code Ann. § 1705.24 

Unless otherwise provided in writing in the operating agreement, the management 
of a limited liability company shall be vested in its members in proportion to their 
contributions to the capital of the company, as adjusted from time to time to 
properly reflect any additional contributions or withdrawals by the members. 

3. Blocking Rights 

Blocking rights are rights given to a class of shareholders that allow that class to block or 
veto actions of the respective corporation or company.  

3.1 Bankruptcy blocking rights. 

The right of class of shareholders to prevent the respective corporation or company from 
authorizing the filing of a bankruptcy petition.  

3.2 Types of bankruptcy blocking rights 

(a) Unanimous Consent – a bankruptcy petition may only be authorized if all 
shareholders consent. Each shareholder will hold a blocking right. 

(b) Majority Consent – a majority of shareholders must consent to a 
bankruptcy petition. A majority shareholder or a group of shareholders 
who combine to form a majority will hold a blocking right.  

(c) Supermajority Consent – a supermajority of shareholders must consent to 
a bankruptcy petition. Typically, a single minority shareholder will hold 
enough voting shares to unilaterally deny a supermajority.  

(d) Minority Consent – a minority class of shareholders must consent to a 
bankruptcy petition. Typically, this blocking right will be held by 
preferred shareholders. 

(e) Golden Shares – nominal shares that have a right to block a bankruptcy 
petition but have no economic rights in the corporation (usually given to a 
third party). 
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(f) Blocking Director – a board director controlled by a certain shareholder 
class must consent to the filing of a bankruptcy petition.  

(g) Lender Consent – a lender must consent to a bankruptcy petition. 

3.3 Bankruptcy Court Opinions 

(a) In re Lake Michigan Beach Pottawattamie Resort LLC, 547 B.R. 899 
(Bankr. N.D. Ill. 2016) (blocking right invalid). 

A limited liability company in default of its debt obligations entered into a forbearance 

agreement whereby it agreed to establish its lender as a fifth member of the company, which was 

labeled a “Special Member.” Id. at 903-04. The Special Member had no interest in the profits or 

losses of the company and its sole right was to block the company from petitioning for 

bankruptcy relief. The amendment to the operating agreement creating the Special Member 

specifically stated that the Special Member when exercising its blocking right was under “no 

duty or obligation to give any consideration to any interest of or factors affecting the Company 

or the members.” Id. at 904. 

Despite no authorization from the Special Member, the company petitioned for relief 

under chapter 11 of the Bankruptcy Code with authorization from the other four members. The 

Special Member moved to dismiss the petition as an unauthorized filing. But, the Michigan 

Bankruptcy Court focused on blocking structure’s failure to impose fiduciary duties on the 

blocking member.  

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 Special Member’s] playbook was, unfortunately, missing this page. 

Id. at 913. The blocking structure was void because it was contrary to Michigan limited 

liability company law that requires its members to act as fiduciaries to the company. Since the 
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blocking structure was void, the bankruptcy filing was properly authorized by the other 

members.  

(b) In re Intervention Energy Holdings, LLC, 553 B.R. 258 (Bankr. D. Del. 
2016) (blocking right invalid). 

The debtor limited liability company filed a voluntary chapter 11 bankruptcy petition 

with the consent of one of its two common members. The controlling operating agreement 

required “approval of all Common Members . . . [to] commence a voluntary case under any 

bankruptcy[.]” Id. at 260. The authorizing common member held 22,000,000 common units in 

the company. The non-consenting common member held one (1) common unit that arose from a 

prior forbearance agreement related to non-consenting common member’s $200 million loan to 

the debtor.  

The non-consenting common member sought to dismiss the bankruptcy case as an 

unauthorized filing. The debtor responded arguing that one common unit held by the non-

consenting member was a “golden share” that was void under either Delaware LLC law or 

federal bankruptcy law. The Delaware Bankruptcy Court was “reluctant to accept the parties’ 

invitation to decide what may well be a question of first impression of state law (i.e., determining 

the scope of LLC members’ freedom to contract under applicable state law provisions)” and, 

instead, decided the case on federal bankruptcy principles. Id. at 262. 

A provision in a limited liability company governance document obtained by 
contract, the sole purpose and effect 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 duty to anyone but itself in connection with an LLC's decision to 
seek federal bankruptcy relief, is tantamount to an absolute waiver of that right, 
and, even if arguably permitted by state law, is void as contrary to federal public 
policy.  

Id. at 265. The golden share at issue was held invalid as a matter of federal public policy.  
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(c) In re Lexington Hosp. Grp., LLC, 577 B.R. 676 (Bankr. E.D. Ky. 2017) 
(blocking right invalid). 

A lender provided the debtor limited liability company a $6.15 million loan to purchase a 

hotel and conference center and in return obtained a note and equity kicker in the company. The 

equity kicker was a 30% membership interest in the company that expired when the note was 

repaid. This membership interest was held by a wholly owned subsidiary of lender. As a result of 

this loan and equity kicker, the company’s operating agreement was amended to require approval 

of an independent manager and 75% of members to approve the filing of the bankruptcy petition. 

The independent manager was to be appointed by the lender, owes no fiduciary duties to other 

members or managers, and terminated upon the repayment of the loan. The lender’s 30% 

membership interest was a veto right due to the new 75% threshold. Later a forbearance 

agreement between the lender and company was reached whereby lender’s subsidiary obtained a 

total membership interest equaling 50%. Also, the lender obtained a direct veto right independent 

of its subsidiary voting rights.  

The Kentucky Bankruptcy Court found these bankruptcy restrictions “just another 

attempt to disguise” the lender’s control. Id. at 685. It found the veto unenforceable as a matter 

of federal law because the lender “has no restrictions and no fiduciary duties to [the corporation] 

that might limit self-interested decisions that ignore the best interests of the Company.” Id. at 

685-86. Because the bankruptcy restrictions were void, the petition was properly authorized. 

(d) In re Glob. Ship Sys., LLC, 391 B.R. 193 (Bankr. S.D. Ga. 2007). 

Similar to the Lexington Hospitality case, a lender loaned a Georgia limited liability 

company $13.1 million and received a note and a 20% equity kicker in the form of Class B 

shares. The company could only filed for bankruptcy upon the consent of the Class B shares. 

After the company defaulted on the loan, it recognized it could not voluntarily file for 
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bankruptcy relief due to the Class B shares and, therefore, arranged for creditors other than the 

lender to file an involuntary bankruptcy petition. The lender/Class B shareholder moved to 

dismiss the involuntary petition as a bad faith filing that was “pure subterfuge” for a voluntary 

petition. Relying on shareholder primacy theories imbedded in the Georgia limited liability 

company law, the Georgia Bankruptcy Court agreed that the involuntary petition was filed in bad 

faith. “An absolute waiver of the right to file bankruptcy is violative of public policy if asserted 

by a lender. However, since [the lender] wears two hats in this case, as a Class B shareholder, it 

has the unquestioned right to prevent, by withholding consent, a voluntary bankruptcy case.” Id. 

at 203 (citations omitted). 

(e) In re Squire Court Partners Ltd. P'ship, 574 B.R. 701 (E.D. Ark. 2017) 
(blocking right upheld). 

A limited partnership was owned by two limited partners holding 99.99% interest in the 

partnership and a general partner holding 0.01% interest in the partnership. The partnership 

agreement gave the general partner exclusive authority to manage and control the partnership’s 

business, assets, and affairs. But, the partnership agreement required unanimous consent before 

the partnership could file a bankruptcy petition. The limited partners owed no fiduciary duty to 

the partnership.  

The general partner filed a chapter 11 bankruptcy petition on behalf of the partnership 

and the limited partners moved to dismiss. The general partner argued the unanimous consent 

provision was void because it gave nonfiduciaries control of business decisions. But, the 

Arkansas District Court rejected this argument: “Cases holding that the decision to file for 

bankruptcy rests with a corporation's board of directors focus on the delegation of authority, not 

the fact that the directors have fiduciary duties.” Id. at 707. 
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 Applying strict shareholder primacy theories, the Arkansas District Court held that the 

bankruptcy petition was unauthorized because the limited partners had retained control of 

bankruptcy decisions and not authorized the filing.  

Just as the authority of a board of directors is delegated, likewise a general partner 
has authority delegated to it to act on behalf of the partnership. Sometimes that 
authority may include the power to file for bankruptcy. Here, however, [the 
company] did not delegate to [the general partner] the power to file for 
bankruptcy on its own initiative. Instead, the partners retained for themselves, 
acting by unanimous consent, the decision whether to file a bankruptcy petition. 

It is one thing to look past corporate governance documents and the structure of a 
corporation when a creditor has negotiated authority to veto a debtor's decision to 
file a bankruptcy petition; it is quite another to ignore those documents when the 
owners retain for themselves the decision whether to file bankruptcy. It is one 
thing for the courts to overrule a creditor that seeks to block a debtor from filing 
bankruptcy; it is quite another for the courts to overrule the owners of the entity. 

Id. at 708. 

3.4 Fifth Circuit Opinion – In re Franchise Servs. of N. Am., Inc., 891 F.3d 198 
(5th Cir. 2018). 

Hertz was required to divest certain rental car assets as part of its merger with Dollar 

Thrifty. Macquarie facilitated the divesture of the Hertz assets to Franchise Services. Macquarie 

would invest $15 million in Franchise Services through a newly formed wholly owned 

subsidiary (Boketo), take a $2.5 million arrangement fee, and commit to lending capital for 

operations of Franchise Services. As part of this arrangement, Macquarie required Franchise 

Services to issue it preferred shares that had the unilateral right to block bankruptcy petitions and 

other corporate actions. 

 But, the divested Hertz assets were bad, as the value of the assets was allegedly 

fraudulently misrepresented. A Franchise Services subsidiary shortly after the divestiture 

acquisition filed bankruptcy and sold all assets acquired from Hertz under bankruptcy protection. 

Macquarie also backed out on its commitment to lend operating capital and was left with its 
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preferred share investment. Franchise Services refused to pay the $2.5 million arrangement fee. 

Litigation between Franchise Services and Macquarie commenced in three different forums. 

Franchise Services determined that it needed bankruptcy protection to sell additional assets to 

fund its litigation against Macquarie. Franchise Services recognized that Macquarie would not 

approve a bankruptcy filing that would allow Franchise Services to fund litigation against it. 

Franchise Services disregarded Macquarie’s blocking rights and filed a chapter 11 bankruptcy 

petition. Macquarie moves to dismiss the petition as unauthorized, and its subsidiary later joined. 

The Mississippi Bankruptcy Court denied Macquarie’s motion because it was a creditor but 

granted the motion of the subsidiary – Boketo.  

On direct appeal, the Fifth Circuit accepted three certified questions directly related to 

blocking rights: 

1. Is a provision, typically called a blocking provision or a golden share, which gives a 
party (whether a creditor or an equity holder) the ability to prevent a corporation from filing 
bankruptcy valid and enforceable or is the provision contrary to federal public policy? 

2. If a party is both a creditor and an equity holder of the debtor and holds a blocking 
provision or a golden share, is the blocking provision or golden share valid and enforceable or is 
the provision contrary to federal public policy? 

3. Under Delaware law, may a certificate of incorporation contain a blocking 
provision/golden share? If the answer to that question is yes, does Delaware law impose on the 
holder of the provision a fiduciary duty to exercise such provision in the best interests of the 
corporation? 

Despite accepting all three questions, the Fifth Circuit only addressed the second question 

and the latter half of the third question.  

Addressing the second question, the Fifth Circuit narrowly found that blocking provisions 

negotiated as a part of a bona fide equity investment do not violate federal bankruptcy law. The 

court determined Macquarie was a bona fide investor relying on Macquarie’s $15 million 

investment and ignoring that Macquarie was supposed to be a significant lender to Franchise 
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Services and that Macquarie was in litigation with Franchise Services that exposed Macquarie to 

damages valued significantly more than its equity investment.  

We hold simply that federal bankruptcy law does not prevent a bona fide equity 
holder from exercising its voting rights to prevent the corporation from filing a 
voluntary bankruptcy petition just because it also holds a debt owed by the 
corporation and owes no fiduciary duty to the corporation or its fellow 
shareholders. A different result might be warranted if a creditor with no stake in 
the company held the right. So too might a different result be warranted if there 
were evidence that a creditor took an equity stake simply as a ruse to guarantee a 
debt. 

In re Franchise Servs. of N. Am., Inc., 891 F.3d 198, 209 (5th Cir. 2018), as revised (June 

14, 2018). It refused to address many of the legal questions raised in the bankruptcy cases 

discussed above. 

As to the Delaware law question – what the court called the “main event” – the court 

again dodged the meatier question asserting that the appellant waived the question regarding 

whether a blocking provision is valid under Delaware law – a question it said was a matter of 

first impression. 

Instead, the court focused on whether Boketo owed a fiduciary duty to Franchise Services 

when it exercised its blocking right. It found that Boketo was not a controlling shareholder, 

focusing on the lack of board control and Franchise Services’ willingness to ignore Boketo’s 

rights. Switching course, the court then argued that even if Boketo had breached its fiduciary 

duty, such a claim should be pursued in Delaware.  

The blocking right was successful in destroying Franchise Services.  

3.5 Takeaways from Franchise Services 

(i) The distinction between a “bona fide” equity holder and a lender 
was meaningful, perhaps, determinative.  

(ii) It is unclear what “bona fide” means, as the court did not define 
that term. But, the court suggested a lender ruse would not be 
tolerated. 
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(iii) The court’s introductory discussion on “blocking provisions” and 
“golden shares” only further muddles what is at issue. Because 
these provisions are carefully crafted, it is difficult to draw bight 
line definitions.  

(iv) A significant portion of the certified questions remain open. 

(v) The court applied a shareholder primacy theory: “. . . fiduciary 
duties are not required to allow a bona fide shareholder to exercise 
its right to prevent a voluntary bankruptcy petition.” Had the court 
applied a director primacy theory, it would have found that only 
fiduciaries can act on behalf of a corporation. 

(vi) Counsel should closely examine corporate governance documents 
and relevant state incorporation law to determine authority to file 
questions. There are now many gray areas.  

(vii) Blocking provisions are an aggressive tactic. Milder alternatives 
exist, including requiring independent committees or independent 
directors to approve a bankruptcy filing. 

(viii) Exercising a blocking right may lead to state law liability for 
breach of fiduciary duty. Subsequent to Franchise Services, the 
Delaware Chancery Court found that the use of blocking rights 
along with other circumstances caused a minority shareholder to 
breach its fiduciary duties. See Basho Techs. Holdco B, LLC v. 
Georgetown Basho Inv'rs, LLC, No. CV 11802-VCL, 2018 WL 
3326693 (Del. Ch. July 6, 2018), discussed below. 

4. Fiduciary Duties 

4.1 Types of Duties 

(a) Duty of Loyalty 

“Essentially, the duty of loyalty mandates that the best interest of the corporation and its 
shareholders takes precedence over any interest possessed by a director, officer or controlling 
shareholder and not shared by the stockholders generally.” Cede & Co. v. Technicolor, Inc., 634 
A.2d 345, 361 (Del. 1993), decision modified on reargument, 636 A.2d 956 (Del. 1994). 

(b) Duty of Care 

“[D]uty of care requires a director, before voting on a proposed plan of merger or sale, to 
inform himself and his fellow directors of all material information that is reasonably available to 
them.” Cede & Co. v. Technicolor, Inc., 634 A.2d 345, 368 (Del. 1993), decision modified on 
reargument, 636 A.2d 956 (Del. 1994). 

(c) Duty of Good Faith 
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Implicit in every contract is a duty of good faith and fair dealing. Commentators debate 
whether this duty is a separate duty for corporate controllers or whether it is merely a 
reformation of the duty of loyalty.  

4.2 Who is a fiduciary? 

(a) Directors 

“A public policy, existing through the years, and derived from a profound knowledge of 
human characteristics and motives, has established a rule that demands of a corporate officer or 
director, peremptorily and inexorably, the most scrupulous observance of his duty, not only 
affirmatively to protect the interests of the corporation committed to his charge, but also to 
refrain from doing anything that would work injury to the corporation, or to deprive it of profit or 
advantage which his skill and ability might properly bring to it, or to enable it to make in the 
reasonable and lawful exercise of its powers. The rule that requires an undivided and unselfish 
loyalty to the corporation demands that there shall be no conflict between duty and self-interest. 
The occasions for the determination of honesty, good faith and loyal conduct are many and 
varied, and no hard and fast rule can be formulated. The standard of loyalty is measured by no 
fixed scale.” Guth v. Loft, Inc., 23 Del. Ch. 255, 270, 5 A.2d 503, 510 (1939). 

(b) Majority shareholders 

Weinberger v. UOP, Inc., 457 A.2d 701, 703 (Del. 1983) (holding that a majority 
shareholder must demonstrate entire fairness in corporate dealings).  

(c) Minority shareholders with actual control.  

Kahn v. Lynch Commc'n Sys., Inc., 638 A.2d 1110, 1114 (Del. 1994) (holding fiduciary 
duties attach to “a minority shareholder” exercising “actual control of corporation conduct.”) 

4.3 Basho Techs. Holdco B, LLC v. Georgetown Basho Inv'rs, LLC, No. CV 
11802-VCL, 2018 WL 3326693 (Del. Ch. July 6, 2018) 

This recent Delaware Chancery Case runs contra to the Fifth Circuit’s analysis of 

Delaware fiduciary law and gives perspective to the fiduciary role of blocking shareholders. 

Basho was an early-stage technology company. Georgetown invested in Basho through 

preferred stock financings and obtained blocking rights that enabled it to control Basho’s access 

to capital. “[T]he blocking rights gave Georgetown effective control over the Company when the 

Company was on the verge of running out of money.” Id. at *1. Using this blocking right, it 

forced Basho into new financing that was highly favorable to Georgetown and unfair to Basho 
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and its other investors. This new financing gave Georgetown hard control whereby it engaged in 

self-dealing transactions and forced Basho eventually into a receivership and liquidation.  

Extensively reviewing Delaware law, the court identified a number of sources of 

influence that can contribute to a finding of actual control: 

(i) relationships with particular directors that compromise their disinterestedness 
or independence,  
(ii) relationships with key managers or advisors who play a critical role in 
presenting options, providing information, and making recommendations,  
(iii) the exercise of contractual rights to channel the corporation into a particular 
outcome by blocking or restricting other paths,  
(iv) the existence of commercial relationships that provide the defendant with 
leverage over the corporation, such as status as a key customer or supplier. 
(v) ownership of a significant equity stake (albeit less than a majority), 
(vi) the right to designate directors (albeit less than a majority), 
(vii) decisional rules in governing documents that enhance the power of a 
minority stockholder or board-level position, and 
(viii) the ability to exercise outsized influence in the board room, such as through 
high-status roles like CEO, Chairman, or founder. 

Id. at *26-27. The court found “lending relationships” to be “particularly potent sources 

of influence . . .” “Invariably, the facts and circumstances surrounding the particular transaction 

will loom large.” Id. at *28. 

Applying these factors, the court found Georgetown was a fiduciary that had breached its 

fiduciary duty related to the new financing and the self-dealing transactions. The finding 

regarding the new financing is particularly relevant because Georgetown was a minority 

shareholder with only minority board representation at the time of the new financing. “When 

cash is like oxygen, self-interested steps to choke off the air supply provide a strong indicator of 

control.” Id. at *29. 

The court recognized that where a breach of fiduciary duty exists “the powers of the 

Court of Chancery are very broad in fashioning equitable and monetary relief under the entire 

fairness standard as may be appropriate, including rescissory damages.” Id. at *43. 
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4.4 The Basho impact on Bankruptcy Blocking Rights 

Basho was not a bankruptcy blocking right case, but Basho was forced into liquidation 

because of Georgetown’s blocking rights. Basho investors sued for breach of fiduciary duty after 

its investment was completely destroyed by the rogue investor. The facts in Franchise Services 

were substantially similar to Basho, except that the Franchise Services Board acted proactively 

by filing bankruptcy to prevent Macquarie from destroying it. The Fifth Circuit endorsed the 

approach eventually taken by Basho and ruled against Franchise Services Board’s efforts to 

protect the corporation in bankruptcy from the rogue investor. But, was the Fifth Circuit’s result 

equitable and fair? 

The federal bankruptcy courts like the Delaware Chancery Court are courts of equity. The 

bankruptcy courts have very broad authority to fashion equitable relief to further the 

reorganizational purposes of the Bankruptcy Code. Bankruptcy courts are perfectly capable of 

reviewing corporate and company organizational documents and dissenting investor actions to 

determine whether the dissenting investor is acting for or against the company. The Fifth 

Circuit’s rule asks whether the investment was “bona fide” when made. But, the better rule is to 

ask whether the use of the blocking right is a corporate action or a rogue action at the time of its 

exercise.  

Basho and Franchise Services, as well as Intervention Energy, Lake Michigan

Pottawattamie Resort, and Lexington Hospitality, all recognize that lending relationships are 

particularly potent sources of influence. The bankruptcy decisions listed here, including 

Franchise Services, all recognize that a lender cannot directly or indirectly block a corporation’s 

bankruptcy filing. This is because the abuse is readily apparent when a lender is involved 

because the lender is presumed to be acting in self-interest. But, should the rule be any different 

for an investor? Why should a self-interested investor be treated any differently than a self-
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interested lender? Should not all constituents in a corporate enterprise be obligated to act as 

fiduciaries and forego self-interestedness for the corporate good? Those espousing director 

primacy theories will recognize that a non-fiduciary cannot act for the company and that the 

corporate fiduciaries should be tasked with absolute discretion to determine whether to file a 

bankruptcy petition. Those espousing shareholder primacy theories may be more readily willing 

to allow shareholders to block bankruptcy petitions despite the shareholder’s self-interested 

actions defeating the corporate good and impairing creditors and other investors.  

Many questions remain open regarding bankruptcy blocking rights. Ultimately, these 

fights will be between a party’s self-interestedness and the collective nature of corporations and 

the Bankruptcy Code. “[T]he Bankruptcy Code aims, in the main, to secure equal distribution 

among creditors.” Howard Delivery Service, Inc. v. Zurich American Ins. Co., 547 U.S. 651, 667 

(2006) (citing Kothe v. R.C. Taylor Trust, 280 U.S. 224, 227 (1930); Kuehner v. Irving Trust Co., 

299 U.S. 445, 451 (1937)). Will bankruptcy blocking rights defeat this main public policy of 

bankruptcy? The courts will be forced to decide and create a workable framework for addressing 

bankruptcy blocking rights.  
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