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Dear Reader,

In our First Quarter Review, we focused exclusively on two hot topics we covered early 
in the year – our series on the ABI Commission’s report on bankruptcy law reform and 
our “Drilling Down” series, which explores the issues that can arise in the restructuring 
of companies in the oil and gas industry. For our Mid-Year Review, we are focusing on 
the other topics that caught our attention in the first half of 2015.

We continue to see cases address issues that affect debt securities, both in and out of 
bankruptcy. Our Mid-Year Review discusses the consequences of Chesapeake Energy’s 
unsuccessful attempt to declare a mulligan on its bond redemption, the LSTA’s advisory 
on “disqualified institutions,” the Delaware bankruptcy court’s EFIH make whole decision, 
the appeals from Judge Drain’s Momentive rulings, and a ruling by the Fifth Circuit 
subordinating claims against a debtor under guarantees of securities issued by an 
affiliate of the debtor.

We follow that with some entries that discuss issues specific to secured claims, including 
what is required for an attorney’s charging lien. That entry pairs nicely with the one that 
addresses the situation in which a creditor’s overly broad description rendered its security 
interest invalid. On more bankruptcy-focused issues, we have a case in which the bankruptcy 
court refused to allow the debtor to use a lender’s cash collateral to pay the debtor’s 
professionals, a Fifth Circuit decision addressing the interplay between sections 363(k) 
and 1111(b) of the Bankruptcy Code, and a chapter 7 case in which the Seventh Circuit 
enforced a bar date against a secured creditor. Not to be forgotten, of course, is the 
SCOTUS decision in Caulkett, another chapter 7 case, dealing with lien-stripping.

Claims – and specifically releases of claims – always generate decisions, and we include 
here entries that discuss a decision by the Second Circuit rejecting attempts by a class 
representative to object to a debtor’s plan and opt out of releases in the plan, an Eleventh 
Circuit decision upholding nonconsensual third party releases, and a decision in the S.D. 
Tex. where the bankruptcy court had to consider whether it had the authority to order a 
non-debtor to dismiss a state court lawsuit against a third party.

Of course, we are always on the lookout for confirmation issues, and the first half of the 
year did not disappoint us, even if various debtors ended up disappointed. We saw a 
debtor’s attempt to use cramdown fail, SCOTUS rejecting a debtor’s attempt to appeal 
from an order denying confirmation because it was not a final order, and the Third 
Circuit refusing to permit a debtor to “clarify” (instead of “modify” under section 1127) a 
plan post-confirmation.

West Electronics reared its ugly head in a decision involving trademark licensing rights, and 
we also had a number of decisions that focused on leases. How to apply section 502(b)(6) to 
cap a landlord’s rejection claims, for example, is always a thorny issue. Moreover, whether a 
rejection is a breach or a termination may sound like an academic issue, but in the Overseas 
Shipholding case, the resolution of that issue made a difference.

We have two entries that focus on the automatic stay and where claims should be 
litigated, including the continuing debate on the effectiveness of a prepetition lien 
waiver. (And we challenge you to find another blawg that quotes V for Vendetta and 
Holes, particularly in the same section.)

Debra Dandeneau 
Founding Editor

Stephen Youngman 
Editor

Ronit Berkovich 
Editor
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We also saw two significant decisions on professional fees in bankruptcy, including one 
from SCOTUS in which the Supreme Court held that professionals could not (at least 
absent contractual rights) receive compensation for defending their fee applications. On 
other litigation fronts, we have an entry that discusses a case that demonstrates some 
of the concerns that arise when a former bankruptcy judge is appointed as a mediator 
and another that addresses the enforceability of a mediation term sheet when one party 
to a purported settlement changes its mind. We also deconstruct a Sixth Circuit’s 
analysis of venue transfer and statute of limitations rules as applied to a case involving a 
lawsuit filed in North Carolina by a Virginia resident, which was subsequently transferred 
to Michigan. Got it? We can’t forget Stern, though, with an entry discussing what “de novo 
review” means in the Sixth Circuit and, of course, SCOTUS’s decision in Wellness, which 
may be the last time we hear about Stern issues in the Supreme Court for awhile.

It’s always good to add to our knowledge of risks and defenses in the avoidance action 
arena. An interesting issue we saw was whether a bankruptcy court could invalidate a 
prepetition lease termination as a fraudulent transfer or preference and whether 
securitized loan payments are protected by the 546(e) safe harbor. Surprisingly, the 
ghost of Deprizio made an appearance in the Ninth Circuit, which had to determine 
whether waiving a right to indemnification on a guaranty shielded an insider guarantor 
from preference liability. The Seventh Circuit (the actual home of Deprizio) had an 
avoidance issue of its own, when it considered whether a lender’s forbearance could be 
considered reasonably equivalent value.

As always, we conclude with our “Best of the Rest.” This time, we have entries on what 
excuses do (and do not work). Hint: You need to come up with something better than 
faulty subway directions or an effort to avoid overtime work. While we are on things that 
you cannot do, add to the list paying off petitioning creditors as a means of dismissing 
an involuntary petition. We discuss whether social media accounts are property of the 
estate, include entries from our “Breaking the Code” series on section 109(a) and filing a 
case for a foreign business, discuss the limits on objecting to a claim on the basis of 
incomplete documentation, and have another entry in our “Bitcoin Bankruptcy” series 
(also addressing section 109, but in the context of whether a U.S.-based Bitcoin 
exchange could be eligible for relief as a debtor under the Bankruptcy Code).

Enjoy catching up!

Weil Bankruptcy Blog Editors 
October, 2015
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Chesapeake Bond Redemption 
Case:  Ambiguity, Plain 
Meaning and Value 
Brian M. Wells 

Many readers likely are familiar with the basic tenants of 
contractual interpretation.  The key is to give effect to the 
intent of the parties.  Where contractual language has a 
plain meaning, that is the best indication of intent.  Where 
language is ambiguous, a court can examine extrinsic 
evidence (i.e., evidence outside the four corners of the 
agreement, such as evidence of negotiations) to determine 
the parties’ intent.  These are some of the more basic 
elements from the framework used by attorneys and 
judges in the pursuit of meaning.  The recent Chesapeake 
Energy Corporation decision from the United States 
Circuit Court for the Second Circuit1 illustrates that, 
though the basic interpretive framework appears 
straightforward, in application it can be complex, difficult, 
and contentious.  Depending on one’s perspective, this 
decision might serve as a cautionary tale – or a signpost 
for opportunity. 

A Latent Dispute:  Two Readings, One Text 

The dispute at issue revolved around $1.3 billion of 6.777% 
senior notes Chesapeake issued in 2012 and, more 
specifically, an unusual redemption provision in the bonds’ 
indenture.  The indenture generally provided that the 
issuer (Chesapeake) could not redeem the bonds unless it 
paid the holders a make-whole premium.  During a 
specified window near the beginning of the notes’ term, 
however, the issuer had the option to redeem the notes at 
a significantly cheaper price of par plus accrued interest 
(i.e., without a make-whole premium).  As will be 
described in more detail below, the issuer and the 
indenture trustee came to disagree on the precise 
contours of the window for early redemption at par. 

Two sentences in section 1.7(b) of the supplemental bond 
indenture established the window.  The pertinent 
language from the section provided follows: 

At any time from and including November 15, 
2012 to and including March 15, 2013 (the 

                                                             
1 Chesapeake Energy Corp. v. Bank of New York Mellon Trust 
Company, N.A., 773 F.3d 110 (2d Cir. 2014). 

“Special Early Redemption Period”), the Company, 
at its option, may redeem the Notes in whole or 
from time to time in part for a price equal to 100% 
of the principal amount of the Notes to be 
redeemed, plus accrued and unpaid interest on 
the Notes to be redeemed to the date of 
redemption . . . . 

The Company shall be permitted to exercise its 
option to redeem the Notes pursuant to this 
Section 1.7 so long as it gives the notice of 
redemption pursuant to Section 3.04 of the Base 
Indenture during the Special Early Redemption 
Period. 

Section 3.04 required notice of redemption to be mailed 
30-60 days before the redemption date.  The issuer 
contended that, so long as it provided notice of 
redemption within the Special Early Redemption Period, 
the actual redemption could occur outside the window 
within 30 to 60 days after the notice.  The issuer read the 
word “redeem” in the first sentence to mean “commence 
the process of redemption,” i.e., to provide notice of 
redemption.  Under this reading, March 15 would be the 
last day to provide notice of redemption, and May 15 
would be the last possible day to redeem the bonds at par.  
For readers who are visual learners, here is the concept: 

 

On the other hand, under the trustee’s reading, the issuer 
could only redeem the bonds at par by providing notice 
and completing redemption during the Special Early 
Redemption Period.  Given the requirement that notice 
precede redemption by 30 to 60 days, the trustee argued 
that the indenture created two staggered time periods – a 
3-month window to give notice (from November 15 
through February 15) and a 3-month window to redeem 
the bonds at par (from December 15 through March 15).  
Again, here is the concept in chart form: 
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The Catalyst 

On February 20, 2013, less than 30 days before the end of 
the Special Early Redemption Period, the issuer notified 
the indenture trustee of its intent to provide notice of a 
special early redemption on March 15.  The trustee and a 
bondholder, though, argued that the last day to give the 
minimum 30-day notice for redemption within the Special 
Early Redemption Period was February 15, or five days 
before the issuer’s communication.  The trustee thus 
refused to participate in a redemption at par on the basis 
that the time for a timely notice had passed.  In addition, 
noting that the indenture provided that any notice to 
redeem would be irrevocable, the trustee informed the 
issuer that if it issued an untimely notice it would be 
deemed an irrevocable notice to redeem at the make-
whole price. 

The issuer was thus left to choose between (1) risking 
payment of a $400 million make-whole premium by 
potentially issuing an untimely notice and (2) foregoing 
early redemption altogether and losing the benefit from 
refinancing in a favorable interest rate environment.  
Caught between a rock and a hard place, the issuer mailed 
a conditional notice of redemption and filed a declaratory 
judgment action with the United States District Court for 
the Southern District of New York seeking confirmation (1) 
that the deadline to notice a special early redemption was 
March 15, and, alternatively, (2) that if the conditional 
notice was not timely to redeem the bonds at par, then the 
notice would be null and void and would not bind the 
issuer to redeem the bonds. 

Judicious Interpretation 

The filing and notice were followed by several weeks of 
expedited discovery and trial over the meaning of the 
language in the indenture.  The district court issued a 93-

page opinion2 concluding that the unambiguous language 
of the bond indenture supported the issuer’s expansive-
window interpretation and that its conditional notice was 
timely to redeem the bonds at par.  In an alternative 
holding, the district court found that even if the indenture 
was ambiguous, extrinsic evidence of negotiations 
between the issuer and the bond underwriter (which, 
notably, had never been revealed to the indenture trustee 
or the holders that purchased the bonds) proved that the 
drafters’ intent was to create an expansive early 
redemption window. 

With the district court’s blessing, the issuer proceeded to 
redeem the bonds.  Meanwhile, the trustee appealed from 
the district court’s decision to the Second Circuit.  Months 
later, in a dramatic reversal, a panel for the Second Circuit 
concluded in a 2-1 decision3 that the bond indenture 
unambiguously supported the condensed-window 
interpretation, meaning that the issuer had not been 
entitled to redeem its already-redeemed bonds at par 
because it had failed to provide timely notice.  The 
majority remanded the case to the district court to 
determine whether the redemption notice for the already-
redeemed bonds should be deemed a notice to redeem at 
the make-whole price (an issue worth at least $400 
million). 

The dissenting judge also issued an opinion,4 which noted 
the conflicting interpretations of the district and circuit 
court judges and (on this and more technical interpretive 
grounds) concluded that the language was ambiguous, 
meaning that extrinsic evidence should have been 
consulted to determine intent.  Though the dissent did not 
create a binding precedent, it notably found that the 
district court had erred by focusing its inquiry on the 
undisclosed understanding between the bonds’ issuer and 
underwriter (the parties that had negotiated and drafted 
the indenture).  That evidence should have been ascribed 
only minimal weight, the dissenting judge instructed, and 
the district court should have instead focused more on 

                                                             
2 Chesapeake Energy Corp. v. Bank of New York Mellon Trust 
Co., N.A., 957 F. Supp. 2d 316 (S.D.N.Y. 2013). 
3 Chesapeake Energy Corp. v. Bank of New York Mellon Trust 
Company, N.A., 773 F.3d 110 (2d Cir. 2014). 
4 Chesapeake Energy Corp. v. Bank of New York Mellon Trust 
Company, N.A., 773 F.3d 110, 117 (2d Cir. 2014). 
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representations that had been made to the bonds’ 
purchasers. 

As of this blog post’s publication date, the case remains 
pending on the district court docket for a decision on 
whether the issuer must pay the make-whole.  The Wall 
Street Journal reported that a gray market had formed for 
rights to potential make-whole payments on the 
redeemed bonds, which were trading at a price between 
16 and 20 cents.  Meanwhile, on December 12, 2014, the 
issuer petitioned the Second Circuit for a rehearing, 
arguing that the majority had mistakenly ignored 
securities industry custom and practice when adopting the 
compressed timeline interpretation.  As always, this blog 
will keep readers posted on any significant decisions in the 
case. 

Observations and Takeaways 

There are a number of lessons to draw from the 
Chesapeake bond redemption decisions: 

 First, the opinions have much to say about the 
technical nuances of contractual interpretation.  One 
high-level point is that a great deal of legal wrangling 
can occur at the “plain meaning versus ambiguity” 
stage of textual analysis, without any regard for the 
true intentions of the drafters or parties in interest. 

 Second, contractual meaning is frequently in the eye 
of the beholder.  It is notable (though not surprising) 
that every party and judge involved in the case 
worked with the same interpretive framework and 
many of the same canons of construction.  Each 
interpretation – whether or not it carried the day – 
was supported with meticulous reasoning.  Yet 
different conclusions were reached for different 
reasons.  That is not unique to this case, and is 
important to remember. 

 Third, interpreters not only frequently reach different 
views on meaning, but their disagreement can be 
vehement.  Take, for example, the district court 
opinion, which concluded that the condensed-window 
interpretation “did violence” to another sentence in 
the indenture, was “at war” with the basic canons of 
construction, and was commercially unreasonable, 
tortured, and even incoherent.  Interpretation is the 
bread and butter of a legal professional, so when you 
step into this arena be ready for idiosyncrasies and 
strong feelings. 

 Fourth, and more generally, a strong view on 
meaning is frequently necessary, particularly when 
litigating – but not always.  One can be well served by 
taking counsel from someone who is able to step out 
from themselves to appreciate where the various 
interpretive tools and approaches leave room for 
play.  A skilled, dispassionate eye for detecting the 
contours of interpretive disputes can be invaluable 
when making document-driven decisions and when 
looking for value-add litigation opportunities.  As 
Chesapeake shows, a latent ambiguity uncovered at 
the wrong (or right) time can play out in a zero-sum 
game. 

 Fifth, Chesapeake shows what can happen when 
drafters do not keep the right audience in mind.  
Many attorneys take pride in their ability to cleverly 
resolve deal points with a functional, but convoluted, 
mechanic, and others are content to draft using 
words and provisions simply because everyone else 
at the negotiating table knows what they mean.  But 
when contractual language taken out of context and 
scrutinized by those from outside a particular 
industry (as is often the case in bankruptcies), that 
language has to stand on its own.  For that reason, 
drafting with absolute clarity and precision is 
essential. 

Barbarians at the Gate:   
Loan Syndications and 
Trading Association Issues 
Market Advisory Regarding 
Disqualified Institutions 
Provisions for Blacklisted 
Lenders 
David Griffiths 

The risks to distressed debt investors who purchase the 
debt of a borrower without being eligible to do so under 
applicable credit documents are not illusory.  Recent 
cases like Meridian Sunrise Village,5 illustrate why it is 

                                                             
5 See Ceci n’est pas une institution financière: Existential Crisis 
For Distressed Debt Focused Hedge Funds dated April 28, 2014 
on the Weil Bankruptcy Blog. 
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important for investors to review underlying credit 
documents before pulling the trigger on an investment. 

The Loan Syndications and Trading Association (LSTA) 
makes that job somewhat easier.  One of the LSTA’s core 
functions is standardizing loan documentation.  When 
parties to a loan have documented their transaction using 
the LSTA’s Model Credit Agreement Provisions (MCAPs), 
the outcome can be more predictable than for 
transactions documented on bespoke forms.  Moreover, 
such transactions are easier for potential lenders to 
review if they are familiar with MCAP provisions. 

The LSTA Recently Released Revised Model Credit 
Agreement Provisions (MCAPs) 

The LSTA released revised and expanded MCAPs last 
summer, which include the LSTA recommended approach 
to the treatment of entities blacklisted from taking a 
position in a borrower’s loan, referred to as the DQ 
Structure.  More recently, the LSTA issued a follow-up 
Market Advisory addressing modifications by market 
participants of the LSTA’s DQ Structure in recent credit 
transactions.  In short, the LSTA takes the position that 
the benefits of market certainty and predictability in using 
the established DQ Structure are undermined when this 
finely tuned structure is altered, potentially impacting 
secondary loan market participants and undermining 
overall loan market liquidity.  Examples of the types of 
modifications to the DQ Structure that affect the overall 
balance achieved in the MCAPs are provisions that allow a 
borrower to unilaterally void trades to parties on their DQ 
schedule (the MCAPs contemplate this, as described 
below, but do not void the trades), and provisions which 
prohibit loan obligations being used as reference 
obligations under credit default swaps or other derivative 
instruments entered into with parties on the DQ schedule. 

The MCAPs Include Expanded Provisions for 
Blacklisting Potential Lenders 

The DQ Structure is an important mechanism that allows 
borrowers to protect themselves from potentially 
predatory lenders, and from potential competitors, who 
could gain access to proprietary information belonging to 
a borrower by joining the borrower’s lending syndicate.  
The DQ Structure applies to both assignments and 
participations in a loan, thereby preventing lenders from 
structuring around it.  Borrowers can designate any party 
they want to appear on the DQ schedule up until closing of 

the loan, and the MCAPs also specifically contemplate 
borrowers including competitors on this list of disqualified 
institutions after the loan has closed.  The MCAPs do not 
define what a competitor is for any particular borrower, 
but leave this to be assessed by the parties on a case by 
case basis. 

Borrowers Blacklist Potential Competitors on a 
DQ Schedule to the Loan Agreement 

Under the LSTA’s DQ Structure, borrowers blacklist 
lenders by identifying them on the DQ schedule to the 
loan agreement.  Lenders are prohibited from assigning 
loans or enabling participations in the loans to entities on 
the DQ schedule prior to the date the credit agreement is 
entered into. 

The DQ Schedule Can Be Updated 

The DQ schedule is not a static one:  borrowers can 
update the list of disqualified institutions as and when 
needed to add competitors once the loan has closed, 
though not other lenders.  The MCAPs provide for a notice 
mechanism that ensures that the agent to the loan 
facility, lenders and prospective lenders in the loan facility 
receive notice of changes to the list of entities blacklisted 
from participating in a borrower’s loan through platforms 
like Debt Domain, Intralinks, or Syndtrak.  Agents are 
specifically authorized in the MCAPs to post the DQ 
schedule to the public side of the platform being used for 
the borrower’s loan. 

The ability for a borrower to update a DQ schedule is 
balanced by protections for potential lenders:  in the event 
a competitor is added to a DQ schedule after a loan 
agreement has been executed, a short waiting period is 
triggered before such a party becomes a disqualified 
lender, thereby allowing the change to the DQ schedule to 
be disseminated and assimilated by existing lenders and 
potential debt purchasers. 

Agent Bears No Responsibility for Loan 
Assignments to Ineligible Lenders 

The agent to a borrower’s loan facility bears no 
responsibility under the LSTA’s MCAPs for monitoring the 
DQ schedule, nor is an agent required to investigate 
whether any particular lender or potential participant in 
the facility is in fact eligible to hold the borrower’s debt.  
As a result of the agent not being liable in such a scenario, 
lenders are authorized under the applicable provisions to 
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provide the DQ schedule to potential debt purchasers, to 
support representations and warranties from these buyers 
that they are eligible to purchase the loan. 

Violation of the DQ Schedule 

If a borrower’s debt is purchased by an entity that has 
been disqualified, the LSTA’s approach in the MCAPs is to 
avoid market uncertainty, and the litigation that results 
from the transfer.  A trade to an ineligible lender is not 
invalidated under the LSTA’s DQ Structure.  Instead, 
borrowers have a number of options: 

 Prohibit the disqualified institution from accessing 
sensitive information:  a borrower can prohibit a 
blacklisted lender from attending or participating in 
lender meetings, can prevent disqualified lenders 
from receiving information provided to other lenders, 
or having access to the platform on which the loan is 
administered by the agent. 

 Controlling a disqualified institution’s ability to vote:  
for the purposes of consent to any amendment, 
waiver, modification or action under the loan 
documents, the MCAPs provide that each disqualified 
institution is deemed to have consented to such 
actions in the same proportion as the loan parties 
that are eligible lenders. 

 Specific restructuring provisions:  in the context of a 
vote on a plan of reorganization, disqualified 
institutions are deemed to agree in the MCAPs not to 
vote on any plans of reorganization.  In the event that 
a disqualified institution violates this provision and 
votes on a plan of reorganization, the MCAPs provide 
that their vote is not deemed to be in good faith, is 
designated pursuant to section 1126(e) of the 
Bankruptcy Code, and is not counted in determining 
whether a class has accepted or rejected the plan of 
reorganization in accordance with section 1126(c) of 
the Bankruptcy Code.  A disqualified institution 
further agrees not to contest any request by a party 
for relief from the Bankruptcy Court effectuating 
these provisions. 

 Terminate revolving loan commitments:  a borrower 
can terminate the revolving commitment of a 
disqualified institution, and repay all obligations of 
the borrower owing to that disqualified institution. 

 Purchase or prepay term loan commitments:  a 
borrower can purchase or prepay the term loans held 
by the blacklisted lender, by paying the lesser of the 
principal amount of the term loan held by that 
lender, the amount that the disqualified institution 
paid to acquire the term loan, and (at the parties’ 
option when entering into the loan agreement) the 
market price of the term loan. 

 Require assignment to eligible assignee:  a borrower 
can require a blacklisted entity to assign its piece to 
an eligible lender, at the lesser of the principal 
amount of the term loan held by that lender, the 
amount that the disqualified institution paid to 
acquire the term loan, and (at the parties’ option 
when entering into the loan agreement) the market 
price of the term loan. 

Don’t Mess With My Chi! 

The LSTA DQ Structure has been designed with balance in 
mind.  Balancing the yin of borrowers, with the yang of 
lenders, the LSTA’s recent Market Advisory makes it clear 
that messing with the chi of the MCAPs by modifying the 
finely tuned balance that has been reached in the DQ 
approach affects market liquidity.  If there’s one thing to 
take away from the LSTA’s Market Advisory, it’s that 
parties should avoid deviating from the MCAPs if possible, 
or risk impacting secondary loan market participants and 
undermining overall loan market liquidity. 

What the Future Holds for 
Make-Whole Claims in 
Bankruptcy:  Examining the 
Energy Future Holdings EFIH 
First Lien Make-Whole 
Decision – Part 1 
Jessica Liou 

Two recent decisions from large and highly contested 
chapter 11 cases add to the developing body of case law 
on the treatment of make-whole claims in bankruptcy.  
First, in a two-part post, we discuss the United States 
Bankruptcy Court for the District of Delaware’s decision in 
Energy Future Holdings,6 and later, in a follow-up post, we 

                                                             
6 527 B.R. 178 (Bankr. D. Del. 2015). 
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discuss the United States District Court for the Southern 
District of New York’s affirmation of the United States 
Bankruptcy Court for the Southern District of New York’s 
make-whole rulings in Momentive.7 

On March 26, 2015, in a highly anticipated decision, Judge 
Sontchi of the Delaware bankruptcy court issued an 
opinion resolving cross-motions for summary judgment 
filed by the EFIH Debtors and the Trustee for the EFIH 
First Lien Notes, granting summary judgment in part for 
the EFIH Debtors and denying summary judgment 
altogether for the Trustee.  Among other things, the 
bankruptcy court held that (i) the EFIH First Lien 
Noteholders were not entitled to a make-whole or other 
damages claim when the debt automatically accelerated 
upon a bankruptcy filing; (ii) the EFIH Debtors did not file 
for bankruptcy to default intentionally and avoid paying a 
make-whole on the EFIH First Lien Notes; (iii) if the 
automatic stay were lifted, the Trustee for the EFIH First 
Lien Notes could decelerate the Notes and the non-
settling Noteholders would then be entitled to a make-
whole; and (iv) a genuine issue of material fact existed as 
to whether the Trustee could establish cause to lift the 
automatic stay retroactively to decelerate the Notes. 

In this first post, we focus on the bankruptcy court’s 
analysis of the contractual interpretation issues relevant 
to a make-whole analysis.  In our second post, we examine 
the bankruptcy court’s discussion of the automatic stay 
issues raised by the parties in connection with the make-
whole litigation. 

The Procedural History 

Shortly after filing for bankruptcy, the EFIH Debtors 
sought bankruptcy court approval of a debtor-in-
possession loan, the proceeds of which the EFIH Debtors 
would use to pay down the principal and interest on their 
prepetition 10% First Lien Notes due 2020 and to settle at 
a discount certain of the Noteholders’ claims for a make-
whole premium. 

Before the EFIH Debtors obtained bankruptcy court 
approval of the DIP loan, the Trustee filed an adversary 
complaint in which it alleged the Noteholders were 

                                                             
7 See our previous post on the Southern District of New York 
bankruptcy court’s Momentive decision, Momentive Plan 
Confirmation Affirmed: Subordination Dispute dated May 28, 
2015 on the Weil Bankruptcy Blog. 

entitled to a secured claim for “Applicable Premium” 
(otherwise known as the make-whole premium) for one or 
more of the following reasons:  (i) the EFIH Debtors’ 
repayment of the Notes would trigger the Optional 
Redemption Clause in the EFIH First Lien Notes’ Indenture 
that requires payment of the Applicable Premium, (ii) the 
EFIH Debtors intentionally defaulted on the Notes by filing 
for bankruptcy to avoid paying the Applicable Premium, or 
(iii) the repayment would be a breach of the Noteholders’ 
right to rescind the automatic acceleration of the Notes.  
Further, the Trustee alleged that if the Noteholders were 
not entitled to a secured claim for the “Applicable 
Premium,” they would otherwise be entitled to unsecured 
claims for (i) the breach of a purported “no call” covenant 
in the Indenture, (ii) the violation of the perfect tender in 
time rule, and (iii) the breach of the Trustee’s absolute 
right to rescind the acceleration. 

Contemporaneously with the filing of its complaint, the 
Trustee filed a motion seeking a declaration that it could 
decelerate the Notes without violating the automatic stay 
(the “Lift Stay Motion”).  On June 4, 2014, the Trustee 
issued to the EFIH Debtors a notice purporting to exercise 
the Trustee’s right to decelerate the Notes under the 
Indenture. 

On June 6, 2014, the bankruptcy court approved the DIP 
loan over the Trustee’s objection and the EFIH Debtors’ 
use of the DIP proceeds to repay the outstanding principal 
and interest on the Notes and the make-whole settlement.  
The DIP loan was funded on June 19, 2014.  The 
Noteholders who refused the EFIH Debtors’ make-whole 
settlement offer continued to pursue their make-whole 
claims, worth approximately $431 million, in the 
adversary proceeding. 

The bankruptcy court bifurcated the adversary proceeding 
into two phases.  In Phase 1, the bankruptcy court would 
determine whether (i) the EFIH Debtors were liable for any 
claims under applicable law, including for the make-
whole, damages under a breach of the no-call covenant or 
a breach of the Trustee’s right to decelerate, or otherwise 
and (ii) whether the EFIH Debtors intentionally defaulted 
to avoid paying the make-whole or other damages.  Except 
for the Trustee’s intentional default claim, the bankruptcy 
court would assume for purposes of Phase 1 that the EFIH 
Debtors were solvent and able to pay all allowed 
creditors’ claims in full.  In Phase 2, which has yet to 
occur, the bankruptcy court will determine (i) whether the 
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EFIH Debtors are insolvent, and whether insolvency 
affects or limits the amount of any make-whole claim 
allowed and (ii) the amount of the allowed make-whole 
claim. 

The Summary Judgment Opinion 

The Indenture’s Plain Language Did Not Provide for a 
Make-Whole Upon a Bankruptcy Acceleration 

To determine whether the Noteholders were entitled to a 
make-whole claim, the bankruptcy court analyzed the 
applicable debt document:  the Indenture, which was 
governed by New York law.  The bankruptcy court’s 
analysis focused on a few key provisions: 

 Section 3.07 – Optional Redemption Clause:  “At any 
time prior to December 1, 2015, the Issuer may 
redeem all or a part of the Notes at a redemption 
price equal to 100% of the principal amount of the 
Notes redeemed plus the Applicable Premium as of, 
and accrued and unpaid interest to, the date of 
redemption….” 

 Section 6.02, Par. 2 – Automatic Acceleration Clause:  
“[I]n the case of an Event of Default arising under 
clause (6) or (7) of Section 6.01(a) hereof [including 
EFIH’s bankruptcy filing], all outstanding Notes shall 
be due and payable immediately without further 
action or notice.” 

 Section 6.02, Par. 3 – Rescission Clause:  “The 
Holders of at least a majority in aggregate principal 
amount of the Notes by written notice to the Trustee 
may on behalf of all the Holders waive any existing 
Default and its consequences under the Indenture 
except a continuing Default in the payment of 
interest on, premium, if any, or the principal of any 
Note (held by a non consenting Holder) and rescind 
any acceleration with respect to the Notes and its 
consequences (so long as such rescission would not 
conflict with any judgment of a court of competent 
jurisdiction).” 

Reviewing the key provisions and the Indenture as a 
whole, the bankruptcy court concluded the Indenture was 
unambiguous and did not require payment of the 
“Applicable Premium” upon an automatic acceleration of 
the Notes due to a bankruptcy filing.  The Automatic 
Acceleration Clause in section 6.02 did not refer explicitly 
to the payment of an “Applicable Premium,” nor did it 

incorporate the Optional Redemption Clause found in 
section 3.07, the only provision throughout the Indenture 
that referred to the concept of an “Applicable Premium.”  
New York law is clear that, absent explicit language 
entitling a party to payment of a make-whole upon 
acceleration, the make-whole would not be owed. 

The bankruptcy court noted that the Indenture was 
negotiated at arm’s-length between sophisticated parties 
who were represented by counsel, and if those parties had 
intended for a make-whole upon automatic acceleration, 
they could have easily bargained for language that would 
have clearly entitled them to it – as other parties have 
done in other cases.  In further support of its view, the 
bankruptcy court compared the language in the Automatic 
Acceleration Clause against substantially similar 
language in other cases where courts found no make-
whole payable upon a bankruptcy acceleration, including 
cases such as Calpine, Premier, Momentive and Solutia. 

Moreover, the bankruptcy court disagreed with the 
Trustee that the Optional Redemption Clause in section 
3.07 acted as a wholesale bar to any repayment prior to 
December 1, 2015.  It also disagreed with the Trustee that 
because the Optional Redemption Clause did not disclaim 
the effect of the Automatic Acceleration Clause in section 
6.02, the Optional Redemption Clause would control upon 
a bankruptcy filing.  To the contrary, the bankruptcy court 
concluded that the Indenture treated a voluntary 
redemption under the Optional Redemption Clause as an 
event separate and apart from an automatic acceleration.  
The EFIH Debtors were required to follow specific 
procedures and a notice process to initiate a voluntary 
redemption, whereas an automatic acceleration required 
“no further action or notice.”  Additionally, other provisions 
in the Indenture listed “redemption” and “acceleration” as 
standalone concepts in provisions governing when an 
event of default is determined to have occurred and when 
payments on principal, premium and interest would be 
due.  Lastly, the bankruptcy court cited to a number of 
decisions where courts concluded that debt repaid after it 
matured upon an automatic acceleration could not have 
been “prepaid” in a voluntary redemption.  Because the 
Notes were repaid by the EFIH Debtors after they had 
already accelerated upon the bankruptcy filing, the 
bankruptcy court found the Notes could not have been 
redeemed “early” by the EFIH Debtors pursuant to the 
Optional Redemption Clause. 
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The Bankruptcy Filing Was Not an Intentional Default 

The bankruptcy court also disagreed with the Trustee’s 
allegation that the EFIH Debtors filed for bankruptcy 
seeking to automatically accelerate their debt to avoid 
paying the make-whole.  As an initial matter, the 
bankruptcy court noted that the Indenture contained no 
language entitling the Noteholders to a make-whole if the 
EFIH Debtors intentionally defaulted on the debt.  Even 
viewing all the factual inferences in the light most 
favorable to the Trustee, the Trustee failed to present 
evidence sufficient to create a genuine issue of material 
fact that the EFIH Debtors filed for bankruptcy because of 
any reason other than they were running out of cash.  
Accordingly, the bankruptcy court granted summary 
judgment in favor of the EFIH Debtors on this issue. 

The Trustee Had No Claim for (i) Breach of a No-Call, (ii) 
Violation of the “Perfect Tender” Rule, or (iii) the Breach of 
the Right to Waive a Default and Decelerate the Notes 

The bankruptcy court quickly disposed of the Trustee’s 
allegation that it was owed an unsecured claim for the 
EFIH Debtors’ breach of a no-call covenant in the 
Indenture.  Citing the Momentive decision which dealt with 
a “nearly identical provision,” the bankruptcy court noted 
that, like Momentive, the language of section 3.07 was 
insufficient to imply a no-call covenant.  The prohibition on 
repayment prior to December 1, 2015 found in section 
3.07 was merely “an introduction or framing device” for 
the voluntary redemption provisions found in the 
Indenture and not an overall bar to repayment prior to a 
date certain. 

The bankruptcy court similarly rejected the Trustee’s 
alleged unsecured claim for the EFIH Debtors’ violation of 
the “perfect tender” rule, a New York common law rule 
prohibiting a borrower from repaying its obligation prior to 
the stated maturity date in the absence of explicit 
permission to do so.  Again citing to Judge Drain’s 
analysis in Momentive, Judge Sontchi observed that, like 
in Momentive, the Automatic Acceleration Clause here 
directly modified the default “perfect tender” rule, 
because it explicitly made the outstanding debt due and 
payable immediately upon a bankruptcy filing, thus 
permitting the EFIH Debtors to repay the matured debt 
anytime thereafter. 

Finally, the bankruptcy court rejected the Trustee’s 
argument it was entitled to damages for a breach of its 

right to rescind acceleration under the Indenture.  Section 
506(b) of the Bankruptcy Code only permits oversecured 
creditors secured claims for “reasonable fees, costs, or 
charges” that are “provided for under the 
agreement…under which such claim arose.”  The 
bankruptcy court could find no provisions within the 
Indenture that provided for any fee, cost, or charge for the 
Trustee’s inability to exercise its rescission right.  
Accordingly, the bankruptcy court determined the 
Trustee’s damages claim should not be allowed. 

Conclusion 

Judge Sontchi’s opinion on the contractual interpretation 
issues implicated by a make-whole analysis closely 
follows Judge Drain’s opinion in Momentive and, in this 
regard, holds few surprises.  Other courts have also 
reiterated that clear, explicit language is required for a 
creditor to successfully assert a make-whole claim, and 
the courts’ collective decisions provide growing guidance 
on the contours of what constitutes clear, explicit 
language. 

More interesting to us, however, is Judge Sontchi’s 
discussion of whether the automatic stay should be lifted 
retroactively to allow the Trustee to decelerate the Notes 
and collect on the make-whole.  The bankruptcy court 
observed that if the automatic stay were lifted 
retroactively, the EFIH Debtors’ repayment of the Notes 
would have constituted an Optional Redemption entitling 
the non-settling Noteholders to a make-whole.  The 
bankruptcy court, however, stopped short of holding 
cause existed to lift the automatic stay, concluding that a 
genuine issue of material fact existed as to whether the 
Trustee could establish cause, leaving the issue 
unresolved pending a trial.  In our second post in this two-
part series, we discuss in further detail the bankruptcy 
court’s opinion and the subsequent trial and briefing on 
the automatic stay issues – stay tuned! 
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What the Future Holds for 
Make-Whole Claims in 
Bankruptcy:  Examining the 
Energy Future Holdings EFIH 
First Lien Make-Whole 
Decision – Part 2 
Jessica Liou 

Today, we follow up on our earlier post8 where we 
reviewed the United States Bankruptcy Court for the 
District of Delaware’s decision in Energy Future Holdings,9 
focusing on the contractual interpretation issues 
implicated in a make-whole analysis.  As promised, 
today’s post focuses on the automatic stay issues raised 
in the bankruptcy court’s decision.  The bankruptcy court 
held that (i) if the automatic stay were lifted, the Trustee 
for the EFIH First Lien Notes could decelerate the EFIH 
First Lien Notes and the non-settling Noteholders would 
then be entitled to a make-whole and (ii) a genuine issue 
of material fact existed as to whether the Trustee could 
establish cause to lift the automatic stay retroactively to 
decelerate the Notes.  

The Summary Judgment Opinion 

The Trustee’s Qualified Right to Rescind the Acceleration 
Was Barred by the Automatic Stay 

The Trustee alleged that it had an “absolute” right under 
the Indenture to rescind the acceleration of the Notes and 
was entitled to a secured claim as compensation for its 
inability to exercise this right.  Reserving the damages 
issue for the latter part of its opinion, the bankruptcy court 
disagreed that the right was absolute.  Section 6.02 of the 
Indenture provided that the Trustee could waive any 
default and rescind any acceleration “so long as [the] 
rescission would not conflict with any judgment of a court 
of competent jurisdiction.”  As an initial matter, the 
bankruptcy court agreed with the Trustee that the 
Trustee’s right to rescission was not barred under that 
provision as a result of the imposition of the automatic 

                                                             
8 See What the Future Holds for Make-Whole Claims in 
Bankruptcy: Examining the Energy Future Holdings EFIH First 
Lien Make-Whole Decision – Part 1 dated May 12, 2015 on the 
Weil Bankruptcy Blog. 
9 527 B.R. 178 (Bankr. D. Del. 2015). 

stay because, contrary to the EFIH Debtors’ argument, the 
automatic stay was not a “judgment of a court of 
competent jurisdiction” but a statutorily imposed 
protection. 

On the other hand, the Trustee’s issuance of a rescission 
notice on June 4, 2014, was barred by the automatic stay.  
Consistent with courts in other cases such as 
Momentive,10 AMR Corp.,11 and Solutia,12 the bankruptcy 
court found here that the Trustee’s issuance of a notice of 
rescission was an act to collect, assess or recover on a 
claim in violation of section 362(a)(6) of the Bankruptcy 
Code. 

Interestingly, the bankruptcy court noted that, if the 
Trustee was able to lift the automatic stay retroactively to 
a date before the Notes were repaid on June 19, 2014 in 
the bankruptcy, the Trustee could give effect to its notice 
of rescission and thereby waive the default and decelerate 
the Notes.  Under those circumstances, the bankruptcy 
court held that the non-settling Noteholders would be 
entitled to the “Applicable Premium” or make-whole, 
because the EFIH Debtors’ repayment of the Notes with 
the DIP loan proceeds after the rescission notice was 
issued would have constituted an “Optional Redemption.”  
Section 3.07 of the Indenture included an “Optional 
Redemption” that required any redemption of the Notes 
pursuant to that section before December 1, 2015, to 
include payment of principal, accrued interest and the 
make-whole. 

A Genuine Issue of Material Fact Exists as to Whether the 
Automatic Stay Should Be Lifted 

Whether cause existed to lift the automatic stay nunc pro 
tunc to a date before the Optional Redemption, however, 
was another issue and one that raised a genuine issue of 
material fact for the bankruptcy court.  A determination of 
cause required the bankruptcy court to examine the 
“totality of the circumstances” and apply a three-factor 
balancing test:  (i) whether any great prejudice to either 
the debtor or the estate would result from lifting the stay, 
(ii) whether the hardship to the non-debtor party in 

                                                             
10 In re MPM Silicones, LLC, No. 14-22503-rdd, 2014 WL 
4436335, at *19 (Bankr. S.D.N.Y. Sept. 9, 2014). 
11 In re AMR Corp., 485 B.R. 279, 294 (Bankr. S.D.N.Y. 2013), aff’d 
730 F.3d 88 (2d Cir. 2013). 
12 In re Solutia, 379 B.R. 473, 485 (Bankr. S.D.N.Y. 2007). 
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maintaining the stay would “considerably outweigh” the 
hardship to the debtor, and (iii) the probability that the 
creditor would prevail on the merits of any litigation.  The 
Trustee alleged that cause existed because the EFIH 
Debtors were presumed to be solvent and that holding the 
EFIH Debtors to the terms of the Indenture would do no 
harm to a solvent estate.  The bankruptcy court disagreed, 
holding that a presumption of solvency alone would not be 
sufficient to resolve the cause question.  It denied 
summary judgment in favor of either party on this issue, 
paving the way for a trial to determine the issue of 
whether cause exists. 

The Lift Stay Litigation 

To lift the automatic stay in the Third Circuit, the 
bankruptcy court must ultimately find that the harm to 
the Noteholders from maintaining the automatic stay 
“considerably outweighs” the harm to the EFIH Debtors 
from lifting the automatic stay.  The bankruptcy court 
presided over a three-day trial on the issue of “cause,” 
which ended on April 22, 2015.  Last week, the parties 
filed their post-trial briefs defending their respective 
positions, the main points of which are summarized below. 

Whether Lifting the Stay Results in Any Great Prejudice to 
the EFIH Debtors or Their Estates 

The Noteholders argue that the EFIH Debtors’ estates will 
not be greatly prejudiced by lifting the automatic stay.  
First, as holding companies, the EFIH Debtors have no 
physical operations, employees or customers that will be 
harmed by the allowance of an additional $431 million of 
make-whole claims.  Second, the EFIH Debtors’ assets 
will not be harmed because EFIH will continue to maintain 
its interest in its primary asset, the equity of its subsidiary, 
Oncor, and the value of that equity interest is not 
otherwise impacted by lifting the stay.  Third, the EFIH 
Debtors’ creditors will not be harmed because the EFIH 
Debtors are presumed to be solvent and will continue to 
be able to pay all their creditors in full even after the 
make-whole claim is allowed. 

In opposition, the EFIH Debtors assert that they will suffer 
great harm from lifting the automatic stay because every 
penny of the $431 million in make-whole claim allowed 
will reduce the recovery of another stakeholder, including 
the EIFH Debtors’ equityholders.  Moreover, allowing the 
Noteholders to lift the automatic stay has broader 
implications.  Other similarly situated creditors, like the 

EFIH Second Lien Noteholders and PIK Noteholders, 
would likely follow suit, seeking to lift the stay and collect 
on their make-wholes.  In the aggregate, the EFIH Debtors’ 
estates could see approximately $900 million in additional 
claims. 

The Noteholders in turn argue that, contrary to the EFIH 
Debtors’ assertions, requiring a solvent debtor to satisfy 
the claims of its creditors before paying a dividend to 
shareholders does not constitute a great prejudice.  They 
argue that the interests of shareholders become 
subordinated to the interests of creditors in bankruptcy; 
that the absolute priority rule mandates that creditors 
must be paid in full before value is distributed to equity.  
The Noteholders also cite to other instances in bankruptcy 
where courts have determined there was no great 
prejudice in lifting the stay against solvent debtors and 
assert that the bankruptcy law limitations on a creditor 
enforcing its state-law rights, which may be necessary to 
protect other creditors in an insolvent case, need no 
longer apply in a solvent debtor case where all creditors’ 
claims will be satisfied.  Lastly, the Noteholders 
distinguish the impact of lifting the stay with respect to 
the EFIH First Lien Notes on the EFIH Second Lien or PIK 
Notes, arguing that the other noteholders have not yet 
filed motions to lift the automatic stay and not all the 
noteholders will have been or will be repaid in such a way 
that triggers their respective make-whole premiums. 

Whether Maintaining the Stay Results in Harm to the 
Noteholders That Considerably Outweighs the Hardship to 
the EFIH Debtors 

The Noteholders argue that, for several reasons, 
considerable harm is imposed on them as a result of 
maintaining the stay.  First, the approximately $431 
million economic hit to the Noteholders represents about 
20% of their principal investment, whereas it represents 
only about 5% of the EFIH Debtors’ total outstanding debt.  
Second, the make-whole was a critical part of the rights 
bargained for by the Noteholders to protect them from the 
potential loss of yield due to early repayment of the debt.  
If the EFIH Debtors paid the Noteholders the 10% interest 
the Noteholders bargained for under the Indenture, the 
Noteholders would have earned payments of about $454 
million through December 1, 2015.  According to the 
Noteholders, due to the low interest rate environment, 
had they reinvested their repaid $2.3 billion in funds into 
comparable bonds yielding 1.74%, it would have led to an 
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actual economic loss of approximately $396 million.  The 
Noteholders argue that allowing them to exercise their 
right to rescind acceleration under the Indenture would 
allow them to protect against these actual losses. 

On the other hand, the EFIH Debtors counter that the 
harm to the Noteholders and the harm to the EFIH 
Debtors are equal in dollar amount:  $431 million.  As for 
the percentage harm to the individual Noteholders as 
compared against the percentage harm to the EFIH 
Debtors, the EFIH Debtors highlight that the lost premium 
represented in some cases .5% or .25% of the individual 
Noteholders’ assets under management.  From the EFIH 
Debtors’ perspective, if the bankruptcy court were to look 
at “arbitrary percentages” at all in considering harm, then 
it should determine based upon these percentages that 
the harm to the EFIH Debtors considerably outweighs the 
harm to the Noteholders.  The Debtors further argue that 
the Noteholders were not able to demonstrate that they 
had any reasonable expectation that they would still be 
entitled to a make-whole claim after automatic 
acceleration upon a bankruptcy filing. 

Probability That the Noteholders Would Prevail on the 
Litigation 

Lastly, the EFIH Debtors argue that the Noteholders 
cannot succeed on the third prong of the lift-stay analysis 
because the Bankruptcy Code itself automatically 
accelerated the Noteholders’ debt by operation of law, 
thus precluding the Trustee from contractually 
decelerating the debt in an attempt to increase the 
Noteholders’ claim size.  In the words of the EFIH Debtors, 
the Noteholders’ rescission attempts amount to a 
reinstatement of debt, which is only permitted under 
section 1124(2)(B) of the Bankruptcy Code.  Section 
1124(2)(B) provides that claims are impaired unless a plan 
of reorganization “reinstates the maturity of such claim or 
interest as such maturity existed before such default.”  
Because the Noteholders are not seeking reinstatement 
pursuant to a plan, they should be barred from 
effectuating the same result through lifting the automatic 
stay. 

In contrast, the Noteholders argue that the third factor 
clearly favors them.  They assert that the law of the case 
is that the Noteholders have the right to rescind 
acceleration of the Notes and that, upon rescission, the 
make-whole claim would be owed.  In support, they point 
to the bankruptcy court’s explicit language in the 

summary judgment opinion summarized above.  
Furthermore, the Noteholders disagree that acceleration 
by operation of the Bankruptcy Code precludes their 
ability to seek a make-whole claim.  They argue that 
acceleration by operation of law does not make the Notes 
immediately due and payable.  In fact, the definition of 
“claim” in the Bankruptcy Code, which includes any right 
to payment whether or not such right is matured or 
unmatured, and section 502(b) of the Bankruptcy Code, 
which permits a creditors’ proof of claim to be allowed 
even if such claim is unmatured, both demonstrate that 
the Bankruptcy Code does not contemplate that the 
maturity date of all debts will automatically advance to 
the petition date upon a bankruptcy filing.  Instead, the 
Noteholders explain that acceleration of debt by operation 
of law merely permits a creditor to file a proof claim for its 
full debt, even if the debt is unmatured. 

Conclusion 

Unlike prior cases where courts have denied a creditor the 
ability to lift the automatic stay to decelerate 
contractually accelerated debt, here, the EFIH Debtors 
were presumed to be solvent – a fact that could influence 
the bankruptcy court’s finding as to “cause”.  Whether the 
unique facts of this case will ultimately tip the scales in 
favor of the bankruptcy court lifting the automatic stay, 
however, remains to be seen.  The bankruptcy court’s 
opinion did not resolve the issue of whether cause exists 
to lift the stay on summary judgment and a subsequent 
three-day trial and further pre- and post-trial briefing on 
the issue concluded with Judge Sontchi taking the matter 
under advisement with no clear indication of when he 
would hand down a decision.  If Judge Sontchi finds cause 
exists to lift the automatic stay, the EFIH Second Lien 
Noteholders whose claims have also been repaid in 
chapter 11 will almost certainly rely on the ruling to seek 
payment of their make-whole claims.  Such a ruling 
undoubtedly would also be used as leverage by other 
noteholders, whether repaid or not, throughout the EFIH 
capital structure in pursuit of their make-whole claims 
and it would have larger implications for other chapter 11 
cases with solvent debtors.  As such, we eagerly await 
Judge Sontchi’s decision on the lift stay litigation and will 
be sure to update you when it is issued. 
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Momentive Plan Confirmation 
Affirmed:  Subordination 
Dispute 
David Griffiths and Brian M. Wells 

Judge Vincent Bricetti of the United States District Court 
for the Southern District of New York issued a ruling in the 
Momentive Performance Materials13 cases affirming the 
Bankruptcy Court’s confirmation rulings on Monday, May 
4.  Key themes raised in this case of interest to distressed 
investors and addressed in Judge Bricetti’s ruling include 
the appropriate interpretation of certain indenture 
subordination provisions, an affirmation of the “Till” 
approach to cramdown interest rates in the Second 
Circuit, and a reminder that the ability to receive a make 
whole based on automatic acceleration requires explicit 
language in the applicable indenture. 

Subordination Dispute 

The Momentive plan of reorganization confirmed by Judge 
Drain in September 2014 provided for no recovery for 
certain holders of subordinated notes.  The indenture 
trustee for the subordinated noteholders appealed 
confirmation of Momentive’s plan, arguing (among other 
things) that the plan was not fair and equitable under the 
Bankruptcy Code to the subordinated noteholders.  In 
order to be fair and equitable, the position taken by 
subordinated noteholders was that Momentive’s plan 
provided for subordinated noteholder claims to be treated 
on a pari passu basis with second lien noteholder claims 
based on the subordination provisions of the indenture 
governing the subordinated notes. 

The debtors, the bankruptcy court, and, now, the district 
court disagreed with this position.  Agreeing with the 
bankruptcy court, the district court held that the 
subordinated notes were, indeed, subordinated to the 
second lien notes, and that the second lien notes were 
“Senior Indebtedness” as the term was defined in the 
subordinated note indenture.  The district court decision 
rested on a “plain meaning” interpretation of the 
subordinated note indenture, and the distinction between 
payment subordination (where a subordinated creditor 
does not receive a recovery on account of its subordinated 
claim until the senior creditor has been paid in full), and 

                                                             
13 In re MPM Silicones, LLC, 531 B.R. 321 (S.D.N.Y. 2015). 

lien subordination (where a subordinated secured creditor 
has no recourse to collateral until the senior creditor has 
recovered in full).  The key difference between the two is 
that lien subordination is only concerned with rights to 
collateral, meaning that unsecured deficiency claims 
would recover pari passu, while payment subordination 
encompasses all recoveries and, until the senior creditor 
is paid in full, would divert recoveries from the 
subordinated creditor’s unsecured claims. 

Thanks to organizations like the Loan Syndications and 
Trading Association, credit documents are trending 
towards more standardized provisions to ensure 
predictability for debt holders.  This harmonization effort 
has not made much headway when it comes to 
intercreditor and subordination provisions though, where 
forms tend to be drafted by individual law firms and 
provisions between one indenture to the next can diverge 
widely in these areas.  If you are buying paper where 
intercreditor and subordination provisions impact your 
investment decisions, you shouldn’t expect to find 
“market” terms in the underlying debt documents.  A 
failure to analyze the credit documents for debt you 
purchase will increase the risk in your portfolio in an 
intercreditor and subordination scenario. 

We will cover the cramdown interest rate and make whole 
rulings in upcoming posts. 

If you would like more background Judge Drain’s decision 
in Momentive, please read our series here as follows: 
 Cramdown primer14 
 Cramdown ruling15 
 Subordination16 
 Make whole premiums and third party releases17 

                                                             
14 See Momentous Decision in Momentive Performance 
Materials: Cramdown of Secured Creditors – Part I dated 
September 9, 2014 on the Weil Bankruptcy Blog. 
15 See Momentous Decision in Momentive Performance 
Materials: Cramdown of Secured Creditors – Part II dated 
September 10, 2014 on the Weil Bankruptcy Blog. 
16 See Momentous Decision in Momentive Performance 
Materials: Subordination Is as Subordination Does dated 
September 11, 2014 on the Weil Bankruptcy Blog. 
17 See Momentous Decision in Momentive Performance Materials 
Part IV: Make-Wholes and Third Party Releases dated 
September 12, 2014 on the Weil Bankruptcy Blog. 
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Momentive Plan Confirmation 
Affirmed:  Efficient Market 
Cramdown Interest Rate 
Unlikely in Second Circuit 
Any Time Soon 
David Griffiths and Brian M. Wells 

Judge Vincent Bricetti of the United States District Court 
for the Southern District of New York issued a ruling in the 
Momentive Performance Materials cases affirming the 
bankruptcy court’s confirmation rulings on Monday, May 
4.  Key themes raised in this case of interest to distressed 
investors and addressed in Judge Bricetti’s ruling include 
the appropriate interpretation of certain indenture 
subordination provisions, an affirmation of the Till 
“formula” approach to cramdown interest rates in the 
Second Circuit (discussed in this post), and a reminder 
that the ability to receive a make whole based on 
automatic acceleration requires explicit language in the 
applicable indenture. 

Based on Judge Bricetti’s ruling, distressed investors 
looking at cases within the Second Circuit with potential 
for a “cram up” (i.e., a cram down imposed on secured 
creditors) should consider as their base case that debtors 
will opt to cram up secured debt at the below-market 
“formula” rate of interest, which courts in the Second 
Circuit likely will support. 

Cramdown Interest Rate 

In its September 2014 confirmation rulings, the 
bankruptcy court in Momentive was unambiguous in its 
support for the “formula” approach for determining the 
interest rate applicable to a secured creditor’s claim in a 
cram up scenario:  prime or treasury base rate plus a risk 
adjustment based on the profile of the reorganized 
business, generally between 1 to 3 percent.  The 
bankruptcy court’s approach followed clear Second 
Circuit precedent in In re Valenti18 and somewhat less 
clear Supreme Court precedent in Till v. SCS Credit 
Corp.,19 both chapter 13 cases applied to the chapter 11 
context. 

                                                             
18 In re Valenti, 105 F.3d 55 (2d Cir. 1997). 
19 Till v. SCS Credit Corp., 541 U.S. 465 (2004). 

At the time of Momentive’s bankruptcy filing in April 2014, 
Momentive’s first lien noteholders held $1.1 billion in 
8.875% First-Priority Senior Secured Notes due 2020, 
issued in 2012, and its 1.5 lien lenders held $250 million of 
10% Senior Secured Notes due 2020, also issued in 2012, 
for a combined claim of $1.35 billion, excluding applicable 
premiums, prepayment penalties, make wholes, or similar 
claims. 

Momentive’s plan of reorganization presented first and 1.5 
lien noteholders with a deathtrap, which, unfortunately for 
these noteholders, carried that grim name for a reason.  If 
they voted in favor of Momentive’s plan, their combined 
claims would be paid in full, in cash, though they had to 
waive their make whole and postpetition interest claims, 
valued at between $100-$200 million, decreasing their 
potential recoveries by 7 to 13 percent. 

If Momentive’s first and 1.5 lien noteholders voted against 
the proposed plan, their claims would be satisfied with 
long-dated replacement notes with a below-market rate 
of interest based on the “formula” approach (ultimately 
4.1 percent for the first lien noteholders and 4.85 percent 
for the 1.5 lien noteholders).  This represented a total 
difference of approximately $70 million in the amount of 
interest payments for the first lien noteholders over the 
life of their seven year notes. 

The first and 1.5 lien noteholders ran the gauntlet with a 
vote against Momentive’s plan, but the bankruptcy court 
confirmed Momentive’s plan over their objections. 

Trapped, but far from dead, the first and 1.5 lien 
noteholders upped the stakes and appealed, arguing 
before the district court that, among other things, the plan 
was unconfirmable because the cramdown interest rate 
should have been based on the “efficient market” method 
used by the Sixth Circuit (among other jurisdictions), 
which seeks to determine what interest rate an efficient 
market would produce, and not the less favorable 
“formula” approach used in the Second Circuit. 

Unpersuaded, the district court affirmed the bankruptcy 
court’s use of Valenti’s “formula” approach to cramdown 
interest rates and dismissed the first and 1.5 lien 
noteholders’ arguments that a different approach was 
more appropriate.  As the district court explained, 
although Till compelled courts to use the “efficient 
market” method in chapter 13 cases, the decision left the 
proper method in a chapter 11 context an open question.  
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Noting that the Sixth Circuit had filled that gap by 
continuing to use the “efficient market” approach it had 
taken in its prior precedent, In re American HomePatient20, 
the district court concluded that it should likewise to 
continue to use the “formula” approach taken in the 
Second Circuit’s own (Valenti).  The district court thus 
held that Valenti applied in chapter 11 cases, and 
concluded that the bankruptcy court’s decision was 
correct in the Second Circuit. 

It is safe to say that we are unlikely to see an efficient 
market approach being used in the Second Circuit in the 
future, absent either action from Congress (as has been 
recommended by the American Bankruptcy Institute’s 
Commission to Study the Reform of Chapter 11), or a 
successful appeal by the first lien noteholders either at 
the Second Circuit or Supreme Court level.  An appeal to 
the Second Circuit would require that Circuit to distinguish 
Valent as precedent on the basis that it involved a chapter 
13 case and not chapter 11.  If the Supreme Court grants 
certiorari once the Second Circuit has ruled, it would need 
to distinguish Till on similar grounds.  For the time being, 
distressed investors involved in cases in the Second 
Circuit can assume that, in a cram up scenario, debtors 
will opt to provide secured debt with replacement notes at 
the below-market “formula” rate of interest and that 
courts in the Second Circuit will be supportive of this 
approach.  On May 26, 2015, however, the noteholders 
appealed the district court’s decision, giving the Second 
Circuit an opportunity, if it is so inclined, to take a position 
on cramdown interest rates in chapter 11 cases. 

We will keep readers posted if and when a decision is 
made on appeal, and will also cover the make whole 
ruling in an upcoming post. 

If you would like more background on Judge Drain’s 
decision in Momentive, please read our series here as 
follows: 

 Momentive Plan Confirmation Affirmed:  
Subordination Dispute21 

 Vote changing22 

                                                             
20 In re American Homepatient, Inc., 420 F.3d 559 (6th Cir. 2005). 
21 See Momentive Plan Confirmation Affirmed: Subordination 
Dispute dated May 11, 2015 on the Weil Bankruptcy Blog.  

 ABI Commission recommendations23 

Momentive Plan Confirmation 
Affirmed:  I Can See Clearly 
Now the Claim Has Gone 
David Griffiths and Brian M. Wells 

On May 4, Judge Vincent Bricetti of the United States 
District Court for the Southern District of New York issued 
a ruling in the Momentive Performance Materials cases 
affirming the bankruptcy court’s confirmation rulings.24  
Key themes raised in this case of interest to distressed 
investors and addressed in Judge Bricetti’s ruling include 
the appropriate interpretation of certain indenture 
subordination provisions, an affirmation of the Till 
“formula” approach to cramdown interest rates in the 
Second Circuit, and a reminder that the ability to receive a 
make whole upon automatic acceleration requires explicit 
language in the applicable indenture (discussed in this 
post). 

The law on the availability of make whole premiums is the 
bankruptcy context is getting clearer with each ruling that 
comes down.  Here’s what you need to know: 

 Whether a lender is owed a make whole premium 
depends in large part on the language of the 
underlying documents.  In the Momentive cases, 
these underlying documents were Momentive’s 2012 
indentures and senior lien notes, governed by New 
York law. 

 For a make whole claim to arise, any make whole 
provision must be triggered under the agreement as 
a matter of state contract law (courts consistently 
hold that interpretation of indenture provisions is a 
matter of basic contract law) and must be 
enforceable as a matter of state law. 

 Under New York state law, lenders generally forfeit 
the right to a make whole premium by accelerating 

                                                                                                          
22 See Momentive Postscript – Bankruptcy Rule 3018: Vote 
Changing on Chapter 11 Plans: You Can’t Have Your Cake and 
Eat It, Too dated November 3, 2014 on the Weil Bankruptcy Blog. 
23 See Kill Till: ABI Commission Recommends Market Rate for 
Cramdowns dated March 12, 2015 on the Weil Bankruptcy Blog. 
24 In re MPM Silicones, LLC, 531 B.R. 321 (S.D.N.Y. 2015). 
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the balance of the loan.  Courts have consistently 
found that acceleration of the debt advances the 
maturity date of the loan, and any subsequent 
payment cannot be a “prepayment” by definition. 

 Courts recognize an exception to this general rule 
when a clear and unambiguous clause calls for 
payment of the prepayment premium 
notwithstanding acceleration. 

 Assuming there is a clear and unambiguous clause 
calling for payment of a make whole premium, there 
are still other hurdles to clear before a make whole 
premium may be payable upon automatic 
acceleration as a component of a secured claim:  
whether it is a disguised form of unmatured interest; 
whether it is reasonable under section 506(c) of the 
Bankruptcy Code; whether it is an unenforceable 
penalty under state law, and whether or not the 
claim is oversecured.  By focusing on the strict 
language of the debt documents, bankruptcy courts 
often avoid addressing these thorny issues. 

With those basic principles in mind, the district court in 
Momentive upheld the bankruptcy court’s ruling denying 
the senior lien noteholders a make whole premium as part 
of their claim, as neither the indentures nor the senior lien 
notes clearly and unambiguously provided the senior lien 
noteholders with a make whole premium in the event of 
an acceleration of debt caused by Momentive’s voluntary 
bankruptcy filing. 

Dismissing a make whole claim based on the contractual 
language in the underlying debt documents is a logical 
first step for a court assessing a make whole claim.  Make 
whole provisions have evolved to address this “clear and 
unambiguous” standard (see below), but have yet to be 
tested in the courts.  Even if a court is able to find that 
make whole language in an underlying debt document 
clearly and unambiguously provides for payment of a 
make whole upon automatic acceleration, we expect to 
see a new front of litigation open up as to whether the 
claim is unenforceable on bankruptcy grounds, so stay 
tuned. 

The make whole language from Momentive’s 2012 
indenture can be viewed here,25 and precedent make 
                                                             
25 This is how the Momentive make whole read (a Section 6.01(f) 
Event of Default triggers the acceleration clause contained in 
Section 6.02, below): 

whole language that has evolved to address this “clear 
and unambiguous” standard can be viewed here,26 from 
                                                                                                          

“If an Event of Default (other than an Event of Default 
specified in Section 601(f)…) occurs and is continuing, the 
Trustee or the Holders of at least 25% in principal amount of 
outstanding [Senior Lien] Notes, by notice to the Company 
may declare the principal of, premium, if any and accrued by 
unpaid interest on all the [Senior Lien] Notes to be due and 
payable…If an Event of Default specified in Section 
601(f)…occurs, the principal of, premium, if any, and interest 
on all the [Senior Lien] Notes shall ipso facto become 
immediately due and payable without any declaration or other 
act on the part of the Trustee or any Holders.  The Holders of 
a majority in principal amount of outstanding [Senior Lien] 
Notes by notice to the Trustee may rescind any such 
acceleration with respect to the Notes and its consequences.” 

26 Section 6.02. Acceleration.  
 
(a) If any Event of Default occurs and is continuing, the Trustee, 
by notice to the Company, or the Holders of at least 25% in 
aggregate principal amount of the then outstanding Notes, by 
notice to the Company and the Trustee, may (and the Trustee 
will, if directed by the Holders of at least 25% in aggregate 
principal amount of the then outstanding Notes) declare all the 
Notes to be due and payable immediately.  Upon any such 
declaration, the Notes shall become due and payable 
immediately, together with all accrued and unpaid interest and 
premium, if any, thereon.  Notwithstanding the preceding, if an 
Event of Default specified in clause (i) or (j) of Section 6.01 
occurs with respect to the Company or any Guarantor, all 
outstanding Notes shall become due and payable immediately 
without further action or notice, together with all accrued and 
unpaid interest and premium, if any, thereon. 
 
(b) The Holders of a majority in aggregate principal amount of 
the then outstanding Notes by notice to the Trustee may, on 
behalf of the Holders of all of the Notes, rescind an acceleration 
and its consequences if the rescission would not conflict with 
any judgment or decree and if (1) all existing Events of Default 
(except with respect to nonpayment of principal, interest or 
premium, if any, that have become due solely because of the 
acceleration) have been cured or waived and (2) the Company 
has deposited with the Trustee a sum sufficient to pay all sums 
and advances paid by the Trustee and its agents and counsel 
and the reasonable compensation, expenses and disbursements 
of the Trustee incurred in connection with such Event of Default.  
No such rescission shall affect any subsequent Default or impair 
any right consequent thereon. 
 
(c) If the Notes are accelerated or otherwise become due prior to 
their Stated Maturity, in each case, as a result of an Event of 
Default on or after March 15, 2016, the amount of principal of, 
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accrued and unpaid interest and premium on the Notes that 
becomes due and payable shall equal the redemption price 
applicable with respect to an optional redemption of the Notes 
pursuant to Section 3.07, in effect on the date of such 
acceleration as if such acceleration were an optional redemption 
of the Notes accelerated.  If the Notes are accelerated or 
otherwise become due prior to their Stated Maturity, in each 
case, as a result of an Event of Default prior to March 15, 2016, 
the amount of principal of, accrued and unpaid interest and 
premium on the Notes that becomes due and payable shall 
equal 100% of the principal amount of the Notes redeemed plus 
the Applicable Premium in effect on the date of such 
acceleration, as if such acceleration were an optional 
redemption of the Notes accelerated pursuant to Section 3.07. 
 
(d) Without limiting the generality of the foregoing, it is 
understood and agreed that if the Notes are accelerated or 
otherwise become due prior to their Stated Maturity, in each 
case, in respect of any Event of Default (including, but not 
limited to, upon the occurrence of a bankruptcy or insolvency 
event (including the acceleration of claims by operation of law)), 
the premium applicable with respect to an optional redemption 
of the Notes will also be due and payable, in cash, as though the 
Notes were optionally redeemed pursuant to Section 3.07 and 
shall constitute part of the Note Obligations, in view of the 
impracticability and extreme difficulty of ascertaining actual 
damages and by mutual agreement of the parties as to a 
reasonable calculation of each Holder’s lost profits as a result 
thereof.  Any premium payable above shall be presumed to be 
the liquidated damages sustained by each Holder as the result of 
the early redemption and the Company agrees that it is 
reasonable under the circumstances currently existing. 
 
The premium shall also be payable in the event the Notes 
(and/or this Indenture) are satisfied or released by foreclosure 
(whether by power of judicial proceeding), deed in lieu of 
foreclosure or by any other means.  THE COMPANY EXPRESSLY 
WAIVES (TO THE FULLEST EXTENT IT MAY LAWFULLY DO SO) 
THE PROVISIONS OF ANY PRESENT OR FUTURE STATUTE OR 
LAW THAT PROHIBITS OR MAY PROHIBIT THE COLLECTION OF 
THE FOREGOING PREMIUM IN CONNECTION WITH ANY SUCH 
ACCELERATION.  The Company expressly agrees (to the fullest 
extent it may lawfully do so) that: (1) the premium is reasonable 
and is the product of an arm’s length transaction between 
sophisticated business people, ably represented by counsel" (2) 
the premium shall be payable notwithstanding the then 
prevailing market rates at the time payment is made" (3) there 
has been a course of conduct between Holders and the Company 
giving specific consideration in this transaction for such 
agreement to pay the premium" and (4) the Company shall be 
estopped hereafter from claiming differently than as agreed to in 
this paragraph.  The Company expressly acknowledges that its 

Comstock Resources Inc.’s March 13, 2015 indenture for 
its 10% Senior Secured Notes Due 2020. 

We have covered make wholes extensively on the 
Bankruptcy Blog, here are a few of our previous posts if 
you want further insight: 

 Momentous Decision in Momentive Performance 
Materials Part IV:  Make-Wholes and Third Party 
Releases27 

 The [Un]Interesting Side of Prepayment Premiums:  
Delaware Court Rules that Make-Whole Provision 
Gives Rise to Liquidated Damages, Not Interest 
Payments28 

Guaranteed Subordination:  
Fifth Circuit Subordinates 
Claims Arising Under 
Guarantees of Securities 
Issued by an Affiliate 
Adam Lavine 

In a decision with broad and significant implications for 
many investors, the Court of Appeals for the Fifth Circuit 
has held that claims arising under a guarantee of a 
security issued by an affiliate can be subject to mandatory 
subordination pursuant to section 510(b) of the 
Bankruptcy Code.  While the decision may come as a 
surprise to some investors who assume that guarantee 
claims, unlike claims for securities fraud, are not subject 
to mandatory subordination, the decision serves as a 
critical reminder of the breadth of section 510(b) of the 
Bankruptcy Code. 

The case of In re American Housing Foundation,29 is 
significant not only for its ultimate holding regarding the 
                                                                                                          
agreement to pay the premium to Holders as herein described is 
a material inducement to Holders to purchase the notes. 
27 See Momentous Decision in Momentive Performance Materials 
Part IV: Make-Wholes and Third Party Releases dated 
September 12, 2014 on the Weil Bankruptcy Blog. 
28 See The [Un]Interesting Side of Prepayment Premiums: 
Delaware Court Rules that Make-Whole Provision Gives Rise to 
Liquidated Damages, Not Interest Payments dated May 18, 2011 
on the Weil Bankruptcy Blog. 
29 785 F.3d 143 (3d Cir. 2015). 
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subordination of guarantee claims, but also for its analysis 
of the Bankruptcy Code’s definition of “affiliate.”  Such 
analysis is in tension with Bankruptcy Court decisions 
from the District of Delaware and elsewhere. 

Background 

In American Housing, the debtor was a nonprofit 
developer of low-income housing.  To fund many of its 
developments, the debtor created various single-purpose 
limited partnerships (LPs).  Interests in these LPs were 
sold to investors and guaranteed by the debtor.  The 
debtor (or its wholly-owned subsidiaries) served as the 
LPs’ general partners. 

The principal amount of an investor’s investment was 
supposed to cover a housing development’s “soft costs,” 
such as painting expenses and costs related to obtaining 
Low Income Housing Tax Credits.  In practice, an 
investor’s principal was often fraudulently diverted to fund 
the debtor’s general operations and to personally benefit 
the debtor’s president. 

In American Housing, an investor filed claims against the 
debtor based on the debtor-issued guarantees in amounts 
that roughly equaled the amounts of his investments.30  
According to the chapter 11 trustee (and each of the lower 
courts), the guarantee claims were required to be 
subordinated as a result of section 510(b) of the 
Bankruptcy Code.  The investor disagreed and appealed 
the matter all the way to the Fifth Circuit. 

The Fifth Circuit’s Analysis of the Guarantee 
Claims 

Section 510(b) of the Bankruptcy Code requires the 
subordination of claims for, among other things, “damages 
arising from the purchase or sale of [a security of the 
debtor or an affiliate of the debtor] . . . .”  11 U.S.C. 
§ 510(b).  In analyzing whether the investor’s claims fell 
within this section of the Bankruptcy Code, the Fifth 
Circuit considered whether the claims were (a) for 
damages, (b) arising from the purchase or sale of a 
security, and (c) of an affiliate of the debtor. 

Damages.  The Fifth Circuit noted that whether the 
guarantee claims constituted claims for “damages” was a 
“difficult question” because some courts have held that 

                                                             
30 The investor also filed unliquidated tort claims against the 
debtor, which are not discussed in this article. 

“damages” under section 510(b) must be for something 
other than the simple recovery of an unpaid investment.  
To understand the distinction referenced by the court, 
consider a typical bondholder.  Upon a bankruptcy filing, a 
typical bondholder has a claim for the principal amount of 
the investment plus any accrued but unpaid interest.  To 
the extent the bondholder additionally asserts a claim for 
securities fraud, such claim is considered a claim for 
“damages” under section 510(b).  The Fifth Circuit implied 
that this is because such claim is for something “other 
than the simple recovery of the unpaid investment.” 

In American Housing, the Fifth Circuit noted that the 
guarantee claims were essentially breach of contract 
claims and that such breach claims were distinct from the 
underlying claims against the issuer for the investments 
themselves.  Accordingly, the court held that the 
guarantee claims were for “damages” under section 
510(b).  In so holding, the court implicitly likened a 
guarantee claim to a typical securities fraud claim insofar 
as both are for something other than the recovery from 
the issuer of the investment itself. 

Arising from the purchase or sale of a security.  Some 
investors might assume that guarantee claims, such as 
those at issue in American Housing, can never arise from 
the purchase of securities because they necessarily arise 
from the independent contractual obligations contained in 
the guarantees.  In American Housing, the Fifth Circuit 
disagreed with this assumption.  Specifically, the court 
held that, under the facts of the case, there was a 
sufficiently close nexus between the guarantee claims 
and the purchase of the securities for the guarantee 
claims to qualify as having arisen from the purchase of the 
securities.  In particular, the court relied upon the 
bankruptcy court’s findings that, among other things, the 
guarantees were “intimately intertwined with” and could 
not “be considered apart from the other transactions that 
arose in connection with the investment.” 

Of an affiliate of the debtor.  Finally, the Fifth Circuit held 
that the LPs were “affiliates” of the debtor and, therefore, 
the LP interests were securities “of an affiliate of the 
debtor.”  Section 101(2)(C) of the Bankruptcy Code defines 
“affiliate,” in relevant part, as follows: 
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[a partnership]31 whose business is operated 
under a lease or operating agreement by a 
debtor. . . . 

The Fifth Circuit noted that this definition is susceptible to 
two constructions.  First, the phrase “by a debtor” could 
modify the word “operated,” and thus a debtor must have 
operated the partnership to be considered an affiliate of 
the partnership.  Second, and alternatively, the phrase “by 
a debtor” could modify the term “operating agreement,” 
and thus the operating agreement must be an agreement 
of the debtor for the debtor to be considered an affiliate of 
the partnership. 

The Fifth Circuit held that the LPs were affiliates of the 
debtor under either construction.  Based on the record 
developed by the Bankruptcy Court, it was clear to the 
Fifth Circuit that (i) the debtor operated the LPs either as 
the general partner or the direct parent of the general 
partner and (ii) the operating agreements were 
agreements of the debtor, even though the debtors were 
not parties to them. 

This holding is in tension with bankruptcy court decisions 
from the District of Delaware and elsewhere.32  For 
example, in SemCrude, the debtor wholly owned the 
general partner of the LP issuer, just like the debtor in 
some of the corporate structures considered by the Fifth 
Circuit in American Housing.  The SemCrude court, 
however, noted that such ownership and control could not 
make the LP an “affiliate” of the debtor because the 
debtor was not alleged to be a party to the LP agreement.  
The Fifth Circuit rejected this holding, reasoning that 

[courts have applied] unduly strict interpretations 
of the phrase “agreement by a debtor,” ignoring 
that an agreement may functionally be “by” the 
debtor even where the debtor is not a party to the 
agreement.  We see no reason why the existence 
of a shell conduit between a debtor and an 
entity—which in no way inhibits the debtor’s 
ability to control and operate that entity—should 
preclude a finding of affiliate status. 

                                                             
31 Although section 101(2)(C) Bankruptcy Code uses the term 
“person,” not “partnership,” section 101(41) of the Bankruptcy 
Code defines “person” to include “partnership.” 
32 See, e.g., In re SemCrude, L.P., 436 B.R. 317 (Bankr. D. Del. 
2010); In re Sporting Club at Ill. Ctr., 132 B.R. 792 (Bankr. N.D. 
Ga. 1991). 

Should Investors Be Worried? 

It is quite common for a corporate family to raise capital 
by offering securities guaranteed by the corporate parent 
or one or more of the parent’s subsidiaries.  After 
American Housing, should investors be worried that, in the 
event of the guarantor’s bankruptcy, such guarantees 
might be only as valuable as the paper they’re written on?  
The answer is:  it depends. 

Among other things, it depends on the particulars of the 
corporate family involved and the jurisdiction of the 
dispute, as exemplified by the disparate holdings of 
SemCrude and American Housing.  Under the Fifth 
Circuit’s reasoning, the nature of the particular investment 
and guarantee may also be relevant.  Indeed, the Fifth 
Circuit relied heavily on a factual record developed during 
a 25-day trial conducted by the Bankruptcy Court.  The 
trial revealed, among other things, that (i) the guarantees 
were “intimately intertwined with the LP agreements,” (ii) 
the guarantees could not be “considered apart from the 
other transactions that arose in connection with the 
investments” and (iii) the guarantees, at least in part, 
induced the claimant to make his investment. 
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Charging Liens and Trump 
Cards:  Specific Isolated 
Funds Not Required 
Ben Farrow 

“Each player must accept the cards life deals him 
or her:  but once they are in hand, he or she alone 
must decide how to play the cards in order to win 
the game.” 

– Voltaire 

Where a creditor has a lien attached to proceeds of a 
particular transaction “in whose hands they may come,” 
does the charging lienor have to identify a specific, 
isolated fund to which its lien attaches?  In In re Trump 
Entertainment Resorts, Inc.,1 the United States 
Bankruptcy Court for the District of Delaware answered 
“no” (at least with respect to attorney’s charging liens in 
New Jersey).  In so doing, the Bankruptcy Court also 
affirmed the common law rule that “first in time is first in 
right.” 

Know When to Hold ’Em 

In early 2008, the debtors, a group of Trump 
Entertainment Resorts entities, hired a law firm to 
represent them in a series of tax appeals in the Tax Court 
of New Jersey.  The law firm agreed to a reduced hourly 
rate, which would be credited against a contingency fee of 
17.5% based on any tax savings from the appeals.  The 
law firm eventually negotiated a settlement that reduced 
the tax assessments on the debtors’ casino properties, 
yielded an immediate tax refund of $35.5 million in cash, 
and produced $15 million in credits against future taxes 
due and owing for the Trump Taj Mahal casino. 

When the debtors received the cash portion of their tax 
refund, they deposited it in their general bank account.  
The cash in the bank account was unrestricted, not 
segregated, and available to pay ordinary operating 
expenses.  Shortly thereafter, the Tax Court, at the law 
firm’s request and with the consent of the debtors, 
entered an order granting the law firm a perfected 

                                                             
1 No. 14-12103 (KG), 2014 WL 6885977, slip op. (Bankr. D. Del. 
Dec. 5, 2014). 

statutory attorney’s charging lien for the protection of the 
law firm’s unpaid fee. 

Know When to Fold ‘Em 

The law firm subsequently agreed, at the debtors’ 
request, to accept payment in installments rather than in 
a lump sum.  Further, after a series of amendments to the 
original fee agreement, the law firm agreed to accept 
$7,250,000 instead of the $8,837,500 due to it (17.5% of 
the $50.5 million total tax savings). 

The debtors paid all but the last $1.25 million installment 
owed to the law firm.  After the debtors defaulted on the 
final installment, the law firm sought to enforce its 
perfected attorney’s charging lien in the New Jersey Tax 
Court.  The Tax Court issued a writ of execution directing 
the Sheriff of Atlantic County to satisfy the $1.25 million 
judgment by levying on the debtors’ bank account, which 
the sheriff thereafter served. 

Know When to Walk Away 

Shortly thereafter, the debtors commenced their chapter 
11 cases.  Postpetition, the law firm moved in Bankruptcy 
Court for an order fixing the value and priority of its claim 
and allowing that claim as secured in full pursuant to 
section 506(a) of the Bankruptcy Code. 

And Know When to Run 

The debtors opposed the motion, primarily on the ground 
that the cash from the refund was spent and not 
traceable, so the firm’s charging lien attached to nothing. 

The bankruptcy court, however, rejected the debtors’ 
argument on the basis of the New Jersey Attorney’s Lien 
Statute, which provides that a lien for services attaches to 
the proceeds flowing from such services “in whose hands 
they may come.”  New Jersey law interprets the 
attachment to proceeds “in whose hands they may come” 
as exempting the charging lienor from having to identify a 
specific, isolated fund.  Consequently, the law firm had an 
attached and perfected lien over the debtors’ cash for the 
remaining fees it was owed. 

Never Count Your Money When You’re Sittin’ at 
the Table 

The law firm, however, had not quite hit the jackpot.  Also 
objecting to the law firm’s motion was a group of Icahn-
affiliated secured lenders.  The Icahn entities held a 
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perfected lien against the debtors’ assets.2  These lenders 
argued that their lien, which arose in 2007, took priority 
over the law firm’s lien.  Even though the bankruptcy court 
found that the law firm’s lien “related back” to the 
commencement of the tax appeal in 2008, the lien still 
arose after the Icahn entities’ lien.  The law firm 
nevertheless argued that its statutory charging lien 
“trumped” the Icahn entities’ lien (pun intended). 

The opinion does not set forth the law firm’s reasoning for 
asserting a priming charging lien, and the bankruptcy 
court rejected the assertion out of hand, holding that an 
attorney’s lien does not take precedence over liens 
already encumbering the property.  Therefore, because 
the New Jersey Attorney’s Lien Statute did not provide for 
any form of statutory priority over existing liens, the 
common law rule of “first in time is first in right” applied, 
and the law firm’s charging lien, although secured, fell 
behind the Icahn entities’ lien. 

There’ll Be Time Enough for Countin’ When the 
Dealin’s Done 

Aside from the Delaware Bankruptcy Courts’ excellent 
use of a “Trump” pun, its decision In re Trump 
Entertainment Resorts, Inc. is important because it 
clarifies and re-affirms several important concepts, at 
least under New Jersey law: 

 Where a lien is attached to proceeds “in whose hands 
they may come,” the charging lienor need not identify 
and monitor a specific, isolated fund. 

 The charging lien was inchoate and related back to 
the time the law firm began to provide services.  
Accordingly, if the Icahn entities had made their 
loans to the debtors after such time – even without 
any constructive notice of the possible charging lien – 
the result may have been different. 

 Absent statutory language to the contrary, the age-
old maxim “first in time is first in right” still holds 
true. 

                                                             
2 Notably, the opinion does not address specifically whether the 
Icahn entities held a perfected lien against the bank account that 
was the subject of the charging lien, but we assume they did. 

No Security by Obscurity:  The 
Importance of Clearly 
Identifying Collateral 
Alana Heumann 

More is more, right?  Not according to the Bankruptcy 
Court for the Northern District of Florida.  The court 
recently ruled that when a creditor tries to capture the 
maximum amount of collateral in its security interest, this 
could have the opposite effect and result in an entirely 
unsecured claim.  As most creditors know, the treatment 
of a claim in bankruptcy is governed not only by the 
Bankruptcy Code, but also by state law.  The extent to 
which a creditor has a claim secured by a valid, 
enforceable security interest in the borrower’s assets 
often is governed by the applicable state’s Uniform 
Commercial Code (“UCC”). 

Generally, in order for a security interest to attach to 
collateral under the UCC, three requirements must be 
met:  (1) value must have been given; (2) the debtor must 
have rights in the collateral; and (3) depending upon the 
type of collateral, there must be an authenticated security 
agreement that provides a description of the collateral.3  
As seen in In re Hintze,4 the sufficiency of such collateral 
description can be critical in defining the nature and 
extent of a secured creditor’s claim in bankruptcy. 

Facts 

Two individuals, Matthew and Larina Hintze, delivered a 
$375,000 promissory note to a lender.  The promissory 
note contained the following language:  “As security for 
the payment of the principal, interest and other sums due 
under this Note, Maker hereby grants to Holder a security 
interest in all of Maker’s assets.”  Over 18 months later, 
the lender filed a UCC-1 financing statement that 
contained a more detailed description of the collateral 
pledged in the note:  “All personal property owned by the 
[debtors], including cash or cash equivalents, stocks, 
bonds, mutual funds, certificates of deposit, household 
goods and furnishings, automobiles, and water craft.” 

                                                             
3 See U.C.C. § 9-203 
4 Bender v. James (In re Hintze), 525 B.R. 780 (Bankr. N.D. Fla. 
2015). 
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Subsequently, the Hintzes commenced a chapter 7 case 
and listed the lender in their schedules as a secured 
creditor with a security interest in “all personal property 
of the debtors,” including a 100% interest in TutoringZone, 
LC – an entity owned by Matthew Hintze.  When the 
chapter 7 trustee later filed a notice of intent to sell all of 
the debtors’ non-exempt equity interests, the lender 
argued that Matthew’s interest in TutoringZone should be 
excluded from any sale by virtue of the lender’s own valid 
security interest in the stock of TutoringZone. 

Statutory Analysis 

The court first analyzed the lender’s argument from a 
statutory perspective.  Florida’s adaptation of the UCC 
demands the same three requirements for a valid security 
interest:  value, rights in the collateral, and a security 
agreement providing a description of the collateral.5  
Further, the Florida UCC states that the description of the 
collateral must “reasonably identify” the real or personal 
property it describes.6  A blanket description of collateral 
in a security agreement, such as “all of [Maker’s] assets,”7 
is not sufficiently descriptive to identify the collateral for 
the purposes of a security agreement.  This requirement is 
different from the rule relating to the description of 
collateral in a financing statement8, which does 
sufficiently indicate the collateral if it “covers all assets or 
personal property” of a debtor.  As a result, the 
defendant’s broad description in the granting clause of the 
promissory note was therefore insufficient. 

The court held that, because the UCC states that an 
enforceable security interest is created only if all required 
elements are present – including a specific description of 
the collateral it seeks to capture – the promissory note’s 
insufficient description of the collateral necessarily meant 
that the lender lacked any enforceable security interest.  
Therefore, even though the lender tried to capture the 

                                                             
5 See Fla. Stat. § 679.2031 (2014). 
6 Fla. Stat. § 679.1081(2). 
7 See e.g., U.C.C. § 9-108(c) (“A description of collateral as ‘all 
the debtor’s assets’ or ‘all the debtor’s personal property’ or 
using words of similar import does not reasonably identify the 
collateral.”). For examples of sufficient descriptions of collateral, 
see U.C.C. § 9-108(b). 
8 See U.C.C. § 9-504(2). 

most collateral possible in the note, he ended up with a 
completely unsecured claim in the debtors’ bankruptcy. 

The Composite Document Rule Argument 

Having failed to prove that the promissory note conferred 
a valid security interest, the lender raised an alternate 
argument in support of his security interest.  Florida’s 
composite document rule9 allows one or more documents 
executed by the same parties, at or near the same time 
and concerning the same transaction or subject matter, to 
be read and construed together as a single contract.  The 
defendant argued that the description of “all of Maker’s 
assets” in the promissory note should be read in 
conjunction with the more specific description set forth in 
the UCC-1 financing statement. 

In rejecting this argument, the court cited numerous cases 
in which courts have held that the composite document 
rule allows loan agreements or notes to be read together 
with financing statements.  Those cases, however, all 
involved loan documents executed contemporaneously–or 
within several days of each other – or that specifically 
referenced attached or existing documentation containing 
a sufficient description of the collateral.  Because the 
lender filed a UCC-1 financing statement more than 18 
months after the execution of the promissory note, it was 
not contemporaneously filed, nor meant to be included as 
part of the note, and the composite document rule 
therefore did not apply. 

Conclusion 

Although this case involved relatively small stakes10 in 
the world of security interests in bankruptcy, the 
requirements of the UCC apply to all secured creditors.  
The lesson to be learned is clear:  To obtain a valid and 
enforceable security interest, both inside and outside of 
bankruptcy, the documents creating the security interest 
must provide a sufficient description of the collateral.  
This description must not only be understood by the 
parties, but must also be clear enough for an objective 
third party to understand which collateral is secured.11  

                                                             
9 See Clayton v. Howard Johnson Franchise Sys., Inc., 954 F.2d 
645, 648 (11th Cir. 1992). 
10 See, e.g., Secured Creditors: Dot Your “Is” and Cross Your “Ts” 
dated July 18, 2013 on the Weil Bankruptcy Blog. 
11 See U.C.C. § 9-203 cmt. 2. 
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Without such a description, the treatment of a creditor’s 
claim could have devastating results. 

Bankruptcy Court Denies 
Debtor’s Request to Pay Estate 
Professionals With Cash 
Collateral 
Gabriel A. Morgan 

Undersecured creditors may breathe a little easier.  In a 
recent decision, the United States Bankruptcy Court for 
the Northern District of Illinois denied the debtors’ request 
to use an undersecured creditor’s cash collateral, in the 
form of postpetition rents, to pay estate professional fees, 
holding that the undersecured creditor was not 
adequately protected even though the value of its 
collateral was stable and possibly increasing.12 

Background 

Donald Wolf, Sr. and his two sons, Donald, Jr. and David, 
each commenced individual chapter 11 cases and their 
cases were consolidated with the chapter 11 cases of the 
entities through which the Wolfs operated their real estate 
business.  The three Wolfs collectively held all beneficial 
interests in a land trust that owned a commercial property 
known as the Huntley Building.  They also jointly and 
severally owed FirstMerit National Bank approximately 
$15 million under certain loans and guaranties.  The 
FirstMerit debt was cross-collateralized and secured by 
various of the Wolfs’ real properties as well as an 
assignment of rents generated by the Huntley Building.  It 
was undisputed that FirstMerit was undersecured.  It was 
also undisputed that the real property collateral had a 
market value that was stable and “likely will increase over 
the long-term.” 

The Wolf debtors sought authorization to use rental 
income generated by the Huntley Building to pay 
approximately $279,000 in fees incurred by the Wolf 
debtors’ professionals.  The Wolf debtors alleged that, as 
of their request, they held approximately $326,000 in 
rents from the Huntley Building and that the property then 
generated approximately $52,000 of rental income per 
month.  They argued that FirstMerit was adequately 
                                                             
12 In re Chardon, LLC, Case No. 13-81372 (Bankr. N.D. Ill. Jan. 13, 
2015). 

protected for the proposed use of cash collateral because 
(i) the value of the real estate collateral was not 
diminishing, and (ii) the Wolf debtors would grant 
FirstMerit replacement liens on future rents.  In addition—
although they believed it was unnecessary—the Wolf 
debtors offered to make future and continuing interest 
payments to FirstMerit on the portion of the debt 
attributable to the Huntley Building. 

Opinion – FirstMerit Not Adequately Protected 

The bankruptcy court held that FirstMerit was not 
adequately protected under the circumstances because 
FirstMerit was undersecured and the proposed forms of 
adequate protection were illusory. 

First, the bankruptcy court determined that, even though 
there was “no evidence” that FirstMerit’s real property 
collateral was diminishing in value, using cash collateral 
to pay professional fees would decrease the amount and 
value of cash collateral held by the estate.  Without an 
equity cushion, additional payments to FirstMerit from its 
own cash collateral offered no real protection because the 
reduction to FirstMerit’s claim would equal the reduction 
of its collateral value.  Replacement liens also offered no 
protection because FirstMerit already had a lien in future 
rents under section 552(b) of the Bankruptcy Code and the 
Wolf debtors’ proposed use of the cash collateral (i.e. 
payment of professional fees) would not create value that 
could be subject to a lien. 

Building on the point that the proposed use did not create 
value, the bankruptcy court determined that the Wolf 
debtors’ professional fees were not compensable under 
section 506(c) of the Bankruptcy Code because the Wolf 
debtors failed to show that their counsel, financial advisor, 
and appraiser rendered services that protected or 
enhanced FirstMerit’s collateral.  The bankruptcy court 
noted that FirstMerit actually consented to use of its cash 
collateral for certain expenses that related to utilities, 
repair and upkeep, insurance, taxes, and management of 
the real property collateral, which it acknowledged to be 
necessary to maintain that collateral.  Citing the Second 
Circuit’s decision in Blackwood Associates, the bankruptcy 
court added, “the fact that services benefit the estate or 
reorganization generally or are allowed as administrative 
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expenses is not sufficient to justify charging the expense 
of such services against a secured creditor’s collateral.13” 

The bankruptcy court further held that the “equities of the 
case” exception to section 552(b) did not permit the Wolf 
debtors to use FirstMerit’s cash collateral because 
Seventh Circuit precedent14 limits that exception to 
circumstances in which the debtor “uses other assets of 
the bankrupt estate (assets that would otherwise go to 
the general creditors) to increase the value of the 
collateral,” which was not the case in Chardon.  In 
addition, the bankruptcy court found that the Wolf debtors 
failed to demonstrate that it was equitable to surcharge 
FirstMerit’s interest in postpetition rents to pay for 
professionals “who provided only general services in the 
bankruptcy case.”  The bankruptcy court provided some 
insight to its reasoning, noting that routine subordination 
of secured creditors’ security interests under section 
552(b) to attorneys’ fees and other priority claims 
“effectively allows the equitable exception to swallow the 
rule” and adding that “at the very minimum” a debtor 
must demonstrate that (i) rehabilitation will benefit the 
secured creditor, (ii) the professional fees are necessary 
for the secured creditor to receive such benefit, and (iii) 
there is not a more appropriate source to pay the 
professional fees. 

Opinion – Rejection of Addison Properties 

The bankruptcy court rejected the prior decision of the 
same court in Addison Properties, in which the court held 
that a secured creditor’s claim should be fixed at the 
beginning of the case for the purpose of determining 
adequate protection and, therefore, postpetition proceeds 
covered by section 552(b) do not increase the amount of a 
secured creditor’s claim entitled to adequate protection.  
The Wolf debtors relied on Addison Properties to argue 
that FirstMerit would be adequately protected for the use 
of its cash collateral so long as the Huntley Building was 
not decreasing in value. 

The bankruptcy court rejected Addison Properties for 
three main reasons.  First, Addison Properties15 adopted a 
                                                             
13 Citing Harvis Trien & Beck, P.C. v. Fed. Home Loan Mortgage 
Corp. (In re Blackwood Assocs., L.P.), 153 F.3d 61 (2d Cir. 1998). 
14 J. Catton Farms, Inc. v. First Nat’l Bank of Chicago, 779 F.2d 
1242, 1246 (7th Cir. 1985). 
15 In re Addison Properties Limited Partnership, 185 B.R. 766 
(Bankr. N.D. Ill. 1995). 

“dual valuation approach” for secured claims (i.e. one 
valuation at the beginning of the case for adequate 
protection purposes and second at the end of the case for 
confirmation purposes) in large part to avoid 
“dramatically”16 enhancing the rights of secured creditors 
by inflating their claims due to temporary fluctuations in 
asset values or revenues.  The bankruptcy court, however, 
observed that rent is often “readily quantifiable and 
predictable” and, in a situation where the debtor’s revenue 
is rent, such as Chardon, accounting for postpetition rents 
would not enhance a secured creditor’s rights by providing 
greater protection than it had through foreclosure, which 
would entitle the secured creditor to collect rents.  
Moreover, a debtor always has the ability to surcharge 
expenses necessary to protect real property or collect 
rental revenue under section 506(c) and cut short a 
secured creditor’s interest in postpetition rent under the 
equities of the case exception in section 552(b).  Thus, the 
bankruptcy court found that fluctuating rental revenues 
did not justify satisfying general administrative expenses 
with cash collateral. 

Second, the bankruptcy court considered decisions from 
the Northern Illinois District Court and Seventh Circuit and 
concluded that section 552(b) establishes a separate 
security interest in postpetition rents, which interest is 
entitled to adequate protection.  Under the dual valuation 
approach, however, that separate security interest in 
postpetition rents would be valued at zero and receive no 
adequate protection because that approach disregards 
postpetition rents for adequate protection purposes.  
Thus, the bankruptcy court held that the dual valuation 
approach was inconsistent with section 552(b).  It is worth 
noting, however, that the bankruptcy court’s concerns in 
this regard may be obviated, if not resolved, where the 
secured creditor is adequately protected by an equity 
cushion that is greater than the postpetition rents to be 
used. 

Finally, the bankruptcy court surveyed recent decisions 
from outside the Seventh Circuit (including a decision we 
addressed previously17) and concluded that a majority of 

                                                             
16 In re Addison Properties Limited Partnership, 185 B.R. 766, 
781. 
17 See Slice of the Pie: Valuing Secured Claims: The Importance 
of Credible Testimony and Postpetition Rents dated November 
15, 2013 on the Weil Bankruptcy Blog.  
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courts have held, in a variety of contexts, that a secured 
creditor’s interest in postpetition rents is separate from its 
interest in the underlying real property.  Thus, the 
bankruptcy court concluded that a “fair reading” of 
sections 506(a) and 552(b) of the Bankruptcy Code 
requires that a secured creditor’s separate interest in 
postpetition rents must be considered for adequate 
protection purposes. 

Appeal 

The Wolf debtors have appealed the bankruptcy court’s 
decision.  We’ll monitor the appeal and report on events as 
they unfold. 

Conclusion 

When a creditor is undersecured, the use of its cash 
collateral generally represents a dollar-for-dollar 
reduction in that creditor’s collateral.  Nevertheless, 
undersecured creditors may—and often do—consent to 
use of their cash collateral to pay estate professional fees 
when the debtor has few or no unencumbered assets with 
which to fund restructuring expenses.  If, however, an 
undersecured creditor determines that a restructuring is 
not in its best interests, refusing to fund restructuring 
expenses from cash collateral may be one of its more 
effective tools.  In Chardon, the bankruptcy court 
addressed non-consensual use of an undersecured 
creditor’s cash collateral, in the form of postpetition rent, 
to pay estate professional fees and determined that such 
use was impermissible unless the secured creditor 
received adequate protection from unencumbered 
collateral—which generally excludes postpetition rent per 
section 552(b)—or the debtor met the more rigorous 
standard to surcharge collateral.  Undersecured creditors 
have many things to worry about, but the decision in 
Chardon offers those creditors some comfort as they 
attempt to protect their collateral from further diminution. 

Fodder for the Dinner Table:  
The Rights of Secured 
Creditors in Chapter 11 
Jessica Diab 

In today’s economic environment, the rights of secured 
creditors have become a hot topic around the figurative 
dinner table of bankruptcy professionals.  Inevitably, this 
conversation includes a discussion of those Bankruptcy 

Code provisions intended to protect the rights of secured 
creditors, including: 

 Section 363(k), which permits a secured creditor with 
a lien on property being sold pursuant to section 363 
to credit bid its claim in any such sale unless the 
court, for cause, orders otherwise; 

 Section 1111(b)(1) which permits an undersecured 
creditor to assert its deficiency claim together with 
other unsecured creditors even though the secured 
debt was issued on a nonrecourse basis; and 

 Section 1111(b)(2) which permits an undersecured 
creditor to elect to retain its lien for the full amount 
of its claim, avoiding the bifurcation of its claim 
between secured and unsecured, and foregoing any 
recourse that it may have as an unsecured creditor. 

Recently in Baker Hughes,18 the Court of Appeals for the 
Fifth Circuit considered these two provisions and their 
mutual role in protecting the rights of secured creditors. 

In Baker Hughes, the debtor sold substantially all of its 
assets pursuant to section 363 of the Bankruptcy Code as 
a part of the debtor’s confirmed chapter 11 plan.  Prior to 
confirmation, one of the debtor’s undersecured creditors, 
Baker Hughes Oilfield Operations, Inc. (“Baker Hughes”), 
which held a lien on certain of the assets subject to the 
sale, filed an election pursuant to section 1111(b)(2) to 
have its claim treated as secured to the full extent of its 
claim.  The proposed purchaser objected on the grounds 
that, pursuant to section 1111(b)(1)(B)(ii), such an election 
is not available where the debtor intends to sell the 
encumbered property pursuant to section 363.  The 
bankruptcy court confirmed the debtor’s plan with no 
objection from Baker Hughes.  Following confirmation, 
Baker Hughes argued again that, as a secured creditor, it 
either had the right to credit bid at the sale of the 
collateral or be granted its election under section 
1111(b)(2).  Both the bankruptcy court and the district 
court denied Baker Hughes’s claim, and the Fifth Circuit 
affirmed. 

The majority’s brief opinion acknowledged the importance 
of a secured creditor’s right to credit bid, but found that 
the debtor’s plan implicitly provided secured creditors the 
right to credit bid by proposing a sale “pursuant to § 363,” 
and that Baker Hughes waived its right to credit bid by 
                                                             
18 784 F.3d 978 (5th Cir. 2015). 
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neither seeking to do so nor objecting to confirmation of 
the plan.  The majority rejected Baker Hughes’s argument 
that a trustee or a debtor in possession has the 
responsibility to make arrangements for a credit bid.  
Ultimately, the majority held that the sale was valid under 
section 363 and, accordingly, the secured creditors were 
not entitled to exercise an election under 1111(b)(2). 

Judge Jones concurred with the majority’s decision; 
however, she took issue with the majority’s reasoning.  In 
concurring with the majority’s decision, Judge Jones 
observed that Baker Hughes’s practical position in the lien 
structure was at odds with its claim to having been denied 
a right to credit bid – Baker Hughes, as a materialmen’s 
lienholder, could in theory make a credit bid, but 
practically would never do so because of the need to pay 
off senior liens as part of the bid.  It was on this basis 
alone that Judge Jones concurred with the majority’s 
decision. 

Judge Jones was critical of the majority’s reasoning, 
noting that if extended beyond the facts of Baker Hughes, 
the majority’s approach would effectively condone a sale 
of substantially all of the debtor’s assets outside of a 
public auction without any effort to protect the secured 
creditors’ right to credit bid and without the protection of 
the 1111(b)(2) election.  Judge Jones held that the 
prohibition against the 1111(b)(2) election in the context of 
a 363 sale should only apply where the secured creditors 
are, in fact, assured the right to credit bid their collateral.  
Notably, Judge Jones stated that such assurance is not 
met by simply “attaching the statutory labels to a debtor’s 
proposed collateral sale.”  Judge Jones concluded her 
opinion with the following three practices that bankruptcy 
courts should implement to assure the protection of 
statutory rights for secured creditors: 

1. when a secured creditor timely asserts an election 
under section 1111(b)(2) to which an objection is 
made, the bankruptcy court should resolve the 
creditor’s election before the confirmation hearing 
(noting that, had the court done so in this case, it 
could have spurred negotiations or plan revisions); 

2. if the terms of the sale under section 363 of the 
Bankruptcy Code or the chapter 11 plan are found 
wanting in protection of secured creditors’ right to 
credit bid, secured creditors should be permitted to 
elect treatment under section 1111(b)(2); and 

3. bankruptcy courts should order transparent, broadly 
publicized auctions of debtors’ assets that test the 
market for valuations, as well as for secured 
creditors’ sincerity about credit bidding. 

Judge Jones’ concurring opinion is a reminder to 
practitioners that in today’s lending environment, mere 
formalities might simply not be enough to satisfy the 
mutually enhancing protections provided to secured 
creditors under the Bankruptcy Code.  Or, at the very 
least, the concurring opinion should serve as a 
conversation piece for your next bankruptcy-related 
dinner party! 

You’re Late!  You’re Late!  For 
a Very Important Date!  
Seventh Circuit Holds 
Bankruptcy Rule 3002(c) 
Deadline to File Proofs of 
Claim Applies to Secured 
Claims 
Matthew Goren· 

In a decision that could have far reaching implications on 
the manner and level of secured creditor participation in 
bankruptcy cases, the Court of Appeals for the Seventh 
Circuit recently held that the deadline for filing proofs of 
claim under Bankruptcy Rule 3002(c) applied to all 
creditors – both unsecured and secured.19  Previously, 
secured creditors had relied on conflicting cases that 
permitted secured creditors to file proofs of claim in 
chapter 7 or chapter 13 cases at any time prior to a plan’s 
confirmation, but the Court of Appeals eliminated any 
confusion.  In so holding, however, the Seventh Circuit left 
unchanged its long standing rule that a secured lender’s 
lien is largely left unaffected by bankruptcy. 

Background 

In Pajian, a secured mortgage lender filed a proof of claim 
for approximately $330,000 more than three months after 
the expiration of the deadline for filing proofs of claim in 
the individual debtor’s chapter 13 case.  The lender’s 
claim covered two debts:  one was a secured debt for a 

                                                             
19 785 F.3d 1161 (7th Cir. 2015). 
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first mortgage on a commercial property jointly owned by 
the debtor, and the second was an unsecured claim for a 
deficiency judgment resulting from a state foreclosure 
proceeding on a residential property. 

The debtor objected to the claim, arguing that it was 
barred from inclusion in his chapter 13 plan because the 
lender had missed the deadline imposed by Bankruptcy 
Rule 3002(c).  In response, the lender argued that (i) a 
secured creditor did not need to file a proof of claim in 
order to secure distributions under a chapter 13 plan; (ii) a 
pleading the lender previously had filed prior to the 
deadline amounted to an “informal” proof of claim; and (iii) 
Rule 3002(c) was inapplicable to secured claims.  The 
bankruptcy court rejected the first and second arguments 
but agreed with the lender on the third, concluding that a 
secured creditor seeking distributions under a plan need 
only file a proof of claim prior to the plan’s confirmation.  
In so holding, the bankruptcy court sustained the debtor’s 
objection with respect to the unsecured portion of the 
claim, but overruled the objection as to the secured 
portion and deemed that latter portion allowed.  
Thereafter, the debtor took a direct appeal to the Seventh 
Circuit Court of Appeals to contest the bankruptcy court’s 
decision to allow the secured portion of the claim. 

The Seventh Circuit certified the debtor’s appeal, noting 
that the appeal raised legal question that would require 
the court to “break new ground” and resolve conflicting 
decisions among bankruptcy courts.  The Court of Appeals 
further noted that the case involved “matters of public 
importance” because the issue had been “a thorn in the 
side of many Chapter 13 cases involving secured 
creditors.” 

Analysis 

Under Bankruptcy Rule 3021, a creditor must file a proof 
of claim in order to participate in plan distributions.  This 
rule applies to all cases under the Bankruptcy Code, 
including chapter 11.  Although all creditors – secured and 
unsecured – must file a proof of claim in order to receive a 
distribution, the Seventh Circuit previously held in In re 
Penrod,20 that a secured creditor that fails to do so, and 
does not participate in the bankruptcy proceeding, can still 
enforce its lien through a foreclosure action, even after 
the debtor receives a discharge.  The Weil Bankruptcy 

                                                             
20 50 F.3d 459 (7th Cir. 1995). 

Blog has written about Penrod and decisions of other 
courts, which fail to address adequately how these 
holdings translate to the chapter 11 context and might be 
affected by a chapter 11 bar date order, a chapter 11 plan, 
or discharge under chapter 11.21 

Bankruptcy Rule 3002 governs the filing of proofs of claim 
in chapter 7, chapter 12 and chapter 13 cases. Bankruptcy 
Rule 3002(c) provides that “a proof of claim is timely filed 
if it is filed not later than 90 days after the first date set 
for the meeting of creditors called under § 341(a)….”  Rule 
3002(c) then goes on to enumerate six limited exceptions 
which may result in an extension of the general 90-day 
deadline (i.e., claims of governmental units, claims of 
infants or incompetent people, unsecured judgment 
claims, rejection damage claims, claims filed after a 
notice of no dividend was previously given but a dividend 
later appears possible, and claims of foreign creditors 
where insufficient notice was given) none of which applied 
to the debtor’s case. 

The issue of whether Rule 3002(c)’s deadline applied to 
all creditors or merely unsecured ones has led to 
conflicting opinions in the Seventh Circuit.  In Pajian, 
however, the Court of Appeals resolved this conflicting by 
holding that all creditors – unsecured and secured alike – 
are bound by the Rule 3002(c) deadline. 

First, the Court of Appeals stated that subsection (c) on its 
face applied to any “proof of claim” and did not distinguish 
between the claims of secured and unsecured creditors.  
Second, the Court noted that the 90-day general deadline 
enumerated in Rule 3002(c) mentioned both “claims” and 
“unsecured claims,” and the use of both terms suggested 
to the court that the drafters knew how to distinguish 
between all claims and unsecured claims. 

The Seventh Circuit further noted that principles of sound 
judicial administration supported holding that Rule 
3002(c) applied to all creditors.  Concerned that tardy 
filings from secured creditors likely would require the 

                                                             
21 See, Is This What Passive-Aggressive Means? Fifth Circuit 
Allows Secured Creditor that Took No Action During Chapter 11 
Case to Protect Its Lien to Exercise Rights Post-Emergence, 
Claim Disallowance and Lien Avoidance: A Distinction with a 
Difference dated August 21, 2013, and Ignoring Its Own 
Precedent, Seventh Circuit Refuses to Allow Tax Lien to Ride 
Through Chapter 13 Case dated January 23, 2014 on the Weil 
Bankruptcy Blog. 
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debtor to modify a carefully constructed plan, the Court of 
Appeals noted that allowing secured creditors to file last 
minute proofs of claim could “wreak havoc on the ability 
of the debtor and the bankruptcy court to assemble and 
approve an effective plan.” 

Finally, the court noted that the recent proposal of the 
U.S. Judicial Conference’s Advisory Committee on 
Bankruptcy Rules to amend Rule 3002(a) to make clear 
that it applies to secured and unsecured creditors 
supported its conclusions. 

In rendering its decision, the Court of Appeals disregarded 
the fact that subsection (a) of Rule 3002, which sets forth 
the requirement to file a proof of claim so that the claim 
will be allowed, was limited to unsecured creditors, noting 
“that fact does not undermine our conclusion.”  The Court 
of Appeals stated that it made sense for section (a) to 
apply only to unsecured claims.  The Court explained that, 
if an unsecured creditor did not file a proof of claim, it 
would not share in the recovery authorized under the plan 
and its claim would be discharged in bankruptcy.  
According to the Court, and consistent with Penrod, the 
same did not apply to secured creditors as secured debts 
are non-dischargeable, and secured creditors can enforce 
their liens even if they do not participate in the debtor’s 
chapter 13 plan.  The court stated that “subsection (a) is 
thus about who must file in order to collect on debts.  
There is no reason why its limitation to unsecured 
creditors should carry over to subsection (c).” 

Conclusion 

Although the Seventh Circuit reaffirmed its position that a 
secured creditor’s lien is largely left unaffected by 
bankruptcy, its recent decision in Pajian could have far 
reaching implications on the manner and level of secured 
creditor participation in bankruptcy cases.  In holding that 
secured and unsecured creditors alike are bound by the 
deadline imposed under Bankruptcy Rule 3002(c) for filing 
proofs of claim, the Seventh Circuit has limited the ability 
of secured creditors to take a “wait and see approach” in 
deciding whether to participate in chapter 7 or chapter 13 
cases.  Secured creditors can no longer wait until 
confirmation to decide whether to file a proof of claim and 
now may need to engage with debtors earlier in the 
bankruptcy process to determine whether to participate in 
a bankruptcy (i.e., file a claim) or simply seek to enforce 
their existing liens post-confirmation. 

Although the Seventh Circuit had an opportunity to retreat 
from its holding in Penrod, it expressly reaffirmed the 
principle that a secured debt may “ride through” a 
bankruptcy.  Although Pajian arises under chapter 13, this 
decision creates uncertainty about how these principles 
might be applied in a chapter 11 context, and reflects that 
courts continue to embrace the “lien rides through” 
caselaw that developed prior to the enactment of the 
Bankruptcy Code. 

SCOTUS Rules that 
Completely Underwater Liens 
Ride Through, At Least in a 
Chapter 7 Case 
Katherine Doorley 

The Supreme Court’s recent decision in Bank of America, 
N.A. v. Caulkett,22 addressed one of our favorite topics:  
lien-stripping.23  In Caulkett, the Supreme Court reversed 
the Eleventh Circuit’s decision allowing individual chapter 
7 debtors to “strip” junior liens on their homes when the 
first priority liens were underwater.  Relying on Dewsnup 
v. Timm,24 the Supreme Court unanimously held that 
section 506(d) of the Bankruptcy Code does not allow the 
debtor to “strip” a junior creditor’s lien, where the junior 
creditor’s claim is an allowed secured claim. 

Background 

The debtors in question each had two mortgage liens on 
their respective residences.25  Bank of America held the 

                                                             
22 135 S.Ct. 1995 (2015). 
23 We previously discussed this issue in light of a Fifth Circuit 
decision that permitted a lien to “ride through” a chapter 11 case 
when the secured creditor did not participate in the case (See Is 
This What Passive-Aggressive Means? Fifth Circuit Allows 
Secured Creditor that Took No Action During Chapter 11 Case to 
Protect Its Lien to Exercise Rights Post-Emergence dated 
August 21, 2013 on the Weil Bankruptcy Blog, and in reference 
to decisions from the Eight Circuit and the United States 
Bankruptcy Court for the Northern District of Illinois (See Claim 
Disallowance and Lien Avoidance: A Distinction with a Difference 
dated November 13, 2013 on the Weil Bankruptcy Blog. 
24 502 U. S. 410 (1992). 
25 The Caulkett case was a consolidation of two similarly 
situated matters pending before the Eleventh Circuit. 
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junior mortgage lien on each residence.  The amount owed 
to the senior mortgagor was greater than the current 
market value of each home, rendering the junior liens of 
Bank of America completely underwater.  The debtors 
each filed for bankruptcy under chapter 7.  In their 
bankruptcies, the debtors sought to avoid the junior 
mortgage liens under section 506(d), which provides that 
to the extent that a lien secures a claim which is not an 
allowed secured claim, the lien in question is void.  The 
respective bankruptcy courts granted the motion, and in 
each case the district court and the Eleventh Circuit 
affirmed the bankruptcy court’s decision.  Bank of 
America appealed to the Supreme Court. 

The Supreme Court’s Decision 

The Supreme Court first acknowledged that under an 
arguably straightforward reading of the Bankruptcy Code, 
the debtors would have been able to avoid the liens of 
Bank of America.  Specifically, section 506(a)(1) provides 
that an allowed claim is a secured claim to the extent of 
the value of the creditor’s interest in the property securing 
the claim, and is an unsecured claim to the extent that the 
value of the creditor’s interest in the property is less than 
the amount of the allowed claim.  Stated differently, if the 
value of a creditor’s interest in the property is zero, the 
claim would be an unsecured claim within the definition of 
section 506(a)(1).  Section 506(d) also uses the phrase 
“allowed secured claim” so it would be logical for the 
phrase to have the same meaning in both subsections. 

The Supreme Court, however, had already adopted a 
different interpretation of the phrase “secured claim” for 
the purposes of section 506(d) in Dewsnup, where the 
Supreme Court rejected the chapter 7 trustee’s attempt to 
strip a partially underwater lien down to the value of the 
collateral.  In Dewsnup, the Supreme Court defined the 
term “secured claim” in section 506(d) to mean a claim 
that was “supported by a security interest in property, 
regardless of whether the value of that property would be 
sufficient to cover the claim.”  Accordingly, the Supreme 
Court held here that because the claims in question were 
secured by liens and allowed under section 502, they 
could not be voided under section 506(d) even when 
completely underwater. 

A number of different amicus briefs were filed on both 
sides of the lien-stripping debate.  A group of amici, 
including the LSTA, asserted that affirming the Eleventh 
Circuit decision and allowing lien-stripping in the chapter 

7 context could have unintended consequences for the 
commercial loan market, impact the holders of “inferior” 
liens and could dampen the appetite of lenders to lend on 
a junior basis.  In particular, the LSTA pointed to the 
“destabilizing effects of an adverse decision in these cases 
on the $40 billion-dollar market for commercial loans 
secured by inferior liens.”  On the other side, the National 
Association of Consumer Bankruptcy Attorneys and the 
AARP urged the Supreme Court to allow lien-stripping.  
This group of amici argued that lien avoidance was central 
to the overall operation of the Bankruptcy Code, and in 
particular in the reorganization chapters, and that 
affirming the Eleventh Circuit would be consistent with a 
plain reading of section 506. 

The Court noted repeatedly that the debtors did not ask 
for Dewsnup to be overruled, but rather only requested 
that the Court limit Dewsnup’s application to situations 
where the liens in question were only partially 
underwater.  The Court declined to adopt this proposed 
distinction between wholly and partially underwater liens 
on the grounds that applying this approach would leave an 
“odd statutory framework” in place, under which, if a court 
valued the collateral at a dollar more than the amount of 
the senior mortgage, the debtor could not strip down the 
lien, whereas if the court valued the collateral at one 
dollar less than the amount of the senior mortgage, the 
debtor could strip off the entire junior lien.  The Supreme 
Court expressed concern that, given the frequently 
changing value of real property, adopting the debtors’ 
distinction could lead to arbitrary results.  The Court 
remarked that even if Dewsnup were deemed to reflect an 
incorrect interpretation of section 506(d), the debtors’ 
proposed solution would not be any more correct. 

Interestingly, in addition to the Court’s frequent 
references to the fact that the debtors had not asked the 
Court to overrule Dewsnup, the Court added a footnote 
explaining the criticism that Dewsnup has received.  Three 
of the nine justices who joined in the opinion explicitly did 
not join this footnote.  This difference of opinion of the 
justices (as to a footnote!) in an otherwise unanimous 
decision appears to highlight the importance of this 
footnote.  Given that six justices joined in the Dewsnup 
criticism footnote, perhaps those justices would have 
overturned Dewsnup had the debtors so requested.  Did 
the debtor make a strategic error in not seeking that it be 
overruled?  Was the Court inviting someone else to do 
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that?  Is the eventual overruling of Dewsnup now an 
inevitability? 

Implications for Chapter 11 Cases 

What does Caulkett mean for chapter 11 cases?  In 
general it is accepted that a debtor in a chapter 11 case 
can avoid the liens of secured creditors.  Some courts, 
however, have disallowed lien-stripping in chapter 11 
cases, or otherwise ruled that liens should “ride through” 
the bankruptcy.  In In re Batista-Sanechez,26 for example, 
the United States Bankruptcy Court for the Northern 
District of Illinois relied in part on section 506(d) to 
distinguish claim disallowance from lien avoidance and 
disallowed a secured creditor’s untimely-filed proof of 
claim, while allowing the creditor to retain its lien.  The 
majority of courts permitting lien-stripping in the chapter 
11 context do not rely on section 506(d), however, but 
rather point to different statutory hooks – such as the 
cram down provisions for chapter 11 plans,27 the right of a 
class of creditors to make an election under section 
1111(b), and section 1123(b)(5), which permits 
modification of the rights of holders of secured claims 
(except for those claims secured solely by a debtor’s 
principal residence).28 

Another group of decisions interpret the Bankruptcy Code 
to prevent lien-stripping and allow the liens of secured 
creditors to “ride through” in a chapter 11 bankruptcy if 
they have not participated in the chapter 11 case in any 
way, despite the language of section 1141(c) of the 
Bankruptcy Code, which provides that “except otherwise 
provided in the plan or in the order confirming the plan, 
after confirmation of a plan, the property dealt with by the 
plan is free and clear of all claims and interests of 
creditors . . .”  In Acceptance Loan Co., Inc. v. S. White 
Transportation Inc. (In re S. White Transportation, Inc.),29 
for example, the Fifth Circuit held that a secured creditor 
who took no steps to preserve its claim or lien in a chapter 
11 case, despite receiving actual notice of the bankruptcy, 
could enforce its lien postpetition on the grounds that 

                                                             
26 502 B.R. 227 (Bankr. N.D. Ill. 2013). 
27 See, e.g., Wade v. Bradford, 39 F.3d 1126 (10th Cir. 1994) 
(allowing lien-stripping based on section 1129(b)(2).) 
28 See, e.g., In re Johnson, 386 B.R. 171, 175 (Bankr. W.D. Pa. 
2008). 
29 725 F.3d 494 (5th Cir. 2013). 

liens “ride through” a bankruptcy and are not affected 
thereby, despite section 1141(c).  The Fifth Circuit and 
courts holding similarly have interpreted section 1141(c) 
to require a creditor to “participate” in the bankruptcy 
case before its lien can be voided. 

Given these decisions regarding both lien-stripping and 
whether liens ride through a chapter 11 case, and the fact 
that the Caulkett decision does not discuss lien-stripping 
in the chapter 11 context, there is unlikely to be any 
dramatic change in the way liens are currently treated in 
chapter 11 cases. 
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Class Action in Bankruptcy:  
“NO REPRESENTATION 
WITHOUT DESIGNATION!” 
Said the Second Circuit 
Andriana Georgallas 

In a recent decision by the Second Circuit, Lucas v. Dynegy 
Inc. (In re Dynegy, Inc.),1 the court held that a class 
representative of a district court securities litigation 
against a chapter 11 debtor had no authority to act on 
behalf of the class in the debtor’s bankruptcy proceedings, 
in this case by objecting to the debtor’s plan and opting 
out of certain plan releases related to such litigation.  
Why?  Because the class representative failed to invoke 
Rule 23 of the Federal Rules of Civil Procedure (the 
“Federal Rules”) and seek class certification by the 
Bankruptcy Court for the Southern District of New York 
(the “Bankruptcy Court”).  In sum, the Second Circuit 
affirmed the ol’ saying, “No representation without 
designation” – defining the outer limits of a class 
representative’s powers in the context of a bankruptcy 
proceeding and underscoring the importance of following 
proper procedures. 

Background 

In March 2012, a securities class action was commenced 
in the United States District Court for the Southern 
District of New York (the “District Court”) against, among 
others, Dynegy Inc. (“Dynegy”), alleging dissemination of 
false and misleading information and failure to disclose 
material facts about Dynegy’s financial performance and 
prospects in violation of securities laws.  Thereafter, 
Dynegy filed for chapter 11 relief in the Bankruptcy Court.  
Dynegy’s plan of reorganization contained a release of 
certain non-debtor third parties from liability that 
precluded litigation against those third parties.  The 
release was binding on all parties unless a party 
affirmatively opted out. 

On July 13, 2012, the District Court appointed Stephen 
Lucas as “lead plaintiff” in the securities class action.  
Soon thereafter, Lucas requested that the District Court 
expand his role as lead plaintiff to allow Lucas to 

                                                             
1 770 F.3d 1064 (2d Cir. 2014). 

represent the class in Dynegy’s bankruptcy proceedings.  
The court denied the request. 

Bankruptcy Court and District Court 

On August 24, 2012, Lucas opted out of the Plan release 
and objected to the Plan on his own behalf and on behalf 
of the class.  The Bankruptcy Court confirmed the Plan 
and ultimately overruled his objection, holding that he 
lacked standing both in his individual capacity and on 
behalf of the class. 

Specifically, the Bankruptcy Court held that (i) Lucas 
could not object to the release because the release did not 
affect his rights—he had personally opted out and (ii) 
Lucas lacked authority to represent the class outside of 
the District Court class action and, thus, could neither opt 
out of the release nor object to the Plan on behalf the 
class.  To represent the class in the bankruptcy 
proceedings, Lucas was required to move under Rule 
9014 of the Federal Rules of Bankruptcy Procedure (the 
“Bankruptcy Rules”) to make Federal Rule 23 (providing 
procedures for class actions) applicable to the bankruptcy 
case.  He did not file such a motion, despite having two 
months to do so. 

Lucas appealed to the District Court on his behalf and on 
behalf of the class.  The District Court affirmed the 
Bankruptcy Court’s ruling and dismissed the appeal. 

Second Circuit 

The Second Circuit also affirmed on appeal, holding that 
Lucas did not have standing to represent the class in the 
bankruptcy proceeding.  Lucas’ main arguments were that 
(i) his status as lead plaintiff in the District Court class 
action gave him standing to opt out of or object to the 
release on behalf of the class in the bankruptcy 
proceeding, and (ii) as a procedural matter, he was not 
required to seek class action status in the bankruptcy 
court to assert such standing. 

Rejecting all of Lucas’ arguments, the Second Circuit 
noted that “[i]t is well-settled that consent to being a 
member or the representative of a class in one piece of 
litigation is not tantamount to a blanket consent to any 
litigation the class counsel may wish to pursue.”  Id. at 8 
(internal quotation marks omitted).  The Second Circuit 
further clarified that Lucas’ fiduciary obligations as lead 
plaintiff in the class action did not confer on him the 
“status of a class representative in the bankruptcy 
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proceeding for a class that has never been designated.”  
Id. at 9 (internal quotation marks omitted).  Indeed, the 
District Court appointed Lucas as representative of that 
action and no others, as clarified by the District Court 
when it refused to expand Lucas’ role as lead plaintiff in 
the District Court class action to the Dynegy’s bankruptcy 
proceedings. 

The Second Circuit also rejected Lucas’ procedural 
argument.  The court noted that class actions apply in 
bankruptcy proceedings in two ways (i) automatically in 
adversary proceedings or (ii) at the discretion of the 
bankruptcy court in contested matters, upon a Bankruptcy 
Rule 9014 motion to make Federal Rule 23 apply.  
Although Lucas argued that the matter at issue was not a 
“contested matter,” the Second Circuit found that the 
proceeding did not fit within any of the categories of 
adversary proceedings set forth in Bankruptcy Rule 7001 
(providing an exhaustive list of the various categories of 
adversary proceedings).  As all proceedings in bankruptcy 
are either adversary proceedings or contested matters, 
the Second Circuit held that the matter at issue was a 
contested matter and, thus, Lucas could not represent a 
class that was never designated by the Bankruptcy Court. 

Conclusion 

In Dynegy, the Second Circuit highlighted the outer limits 
of a class representative’s powers in a bankruptcy 
proceeding, teaching all practitioners a few lessons on 
how to avoid the potential forfeiture of legal rights.  First, 
procedures matter (as they always have).  Know the law 
and seek to protect your rights as soon as possible.  
Second, a class representative in one litigation does not 
automatically become the class representative in a 
contested matter in a related bankruptcy proceeding.  You 
must file a motion under Federal Rule 23 for class 
certification.  But, if you remember nothing else, just 
remember this:  No representation without designation. 

Eleventh Circuit Confirms 
Position That Non-
Consensual, Third-Party 
Releases Are Permissible 
Gabriel A. Morgan 

In a recent decision,2 the United States Court of Appeals 
for the Eleventh Circuit confirmed its previous adoption of 
the “majority view” that non-consensual, third-party 
releases are permissible under certain circumstances. 

Background 

Seaside Engineering & Surveying, Inc. is a closely-held 
civil engineering and surveying firm located in Florida.  
Certain of Seaside’s principal shareholders, who were also 
its directors and officers, were engaged in real estate 
development ventures, which were wholly separate from 
Seaside.  In connection with these ventures, the Seaside 
principals issued personal guaranties of loans extended by 
Vision Bank.  When the real estate ventures defaulted, 
Vision Bank sought to recover under the personal 
guaranties.  Several of the Seaside principals then 
commenced cases under chapter 7 of the Bankruptcy 
Code.  The trustee in one of those chapter 7 cases held an 
auction for the guarantor-principal’s Seaside equity and 
Vision Bank won the auction.  The bankruptcy court 
approved the sale over Seaside’s objection.  Shortly 
thereafter, Seaside filed for protection under chapter 11 of 
the Bankruptcy Code. 

Seaside’s plan of reorganization proposed to continue 
operations as Gulf Atlantic, LLC, which would be managed 
by the same parties as Seaside and owned by each 
manager’s irrevocable family trust.  In in exchange for its 
equity interest, Vision Bank would receive a promissory 
note, but no continued ownership in Gulf Atlantic.  The 
plan also included the following third-party release: 

[N]one of the Debtor, . . . Reorganized Debtor, Gulf 
Atlantic . . . (and any officer or directors or 
members of the aforementioned [entities]) and 
any of their respective Representatives (the 
“Releasees”) shall have or incur any liability to 
any Holder of a Claim against or Interest in 
Debtor, or any other party-in-interest … for any 

                                                             
2 See In re Seaside Engineering & Surveying, Inc., 780 F.3d 1070 
(11th Cir. 2015). 
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act, omission, transaction or other occurrence in 
connection with, relating to, or arising out of the 
Chapter 11 Case, the pursuit of confirmation of 
the Amended Plan as modified by the Technical 
Amendment, or the consummation of the 
Amended Plan as modified by this Technical 
Amendment, except and solely to the extent such 
liability is based on fraud, gross negligence or 
willful misconduct. 

Vision Bank objected to confirmation of the Seaside plan 
on a number of grounds, including that the third-party 
release was inappropriate, unjust, and unnecessary.  
Vision Bank argued in its objection that the “obvious 
purpose” of the third-party release was to frustrate Vision 
Bank’s claims against Seaside’s principals, to further 
Seaside’s efforts to block the transfer of shares from the 
Seaside principals that filed for chapter 7, and to ensure 
that all of the Seaside principals “continue to personally 
receive all of the wages, benefits and distributions which 
they were receiving pre-petition from this solvent 
business at the expense of their fellow shareholders, 
[Vision Bank] and the Chapter 7 trustees.3” 

The bankruptcy court overruled Vision Bank’s objection 
and confirmed Seaside’s plan including the third-party 
release.  Vision Bank appealed, but the district court 
upheld the propriety of the release and the Eleventh 
Circuit affirmed, stating that its decision would “provide 
guidance to the Circuit’s bankruptcy courts with respect to 
a significant issue:  i.e. the authority of bankruptcy courts 
to issue non-consensual, non-debtor releases … and the 
circumstances under which such bar orders might be 
appropriate.” 

Eleventh Circuit Confirms That It Follows the 
Majority View 

The Eleventh Circuit turned first to its decision from In re 
Munford,4 in which it held that section 105(a) of the 
Bankruptcy Code provides bankruptcy courts with 
authority to approve non-consensual, third-party releases 
and upheld such a release where (i) the release was 
“integral to settlement in an adversary proceeding,” and 

                                                             
3 See In re Seaside Eng’g & Surveying, Inc., No. 11-31637 (N.D. 
Fla. June 6, 2012) [Docket No. 376]. 
4 Munford v. Munford, Inc. (In re Munford, Inc.), 97 F.3d 449, 455 
(11th Cir. 1996). 

(ii) the released party was a settling defendant that would 
not have entered into the settlement without the release.  
As described below, the facts in Seaside were different:  
Instead of facilitating settlement, “the releases prevent 
claims against non-debtors that would undermine the 
operations of, and doom the possibility of success for the 
reorganized entity.5”  Still, the court determined that 
“Munford is the controlling case here” and held that the 
Eleventh Circuit follows the “majority view” that non-
consensual, third-party releases are permissible under 
certain circumstances. 

The court expressly rejected the argument, endorsed by 
the “minority circuits,” that non-consensual, third-party 
releases are prohibited by section 524(e) of the 
Bankruptcy Code, which provides, in relevant part, that the 
“discharge of a debt of the debtor does not affect the 
liability of any other entity on, or the property of any other 
entity for, such debt.”  More specifically, the Eleventh 
Circuit agreed with the Seventh Circuit, which stated that 
“[t]he natural reading of this provision does not foreclose 
a third-party release from a creditor’s claims,” and added 
that, if Congress intended to limit the bankruptcy courts’ 
power in this respect, it would have done so clearly.6  The 
court also included a footnote in which it expressly 
rejected the Fifth Circuit’s recent assertion that another, 
older Eleventh Circuit decision7 had adopted the minority 
view. 

The Eleventh Circuit was careful to note that, even though 
non-consensual, third-party releases were permissible, 
such releases “ought not to be issued lightly, and should 
be reserved for those unusual cases in which … necessary 
for the success of the reorganization, and only in 
situations in which such an order is fair and equitable 
under all the facts and circumstances.8”  Consequently, 
the Eleventh Circuit commended for consideration the 
seven factors set forth by the Sixth Circuit in Dow 

                                                             
5 Seaside, at 8. 
6 Airadigm Commc’ns, Inc. v. FCC (In re Airadigm Commc’ns, 
Inc.), 519 F.3d 640, 655–58 (7th Cir. 2008). 
7 See Ad Hoc Group of Vitro Noteholders v. Vitro S.A.B. de C.V. (In 
re Vitro S.A.B. de C.V.), 701 F.3d 1031 (5th Cir. 2012); Owaski v. 
Jet Florida Sys., Inc. (In re Jet Florida Sys., Inc.), 883 F.2d 970 
(11th Cir. 1989). 
8 Seaside, at 11. 
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Corning,9 noting that the list should be considered non-
exhaustive, to be applied flexibly, while “always keeping in 
mind” that non-consensual, third-party releases should be 
used “cautiously and infrequently” and “only where 
essential, fair, and equitable.” 

Eleventh Circuit’s Application of the Dow Corning 
Factors 

The Eleventh Circuit next applied the standard it had just 
articulated to the facts in Seaside: 

 Dow Corning Factor   Application in Seaside10 

1. An identity of interests 
between the debtor 
and the third party, 
such that a suit against 
the non-debtor is, in 
essence, a suit against 
the debtor or will 
deplete estate assets 

The court found that the 
reorganized debtor’s 
business was “completely 
dependent” on the skilled 
labor of the released 
parties and preoccupying 
these parties with further 
lawsuits would “interrupt 
the labor-intensive 
surveying, leading to a 
deterioration of the estate 
as Gulf loses valuable 
relationship-based work 
contracts.” 

2. The non-debtor has 
contributed substantial 
assets to the 
reorganization 

The court found that the 
services contributed by the 
released parties would be 
the reorganized debtor’s 
“life blood.” 

3. The injunction is 
essential to 
reorganization 

The court agreed with the 
bankruptcy court’s 
characterization of the 
chapter 11 case as “highly 
litigious” and found that, 
without the third-party 
release, “litigation would 
likely continue, bleeding 
Gulf dry and dashing any 
hope for a successful 
reorganization.” 

                                                             
9 Class Five Nevada Claimants v. Dow Corning Corp. (In re Dow 
Corning Corp.), 280 F.3d 648, 658 (6th Cir. 2002). 
10 Seaside, at 12–17. 

 Dow Corning Factor   Application in Seaside10 

4. The impacted class, or 
classes, has 
overwhelmingly voted 
to accept the plan 

Although Vision Bank 
rejected the plan—as did 
two of the chapter 7 
trustees—all other classes, 
impaired and unimpaired, 
unanimously accepted the 
Plan.  In addition, the 
bankruptcy court found that 
the treatment of rejecting 
equity holders under the 
plan constituted payment in 
full.  The court did not 
conclude that this factor 
favored the debtor, but 
stated that it could not 
conclude that this factor 
favored Vision Bank. 

5. The plan provides a 
mechanism to pay for 
all, or substantially all, 
of the class or classes 
affected by the 
injunction 

The court again noted the 
bankruptcy court’s finding 
that the treatment of 
rejecting equity holders 
under the plan constituted 
payment in full and 
concluded that this factor 
weighed heavily in favor of 
approving the releases. 

6. The plan provides an 
opportunity for those 
claimants who choose 
not to settle to recover 
in full 

The court noted that the 
bankruptcy court found this 
factor to be inapplicable 
and stated that it could not 
conclude that the 
bankruptcy court abused its 
discretion. 

7. The bankruptcy court 
made a record of 
specific factual 
findings that support 
its conclusions 

“The bankruptcy court 
made thorough factual 
findings in reaching its 
decision.  Its findings are 
amply supported by the 
evidence.  The bankruptcy 
court’s extensive 
consideration of this case 
weighs heavily against any 
abuse of discretion.” 

 
In addition, the Eleventh Circuit also considered (i) the 
bankruptcy court’s observation that the time and money 
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expended by Vision Bank was “apparently 
disproportionate” to that party’s stated valuation of the 
company, (ii) the debtor’s agreement to drop claims for 
sanctions against Vision Bank, avoiding an asymmetrical 
benefit for the debtor, and (iii) the scope of the release, 
which was limited to claims arising from the chapter 11 
case and expressly excluded claims arising out of fraud, 
gross negligence, or willful misconduct.  On balance, the 
Eleventh Circuit concluded that the bankruptcy court’s 
findings supported a conclusion that the third-party 
releases in the Seaside plan would “prevent claims 
against non-debtors that would undermine the operations 
of, and doom the possibility of success for the reorganized 
entity,” and were appropriate under the circumstances. 

Takeaway 

The Eleventh Circuit now clearly falls within the majority 
rule with respect to non-consensual, third-party releases.  
Actually obtaining such a release, however, will remain 
challenging as the debtor must demonstrate that the 
release is essential to the success of the reorganization 
and is fair and equitable under all the facts and 
circumstances. 

Can a Bankruptcy Court Order 
a Non-Debtor to Dismiss a 
State Court Lawsuit Against a 
Third Party?  It Depends on 
the Nature of the Claim – and 
How Long the Non-Debtor 
Waits to Object 
Blaire Cahn 

The United States Bankruptcy Court for the Southern 
District of Texas in In re Waco Town Square Partners, 
L.P.,11 et al. considered whether it had the authority to 
order a non-debtor to dismiss a state court lawsuit 
against a third party.  Finding that “when you snooze, you 
lose,” the bankruptcy court held that although it did not 
necessarily have the authority to order the non-debtor to 
dismiss all of the claims in its state court lawsuit, the non-
debtor forfeited its right to challenge the bankruptcy 

                                                             
11 525 B.R. 662 (Bankr. S.D. Tex. 2015). 

court’s authority to do so by failing to file a timely 
objection. 

Background 

NSJS Limited Partnership commenced a lawsuit against 
Waco Town Square Partners II, LP (WTSP II) and certain 
other defendants in state court for, among other things, 
fraud and breach of contract.  WTSP II subsequently 
commenced a chapter 11 proceeding.  The confirmation 
order for WTSP II’s chapter 11 plan required NSJS to 
remove any derivative claims (i.e., claims belonging to 
WTSP II or its estate) from its state court complaint within 
45-days or all of NSJS’s claims would be deemed 
derivative claims, which must be dismissed with prejudice.  
NSJS failed to amend its complaint within the 45-day 
period. 

Nearly seven months after the confirmation order was 
entered, NSJS amended its complaint by removing WTSP 
II as a defendant and deleting any claims that were 
potentially derivative.  WTSP II filed a motion for contempt 
against NSJS for violation of the confirmation order.  
Although the bankruptcy court denied the motion for 
contempt, it found that NSJS’s original complaint 
contained several derivative claims, which were not timely 
removed in accordance with the confirmation order, and 
ordered NSJS to dismiss its state court action.  On appeal, 
the district court affirmed the bankruptcy court’s decision 
on the contempt motion and remanded the case as to the 
requirement that NSJS dismiss its state court action.  The 
district court requested clarification on several issues, 
including the bankruptcy court’s authority to order a non-
debtor to dismiss a lawsuit in state court and whether 
NSJS’s failure to amend its complaint timely was due to 
excusable neglect. 

Analysis 

In evaluating whether it had the authority to order NSJS 
to dismiss its state court lawsuit, the bankruptcy court 
first considered NSJS’s claims against WTSP II.  The 
bankruptcy court noted that the determination of claims 
against the estate is a critical part of the federal 
bankruptcy power and explained that such claims are core 
proceedings under 28 U.S.C. § 157(b)(2)(B).  Accordingly, 
the bankruptcy court found that it was permitted to issue 
a final order requiring NSJS to dismiss its state law 
claims as against WTSP II. 
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The bankruptcy court next considered claims that were 
property of WTSP II’s bankruptcy estate, such as alter ego 
claims.  28 U.S.C. § 1334(e) grants the district court 
exclusive jurisdiction over all property of the debtor and 
the bankruptcy estate.  The bankruptcy court reasoned 
that NSJS interfered with the bankruptcy estate by 
commencing a lawsuit containing claims that were 
properly part of the bankruptcy estate.  Because 
preventing interference with the bankruptcy estate is an 
essential bankruptcy matter, it falls within the “public 
rights” exception to Stern v. Marshall’s general rule that a 
bankruptcy court may not issue a final order or judgment 
on matters that are within the exclusive authority of 
Article III courts.  As such, the bankruptcy court found that 
it also had the proper authority to order NSJS to dismiss 
these claims. 

Finally, the bankruptcy court addressed claims filed by 
NSJS against third parties that were not property of the 
bankruptcy estate.  The bankruptcy court acknowledged 
that it likely did not have the authority to order NSJS to 
dismiss these claims, but found that NSJS forfeited its 
right to challenge such authority by failing to object 
timely.  Indeed, NSJS waited until almost a year after the 
original confirmation order was entered.  With respect to 
subject matter jurisdiction, the Supreme Court has found 
on numerous occasions that a bankruptcy court’s final 
order may not be collaterally attacked on the basis of a 
jurisdictional challenge.  The bankruptcy court reasoned 
that such rule should also apply in the context of a 
bankruptcy court’s constitutional authority to issue a final 
order.  The bankruptcy court went on to point out that the 
majority in Stern acknowledged that a party may forfeit its 
right to challenge a bankruptcy court’s constitutional 
authority by failing to file a timely objection. 

The bankruptcy court was also not persuaded that NSJS’s 
failure to amend its complaint was the result of excusable 
neglect.  Although the bankruptcy court acknowledged 
that several factors relevant to a determination of 
excusable neglect weighed in favor of NSJS—the length of 
the delay did not prejudice the debtor and NSJS acted in 
good faith—NSJS failed to provide a valid justification for 
its delay. 

Conclusion 

The case is yet another reminder that a failure to adhere 
to procedural rules and deadlines could result in a waiver 
of substantive rights and remedies.  Here, had NSJS 

timely challenged the constitutional authority of the 
bankruptcy court to require dismissal of those state law 
claims that were not property of the estate, it may well 
have preserved such claims in its state court action. 
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Ninth Circuit BAP:   
Cramdown, DENIED. 
Andriana Georgallas 

If cramdown failures are par for the course, why are we all 
so fascinated with them?  One thing is certain:  they 
always provide a good teaching moment for practitioners.  
Marlow Manor’s chapter 11 single asset real estate case 
is no different.  In Marlow Manor,1 the Ninth Circuit 
Bankruptcy Appellate Panel held that the bankruptcy 
court did not err in (i) refusing to confirm the debtor’s 
chapter 11 plan, which improperly classified two 
unsecured and impaired deficiency claims of its lender in 
separate classes as secured and unimpaired, and (ii) 
rejecting an aspect of the plan, which treated the lender 
as if it had made a section 1111(b)(2) election. 

Background 

Marlow Manor owned a portion of a high rise in downtown 
Anchorage.  The high rise was subdivided by a developer 
(the debtor’s manager, Marc Marlow2 into a two unit 
condominium project:  (i) Unit A was owned by an investor 
and (ii) Unit B was owed by Marlow Manor.  Unit B was to 
be converted into a senior assisted living home and was 
financed by a $5.4 million construction loan.  In 2007, the 
Alaska Housing Financing Corporation (“AHFC”) 
refinanced the majority of the construction loan through 
two long term loans in the amount of $5.45 million 
(summarized in the chart below). 

After certain Medicaid changes, it was no longer practical 
to use the project for assisted living, and Mr. Marlow 
decided to convert the Marlow Manor property to 
residential units offered on the open market.  Thereafter, 
AHFC agreed to a loan modification (summarized in the 
chart below). 

                                                             
1 No. AK-14-1122-JuKiKu, 2015 WL 667543 (B.A.P. 9th Cir. Feb. 
6, 2015).  
2 The debtor’s membership interests were owned by the Marlow 
Family Perpetual Trust (90%) and the Marlow Manor Downtown 
TC, LLC (10%).   

Original Terms Modifications 
First 
Note 

￭ $4.125 million 

￭ Secured by a first 
deed of trust 
against Unit B 
and a security 
interest in the 
rents, equipment, 
inventory, 
security deposits, 
and other 
personal property 

￭ Interest at 
7.375% per year 
in equal monthly 
payments of 
approximately 
$28,000 

￭ Thirty-year term 
(or Feb. 1, 2037) 

￭ Divided into two 
tranches:  $3.125 
million tranche and 
$1 million tranche 

￭ Payable as follows:

￭ on $3.125 
million tranche, 
monthly 
payments 
reduced to 
approximately 
$22,000 

￭ on $1 million 
tranche, 
payments made 
based on 30% of 
“available cash 
flow” 

Second 
Note 

￭ $1.325 million 

￭ Secured by a 
second deed of 
trust against Unit 
B and a security 
interest in the 
same property as 
the First Note 
Interest at 1.5% 
per year in annual 
installments of 
40% of “available 
cash flow” Thirty-
year term (or 
Feb. 1, 2037) 

￭ Payment terms 
modified to require 
an annual payment 
of 70% of 
“available cash 
flow” 

Mr. Marlow guaranteed both notes.  The debtor later 
defaulted on the First Note for lack of payments, which 
caused the acceleration of both notes and led to Marlow 
Manor’s chapter 11 filing. 

In the debtor’s third amended plan, the debtor classified 
AHFC’s various claims as follows: 

Class 2 – AHFC’s First Note Claim ($3.125 million 
tranche).  The plan treated this claim as a secured claim 
for $3.125 million, with interest at 5.75%, and payments in 
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monthly installments (after a $30,000 payment on the 
effective date), increasing at various intervals to June 1, 
2037.  This claim was characterized as impaired. 

Class 3 – AHFC’s First Note Claim ($1 million tranche).  
The plan treated this claim as a secured claim for $1 
million.  The plan provided that, if AHFC made an election 
under section 1111(b) of the Bankruptcy Code to treat 
such claim as fully secured and non-recourse, then this 
claim would receive no “separate payments.”  If AHFC did 
not make an election under section 1111(b), then the 
reorganized debtor would pay this claim in accordance 
with the terms of the modification agreement.  Because 
the plan proposed to pay this claim according to its terms, 
the plan treated this class as unimpaired and deemed to 
have accepted the plan. 

Class 4 – AHFC’s Second Note Claim.  As of the petition 
date, the outstanding balance owed on the Second Note 
was $1.325 million.  The plan treated this claim as 
secured and stated that it would be paid in accordance 
with the terms of the modification agreement.  This class 
was also described as unimpaired and deemed to have 
accepted the plan. 

AHFC filed a motion, arguing that its claims in Classes 3 
and 4 were unsecured deficiency claims that were 
improperly classified as secured and unimpaired.  
Moreover, AHFC argued that its deficiency claims should 
be placed with the substantially similar general 
unsecured claims in Class 6.  General unsecured claims 
would receive a distribution of $20,000 on the Effective 
Date of the Plan, prorated in proportion to the allowed 
claims in this class, and would also receive prorated 
payments of $10,000 per calendar quarter for a period of 
five years.  The debtor argued that the plan proposed to 
repay the two loans exactly as required by the loan 
documents, and, therefore, Classes 3 and 4 were not 
impaired and were not entitled to vote on the plan.  
Moreover, the debtor argued that the business reason for 
separate classification was based on the specific terms of 
the modification agreement, which created a separate $1 
million tranche of the First Note, and the terms of the 
$1.325 million Second Note, neither of which required any 
debt service unless the property had sufficient cash flow.  
By limiting debt service to the debtor’s positive cash flow, 
the debtor argued that AHFC subordinated a total of 
$2.325 million of its loans to the debtor’s operating 
expenses and to debt service on the $3.125 million 

tranche of the First Note.  This, the debtor argued, created 
a substantially different economic treatment of the loans 
from that of the debts owed to general unsecured 
creditors.  The Ninth Circuit BAP was not moved by the 
debtor’s arguments. 

Ninth Circuit BAP 

The BAP affirmed the bankruptcy court, holding that 
AHFC’s claims under the $1 million tranche of the First 
Note and the Second Note were unsecured and impaired.  
Moreover, the BAP held that such deficiency claims were 
improperly classified as separate from general unsecured 
claims because they were substantially similar to general 
unsecured claims, and the debtor offered no business 
justification or economic reason for the separate 
classification. 

The debtor conceded in its opening brief that the $1 
million tranche of the First Note and the Second Note 
were unsecured under section 506(a) of the Bankruptcy 
Code.  The BAP agreed with the bankruptcy court that the 
$3.125 million tranche of the First Note (Class 2) used up 
all of the available collateral value, and, thus, Classes 3 
and 4 could not be secured.  (Note, the Bankruptcy Court 
did not hold a valuation hearing, and appraisals were not 
submitted regarding the value of the property.)  
Accordingly, the debtor’s classification of AHFC’s 
unsecured claims as secured was in direct violation of 
section 506(a) and improperly treated AHFC as if it had 
made a section 1111(b) election – an election only a 
creditor can make – in direct contravention of section 
1111(b). 

Moreover, the Debtor’s argument that AHFC’s deficiency 
claims in Classes 3 and 4 were unimpaired undersection 
1124 of the Bankruptcy Code on the basis that the debtor 
would be making the same payments to AHFC as those 
required under the modification agreement rang hollow 
with the BAP.  Under section 1124(2)(A), a class of claims 
is impaired and, thus, entitled to vote, unless the debtor, 
among other things, cures defaults (other than defaults 
related to the financial condition of the debtor or the 
bankruptcy filing).  Here, the plan specifically provided 
that defaults would not be cured.  The court, however, did 
not specify what defaults on the $1 million tranche of the 
First Note or on the Second Note needed to be cured as 
the only default referenced was a failure to make a 
payment on the $3.25 million tranche of the First Note.  
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The court nevertheless concluded that section 1124(2)(A) 
was not met. 

Additionally, the modification agreement entitled AHFC to 
aggregate annual payments on the $1 million tranche and 
the Second Note in an amount equal to 100% of the 
debtor’s available cash flow.  The court did not explain 
how “available cash flow” was defined in the modification 
agreement and whether the modification agreement 
provided for payment of unsecured obligations before 
computing “available cash flow.”  Because the plan 
provided that the debtor’s cash flow would be used to pay 
general unsecured creditors the court summarily 
concluded that the plan altered AHFC’s contractual rights 
under section 1124(2)(E).  Accordingly, the BAP held that 
the bankruptcy court did not err in concluding that AHFC’s 
unsecured deficiency claims in Classes 3 and 4 were 
impaired under section 1124(2). 

Applying its two-step analysis for determining whether 
claims have been permissibly separated into different 
classes, the BAP held that AHFC’s deficiency claims had 
no distinguishing characteristics that rendered them 
dissimilar to the general unsecured claims, and the debtor 
had pointed to no legitimate business or economic reason 
for the separate classification.  The court found that Mr. 
Marlow, the guarantor of the two notes, was not a source 
of recovery for AHFC’s deficiency claims because he was 
insolvent and had multiple judgments against him.  As no 
other special circumstances were present, the court 
agreed that AHFC’s unsecured deficiency claims were 
“garden variety” unsecured claims.  Moreover, the court 
found that the debtor’s attempt to use the contract 
payment terms under the modification agreement as a 
distinguishing characteristic was “disingenuous at best 
when [the] debtor propose[d] to use its available cash 
flow to pay unsecured creditors rather than AHFC.”  
Indeed, the debtor “ha[d] all but admitted that the 
separate classification of AHFC’s deficiency claims as 
secured an unimpaired was to prevent AHFC from voting 
against the plan.” 

Conclusion 

Marlow Manor is another example of cramdown gone bad, 
but not without a lesson.  Marlow Manor reminds 
practitioners to be keenly aware of possible 
gerrymandering objections when classifying claims in 
chapter 11 plans.  Separately classifying two substantially 
similar claims might not be the nail in the coffin, but you 

better be sure to have a business justification for such 
classification.  No justification, as the court found in 
Marlow Manor, is sure to prevent confirmation. 

The Supreme Court Rigidly 
Applies the Rules of “Flexible 
Finality” in Bullard v. Blue 
Hills Bank 
Alexander Woolverton 

As we previously reported,3 on April 1, 2015, the Supreme 
Court heard oral argument4 in Bullard v. Blue Hills Bank, 
which addressed whether an order denying confirmation 
of a debtor’s proposed plan of reorganization is a final 
order that the debtor can immediately appeal.  On May 4, 
2015, in a unanimous opinion,5 the Court roundly rejected 
the arguments from, among others, the debtor and the 
Solicitor General, and held orders denying plan 
confirmation are not final orders from which an appeal 
may be immediately taken as a matter of right.  The 
Court’s decision in Bullard resolves a significant circuit 
split in the area of bankruptcy appeals:  while the Third, 
Fourth, and Fifth Circuits had ruled orders denying plan 
confirmation were final, the First, Second, Sixth, Eighth, 
Ninth, and Tenth Circuits ruled such orders were not final. 

The Court’s Opinion 

Because bankruptcy cases involve “‘an aggregation of 
individual controversies,’ many of which would exist as 
stand-alone lawsuits but for the bankrupt status of the 
debtor,6” determining when an order is final is a 
complicated affair.  To account for the unique nature of 
bankruptcy proceedings, the rules of finality have been 

                                                             
3 See Changes to “Flexible Finality”? Civic Partners and the 
Supreme Court Oral Argument in Bullard dated April 14, 2015 on 
the Weil Bankruptcy Blog. 
4 Just four weeks before the Supreme Court oral argument in 
Bullard, the Eighth Circuit, either unafraid of being immediately 
reversed by the Supreme Court or confident the Court would 
agree with it, issued an opinion holding that an order denying 
conformation of a plan is not final. See In re Civic Partners Sioux 
City, LLC, No. 13-3636 (8th Cir. March 3, 2015). Fortunately, their 
decision was vindicated two months later in Bullard. 
5 See Bullard v. Blue Hills Bank, 135 S. Ct. 1686 (2015). 
6 Bullard at 4 (citing 1 COLLIER ON BANKRUPTCY ¶ 5.08[1][b]). 
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adapted such that final orders are those that “dispose of 
discrete disputes within the larger case.7”  This is 
important because final orders are immediately 
appealable as a matter of right, while interlocutory orders 
are only appealable under certain circumstances, such as 
when the court grants leave to appeal.8 

In determining whether orders denying plan confirmation 
are final, the Court stated the dispute was really “about 
how to define the immediately appealable ‘proceeding’ in 
the context of consideration of . . . plans.9”  The debtor, 
urging that orders denying plan confirmation are final, 
argued “for a plan-by-plan approach.10”  Under the 
debtor’s rationale, each review of a proposed plan 
constitutes a separate proceeding.  Therefore, the debtor 
urged, an order denying or confirming a plan is 
immediately appealable.  The bank argued the relevant 
proceeding was the overall plan process.  Under the 
bank’s rationale, “[a]n order denying confirmation is not 
final, so long as it leaves the debtor free to propose 
another plan.11” 

The Court agreed with the bank and ruled accordingly.  In 
the first instance, the Court’s ruling was grounded in a 
straightforward application of the rules regarding flexible 
finality.  “[O]nly plan confirmation—or case dismissal—
alters the status quo and fixes the rights and obligations 
of the parties.12”  By contrast, when confirmation is denied 
but the debtor can propose a new plan, “[t]he automatic 
stay persists.  The parties’ rights and obligations remain 
unsettled. . . .  The possibility of a discharge lives on.  
‘Final’ does not describe this state of affairs.13” 

The Court was also keenly aware that ruling in favor of 
the debtor would give debtors a tremendous amount of 
leverage that could easily be abused.  Every “climb up the 
appellate ladder and slide down the chute can take more 

                                                             
7 Id. (citing Howard Delivery Serv., Inc. v. Zurich Am. Ins. Co., 547 
U.S. 651, 657 n. 3 (2006)). 
8 See, e.g., 28 U.S.C. §§ 158 & 1292. 
9 Id. at 1692. 
10 Id. 
11 Id. 
12 Id. 
13 Id. at 1693. 

than a year,14” the Court observed.  As such, the Court 
concluded it would “not make much sense to define the 
pertinent proceeding so narrowly that the requirement of 
finality would do little work as a meaningful constraint on 
the availability of appellate review.15” 

The debtor also argued that if orders denying plan 
confirmation are not final, there would be “no effective 
means of obtaining appellate review of the denied 
proposal.16”  The debtor would be eek or accept dismissal 
of his case and then appeal, or to propose an amended 
plan and appeal its confirmation.”  Just as it did during 
oral argument, the Court’s opinion expressed “no 
sympathy for the Rube-Goldberg alternatives of feigned 
dismissal and approval of an unwanted plan.17”  Indeed, 
the Court reminded the parties of the availability of 
interlocutory review of an order denying plan confirmation 
when, for example, denial of plan confirmation turns on a 
pure question of law over which bankruptcy courts are 
divided.  The bankruptcy appellate panel or district court 
can grant leave to hear an interlocutory appeal.18  A 
bankruptcy or district court, “or the parties acting jointly 
can also certify a bankruptcy court’s order to the court of 
appeals, which then has the discretion to hear the 
matter.19”  In the end, the Court determined that, in 
appropriate circumstances, lower appellate courts would 
accept an appeal from an interlocutory plan denial, thus 
leaving a safety valve from a flat denial of access to 
appellate review. 

Analysis 

Bullard provides a final answer to a vexing question of 
flexible finality.  But for the majority of debtors and would-
be debtors, this decision changes nothing; orders denying 
plan confirmation were already not final orders.  
Nevertheless, commentators have suggested that Bullard 
“may shift the balance of power in bankruptcy cases to 
                                                             
14 Id. 
15 Id. 
16 Id. 
17 See Mann, Ronald. "Argument Analysis: Justices Weigh 
Practicalities of Appellate Review of Decisions Rejecting 
Bankruptcy Plans." SCOTUSblog RSS. N.p., Apr. 3, 2015, 10:44 
AM. Web. 18 May 2015. 
18 See 28 U.S.C. § 158(a)(3). 
19 Bullard at 1696 (citing 28 U.S.C.§ 158(d)(2)). 
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the detriment of debtors seeking to confirm plans and 
emerge from the bankruptcy process on their own 
terms,20” and after Bullard, “a creditor can know that, if it 
successfully challenges a plan provision that even the 
bankruptcy judge thinks goes too far, the debtor will likely 
have to negotiate better terms.21” 

These prognostications could overstate the impact 
Bullard may have on plan negotiations.  While Bullard 
prohibits plan proponents from intentionally slowing the 
plan process by appealing a bankruptcy court’s denial of a 
plainly unconfirmable plan – something plan proponents 
theoretically could have done in the Third Circuit – it 
seems unlikely the inability to appeal the denial of plan 
confirmation as a matter of right will play a significant 
role in contentious plan negotiations.  For instance, where 
the denial of a proposed plan involves a “question of law 
requiring resolution of conflicting decisions,” courts can 
review such denials, despite the fact they do not 
constitute ‘final’ orders, just as the Bankruptcy Appellate 
Panel for the First Circuit did in Bullard.  Thus, Bullard 
may change little, particularly in light of courts’ ability to 
hear interlocutory appeals in appropriate cases. 

Tipping Point:  Plan 
Clarification or Plan 
Modification?  Third Circuit 
Denies Bankruptcy Court’s 
Use of Its Plan Clarification 
Powers to Circumvent Plan 
Modification Requirements of 
Section 1127 
Brenda L. Funk 

In post-confirmation proceedings, bankruptcy courts 
maintain the ability to clarify a plan where silent or 
ambiguous, and interpret a plan to advance equitable 
considerations.  However, bankruptcy courts are not 

                                                             
20 See Pagay, Malhar.  "The U.S. Supreme Court’s Decision in 
Bullard v. Blue Hills Bank: "It Ain't over till It's Over": Pachulski 
Stang Ziehl & Jones. N.p., May 6, 2015. Web. May 18, 2015. 
21  See "Supreme Court Bankruptcy Decision Strengthens 
Creditor Leverage in Plan Negotiations." Ropes & Gray LLP, May 
6, 2015. Web. May 18, 2015. 

allowed to modify a plan outside the confines of section 
1127 of the Bankruptcy Code.  This fine line between 
clarification and modification was recently addressed by 
the Third Circuit in In re SCH Corp., et al.22  Specifically, a 
Third Circuit panel addressed whether a post-
confirmation agreement among the debtors’ 
representative and the funder of the debtors’ plan 
constituted a proposed settlement that could be 
considered under Federal Rule of Bankruptcy Procedure 
9019 based on the court’s ability to clarify and interpret 
the Plan, or as a proposed plan modification subject to 
section 1127.  Because the agreement changed certain 
specified terms of the plan (the timeline for the plan 
funder to make payments), the Third Circuit held that it 
was a modification and not a simple clarification or 
interpretation. 

The Debtors and the Confirmed Plan 

Prior to filing for chapter 11 in January 2009, the debtors 
were in the consumer debt collection business and were 
defendants in numerous class action lawsuits over 
alleged violations of consumer protection laws including 
the Fair Debt Collection Practices Act.  In April 2009, the 
debtors sold the assets of the business to National 
Corrective Group, Inc. (“National”), a subsidiary of the 
debtors’ largest secured creditor.  Following the sale, the 
debtors proposed a plan of liquidation.  The largest group 
of unsecured creditors in the case – the class action 
claimants – objected to the breadth of the releases 
granted to National and its parent under the proposed 
plan.  A compromise was reached and, under the plan 
confirmed by the Bankruptcy Court and supported by the 
class action claimants, National agreed to pay up to $1 
million in five installments from April 2010 through April 
2014, subject to offsets for unpaid professional fees and 
up to $500,000 for certain losses incurred by National in 
defending future consumer lawsuits. 

Post-Confirmation Proceedings 

Following confirmation of the Plan, additional consumer 
lawsuits were indeed filed against National and National 
asserted its right to offset litigation expenses and losses 
against its required payments under the Plan.  Notably, 
National asserted offset rights with respect to litigation 
expenses that had been reimbursed by insurance.  The 

                                                             
22 597 Fed. Appx 143 (3d Cir. 2015). 
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debtors’ plan, however, was silent on the narrow issue of 
whether insurance reimbursement of litigation expenses 
negated National’s right of offset those litigation expenses 
against its required plan payments.  Based on National’s 
asserted offsets, very little, if any, distributions had been 
made under the plan to the unsecured creditors.  As a 
result, the class action claimants moved to dismiss the 
bankruptcy cases for lack of good faith and, in the 
alternative, moved for enforcement of the confirmed plan. 

To avoid litigation over the propriety of the offsets under 
the Plan, the debtors’ representative reached a settlement 
with National that called for a fixed payment of $233,631 
for April 2014.  The settlement also extended the period 
for National to make payments under the Plan by calling 
for three new payments of up to $100,000 in 2015, 2016 
and 2017.  These additional payments were subject to 
offset of up to $25,000 in each year for litigation expenses 
and related losses. 

In addition to the pending motions to dismiss and enforce 
the plan as written, the class action claimants lodged a 
number of objections to the proposed settlement 
including that the settlement was not a settlement at all, 
but a post-confirmation modification of the confirmed 
plan.  Over the objections of the class action claimants, 
the Bankruptcy Court, in an oral ruling, approved the 
settlement under Bankruptcy Rule 9019.  The District 
Court affirmed the Bankruptcy Court’s approval of the 
settlement and disposed of the class action claimants’ 
plan modification argument in a footnote by noting that 
the debtors’ representative’s argument that the 
settlement resolved a funding dispute and did not modify 
the Plan was consistent with the Bankruptcy Court’s 
statement in its oral ruling that litigating the plan 
language would involve testimony regarding the parties’ 
intentions and expectations during negotiations three 
years earlier. 

Plan Clarification or Plan Modification? 

The Third Circuit, however, found that the Bankruptcy 
Court abused its discretion by failing to evaluate the 
proposed settlement as a modification of the Plan in 
accordance with section 1127 of the Bankruptcy Code.  
Under section 1127(b) of the Bankruptcy Code, a plan may 
be modified before substantial consummation if 
“circumstances warrant such modification and the court, 
after notice and a hearing, confirms such plan as modified, 
under section 1129” of the Bankruptcy Code.  Modification 

is not defined in the Bankruptcy Code and courts have 
developed the concept of modification by distinguishing a 
modification of a plan, on the one hand, from a 
clarification or interpretation of a plan, which courts are 
permitted to do, on the other hand. 

In finding an abuse of discretion, the Third Circuit found 
that while the Bankruptcy Court had the ability to resolve 
the conflict over the plan’s silence on the narrow issue of 
the treatment of insurance proceeds under the offset 
provisions – which would be permissible as a clarification 
or interpretation of the plan – the Bankruptcy Court went 
too far by approving the extension of the plan payment 
period by three years.  Such an extension of the “life of the 
economic relationships” among those affected by the plan 
is a plan modification subject to section 1127.  Indeed, 
even if the modification benefitted unsecured creditors, a 
modification still requires approval under section 1127.  
Ultimately, turning a 5 year plan into an 8 year plan is a 
“drastic step [that] should not be taken under the guise of 
either a plan interpretation, the exercise of equitable 
powers, or a Rule 9019 settlement.” 

Conclusion 

In sum, the Third Circuit’s strong message to the lower 
courts on crossing the line between plan clarification and 
plan modification should serve as a cautionary tale for 
those involved in post-confirmation plan disputes. 
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Trump-ing the Automatic 
Stay:  Delaware Bankruptcy 
Court Allows Suit to 
Terminate Trademark 
Licensing Agreement 
Debra McElligott· 

Section 365(c)(1) of the Bankruptcy Code limits a debtor’s 
ability to assume or assign a contract where “applicable 
law” excuses a non-debtor counterparty from accepting 
performance from a third party.  Circuits currently are 
split on whether this section prohibits a debtor from 
assuming an intellectual property license without the 
consent of the licensor.  Courts on one side of the issue 
apply the “actual test,” which permits a debtor to assume 
a license as long as the debtor does not intend to assign it.  
On the other side, courts apply the “hypothetical test,” 
which prohibits a debtor from assuming a license 
regardless of the debtor’s intent to assign it.  In a decision 
that discusses in detail what type of “applicable law” is 
relevant in the 365(c)(1) analysis, the United States 
Bankruptcy Court for the District of Delaware issued a 
reminder in In re Trump Entertainment Resorts, Inc.1 that 
the hypothetical test is alive and well in the Third Circuit. 

Trademark License Agreement 

Prepetition, Donald and Ivanka Trump entered into a 
perpetual Trademark License Agreement with the debtors 
and assigned their rights under the agreement to Trump 
AC Casino Marks, LLC.  The license agreement provided 
for three uses of the Trumps’ names, likenesses, and 
other marks in connection with the operation of certain 
casinos located in Atlantic City:  “current uses,” which 
covered a “wide range of products and activities” relating 
to casino operations and for which the debtors did not 
need prior approval; “similar uses,” which were similar to 
the “current uses” and were subject to a 10-day right to 
object by Trump AC (although the debtors needed no prior 
approval for use); and “proposed uses,” for which the 
debtors were required to obtain approval.  The license 
agreement required Trump AC’s prior written consent to 
any assignment by the Debtors, although the licensor 
separately agreed to the assignment of the debtors’ 
                                                             
1 526 B.R. 116 (Bankr. D. Del. 2015). 

license rights to their first lien lender in the event of an 
enforcement action under state law by the first lien 
lender.  Before the debtors’ chapter 11 filing, Trump AC 
commenced an action in state court to terminate the 
Trademark License Agreement due to certain breaches by 
the debtors.  Once the debtors entered bankruptcy, Trump 
AC filed a motion seeking relief from the automatic stay to 
proceed with the state court action.  The debtors, whose 
proposed chapter 11 plan contemplated assumption of the 
Trademark License Agreement, objected to the motion.  
Notably, the chapter 11 plan contemplated a debt for 
equity swap under which the first lien lender would 
acquire the equity of the reorganized debtors. 

Rexene Fails, but West Electronics Prevails 

Trump AC sought modification of the automatic stay 
under section 362(d)(1) of the Bankruptcy Code, which 
requires bankruptcy courts to grant relief from the stay 
“for cause.”  Delaware generally applies the balancing test 
established in Izzarelli v. Rexene Prods. Co. (In re Rexene 
Prods. Co.)2 to determine whether “cause,” which is not 
defined in section 362, exists.  Bankruptcy Judge Gross 
found that Trump AC was not entitled to relief from stay 
under Rexene because it failed to show that it would 
suffer a significant hardship from maintenance of the stay 
and because the state court action would impose a 
substantial burden on the debtors’ efforts to reorganize. 

Although the court would not grant relief under Rexene, it 
did consider Trump AC’s argument that cause existed 
under In re West Electronics.3  In that case, the Third 
Circuit adopted the hypothetical test, holding that where 
an executory contract is subject to the limitation created 
by section 365(c)(1), the non-debtor counterparty is 
entitled to relief from the automatic stay to seek 
termination.  Judge Gross stated that the plain language 
of section 365(c)(1) creates the hypothetical test because 
it limits a debtor’s ability to assume a contract based on 
its ability – not its intent – to assign.  He also noted, 

                                                             
2 141 B.R. 574 (Bankr. D. Del. 1992).  Under Rexene, the court 
must consider whether any “great prejudice” to the bankrupt 
estate or the debtor would result from modifying the stay, 
whether the hardship to the non-bankrupt party resulting from 
maintaining the stay “considerably outweighs” the hardship to 
the debtor, and the probability that the creditor will prevail on 
the merits. 
3 852 F.2d 79 (3d Cir. 1988). 
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however, the importance of reading section 365(c)(1) in 
conjunction with section 365(f)(1), which provides that a 
debtor may assign a contract notwithstanding any 
“applicable law” that prohibits, restricts, or conditions the 
assignment.  To resolve this apparent inconsistency, the 
court followed the Ninth Circuit’s approach of 
characterizing section 365(f)(1) as a broad rule overriding 
general bans on assignment and section 365(c)(1) as an 
exception to that rule.4  Accordingly, the court held that 
section 365(c)(1) applies only where the applicable law 
“specifically states that the contracting party is excused 
from accepting performance from a third party under 
circumstances where it is clear from the statute that the 
identity of the contracting party is crucial to the contract.” 

Application to Trademarks 

The court determined that the “applicable law,” federal 
trademark law, provides that licenses are not assignable 
without express authorization from the licensor.  This 
general ban exists because trademarks are meant to 
identify a good or service of a particular, consistent 
quality, making the identity of licensees crucial to 
licensors.  The parties did not intend to contract around 
this rule in the Trademark License Agreement.  
Additionally, the licensor’s consent to assignment to the 
first lien lender was not enough to overrule the default 
rule of non-assignability because it was only effective with 
respect to an “isolated assignee” in the context of a state 
enforcement action that was unlikely to ever occur once 
the bankruptcy case was commenced.  The section 
365(c)(1) hypothetical test was thus satisfied, and the 
court held that Trump AC was entitled to relief from the 
automatic stay under West Electronics. 

Implications 

Trump Entertainment Resorts highlights one of the ironies 
under the Bankruptcy Code.  Although section 365(n) of 
the Bankruptcy Code expressly protects non-debtor 
licensees of intellectual property and the Third Circuit 
seems to want to extend such protection to trademark 
licenses, the hypothetical test adopted by the Third Circuit 
remains an obstacle for debtors that simply wish to keep 
their intellectual property licenses.5  The Trump opinion, 
however, hints at the role section 365(f)(1) can play in 

                                                             
4 In re Catapult Entertainment, Inc., 165 F.3d 747 (9th Cir. 1999). 
5 In re Exide Techs., 607 F.3d 957 (3d Cir. 2010). 

limiting the reach of the hypothetical test.  By only 
applying section 365(c)(1) where the identity of the 
assignee is “crucial” to the contract, courts can more 
frequently provide debtors with the ability to continue 
operating under their prepetition contracts and, in turn, 
contribute to successful reorganizations. 

The Trump decision also highlights the importance of 
prepetition planning whenever debtors have valuable 
contract rights that may be affected by the hypothetical 
test.  As popular as Delaware is as a venue for chapter 11 
cases, the hypothetical test adopted by the Third Circuit 
may make Delaware less attractive in certain 
circumstances.  Was another venue outside the Third 
Circuit available to the debtors?  Could the debtors have 
structured the debt for equity swap so that the first lien 
lender effectively exercised its state law enforcement 
rights to achieve the same result?  In those situations 
covered by the hypothetical test, it is important to 
scrutinize the consent provisions carefully and determine 
whether the debtors should take steps prepetition or 
postpetition in structuring their chapter 11 plan to fit 
within the situations in which the contract permits 
assignment. 

To Cap or Not to Cap, That Is 
the Question:  Bankruptcy 
Court Examines 502(b)(6) 
Katherine Doorley· 

Restructuring professionals cite giving the debtor a “fresh 
start” as one of the goals of bankruptcy.  In order to assist 
the debtor, the Bankruptcy Code contains a number of 
provisions capping claims.6  One of these provisions is 
section 502(b)(6), which caps the claims of landlords for 
rent and other damages resulting from the termination of 
a lease of real property.  Judge Carey of the Delaware 
Bankruptcy Court recently examined application of this 

                                                             
6 For example, priority wage claims are capped at $12,475 per 
individual under section 507(a)(4), and priority unsecured claims 
of United States fisherman against a debtor who has acquired 
fish or fish produce from such a fisherman and who is engaged in 
operating a fish product storage or processing facility are capped 
at $6,150 per individual under section 507(a)(6)(B). 
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section and issued an opinion setting forth his views on 
how to apply the formula set forth in section 502(b)(6).7 

Background 

Connecticut/DeSales, as landlord, executed a retail lease 
with Raleigh Stores Corporation.  The lease had an 
original term of 20 years, with four options to renew for 
additional terms of 10 years, and provided that upon 
expiration or termination, the tenant had an obligation to 
surrender the property “broom clean, free of debris and 
Tenant’s personal property . . . .”  Subsequently, Filene’s 
Basement took over the lease from Raleigh Stores 
Corporation and exercised an option to renew the lease. 

Filene’s filed for bankruptcy in the United States 
Bankruptcy Court for the District of Delaware in 2011 and 
ultimately rejected its lease with Connecticut/DeSales. 

Claims 

Connecticut/DeSales, as landlord, timely filed a proof of 
claim consisting of a claim for rent unpaid as of the 
petition date, plus a claim for future rent capped by 
section 502(b)(6) of the Bankruptcy Code.  The landlord 
subsequently amended the claim to add damages claims 
relating to the costs of removing abandoned furniture and 
fixtures from the leased premises, as well as satisfying a 
mechanic’s lien that a creditor of Filene’s had imposed 
against the landlord’s property.  The landlord asserted 
that the new claims were not subject to the 502(b)(6) cap.  
Filene’s objected to the landlord’s claim asserting that the 
claim exceeded the amount allowed by section 502(b)(6) 
because (1) the landlord improperly calculated the cap, 
and (2) the additional damage claims should have been 
included within the cap. 

Section 502(b)(6) caps claims for damages resulting from 
the “termination” of a lease of real property at the rent 
reserved by such lease, without acceleration, for the 
greater of one year, or 15 percent, not to exceed three 
years, of the remaining term of such lease 

Does the “Time” or the “Rent” Approach Apply to 
the 502(b)(6) Calculation? 

The landlord calculated the amount of the 502(b)(6) rent 
cap by determining the total base rent and other “rent” 
amounts due for the remaining term of the lease and 
                                                             
7 In re Filene’s Basement, LLC, No. 11-13511 (KJC), 2015 WL 
1806347, slip op. (Bankr. D. Del. Apr. 16, 2015). 

multiplying that by 15 percent.  This method of calculation 
is also called the “rent” approach, and courts adopting this 
approach hold that the 15 percent referred to in section 
502(b)(6) is 15 percent of the total rent due for the 
remaining term of the lease. 

On the other hand, Filene’s argued that the reference to 
15 percent in section 502(b)(6) is a reference to the 
amount of time remaining under the lease term.  This 
approach is also known as the “time” approach.  Courts 
following the “time” approach hold that the 15 percent is a 
measure of the time remaining under the lease term.  In 
other words, damages would be capped at the amount of 
rent due for the first 15 percent of the time remaining 
under the lease, such time period not to exceed three 
years. 

The difference between the two approaches can be 
significant because the amount of rent and other expenses 
such as insurance and property taxes frequently increase 
over the life of the lease.  Under the “rent” approach, the 
landlord would be able to take advantage of escalators 
over the lifetime of the lease, whereas under the “time” 
approach, a landlord would only obtain those increases 
captured in the first 15 percent of the term (with a 
minimum of one year) to a maximum of three years 
remaining on the lease. 

By way of example, 85 months remained under the terms 
of the Filene’s lease.  Under the time approach, the 
landlord’s capped rent would be obtained by multiplying 
85 months by 15 percent to obtain a 12.75 month period.  
The base rent due for the first 12.75 months was 
$1,845,524.25.  The rent approach, on the other hand, 
would be calculated by multiplying the total amount of 
base rent remaining due under the lease, or 
$13,009,242.00 by 15 percent, which sum was 
$1,951,386.30. 

The bankruptcy court noted that caselaw supported both 
the “rent” and the “time” approaches.  The court began by 
examining the text at issue – “rent reserved under the 
lease, without acceleration, for the greater of one year, or 
15 percent, not to exceed three years, of the remaining 
term” – supported the “time” approach. 

The court reasoned, “Structurally, in comparing the 
greater or lesser of two things, the measurements of 
those things must be parallel, e.g. time versus time” and 
that further the phrase “without acceleration” in section 
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502(b)(6)(A) lent further support to the “time” approach, 
because the “rent” approach would render that phrase 
superfluous.  Accordingly, the court concluded that the 
text of section 502(b)(6)(A) required application of the 15 
percent cap based on the “time” approach. 

What Damages Are Subject to the 502(b)(6) Cap? 

The court then turned to the landlord’s two additional 
claims:  (i) for the cost of the removal of abandoned 
furniture and fixtures from the leased premises and (ii) for 
the amount needed to remove a mechanic’s lien on the 
property.  Filene’s asserted that these additional amounts 
arose from the termination of the lease and were subject 
to the section 502(b)(6) cap. 

The question under section 502(b)(6) is whether these 
types of claims are for “damages resulting from the 
termination of a lease of real property.”  If so, these 
additional amounts would be subject to the cap.  If not, 
they would not be subject to the cap. 

As the bankruptcy court discussed, courts are also divided 
on how to determine which claims resulted from 
termination of the lease.  The landlord argued that the 
court should rely on El Toro, in which the Ninth Circuit 
stated in part “a simple test reveals whether the damages 
result from the rejection of the lease:  Assuming all other 
conditions remain constant, would the landlord have the 
same claim against the tenant if the tenant were to 
assume the lease rather than rejecting it?”  The court 
found this reasoning persuasive and found that section 
502(b)(6) did not prevent the landlord from asserting a 
separate claim for damages that did not directly arise 
from the termination of the lease. 

Under this test, the court determined that the abandoned 
property claim constituted damages arising from 
termination of the lease because it was a breach of 
Filene’s obligation to surrender the property in a “broom 
clean” condition free of personal property upon 
termination or expiration of the lease.  The landlord would 
only have needed to remove the abandoned fixtures upon 
termination of the lease, and therefore would not have 
had the same claim if Filene’s assumed the lease.  The 
court found that the abandoned furniture and fixtures 
claim therefore fell within section 502(b)(6) and could not 
be asserted as a separate claim. 

On the other hand, the court concluded that the 
mechanic’s lien claim, which was based on the landlord’s 

cost to remove a mechanic’s lien on the property resulting 
from Filene’s nonpayment of a contractor, existed 
independently of whether the lease was terminated.  
Accordingly, the court ruled that the mechanic’s lien claim 
could be asserted as a separate claim. 

Delaware Bankruptcy Court 
Holds That Vacating Premises 
After Rejection of a Lease 
Does Not Constitute 
Termination of the Lease 
Charlie Chen 

Breach or termination?  In most cases involving the 
rejection of an unexpired lease where the debtor is the 
lessee, whether a rejection constitutes merely a “breach,” 
as stated in section 365(g) of the Bankruptcy Code, or a 
“termination” is largely academic – the debtor vacates the 
premises, and the lessor files a prepetition claim for 
rejection damages.  The debtor and its landlord may argue 
about the magnitude of the claim or the effective date of 
rejection, but “termination” of the lease rarely is in 
dispute.8  The distinction between breach and termination 
may be important, though, when the debtor has sublet 
part of the leased premises, and the court must determine 
the effect of rejection on the subtenant.  It is in this 
context that Judge Walrath of the United States 
Bankruptcy Court for the District of Delaware recently 
held in In re Overseas Shipholding Group, Inc.9 that 
rejection and vacating the premises constitutes a breach, 
but not termination, of an unexpired lease.  Although such 
decision could have enabled the subtenant to assert a 
rejection claim against the debtor, the court went on to 
find that the subtenant waived its right to assert a 
rejection damages claim pursuant to specific language in 
the sublease. 

Background 

Overseas Shipholding entered into a lease for two floors 
of an office building in New York and later sublet part of 
                                                             
8 See To Cap or Not to Cap, That is the Question: Bankruptcy 
Court Examines 502(b)(6) dated May 7, 2015 on the Weil 
Bankruptcy Blog. 
9 No. 12-2000, 2015 WL 3475727, slip op. (Bankr. D. Del. June 1, 
2015). 
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this space.  The sublease was set to expire one day before 
the expiration of the prime lease, but the sublease 
provided that the sublease would also terminate earlier if 
Overseas Shipholding’s prime lease terminated, in which 
case Overseas Shipholding would have no liability to the 
subtenant for damages resulting from such early 
termination. 

After Overseas Shipholding filed for bankruptcy 
protection, it entered into a court-approved stipulation 
with the lessor and the subtenant pursuant to which the 
debtor (Overseas Shipholding) rejected the prime lease 
and sublease, and the debtor and its subtenant agreed to 
vacate the leased premises.  The stipulation, however, did 
not explicitly state that the prime lease was “terminated.”  
Accordingly, after the rejection date, the subtenant filed a 
claim against the debtor for the return of its security 
deposit, as well as damages from the rejection of the 
sublease.  The debtor objected to the rejection damages 
claim and sought to limit the allowed claim to the amount 
of the security deposit. 

The Sublease 

The debtor argued that the early termination provision in 
the sublease relieved the debtor of liability for rejection 
damages.  It also argued that the subtenant waived any 
right to seek damages from the debtor pursuant to a 
separate provision in the sublease, in which the subtenant 
agreed that the debtor/tenant would not “be personally 
liable for the performance of Tenant’s obligations under 
this Sublease,” and the subtenant would “look solely to 
Tenant’s interests in the Lease to enforce Tenant’s 
obligations hereunder and shall not seek any damages 
against Tenant or any of the Tenant’s Related Parties.” 

Analysis 

Relying upon the plain language of section 365(g) of the 
Bankruptcy Code10 and controlling case law in the Third 
Circuit.11  Judge Walrath rejected the debtor’s argument 

                                                             
10 “[T]he rejection of an executory contract or unexpired lease of 
the debtor constitutes a breach of such contract or lease.” 
11 In re Columbia Gas Sys. Inc., 50 F.3d 233, 239 n. 8 (3d Cir. 
1995) (“Rejection, which is appropriate when a contract is a 
liability to the bankrupt, is equivalent to a nonbankruptcy 
breach”) (citation omitted); In re CB Holding Corp., 448 B.R. 684, 
686-87 (Bankr. D. Del. 2011) (“It is well-settled that the rejection 
of a lease pursuant to § 365 results in a prepetition breach; it 
does not constitute a termination of the lease”) (citations 

that vacating the premises by the rejection date operated 
as a termination of the prime lease.  Consequently, the 
court held that rejection of the lease was not an actual 
termination but simply a prepetition breach of the lease.  
Moreover, the court noted that the stipulation entered into 
by the debtor and claimant expressly used the term 
“rejection,” which the court believed evidenced the parties’ 
intent that the lease would be rejected and not 
terminated. 

Judge Walrath also disagreed with the debtor’s argument 
that rejection should be treated as a termination under the 
authority of Chatlos Sys., Inc. v. Kaplan,12 which held that 
“[r]ejection of a non-residential lease results in 
termination of the lease.”  In Chatlos, the debtor rejected a 
lease that was subject to a sublease; however, the 
subtenant failed to surrender possession of the leased 
premises upon the debtor’s rejection.  The Chatlos court 
noted the anomalous result that a debtor must surrender 
the premises immediately upon lease rejection under 
section 365(d)(4) of the Bankruptcy Code while the 
subtenant may exercise its rights under section 365(h)(1) 
to remain in possession “for the balance of the term of 
such lease” to the extent permitted “under applicable 
nonbankruptcy law.”  Under these circumstances, the 
court in Chatlos determined that the debtor had rejected 
the lease and “done everything possible to surrender the 
premises” to the landlord, thereby terminating the lease.  
Judge Walrath determined that Chatlos was not 
applicable in the present case because (i) the claimant 
vacated the premises and did not elect to remain in 
possession, and (ii) Chatlos did not address the rights of a 
subtenant to seek damages as a general unsecured claim 
under section 365(h)(1). 

Next, Judge Walrath analyzed the debtor’s alternative 
argument that the subtenant waived any rejection 
damages claim in the sublease.  The court agreed that the 
sublease clearly provided that the claimant “shall not 
seek any damages against” the debtor for the debtor’s 
failure to perform its obligations under the sublease.  

                                                                                                          
omitted); In re Teleglobe Commc’ns Corp., 304 B.R. 79, 83-84 (D. 
Del. 2004) (“a rejection and surrender of a nonresidential real 
property lease is a breach of the lease and not a termination 
thereof”). 
12 147 B.R. 96, 98 (D. Del. 1992) (quoting In re 6177 Realty 
Associates, Inc., 142 B.R. 1017, 1019 (Bankr. S.D. Fla. 1992)). 
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Therefore, the court disallowed the rejection damages 
claim.  Additionally, Judge Walrath performed an analysis 
of section 365(h) of the Bankruptcy Code based upon the 
claimant’s election to vacate the premises and seek an 
unsecured damages claim against the debtor.  The court 
noted that section 365(h) does not create any additional 
rights for the claimant, and the amount of damages that 
may be asserted in the bankruptcy case is no greater than 
the amount of damages the claimant may assert outside 
of bankruptcy, with reference to the sublease and 
applicable state law.  Consequently, Judge Walrath 
determined that the claimant’s damages were limited 
pursuant to the sublease, and, thus, the rejection damages 
claim was disallowed. 

Conclusion 

This case serves as yet another reminder of the 
importance of clear and specific language in agreements.  
The debtor/tenant could have avoided the whole dispute 
over the subtenant’s claim if, for example, the subtenant 
and the landlord had separately agreed that the landlord 
would provide the subtenant a new lease on the same 
terms as the prime lease if the prime lease was 
terminated or breached for any reason or even if the 
sublease had specified that it would terminate once the 
debtor vacated the premises and no longer had any 
ongoing obligations under the prime lease.  Moreover, 
even if the prepetition sublease was ambiguous, the 
debtor, the landlord, and the subtenant negotiated a 
postpetition stipulation in which the debtor and the 
subtenant agreed that they no longer had any right to 
occupy the premises.  It seems as if it would have been 
entirely consistent with the stipulation to include a 
statement that the prime lease was terminated.  At a 
minimum, if the debtor had raised the issue when it was 
negotiating the postpetition stipulation, it would have 
known whether the stipulation could lead to a later 
dispute. 
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Postpetition Ratification of 
Prepetition Stay Waivers – A 
Possible End Around of the 
General Prohibition Against 
Prepetition Waivers of 
Bankruptcy Rights? 
Kyle J. Ortiz 

“The past can’t hurt you anymore, not unless you 
let it.” 

– Alan Moore, V for Vendetta 

Prior to the commencement of a bankruptcy case, the 
waiver by a potential debtor of the protections afforded by 
the Bankruptcy Code is usually found to be unenforceable.  
As a recent decision of the United States Bankruptcy 
Court for the District of Puerto Rico demonstrates, 
however, this general proposition has become more 
nuanced over the past few years.  In In re Triple A & R 
Capital Investment, Inc.1 the court was faced with the 
question of whether to enforce a prepetition waiver of the 
protections of the automatic stay contained in a 
prepetition forbearance agreement between the debtor 
and its primary secured lender.  Ultimately, enforcement 
of such waiver did not depend upon the debtor’s 
prepetition actions, but turned on the debtor’s postpetition 
actions.  The bankruptcy court found that the debtor 
ratified the stay waiver when it entered into a postpetition 
cash collateral stipulation with the secured lender.  The 
decision serves as a reminder that what practitioners may 
regard as “boilerplate” in a cash collateral stipulation or 
DIP agreement may have significant consequences. 

The debtor’s prepetition forbearance agreement with the 
bank included a provision prohibiting the debtor from 
contesting any application by the bank to modify the stay 
to enforce the bank’s remedies under the forbearance 
agreement.  After the debtor filed for chapter 11 and after 
the parties entered into the court-approved cash 
collateral stipulation, the secured lender moved for relief 
from the automatic stay, to which the debtor objected.  
The secured lender argued that the debtor had ratified the 

                                                             
1 519 B.R. 581 (Bankr. D.P.R. Oct. 9, 2014). 

stay waiver postpetition when it entered into the 
stipulation and agreed to be bound by the loan 
agreements (including the forbearance) and all the 
debtor’s obligations under the same.  Specifically, 
pursuant to the stipulation, the debtor agreed that the 
“the Debtor’s obligations under the Loan Agreements . . . 
are valid, binding and enforceable in all respects” and that 
“the obligations under the . . .  Loan Agreements shall not 
be subject to any other or further challenge.”  Despite the 
stipulation, the debtor argued that it could not be bound 
by acts taken by the prepetition debtor because the 
prepetition debtor lacked the capacity to act on behalf of 
the debtor in possession, and, as such, any agreement to 
waive rights of the debtor in possession were 
“unenforceable under the Bankruptcy Code.” 

To address the question of the enforceability of the stay 
waiver, the court, after noting that no controlling law 
existed in the district or in the First Circuit, undertook a 
review of recent developments in the case law and noted 
that “although stay waivers were long thought to be 
unenforceable as against public policy, an increasing 
number of courts are now enforcing them.” 

The court went on to state that the “difficult issue of 
whether prepetition stay waivers are enforceable, reflects 
the tension between the public policies favoring out of 
court workouts, on the one hand, and protecting the 
collective interest of the debtor’s creditors, on the other 
hand.”  Although courts around the country vary in their 
approach to balancing these conflicting policies, the court 
found three main approaches to have emerged: 

1. Uphold the stay waiver in broad unqualified terms on 
the basis of freedom of contract. 

2. Reject the stay waiver as unenforceable per se as 
against public policy. 

3. Treat the wavier as a factor in deciding whether 
“cause” exists to modify the stay pursuant to section 
362(d) of the Bankruptcy Code. 

The court found the last approach of treating prepetition 
waivers as a factor in a larger section 362(d) “cause” 
analysis to be the approach most favored of late and the 
one it favored as well.  The court also noted that, 
regardless of approach, all courts were “in agreement 
that a prepetition waiver of the automatic stay, even if 
enforceable, does not enable the secured creditor to 
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enforce its lien without first obtaining stay relief from the 
bankruptcy court.” 

In arguing that the waiver should not be enforced, the 
debtor cited the recent decision in DB Capital Holdings, 
LLC,2 where the court refused to uphold a prepetition stay 
waiver based upon its conclusion that “a debtor is a 
separate and distinct entity from the pre-bankruptcy 
debtor” and as such “the pre-bankruptcy debtor simply 
does not have the capacity to waive rights bestowed by 
the Bankruptcy Code upon a debtor in possession, 
particularly where those rights are as fundamental as the 
automatic stay.”  (See our analysis of another DB Capital 
decision upholding a prepetition waiver of the right of an 
LLC to file a voluntary petition.3) The Triple A & R court 
found the general principle in DB Capital – that the 
prepetition and postpetition debtors are different entities – 
persuasive, but found that DB Capital was distinguishable 
because Triple A & R “expressly and voluntarily” ratified 
the prepetition waiver by entering into the postpetition 
cash collateral stipulation. 

Given that the case hinged on a postpetition ratification of 
the prepetition waiver, does Triple A & R move the needle 
with regard to the permissibility of prepetition waivers of 
rights under the Bankruptcy Code?  At first glance, the 
case doesn’t move the needle much as it can be viewed as 
simply a matter of the court enforcing the parties’ 
agreement in the cash collateral stipulation.  At the same 
time, however, debtors often will need to enter into some 
sort of cash collateral agreement or DIP financing 
agreement with their secured lenders, who typically insist 
upon including similar ratification language.  Although 
such ratifications often allow a creditors’ committee a 
limited period within which to bring challenges, a 
creditors’ committee apparently was not appointed in 
Triple A & R.  Although one might ask whether Triple A & 
R raises the question of what parties the automatic stay is 
designed to protect, the court’s use of the ratification as 
but one factor presumably provides the court flexibility to 
consider and protect the collective interests of creditors.  
In any event, the decision is one in a growing list of 
decisions that reminds practitioners that boilerplate exists 

                                                             
2 454 B.R. 804 (Bankr. D. Colo. 2011). 
3 See Chapter 11? No Thank You! Courts Find Restrictions on 
Bankruptcy Filings in LLC Agreements Enforceable dated April 
20, 2011 on the Weil Bankruptcy Blog. 

for a reason, and lawyers should consider the 
consequences of their drafting decisions. 

On the prepetition waiver front, this once settled area of 
the law has become more fluid in recent years.  We at the 
Weil Bankruptcy Blog will be sure to keep you posted as 
the law on bankruptcy waivers continues to evolve. 

Litigation or Estimation?  
When Should Nonbankruptcy 
Actions Continue in Their 
Original Forums, and When 
Should They Be Resolved 
Through Estimation in 
Bankruptcy Court? 
Doron Kenter 

“I can [resolve] that” 

– Sam the Onion Man, 
Holes (as modified) 

The relationship between bankruptcy courts and non-
bankruptcy courts has been of particular importance over 
the past several years, particularly in the wake of Stern v. 
Marshall.  But well before Anna Nicole Smith, bankruptcy 
courts were sensitive to the proper disposition of 
prepetition nonbankruptcy actions against the debtor – 
and whether they should be litigated in the court in which 
the action was filed or in the bankruptcy court, as part of 
the claims process. 

In June 2013, Choice ATM Enterprises filed a complaint in 
the United States District Court for the Northern District 
of Oklahoma requesting a declaratory judgment to 
determine the parties’ rights pursuant to a Commission 
Agreement between Choice and John Petrig.  In April 
2014, Petrig filed counterclaims against Choice, including 
for breach of contract, fraud, breach of fiduciary duty, and 
unjust enrichment.  Trial was set for December 15, 2014.  
Twelve days before trial, Choice filed a motion to stay the 
trial, on the basis that it would be commencing a case 
under chapter 11 of the Bankruptcy Code.  On December 
5, 2014, the trial was stayed, and on December 12, Choice 
commenced a chapter 11 case.  Choice subsequently 
moved to withdraw the district court proceeding without 
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prejudice, and Petrig moved for relief from the automatic 
stay to permit the district court litigation to proceed. 

The bankruptcy court, then, was faced with a choice (no 
pun intended):  Should Petrig’s claims be litigated in the 
district court, where Choice had initially commenced the 
action and Petrig field his counterclaims?  Or should 
Petrig’s claims be resolved in the bankruptcy case (for 
example, via an estimation proceeding pursuant to section 
502(c) of the Bankruptcy Code)?  To answer that question, 
the bankruptcy court offered a tutorial on when the 
automatic stay should be modified to allow 
nonbankruptcy litigation to proceed, and what is meant by 
section 362(d)(1) of the Bankruptcy Code where it 
provides that bankruptcy courts “shall” grant relief from 
the automatic stay “for cause.”  The bankruptcy court 
discussed the many tests that have been applied by the 
courts that have weighed in on the issue, including the 
twelve (or more) factors that are taken into account in 
assessing whether to modify the automatic stay.  
(Although we won’t repeat that discussion in in its 
entirety, it is available in full in the decision.4)  The 
bankruptcy court then recognized that at its core, the 
decision as to whether to modify the automatic stay is left 
to the court’s discretion and is “decided on a case by case 
basis.”  Because no binding precedent required the 
bankruptcy court to apply one particular standard, the 
court observed that it would consider, under the 
circumstances, whether: 

1. Judicial economy would be better achieved by 
proceeding in the district court or in bankruptcy 
court; 

2. Either forum would avoid unnecessary expense and 
delay; 

3. The claim is critical to the debtor’s reorganization; 
and 

4. The nature of the claim requires expertise beyond 
the abilities of the bankruptcy court. 

Based on these considerations, the bankruptcy court 
denied the motion for relief from the stay, and decided 
that Petrig’s claims should be resolved in Choice’s 
bankruptcy case. 

                                                             
4 In re Choice ATM Enterprises, Inc., No. 14-44982-DML, 2015 
WL 1014617, slip op. (Bankr. N.D. Tex. Mar. 4, 2015). 

Judicial Economy 

First, the trial on Petrig’s claims had not yet begun in the 
district court, and the discovery that had been taken thus 
far could be used just as easily in any estimation 
proceeding in the bankruptcy court.  Accordingly, because 
the estimation process would not delay or duplicate the 
proceedings, and could, instead, be conducted via an 
“accelerated process” that could be used “without 
redundancy, “judicial economy favored the resolution of 
Petrig’s claims in the bankruptcy court. 

Efficiency and Expense 

Second, the bankruptcy court noted that estimation in 
bankruptcy would cost less than would litigation of 
Petrig’s claims in the district court.  Even though 
discovery and pre-trial motions were complete, the trial 
had not yet begun in the district court.  In fact, the debtor 
noted that it had not even begun preparing for trial.  Even 
though trial was just days away, the debtor knew as much 
as a month before that time that it would commence a 
bankruptcy case before the trial date and automatically 
stay the proceeding, thus obviating the need to prepare for 
trial.  The bankruptcy court therefore concluded that 
estimation in the bankruptcy court could similarly 
minimize or eliminate unnecessary expense or delay for 
all parties. 

Effects on Reorganization 

Third, the bankruptcy court looked to the effect of Petrig’s 
claims on the debtor’s bankruptcy case and its ability to 
successfully reorganize.  Petrig’s claims, if allowed in full, 
would be the largest claims against the estate.  
Estimating those claims in bankruptcy, then, would be 
consistent with the twin goals of chapter 11:  (i) preserving 
the debtor’s business as a going concern and (ii) 
maximizing property available to satisfy creditors.  By 
resolving Petrig’s claims through an efficient and 
expedited claims estimation process, a lesser burden 
would be imposed on the debtor’s management, with less 
cost to the debtor’s estate.  Consequently, because 
Petrig’s claims were “critical to Debtor’s reorganization,” 
the bankruptcy court concluded that it would be that 
much more important to retain those claims in the 
bankruptcy case. 



Weil Bankruptcy Blog 2015 Mid-Year Review 

Weil, Gotshal & Manges LLP bfr.weil.com 57 

Expertise 

Fourth, Petrig’s claims did not require any specific 
expertise outside the bankruptcy court’s abilities.  
Accordingly, the bankruptcy court saw no bar to fulfilling 
its general responsibility, as contemplated by Congress, to 
resolve all claims against the debtor, even those that are 
contingent and/or disputed and therefore required 
estimation. 

Conclusion 

The bankruptcy court concluded its analysis by noting 
that, in enacting section 502(c) and allowing for 
estimation of claims in bankruptcy court, Congress 
intended bankruptcy courts to handle disputes (such as 
those raised by Petrig) “in an expedited manner to 
accomplish the goals of preserving going-concern value 
for the benefit of not just debtors, but their creditors as 
well.”  Although Choice ATM may not be quite as 
polarizing as the ATM machines [sic?]5 in Maximum 
Overdrive, it provides useful benchmarks for 
understanding the types of disputes that should be 
resolved in bankruptcy court, rather than the 
nonbankruptcy courts in which they are otherwise 
pending. 

                                                             
5 It was not lost on us that “ATM machine” is, technically, 
redundant. 
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Citing Plain Language of 
Bankruptcy Code and Split 
With Other Circuits, Fifth 
Circuit Overturns Pro-Snax 
Decision 
Brenda L. Funk 

Prior to the enactment of the Bankruptcy Code in 1978, 
the Fifth Circuit took a stringent approach to the payment 
of attorney’s fees – holding that public policy supported 
restricting attorney compensation in bankruptcy cases 
and that attorneys should not expect to receive the same 
compensation as if working for a non-bankrupt concern.  
Congress enacted section 330 of the Bankruptcy Code to 
address this policy and to allow bankruptcy attorneys to 
receive reasonable compensation comparable to 
compensation allowed in non-bankruptcy cases.  
Congress, however, did not initially provide guidance on 
what constituted reasonable compensation, and courts 
developed the actual, or material, benefit standard under 
which compensation was awarded if the services provided 
actually resulted in an identifiable benefit to the 
bankruptcy estate. 

Congress stepped in, again, in 1994, amending section 
330 to foreclose the actual benefit test.  Following the 
1994 amendments to section 330, the Second, Third and 
Ninth Circuits all dropped the actual benefit standard.  On 
the other hand, in the 1998 In re Pro-Snax decision,1 the 
Fifth Circuit adopted the actual benefit standard and, 
since that decision, applications for compensation under 
section 330 of the Bankruptcy Code in the Fifth Circuit 
have been evaluated retrospectively under the “hindsight” 
or “material benefit” standard. 

Recently recognizing that In re Pro-Snax conflicts with the 
plain language of section 330 and has “sown confusion” in 
lower courts within the circuit, the Fifth Circuit overturned 
the material benefit standard in In re Pro-Snax.  Going 
forward, following the Fifth Circuit’s recent decision in 
Barron & Newburger, P.C. v. Texas Skyline Ltd., et al. (In 
re Woerner),2 attorney compensation will be evaluated 

                                                             
1 In re Pro-Snax Distributors, Inc., 157 F.3d 414 (5th Cir. 1998). 
2 783 F.3d 266 (5th Cir. 2015). 

prospectively based on, among other factors, whether the 
services rendered were reasonably likely to benefit the 
estate at the time the services were performed. 

Background 

Facing an imminent state court judgment against him, 
Clifford Woerner, with the assistance of Barron & 
Newburger, P.C. (“B&N”), filed a voluntary petition for 
relief under chapter 11 of the Bankruptcy Code.  For the 
next eleven months, B&N, among other things, filed 
mandatory disclosure documents with the bankruptcy 
court, defended Woerner in various adversary 
proceedings, identified additional estate assets, and 
assisted Woerner in negotiating with his creditors – 
services for which B&N sought approximately $130,000 in 
fees and $6,000 in expenses following the conversion of 
Woerner’s bankruptcy case to chapter 7. 

Applying the Pro-Snax standard, the bankruptcy court 
awarded only 15% of the fees sought by B&N, finding that 
most of B&N’s services did not reflect an identifiable 
benefit to the estate and denying B&N’s fees due to lack 
of success in the case.  On appeal, the district court 
affirmed the bankruptcy court’s findings that B&N’s fees 
were unreasonable under section 330 and Pro-Snax. 

On further appeal, a panel of the Fifth Circuit affirmed the 
district court’s ruling, but called for an en banc review of 
the Pro-Snax decision. 

Reconsideration of Pro-Snax 

In the en banc decision In re Woerner, the Fifth Circuit 
overturned the retrospective, material benefit standard 
from In re Pro-Snax, recognizing that the standard 
“conflicts with the language and legislative history of 
[section] 330, diverges from the decisions of other 
circuits, and has sown confusion in our circuit.” 

The Fifth Circuit first looked to the language of the 
Bankruptcy Code regarding compensation of 
professionals.  Under section 330, professionals, including 
attorneys, employed by a debtor under section 327 of the 
Bankruptcy Code may be awarded reasonable 
compensation for actual and necessary services and 
reimbursement for actual and necessary expenses.  In 
determining reasonable compensation, courts are 
required by section 330(a)(3) to weigh all relevant factors 
including the skill and experience of the practitioner; the 
time spent on, and the rate charged for, the services; and, 
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“whether the services were necessary to the 
administration of, or beneficial at the time at which the 
service was rendered toward the completion of,” the 
bankruptcy case.  Moreover, section 330(a)(4)(A) specifies 
that compensation should not be allowed for services that 
were not reasonably likely to benefit the estate or 
necessary for administration of the bankruptcy case.  
Taking these sections together, the Fifth Circuit held that 
“a court may compensate an attorney for services that are 
‘reasonably likely to benefit’ the estate and adjudge that 
reasonableness ‘at the time at which the service was 
rendered.’”  Notably, the Fifth Circuit now recognizes that 
attorneys can be compensated for “good gambles” – 
choices to pursue courses of action that may not 
ultimately be successful, but that were reasonable at the 
time they were made. 

In addition to the statutory language, the Fifth Circuit also 
found support for the more lenient standard in the 
legislative history of section 330.  Before 1994, section 
330 provided little guidance on what constituted 
reasonable compensation.  The 1994 amendments to 
section 330 included a codification of many of the relevant 
factors that had been considered by courts in determining 
reasonable compensation.  Critically, the Senate 
specifically added the language “at the time at which the 
service was rendered” to section 330(a)(3)(C).  Based on 
this legislative record, the Fifth Circuit found that the 
inclusion of “at the time at which the service was 
rendered” in the 1994 amendments strongly suggests 
that Congress did not intend for attorney compensation to 
be viewed through a retrospective, material benefit 
standard. 

Finally, the Fifth Circuit recognized that overturning the 
material benefit standard and adopting the prospective 
view would bring the Fifth Circuit in step with the Second, 
Third and Ninth Circuits.  In addition to adopting the 
prospective standard, the Fifth Circuit, relying on 
decisions in the Second, Third and Ninth Circuits, further 
articulated the method for applying the standard.  
Specifically, in determining the likelihood that the services 
will benefit the estate, the Fifth Circuit notes that courts 
applying the prospective standard should consider, among 
other things, the probability of success, the reasonable 
cost of pursuing a particular course of action and the 
potential benefit to the estate.  Now, instead of being 
largely dispositive, success in pursuing a particular course 
of action is only one factor in the analysis. 

Conclusion 

On remand, the bankruptcy court will determine whether 
B&N’s services were for “good gambles” or ultimately 
unreasonable at the time they were provided.  In re 
Woerner is a significant decision that brings the Fifth 
Circuit in line with other powerhouse bankruptcy circuits 
on the issue of reasonable compensation for attorneys.  
For every attorney advising on a particular course of 
action in a Fifth Circuit bankruptcy case, In re Woerner 
finally provides much needed clarity. 

Supreme Court Holds 
Professionals Are Not Entitled 
to Fees for Defending Fee 
Applications 
Katherine Doorley 

In a decision that has already prompted much discussion 
and debate amongst the bankruptcy bar, the Supreme 
Court held in Baker Botts LLP v. ASARCO3 that under 
section 330(a)(1) of the Bankruptcy Code, estate 
professionals are not entitled to fees for defending fee 
applications.  The Court found that in drafting the 
Bankruptcy Code, Congress had not expressly departed 
from the American Rule, which provides that each side 
must pay its own attorney’s fees, unless a statute or 
contract provides otherwise. 

Background 

ASARCO filed for bankruptcy in 2005.  The company 
retained Baker Botts LLP, among other firms, to provide 
legal representation during the bankruptcy.  Among other 
actions undertaken by Baker Botts on ASARCO’s behalf in 
the bankruptcy, Baker Botts prosecuted fraudulent 
transfer claims against ASARCO’s parent company, 
obtaining a judgment of roughly $10 billion, which 
contributed to ASARCO’s ability to pay all of its creditors 
in full.  Post-confirmation, ASARCO, now controlled again 
by the aforementioned parent company, objected to Baker 
Botts’s fee application.  After a 6-day trial, the bankruptcy 
court overruled ASARCO’s objections and awarded Baker 
Botts and other firms $120 million for their work in the 
bankruptcy case, plus a $4.1 million enhancement for 

                                                             
3 135 S. Ct. 2158 (2015). 
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“exceptional performance.”  The bankruptcy court also 
awarded approximately $5 million for fees incurred by the 
firms in defending the fee applications.  ASARCO appealed 
the decision, and the Fifth Circuit reversed as to the fees 
awarded for defense of the fee applications. 

The Majority Opinion 

Justice Thomas authored the majority opinion.  In his 
opinion, Justice Thomas emphasized that Congress did 
not expressly depart from the American Rule, which 
provides that each litigant pays their own attorney’s fees, 
win or lose, unless a statute or contract provides 
otherwise, to allow for compensation for fee-defense 
litigation by estate professionals. 

The majority noted that section 327(a) of the Bankruptcy 
Code authorizes employment of professionals to serve the 
administrator of the estate for the benefit of the estate.  
Section 330(a)(1) authorizes compensation for those 
professionals including “reasonable compensation for 
actual, necessary services rendered.”  The Court further 
noted that the word “services” ordinarily refers to labor 
performed for another, and therefore the phrase 
“‘reasonable compensation for services rendered’ 
necessarily implied loyal and disinterested service in the 
interest of” a client.  Reasoning that time spent litigating 
fee applications could not fairly be described as “labor 
performed for” or “disinterested service to” the client, the 
Court concluded that Congress had not expressly 
displaced the American Rule with respect to fee-defense 
litigation. 

The law firms and the United States government, which 
filed an amicus brief, each offered policy and other 
reasons for why section 330(a)(1) should be read to 
overrule the American Rule in this context.  The majority, 
however, rejected their arguments.  The law firms had 
argued that fee-defense litigation was simply a part of the 
services rendered to the estate administrator, a reading 
the majority declined to adopt.  The United States argued 
that compensation for fee-defense was properly viewed 
as part of the compensation for the underlying services in 
the bankruptcy.  The majority disagreed, finding that the 
government’s theory could not be reconciled with the text 
of the statute because the fees in question were clearly 
for the benefit of the professionals and not for any service 
provided to the administrator for the benefit of the estate.  
The Court noted that while section 330(a)(6) clearly 
provides for compensation for time spent preparing fee 

applications, there is no similar provision providing 
compensation for time spent defending those fee 
applications.  The Court also rejected the policy argument 
that compensation for fee-defense litigation is necessary 
to ensure that bankruptcy attorneys are paid the same as 
other attorneys, finding it both unconvincing and irrelevant 
given the text of the statute. 

The Dissent 

The dissent would have held that the Bankruptcy Code 
authorizes a court to award fees for fee-defense litigation 
as part of a firm’s compensation.  The dissent found that a 
contrary interpretation of the statute would undermine a 
key underlying reason for section 330, namely to ensure 
that high-quality attorneys and other such professionals 
would agree to handle bankruptcy matters.  As the 
dissent noted, attorneys representing parties outside of 
bankruptcy normally only face fee objections from their 
own clients, and those negotiations take place outside of a 
courtroom.  The process is comparatively speaking 
simple, and imposes fewer litigation costs.  To ensure that 
estate professionals are similarly compensated, the 
dissent asserted, the fees expended defending fee 
applications should be considered “reasonable 
compensation.”  The dissent further noted an 
inconsistency in the majority’s position that the 
preparation of fee applications was compensable but their 
defense was not, due in part to the existence of a legal 
requirement specific to bankruptcy.  The dissent 
concluded that if the existence of a special legal 
requirement in bankruptcy was sufficient to make a 
particular service compensable, then fee-defense work 
should be compensable, because it is an often necessary 
requirement of the bankruptcy process. 

So What Does This Mean? 

The Supreme Court’s decision may result in an increase in 
meritless fee objections for strategic or tactical reasons, 
because there is no longer any obvious downside for 
creditors for pursuing such objections.  Previously, if 
creditors filed fee objections, the cost of defending those 
objections could have been recouped from the estate and 
would have diluted creditor recoveries.  This is no longer 
the case.  In addressing concerns about potential frivolous 
objections to fee applications, Justice Thomas pointed to 
Bankruptcy Rule 9011, which authorizes courts to impose 
sanctions for bad-faith litigation conduct.  However, it is 
unclear whether the threat of sanctions under the 
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generally high bar of Rule 11 would be a full deterrent to 
creditors seeking to use fee application objections as part 
of an overall litigation strategy. 

As bankruptcy professionals consider how to react to 
Baker Botts, it seems unlikely that there will be any sort 
of retreat from the practice or return to the pre-
Bankruptcy Code days.  The Supreme Court did not rule 
that bankruptcy professionals are not entitled to fees at 
market rates or that professionals are not entitled to fees 
for the time spent preparing fee applications, or even that 
professionals are not entitled to fee enhancements for 
exceptional results, only that they are not entitled to 
recoup fees for defending their fee applications. 

One potential consequence is that estate professionals 
could seek contractual language in their engagement 
letters and retention orders providing that the debtor will 
compensate the professionals for any fees associated 
with defending fee applications.  This would arguably fall 
into the contractual exception to the American Rule as 
stated by Justice Thomas.  It remains to be seen whether 
any contractual work-arounds will be upheld by the 
courts. 
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How to Get a Mediator 
Appointed in a Bankruptcy 
Case (Hint:  In Some Courts, 
It’s Easier If She Wasn’t a 
Bankruptcy Judge) 
Doron Kenter 

“[W]hat I do have are a very particular set of 
skills, skills I have acquired over a very long 
career…” 

– Bryan Mills (Liam Neeson), Taken 

In complex bankruptcy cases (or even in simple, but 
contentious, ones), mediation can serve a useful purpose.  
It can streamline the issues, bring parties to agreement, 
and ease the burden on busy bankruptcy courts.  Indeed, 
mediators have assisted in the resolution of key disputes 
in several recent large chapter 11 cases.  But even though 
mediation itself lies outside formal court proceedings, the 
appointment of a mediator (and compensation for her 
services) is subject to review and approval by the 
bankruptcy court.  A recent decision from the United 
States Bankruptcy Court for the Southern District of 
Texas highlights some of the concerns inherent in 
appointing a mediator – particularly when that mediator is 
a former bankruptcy judge. 

Background 

In In re Smith,1 the chapter 7 trustee and the other 
members of a partnership in which the debtor was a 
partner scheduled a mediation with a retired bankruptcy 
judge to resolve certain disputes regarding the trustee’s 
efforts to obtain a cash distribution from the partnership.  
The parties did not seek court approval of the mediation or 
the selection of the mediator, and did not mention those 
plans to the bankruptcy court.  Instead, in reviewing the 
trustee’s motion to toll the time to file pleadings for post-
judgment remedies, the bankruptcy court noticed that the 
mediation had already been scheduled (and, indeed, was 
the basis for requesting the extension of time).  The 
bankruptcy court subsequently sought clarification from 

                                                             
1 Case No. 12-32096, Memorandum Opinion (Bankr. S.D. Tex. 
Jan. 27, 2015). 

the parties as to whether the trustee intended to use 
estate funds to pay the mediator, and whether the trustee 
himself would participate in the mediation and thereafter 
seek payment and reimbursement from the debtor’s 
estate therefor.  The bankruptcy court denied the pending 
motion to toll deadlines and ordered the parties not to 
proceed with the mediation without first obtaining court 
approval. 

Mediators Are Estate Professionals 

The bankruptcy court, recognizing that this issue was 
likely one of first impression, held that a mediator is an 
“other professional person[],” the employment of whom is 
subject to prior court approval.  Section 327(a) of the 
Bankruptcy Code provides that “the trustee, with the 
court’s approval, may employ one or more attorneys, 
accountants, appraisers, auctioneers, or other 
professional persons . . . to represent or assist the trustee 
in carrying out the trustee’s duties….”  (emphasis added).  
Bankruptcy Rule 2014(a) reiterates that principle, 
providing that orders approving the employment of estate 
professionals under section 327 “shall be made only on 
application of the trustee…” (emphasis added).  Noting 
that commentators have offered differing opinions 
regarding the treatment of mediators in bankruptcy cases, 
the bankruptcy court set forth several considerations to 
be used in determining whether someone qualifies as a 
“professional person” under section 327(a): 

1. A person must be a professional “in the ordinary 
sense of the word.”  In other words, the person must 
perform “high-level, specialized services requiring 
discretion or autonomy.” 

2. Even if a person is “normally considered” a 
professional under the ordinary sense of the term, 
section 327(a) applies only to professionals who 
“represent or assist the trustee in carrying out the 
trustee’s duties under [the Bankruptcy Code].”  
Accordingly, the professional’s employment must 
specifically relate to administration of the 
bankruptcy case, rather than the ordinary course of 
the debtor’s business. 

3. The professional’s specific skills must be used to 
“impact the administration of the case.”  In other 
words, the professional’s skills must not only assist 
the trustee in administering the case – they must 
have an actual bearing on the case itself.  In 
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considering this factor, the bankruptcy court 
suggested that courts look to “[t]he significance of 
the professional’s task and the amount of discretion 
the professional has in performing it . . . to determine 
the overall importance of the professional’s 
services.” 

Applying these factors to the case before it, the 
bankruptcy court concluded that mediators require court 
appointment as “estate professionals” because they (i) are 
generally professionals in the ordinary sense of the word; 
(ii) “play[] a central role” in resolving bankruptcy disputes; 
and (iii) have substantial discretion to help resolve 
disputes, which is “sufficiently significant to the overall 
administration of the estate” to warrant designating the 
mediator an estate professional, and subject to court 
approval.  As further support for this conclusion, the 
bankruptcy court cited to several courts with standing 
orders requiring estate representatives to obtain court 
approval before employing a mediator.  Lastly, the 
bankruptcy court observed that under the circumstances, 
the parties’ attorneys were more than qualified to 
negotiate a settlement, and that it therefore saw no need 
to appoint a mediator to resolve their disputes. 

Even if Mediators Are Not Subject to Section 327, 
Appointment of Former Judges Requires Court 
Approval 

The bankruptcy court then noted that even if section 327 
did not apply to mediators generally, that section’s 
requirements should be extended, pursuant to section 
105(a) of the Bankruptcy Code, to apply where parties are 
seeking to appoint a former bankruptcy judge as a 
mediator.  Section 105(a) authorizes bankruptcy courts to 
“tak[e] any action . . . to prevent an abuse of process.”  
This includes the power to modify or extend existing 
provisions of the Bankruptcy Code to avoid abuse (or the 
appearance of abuse). 

The bankruptcy court, after an examination of the history 
of the current bankruptcy regime, concluded that the 
balance of responsibility between bankruptcy judges and 
bankruptcy trustees “is intended to check overreaching by 
both” the trustee and the bankruptcy court.  The 
bankruptcy court then concluded that a former 
bankruptcy judge is “the ultimate insider,” in light of his or 
her relationship with the presiding judge in the bankruptcy 
case, and that he or she is therefore not “disinterested” as 
would be required under section 327.  The bankruptcy 

court expressed concern with the “opportunity for sitting 
judges to bestow favored positions on friends and former 
colleagues, evoking the incestuous referee-trustee 
relationship rampant under the old Bankruptcy Act.”  At 
the very least, it would create the “appearance of 
cronyism” in allocating estate funds to a former judge, 
potentially at the expense of the debtor’s unsecured 
creditors.  The bankruptcy court therefore ordered the 
parties to file a motion discussing the concerns set forth in 
its decision and to demonstrate the necessity for 
appointing a (disinterested) mediator, at which time it 
would decide whether to allow mediation to proceed. 

Analysis 

The Smith decision is an interesting one, and raises 
serious concerns with the appointment of former 
bankruptcy judges in pending bankruptcy cases.  And 
although it did not discuss the issue of sitting bankruptcy 
judges as mediators, one would assume that the 
bankruptcy court would be even more troubled by such an 
appointment.  Indeed, if the bankruptcy court was 
concerned with the appearance of cronyism in appointing 
a former bankruptcy judge from a different district, one 
would imagine that a sitting judge – or a judge sitting in 
the same district as the pending case – would raise even 
greater concern.  Of course, it should be noted that the 
bankruptcy court in Smith admitted that it “does not 
belong to the school of mediation romantics” and will not 
“routinely rubber-stamp” requests for mediators.  This 
general attitude toward mediation and preference for 
attorneys and client to resolve disputes amongst 
themselves likely colored the bankruptcy court’s decision 
and pronouncements. 

Moreover, the bankruptcy court in In re Smith did not 
address any of the recent large chapter 11 cases in which 
current and former bankruptcy judges have been 
appointed as mediators (the most prominent of which 
might be Residential Capital, which involved a sitting 
bankruptcy judge from the same district in which the case 
was pending).  And even though we cannot know whether 
the bankruptcy court was aware of – or responding to – 
those appointments of current or former bankruptcy 
judges as mediators, the bankruptcy court’s ostensible 
disapproval of those appointments is self-evident. 

On the other hand, the bankruptcy court’s conclusion – 
that mediators must be appointed by the bankruptcy court 
so as to avoid the appearance of cronyism – yields a 
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somewhat paradoxical outcome.  If court approval is 
required, then the bankruptcy court must become involved 
with the appointment of any mediator, which could itself 
create concerns regarding the appearance of impropriety.  
To wit, the bankruptcy judge in Smith specifically noted 
that he and the proposed mediator are fellows in the 
American College of Bankruptcy, have made 
presentations together, and have worked together to 
coach teams in moot court competitions.  This “close 
collegial relationship between consummate bankruptcy 
insiders” is not necessarily limited to sitting and former 
bankruptcy judges.  In the small world of bankruptcy, the 
likelihood that a bankruptcy judge will know a proposed 
mediator is particularly high.  And perhaps it should be 
immaterial whether that relationship stems from the 
judge’s time in private practice, teaching CLE courses, 
participating in trade organizations, or any other contacts 
between professionals in the world of bankruptcy.  Indeed, 
would a former judge be better equipped to understand 
the need for impartiality in mediation?  Or should 
mediators be appointed by the United States Trustee, as is 
the case with bankruptcy trustees and examiners?2 

The issue of disinterestedness of estate professionals is 
(you’ll pardon the expression) an interesting one, and is 
particularly pronounced in appointing mediators, who 
often have wide latitude to guide disputes that form the 
crux of bankruptcy cases.  (Some degree of concern may 
also apply to the appointment of current or former judges 
as examiners, but such concerns may be mitigated or 
resolved by the fact that it is the United States Trustee 
who appoints examiners, while bankruptcy judges 
themselves enter orders appointing mediators.)  The 
Smith decision may not be the end of the discussion, but it 
raises some very serious questions.  We look forward to 
seeing what (if any) responses Smith generates going 
forward. 

Bankruptcy Is a Battlefield, 
but the Fight Is Over When 
You Shake on It 
Danielle Donovan · 

All’s fair in love bankruptcy and war . . . except when one 
side decides to keep fighting after there’s been a truce.  
                                                             
2 11 U.S.C. § 1104(d) 

The petitioning creditors in In re BG Petroleum, LLC,3 a 
recent decision from the Bankruptcy Court for the 
Western District of Pennsylvania, apparently forgot this 
rule.  In BG Petroleum, the court gave a lesson on the 
basic principles of contract law in ruling on dueling 
motions filed by the debtor BG Petroleum, LLC and the 
petitioning creditors who commenced its involuntary 
chapter 11 case. 

What Started this Fight? 

Prior to the commencement of the debtor’s involuntary 
chapter 11 case, the petitioning creditors and the debtor 
entered into a ground lease pursuant to which the debtor 
took possession and control of each of the creditors’ 
businesses and assets and was required to make monthly 
payments to the creditors and pay certain other 
obligations.  The creditors filed an involuntary chapter 11 
petition against the debtor, claiming debts of 
approximately $5 million on account of taxes and unpaid 
rent due under the ground lease.  The debtor responded 
with a motion to dismiss the case and for judgment 
against the creditors, alleging that they had breached the 
ground lease by failing to leave adequate cash and 
accounts receivable at the businesses that were the 
subject of the lease. 

The parties requested to settle their disputes through 
mediation.  According to the certificate of completion filed 
by the mediator, the parties successfully reached a 
settlement at the conclusion of their mediation session.  
The settlement would have eliminated the need to 
continue the bankruptcy proceedings.  The creditors filed 
a motion for approval of settlement pursuant to Federal 
Rule of Bankruptcy Procedure 9019.  In response, the 
debtor filed a limited objection, alleging that the terms set 
forth in the motion departed from the mutually-executed 
term sheet signed by the parties.  The debtor 
characterized the discrepancies between the creditors’ 
motion and the term sheet as based on mere 
mathematical errors, not as reflecting bad faith on the 
part of the creditors.  Nevertheless, the creditors moved 
to withdraw their motion to approve the settlement.  And 
so sparked the fight over whether the mediation term 
sheet constituted an enforceable settlement agreement. 

                                                             
3 525 B.R. 260 (Bankr. W.D. Pa. 2015). 
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In the meantime, before the enforceability issue was 
decided, the debtor filed a motion to withdraw its motion 
to dismiss the involuntary chapter 11 case, claiming that 
the delay associated with the negotiation process had 
interfered with its business operations to the point at 
which chapter 11 relief had become necessary.  The court 
granted the debtor’s request. 

In anticipation of the hearing on the enforceability of the 
term sheet, the petitioning creditors filed a motion for 
relief from the automatic stay to take possession of the 
property and a motion for the appointment of a chapter 11 
trustee.  In support of the stay relief motion, the creditors 
argued that the ground lease and the property subject 
thereto actually were not property of the debtor’s estate 
due to prepetition events.  Specifically, the creditors 
referenced a letter they had sent to the debtor before the 
commencement of the bankruptcy case notifying the 
debtor of events of default under the ground lease and 
providing the debtor with an opportunity to cure.  
According to the creditors, the debtor’s failure to cure the 
defaults had resulted in the termination of the ground 
lease, thus justifying relief from the stay for the creditors 
to take possession of the property.  In support of their 
motion for the appointment of a trustee, the creditors 
highlighted alleged malfeasance related to the debtor’s 
financial transactions. 

No doubt battle fatigued at this point, the debtor filed an 
expedited motion to enforce the settlement in accordance 
with the term sheet. 

When Is a Truce Really a Truce? 

The court relied on Standard Steel, LLC v. Buckeye 
Energy, Inc.4 to articulate the principles governing the 
enforcement of an agreement reached through mediation.  
Public policy favors settlements because they promote 
efficiency and the amicable resolution of disputes.  
Moreover, settlements reached through mediation are as 
binding as if they were reached through litigation.  
Settlement agreements are binding contracts and, 
therefore, are construed according to traditional principles 
of contract law.  As such, when a dispute regarding the 
binding effect of a settlement arises, the intent of the 
parties is a question of fact that must be determined by 
the factfinder.  Under Pennsylvania law, if parties agree on 

                                                             
4 Civ. No. A. 04-538, 2005 WL 2403636 (W.D. Pa. Sept. 9, 2005). 

key terms and intend them to be binding, a contract is 
formed even if the parties intend to adopt a formal 
document to fill in additional terms at a later date. 

No big surprise here – the court held that the term sheet 
was enforceable.  In short, there was ample evidence that 
the parties had reached an agreement.  Not only had they 
done so at the conclusion of their mediation session, but 
also at the law office of the creditors’ counsel when the 
parties met to prepare a document that was intended to 
fill in the gaps left open by the term sheet. 

How Do You Know If the Other Side Has 
Suspended a Ceasefire? 

Notwithstanding the court’s finding that the parties had 
reached an agreement, the petitioning creditors argued 
that the debtor had repudiated any such agreement by 
virtue of the debtor’s failure to provide adequate 
assurance of performance.  Here’s where the court gives 
us a quote that’s too great not to share:  “In essence, the 
Petitioning Creditors claim that they did a ‘Jerry McGuire’ 
and demanded that [the debtor] “show them the money” 
and that [the debtor] anticipatorily repudiated the 
transaction by failing to timely do so.”  Needless to say, 
the court was unmoved by this argument.  First, the court 
found that any delay in completing the transaction largely 
was due to the creditors’ refusal to acknowledge the 
obvious settlement.  Second, there was no credible 
evidence that the debtor had overtly and intentionally 
communicated any repudiation of the agreement. 

Relevant to the court’s conclusion is the following excerpt 
from Comment c to Section 251 of the Restatement of 
Contracts: 

Whether ‘reasonable grounds’ have arisen for an 
obligee’s belief that there will be a breach must 
be determined in light of all the circumstances . . .  
The grounds for [the obligee’s] belief must have 
arisen after the time when the contract was made 
and cannot be based on facts known to [the 
obligee] at that time.  Nor, since the grounds 
must be reasonable, can they be based on events 
that occurred after that time but as to which [the 
obligee] took the risk when [the obligee] made 
the contract. 

The petitioning creditors’ alleged concerns either 
predated the filing of the involuntary petition or were of 
the same types of concerns which they knew about before 
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entering into the agreement.  Consequently, the court 
found that (i) the creditors knowingly or otherwise 
assumed such risks when they made the contract with the 
debtor, (ii) the creditors’ demand of adequate assurance 
was inappropriate, and (iii) the debtor had not repudiated 
the settlement agreement. 

What’s Bad War Etiquette? 

As for the creditors’ argument that the ground lease had 
been terminated before the commencement of the 
debtor’s involuntary bankruptcy case, the court found no 
evidence that the creditors had taken formal action to 
take possession of the property subject to the ground 
lease subsequent to the debtor’s receipt of the notice of 
default,.  Moreover, the ground lease was the central 
focus of the settlement agreement.  Clearly, the ground 
lease was never terminated, and therefore, it constituted 
property of the debtor’s estate. 

With respect to the creditors’ request for relief from the 
stay, the court found that granting such relief would do 
nothing more than reward the creditors for acting in bad 
faith and “throwing roadblocks in the way of 
consummating the settlement agreement.” 

Is Additional Intervention Still Necessary? 

The need to appoint a chapter 11 trustee is assessed on a 
case-by-case basis.  A party moving for appointment of a 
trustee must demonstrate by clear and convincing 
evidence the need for such relief undersection 1104(a) of 
the Bankruptcy Code.  Appointing a trustee generally is 
viewed as an extraordinary remedy, which often gives way 
to the presumption that a debtor should be permitted to 
remain in possession. 

The petitioning creditors failed to satisfy their burden in 
showing the need for a trustee.  The creditors did not 
prove the debtor’s alleged malfeasance.  Further, the 
creditors’ claims that there was acrimony between the 
parties and that the debtor’s principals were “desperate 
men” predisposed to do “desperate things” were not 
sufficiently compelling to appoint a trustee. 

What’s an Armistice? 

Bankruptcy can look and feel a lot like a war zone.  
Everyone’s battling for a piece of the pie.  BG Petroleum is 
a friendly reminder, however, that the fighting stops—and 
for good—after two sides shake on a mutually-executed 

settlement agreement.  That’s the signal to gather your 
troops and go home. 

“Life is Full of Tough Choices”:  
Sixth Circuit Considers 
Interplay Between Change of 
Venue and Choice of Law 
Rules 
Katherine Doorley 

As Ursula the Sea Witch once said, “Life’s full of tough 
choices, isn’t it?”  The Sixth Circuit was recently faced 
with its own “tough choice” on choice of law in Sutherland 
v. DCC Litigation Facility, Inc., 778 F.3d 545 (6th Cir. 2015).  
In Sutherland, the Sixth Circuit was asked to determine 
which state’s statute of limitations rules should apply to a 
lawsuit filed in North Carolina by a Virginia resident, which 
was subsequently transferred to Michigan.  The Sixth 
Circuit analyzed the venue transfer rules and ultimately 
determined that the statute of limitations rules of the 
state where the lawsuit was originally filed should be 
applied. 

Background 

In 1988 Pamela Sutherland, a Virginia resident, received 
breast implants in North Carolina.  In 1993, Sutherland 
filed a lawsuit in the United States District Court for the 
Middle District of North Carolina asserting that the 
silicone in her implants was causing a wide range of 
health issues.  Sutherland’s lawsuit was transferred by a 
multidistrict litigation panel to the Northern District of 
Alabama, where a class settlement was entered in 1994.  
Sutherland opted out of the settlement.  In 1995, Dow 
Corning filed for bankruptcy in the United States 
Bankruptcy Court for the Eastern District of Michigan, and 
Sutherland’s lawsuit was transferred there. 

As part of its reorganization, Dow Corning created and 
funded the DCC Litigation Facility (the DCC) to deal with 
opt-out claims such as Sutherland’s.  In May 2012, the 
DCC filed several motions for summary judgment on 
Sutherland’s claims, in which the DCC argued that 
Sutherland’s claim was time-barred by the relevant 
statute of limitations. 

The district court granted summary judgment to DCC on 
statute of limitations grounds, applying Michigan’s statute 
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of limitations rules after concluding the exact question of 
which choice-of-law principles were at issue, despite the 
fact that North Carolina, Virginia or Michigan law could 
potentially have applied, and the end result, whether 
Sutherland’s claim was barred differed depending on 
which state’s statute of limitations was applied.  The 
district court reasoned that the laws in “both” jurisdictions 
were consistent with “other possible sources” of law, 
mooting any potential conflict.  On appeal, the Sixth 
Circuit reversed and remanded. 

Choice of Law 

The Sixth Circuit first noted that Sutherland’s claims were 
transferred to the Eastern District of Michigan pursuant to 
section 157(b)(5) of the United States Code, which 
provides that the “district court shall order that personal 
injury tort and wrongful death claims [  ] be tried in the 
district court in which the bankruptcy case is pending, or 
in the district court in the district in which the claim arose, 
as determined by the district court in which the 
bankruptcy case is pending.” 

The question of whether a change of venue under 28 
U.S.C. § 157(b)(5) changes which state’s law governs, or 
whether change of venue under that provision has no 
impact on choice of law was a question of first impression 
for the Sixth Circuit. 

The Sixth Circuit stated that there was “no question” that 
if Sutherland’s suit was a diversity case transferred as 
part of a multidistrict litigation, the district court would 
have been bound to apply North Carolina’s choice of law 
rules and the change of venue would have had no impact 
on which state’s choice-of-law rules were applied.  Citing 
two U.S. Supreme Court decisions (Van Dusen v. Barrack5 
and Ferens v. John Deere Company6), the Sixth Circuit 
noted that at least three reasons supported finding that 
change of venue does not change the applicable law.  
Specifically, a change of venue (i) “should not deprive 
parties of state-law advantages that exist absent diversity 
jurisdiction,” (ii) “should not create or multiply 
opportunities for forum shopping” and (iii) a decision to 
transfer venue “should turn on considerations of 
convenience and the interest of justice rather than on the 
possible prejudice resulting from a change of law.” 

                                                             
5 376 U.S. 612 (1964). 
6 494 U.S. 516 (1990). 

Because section 157(b)(5) is a venue-transferring 
provision, the Sixth Circuit asserted that it should not be 
used to deprive Sutherland of her choice of forum and any 
accompanying “state law advantage” that would exist 
absent a transfer.  Additionally, because the debtor has 
the ability to choose where it files for bankruptcy, applying 
the law of the state where the bankruptcy court is located 
would create opportunities for forum shopping.  Allowing 
transfers under section 157(b)(5) to change the applicable 
substantive law could also lead to courts being “justifiably 
reluctant” to transfer cases, which could frustrate the 
provision’s goal of centralizing mass tort and personal 
injury litigation related to bankruptcy cases. 

The Sixth Circuit also cited the Second Circuit’s decision in 
In re Coudert Brothers LLP.7  There, the Second Circuit 
determined which choice of law rule to apply to a 
preexisting tort claim later considered as an adversary 
proceeding in bankruptcy.  The Second Circuit noted that 
it “would be fundamentally unfair to allow [the] 
bankruptcy . . . to deprive [the plaintiff] of the state-law 
advantages adhering to the exercise of its venue 
privilege.”  In Coudert Brothers, the plaintiff had filed suit 
in Connecticut, and the case was transferred to New York 
because of the defendant’s bankruptcy.  The Second 
Circuit found that to apply the law of the forum state 
“would be to allow the defendant . . . to use a device of 
federal law (the bankruptcy code) to choose the forum 
and accompanying choice of law — a practice forbidden by 
[Van Dusen and Ferens].” 

The Sixth Circuit applied the Coudert Brothers reasoning 
to venue transfers under section 157(b)(5).  Specifically, 
the Sixth Circuit held that because Sutherland had filed 
her suit in North Carolina, and the suit was only 
transferred to Michigan due to Dow Corning’s bankruptcy, 
North Carolina’s choice of law rules should still govern 
Sutherland’s state law claims.  The Sixth Circuit 
remanded the case to allow the district court to apply 
North Carolina law. 

Conclusion 

Potential debtors facing numerous personal injury or 
wrongful death claims should be mindful of the Sixth 
Circuit’s conclusions in Sutherland.  While a bankruptcy 
filing would allow for consolidation of such claims in a 

                                                             
7 673 F.3d 180 (2d Cir. 2012). 
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single forum; it may not necessarily result in the 
application of more favorable state choice-of-law or 
substantive law for already filed cases.  To the extent 
potential debtors are confident that they could 
consolidate any  future-filed  suits in their jurisdiction of 
choice, the ruling in Sutherland is unlikely to impact those 
suits. 

More on Stern:  What Does “De 
Novo Review” Mean? 
Doron Kenter 

“How was I supposed to know that something 
wasn’t right here …  Show me how you want it to 
be.  Tell me baby ’cause I need to know now…” 

– Britney Spears 

We’ve previously covered the controversial decision of the 
Sixth Circuit Court of Appeals in Waldman v. Stone8, along 
with the circuit split9 that it helped to precipitate 
(speaking of which, we’re anxiously awaiting resolution of 
Wellness International Networks v. Sharif!).10  In another 
previous post,11 we discussed the challenges inherent in 
the wake of Stern v. Marshall, especially insofar as district 
courts assessing reports and recommendations issued by 
bankruptcy courts (or decisions that were subsequently 
“deemed” reports and recommendation for purposes of 
appellate review) must undertake a de novo review of 
those “Stern-type” matters.  In this installment of the 
Stern Files, we report on the sequel to Waldman, in which 
the Sixth Circuit considered the standard of review to be 
applied to a district court’s de novo review of matters as 

                                                             
8 See The Stern Files (Seventh Edition) dated December 18, 2012 
on the Weil Bankruptcy Blog. 

9 See Stern Files: The Circuit that Originally Gave Us Stern 
Creates the First Stern Circuit Split dated December 6, 2012 on 
the Weil Bankruptcy Blog. 

10 See “Thank You, SCOTUS; It’s About Time!”: Supreme Court 
Grants Cert to Decide Meaningful Stern v. Marshall Questions 
dated July 2, 2014 on the Weil Bankruptcy Blog. 

11 See The Stern Files (fifth edition) dated January 12, 2012 on 
the Weil Bankruptcy Blog. 

to which bankruptcy courts do not have final 
constitutional authority.12 

The sordid facts underlying the Waldman case need not 
be repeated in full here.  In brief, though, Ron Stone was 
forced to file a bankruptcy petition and subsequently 
asserted fraud claims in bankruptcy court against his 
former business partner, Randall Waldman.  After the 
bankruptcy court entered a final judgment in favor of 
Stone, the Sixth Circuit vacated that judgment, having 
concluded that the bankruptcy court lacked final 
constitutional authority over the claim and instead, should 
offer proposed findings of fact and conclusions of law for 
de novo review by the district court. 

On remand, the district court considered the bankruptcy 
court’s proposed findings and conclusions, adopting some 
and rejecting others, and entered its own judgment in 
Stone’s favor.  Waldman then appealed again, arguing that 
the district court had failed to review de novo the 
bankruptcy court’s proposed findings and conclusions.  
Among a host of other arguments, Waldman contended 
that the district court, in its de novo review, was required 
to receive additional evidence from the parties. 

Summarily dispatching with this argument, the Sixth 
Circuit looked to Rule 9033(d) of the Federal Rules of 
Bankruptcy Procedure, which provides that, in a de novo 
review, the district court “shall make a de novo review 
upon the record or, after additional evidence, of any 
portion of the bankruptcy judge’s findings of fact or 
conclusions of law to which specific written objection has 
been made . . . ” and “may accept, reject, or modify the 
proposed findings of fact or conclusions of law [or] receive 
further evidence. . . .”  Notwithstanding the first clause, 
which provides that the district court “shall” undertake a 
de novo review, the Sixth Circuit explained that 
Bankruptcy Rule 9033 plainly gives district courts the 
discretion, but not the obligation, to entertain and consider 
additional evidence.  Indeed, the rule specifically notes 
that the district court “may … receive further evidence” – 
the language is plainly permissive, rather than mandatory. 

As courts continue to struggle with the questions posed 
by Stern and its progeny, questions will continue to be 
asked regarding just what is meant by de novo review.  
The Sixth Circuit, at least, has held that this means “to 

                                                             
12 Waldman v. Stone, 599 Fed.Appx. 569 (6th Cir. 2015). 
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review without giving deference … or any presumption of 
correctness to the lower court.”13  But the nature of that 
de novo review does not necessarily mean an entirely new 
trial and opportunity to introduce evidence – and the 
district court is at least permitted to limit itself to the 
record before it, including, for example, the bankruptcy 
court’s decisions regarding admissibility of evidence.  
Moreover, as a practical matter, the district court might 
arguably be influenced (albeit not compelled) by the 
bankruptcy court’s assessments of witnesses’ credibility, 
in light of the fact that the bankruptcy court had the 
benefit of seeing the live testimony.  As de novo appellate 
review continues to proliferate in jurisdictions that have 
interpreted Stern to limit bankruptcy courts’ constitutional 
authority, we continue to grapple with the contours of that 
review process and of ensuring a complete and efficient 
resolution of many matters arising in, or related to, 
bankruptcy cases. 

Well Well Wellness:  The 
Supreme Court’s Most Recent 
Decision Regarding Stern v. 
Marshall and Its Progeny 
Doron Kenter 

Yesterday, the Supreme Court issued its decision in the 
much-anticipated Wellness International Network, Ltd. v. 
Sharif.14  And yesterday, we gave you the highlights of the 
decision.15  Today, as promised, we bring you our more 
complete analysis on Wellness and its implications for 
bankruptcy matters moving forward. 

Background 

We’ve covered the underlying facts of the Wellness16 
case.17  But in brief, Wellness sought a declaratory 
                                                             
13 Citations and internal quotation marks omitted. 
14 135 S. Ct. 1932 (2015). 
15 See BREAKING NEWS: Some Guidance from SCOTUS on Stern 
v. Marshall! (And What You Really Need to Know) dated May 26, 
2015 on the Weil Bankruptcy Blog. 
16 Incidentally, we’re unsure why bankruptcy intelligentsia refer 
to the case as “Wellness,” rather than “WIN” or “Sharif” – but we 
will abide by the apparently common convention. 
17 See Stern Files: Seventh Circuit Sides with Sixth Circuit in 
Holding that Consent Does Not Cure Bankruptcy Courts’ Lack of 

judgment from the bankruptcy court overseeing Sharif’s 
chapter 7 case that a trust administered by Sharif was 
Sharif’s alter ego and that the assets in that trust were 
therefore property of Sharif’s bankruptcy estate.  After 
Wellness obtained a default judgment, Sharif challenged 
the entry of that judgment, eventually raising arguments 
premised on Stern v. Marshall, arguing that in light of that 
(then-) new decision, the bankruptcy court had stepped 
outside its constitutional authority in issuing a final 
judgment in that action.  The Seventh Circuit agreed, 
holding that the Stern-based argument implicated 
structural interests inherent in the judiciary and that (i) 
the argument could be raised at any time on appeal, 
without concerns of waiver and (ii) the bankruptcy court 
did in fact lack constitutional authority to issue a 
judgment in Wellness’s action.  Accordingly, (i) Sharif 
could not have waived or forfeited his right to assert his 
Stern-based argument because it was premised on the 
structural integrity of the Judiciary, which could not be 
waived by failure to raise it in a timely manner, and (ii) 
bankruptcy courts cannot enter a final judgment on Stern 
claims (regardless of the litigants’ consent to same). 

The Supreme Court granted certiorari on two questions: 

1. Whether the presence of a subsidiary state property 
law issue in a 11 U.S.C. § 541 action brought against 
a debtor to determine whether property in the 
debtor’s possession is property of the bankruptcy 
estate means that such action does not “stem[] from 
the bankruptcy itself” and therefore, that a 
bankruptcy court does not have the constitutional 
authority to enter a final order deciding that action. 

2. Whether Article III permits the exercise of the judicial 
power of the United States by the bankruptcy courts 
on the basis of litigant consent, and if so, whether 
implied consent based on a litigant’s conduct is 
sufficient to satisfy Article III. 

The Majority Opinion 

Interestingly, the majority decision focused only on the 
second question (declining, in a footnote, to express a view 

                                                                                                          
Final Constitutional Authority dated August 27, 2013 on the Weil 
Bankruptcy Blog. 
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on the first question) and resolved the circuit split18 
regarding whether litigant consent can cure constitutional 
deficiencies in a bankruptcy court’s authority to enter a 
final judgment.  Indeed, the decision suggests that, with 
consent, bankruptcy courts may enter a final judgment on 
both Stern claims (i.e., otherwise “core” claims as to 
which bankruptcy courts lack final adjudicatory authority), 
as well as non-core claims. 

Writing for the 5-justice majority, Justice Sotomayor 
devoted considerable analysis to the current state of the 
federal courts.  Indeed, much of the decision is couched in 
terms of the powers of “non-Article III judges” (e.g., 
bankruptcy judges, magistrate judges, and the like), rather 
than limiting the analysis to the bankruptcy courts.  
Relying on the data regarding the number of magistrate 
and bankruptcy judges19 and the voluminous caseload 
both in Article III courts and in bankruptcy courts,20 the 
Court acknowledged the important service rendered by 
non-Article III judges in the administration of legal 
proceedings. 

The Court’s analysis started with the central principle 
undergirding its decision – “Adjudication by consent is 
nothing new.”  Reviewing Supreme Court precedent in 
CFTC v. Schor,21 Gomez v. United States,22 and Peretz v. 
United States,23 the Court reasoned that Congress may 
make available alternative forums, wherein litigants may 
elect to resolve their differences.  The key issue, then, is 
that litigants may elect to make use of these non-Article 
III forums; it was this distinction that warranted the 
opposite outcomes in Gomez and Peretz—namely, that 
                                                             
18 See Stern Files: The Circuit that Originally Gave Us Stern 
Creates the First Stern Circuit Split dated December 6, 2012 on 
the Weil Bankruptcy Blog. 
19 There are 883 authorized full-time magistrate and bankruptcy 
judgeships, and only 856 authorized circuit and district 
judgeships. 
20 In a one-year period, the number of cases filed in bankruptcy 
courts more than doubled the total number of cases filed in 
district and circuit courts.  Presumably, this includes the various 
adversary proceedings that are commenced within the 
framework of main bankruptcy cases.  An impressive number 
nonetheless! 
21 478 U.S. 833 (1986). 
22 490 U.S. 858 (1989). 
23 501 U.S. 923 (1991). 

magistrate judges may preside over jury selection in a 
felony trial where the defendant has consented to same, 
but may not preside over such matters in the absence of 
consent.  Citing to Schor, the Court observed that 
submitting “[such] disputes to a non-Article III adjudicator 
was at most a ‘de minimis’ infringement on the 
prerogative of the federal courts.”  In light of the 
foregoing, the Court concluded that the entitlement to an 
Article III adjudicator is a “personal right” and therefore 
“subject to waiver.” 

The Court then went on to explain why this conclusion did 
not offend or threaten the separation of powers and the 
“institutional integrity” of the judiciary.  It reasoned that 
even if litigants may elect to proceed in bankruptcy court 
(or before magistrate judges), Article III judges continue to 
stand in supervisory capacity with respect to the non-
Article III courts, insofar as those latter judges are 
appointed – and subject to removal – by Article III judges.  
Moreover, both bankruptcy judges and magistrate judges 
hear matters solely by virtue of a reference from the 
Article III court.  And lastly, bankruptcy courts’ authority is 
inherently limited to “a narrow class of common law 
claims as an incident to the [bankruptcy courts’] primary, 
and unchallenged, adjudicative function.”  For these 
reasons, and because Congress had given no indication 
that it had created the regime on bankruptcy courts “in an 
effort to aggrandize itself or humble the Judiciary,” the 
Court saw no reason to bar litigants from consenting to 
have their disputes heard and determined by non-Article 
III courts, even if such a judgment would otherwise run 
afoul of the constitutional limitations on their authority.  
This is particularly true in light of the fact that the current 
composition of the Judiciary depends on the presence of 
bankruptcy judges to “abl[y] assist[]” Article III judges in 
carrying out their duties.  Thus, it did not offend the 
majority that bankruptcy courts are a function of 
Congressional action pursuant to Article I of the 
Constitution, because the buck ultimate stops with the 
Article III courts, both systemically (in referring matters to 
the bankruptcy court) and individually (in appointing – or 
even removing – bankruptcy judges). 

Having discussed the underlying support for its holding, 
the majority then explained that its conclusion was 
consistent with the initial Stern v. Marshall decision, which 
held that bankruptcy courts may not issue final judgments 
on core matters that (i) did not stem from the bankruptcy 
itself or (ii) would not be necessarily resolved in ruling on 
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a proof of claim.  Stern, the Court wrote, was “premised” 
on the fact that the parties in that case had not consented 
to adjudication of that dispute in the bankruptcy court, and 
therefore, Stern “does not govern the question whether 
litigants may validly consent to adjudication by a 
bankruptcy court.”  Moreover, the Court noted (as many 
courts have previously observed) that Stern itself 
specifically noted that it was a “narrow” decision that did 
not “change all that much” about the division of labor 
between bankruptcy and district courts – and if the Stern 
stood for the proposition that parties may not consent to 
adjudication before bankruptcy courts, it would 
necessarily “change much” about that division of labor. 

In its last salvo on whether consent can cure erstwhile 
constitutional deficiencies in bankruptcy matters, the 
Court took issue with the principal dissent (discussed 
below), noting that if the Chief Justice’s dissent is to be 
believed, “the world will end not in fire, or ice, but in a 
bankruptcy court.”  Instead, the Court wrote, 
“[a]djudication based on litigant consent has been a 
consistent feature of the federal court system since its 
inception” and this reaffirmation of that fact “poses no 
great threat to anyone’s birthrights, constitutional or 
otherwise.” 

In its final substantive section, the five-judge majority held 
that the consent described in the remainder of the opinion 
need not be “express” – rather it may also be implied from 
the parties’ conduct.  It based this conclusion on 28 U.S.C. 
§157, which authorizes bankruptcy judges to hear and 
determine non-core matters with the parties’ “consent,” 
and 28 U.S.C. §636(c), which authorizes magistrate judges 
to conduct certain proceeding with “the consent of the 
parties.”  Because the Court had previously held in Roell v. 
Withrow24 that §636(c) does not require express consent 
to proceed before magistrate judges, the Court concluded 
that the same logic should be applied to the similar 
language in section 157 regarding bankruptcy judges.  
That being said, the consent must still be “knowing and 
voluntary” for the non-core or “Stern-type” matter to 
proceed to final judgment before the bankruptcy court.  In 
a footnote, however, the Court recognized that this issue 
may be a distinction without much of difference, insofar as 
the Bankruptcy Rules require such statements in non-core 
matters in adversary proceedings, and the current 

                                                             
24 538 U.S. 580 (2003). 

proposed amendments would require such statements 
regardless of whether a matter is core (and potentially a 
Stern matter) or non-core. 

[Note:  Moreover, many bankruptcy courts require express 
statements regarding consent or non-consent—either at 
the direction of the court, or in many cases, pursuant to 
local rules or orders of the court.] 

Consequently, the Court remanded to the Seventh Circuit 
the issue of whether Sharif’s actions constituted “knowing 
and voluntary consent” and whether Sharif forfeited his 
Stern argument by not raising it sooner.  Interestingly, the 
Court here seems to be ruling, without stating so 
explicitly, that one can forfeit a Stern-based argument – 
contrary to what the Seventh Circuit held (although, unlike 
Justice Alito’s concurrence, the majority opinion does not 
express a view as to whether Sharif did, in fact, forfeit this 
argument).  Thus, it seems, a bankruptcy court can issue 
final judgments on Stern claims if either (i) the parties 
knowingly and voluntarily consent to such adjudication or 
(ii) the parties forfeit the Stern objection by not raising it 
soon enough. 

The majority’s decision is well summarized by its own 
recognition that Congress’s efforts to align the 
responsibilities of non-bankruptcy judges “have not 
always been successful,” but that nevertheless, “Article III 
is not violated when the parties knowingly and voluntarily 
consent to adjudication by a bankruptcy judge.” 

Justice Alito’s Concurrence 

In a brief concurrence, Justice Alito agreed with the bulk 
of Justice Sotomayor’s majority opinion, noting that 
“[w]hatever one thinks of Schor, it is still the law of this 
Court, and the parties do not ask us to revisit it.”  Justice 
Alito disagreed with the majority, however, regarding 
whether the parties’ consent must be express, noting that 
he would require express consent before bankruptcy 
courts can enter a final judgment on a Stern claim.  
Justice Alito observed that for a bankruptcy judge to enter 
a final judgment on non-core matters, 28 U.S.C. §157(c)(2) 
requires only “consent” while Bankruptcy Rule 7012(b) 
requires “express consent.”  However, he did not believe 
the Court needed to decide precisely what form of consent 
would suffice for a bankruptcy court to enter a final 
judgement on a Stern claim, as in his view, Sharif had 
already forfeited his right to raise a “Stern objection” by 
failing to raise it in the lower courts. 
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Justice Roberts’s Dissent 

In a vigorous dissent, Justice Roberts, joined by Justice 
Scalia and Justice Thomas (in part), rejected the 
majority’s decision.  In the first instance, the dissent notes 
that the Court need not have even addressed the question 
of whether consent can cure constitutional deficiencies in 
a bankruptcy court’s authority because it would have 
decided the case on the first issue, which was ignored by 
the majority.  The dissent would have held that the claims 
before the court in Wellness “stem[med] from the 
bankruptcy itself,” insofar as they related to section 541 of 
the Bankruptcy Code and whether the res of Sharif’s 
bankruptcy estate included assets that Sharif purportedly 
held in a trust.  The claims, therefore, were not even Stern 
claims, but were instead core matters as to which the 
bankruptcy court had final constitutional authority from 
the outset.  Interestingly, it was Chief Justice Roberts 
himself who authored the majority decision in Stern, so his 
observations regarding the scope of matters that fit within 
that rubric is particularly interesting – even if not binding.  
[Note:  It is all the more interesting that majority touts 
Stern as being premised on the lack of the parties’ 
consent — but such is the nature of precedent!]  As Chief 
Justice Roberts would have it, Stern was “a narrow 
decision” (as stated in Stern) not because parties could 
consent to adjudication of those claims in the bankruptcy 
court, but presumably because the universe of Stern 
claims was itself limited to narrow circumstances. 

Turning, then, to the issue of consent, the dissent 
criticized the majority for basing its opinion on “pragmatic 
grounds,” stating that it “would not yield so fully to 
functionalism.”  With an almost religious fervor, Chief 
Justice Roberts cautioned the majority against interfering 
with the “sacred” separation of powers among the 
branches of the federal government.  He wrote that 
private litigants may relinquish individual, personal 
constitutional rights (such as a right to jury trial), but that 
they may not agree to stand trial in a forum that is not 
invested with the authority to hear and decide such 
matters.  A federal criminal defendant, for example, may 
not stand trial before a state court, a foreign court, or a 
moot court, merely by virtue of having consented to same.  
Allowing bankruptcy courts, then, to decide Stern claims 
with the parties’ consent, would “impermissibly threaten 
the institutional integrity of the Judicial Branch.” 

The dissent made short work of the cases involving 
magistrate judges (i.e., Roell, Peretz, and Gomez), noting 
that they did not involve entry of a final judgment and 
were therefore inapposite.  The dissent then returned to 
its concern regarding the structural integrity of the 
discrete branches of the federal government, noting that 
the Legislative Branch (i.e., Congress) controls bankruptcy 
judges’ salary and tenure, and therefore enjoyed some 
degree of “legislative control” with respect to the judges.  
Illustrating his concerns with the majority’s decision by 
describing the parade of horribles that could result from 
Article I judges being allowed to enter final orders with 
consent (slippery slope, anyone?), Chief Justice Roberts 
observed that Congress could conceivably seek to allow 
certain claims to be heard by judges who were under this 
“greater legislative control,” or could “find ways to 
‘encourage’ consent [to final adjudication in bankruptcy 
court], say by requiring it as a condition of federal 
benefits.”  Fearful of a “steady erosion” of Article III 
judges’ authority, the Chief Justice joined James Madison 
and Alexander Hamilton in warning against Congress 
“inevitably seek[ing] to draw greater power into its 
‘impetuous vortex.’” 

Finally, returning to his religious imagery, the Chief 
Justice once again criticized the majority for holding that 
“a single federal judge . . . may assign away our hard-won 
constitutional birthright so long as two private parties 
agree.”  And invoking Jesus’s words in the New 
Testament (without attribution),25 Chief Justice Roberts 
ended his dissent with the following:  “It profits the Court 
nothing to give its soul for the whole world . . . but to avoid 
Stern claims?” 

[Note:  We at the Stern Files are unsure whether this 
reference was offered out of the Chief Justice’s flair for 
the dramatic, or whether it was somewhat tongue-in-
cheek.  Your thoughts?] 

Justice Thomas’s Dissent 

In a particularly academic dissent of his own, Justice 
Thomas concurred with part one of the Chief Justice’s 
dissent, noting that the issue before the Court could be 
easily resolved by holding that the matters before the 
court in Wellness were not Stern claims and therefore 
were within the bankruptcy court’s final authority, 
                                                             
25 “For what shall it profit a man, if he shall gain the whole world, 
and lose his own soul?” Mark 8:36 (King James version) 
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regardless of the parties’ consent or non-consent.  Justice 
Thomas then departed from the framework offered by the 
majority, Justice Alito, and the principal dissent, noting 
the inherent challenges in considering the issues initially 
raised in Stern.  Specifically, what is meant when the 
Court refers to “public rights” and “private rights”?  And 
precisely what are the contours of the bankruptcy courts’ 
constitutional authority?  The analysis, therefore, need not 
be whether consent can cure the constitutional 
deficiencies with respect to Stern claims – but rather, 
whether the parties’ consent necessarily moots any 
constitutional concerns with respect to such claims, 
insofar as that consent could remove such claims from 
the realm of constitutional concerns regarding private 
rights. 

Justice Thomas, without coming down on either side of 
the issue, observed that the Wellness case (and, perhaps, 
the line of cases beginning with Stern) “implicates difficult 
questions about the nature of bankruptcy procedure, 
judicial power, and remedies” – questions that were not 
briefed by the parties and not meaningfully discussed by 
the majority (or the dissent, for that matter), but which 
merit close attention. 

So What? 

So, where are we after Wellness?  Is it the end of the 
world as we know it?  Or is it just another day in 
bankruptcy court (paradise?) for you and me and the 
thousands of other bankruptcy practitioners in the post-
Stern world?  Unfortunately, although the Court has given 
us guidance, in Arkison and Wellness, on what a 
bankruptcy court can do with Stern claims, it has yet to 
provide firm answers to some of the most burning 
questions that have arisen in the wake of Stern.  For 
example, what is a Stern claim?  What isn’t?  In fact, the 
majority appears to have passed on an obvious 
opportunity to narrow the scope of Stern claims by simply 
holding (or at least noting) that questions implicating the 
res of the bankruptcy estate pursuant to section 541 of 
the Bankruptcy Code are not Stern claims at all.  On the 
other hand, if the Court had adopted this reasoning, would 
section 541 make virtually every claim in bankruptcy a 
non-Stern claim? 

Instead, the majority ruled on the issue of consent, which, 
notwithstanding the opinion’s emphasis on the courts’ 
heavy caseload and reliance on non-Article III judges, is 
only relevant insofar as the parties actually consent to 

final judgment by a bankruptcy court.  Indeed, in light of 
Arkison, bankruptcy courts can already (even before 
Wellness) hear all pretrial matters, and, in many cases, 
even proceed to the point of trial and report and 
recommendation for adoption by the district court upon de 
novo review (which, as we’ve noted,26 does not necessarily 
mean that the district court assesses all of the facts 
anew).  Perhaps the Court’s concern was less with 
bankruptcy courts, and more with ensuring that other 
non-Article III judges maintain their ability to hear and 
determine matters with litigants’ consent? 

Moreover, the majority lost Justice Alito by venturing into 
the realm of express vs. implied consent, even though 
express consent must, in any case, be “knowing and 
voluntary.”  While we don’t necessarily disagree with the 
holding, this detour may not have been particularly 
relevant now that parties are generally required to 
indicate expressly at the outset of a proceeding whether 
they consent to the bankruptcy court entering final 
judgment on matters that may be outside the court’s final 
adjudicatory authority.  In that respect, the Court’s 
“functionalist” and “pragmatic” decision may be more 
concerned with decisions that have already been entered, 
but which may be pending appeal.  In concluding that 
consent may be implied from the parties’ conduct, the 
majority decision will allow appellate courts to reject 
appellants’ “gotcha” arguments invoking Stern in favor of 
setting aside judgments of the bankruptcy court, at least 
where the appellant did not adequately express its 
reservations in a timely fashion. 

All that being said – we’re now more educated, but still 
somewhat confused.  Did the Court miss an opportunity to 
shed more light on Stern and its progeny, which will 
undoubtedly continue to constipate the courts27 with 
vigorous debate, even after Wellness?  What do we do 
about fraudulent transfer actions?  Preferences?  Section 
541 and “property of the estate”?  Just what does 
“knowing and voluntary” implied consent really mean? 

Is the Court out of touch with what actually goes on in 
bankruptcy cases?  Or should we be encouraged that four 

                                                             
26 See More on Stern: What Does “De Novo Review” Mean? dated 
April 16, 2015 on the Weil Bankruptcy Blog. 
27 See A Scatological Analysis of Bankruptcy Court Jurisdiction 
and Authority After Stern v. Marshall dated August 1, 2012 on 
the Weil Bankruptcy Blog. 
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of our Supreme Court justices took the time to write 
lengthy (and passionate) opinions on a bankruptcy issue, 
of all things? 

[PS:  Don’t worry, Chief Justice Roberts.  We’re not mad 
that you compared bankruptcy courts to moot courts.  But 
we think we can distinguish between the two.] 
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Bankruptcy Court Analyzes 
Preference and Fraudulent 
Transfer Claims as Applied to 
the Termination of a Lease 
Ginger Ellison 

Nothing says “closure” quite like a termination agreement 
reaffirmed by a bankruptcy court – right?  Apparently not.  
As demonstrated in In re Great Lakes Quick Lube Limited 
Partnership,1 under certain circumstances, a prepetition 
agreement for an early lease termination might provide 
unsecured creditors an opportunity to commence an 
action in the bankruptcy court seeking to avoid the lease 
termination as a preferential or fraudulent transfer. 

In February 2012, less than two months prior to filing a 
chapter 11 petition, the debtor and its landlord entered 
into a lease termination agreement under which the 
debtor agreed to relinquish its leasehold interests in five 
retail stores.  Nine months after the debtor filed for 
bankruptcy, the committee of unsecured creditors brought 
a complaint against the landlord claiming that the 
agreement should be avoided as a preferential or 
fraudulent transfer under the Bankruptcy Code, alleging 
that two of the five leases that were terminated held a 
combined value of $825,000.  At issue was whether the 
lease termination agreement was an avoidable preference 
or fraudulent transfer under either section 547(b) or 
section 548(a)(1)(B). 

Ruling 

The bankruptcy court’s initial inquiry as to whether the 
lease termination was an avoidable preference or 
fraudulent transfer under either section 547(b) or section 
548(a)(1)(B) hinged on whether the terminating 
agreement qualified as a “transfer” under the Bankruptcy 
Code.  In this regard, it noted that the case law treats 
executory and non-executory contracts differently.  Citing 
In re Jermoo’s, Inc.2 the court found a difference between 
the loss of rights under a contract and a transfer of 
property and noted that a “separate section (11 U.S.C. 
§365) governs the treatment of executory contracts.”  

                                                             
1 528 B.R. 893 (Bankr. E.D. Wis. 2015). 
2 38 B.R. 197, 204 (Bankr. W.D. Wis. 1984). 

This provision specifically prohibits a trustee from 
assuming a debtor’s executory contract or unexpired 
lease in specific circumstances – one of which being 
where the lease is of nonresidential real property and has 
been terminated under applicable nonbankrutpcy law 
prior to the order of relief (section 365(c)(3)). 

Although the bankruptcy court conceded that the literal 
definition of “transfer” captured termination of a lease, it 
noted that authorizing the avoidance of a terminated 
contract as a preference or fraudulent transfer under 
sections 547(b) or 548(a)(1)(B) would, in certain cases, be 
inconsistent with the statutory framework.  Here, the 
court determined that it would run afoul of the operation 
of section 365(c)(3) when the contract in question was an 
unexpired nonresidential lease validly terminated under 
applicable nonbankruptcy law, pre-petition.  On that basis, 
it held that section 365(c)(3) controls.  Guided by that 
provision, the bankruptcy court went on to find that the 
subleases were validly terminated under Wisconsin law 
prior to the order for relief, and as such, they could not be 
assumed for the benefit of the debtor’s creditors.  Thus, 
the court held that the lease termination agreement could 
not be avoided in bankruptcy. 

Dicta 

Courts sometimes will provide guidance in an opinion that 
does not directly impact the specifics of the case before it, 
but is helpful for practitioners.  This is referred to as 
“dicta”.  For the benefit of future creditors claiming an 
avoidable transfer or preference in connection with a 
lease termination, the bankruptcy court focused the 
majority of its discussion on why, even if the termination 
did qualify as a transfer, it would not have qualified as an 
avoidable transfer.  In this case, it found that this was due 
to a lack of evidence of collusion – namely, an absence of 
proof that the debtor had a fraudulent or deceitful purpose 
in terminating the lease agreement took the lease 
termination outside the purview of a preference or 
fraudulent transfer.  Analyzing the facts of the case, the 
bankruptcy court found that it was in the debtor’s best 
interest to terminate the two subleases in question, and 
as such, the decision to enter into the termination 
agreement reflected appropriate business judgment on 
the debtor’s part.  It concluded that the debtor and its 
counterparty engaged in arm’s-length negotiations and 
found no evidence that the termination agreement was 
engineered to produce a financial gain to either party at 
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the expense of the Debtor’s other creditors.  These 
findings, combined with its determination that the 
termination agreement was valid under Wisconsin law, led 
the bankruptcy court to conclude that it was not collusive 
– and therefore, still would not have been avoidable in 
bankruptcy. 

Key Takeaways 

Where a particular provision of the Bankruptcy Code was 
specifically drafted to resolve an issue created under the 
facts at hand, a bankruptcy court will keenly turn to that 
provision.  Such was the case here.  While the court could 
have held that the definition of “transfer” encompasses 
termination of leases – as it would if one were to define 
“transfer” as it is used, generally – it veered away from 
endorsing a literal interpretation on the basis that doing so 
would run afoul of its duty to interpret the Bankruptcy 
Code as a harmonious whole.  Instead, the court pointed to 
multiple cases holding that section 365 controls the 
treatment of validly terminated nonresidential leases in 
lieu of more general statutes allowing for the avoidance of 
fraudulent transfers and preferences and, under that 
provision, the termination agreement in question could not 
be avoided. 

Importantly, however, the bankruptcy court went on to 
explain the requirements that must be met for it to hold 
that an agreement qualifying as a transfer under the 
Bankruptcy Code is avoidable.  In dicta, the court noted 
that to be avoidable, the agreement must either be 
forbidden by law or serve a fraudulent or deceitful 
purpose.  In assessing the purpose of the agreement, the 
bankruptcy court will evaluate whether entering into the 
agreement was in the debtor’s best interest, whether the 
debtor engaged in arm’s-length negotiations with the 
counterparty to the agreement, and whether there was 
any evidence that the contract was entered into with the 
aim, by either party, of producing a windfall or financial 
gain to either party at the expense of the debtor’s other 
creditors. 

Through its dicta, the bankruptcy court reminded creditors 
that not every lease termination agreement made during 
the relevant prepetition timeframe and qualifying as a 
transfer under the applicable provisions of the Bankruptcy 
Code will be avoidable under the statutory sections 
dealing with preferential and fraudulent transfers.  To 
hold that such a transfer is avoidable, the court must also 
determine that it was collusive.  Going forward, creditors 

claiming that lease terminations qualify as avoidable 
preferences or transfers on the basis that they are 
collusive in that that they serve a fraudulent or deceitful 
purpose should pay heed to the specific circumstances 
that the court reviewed in its dicta, as those factors may 
provide bankruptcy courts with a persuasive guideline that 
may be referenced when tasked with assessing whether 
any given transfer is avoidable. 

Securitized Loan Payments 
Safe Harbored Under Section 
546(e) 
Debora Hoehne 

The U.S. Bankruptcy Court for the Northern District of 
Illinois recently held in Krol v. Key Bank National 
Association (In re MCK Millennium Centre Parking, LLC)3 
that the safe harbor of section 546(e) of the Bankruptcy 
Code applies to a debtor’s payments made in respect of 
mortgages pooled and held by a REMIC trust.  The case 
appears to be the first to interpret the phrase “in 
connection with a securities contract” to include 
payments of this type. 

Background 

In 2008, MCK Millennium Centre Retail, LLC, a subsidiary 
and insider of debtor MCK Millennium Centre Parking, 
LLC, obtained a loan from Key Bank National Association.  
Key Bank sold the promissory note to a trust qualified as a 
real estate mortgage conduit (“REMIC”).  The promissory 
note was pooled with other mortgages, and certificates 
representing beneficial ownership interests in the trust 
were issued to investors.  The certificates entitled the 
holders to payments from principal and interest on the 
pool of mortgages, in the manner provided for in the 
pooling and servicing agreement (“PSA”) among Key Bank, 
Wells Fargo, as trustee, and other financial institutions. 

Key Bank acted as the master servicer under the PSA.  In 
that capacity, Key Bank handled day-to-day loan 
administration functions, including receiving payments on 
account of the loans when they were not in default. 

                                                             
3 Krol v. Key Bank Nat’l Assoc. (In re MCK Millennium Centre 
Parking LLC), No. 14-00392, 2015 WL 1906135 (Bankr. N.D. Ill. 
April 24, 2015). 
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The payments Key Bank received included a series of 
payments by MCK in respect of Retail’s loan during the 
four years leading up to MCK’s bankruptcy filing.  In total, 
MCK paid over $5 million to Key Bank in repayment of 
Retail’s loan.  Key Bank held these payments temporarily 
before transferring them to the REMIC trust and applying 
them to Retail’s loan. 

MCK commenced a chapter 11 case, which later was 
converted to a chapter 7 case.  MCK’s chapter 7 trustee 
commenced an adversary proceeding against Key Bank to 
recover the payments that MCK made on Retail’s loan, 
alleging that such payments were preferential transfers 
and actually and constructively fraudulent transfers.  The 
trustee asserted that the payments were made for no 
consideration because the transfers were repayments on 
a loan on which Retail, not MCK, was the obligor. 

Section 546(e) 

Key Bank sought to dismiss all counts of the trustee’s 
complaint, asserting as a defense that the transfers were 
protected by section 546(e) of the Bankruptcy Code. 

Section 546(e) of the Bankruptcy Code provides a “safe 
harbor” that exempts a transfer from avoidance under 
sections 544, 545, 547, 548(a)(1)(B), and 548(b) of the 
Bankruptcy Code if, among other things, the transfer is 
“made by or to (or for the benefit of) a . . . financial 
institution . . . in connection with a securities contract, as 
defined in section 741(7).” 

Under section 741(7)(A) of the Bankruptcy Code, a 
“securities contract” is broadly defined to include a 
“contract for the purchase, sale, or loan of a security, . . . a 
mortgage loan, any interest in a mortgage loan, a group or 
index of securities … or mortgage loans or interests 
therein (including an interest therein or based on the value 
thereof).”  Further, section 741(7)(A)(vii) states that “any 
other agreement or transaction that is similar to an 
agreement or transaction referred to in this 
subparagraph” may be a “securities contract.” 

Key Bank had to prove (1) that the transfers were made by 
or to a financial institution and (2) that the transfers were 
made “in connection with” a class of defined “securities 
contracts.” 

Holdings and Analysis 

It was not contested that Key Bank was a financial 
institution, within the meaning of the Bankruptcy Code.  

However, the trustee asserted that Key Bank did not 
qualify for protection under section 546(e) because, as 
master servicer for the loan, Key Bank was a conduit for 
the transfers and did not use or benefit from the debtor’s 
payments.  The bankruptcy court noted that the Courts of 
Appeal are split on whether a financial institution that 
serves only as an intermediary or conduit qualifies for safe 
harbor protection, or whether the financial institution 
must acquire a beneficial interest in the transferred 
property.  The majority of circuits have found that the 
plain language of section 546(e) does not require that the 
financial institution obtain a beneficial interest in the 
transferred property.4  The Eleventh Circuit, however, has 
held that the transferee must acquire a beneficial interest 
in the transferred property for the safe harbor to apply.5 

The bankruptcy court followed the majority view and 
determined that the plain meaning of the phrase “by or to” 
in section 546(e) means that payments made either by or 
to a financial institution, including those that serve only as 
a conduit or intermediary, qualify for safe harbor 
protection.  The court declined to read into the statute the 
additional requirement that the financial institution 
receive some financial benefit or acquire the funds for its 
own use.  Applying the text as written, the court found 
that the transfers were made to Key Bank, a financial 
institution, and then subsequently transferred by Key 
Bank to the REMIC trust; thus, those transfers were made 
by and to a financial institution.  Nonetheless, the court 
also noted that Key Bank was allowed to invest the funds, 
which could mean that it received transfers for its own 
benefit. 

The more central dispute was whether MCK’s payments 
to Key Bank on account of Retail’s loan were “in 
connection with a securities contract.”  Key Bank argued 
that the integration of the loan with the PSA qualified as a 
“securities contract,” as defined by the Bankruptcy Code.  
The trustee argued that, while some courts have broadly 
interpreted the phrase “in connection with a securities 
contract,” no court has applied the exception to payments 

                                                             
4 See QSI Holdings, Inc. v. Alford (In re QSI Holdings, Inc.), 571 
F.3d 545, 550-51 (6th Cir. 2009); Contemporary Indus. Corp. v. 
Frost, 564 F.3d 981, 987 (8th Cir. 2009); Lowenschuss v. Resorts 
Int’l, Inc., 181 F.3d 505, 516 (3d Cir. 1999). 
5 Mumford v. Valuation Research Corp. (In re Mumford, Inc.), 98 
F.3d 604, 610 (8th Cir. 1996). 
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in respect of a securitized loan, and MCK’s payments on 
the Retail loan were not in connection with a securities 
contract. 

The court found that the PSA governing the REMIC trust 
was a securities contract within the meaning of section 
741(7)(A) of the Bankruptcy Code.  The PSA set forth the 
general structure of the CMBS transaction:  the depositor 
would sell pass-through certificates evidencing the entire 
beneficial ownership interest in the trust fund to be 
created under the PSA, with the mortgage loans that were 
transferred into the trust and bundled together 
constituting the primary assets of the trust. 

The court noted that it “may properly consider two 
separate transactions as a single transaction when doing 
so would align with economic realities.”  In this case, the 
economic realities were such that it made sense to view 
the transfer of loans to the trust and the subsequent 
issuance of the certificates as an integrated transaction. 

Further, once the promissory note evidencing Retail’s loan 
was transferred to the trust, it was subject to the PSA, 
which in turn defined the manner in which payments from 
the mortgages flowed to certificate holders.  The court 
read the phrase “in connection with” broadly to mean 
“related to” and found that, although the debtor’s 
payments on the loan were not necessarily made for the 
purchase or sale of securities, they were made in relation 
to the PSA and therefore fell within the section 546(e) 
safe harbor. 

Outcome 

The court dismissed, with prejudice, the trustee’s 
allegations of constructively fraudulent transfer as 
protected by section 546(e) of the Bankruptcy Code.  
Because the safe harbor does not cover actual fraud, 
though, the court addressed those counts of the complaint 
separately and found that the trustee had alleged no 
factual allegations tying the debtor’s actions to the 
elements required to prove an actual fraudulent transfer.  
Accordingly, the claims of actual fraud were dismissed 
without prejudice. 

Deprizio, Shmeprizio:  A 
Waiver of Indemnification 
Can Shield an Insider 
Guarantor From Liability (at 
Least in the Ninth Circuit) 
Yvanna Custodio 

Can a waiver of rights ever be beneficial to the person 
granting the waiver?  Yes.  In In re Adamson Apparel,6 the 
Court of Appeals for the Ninth Circuit held, in a 2-1 
opinion, that waiving a right to indemnification on a 
guaranty may shield an insider guarantor from preference 
liability, when the insider guarantor “has a bona fide basis 
to waive his indemnification rights against the debtor in 
bankruptcy and takes no subsequent actions that would 
negate the economic impact of that waiver.”7  Not every 
court, however, agrees with this conclusion. 

Background 

When the debtor, Adamson Apparel, Inc., a clothing 
manufacturer and retailer, obtained a loan from CIT Group 
Commercial Services, Inc., Arnold H. Simon, the debtor’s 
president and CEO, guaranteed the debt.  Notably, the 
relevant agreements waived Simon’s right to 
indemnification from Adamson (i.e., the ability to seek 
reimbursement or any other form of payment from the 
debtor). 

Nine months later, the debtor sought protection under 
chapter 11 of the Bankruptcy Code, and the unsecured 
creditors’ committee filed a preference action against 
Simon.  The committee alleged Simon was a corporate 
insider who had received a preference on account of his 
guaranty because amounts paid to CIT prepetition 
benefited Simon and reduced the debt for which he would 
be liable as guarantor. 

Analysis 

As every bankruptcy practitioner knows, under section 
547(b) of the Bankruptcy Code, a preference is a transfer 
of property to or for the benefit of a creditor, made within 
90 days of the filing of the bankruptcy petition by an 

                                                             
6 Stahl v. Simon (In re Adamson Apparel, Inc.), 785 F.3d 1285 
(9th Cir. 2015). 
7 Id. at 1296. 
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insolvent debtor on account of an antecedent (i.e., 
preexisting) debt that allows the transferee to receive 
more than it would have received in a chapter 7 
liquidation.  If the transfer involves an insider, the look-
back period is one year.  The reason for this extended 
period is, given their close position to the company, 
insiders are the first to recognize that a company is in 
distress, and can manipulate the timing of payment on 
their debt and the bankruptcy filing so that prepetition 
payments made to them fall outside the typical 90-day 
period. 

In determining whether Simon should be subject to 
preference liability, the Ninth Circuit agreed with the 
bankruptcy court’s findings on remand that Simon had 
unconditionally waived his indemnification rights against 
the debtor and concluded that Simon could not be subject 
to preference liability because, due to the indemnification 
waiver, he was not a creditor of the debtor, as required by 
the preference statute. 

As part of its analysis, the Ninth Circuit discussed the 
1989 decision from the Court of Appeals for the Seventh 
Circuit, In re Deprizio8 (in which the Seventh Circuit held 
that a trustee could avoid payments made to the lender 
within the one-year period when the lender extends a loan 
to the debtor that is personally guaranteed by an insider), 
and the 1994 Congressional response to Deprizio – section 
550(c) of the Bankruptcy Code (which provides that the 
trustee can seek recovery only from the insider but not 
the lender during the extended one-year recovery period).  
Following the reasoning in Deprizio, a prepetition payment 
by the debtor on a guaranteed obligation could be a 
preferential transfer to the guarantor because the transfer 
is “to or for the benefit of” the guarantor as the debtor’s 
creditor. 

The Ninth Circuit observed that two lines of cases sprang 
up in the wake of Deprizio – one upholding the validity of 
bona fide indemnification waivers as a shield against 
preference liability and one finding that these “Deprizio 
waivers” are invalid because such waivers could be 
circumvented when the insider, rather than pursuing 
payment from the debtor on the guaranty if the debtor 
does not pay off the debt prepetition, instead purchases 
the debt from the lender.  Under those circumstances, the 

                                                             
8 Levit v. Ingersoll Rand Fin. Corp. (In re Deprizio), 874 F.2d 1186 
(7th Cir. 1989). 

insider shields itself from preference liability if the debt is 
paid prepetition, but can still pursue a claim against the 
debtor if the debt is not paid prepetition.  To courts in this 
camp, the waiver is a sham. 

Declining to adopt a “bright-line rule” based on a 
hypothetical scenario that would invalidate every Deprizio 
waiver, the Ninth Circuit noted, “courts should instead 
examine the totality of the facts before them for evidence 
of ‘sham’ conduct in the circumstances presented.”  In 
finding that Simon’s waiver was not a sham, the Ninth 
Circuit cited to four factors before it.  First, the Ninth 
Circuit pointed to CIT’s lien over the debtor’s assets, 
which would have satisfied CIT’s claim in the absence of 
Simon’s guarantee.  Second, the Ninth Circuit emphasized 
that Simon never filed a proof of claim.  Third, Simon did 
not have a contractual right to purchase the debt from CIT 
(if he had a right to do so, the Ninth Circuit observed it 
“would be more concerned about the waiver being a 
sham”).  Finally, there was no evidence that the debt at 
issue was the only debt that Simon had guaranteed.  The 
Ninth Circuit reasoned that because the debtor was a 
closely held corporation, there was no reason to assume 
Simon did not guarantee other debts of the debtor; had he 
guaranteed other debts, he would not have received any 
benefit from paying CIT’s debt first over the other debts 
which he also personally guaranteed. 

In disagreeing with the majority, the dissenting opinion 
noted that the majority’s decision is contrary to every 
bankruptcy court decision that has addressed the issue, 
all of which hold that an insider guarantor is necessarily a 
creditor of the debtor notwithstanding a waiver of 
indemnification. 

Conclusion 

As the Ninth Circuit noted, prior to its decision in Adamson 
Apparel, no district or circuit court had ruled on the 
validity of Deprizio waivers.  The Ninth Circuit decision 
could pave the way for more courts approving the use of 
indemnification waivers as shields against preference 
liability for insider guarantors.  As a result, a corporate 
insider seeking to guarantee a loan or facing potential 
preference liability on account of its guaranty can look to 
In re Adamson Apparel in structuring the guarantee 
and/or crafting possible defenses to preference liability. 
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Everything Has Its Own Value:  
7th Circuit Holds That 
Forbearances by a Lender 
May Be Considered When 
Determining Reasonably 
Equivalent Value 
Gabriel A. Morgan 

The United States Court of Appeals for the Seventh Circuit 
recently held that numerous forbearances by a lender 
that allowed a single asset real estate borrower to stave 
off bankruptcy for four years provided value in the context 
of a constructive fraudulent transfer action.  1756 W. Lake 
St. LLC v. Am. Chartered Bank (In re 1756 W. Lake St. 
LLC).9  The decision in Lake Street recognizes that a 
lender may, under certain facts and circumstances, 
provide real value when it extends a lifeline to the 
borrower in the form of forbearance.  The trick, however, 
may be putting a price tag on that value. 

Background 

The facts are straightforward and all-too-familiar to 
bankruptcy practitioners.  Lake Street borrowed 
approximately $1.5 million from American Chartered 
Bank.  Lake Street’s obligation to repay the debt was 
secured by a mortgage on its only significant asset:  
property located at 1756 W. Lake Street.  Eventually, Lake 
Street was unable to meet its obligation to repay the debt 
and entered into a number of forbearance agreements 
with the Bank.  In connection with one of the forbearances, 
Lake Street agreed to place the deed to the mortgaged 
property in escrow, to be released to an affiliate of the 
Bank upon an event of default.10  Lake Street ultimately 
defaulted and the Bank, through its affiliate, took 
possession of the deed and recorded it. 

Lake Street commenced a case under chapter 11 of the 
Bankruptcy Code.  Shortly thereafter, Lake Street filed a 
one-count complaint in the District Court for the Northern 
District of Illinois seeking to establish that the recording of 
the deed constituted a constructively fraudulent transfer 
under section 548 of the Bankruptcy Code. 

                                                             
9 787 F.3d 383 (7th Cir. 2015). 
10 The Bank’s charter prohibited it from owning real estate. 

Arguments 

Lake Street argued that the mortgaged property was 
worth $1.7 million when it agreed to place the deed in 
escrow, which was $200,000 more than its obligation to 
the Bank, and, therefore, Lake Street received less than 
reasonably equivalent value in exchange for transferring 
the deed to the Bank. 

The Bank countered with three arguments: 

 Lake Street’s appraisal was wrong.  The property 
was worth only $1.3 million; 

 Even if Lake Street’s appraisal was correct, by 
forgiving $1.5 million in debt, the Bank provided Lake 
Street with 88% of the mortgaged property’s value, 
which was “reasonably equivalent” value; and 

 The numerous forbearances the Bank granted to 
Lake Street, which included loans to Lake Street 
affiliates, repeated extensions of maturity, and 
reductions in monthly payments and interest rates, 
were worth at least $200,000, closing the gap 
between the amount of debt the Bank would forgive 
and Lake Street’s appraisal. 

Decision 

The District Court granted the Bank’s motion for summary 
judgment.  The Seventh Circuit affirmed the lower court’s 
decision on the grounds that the numerous forbearances 
the Bank granted to Lake Street were worth at least the 
difference between the amount of debt outstanding and 
the value Lake Street alleged for the property. 

The Seventh Circuit rejected the Bank’s first argument 
because “the record compiled in the summary judgment 
proceeding … does not permit a confident inference as to 
which appraisal is more accurate.”  The court also 
concluded that the Bank’s second argument was “no 
good” because reasonably equivalent “should be 
understood to mean not part payment but that the debtor 
received or will receive value for the property that he 
transferred that is as close to true equivalence as 
circumstances permit.” 

The court, however, was persuaded by the Bank’s third 
argument.  Observing that Lake Street and the Bank had 
negotiated eleven forbearance agreements, the court 
found that these accommodations eased the repayment 
terms of the debt and “kept Lake Street out of bankruptcy 
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for the next four years.”  The court then looked to Lake 
Street’s Statement of Financial Affairs and determined 
that Lake Street’s total gross income for three of the four 
years of its “extended life” equaled an aggregate amount 
of $435,746; more than doubling the difference between 
the amount of debt outstanding and Lake Street’s own 
appraisal amount.  Thus, the court concluded that the 
forbearances provided Lake Street with reasonably 
equivalent value in exchange for transferring the deed to 
the Bank. 

Takeaway 

The Seventh Circuit’s decision in Lake Street embraces 
the maxim that everything has its own value; even an 
agreement not to exercise contractual remedies.  Where 
the rubber meets the road, however, is how to determine 
the amount of that value.  In Lake Street, the court 
suggested that it could determine the amount by looking 
to the revenue generated by the borrower during the 
“extended life” caused by the forbearance.  The court’s 
reasoning turns on the cause and effect relationship 
between the lender’s forbearance and the borrower’s 
continued operation.  Although that cause and effect 
relationship is apparent in a single asset real estate case 
such as Lake Street, the court’s reasoning may be difficult 
to apply to more complex enterprises and capital 
structures.  Nevertheless, the Seventh Circuit’s decision 
makes clear that the question to be answered is how 
much value a forbearance provides and not whether a 
forbearance provides value at all. 
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Bankruptcy Court Refuses to 
Hop Aboard Faulty Subway 
Directions Excuse for Delayed 
Petition Filing 
Kevin Bostel 

The timing of a bankruptcy petition filing is often a 
carefully calculated decision that a debtor makes to 
obtain certain protections of the Bankruptcy Code, most 
notably, the automatic stay, in advance of a looming event.  
In many cases, a debtor may be close to tripping a 
covenant, missing a debt payment, or a creditor may be 
attempting to foreclose on the debtor’s assets.  The 
debtor must be cognizant of the timing of these events as 
the protections of the Bankruptcy Code only apply after 
the petition has been filed.  In In re Buckskin Realty, Inc,1 
the United States Bankruptcy Court for the Eastern 
District of New York explained that it would not grant 
nunc pro tunc2 relief to deem a bankruptcy petition filed 
earlier than it actually was when substantive rights would 
be altered.  Where the debtor’s principal argued that he 
could not file the bankruptcy petition to invoke the 
automatic stay before the foreclosure sale on the grounds 
that the subway directions to the courthouse were wrong 
and caused the delayed filing, the court held excusable 
neglect and inaccessibility of the clerk’s office could not 
be used as a means to deem an earlier filing of a 
bankruptcy petition. 

Background 

Prior to January 8, 2013, the debtor’s primary assets, two 
plots of land, were subject to a foreclosure action brought 
by the community’s homeowners association.  The 
foreclosure sale was scheduled to occur on January 8, 
2013 at 10:00 a.m.  Olsen, the debtor’s principal, claimed 
that, on the morning of January 8, he intended to file a 
bankruptcy petition on behalf of the debtor in advance of 
the sale to obtain the benefit of the automatic stay of such 
sale. 

                                                             
1 525 B.R. 4 (Bankr. E.D.N.Y. 2015). 
2 The Latin phrase “nunc pro tunc” means “now for then,” 
effectively deeming an event or occurrence to have happened 
before it actually did. 

Despite his stated intentions, Olsen failed to arrive at the 
Bankruptcy Court for the Eastern District of New York – 
located in Cadman Plaza in Brooklyn, New York – in time 
to file the petition and stop the sale.  The bankruptcy 
petition was time-stamped “received” more than two 
hours after the sale was conducted. 

Along with the petition, Olsen filed a letter stating that he 
was unable to reach the courthouse in time to stop the 
sale because he had relied on faulty directions posted on 
the court’s website.  Specifically, he claimed that those 
directions stated that the courthouse could be reached by 
taking a Brooklyn-bound “N” train; however, after boarding 
an “N” train at Queensboro Plaza, he rode all the way to 
Coney Island before realizing the train did not actually 
stop at Cadman Plaza.  Not until 12:46 p.m. did Olsen find 
his way to the courthouse and file the petition, but by then 
the property had been foreclosed. 

Seeking nunc pro tunc relief and also arguing excusable 
neglect and inaccessibility of the courthouse, the debtor 
asked the court to deem the petition retroactively filed so 
as to have the automatic stay in effect to void the 
foreclosure sale. 

Analysis 

Nunc Pro Tunc Relief 

The doctrine of nunc pro tunc relief refers to a court’s 
ability to grant an order specifying an effective date that is 
earlier than the date of the order’s issuance.  The court 
acknowledged that such relief is extraordinary and should 
only be used to correct inaccurate records, not to alter 
substantive rights.  The court found the debtor’s request 
to deem the petition to be filed before the foreclosure sale 
and thus retroactively availing the debtor of the 
protections of the automatic stay to be a clear alteration 
of substantive rights and denied the request for nunc pro 
tunc relief. 

Excusable Neglect 

Olsen and the debtor also argued, pursuant to Federal 
Rules of Civil Procedure 60(b) and (6)(b) and Federal 
Bankruptcy Rule 9006, that the petition should be deemed 
filed prior to the foreclosure sale because an act of 
excusable neglect was the cause for the delayed filing. 

Rule (60)(b)(1), made applicable by Bankruptcy Rule 9024, 
states, in relevant part, that the court “may relieve a party 
. . . from a final judgment, order, or proceeding for . . . 
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excusable neglect.”  After reviewing prior precedent, the 
bankruptcy court noted the requirement that the neglect 
be “excusable” acts as a limitation and that “ignorance or 
inadvertence alone is rarely a sufficient excuse.” 

Olsen and the debtor also pointed to Bankruptcy Rule 
9006 for support for extending the time in which it had to 
file its bankruptcy petition to stop the foreclosure.  
Bankruptcy Rule 9006, which corresponds to Federal Rule 
(6)(b), provides, in relevant part: 

“when an act is required or allowed to be done within a 
specified period by these rules or by a notice given 
thereunder or by order of the court, the court for cause 
shown may at any time in its discretion (1) with or without 
motion or notice order the period enlarged if the request 
therefor is made before the expiration of the period 
originally prescribed…or (2) on motion made after the 
expiration of the specified period permit the act to be done 
where the failure to act was the result of excusable 
neglect.” 

Olsen and the debtor argued that the circumstances 
causing the filing of the bankruptcy petition after the 
foreclosure sale met the excusable neglect standard.  
They argued that, among other reasons, the homeowners 
association would not be prejudiced if the retroactive 
relief were granted, the reason for the late filing was 
outside of Olsen’s control, and Olsen could not have acted 
any quicker than he did.  Olsen even posed to the court, 
“What more could I have done?” 

First remarking that the legal standard is not about what 
counsel did or did not do, the court, following the 
Bankruptcy Court for the Northern District of Indiana in In 
re Sizemore,3 found that Rule 60(b) and Rule 9006 are 
only operable after a case has been filed and that those 
rules do not apply to an event that occurred before a case 
has been filed.  These rules “do not authorize the filing of 
a case on one day while pretending it was filed on another 
[and that] [t]his is especially true where bankruptcy cases 
are concerned and so many rights are determined as of 
the date of the petition.” 

The court went on to note that Olsen’s and the debtor’s 
reliance on these rules was entirely misplaced because 
those rules govern “enlargements of time ‘when an act is 
required or allowed to be done at or within a specified 

                                                             
3 341 B.R. 658 (Bankr. N.D. Ind. 2006). 

period.’” Here, the petition was not required to be filed by a 
certain hour or day, and, therefore, there was no deadline 
for the court to extend. 

Inaccessibility of the Clerk’s Office 

Finally, Olsen and the debtor argued that the faulty 
directions posted on the court’s website had rendered the 
clerk’s office inaccessible during the time Olsen was 
trying to file the petition.  Pointing to Federal Rule (6)(a)(3) 
and the corresponding rule applicable in bankruptcy 
cases, Rule 9006(a)(3)(A), they argued that the petition 
should be deemed filed at an earlier time because those 
rules provide “[u]nless the court orders otherwise, if the 
clerk’s office is inaccessible . . . on the last day for filing . . . 
then the time for filing is extended to the first accessible 
day that is not a Saturday, Sunday, or legal holiday.” 

After accepting Olsen’s account that the “N” train did not 
stop at Cadman Plaza (the court’s website was updated 
shortly after the debtor’s filing), the court quickly 
dismissed this argument, again emphasizing that “these 
rules only apply to the computation of time after a case 
has been filed and a deadline imposed.”  The court made 
clear that even if these rules were applicable, the clerk’s 
office was not “inaccessible” on January 8, 2013.  A 
survey of cases made clear that the application of Rule 
6(a)(3) and Bankruptcy Rule 9006(a)(3) is limited to 
situations when the courthouse is physically inaccessible, 
such as when weather or a natural disaster physically 
prevent access to the courthouse.  On January 8, 2013, 
the courthouse was open and there was no inclement 
weather or other condition that would have prevented 
anyone from filing documents. 

The court also acknowledged that the use of ECF has 
even further narrowed the meaning of inaccessibility, 
citing cases that have held ECF filing has ended the 
concept of the clerk’s office being inaccessible on 
weekends and legal holidays. 

Conclusion 

The court denied the request to deem the petition filed 
prior to the foreclosure sale and held that the sale did not 
violate the automatic stay.  As a consequence, this 
debtor’s ability to use the Bankruptcy Code in an attempt 
to restructure or otherwise maximize the value of its 
property was lost before it had a chance to start.  This 
case serves as a stark reminder that debtors must be 
aware of the importance of the time when a petition is 
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filed and how only a few hours difference can have major 
consequences. 

Technical Difficulties, Efforts 
to Avoid Overtime Work Do 
Not Excuse a Missed Filing 
Deadline 
Doron Kenter 

“An attorney’s reluctance, or that of his assistant, 
to work after 6:30 p.m. one evening in order to 
meet a court-imposed filing deadline does not 
constitute excusable neglect.” 

– In re An 

In the next post in our series4 discussing the interplay 
between the fallibilities of computers and bankruptcy 
practice, we look at the deepest fear that so many of us 
have – if we have last-minute problems with electronic 
filing as a deadline approaches, will we be out of luck, hat 
in hand, begging forgiveness from our clients?  The 
Bankruptcy Court for the Central District of California 
says “yes!” 

In In re An,5 Darryl and Paula Boyd sued the debtor in 
state court for intentional misrepresentation and fraud.  
The debtor subsequently commenced a chapter 7 case, 
but did not provide the Boyds with a notice of 
commencement of the chapter 7 case in time for them to 
seek to have their claims excepted from the debtor’s 
discharge.  After the discharge order was entered, the 
debtor notified the Boyds of the discharge in the form of a 
motion for sanctions in the state court action, which the 
Boyds were proceeding with after the debtor was 
discharged.  (The motion was denied because the debtor 
had not provided the creditors with effective notice prior 
to that time.)  Notwithstanding the debtor’s notice to the 
creditors of his chapter 7 discharge, the Boyds proceeded 
with their state court action on the theory that their claims 
had been excepted from the discharge pursuant to section 

                                                             
4 See Computers Are People Too: “The Computer Did It” Is No 
Defense to Violations of the Automatic Stay dated November 12, 
2014.  
5 Case No. 2:11-bk-46346-BB (Bankr. C.D. Cal. Feb. 18, 2015) 
[ECF No. 47]. 

523(a)(3)(B) of the Bankruptcy Code (which provides that 
certain types of claims, including some fraud-related 
claims, are not dischargeable in bankruptcy).  The debtor 
therefore sought and obtained an order from the 
bankruptcy court reopening his chapter 7 case so that the 
debtor would seek sanctions against the Boyds for 
violation of the discharge injunction. 

In resolving the debtor’s motion for sanctions, the 
bankruptcy court noted that the Boyds had not yet 
brought an action seeking a determination whether their 
claims were excepted from the debtor’s discharge, but 
that they had also not received timely notice of the 
commencement of the debtor’s chapter 7 case, and did 
not have an adequate opportunity to seek such relief.  The 
court therefore entered an order providing the creditors 
with sixty days to file a complaint to determine the 
dischargeability of their state court claims.  Because the 
sixtieth day after entry of the order was a Sunday, Rule 
9006(a)(1)(C) of the Federal Rules of Bankruptcy 
Procedure provided the Boyds with until November 17, 
2014, to commence their nondischargeability action 
against the debtor. 

On November 17, the Boyds attempted to file a complaint 
to determine the nondischargeability of their state court 
claims.  On the afternoon of November 17, an employee of 
the Boyds’ attorney attempted to commence the 
adversary proceeding through the court’s electronic filing 
system by opening an adversary proceeding in the 
debtor’s chapter 7 case.  That attempt failed.  Then, at 
approximately 6:30 p.m. on November 17, the employee 
conferred with her boss, the Boyds’ attorney, alerting him 
to the problem (which may have arisen from the fact that 
the complaint included voluminous exhibits that could not 
be filed in one electronic upload).  The attorney then 
agreed to take the complaint (together with the 
voluminous exhibits) to court the following day to file it in 
person.  Neither the employee nor the Boyds’ attorney 
made any further efforts to commence the adversary 
proceeding that day. 

The bankruptcy court rejected the Boyds’ complaint on 
the grounds that it had been filed after the November 17 
deadline.  In particular, the bankruptcy court reiterated the 
importance of certainty in the bankruptcy case.  It was for 
that reason that the bankruptcy court had set its sixty-day 
deadline for the Boyds to commence their 
nondischargeability action.  The bankruptcy court then 
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held that the Boyds had not shown excusable neglect in 
failing to meet the stated deadline.  The court observed 
that the employee and the attorney had known by 6:30 pm 
on November 17 that the attempted filing had failed.  But 
notwithstanding the (relatively) early hour, the Boyds’ 
attorney directed the employee to cease attempting to file 
the complaint that day because it would have been “time-
consuming” to break the exhibits up into smaller pieces 
for electronic filing, and because the employee was 
already working over-time at that point. 

Relying on the Ninth Circuit’s precedent in Anwar v. 
Johnson,6 the bankruptcy court recognized that the result, 
though perhaps harsh, was proper.  As the Ninth Circuit 
held in Anwar, “the fact that Anwar missed the filing 
deadline by less than an hour [due to technical 
difficulties] is immaterial.”  In An, the Boyds’ attorney’s 
failure was even more clear.  The court’s electronic case 
filing system made available a training program 24 hours 
a day, seven days a week.  That training program could 
have shown the Boyds’ attorney or his employee how to 
correct their mistake.  But the Boyds’ attorney knew that 
the initial attempted filing had failed, and determined not 
to take further steps to try to correct the problem prior to 
the expiration of the deadline, all because the effort would 
have been “time-consuming” and may have required his 
employee to work additional hours of overtime. 

Although the ultimate result was unfortunate for the 
Boyds, the bankruptcy court recognized the importance of 
certainty and of meeting the deadlines imposed by the 
court.  It is telling that the court focused on the Boyds’ 
attorney’s failure to make any additional attempts to 
commence the nondischargeability action after 6:30 pm. 
Perhaps additional struggles with computer glitches 
would have provided a better excuse.  Perhaps not.  But 
where deadlines are involves, parties would do well to 
make any and all efforts to comply, even if it means a 
little more leg-work. 

                                                             
6 720 F.3d 1183 (9th Cir. 2013). 

Three’s a Crowd:  Payoffs, 
Numerosity, and Involuntary 
Petitions 
Melissa Siegel 

Debtors seeking dismissal of an involuntary bankruptcy 
proceeding may want to consider a recent decision of the 
Bankruptcy Court for the District of Columbia.  In denying 
an individual debtor’s motion to dismiss an involuntary 
petition, the court in In re Barkats7 held that a debtor may 
not pay off petitioning creditors to the detriment of other 
creditors as a way of avoiding an involuntary petition. 

You Can’t Pay to Make It Go Away 

The story began when four creditors filed an involuntary 
petition against Barkats, an individual debtor.  Months 
later, Barkats filed his list of 19 creditors, 15 of whom 
were not subject to a bona fide dispute and were not 
contingent as to liability.  Barkats moved to dismiss the 
case, arguing that because he already had paid off two of 
the four petitioning creditors’ claims, there remained an 
insufficient number of petitioning creditors under section 
303(b)(1) of the Bankruptcy Code. 

Stop Complaining and Wait and See 

Among other things, section 303(b)(1) provides that when 
a debtor has twelve of more creditors, an involuntary 
chapter 11 bankruptcy case can only be commenced by 
three or more entities, each of which holds a 
noncontingent claim that is not the subject of a bona fide 
dispute as to liability or amount.  Barkats argued that, 
because he had paid off two of the four petitioning 
creditors, the involuntary petition did not meet the 
numerosity requirement of section 303(b)(1). 

The bankruptcy court denied the motion to dismiss, 
explaining that to determine the sufficiency of an 
involuntary petition, bankruptcy courts look “only to the 
petitioners’ status as creditors on the date the original 
petition was filed.”  The rationale is to prevent exactly 
what Barkats did – avoid entry of an order for relief by 
paying off the petitioning creditors.  Bankruptcy courts 
have explained that to “deny relief simply because the 
debtor brings some of his debts current after the petition 
is filed would deprive other creditors, who remain unpaid, 

                                                             
7 No. 14-00053, 2015 WL 557306 (Bankr. D.D.C. Feb. 9, 2015). 
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of the protective provisions afforded creditors under the 
Code.”  To allow dismissal because Barkats paid off two of 
the four petitioning creditors (thus arguably destroying the 
requisite numerosity) would disadvantage the other 
creditors. 

Additionally, the bankruptcy court explained that 
Bankruptcy Rule 1003 provides a reasonable waiting 
period after the debtor files the requisite list of creditors 
to allow additional creditors the opportunity to join the 
involuntary case as petitioning creditors.  The court ruled 
that, at the time of Barkats’ motion to dismiss, the 
reasonable period had not yet expired and the possibility 
still existed that one or two of the non-petitioning 
creditors who Barkats listed might seek to join the petition 
as an additional petitioning creditor.  If that happened, 
Barkats would “no longer be able to forestall the entry of 
an order for relief by complaining that there are 
insufficient eligible petitioning creditors.” 

Although none of the petitioning creditors in this case 
sought to withdraw, the bankruptcy court analogized this 
situation – paying off petitioning creditors to destroy 
numerosity – to a situation where a withdrawing creditor 
allegedly destroys numerosity.  Citing case law, the 
bankruptcy court explained that withdrawal of a 
petitioning creditor does not render an involuntary petition 
insufficient for not having the requisite number of 
creditors under section 303(b)(1). 

Nice Try, But You’re Still in Bankruptcy Court for 
Now 

Bankruptcy courts’ goal in disallowing a creditor’s 
withdrawal or debtor’s postpetition payment to destroy 
numerosity is to protect the interests of the unpaid or non-
withdrawing creditors.  As the bankruptcy court pointed 
out, to rule otherwise might encourage collusion between 
certain creditors and the debtor to the detriment of unpaid 
or remaining creditors. 

By denying Barkats’ motion to dismiss, the bankruptcy 
court dashed Barkats’ dreams of walking away from the 
bankruptcy court at this time.  Although the bankruptcy 
court did not hold that the involuntary petition met the 
numerosity requirement, in ruling that the reasonable 
period for other creditors to join as petitioning creditors 
had not yet expired, it left open the possibility that the 
involuntary case would continue.  The Barkats decision 
reminds us that debtors cannot evade an involuntary 

bankruptcy by paying off petitioning creditors to the 
detriment of other creditors. 

Bankruptcy Court “Right-
Swipes” Debtor’s Property 
Interest in Its Social Media 
Accounts 
Christopher Hopkins 

It’s nothing new in 2015 to say that social media has 
become a valuable part of any company’s marketing and 
public relations strategy.  Companies now rely on sites 
like Facebook and Twitter to communicate with 
customers, advertise products, build brands, and shape 
public opinion.  Despite the obvious value such accounts 
provide, however, it is not always clear what rights, if any, 
a company may have in a social media account associated 
with its businesses or brands. 

The Twitter account of Richard Branson, the billionaire 
founder of Virgin Group, provides a useful example of this 
dilemma.  Mr. Branson frequently uses a Twitter account 
bearing his name to promote Virgin Group’s various 
businesses and often shares hyperlinks to pages on 
Virgin’s official website.  With over 5 million followers, Mr. 
Branson’s Twitter account undoubtedly represents a 
lucrative marketing tool for Virgin Group.  But who “owns” 
the account, Virgin Group or Mr. Branson?  Does Virgin 
Group have a protectable property interest in the 
account?  If Mr. Branson and Virgin Group were ever to 
part ways (an admittedly unlikely proposition), would Mr. 
Branson or Virgin Group retain the right to continue 
“tweeting” to those 5 million potential customers? 

The United States Bankruptcy Court for the Southern 
District of Texas recently shed light on this issue in In re 
CTLI, LLC.,8 where the court, addressing an issue of first 
impression, held that a debtor’s social media accounts are 
property of the estate under section 541 of the 
Bankruptcy Code.  In CTLI, LLC, the court first addressed 
whether the social media accounts at issue were 
“business accounts” that belonged to the debtor, as 
opposed to “personal accounts” belonging to the 
individual responsible for the creation and maintenance of 
the account.  After concluding that each social media 

                                                             
8 528 B.R. 359 (Bankr. S.D. Tex. 2015). 



Weil Bankruptcy Blog 2015 Mid-Year Review 

Weil, Gotshal & Manges LLP bfr.weil.com 91 

account was in fact a business account that belonged to 
the debtor, the court ordered the individual to transfer 
administrative rights to the accounts to the reorganized 
debtor. 

In re CTLI, Inc. 

CTLI, LLC was as a firearms dealer and indoor shooting 
range operating under the name Tactical Firearms.  
Prepetition, Jeremy Alcede, the debtor’s founder and 
majority owner, created and personally maintained two 
social media accounts on the debtor’s behalf:  a Facebook 
“Page” and a Twitter account.  Each account was 
maintained under the “Tactical Firearms” name and was 
directly linked to the debtor’s official website.  Alcede 
used these accounts to disseminate posts and “tweets” 
related to the debtor’s business among the accounts’ 
followers. 

Alcede subsequently began diverting cash from the 
debtor’s operations for his personal use and caused the 
debtor to default on certain loans.  Facing foreclosure 
proceedings from certain of the debtor’s lenders, Alcede 
caused the debtor to commence a chapter 11 case. 

Although Alcede remained in control of debtor’s business 
postpetition, the court terminated exclusivity to allow 
Alcede’s business partner to propose his own chapter 11 
plan.  The partner’s proposed plan, which granted the 
partner ownership of 100% of the reorganized debtor, was 
subsequently confirmed by the court.  To effectuate the 
transfer of ownership, the Confirmation Order required 
Alcede to “deliver possession and control” of “passwords 
for the Debtor’s social media accounts, including but not 
limited to Facebook and Twitter” to the reorganized 
debtor.  Alcede refused to provide the reorganized debtor 
the passwords to the social media accounts, however, 
arguing that the accounts constituted his personal 
property.  Alcede then filed an objection to the 
reorganized debtor’s proposed order compelling Alcede to 
transfer administrative rights in accordance with the 
Confirmation Order.  Following a hearing to consider the 
objection, the court concluded that the social media 
accounts were property of the debtor’s estate and ordered 
Alcede to transfer administrative rights to the accounts to 
the reorganized debtor. 

A Debtor’s Social Media Accounts are Property of 
the Estate 

The court first addressed whether a debtor’s social media 
accounts constitute property of the estate under Section 
541 of the Bankruptcy Code.  Section 541 defines 
“property of estate” to include “all legal or equitable 
interests of the debtor in property as of commencement of 
the case.”  Bankruptcy courts typically look to applicable 
state law to determine the nature of the interest, if any, a 
debtor has in specific property.  The court had no state 
law on which it could rely, however, because no Texas 
state court had addressed whether ownership of a social 
media account constitutes an interest in property. 

Instead, the court looked to decisions of “[m]any courts, 
applying the law of their respective states,” that held that 
subscriber or customer lists constitute an interest in 
property.  The court reasoned that, like subscriber or 
customer lists, the value of a business’s social media 
accounts is that they “provide valuable access to 
customers and potential customers.”  Accordingly, the 
court held that a business’s social media accounts 
constitute property of the estate under section 541 of the 
Bankruptcy Code because ownership of such accounts 
constitutes a valuable property interest.  In reaching this 
conclusion, the court also cited an asset sale order 
entered by the United States Bankruptcy Court for the 
Southern District of New York that treated the debtor’s 
social media accounts as estate property for the purposes 
of the sale and grouped the accounts with the debtor’s 
subscriber lists.9 

Importantly, the court qualified its ruling with respect to 
social media accounts that arguably belong to an 
individual, as opposed to the debtor.  Comparing an 
individual’s social media account to a “persona,” which is 
“the interest of the individual in the exclusive use of his 
own identity” and a recognized property interest under 
applicable state law, the court cautioned that accounts 
belonging to an individual would probably not become 
property of the estate.  The court reasoned that just as the 
13th Amendment’s prohibition on involuntary servitude 
prevents a debtor from assuming a contract that would 
require an individual to perform personal services, a 

                                                             
9 No. 11-10614 (MG), 2011 WL 5520261, at *13 (Bankr. S.D.N.Y. 
Sept. 27, 2011). 
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debtor would be unable to appropriate an individual’s 
“liberty interest” in his or her own social media accounts. 

The “Tactical Firearms” Accounts Were Business 
Accounts That Belonged to the Debtor 

Because the court concluded that only business accounts, 
and not individual accounts, constitute estate property, 
the court had to determine whether the “Tactical 
Firearms” accounts belonged to the debtor or were 
Alcede’s personal accounts.  The court analyzed the 
Facebook Page and Twitter account separately, but 
ultimately concluded that each account was a business 
account that belonged to the debtor and, therefore, 
constituted property of the debtor’s estate. 

The court’s reasoning with respect to the debtor’s 
Facebook Page requires an understanding of the 
difference between a Facebook “Page” and Facebook 
“Profile.”  Facebook Profiles “are for non-commercial uses 
and represent individual people.”  In contrast, Facebook 
Pages, though similar to Profiles in appearance, are 
designed specifically for businesses, brands, and 
organizations.  Pages offer unique tools to businesses and 
are not subject to certain restrictions that apply to 
Profiles.  Before a Page may be created, however, an 
official representative of the brand, business, or 
organization must first create his or her own personal 
Profile.  Once the individual creates the Page, he or she 
may then designate various administrative rights to other 
“Friends” of the business’s Page. 

Alcede created the Tactical Firearms Page through his 
personal individual Profile, as required by Facebook’s 
terms and conditions.  The court held that the creation of 
the Tactical Firearms account as a “Page” – an account 
specifically designed solely for businesses, brands, and 
organizations – created a presumption that the account 
belonged to the debtor.  The court found it immaterial that 
the Page was created through Alcede’s personal profile 
because Facebook requires that every Page be 
established by an official representative of the business 
through that individual’s personal Profile page.  Moreover, 
the court rejected Alcede’s arguments that the Tactical 
Firearms Page was his personal account because Alcede 
routinely posted “on behalf of” the debtor and the posts 
were clearly targeted to promote the debtor’s business.  
The court also noted that Alcede granted certain 
administrative privileges to the debtor’s employees, going 
so far as to share his personal Facebook Profile’s login 

information with a business associate to enable that 
individual to post status updates to the Tactical Firearms 
Page.  The court concluded that because the Facebook 
Page was created in the debtor’s name, was linked to the 
debtor’s official web page, and was used for business 
purposes it was clearly a business account of the debtor. 

The court’s analysis of the Tactical Firearms Twitter 
account was less complicated because unlike Facebook, 
Twitter does not distinguish between accounts for 
businesses and individuals.  The court concluded that the 
Twitter account was a business account of the debtor 
because, like the Tactical Firearms Facebook Page, the 
account was named after the debtor’s business, included 
a description of the debtor’s business in the account’s 
profile description, included a link to the debtor’s official 
webpage, and was used almost exclusively to promote the 
debtor’s business. 

Because each account was deemed to be a business 
account belonging to the debtor, the court concluded that 
both accounts constituted property of the debtor’s estate.  
Accordingly, the court ordered Alcede to provide the 
reorganized debtor with the password information for 
each account and issued an immediate injunction barring 
Alcede from using the accounts for any purpose other 
than to effectuate the transfer of administrative rights to 
the reorganized debtor. 

Conclusion 

Although the court’s conclusion that the Tactical Firearms 
accounts were property of the debtor’s estate is not 
surprising given the importance of social media to a 
business’s marketing and public relations strategy, the 
decision provides useful guidance to debtors concerned 
about their continued access to and reliance on these 
valuable assets in the bankruptcy context.  Further, the 
decision helps clarify the boundary between accounts that 
actually belong to the business – and therefore would 
constitute property of the estate in the event of a 
bankruptcy filing – and those that belong to individuals.  
Potential debtors seeking to preserve the accumulated 
goodwill and value of their social media accounts 
postpetition should take care to ensure that their 
accounts would be deemed “business accounts of the 
debtor” following the commencement of a bankruptcy 
case. 
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BREAKING THE CODE:   
Section 109(a) – Filing a 
Chapter 11 Case for a  
Foreign Business 
Maurice Horwitz 

Before we offend our fellow law practitioners outside of 
the United States, we want to emphasize that this blog 
entry is not about what is “better” – chapter 11 or other 
bankruptcy laws, U.S. courts or other courts, Coke or 
Guaraná.10  Like soda, local law tends to match local 
tastes.  So in most cases, a business is best off seeking 
the protection of its home courts when considering an in-
court restructuring.  Unique circumstances, however, may 
cause a business to consider other restructuring options, 
and it may be helpful to know that chapter 11 provides a 
viable forum for businesses incorporated outside of and 
(surprisingly) with little or no business activities in the U.S. 
In this installment of Breaking the Code, we cover the 
section of the Bankruptcy Code that makes coming to 
America possible:  section 109(a). 

Section 109(a) sets forth the basic requirements for 
commencing a case under the Bankruptcy Code: 

(a) Notwithstanding any other provision of this section, 
only a person that resides or has a domicile, a place of 
business, or property in the United States, or a 
municipality, may be a debtor under this title. 

Thus, two basic requirements apply to all cases under the 
Bankruptcy Code.  First, the debtor must be a municipality 
(for chapter 9 cases) or a “person” (for all other cases).  
Section 101(41) defines a “person” as an individual, 
partnership, or corporation, but not a governmental unit 
(with some exceptions).  Second, the debtor must either 
be incorporated, have a business, or some property in the 
U.S. 

By definition, a foreign corporation is not incorporated in 
the U.S.  It may have subsidiaries incorporated in the U.S., 
but this alone will not make the foreign corporation 
eligible to be a debtor.  Each entity seeking the protection 
of the bankruptcy court will need to satisfy the 

                                                             
10 See "Guaraná Antarctica." Wikipedia.  Wikimedia Foundation, 
n.d. Web. June 8, 2015. 

requirements of section 109(a).11  So if circumstances 
demand that the foreign corporation obtain relief under 
the Bankruptcy Code (e.g., if the debt that needs to be 
restructured is issued or guaranteed by a foreign entity), 
eligibility will depend on having either a place of business 
or property in the U.S. 

In keeping with the in rem nature of bankruptcy law in the 
U.S.,12 the easiest and most common way to gain entrée to 
the U.S. bankruptcy process is to have some property in 
the U.S.  This was true even under the laws that preceded 
the current Bankruptcy Code (the Bankruptcy Act of 
1978).  Section 2(a)(1) of the Bankruptcy Act of 1898 
authorized U.S. courts to oversee the bankruptcies of 
persons who “do not have their principal place of 
business, reside, or have their domicile within the United 
States, but have property within [the courts’] jurisdiction.”  
One court has surmised that this willingness to hear the 
bankruptcy cases of foreign debtors “possibly had its 
origins in times when bankruptcies were an involuntary 
remedy only.  It is obvious why creditors might wish to 
seize American property of a foreign debtor, to obtain 
some satisfaction on what they are owed.”13 

How much property is sufficient?  Section 109(a) is silent 
on that point.  At least one court, however, has held that 
even a “dollar, a dime or a peppercorn” may suffice.14 

The most common way to satisfy the property 
requirement is to have a bank account in the U.S., or to 
pay a U.S. law firm a retainer on behalf of the debtor and 
its affiliates.  In Global Ocean Carriers, for example, a 
group of affiliated shipping companies qualified to be 
debtors under chapter 11 on the grounds that they had 

                                                             
11 See Global Ocean Carriers Ltd. et al., 251 B.R. 31, 37 (Bankr. D. 
Del. 2000) (“The test must be applied to each debtor”). 
12 See Cent. Va. Cmty. Coll. v. Katz, 546 U.S. 356, 362 (2006) 
(“Bankruptcy jurisdiction, at its core, is in rem. As we noted in 
Hood, it does not implicate States’ sovereignty to nearly the 
same degree as other kinds of jurisdiction.  That was as true in 
the 18th century as it is today.  Then, as now, the jurisdiction of 
courts adjudicating rights in the bankrupt estate included the 
power to issue compulsory orders to facilitate the administration 
and distribution of the res.”) (internal citations omitted). 
13 In re McTague, 198 B.R. 428, 431-32 (Bankr. W.D.N.Y. 1996). 
14 Id. (holding that $194 in a bank account was sufficient 
“property” for a foreign individual to be a debtor under the 
Bankruptcy Code). 
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“funds in various bank accounts.”  One of these accounts 
was even “opened shortly before the bankruptcy filing.”  
The amount in these accounts was approximately 
$100,000 – a relatively small amount for a company with 
more than $100 million in debt.  Nevertheless, the court 
considered the amount “not relevant” because “the bank 
accounts constitute property in the United States for 
purposes of eligibility under section 109 of the Bankruptcy 
Code, regardless of how much money was actually in 
them on the petition date.”15 

The debtors in Global Ocean Carriers faced another 
hurdle:  the two bank accounts in the U.S. were both 
opened in the name of only one of the debtors, Global 
Ocean Carriers Ltd. (“Global Ocean”).  The other debtors 
argued that they held claims to the funds in Global 
Ocean’s accounts, and that these claims constituted 
sufficient property in the U.S.  The court, however, was 
more persuaded by the fact that a $400,000 retainer had 
been paid by the debtors to their bankruptcy counsel in 
the U.S. and that the retainer was still held in escrow.  
“The retainers were paid on behalf of all the Debtors and, 
therefore, all the Debtors have an interest in those funds.  
It is not relevant who paid the retainer, so long as the 
retainer is meant to cover the fees of the attorneys for all 
the Debtors, as it clearly was in these cases.”16 

While it is relatively easy for a foreign enterprise to qualify 
as a debtor under section 109(a), the debtor may still face 
several challenges to its case after it begins, any one of 
which could result in the case being dismissed.  These will 
be summarized in our next entry on foreign enterprises as 
debtors. 

                                                             
15 Global Ocean Carriers, 251 B.R. at 39. 
16 Id. 

BREAKING THE CODE:   
Pitfalls for Foreign 
Enterprises Seeking to 
Restructure Under the 
Bankruptcy Code 
Maurice Horwitz 

As discussed in a prior blog entry,17 virtually any amount 
of property in the United States will enable most foreign 
entities to commence a case under chapter 11 of the 
Bankruptcy Code.  But once that case is opened, there are 
a number of challenges that parties may raise to keeping 
the case in a U.S. court.  As we summarize these potential 
challenges below, it is worth noting that some of these 
challenges implicate the fundamental benefits or 
weaknesses to restructuring a foreign enterprise under 
chapter 11 of the Bankruptcy Code, as compared with the 
laws of another jurisdiction. 

 The court may dismiss the case under section 
305(a)(1) of the Bankruptcy Code if “the interests of 
creditors and the debtor would be better served by 
such dismissal or suspension” (emphasis added).  
The test is conjunctive, so it is rare for a voluntary 
case to be dismissed on these grounds; courts are 
generally content to accept that the debtor that has 
voluntarily filed a case under the Bankruptcy Code 
has determined that it is in its own best interest to do 
so. 

 The court also may dismiss the case under section 
305(a)(2) if a petition under chapter 15 of the 
Bankruptcy Code has been granted, and “the 
purposes of chapter 15…would be best served” by 
dismissal.  Dismissal on these grounds typically will 
be sought by the “foreign representative” of the 
company, e., a trustee, receiver, liquidator, or similar 
office-holder who has been appointed by a non-U.S. 
court (usually the court in the company’s domicile or 
principal place of business) to displace management 
and administer the assets of the company.  (This is 
one reason why, when planning any international 
restructuring, it is critical at the outset for 

                                                             
17 See BREAKING THE CODE: Section 109(a) – Filing a Chapter 
11 Case for a Foreign Business dated June 8, 2015 on the Weil 
Bankruptcy Blog. 
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management to consider the possibility that such an 
officer-holder could be appointed, and to plan 
accordingly.) 

 “Bad faith” could form another basis for dismissal.  
Although there is no provision in the Bankruptcy 
Code for it, courts have dismissed chapter 11 cases 
on the grounds that they were filed with no 
reasonable prospect for reorganization and merely 
with the intent to delay creditors.18 

 Similarly, in chapter 11 cases only, the Bankruptcy 
Court may dismiss a case under section 1112(b) “for 
cause.”  The Bankruptcy Code does not provide a 
definition for “cause” as used in this subsection, but it 
does provide a list of examples.  These include the 
“inability to effectuate substantial consummation of 
a confirmed plan.”  “Substantial consummation,” a 
defined term under section 1101(2) of the Bankruptcy 
Code, encompasses the ability to effectuate a 
chapter 11 plan. 

Thus, even if a foreign debtor passes the 109(a) test and 
can demonstrate that it filed its chapter 11 case in good 
faith, a court may still dismiss its case if it finds that in 
practical terms, a chapter 11 plan could never be 
effectuated or enforced on the debtor’s creditors. 

A famous example of this is the chapter 11 case of Yukos 
Oil Company.19  Yukos was an open stock company 
organized under the laws of the Russian Federation that 
operated a petroleum and energy business.  It was a 
massive company.  Indeed, according to the Yukos court, 
when Yukos filed in 2005, its case was the largest case 
ever filed in the United States.  The court also found that 
the company’s assets “are massive relative to the Russian 
economy” and noted that because the company’s assets 
“are primarily oil and gas in the ground,” they are “literally 
a part of the Russian land.”20 

                                                             
18 See, e.g., In re C-TC 9th Ave. P’ship, 113 F.3d 1304 (2d Cir. 
1997) (case dismissed on several grounds, including bad faith, 
where “the Chapter 11 filing was made with no hope of 
reorganization and at the very moment that the state litigation 
had taken a turn adverse to [the debtor], making mortgage 
foreclosure imminent.” 
19 In re Yukos Oil Co., 321 B.R. 396 (Bankr. S.D. Tex. 2005). 
20 Id. at 399. 

One of Yukos’s banks sought to dismiss the case on 
several grounds, including forum non conveniens, comity, 
and the Act of State Doctrine, none of which the 
bankruptcy court found applicable to dismissal of a 
voluntary chapter 11 case.  The court also was satisfied 
that Yukos qualified to be debtor under the Bankruptcy 
Code because the day before the filing, it transferred 
$480,000 to a bank account in Houston.21 

But the court nonetheless dismissed the case under 
section 1112(b) because it concluded that Yukos could not 
effectuate a chapter 11 plan given its circumstances: 

Yukos filed for Chapter 11 relief stating an intention to 
reorganize.  However, the reorganization contemplated in 
Yukos’ plan is not a financial reorganization.  Indeed, since 
most of Yukos’ assets are oil and gas within Russia, its 
ability to effectuate a reorganization without the 
cooperation of the Russian government is extremely 
limited.22 

The take-away?  It is certainly important to meet the basic 
requirements of section 109(a).  But it is much more 
important to focus on the practical questions:  where are 
the debtor’s creditors?  What other parties need to be 
bound by a chapter 11 plan?  Whose participation is 
critical to the reorganization?  Are these parties within the 
reach of a U.S. court?  Can foreign creditors commence 
insolvency proceedings against the debtor in other 
jurisdictions?  What does the debtor need to do to protect 
assets in foreign jurisdictions?  Will it be necessary, and 
possible, to obtain cooperation from any foreign courts?  
These questions, among others, are important for 
predicting the risk of a U.S. court dismissing the case for 
“cause” or “bad faith.”  But more importantly, it is the 
practical questions that matter most when considering 
whether chapter 11 presents a viable restructuring 
alternative for a foreign enterprise. 

                                                             
21 Id. at 407 (“The court finds that the funds deposited…in the 
Southwest Bank of Texas account prepetition (approximately 
$480,000) are property of Yukos.  The court concludes that 
Yukos has standing to be a debtor under Section 109(a) of the 
Bankruptcy Code.  The court concludes that it has subject 
matter jurisdiction with respect to the instant case.”) 
22 Id. at 410-11. 
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Can You Object to a Claim Just 
Because It Doesn’t Include 
Supporting Documentation?  
The Answer May Not Be as 
Simple as You Think 
Doron Kenter · 

“Smokey, this is not ‘Nam.  This is [bankruptcy].  
There are rules.” 

– Walter Sobchak, 
The Big Lebowski (as modified) 

Does technical noncompliance with the Bankruptcy Rules 
and the official proof of claim form warrant disallowance 
of a claim, or does that approach simply put form over 
substance?  Do you think the answer is clear?  Think 
again.  It turns out that courts are divided on whether 
noncompliance with the stated requirements of the 
Bankruptcy Rules and the official proof of claim form can, 
alone, warrant disallowance of claims.  Or is it all just a 
tempest in a teapot?  Let’s see, shall we? 

In In re Tatro,23 the chapter 7 debtor was formerly a 
licensed stock broker and investment advisor (with the 
emphasis on “formerly”).  After Tatro commenced his 
chapter 7 case, a group of over one hundred claimants (all 
represented by a single law firm) filed 102 separate, but 
substantially identical, proofs of claim.  Each of the proofs 
of claim attached a one-page rider stating that the 
documents evidencing the claimant’s investments and 
losses thereon were too “voluminous” to attach and to 
“[p]lease advise if something specific is needed.” 

Enter Bankruptcy Rule 3001, which provides: 

(a) Form and Content.  A proof of claim is a 
written statement setting forth a creditor’s claim.  
A proof of claim shall conform substantially to 
the appropriate Official Form [for proofs of claim]. 

. . . 

(c) Supporting Information.  (1) Claim Based on a 
Writing.  Except for a claim governed by 
paragraph (3) of this subdivision [a claim based 

                                                             
23 No. 12-21266-PRW (Bankr. W.D.N.Y. May 14, 2015) [ECF No. 
305]. 

on an open-ended or revolving consumer credit 
agreement], when a claim, or an interest in 
property of the debtor securing the claim, is 
based on a writing, a copy of the writing shall be 
filed with the proof of claim.  If the writing has 
been lost or destroyed, a statement of the 
circumstances of the loss or destruction shall be 
filed with the claim. . . . 

Two years after the claims bar date, Tatro objected to all 
102 claims on the “narrow procedural ground” that the 
claimants had failed to attach supporting documentation 
to those proofs of claim, as required by the Bankruptcy 
Rules.  In the first instance, he argued that Bankruptcy 
Rule 3001(c)(1) requires that claims based on a writing 
include a copy of that writing with the proof of claim.  
Second, he noted that Bankruptcy Rule 3001(a) mandates 
that proofs of claim conform to the official proof of claim 
form which, in turn, requires the filer to attach copies of 
any documents that show that the alleged debt exists.  
Accordingly, Tatro moved for disallowance on the grounds 
that the claimants had all failed to support the existence 
of their claims (for example, by submitting an investment 
agreement or a written new account form agreement to 
prove that a broker-client relationship had, in fact, existed 
between Tatro and each claimant). 

Some courts would side with Tatro’s approach, having 
ruled that noncompliance with Bankruptcy Rule 3001 can 
provide a legitimate basis for an objection to a proof of 
claim.  Indeed, the only circuit court to have ruled on the 
issue has held accordingly.  In that case,24 the Tenth 
Circuit Court of Appeals reasoned that requiring 
compliance with that rule was necessary and appropriate, 
given that a contrary outcome would improperly shift the 
burden to the objecting party to disprove an 
unsubstantiated claim.  The United States Bankruptcy 
Court for the Southern District of New York has held 
similarly.25 

Other courts, however, have ruled that only section 502 of 
the Bankruptcy Code provides a substantive basis for 
objections to claims.  This “exclusive view” holds that 
section 502 “sets forth the exclusive grounds for 
disallowance of a claim, and failure to file documentation 

                                                             
24 In re Kirkland, 572 F.3d 838, 840-41 (10th Cir. 2009). 
25 In re Minbatiwalla, 424 B.R. 104, 118 (Bankr. S.D.N.Y. 2010). 
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is not among them.”26  This “exclusive view,” according to 
the Tatro court, is premised on four potential rationales.  
First, looking to the plain language of section 502(b), that 
section does not include noncompliance with the 
Bankruptcy Rules as a basis for disallowance of a claim.  
Second, such a view could unfairly permit debtors to 
defeat claims that they “admittedly owe” so long as they 
have an evidentiary advantage (or a formalistic basis for 
an objection).  Third, many courts have viewed proofs of 
claim as though they are complaints or depositions – and 
if a proof of claim is considered as evidence in its own 
right (without supporting documentation), it may not be 
fair to require the objector have to come forward with 
evidence to contest the claim, even in the absence of 
documentation to otherwise support a prima facie claim.  
And fourth, requiring compliance with the Bankruptcy 
Rules and the official proof of claim form would 
encourage fair and efficient resolution of claims, allowing 
courts to balance the burdens on each party to come 
forward with evidence to support and/or refute a proof of 
claim. 

The court in Tatro added that, since 2011 (after the Tenth 
Circuit rendered it decision, as noted above), Bankruptcy 
Rule 3001(c)(2)(d) has made sanctions available if a proof 
of claim does not include the information required by that 
rule.  Absent from the potential sanctions, however, is 
disallowance of the claim.  Indeed, the Advisory 
Committee noted that “[f]ailure to provide the required 
information does not itself constitute a ground for 
disallowance of a claim.”  Accordingly, the Bankruptcy 
Rules and the notes thereto suggest that the drafters of 
the Bankruptcy Rules specifically intended that 
bankruptcy courts not disallow claims on the grounds that 
they failed to comply with those rules and the official 
claim form.  In light of the foregoing, the United States 
Bankruptcy Court for the Western District of New York – 
parting ways with its sister court in the Southern District – 
adopted the “exclusive view” and denied the debtor’s 
objection to the investors’ claims. 

“But wait!” you say?  What about Bankruptcy Rule 
3007(d)(6), which contemplates omnibus objections to 
any claims that are “presented in a form that does not 
comply with applicable rules,” if “the objection states that 
the objector is unable to determine the validity of the 

                                                             
26 In re Brunson, 486 B.R. 759, 770 (Bankr. N.D. Tex. 2013). 

claim because of the noncompliance.”  That rule seems to 
create a basis for an objection to a proof of claim, and 
which is not otherwise created by section 502(b) of the 
Bankruptcy Code! 

And consider Rule 3007-1(d) of the Local Rules for the 
United States Bankruptcy Court for the District of 
Delaware, for example, which deems “non-substantive” 
objections to include any objections to “[a] claim that does 
not have a basis in the debtor’s books and records and 
does not include or attach sufficient information or 
documentation to constitute prima facie evidence of the 
validity and amount of the claim as contemplated by Fed. 
R. Bankr. P. 3001(f).”  Indeed, Bankruptcy Rule 3001(f) 
specifically notes that “[a] proof of claim executed and 
filed in accordance with these rules shall constitute prima 
facie evidence of the validity and amount of the claim.”  
Conversely, one would think that proofs of claim that are 
not executed in accordance with the Bankruptcy Rules 
would fail to constitute prima facie evidence of the claim, 
and should therefore be disallowed! 

So where does all this leave us? 

It seems that Tatro (and cases similarly adopting the 
“exclusive view”) are not necessarily in complete 
disagreement with procedural objections to proofs of 
claim.  Instead, they appear to suggest that claimants with 
otherwise valid claims cannot be subjected to “gotcha” 
objections where the objecting party has no reason to 
believe that they are not valid claims (or, perhaps, himself 
acknowledges the validity of those underlying claims).  
Indeed, the facts in Tatro weighed strongly in favor of a 
decision in favor of the claimants.  The debtor had 
scheduled almost all of the investors in the claimant 
group among his list of creditors, which suggested that he 
knew that the claimants had, in fact, been investors (and 
therefore need not show proof of that status with their 
proofs of claim).  Moreover, the court recognized that no 
documentation may have been necessary in the first place 
because the investors’ claims may not have been “based 
on a writing.”  Add to that the fact that the denial of the 
objection did not necessarily preclude the debtor from 
filing a more complete objection to the investors’ claims 
(if, in fact, an objection on their merits was warranted), 
and a finding in the claimants’ favor seems abundantly 
fair. 

On the other hand, pursuant to Bankruptcy Rule 3007, a 
simple statement (i.e., that the debtor does not believe the 
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claim is valid) is sufficient to serve as support for an 
otherwise purely procedural and formalistic objection.  Or, 
as the Delaware bankruptcy court would have it, 
procedural objections to claims lacking supporting 
documentation are appropriate, but only if that claim does 
not have a basis in the debtor’s books and records.  If this 
is all that is necessary to support an objection for failure 
to include sufficient documentation with a proof of claim, 
it appears that the practical implications are limited 
regarding the current debate over whether noncompliance 
with the rules justifies disallowance of a claim.  Unless, of 
course, a court concludes that the list of objections in 
Bankruptcy Rule 3007 is inconsistent with the stated 
bases for objection in 502(b) – which would cause quite a 
ruckus in the bankruptcy courts.  Any takers? 

Bitcoin Bankruptcy:  Banks 
and Bitcoin Exchanges 
Scott Bowling 

This is the fifth post in our Bitcoin Bankruptcy series on 
the Weil Bankruptcy Blog.  We have concluded that a 
hypothetical U.S.-based bitcoin exchange likely would not 
constitute a stockbroker27 or a commodity broker28 under 
the Bankruptcy Code.  Therefore, unless the bitcoin 
exchange is a certain type of bank, it is probably eligible 
for chapter 11 relief.  This entry explores the question of 
whether a bitcoin exchange might be considered a bank. 

The short answer is that it is highly unlikely that a bitcoin 
exchange would be considered a bank, and so the bitcoin 
exchange probably would be eligible to file a chapter 11 
case.  Banks receive deposits; bitcoin exchanges generally 
do not.  Even if bitcoin wallets constituted deposit 
accounts, bitcoin exchanges are not presently regulated 
like banks and have no available resolution framework 
outside of bankruptcy law.  Whereas banks are regulated 
entities governed by intricate legal frameworks, the entire 
bitcoin system attempts to avoid prudential regulation 
through a system based on transparency and degrees of 

                                                             
27 See Could a Bitcoin Exchange Constitute a “Stockbroker”? 
dated July 14, 2014 on the Weil Bankruptcy Blog. 
28 See Could a Bitcoin Exchange Be a Commodity Broker? dated 
February 2, 2015 on the Weil Bankruptcy Blog. 

mathematical certainty.29  Accordingly, bitcoin exchanges 
are probably eligible for chapter 11 relief because they 
would not be considered the types of banks that are 
ineligible to file a bankruptcy case. 

So much for the short answer.  The long answer involves 
what can really be considered the Bankruptcy Code’s 
esoterica, including some provisions that have been used 
either rarely or never at all.  But the novel legal structure 
of a bitcoin exchange calls for this kind of analysis.  As 
always, it starts with the text of section 109. 

Section 109 of the Bankruptcy Code 

Under section 109(d) of the Bankruptcy Code, one type of 
company that can be a chapter 11 debtor is “an uninsured 
State member bank, or a corporation organized under 
section 25A of the Federal Reserve Act, which operates, 
or operates as, a multilateral clearing organization 
pursuant to section 409 of the Federal Deposit Insurance 
Corporation Improvement Act of 1991 [“FDICIA”]. . . .”30  
This type of entity is also known in the Bankruptcy Code 
as a “clearing bank.”31  Aside from being expressly eligible 
for chapter 11 relief, clearing banks are an important 
exception to the general rule that banks cannot be debtors 
in bankruptcy. 

Section 109(d) also provides that a person eligible for 
relief under chapter 7 of the Bankruptcy Code may be a 
chapter 11 debtor.  Under section 109(b)(2), “a person may 
be a debtor under chapter 7” unless that person is, among 
other things, one of the following types of entities: 

a domestic . . . bank, savings bank, cooperative 
bank, savings and loan association, . . . credit 

                                                             
29 See "Block Chain." - Bitcoin Wiki.  Bitcoin Wiki, 22 Oct. 2014. 
Web. 29 June 2015. 
30 There is some overlap here: such an entity may be a chapter 7 
debtor “if a petition is filed at the direction of the Board of 
Governors of the Federal Reserve System.” 11 U.S.C. § 109(b)(2). 
This requirement is conspicuously absent from section 109(d). 
Given that a clearing bank’s filing under chapter 11 — the 
reorganization chapter — does not require the Fed’s involvement, 
one wonders what underlying policy reasons support such a 
distinction.  One possibility is that the Fed wanted the right to 
consent to the appointment of a trustee for a clearing bank.  But 
because the Fed has no control over the appointment of a 
trustee for a clearing bank under section 1104(a), the 
Bankruptcy Code may just be inconsistent on this point. 
31 11 U.S.C. § 781(3). 
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union, or industrial bank or similar institution 
which is an insured bank as defined in section 3(h) 
of the Federal Deposit Insurance Act . . . . 

Whether a bitcoin exchange could constitute a clearing 
bank or other type of bank depends on several factors, but 
it is ultimately unlikely. 

A Bitcoin Exchange Is Probably Not a Bank. 

The term “bank” is not defined in the Bankruptcy Code.  
Thus, courts have articulated three different tests for 
whether an entity constitutes a bank: 

1. The “independent classification” test:  “This test 
‘construes section 109(b) itself, considering the text 
of the section, its legislative history and court 
interpretations, to determine whether a petitioner is 
an excluded entity.’”32 

2. The “state classification” test:  “The state 
classification test involves examination of the entity’s 
status under the law of the state of incorporation.  If 
state law classifies the entity as one that is 
specifically excluded from being a debtor under 
section 109(b)(2), the inquiry generally ends there.  If 
state law does not so classify the entity, the question 
then becomes whether the entity is the substantial 
equivalent of those in the excluded class.”33 

3. The “alternative relief” test:  This test “emphasizes 
‘congressional intent and factors of practicality and 
policy’ to determine whether, given a state 
reorganization and liquidation scheme to wind up a 
particular entity, federal bankruptcy relief would 
nonetheless be a satisfactory alternative to the state 
procedure.”34 

In analyzing whether an entity is eligible for chapter 7 
relief, “[c]ourts . . . have applied the three tests somewhat 
erratically.”35  Attempting to resolve the confusion 
                                                             
32 In re First Assured Warranty Corp., 383 B.R. 502, 519 (Bankr. 
D. Colo. 2008) (quoting In re Selcke, 147 B.R. 895, 899 (N.D. Ill. 
1992)). 
33 In re Cash Currency Exch., Inc., 762 F.2d 542, 548 (7th Cir. 
1985). 
34 In re Estate of Medcare HMO, 998 F.2d 436, 439 (7th Cir. 
1993). 
35 In re Estate of Medcare HMO, 998 F.2d 436, 439 (7th Cir. 
1993). 

surrounding these tests, the United States Court of 
Appeals for the Seventh Circuit has held that “there 
should not really be three separate tests for ascertaining 
whether an entity is excluded from the protection of the 
Bankruptcy Code.  Rather, absent express classification 
under section 109 or some other federal statute, the 
classification of an entity should generally follow the law 
of the state of its incorporation, so long as that 
classification does not frustrate the purposes of the 
Code.”36  Other courts,37 including the United States Court 
of Appeals for the Second Circuit, historically followed 
this same principle under the statutory predecessor to the 
Bankruptcy Code. 

Under New York law (which would govern our New York-
based hypothetical bitcoin exchange), a bank is “any 
corporation, other than a trust company, organized under 
or subject to the provisions of article three of” the New 
York Banking Law.38  That article establishes the powers 
and duties of banks under New York law.  Among other 
things, banks have the power [t]o receive upon deposit for 
safe-keeping for hire upon terms and conditions to be 
prescribed by the bank or trust company, money, 
securities, papers of any kind and any other personal 
property.”39 

Bitcoin exchanges clearly do not fall within New York’s 
definition of “bank.”  They are neither “organized under 
[n]or subject to the provisions of article three of” the 
Banking Law.40  Even if bitcoin wallets maintained by the 
bitcoin exchange constituted “deposits,” the exchange 
would not have the “power” to maintain those wallets 

                                                             
36 Id. at 442. The “alternative relief” test, however, finds 
significant support in the Bankruptcy Code’s legislative history: 
“Banking institutions and insurance companies are excluded 
from liquidation under the bankruptcy laws because they are 
bodies for which alternate provision is made for their liquidation 
under various regulatory laws.” H.R. Rep. No. 95-595, at 318–20 
(1977), reprinted in 1978 U.S.C.C.A.N. 5787. 
37 See In re Prudence Co., 79 F.2d 77 (2d Cir. 1935) (relying on a 
debtor’s legal classification under New York state law to 
determine the debtor’s eligibility for relief under the Bankruptcy 
Act); see also Estate of Medcare HMO, 998 F.2d at 441 
(collecting cases). 
38 N.Y. Banking Law § 2(1). 
39 N.Y. Banking Law § 96(3)(a). 
40 N.Y. Banking Law § 2(1). 
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unless it were governed by the other provisions of — and 
subject to the obligations established by — the New York 
Banking Law.  Consistent with this, bitcoin exchanges do 
not fall within any of the types of banking entities 
regulated by the New York State Department of Financial 
Services.41  It is therefore unlikely that a bitcoin exchange 
would constitute a “bank” under section 109(b)(2) of the 
Bankruptcy Code, and so it is probably eligible to be a 
chapter 11 debtor. 

Clearing Banks, Bitcoin Exchanges, and the 
Bankruptcy Code 

For the sake of completeness, it is worth considering 
whether a bitcoin exchange could constitute a clearing 
bank under the Bankruptcy Code. 

There is a dearth of writing on clearing banks in the 
bankruptcy context.  Not one reported case analyzes the 
clearing bank provisions of the Bankruptcy Code.  We 
found no academic articles that discuss the clearing bank 
provisions of the Code.  Collier on Bankruptcy cites no 
source other than the Bankruptcy Code in its discussion of 
the clearing bank language in section 109.  And — perhaps 
most surprising — the very definition of “clearing bank” in 
the Bankruptcy Code relies on a provision of the FDICIA 
that has since been repealed.  It is possible that clearing 
banks as defined in the Bankruptcy Code no longer exist.  
If this is true, it would render subchapter V of chapter 7 
superfluous. 

A clearing bank is, as mentioned above, “an uninsured 
State member bank, or a corporation organized under 
section 25A of the Federal Reserve Act, which operates, 
or operates as, a multilateral clearing organization 
pursuant to section 409 of the Federal Deposit Insurance 
Corporation Improvement Act of 1991 . . . .”  This definition 
has three parts:  (i) uninsured State member banks; (ii) 
Edge Act corporations; and (iii) multilateral clearing 
organizations.  We will consider each one in turn. 

Uninsured State Member Banks 

An “uninsured State member bank” is “a State member 
bank (as defined in section 3 of the Federal Deposit 
Insurance Act [“FDIA”])42 the deposits of which are not 
insured by the Federal Deposit Insurance Corporation.”  

                                                             
41 N.Y. Banking Law § 96(3)(a). 
42 11 U.S.C. § 101(54A). 

Under section 3(d)(2) of the FDIA,  “[t]he term ‘State 
member bank’ means any State bank which is a member 
of the Federal Reserve System.”  Bitcoin exchanges, then, 
obviously are not uninsured State member banks. 

Edge Act Corporations 

Section 25A of Federal Reserve Act (which section is also 
known as the Edge Act) provides as follows: 

Corporations to be organized for the purpose of 
engaging in international or foreign banking or 
other international or foreign financial operations, 
or in banking or other financial operations in a 
dependency or insular possession of the United 
States, either directly or through the agency, 
ownership, or control of local institutions in 
foreign countries, or in such dependencies or 
insular possessions as provided by this section, 
and to act when required by the Secretary of the 
Treasury as fiscal agents of the United States, 
may be formed by any number of natural persons, 
not less in any case than five:  Provided, That 
nothing in this section shall be construed to deny 
the right of the Secretary of the Treasury to use 
any corporation organized under this section as 
depositaries in Panama and the Panama Canal 
Zone, or other insular possessions and 
dependencies of the United States.43 

Bitcoin exchanges plainly are not Edge Act Corporations 
either. 

Multilateral Clearing Organizations 

The Bankruptcy Code defines “multilateral clearing 
organization” by reference to the definition set forth in 
section 409 of the FDICIA.  Section 409 of the FDICIA 
prescribed the scope of entities that could operate 
multilateral clearing organizations but did not itself define 
what constituted a multilateral clearing organization.  The 
operative definition was set forth in section 408 of the 
FDICIA (and, by way of the Bankruptcy Code’s reference to 
section 409, presumably applied in bankruptcy as well):  
“The term multilateral clearing organization means a 
system utilized by more than two participants in which the 
bilateral credit exposures of participants arising from the 
transactions cleared are effectively eliminated and 

                                                             
43 12 U.S.C. § 611. 
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replaced by a system of guarantees, insurance, or 
mutualized risk of loss.”44 

The trouble with the term “multilateral clearing 
organization” is that the Bankruptcy Code’s statutory 
referent — section 409 of the FDICIA — as well as section 
408 were repealed by section 740 of the Dodd-Frank Wall 
Street Reform and Consumer Protection Act.45  Yet the 
clearing bank provisions of the Bankruptcy Code were left 
standing.  Accordingly, it appears that literally nothing 
today operates “pursuant to” section 409 of the FDICIA as 
is required for an entity to constitute a clearing bank 
under the Bankruptcy Code.46 

                                                             
44 Sections 408 and 409 of the FDICIA, as well as the definition 
of the term “uninsured State member bank” and the clearing 
bank provisions of the Bankruptcy Code were all enacted as part 
of the Commodities Futures Modernization Act of 2000. See Pub. 
L. No. 106-554, 114 Stat. 2763A. 
45 See Pub. L. No. 111-203, 124 Stat. 1376, 1729 (“Sections 408 
and 409 of the Federal Deposit Insurance Corporation 
Improvement Act of 1991 (12 U.S.C. 4421, 4422) are repealed.”). 
46 It appears that Congress intended for organizations that 
formerly constituted multilateral clearing organizations to 
constitute, post-Dodd-Frank Act, “derivatives clearing 
organizations” that operate pursuant to section 7a-1 of the 
Commodities Exchange Act. Section 7a-1 of the CEA, which was 
enacted by section 725 of the Dodd-Frank Act, generally 
prohibits the clearing of swaps and other derivatives in interstate 
commerce except by derivatives clearing organizations that are 
registered with the Commodities Futures Trading Commission. 
The CEA defines derivatives clearing organizations as follows: 

(A) In general  
The term “derivatives clearing organization” means a 
clearinghouse, clearing association, clearing corporation, or 
similar entity, facility, system, or organization that, with 
respect to an agreement, contract, or transaction – 

(i) enables each party to the agreement, contract, or 
transaction to substitute, through novation or otherwise, 
the credit of the derivatives clearing organization for the 
credit of the parties;  
(ii) arranges or provides, on a multilateral basis, for the 
settlement or netting of obligations resulting from such 
agreements, contracts, or transactions executed by 
participants in the derivatives clearing organization; or  
(iii) otherwise provides clearing services or arrangements 
that mutualize or transfer among participants in the 
derivatives clearing organization the credit risk arising from 
such agreements, contracts, or transactions executed by 
the participants.  

Conclusion 

For the foregoing reasons, a bitcoin exchange likely does 
not constitute a type of bank that is barred by section 109 
of the Bankruptcy Code from being a debtor in bankruptcy.  
A bitcoin exchange likely also does not constitute a 
clearing bank.  Indeed, following the passage of the Dodd-
Frank Act, it is possible that no entity at all could 
constitute a clearing bank under the Bankruptcy Code.  
Because a bitcoin exchange is probably not a stockbroker, 
a commodity broker, or an ineligible bank, we believe it is 
likely that a bitcoin exchange would be eligible for relief 
under chapter 11 of the Bankruptcy Code. 

This concludes our series on the eligibility of bitcoin 
exchanges, but we plan to consider in the future some of 
the other novel issues that bitcoin may present for 
restructuring practitioners.  We look forward to further 
developments in the laws governing virtual currencies. 

As a reminder, the Weil Bankruptcy Blog does not provide 
or purport to provide legal advice on bankruptcy, 
securities, or any other areas of law.  The discussion 
herein reflects the opinion of the author, not that of Weil, 
Gotshal & Manges LLP.  This discussion is strictly 
hypothetical and may not be relied upon for the purpose of 
trading bitcoins, securities, or any other instrument of 
value. 

                                                                                                          
(B) Exclusions  
The term “derivatives clearing organization” does not include 
an entity, facility, system, or organization solely because it 
arranges or provides for –  

(i) settlement, netting, or novation of obligations resulting 
from agreements, contracts, or transactions, on a bilateral 
basis and without a central counterparty;  
(ii) settlement or netting of cash payments through an 
interbank payment system; or  
(iii) settlement, netting, or novation of obligations resulting 
from a sale of a commodity in a transaction in the spot 
market for the commodity.  

7 U.S.C. § 1a(15). In addition to establishing these requirements, 
section 725 of the Dodd-Frank Act also established (in section 
7a-1(g) of CEA) a framework for banks and clearing 
organizations to become derivatives clearing organizations. 
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